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ACCOUNTING RESEARCH 

By ALVIN R. JENNINGS 

President, American Institute of Certified Public Accountants; 
Partner, Lybrandy Ross Bros. 6f Montgomery, New York 

There is, I think, widespread acceptance of the proposition that account
ing is utilitarian in character. In this sense, it is like the law. Both must be 
kept responsive to the needs of changing times and both disciplines must be 
susceptible of making the accommodations required to keep in harmony with 
significant social and economic goals. It follows that the body of principles 
which is created to implement accounting must be widely understood and 
accepted as valid or the end product will be of limited value. It follows, too, 
that it is not enough for a principle to achieve acceptance—it must continue 
to merit acceptance or yield to another more compatible with the needs. 

During the past few years, with increasing frequency, well-informed 
people, both within and without the profession, have questioned whether 
accounting has in fact kept abreast of the times. The late Marquis G. Eaton 
in an address delivered last Spring discussed "Financial Reporting In A 
Changing Society." His paper identified important and pressing problems. 
Oswald W . Knauth, business executive and economist in his article which 
appeared in the January 1957 Journal of Accountancy has given us a 
stimulating external point of view of limitations on the usefulness of 
financial reports growing out of lack of comparability. George O. May 
whose career has spanned more than 60 years of professional developments 
and who through most of that period was closely associated with the progress 
of accounting thinking, on numerous occasions has stressed the critical need 
for recognition that accounting philosophies suffer from obsolescence. 
Among the significant social and economic changes which Mr. May believes 
require reorientation in existing modes of accounting thinking are: 

(1) the adoption of the full employment theory which was enacted 
into law in 1946; 

(2) the great acceleration in the rate of change in the industrial 
economy since 1940; and 

(3) the social revolution which has occurred since 1940 and which is 
rooted in the adoption of a political philosophy dedicated to the 
lessening of inequalities of wealth and income. 

There is, I think, much merit in this point of view. 
Clearly, the time is at hand for critical reappraisal of the continued 
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validity of the basic objectives of accounting and the methods upon which 
we rely to identify the correlative, postulates, assumptions or conventions 
which may best serve our purposes. 

One of the techniques in which we, as accountants, have been care
fully trained is that of analysis. We use it liberally as a method of searching 
for sound conclusions. This morning I am going to ask you to join me in 
some self-analysis of an introspective nature. My specific interest today is 
in accounting principles. What is their nature? What purpose do they 
serve? How do they come into being? Are they immutable? If not, how 
do useful changes come about? These are some of the questions which I 
would like to consider with you and, since we have not much time, we 
cannot go into any of them deeply enough to reach supportable and valid 
conclusions. That does not bother me, and I hope it does not bother you. 
It is unrealistic to expect that all thinking should result in decisions. The 
most I think we can hope for is that it will make a contribution to that 
end. Often an understanding of why we cannot presently reach con
clusions is the key to further progress. 

Accounting—Art or Science? Principles give meaning to accounting. 
T  o better understand why, let us spend a minute or two thinking about 
accounting as such. It has been described by some as an art—by others as 
a science. The question of classification of itself has limited meaning. Of 
more interest are certain apparent distinctions between the characteristics 
of accounting, whether art or science, and those of certain branches of 
science such as the physical sciences. 

The physical sciences are concerned with the study, observation and 
classification of phenomena. Their interest is in learning the natural 
characteristics of things and how and why they are as they are and most 
particularly in the establishment of verifiable general laws or principles. 
In lay language they work backward from the result to the principle or 
combination of principles which brought about the consequences. Once 
identified and defined, the principles are immutable and the only thing 
which brings about change is the discovery of error in the original analysis. 
The inductive thinking and the hypotheses of the scientist involve the 
frequent use of standards of one sort or another and many of these have 
been arbitrarily established. Standards of measurement are examples. The 
units of measurement of time and space, as we know them, are purely 
arbitrary tools of convenience. Changes occur from time to time as more 
useful standards are discovered. Th e cubit was widely accepted in biblical 
times as one unit of length; today it is obsolete. It is possible, though not 
ideal, that two or more systems of measurement may exist and be in use 
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simultaneously in different parts of the world. The metric system which 
many regard as superior to the system commonly in use in this country 
will, in all probability, some day be in common use here. These differences, 
while introducing a certain awkwardness where comparisons or combina
tions of data are concerned, have no greater significance than differences 
in the currency systems of the world because they are more or less readily 
translated one into the other. 

Accounting, which is a discipline of expression, like the physical sciences, 
works with facts but this is the sole significant point of community. Where 
science looks within the fact to discover principle, accounting looks, or 
should look, to the desired end result—the most effective method of ex
pression in terms of that which will meet the greatest needs—and pro
ceeds to create and define those principles which will achieve its ends. 
Thus, as I have said, principles give meaning to accounting and accounting 
will fall far short of its proper function if it is, or should become, shackled 
to principles unsuitable to its needs. 

Prtncifles and Methods: In auditing we have drawn a sharp dis
tinction between standards, which Professor Mautz will discuss later this 
morning, and procedures. Attempts have been made to develop a similar, 
logical distinction in accounting—that is, between principles and methods 
of applying principles. At first blush, it might appear important that we 
should promote an awareness in accounting between principle and method, 
but I wonder if this is so. The distinction in the field of auditing is im
portant to us as auditors because of what it contributes to our ability to 
make our examinations of reasonably consistent quality. 

In the field of accounting, if the distinction between principle and 
method has significance, it can only be for what it may contribute to the 
ability to turn out more useful statements which, of course, implies that 
those who make use of the statements must have the same full under
standing of the distinctions as does the accountant who is responsible for 
the preparation or approval of the data. W e know this is not so today and 
I, for one, despair that it will ever be so. This is no mere academic defect. 
It is, in fact, very close to the root of some of the criticism which has been 
voiced with increasing frequency in the last decade concerning financial 
representations. I do not advocate that we should abandon the concept 
of usefulness in distinguishing between principle and method. I do hold 
that there is no logical or practical merit in seeking to narrow the choices 
of acceptable principles and, at the same time, allowing such wide latitude 
of choices of method as to make the principle itself relatively of no 
importance. 
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The distinction between an accounting principle and an accounting 
method or practice is one which has also caused the SEC some concern. 
Because no clear distinction exists between accounting principles, on the 
one hand, and accounting practices and methods, on the other hand, the 
SEC promulgated Rule 3.07 in its Regulation S-X reading as follows: 

(a) Any change in accounting principle or practice, or in the method 
of applying any accounting principle or practice, made during any 
period for which financial statements are filed which affects 
comparability of such financial statements with those of prior or 
future periods, and the effect thereof upon the net income for 
each period for which financial statements are filed, shall be dis
closed in a note to the appropriate financial statement. 

In addition, Rule 2.02 of the same regulation dealing with account
ants' certificates provides, among other things, that the accountants5 

certificate shall state clearly: 

(ii) the opinion of the accountants as to any material changes in 
accounting principles or practices or method of applying the 
accounting principles or practices, or adjustments of the accounts, 
require to be set forth by Rule 3.07. 

Emergence of Principles as Criteria: Except in regulated industries, 
until some 25 years ago, there were virtually no effective restrictions on 
the choices of management as to the principles of accounting and dis
closure which they used in setting forth financial representations. The 
advent of the tax on corporate income in 1913 brought about some measure 
of uniformity as corporate accounting veered toward the acceptance of 
those practices which would tend to minimize taxes. Most of the larger 
companies were not examined by independent public accountants regularly. 
It was, in fact, notable when one was. Such examinations as were made 
were more often than not brought about by the uneasiness of credit lenders. 
Opinions of the independent accountants were short and to the point. They 
made no reference to any body of generally accepted principles because 
there was no authoritative codification. 

In 1930, the American Institute of Accountants appointed a special 
committee to cooperate with stock exchanges in an effort to improve re-
porting—an event which was to have a profound influence on narrowing 
areas of difference in corporate accounting. The committee, under the 
leadership of George O. May who, for some years previously, had been 
accounting advisor to the New York Stock Exchange, was the first formal 
group to address itself in the name of the profession to the task of seeking 
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ways and means to make the accounts published by corporations more 
informative and authoritative and to educate the public as to the limi
tations as well as the value of accountants. 

The history of the committee work and its contributions are well 
known to most of you. W e need not consider them fully this morning; 
in fact, there is time only to review their findings generally as a notable 
historical basis for subsequent accounting thinking in the field of our 
present interest. 

The efforts of the committee, and the steps taken within the profession 
following and based upon its report, are generally credited with the avoid
ance of an undue extension of governmental regulation of the practice of 
accounting. Fortunately, the SEC which came into being during this 
critical period welcomed the opportunity to limit its functions. The foun
dations thus were laid for a peaceful and mutually helpful coexistence 
which has continued to this day. 

The Alternatives: It was the view of the special committee that two 
possibilities existed for narrowing the areas of difference and eliminating 
inconsistencies in financial reporting. The first alternative would be to 
have a competent authority select, from the body of acceptable methods 
then in use, detailed sets of rules which would become binding upon all 
corporations of a given class. Under this alternative, financial reporting 
by all corporations would be patterned after the procedures which apply 
to regulated industries such as the railroads which are under the juris
diction of the Interstate Commerce Commission and are required to follow 
accounting classifications prescribed by the Commission. The committee, 
without specifying reasons, stated its belief that the arguments against any 
attempt to apply this alternative to industrial corporations were over
whelming. 

The Choice: It considered that a more practical alternative would 
be to leave each corporation free to choose its own methods of accounting 
within broad limitations requiring disclosure of the methods employed and 
consistency in their application from year to year. The Committee's con
clusion was influenced, to a large extent, by its belief that it was relatively 
unimportant to the investor which precise rules or conventions are adopted 
by a corporation in reporting earnings if the investor was informed as to 
what the methods were and had assurance of the consistency of their 
application. 

The Program: The committee concluded its report by recommending 
certain objectives to the New York Stock Exchange. I will not quote them 
in full but I believe, because of their importance, I should summarize them. 
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1. T  o encourage recognition of the fact that the balance sheet is not 
a representation of present values. 

2. T  o emphasize that balance sheets necessarily are, to a large extent, 
historical in character and are largely the reflection of individual 
judgments. 

3. T  o emphasize the relative importance of the income account and 
the recognition that it must be so presented as to constitute the best 
reflection reasonably obtainable of the earning capacity of the 
business under the conditions existing during the period to which 
it relates. 

4. T  o require acceptance by corporations of certain broad principles 
of accounting which are regarded as having achieved general ac
ceptance but to make no attempt to restrict the right of the cor
poration to select detailed methods of accounting. 

At the request of the Stock Exchange the special committee suggested 
a revised form of independent public accountant's report, which achieved 
immediate acceptance in the profession. The opinion paragraph of this 
report for the first time related the fairness of presentation to the con
sistent use of accepted principles of accounting. 

The Institute Accepts Responsibility: Promptly after the conclusion 
and publication of the correspondence, the Institute, in recognition of the 
need for a formal and continuous facility for considering matters in that 
field, appointed a special committee on the development of accounting 
principles. In 1938-39 the special committee was recognized and en
larged and has since been known as the committee on accounting pro
cedure. Simultaneously, a Research Department was organized within 
the framework of the Institute staff. The committee's objectives, as 
initially stated, were: 

1. T  o further the development and recognition of generally accepted 
accounting principles, and 

2. T  o narrow areas of difference and inconsistency in accounting 
practices. 

By these actions, the Institute acknowledged a responsibility and assumed 
leadership. 

Procedural Rules: Th e newly created committee on accounting pro
cedure adopted rules for its own conduct and guidance. In general, these 
provided that any opinion or recommendation before issuance is to be 
submitted to all members of the committee; that no opinion or recom
mendation would be issued unless it received the approval of two-thirds 
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of the entire committee; and that any member of the committee who 
dissented from an opinion would be entitled to have the fact of his dissent 
and the reasons made a matter of record. The rules provided further that 
the committee should give careful consideration to prior opinions, to pre
vailing practices, and to the views of professional and other bodies concerned 
with accounting procedures before reaching a conclusion in a particular 
instance. 

Unless formal adoption by the Institute membership is asked and 
secured, the authority of opinions reached by the committee rests upon the 
general acceptability of such opinions. It is recognized that extraordinary 
cases may exist in which departures from the opinions might be justified 
and it is understood that the burden of justifying any such departure must 
be assumed by those who adopt treatments other than those recommended 
by the committee. Certain other rules not particularly pertinent to this 
discussion also were adopted. 

Membership in the committee is by appointment of the President. The 
committee consists of a chairman and 20 members. An attempt is made 
to see that a cross section of practice is represented in the committee mem
bership. 

Oferation and Problems of the Committee: Since its creation, the 
committee has issued 48 Accounting Research Bulletins, the first 42 of 
which were reviewed, restated, and revised as recently as 1953. I would 
like to make it as clear as I can that my concern today has solely to do 
with our research methods and in no sense is intended to imply criticism 
of present or past members of the committee. The reasoning or the con
clusions of the committee with respect to any one of these bulletins is not 
at issue here. My concern is with the need for a re-examination of the 
more basic question as to whether the procedures in use are those which 
are best designed to achieve our purposes. 

Those in the Institute who, over the years, have had responsibility for 
the development of accounting research have recognized the importance 
of obtaining the views of industry spokesmen. They have tried to devise 
a procedural method which would achieve the purpose. They have not 
succeeded. The fault is not altogether that of the accounting profession; 
in fact, I think it rests largely upon a failure of industry to respond in any 
major sense its own obligations, and a disposition to interpret leadership 
by the Institute as an indication of willingness to assume full accountability. 

Restrictions of Existing Research Methods: In the field of medicine 
pure research is largely in the hands of biochemists and other specialists and 
not in the normal province of the practicing physician. Techniques exist 
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to test new drugs before they are offered to the public. In law, the con
tinued acceptability of established concepts is tested each time a case goes 
to trial. 

We have no comparable laboratory in which the new may be examined 
and tested against the old. This is a serious handicap to creative thinking. 
I cite as an example the interesting and important question of the con
tinued validity of the assumption that in spite of its instability, the dollar is 
the best common denominator of accounting expression. You all know 
that strong conflicting views exist on this matter. We are told that, as a 
profession, we are remiss because we have not recognized economic de
velopments. T o the extent that such criticism implies negligence in con
sidering the question, it is in error. You all know the validity of the as
sumption has received thoughtful and extensive consideration. Without 
at the moment raising a question of the merits of the conclusion, it is the 
present official position of the Institute that attempts to reflect the declining 
value of the dollar should, for the present, be achieved by supplementary 
data and explanations and not through the formal accounts. 

Thus, an independent certified public accountant whose client would 
like to compute depreciation on a basis other than historical cost must advise 
his client that to do so would be contrary to the generally accepted prin
ciple involved and would require the accountant to so state in his report. 
It is my understanding that the SEC would view as deficient financial 
statements which were accompanied by an auditor's opinion qualified as 
to their conformity with generally accepted accounting principles. 

W H E R  E W  E NO W STAND 

It seems clear that present processes permit little, if any opportunity for 
sound experimentation with new ideas. 

T  o summarize, this is where I think we stand: 

1. Although new events have created new differences and incon
sistencies in the meantime, there is general recognition that the 
areas of difference and inconsistency in financial reporting have been 
narrowed substantially in the last quarter century and that this 
could not have been achieved except through the acceptance of 
the concept of a body of generally accepted accounting principles as 
criteria. 

2. The Institute has accepted almost exclusive responsibility for the 
development of research in the field of accounting principles. In 
many respects this has been helpful but it certainly may not be said 
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to have been ideal. T o the extent that research is conducted out
side our Institute as, for example, that which finds expression in 
research statements issued by the American Accounting Associa
tion, it is not coordinated with our own. 

3. Present methods of accounting research give no opportunity to 
test new ideas—in fact, there is some justification for a belief that 
they tend to stifle creative thinking. 

A New Affroach to Research: In a paper which I presented at New 
Orleans last fall and on which my remarks today are, in part, based, I 
proposed that the Institute undertake to restudy the research program. 
Solely to get started, I suggested that: 

1. The development of accounting principles should be regarded as 
in the nature of pure research. 

2. An adequate research organization should be provided. There are 
reasons which suggest that it would be best if the research organiza
tion were to be an adjunct to and not a formal part of the Institute 
itself. This is a basic question of policy which should be resolved 
in the restudy which I recommended should be undertaken. One 
possibility is to create a Research Foundation having the same or
ganizational relationship to the Institute as does our present Ac
countants' Foundation. 

3. The research organization should be staffed with personnel having 
proper academic and experience backgrounds (we might require 
as many as five or six men of outstanding ability). There should be 
no restrictions which would require that the staff be drawn ex
clusively from people who had been in practice; in fact, it might 
be preferable if the staff, in part, were composed of those whose 
background would enable them to contribute the academic and 
industry points of view. 

4. Industry and our profession should jointly share the cost of the 
program in equitable proportions by contributions to the Research 
Foundation. 

5. The function of the research organization generally should be to 
carry on continuous examination and re-examination of basic ac
counting assumptions and to develop authoritative statements for 
the guidance of both industry and our profession. In doing so, the 
research staff should have full power and facilities to consult, as 
necessary, with representatives of industry, with representatives 
of the teaching profession, and with representatives of regulatory 
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bodies. Representatives of such groups should have the privilege 
of presenting their ideas to the research staff. The functions of the 
research staff should also include the development and distribu
tion of material designed to improve the understanding of those 
who rely upon financial reporting as to the nature, value and 
limitations of financial representations. 

6. Statements issued by the research organizations should be sub
mitted for approval or rejection of basic ideas to the Council of 
the American Institute of Certified Public Accountants. It would 
not be expected that Council would concern itself with form or 
manner of expression but only with the substance of the ideas pre
sented for its approval or rejection. As a practical matter Council 
might appoint a "screening" committee to review proposals prior 
to their formal submission for voting. 

7. Upon receiving approval of two-thirds of the members of Council 
voting upon any particular bulletin, it should be considered binding 
upon members of our Institute. 

Research is a full-time job and should be recognized as such. Hundreds 
of the foremost members of our profession have devoted uncounted hours 
of hard work to the program of the committee on accounting procedure. 
Many of my own partners have served, and I know at firsthand of the 
tremendous demands on their time and energy. I am sure that all who 
have had the privilege of service have a well-founded conviction that their 
efforts were worthwhile. Yet I also believe that all of them at times must 
have wondered whether the job was not too demanding for any voluntary 
group. The necessity of changing the personnel of the committee from 
time to time is disruptive of continuity and this, too, is a problem. 

NEE D FOR A RESEARCH PROGRAM 

In spite of its devotion to its tasks, the ever-increasing complexities of 
business make it inevitable that we should be faced with the question of 
whether the committee can move fast enough to keep up with economic 
and social changes which affect accounting and financial reporting. The 
adoption of a program of the type which I suggest should permit an 
orderly division of the total responsibilities of the research organization 
and this should do a great deal to enable us to move forward with all 
necessary speed and the assurance of carefully considered judgments. One 
of our occasional mistakes has been to place too much emphasis on speed in 
getting out bulletins. This may strike some of you who are aware of the 
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long periods of deliberation of the committee on certain problems as an 
unusual conclusion. Nevertheless, I think it is true that the few bulletins 
which have been most open to question are those where normal procedures 
were accelerated in an endeavor to meet a time schedule. Merely to change 
the organizational form under which research is conducted will not, of 
course, obviate the need to move with speed when the circumstances re
quire that we should do so but a well-staffed research organization which 
can devote its full energies to a continuous process of research should be 
able better to anticipate the needs of the times and do a great deal to 
improve our capacity for prompt action. 

Another problem inherent in our present methods of research is the 
difficulty of reversing positions previously taken. The need for doing so 
gives rise to awkward questions of procedure and protocol and tends to 
encourage procrastination. I believe that a research organization which, 
in a sense, would be independent of the Institute would have less diffi
culty with problems of this kind. 

What We Are Doing About It: With the approval of the Executive 
Committee of the Institute in January, I appointed a special committee 
to restudy the whole subject of accounting research. The committee, 
under the chairmanship of Weldon Powell, a member of the firm of 
Haskins and Sells consists of: three other practicing accountants: Paul 
Grady of Price Waterhouse and Co., Leonard Spacek of Arthur Andersen 
and Co. and William W  . Werntz of Touche, Niven, Bailey and Smart; 
two members from industry: Dudley E. Browne, Comptroller, Lockheed 
Aircraft Corporation, and Arthur M. Cannon, Vice President and Treas
urer, Standard Insurance Company; Robert K. Mautz, Professor of Ac
countancy, University of Illinois; Andrew Barr, Chief Accountant of the 
Securities and Exchange Commission and Carman G. Blough, Director 
of Research of the American Institute of CPA's. 

The committee's scope is unrestricted and its job, in essence, is to 
determine whether there is a better method of conducting accounting re
search than we now use. The committee members have exchanged 
views by correspondence on a series of basic questions framed by the Chair
man. It has held one two-day meeting and filed a progress report with 
Council which is most encouraging. I have great confidence that the group 
will make a highly significant contribution in an important field where 
much needs to be done. When they have finished I think we all unques
tionably will know more about the nature of accounting principles, the 
purposes which they serve, how they come into being, and how they are 
to be kept responsive to the needs of a changing economy. 



A CRITICAL LOOK AT GENERALLY ACCEPTED 
AUDITING STANDARDS 

By R. K. MAUTZ 

Professor of Accounting 
University of Illinois, Urbana 

In 1947, the Committee on Auditing Procedure of the American 
Institute of Accountants published a Tentative Statement of Auditing 
Standards1 in which nine propositions were offered, three as general 
standards and three each as standards of field work and reporting. A 
summary statement of these standards was approved and adopted by the 
membership at the annual meeting of the Institute in September, 1948. 
At the Institute's annual meeting in November, 1949, the membership 
approved a proposal concerned with the expression of an opinion by in
dependent certified public accountants on examinations restricted in scope 
or requiring substantial qualifications for other reasons. The essence of 
this proposition found its way into publications as an auditing standard in 
1954 when the original nine tentative standards plus this additional standard 
of reporting, 10 in all, were again published, this time generally accepted 
auditing standards.2 

I  t appears that the first two words of this description, "generally ac
cepted auditing standards," were well chosen. Although a considerable 
number of articles appeared in professional periodicals prior to 1947, some 
of them critical of the possibility of and need for a statement of auditing 
standards, little of a critical nature has appeared since the publication of 
the tentative standards in that year. Except for the addition of the one 
standard mentioned, the tentative standards proposed in 1947 were ac
cepted without change and apparently with little or no criticism. It is the 
purpose of this paper to subject the 10 generally accepted standards to 
the critical study which they have long merited but have not as yet re
ceived. In defense of this critical approach, I hasten to add that it is 
intended to be constructive. It is hoped that out of such an examination 
may come a stronger, more useful, statement of auditing standards. 

It may be well to put the present standards in perspective by briefly 
reviewing their history. How did they come to be? What was their 
purpose? How well do they fill the need they were developed to meet? 

 Tentative Statement of Auditing Standards, American Institute of Accountants, New 
York, 1947. 

2 Generally Accepted Auditing Standards, American Institute of Accountants, New York, 
1954. 

14 
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The first published reference to auditing standards apparently is found 
in S.E.C. Accounting Series Release No. 21 which appeared in February, 
1941. This release was aimed at improving the form and content of 
accountants' certificates and required that: 

"The accountants' certificate . . . shall state whether the audit 
was made in accordance with generally accepted auditing standards 
applicable in the circumstances; . . . ."3 

Previous to this, the guide to an adequate audit was found in the 
pamphlet, Examination of Financial Statements by Independent Public 
Accountants* published in 1936 by the American Institute of Accountants. 
This pamphlet is the direct descendant of a proposal by the Federal Reserve 
Board in 1917 recommending procedures to be followed in the preparation 
and audit of the financial statements of manufacturing and merchandising 
concerns. Entitled "Uniform Accounts," this proposal first appeared in 
the April, 1917 issue of the Federal Reserve Bulletin.5 It was issued by 
the Government Printing Office in pamphlet form in the same year6 and 
reissued in 1918 under the more descriptive title, Affroved Methods for 
the Prefaration of Balance Sheet Statements,7 In May, 1929 a revised 
version prepared by the American Institute of Accountants and entitled, 
Verification of Financial Statements was published by the Government 
Printing Office.8 From 1932 through 1934, the American Institute of 
Accountants and the New York Stock Exchange carried on a substantial 
correspondence concerned with this subject9 and finally in 1936, Exami
nation of Financial Statements by Independent Public Accountants, a 
revision of the 1929 pamphlet, was published by the American Institute 
of Accountants. 

3 United States Securities and Exchange Commission, Accounting Series Releases, p. 38, 
United States Government Printing Office, Washington, 1956. 

4 Examination of Financial Statements by Independent Public Accountants, American 
Institute of Accountants, New York, 1936. 

5 "Uniform Accounts," Federal Reserve Bulletin, April 1, 1917, p. 70. 
6 Uniform Accounting, A Tentative Proposal Submitted by the Federal Reserve Board, 

Washington, for the Consideration of Banks, Bankers, and Banking Associations} Merchants^ 
Manufacturers, and Associations of Manufacturers; Auditors, Accountants, and Associations 
of Accountants, Government Printing Office, Washington, 1917. 

7 Approved Methods for the Preparation of Balance Sheet Statements, A Tentative Pro
posal Submitted by the Federal Reserve Board, Washington, for the Consideration of Banks, 
Bankers, and Banking Associations; Merchants, Manufacturers, and Associations of Manu
facturers} Auditors, Accountants, and Associations of Accountants, Government Printing 
Office, Washington, 1917. 

8 Verification of Financial Statements, United States Government Printing Office, Wash
ington, 1929. 

^Audits of Corporate Accounts, Correspondence between the Special Committee on Co
operation with Stock Exchanges of the American Institute of Accountants and the Committee 
on Stock List of the New York Stock Exchange, 1933—1934. 
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As one result of its investigation in the McKesson-Robbins Case, the 
S.E.C. indicated its dissatisfaction with auditors' opinions which made no 
mention of this publication, yet which accepted it as authoritative in estab
lishing their responsibilities. Release No. 21 reads in part: 

". . . it is to be hoped that really descriptive language will be 
used as distinguished from a standard form based upon procedures 
set forth in a bulletin neither of which is referred to in the certi-
ficate."10 

The year 1941 thus provides not only the first authoritative use of the 
term "generally accepted auditing standards," it also marks the point at 
which fairly detailed rules and procedures for financial statement examina
tion and preparation were supplanted by less specific auditing standards. 
From 1941 until 1947, when the tentative standards were first published, 
a considerable expenditure of time and effort was directed at the develop
ment of auditing standards and a form of accountant's report that would 
refer to such standards satisfactorily. 

With considerable accuracy, therefore, it can be said that our generally 
accepted auditing standards appeared as the direct result of pressure by 
the S.E.C. for improvement in the form and content of accountants' short 
form reports. But accurate as this claim may be, it is little more than a half 
truth. It can be contended with equal validity that by the late 1930's, 
public accountants as a group were becoming aware of the professional 
nature and stature of their work to an extent never before so generally 
felt. As happens at some point in the development of every profession, not 
just a few leaders, but a considerable number of practitioners began to 
comprehend and appreciate the social importance of public accounting and 
of professional responsibilities. The response in 1939 to the American 
Institute of Accountants' fiftieth anniversary essay contest on the subject, 
"T o What Extent Can the Practice of Accounting be Reduced to Rules 
and Standards?" and the Sanders, Hatfield, and Moore monograph, A 
Statement of Accounting Princifles11 are indications of this. 

The profession was ripe for such efforts as the development of pro
fessional standards. The McKesson-Robbins Case and the S.E.C. may 
have forced the issue a few years earlier than would otherwise have been 
the case, but the pressure was certainly mounting. The explosion of interest 

1  0 Accounting Series Releases, p. 37. 
1  1 Sanders, T. H., Hatfield, H. R., and Moore, TJ., A Statement of Accounting Princi

ples, American Institute of Accountants, 1938. 
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in principles, standards, and professional responsibilities which even the 
second world war could not stem was inevitable and would not have de
layed much longer even without the timely urging of the S.E.C. 

Therefore, the purpose of the auditing standards developed by the 
Committee on Auditing Procedure cannot be described as merely to meet 
the pressure exerted by the Securities and Exchange Commission. This 
was perhaps the immediate incentive, but the real purpose must be viewed 
as something far more fundamental and long-range in outlook. This more 
basic purpose might be expressed in a variety of ways, but stated simply, it 
was to raise the level of professional performance. If we look closely at 
the nature and purpose of standards, it becomes apparent that such must 
be their real function. As defined by C. A. Moyer, "Audit standards are 
criteria or measures of performance which are established by authority or 
general consent as general guides to action. They imply a degree of uni
formity in quality of performance."12 Standards give to all concerned an 
indication of what is required if a given examination is to be considered 
adequate in scope and performance, and by so doing help to raise the gen
eral level of professional practice. 

This basic purpose of auditing standards can be made more specific by 
considering the needs of the diiferent groups concerned with professional 
performance. Standards should provide guides: 

1. For the evaluation of professional performance by practicing public 
accountants. 

2. T  o indicate accepted requirements of practice to those outside the 
profession who have occasion to judge or evaluate the work of 
practicing accountants. 

3. T  o suggest the extent and nature of education expected of those 
preparing for entry into, the profession. 

Thus generally accepted auditing standards, if they adequately fulfill 
their function, provide the practicing accountant with a basis for self-
review, a means of evaluating his own work so that he may determine 
whether or not he is satisfying his professional responsibilities. They should 
give courts, commissions, and other interested parties a reasonably clear 
indication of what professional accountants hold as required in the adequate 
performance of an examination of financial statements. Finally, they should 
be useful to teachers and students for educational purposes. From the 

1  2 Moyer, C. A., "Audit Programs and Standards, Principles, and Procedures," the 
Journal of Accountancy, December, 1952, p. 687. 
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standards, it should be possible to determine what a student should know 
and understand in order to be considered sufficiently well trained to be 
useful on professional assignments. 

A frank evaluation of the 10 generally accepted auditing standards 
finds them unsatisfactory for these purposes. Their issuance met the de
mands of the S.E.C; and satisfactorily fulfilled the immediate need; it is 
extremely doubtful, however, if they have been effective in raising the 
level of professional performance in any substantial degree. 

This rather harsh assertion cannot be proved empirically, but a hard 
look at some of the standards themselves leaves one with little room for 
disagreement with this unhappy conclusion. Take, for example, any one 
of the general standards. The first reads: 

"The examination is to be performed by a person or persons 

having adequate technical training and proficiency as an auditor/' 

If one seriously tries to take the. point of view of an outsider, he is likely to 
read this standard as saying that an auditor ought to have, enough training 
and experience to know what he is doing. This seems so obvious a re
quirement as scarcely to justify repetition. But how much technical edu
cation is required? How does one measure the required proficiency? Just 
what are the standards by which these desirable characteristics are judged? 
How can one tell if a given auditor does or does not have adequate tech
nical training and proficiency? No help is given on these pertinent matters. 

Standards (2) and (3) in this group are no more helpful. They read: 

"2  . In all matters relating to the assignment an independence 
in mental attitude is to be maintained by the auditor or auditors. 

3. Due professional care is to be exercised in the performance 
of the examination and the preparation of the report." 

In short, an auditor must be independent; he must exercise due care 
in his work. But how does a young practitioner judge his own extent of 
independence? When has he overstepped the bound and lost this essential 
characteristic? Can we give him no help here at all? And is not "due 
care" another obvious requirement, so obvious, in fact, that failure to 
specify what it means robs this standard of any real significance? 

This type of question can be directed at the standards of field work 
with equal validity. 

"Standards of Field Work 

1. The work is to be adequately planned and assistants, if any, are to 
be properly supervised. . 
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2. There is to be a proper study and evaluation of the existing internal 
control as a basis for reliance thereon and for the determination of 
the resultant extent of the tests to which auditing procedures are to 
be restricted. 

3. Sufficient, competent, evidential matter is to be obtained through 
inspection, observation, inquiries, and confirmations to afford a 
reasonable basis for an opinion regarding the financial statements 
under examination." 

Does any one of these really add to an inquiring reader's knowledge 
of what is required in an audit examination? Is a judge, a member of a 
jury, an accounting student, or even a practicing accountant substantially 
more able to judge professional performance after reading these standards 
than before? The use of such qualifying terms as "adequately," "prop
erly," "sufficient," and "reasonable" in propositions as general as these 
come close to relieving them of all effectiveness. Do these statements 
give any real guide to a beginning practitioner with respect to the extent 
of his internal control review or the kinds of evidence he can rely on? And 
if they do not do these things, are they fulfilling their purpose? Can they 
raise the level of professional performance? 

The standards of reporting, for some reason, are of a substantially 
different character. These are much more specific than those relating to 
performance of the examination. The first one reads: 

"The report shall state whether the financial statements are 
presented in accordance with generally accepted principles of 
accounting." 

Although we have never satisfactorily stated the "generally accepted 
principles of accounting," this standard is clear and to the point. A specific 
statement on a specific subject is required in the audit report. Without it, 
the report fails to meet the standard. In effect, this is a rule. The third 
standard in this group is much like those given in the other two groups, so 
unspecific as to be of little help: 

"Informative disclosures in the financial statements are to be 
regarded as reasonably adequate unless otherwise stated in the 
report." 

Numbers (2) and (4)  , like number (1)  , are sufficiently specific to have 
meaning. 
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"2  . The report shall state whether such principles have been 
consistently observed in the current period in relation to the pre
ceding period. 

"4 . The report shall either contain an expression of opinion 
regarding the financial statements, taken as a whole, or an assertion 
to the effect that an opinion cannot be expressed. When an over
all opinion cannot be expressed, the reasons therefore should be 
stated. In all cases where an auditor's name is associated with fi
nancial statements, the report should contain a clearcut indication 
of the character of the auditor's examination, if any, and the degree 
of responsibility he is taking." 

In short, our 10 standards divide themselves into two groups. Three 
of them, all related to reporting, not only are fairly specific, but are in 
the nature of rules; the other seven are so general and include so many 
qualifying terms as to be of little informative value to anyone. It is on this 
fact that one can challenge their usefulness as standards. How can such 
indefinite statements serve as guides to anyone? How can such belaboring 
of the obvious raise the level of professional performance? 

Although the question of why we have such indefinite standards appear 
to have little to do with improving the situation, it is still an intriguing one, 
and an answer may help us avoid a similar error again. One very likely 
reason is that we have a confusion of principles and standards. Generally 
Accefted Auditing Standards points out that in discussions with the Insti
tute Committee, the Commission stated: 

uAuditing standards may be regarded as the underlying prin
ciples of auditing which control the nature and extent of the evi
dence to be obtained by means of auditing procedures . . . . '  m 

This unfortunate confusion of terms may have led to the selection of 
these broad, general statements not at all suitable as standards. Another 
reason for the development of standards in the form that we now have 
them could be a desire to avoid the specific type of instruction found in 
Examination of Financial Statements, previously the "standard" for evalua
tion of auditing performance. 

Of course, these are surmises at best, and the more important task is 
to consider the standards themselves. What, if anything, should be done 
with them? Should they be abandoned, revised, modified, or left as they 
are? 

1  3 Generally Accepted Auditing Standards; p. 12. 
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Here I must be careful to make my position clear. I feel that we have 
a real need for auditing standards. For the reasons stated earlier, to raise 
the level of professional performance, to guide practitioners, students of 
accounting, and those who must judge the efforts of practicing auditors, 
we need good standards. The fault of our present standards is not that 
they exist; it is that they do not go far enough in fulfilling their purpose. 
They fall short of providing the guides that are urgently needed. Rather 
than abandoning our present standards, I urge they be supplemented and 
expanded. They tend to mark out the general areas in which guidance 
is needed; let us now develop more useful guides within these areas. Let 
us develop, for example, supplementary standards indicating the nature 
of competent evidential matter, and, if possible, guides for evaluation 
of the sufficiency of evidence in specific cases. Let us indicate what is 
comprehended in a proper study and evaluation of internal control. Let 
us indicate more specifically the characteristics of independence, in order 
that its presence or absence may be judged. Except for the standards of 
reporting already noted, it seems entirely possible that supplementary 
standards can be developed to support and expand each of the present 
standards. 

Some may fear such a proposal as this on the grounds that it will result 
in rules and regulations that will regiment the profession and hamper the 
exercise of essential judgment. This is an eventuality that could occur, of 
course, but there is no reason why it must. The line between too little and 
too much restriction is a fine one, but it is the task of standards to seek this 
out and mark it as clearly as possible. The present standards themselves 
are restrictive; they require that certain conditions be met. Any effort to 
raise professional standards must be restrictive, but this in itself does not 
eliminate judgment. For example, the decision of whether to review in
ternal control has been eliminated by the present standards; an appropriate 
review is required. Th e much more difficult question of how to review 
internal control in each of many examinations still exists, and its solution 
calls for the skillful exercise of judgment in each case. Similarly, due care 
is required, but choice of methods of exercising it is left to the auditor. 
Thus standards curtail judgment in one area but avoid infringement on this 
professional characteristic in others. 

Expansion of the standards as recommended here should be almost 
completely in the direction of limiting judgments with respect to whether 
or not a given step should be taken; seldom should standards infringe in 
any way on the exercise of judgment concerned with how to proceed with 
performance of the required step. Restriction of the "whether" type of 
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judgment is required if the level of performance of the profession is to be 
raised; freedom of choice with respect to the "how to do it" type of de
cision is essential to maintenance of the professional stature of accountants. 
Any attempt to develop supplementary standards should recognize these 
fundamental limitations. 

What we need is considerable study of our present standards. T  o 
what extent do they provide the guides we need? In what respects do they 
fall short? How can they be expanded or supplemented so that they may 
become effective standards to measure, evaluate, or teach professional per
formance? How can these supplementary standards be worded so that they 
offer guidance to a practitioner or a student without unduly limiting judg
ment and freedom ? 

As an illustration of what is intended by supplementary standards, let 
us direct our attention to the third general standard. "Due professional 
care is to be exercised in the performance of the examination and the 
preparation of the report." As suggested previously, this standard offers 
little real guidance. Can we indicate the nature and meaning of due 
care in audit work any more definitely than this? Can this standard be 
supplemented by one or more statements indicating specific points at which 
care is required, and the nature of the steps to be taken in the exercise of 
professional care? Certainly the members of the committee responsible 
for this standard had something more in mind than a vague thought that 
one should be careful in the performance of professional work. Unless we 
are completely inept with words or seriously incapable of expression, we 
should be able to state these thoughts as guides for those who perform such 
work. 

I t seems likely that the members of the committee had in mind such 
essentials as the need for alertness at all times while performing audit tests* 
the importance of recognizing inter-relationships among accounts and 
accounting data, the fixing of responsibility for work completed, the amount 
and extent of review reasonably required to reduce the possibility of error 
on the part of the audit staff, and similar matters. Stated in the form of 
supplementary standards, these might appear somewhat as follows: 

1. Alertness to the possibilities of errors and irregularities and to the 
implications of inter-relationships in the data under review is re
quired of all members of the audit staff at all times. 

2. Acceptance of responsibility for work performed, and indication of 
such acceptance, is required of all members of the audit staff. 
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3. A review of the audit program should be made by a competent and 
responsible person subsequent to and based on study of the internal 
control in effect and prior to completion of the field work. 

4. A review of the work papers and audit work of each man should 
be made by a competent and responsible person before completion of 
the field work. 

5. An evaluation of the significance of every error and irregularity 
discovered during the course of the examination should be made 
by a competent and responsible person. Every material error 
and discrepancy, including any implication of other errors and 
irregularities, should be investigated completely. 

6. Particularly difficult or unusual problems arising during the ex
amination should be referred to a qualified specialist, or at least 
discussed with competent and responsible persons. 

7. The audit report should be reviewed by a competent and responsible 
person and consideration given to the adequacy of work paper sup
port before the report is released. 

8. Provision should be made for report checking and proofreading as 
necessary to give reasonable assurance that clerical and typographi
cal errors in the finished report have been eliminated or reduced 
to a minimum. 

Most of us would agree that failure on any one or more of these 
points would indicate lack of due professional care. These requirements 
carry us beyond the basic standard and help us to get at the meaning of 
due professional care ccin the performance of the examination and the 
preparation of the report." They indicate the points at which care should 
be directed5 they do not specify how the care is to be implemented; thus 
they fall within the proper boundaries of professional standards. 

Some may challenge these statements on the ground that they are 
as general and indefinite as the basic standard; others may contend that 
they are overly restrictive. I think that neither of these charges is com
pletely justified. By specifying points of attention and general methods 
of approach, they add much to the clarity of the original standard. By 
refraining from detailing the procedure to be followed, they avoid undue 
restrictivenss. I think these or similar propositions could help in raising 
the level of professional performance by giving desirable guidance to 
practitioners, students, and others. 

I t should be clearly understood that these are not, as they stand, sub
mitted as supplementary standards. They would require a great deal of 
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intensive consideration and probably modification or revision before they 
would warrant such a claim. They are offered here merely as an indica
tion of how supplemenatry standards might be developed. The ones sug
gested here may be too few or too many, too general or too restrictive. 
They do, however, indicate the general nature of supplementary standards 
and the purpose which supplementary standards could well serve, once 
developed and accepted. 

Are such supplementary standards really needed or are they some
thing we can get along without for a good many more years, just as we 
have in the past? A realistic answer to this requires a little soul-searching 
and self-criticism by the profession. It can be contended that accounting 
tends to delay until it is actually in difficulty or at least under pressure 
before ever seeking any remedy. Th e profession was ready for the de
velopment of auditing standards, true, but nevertheless it did wait until 
urged by the S.E.C. before making any real progress. The impetus for 
development of Examination of Financial Statements, a publication of 
unquestioned benefit to the profession, came originally from the Federal 
Reserve Board. T  o a greater extent than we like to believe, the story of 
progress in accounting is a record of important cases in which accountants 
appeared in an unfavorable light. Mr. Saul Levy has pointed out the 
possibility of having standards for the review of internal control forced 
upon us by a jury of laymen if we neglect the development of such standards 
ourselves.14 Certainly this may be possible in other areas as well. Indeed, 
a question may be raised as to whether we can claim true professional 
standing if we do not have realistic standards for the evaluation, improve
ment, and policing of our professional work. It seems to me that the need 
for such standards and the obvious dangers in foregoing their prompt 
development are such that we should lose no time in commencing what 
may be a long and arduous task. 

How are such standards, if they are desirable, to be developed? The 
first thought, of course, is that a committee, either one now in existence 
or one formed for the purpose, be assigned the task. But in my opinion, 
this approach does not offer the greatest promise of success. W e are not 
yet ready for committee activity in this area. First, we need a great deal 
of preliminary and exploratory work, a great many interested members of 
the profession, working alone or in small groups, attempting to express 
as clearly and as concisely as possible their interpretations of the 10 gen
erally accepted auditing standards. Committees, by nature, can do little 

1  4 Levy, Saul, "Internal Control and Legal Responsibility," The Journal of Accountancy, 
February, 1957, p. 31. 
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more than consolidate progress; the initial gains in a field such as ours 
come primarily through the research efforts of individuals or small groups. 
Not until this subject has been intensively studied by a goodly number of 
keen minds and the results of such studies made available for discussion and 
criticism will we have reached the committee stage in the development of 
supplementary standards. 

Now what does this all add up to? First, I think the present 10 gen
erally accepted auditing standards are not adequate for their purpose. They 
tend to be either rules on specific reporting practices or such general, indefi
nite requirements as to be of little benefit in raising the level of professional 
performance. Second, there is real danger in maintaining to ourselves and 
to the world that these pleasant generalities are the only professional stand
ards we need. Public accounting has an unfortunate history of moving 
only when it is moved upon. Imposition of standards by outside pressure 
of whatever kind is surely less desirable than developing and establishing 
our own. Third, the present generally accepted standards can serve as a 
basis for the development of a series of supplementary standards to provide 
more specific guidance than is now available. Such supplementary stand
ards need not interfere in the least with the exercise of appropriate profes
sional judgment, and they are fundamental to any serious effort to raise 
the level of professional performance. Every member of the profession, 
particularly if he is in full time practice, has an opportunity to make a real 
contribution to this development through analyzing carefully his under
standing of the present standards, offering suggestions for their modifica
tion, and working in every way possible toward their clarification and 
expansion. I think this is as important a task as faces the profession. W e 
would do well to get on with it. 
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Any profession must continually grow in scope and nature, if it is to 
adjust to changing requirements and evolving knowledge. Just as any 
practicing professional must constantly challenge and reappraise his own 
work, the profession of which he is a part must frequently challenge its 
position and goals. 

Accounting as a profession, in its 50 or 60 years of organized devel
opment, has made tremendous strides. It has advanced from an initially 
clerical function to an important role in the management process. In the 
area of auditing, for example, this advance has enabled the profession to 
cast aside its original attitude of item-by-item verification for a sophisticated 
judgment appraisal of financial statements in terms of broad principles. 

Perhaps the most encouraging characteristic of the profession's growth, 
to this time, is its involvement at the policy level in business organizations. 
Th e industrial accountant is an important member of the management 
team and hence is involved in considering all phases of business operation: 
production, marketing, and research, as well as finance. The public 
accountant is repeatedly called upon for consultation on matters of policy 
significance. It is largely the future of this latter phase of accounting which 
I should like to consider today. 

In my view, a changing approach to the analysis and solution of prob
lems is evolving in the business world. There are two principal character
istics of this movement. First, informed management is taking a more 
scientific approach in searching out basic relationships which underlie deci
sions within an enterprise as well as across industry. Second, modern busi
ness management is attempting more and more to use the tools or methods 
of other disciplines in the analysis of its own problems. This approach by 
industry involves the use of new techniques—from mathematics, electron
ics, and the social and the natural sciences generally. These new develop
ments and new techniques are pointed in the direction of replacing with 
more adequate and more objective methods, many of the present largely 
judgmental bases for operating decisions. 

Minimally, it is the accountant's obligation to become familiar with 
these new attitudes and techniques. Further, it is the accountant's respon

26 
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sibility to participate in their formulation and development. But even more 
importantly, the accountant must assume responsibility for critically and 
objectively approving each such development in terms of its potential rele
vance for managerial purposes. Only by so doing can the accountant 
fulfill his professional responsibility continuously to improve management's 
techniques for decision-making. 

Interestingly enough, the new management approach is dependent 
for its success upon an increasingly broad base of objective data, such as 
costs, which come from the accountant's own area of practice. It is, there
fore, more logical, as well as most desirable, that the professional account
ant have a principal role in the experimentation with, and the utilization 
of, these new techniques. 

A LOOK AT CONTEMPORARY ACCOUNTING 

A logical point at which to start in appraising the future role of our 
profession is to make a critical examination of some of the basic concepts 
which underlie present practice. 

It has been said that accounting is "the art of recording, classifying, and 
summarizing in a significant manner and in terms of money, transactions 
and events which are, in part at least, of a financial character, and inter
preting the results thereof."1 

This definition emphasizes the standards of fiduciary responsibility or 
stewardship which the accounting profession has taken so seriously. How
ever, for the purpose of this paper, that definition of accounting is too nar
row and too static. It restricts the discipline of accounting to very limited 
confines. For example, the definition treats only indirectly of the respon
sibility of the accountant in the decision-making process. 

A broader way of thinking of the profession is much closer to the 
general definition of a discipline by Dewey. He has said that a discipline 
may be defined by reference to the problem (or subject matter) with which 
it is concerned or by reference to the methods (or tools) which it uses.2 

Perhaps this definition should be expanded to add that recognition should 
also be given to foint of view and to resfonstbility involved in the practice 
of the discipline. Dewey's definition, however, enables the area of a disci
pline to expand and grow as methodological advances are made. The bur

 American Institute of Accountants, Accounting Terminology Bulletins, No. I, August,. 
I953> P- 9

2 "Unity of Science as a Social Problem," International Encyclopedia of Unified Science, 
Volume I, Part I. 
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den of this paper is to demonstrate that the discipline of accounting has 
an opportunity, and hence an obligation, to widen its area of subject matter 
and study. 

The accounting profession is at this time perhaps too preoccupied with 
the stewardship phases of its responsibility. It has set standards and princi
ples, for the benefit of all, which have done much to improve financial 
reporting. It is possible, however, that the current emphasis on the fiduciary 
aspects of accounting has underplayed the proper role of accountants in the 
decision-making process. It is, in fact, possible that the strong emphasis on 
the standardization of reporting practices has worked to the disadvantage 
of management in its attempt to generate data and information generally, 
useful in the process of daily business decisions. 

Take a brief look at lifo, for example. The original fifo philosophy for 
inventory valuation was definitely useful in fulfilling the stewardship 
phases of accounting. In the interests of doing a better job of matching 
current costs with current revenues and in the interests of conserving re
sources, the lifo technique was developed. However, acceptable as lifo may 
be for these latter purposes, lifo in its basic form is gravely deficient as a 
technique for making day-to-day decisions about inventory policy. There 
is probably no company which keeps its basic inventory records in terms of 
lifo cost. Actually, the only really useful inventory technique from a day-
to-day decision-making point of view, is nifo (next-in-first-out), or some 
variant thereof. Nonetheless, as a profession, we have done little to encour
age exploration of such inventory techniques as nifo which might be gen
uinely useful to business management in terms of inventory control and 
relaxed policy decisions. 

Closely related to the field of inventory control is the design and 
development of cost systems. Cost accounting techniques were one of the 
first highly developed accounting procedures and remain a significant 
management control device. Presumably, their principal purpose is to aid 
in making daily policy decisions. However, an almost standard item in any 
internal control questionnaire is this: "Is the cost system tied into account
ing controls?" I think the proper question is whether a cost system is use
ful for management control purposes. It is questionable whether a useful 
cost accounting system can or needs to be tied into the accountant's over-all 
principle of historical costs. Perhaps an improved concept of cost accounting 
'would be one involving theories of replacement and opportunity cost, which 
approach would necessarily remove the cost accounting system from the 
general frame of reference of historical costs. 

T  o back a bit, the evolution of accounting has been accompanied by a 
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continuous refinement of the theory of double entry bookkeeping and con
trol accounts, even though the neatness and logic of this discipline is not 
appreciated as much outside the profession as it should be. The accountant 
has developed to a high art many detailed techniques, including cost 
accounting, which are considerable accomplishments. The accountant has 
made a significant contribution in day-to-day management control decisions 
and business policy-making, because of his ability to understand and to 
manipulate data generated within a business. But now it seems the account
ant must come to understand that the underlying functions which these 
same data and procedures were designed to serve can perhaps be served 
more fruitfully by a variety of new techniques not heretofore available. 

N E  W MANAGEMENT ATTITUDES 

Decision-making in business, as in life, is in a way planning a strategy 
on the basis of incomplete information. In my experience, there is an 
increasing interest on the part of business in exploring analytically its 
internal operations with a view towards improving its decision-making. 
This approach, which it is at least convenient to refer to as operations 
research or management science, involves qualitatively no different ap
proach to the analysis of problems than has been used by accountants in the 
past. However, operations research has made available an entire array 
of new quantitative methods or techniques which have not heretofore been 
either studied or applied by business. 

By way of simplification, it might be said that, in the past, management 
has been forced to isolate a single variable and to predict what would hap
pen to operating results in terms of the various possible movements of that 
variable. The techniques of operations research permit the simultaneous 
manipulation of a number of variables. For example, assume a manu
facturing and distribution problem involving varying production costs in a 
number of factories, differential transportation costs, and a seasonal pattern 
in both manufacturing and sales. Obviously, it is possible, by present 
methods, to minimize production costs or to minimize transportation costs, 
separately. However, the real solution to the problem (made possible by 
management science techniques) involves an interdependent analysis which 
yields a maximum profit after giving consideration to all sets of variables. 

Another development which has fostered and will continue to encour
age the interest of business in scientific methods is the availability of 
electronic data-processing equipment. The phenomenal development of 
E.D.P. equipment has made possible the tremendously quick processing 
or analysis of volumes of data which, heretofore, was simply not possible 
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by manual means. Interestingly enough, however, the most important 
aspect of the E.D.P. movement is not that such equipment can process 
data quicker and faster than any other method. Rather, the really signifi
cant fact is that such equipment permits use of many of the techniques 
made available by operations research. 

In combination, the new-found interest of business in the scientific 
method and the new-found ability of business to use operations research 
techniques by adoption of E.D.P. equipment is certain to have a powerful 
impact upon the business community in the immediate future. 

In order to demonstrate these new attitudes and interests of business, a 
brief case history may be helpful. As the story unfolds in this case study, 
note that, during a period of less than 10 years, a complicated inventory 
system has changed from a burdensome manual and judgmental operation 
to an integrated E.D.P. procedure, involving sophisticated mathematical 
methods. 

In a large firm, a widely scattered and heterogenous inventory pre
sented a considerable problem for both accounting and for operations. The 
particular inventory consisted potentially of 500,000 different items run
ning from nuts and bolts to major units of machinery. The inventory was 
on Hfo and the double pricing of that inventory by the more usual methods 
had come to be a significant problem involving burdensome clerical calcula
tions. Roughly, seven or eight years ago, the mathematical technique of sta
tistical sampling was applied to the solution of the lifo valuation problem. A 
probability sample was designed which developed a price index for both 
tax and accounting purposes. This index was completely acceptable to 
management and to external agencies. Adoption of the statistical sampling 
approach saved roughly 50 man-years of expense annually, in the valuation 
phase of the problem. But, most importantly, the sampling techniques 
produced significant additional benefits in the sense of more adequate and 
more timely results—useful for many purposes over and beyond inventory 
valuation. 

More recently, this same inventory has been completely incorporated 
into an E.D.P. system. The E.D.P. inventory system is all-encompassing. 
It involves preparation of the purchase order, payment of invoices, accumu
lation of all inventory records in terms of both dollars and units, and 
preparation of sales invoices. However, the most important phase of this 
E.D.P. conversion relates to the integration of mathematical methods into 
the inventory control system. Suggested order points are determined by a 
mathematical manipulation of past sales experience. Recommended order 
quantities are determined by a mathematical consideration of the inter
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relationship between the cost of placing and processing an order, the invest
ment cost of carrying inventory, and the difference in cost which would 
be involved in varying quantities of purchase. 

This is the system as it stands now. But consider the possibilities after 
some experience has been gained. Perhaps linear programming may be the 
answer to determination of concentration stocks and relocation of stores. 
Perhaps new and better mathematical methods can be devised to determine 
proper order quantities. Perhaps the unit method of inventory control can 
be abandoned, if a variable affecting large groups of inventory can be 
identified. With the tremendous speed and versatility of E.D.P. machines, 
all of these possibilities can be considered as practicably capable of achieve
ment on the basis of routinely generated data. Obviously, these possibilities 
could not have been considered under the more conventional accounting 
techniques available in the past. 

Again in the inventory area, a recent article in an accounting journal 
told the story of determination of physical inventory valuation by statistical 
techniques. Inventory valuation, as we all know, is at best a good guess. 
Why should we count every nut and bolt as in the past, and why should 
we price them up on the basis of detailed unit costs? In this particular 
case, only a portion of the inventory was counted and priced. An estimate 
of the entire inventory valuation was developed from a scientifically 
selected sample. The time savings and the cost savings to be generated 
from the use of this same estimation technique throughout industry could 
be tremendous. But consider the real potential of this technique. Perhaps 
cost accounting for the units involved should also be developed on the basis 
of a sample of items. Perhaps the sample selection procedure could be 
extended to the area of special analyses, such as cost trends, profit contri
bution, and so on. Note that this approach not only involves savings in the 
course of synthesizing data, but it would also make possible more adequate, 
more timely, and more meaningful data for control and decision-making 
purposes. These possibilities are not mere fancy. Such a sampling technique 
for cost analysis has, in fact, been recommended for use in a large gov
ernmental agency. 

The implications for the profession in inventory situations such as these 
are fundamental, and require re-examination of currently employed prac
tices in relation to possible alternatives which are already available. In the 
first place, the professional accountant as an auditor must understand, and 
to a limited degree he must be able to apply, these new techniques in 
order to audit the results knowledgably. Secondly, the professional account
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ant must have knowledge of these new management devices in order to be 
able to expand his role as a contributing member of the management team. 

T H  E NATURE OF FUTUR E ACCOUNTING DEVELOPMENTS 

At this same conference last year, Thomas H. Carroll, Vice-President 
of the Ford Foundation, made this statement: "A practicing profession 
does not make substantial forward strides through the perfection of minor 
procedures, but through scientific discoveries and new insights which 
sometimes seem of little immediate relevance to current practical prob

. lems."3 Carroll's comments point up the accounting profession's responsi
bility in relation to new developments in business management. The 
accounting profession is going to have to consider a number of basic points 
in order to keep pace with, or preferably move ahead of, these new devel
opments in business management. 

First, the accounting profession is going to have to give serious consid
eration to the interrelationship of the various information systems which 
are involved in a business organization. For example, the financial require
ments for inventory valuation, in the historical sense, must find their 
proper place as part of the requirements for inventory data useful for gen
eral operating decisions. Specifically, if a unit cost determined for lifo 
purposes is not useful in making day-to-day decisions, then the lifo system 
of costing must either become a separate system for financial and tax pur
poses only or it must be revised, adapted, or integrated into an inventory 
valuation system which is, in fact, useful for business decision-making 
purposes. 

Secondly, accountants must recognize that the optimum operation of 
the total entity is not necessarily the simple sum of optimum operation 
of the components of the entity. New tools which permit the manipula
tion of multiple variables will permit the realization of this long-recognized, 
but until the present, unobtainable goal. 

Third, problems of production, sales, inventory levels, and capital 
requirements are all interdependent. Present accounting practice provides 
the common denominator of the dollar in evaluating each of them, but 
there are sometimes non-monetary variables which must be considered. 
For example, in an inventory control situation, the psychological effect of 
an "out-of-stock" transaction on a customer may have a long-run impact 
on sales. 

3 "Education for Business—A Dynamic Concept and Process," The Accounting Review, 
Vol. XXXIII, No. i, January, 1958, p. 7. 
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Some measurement of or control over the non-monetary stock-out 
factor must be worked into an effective inventory control system. 

More broadly, the profession must consider the demarcation of the 
subject matter of accounting. Is accounting's typical preoccupation with 
historical costs, in terms of rigid standards and principles, applied across 
all businesses, in fact compatible with the requirement that accounting data 
be useful in the decision-making process? Obviously, we cannot and should 
not discard the progress which has been made, but perhaps a re-examination 
of some of our present accounting principles and standards in a broader 
frame of reference is in order. 

As accountants, we must have a complete understanding and give con
stant recognition to the evolution of new tools made possible by evolving 
scientific methods and E.D.P. systems. Use of. these tools by business can 
only broaden the scope of our professional contribution to business. The 
use of most of these tools constitutes nothing more than a logical extension 
of our present activities. 

It seems to me that, in many cases of present practice, standards are 
set in terms of cases, instead of principles. It should be hoped that wherever 
possible, in accounting or in auditing, we can search out and perhaps restate 
some of the principles which, in fact, underlie our practice. The consider
ation of statistical sampling for auditing purposes is a case in point. Judg
mental sampling is not going to be discarded tomorrow. But, systematic 
examination of the possibilities of statistical sampling has already done much 
to clarify the purposes of the audit function. Futher, this systematic study 
has demonstrated some of the areas in which the further development of 
probability sampling is required. 

None of these impacts upon the accounting profession will change our 
professional practice overnight. Perhaps some of the questions raised here 
are only peripheral. One possible conclusion of the profession may be 
(although it seems doubtful to me) that financial accounting in the stew
ardship sense is an information system unto itself, and that our present 
reporting standards are, in fact, incompatible with the broader approach 
to decision-making. More likely, the accountant in making his contribution 
to the development of these new business approaches will find ways and 
means to combine the stewardship and the decision-making requirements 
of management into a single information system. 

There are no pat solutions to these queries available today. The point 
is only that the profession must force upon itself a continuous self-appraisal 
in terms both of our present objectives and presently available techniques. It 
must also be prepared to take the action necessary to search out and develop 
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new techniques. We can make a considerable contribution to the advance
ment of management science because of our special knowledge of, and 
facility with, business data and information systems. Further, only by 
combining this knowledge with the special abilities of the management 
scientists will the "new approach" to management have any real chance 
of success, because the proponents of management science cannot "go 
it alone." 

RESPONSIBILITIES OF TH E PROFESSION 

The profession presently has the need to bring new tools and methods 
to bear in the solution of decision-making problems. This is not a new 
responsibility. There is, however, a new urgency involved, because of the 
seeming flood of new technical possibilities being considered by business. 

Most importantly, it seems to me, the profession has the responsibility 
for testing and evaluating these new tools prior to their use. A case in point 
relates to current interest in the field of statistical sampling. There have 
perhaps been no more than a handful of people who have written exten
sively on the subject. The individual practitioners and firms actually using 
the techniques of statistical sampling are perhaps even less in number. 
Nonetheless, the American Institute has set up a committee for study of the 
technique. Such an approach, which involves a pooling of experience and 
diverse points of view, is a sound and mature way to analyze all new tech
niques, whatever their ultimate role in the profession may be. 

Somehow or other, the accounting profession must undertake new 
and systematic research on a fundamental level. Far too often, professional 
groups have made codifying statements about practice as it has evolved. 
Rather, the profession, as well as its individual members, should be involved 
in research which results in suggested changes before business has found the 
techniques and presented them to the profession. Again, we must move 
ahead and stay ahead of business practice and requirements, being mindful 
of the everyday changes in management needs. 

As an example, one of the areas in which I think this basic research is 
required almost immediately is that of internal control. Our entire opinion 
procedure is based on the concept of internal control and the interplay of 
information systems and decision-making processes. Yet there is very little 
explicit information in our literature about either the detailed mechanics 
of internal control, or the exact relationship of internal control to our 
auditing objectives and procedures. Couple this circumstance with a 
significant oncoming change in the concepts of control within a business, 
and one is confronted with a considerable impact upon both the auditing 
profession and the controller's function. 
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Finally, as a matter of great importance, the profession must stimulate 
research in academic institutions. In their hurried daily existence, and 
within the contraints of their academic and intellectual backgrounds, 
accountants can do little to make fundamental progress in basic research. 
There are many answers we need and must find. In many ways, all of us 
must be re-educated if the change in business attitudes and business concepts 
moves forward as now seems likely. For this basic research and for the 
reorientation of the profession, we must encourage and support independent 
activity of the academicians and their business schools. 

Analogous remarks apply to teaching and to current content. We 
should encourage business schools not to devote their total teaching eifort 
to what accountants are now doing. Rather, we should encourage them to 
emphasize in the classroom what the profession should be doing and what 
it will be doing in the future. 

CONCLUSION 

The accounting profession has played a significant role in the develop
ment and continuous improvement of financial reporting techniques. The 
profession has also had in the past a strong hand in the formulation of 
business policy. If management's interest in new attitudes involving the 
use of scientific and mathematical techniques continues, the accountant 
must extend his abilities and knowledge in order properly to perform 
his function. Moreover, accountants, already expert in the area of infor
mation systems, costs, and other financial data, have as a profession, the 
opportunity to become a strong influence not only in encouraging the use 
of these new techniques but in their actual development. This responsi
bility is typically and fortunately a professional responsibility involving 
aspects of challenge and re-appraisaL As a profession, we must find ways 
and means to engage in fundamental research which will support that 
movement and carry it forward. 
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ECONOMIC FORECASTS IN DECISION MAKING 

By LESTER S. KELLOGG 

Director of Economic Research, 
Deere £sf Company, Moline, Illinois 

It is indeed a pleasure to be in Columbus today. T o be back at The 
Ohio State University is like home-coming. Some of you remember that 
I spent a number of years here in the School of Commerce and specifi
cally in the Bureau of Business Research. I remember helping to organ
ize several of these types of conferences in the late logo's. As I have had 
a chance to review their programs since those days, I cannot help but be 
impressed with the great service that the University and the College 
of Commerce is providing in making such sessions possible for business and 
professional people of the state of Ohio. I am glad today to be able to 
participate but am extremely humble in coming before this particular 
profession. 

In appearing before you today I feel much as the clergyman in one 
of the large churches near Chicago who recently told the story of his 
junior high school daughter with whom he was alone at breakfast one 
morning. Conversation got around to what was going on at school. The 
young lady described with enthusiasm her most recent participation in a 
group discussion over some of the problems of current interest: the space 
age, world peace, modern youth, etc. In the easy flow of language about 
such subjects, the girl suddenly looked straight at her clergyman dad and 
said: "Dad, as an outsider, what do you think of the modern world?" 

I feel very much today as I imagine that clergyman did at that break
fast table. As an outsider, I am here to talk about some problems closely 
related to your special province of work. I hope you will forgive the 
apparent presumption involved in my talking to you about these subjects. 

The subject of my talk was formulated under some trying circum
stances, and it may be misleading. What I am going to say to you could 
be described by any one of several other titles. One that I wish I had 
suggested (with no notion as to whether the program arrangers would 
have accepted it) is "Prophecy, Prediction and Projection." 

I 
Every important decision in modern business is based on a prophecy, 

prediction or forecast. The business executive is seldom conscious of this 
fact in what he considers his operating day-to-day orders, answers to ques

41 
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tions, or interpretations of policy. Examination of businessmen's short-
range forecasts indicates that they usually expect a continuation of the most 
recent trend. The businessman is apt to be a little more aware that he is 
forecasting and that he most takes account of other than short-run forces 
if he is drawing conclusions, making recommendations to his board or 
carrying out plans involving large-scale financing, long-term contracts 
or major infrequent changes in policy or the purposes or direction of his 
business. 

It is an inherent quality of humans, however, to look toward the 
future in their general planning even though their appraisals of the future 
may not be specific. Prophecies were the guides for the tribes of Judea, 
according to our Biblical record. They were the bases of teaching, 
strengthening of morality and hope. Throughout history, prophesying and 
foretelling have been important functions of those skilled in such arts. 
Broader bases of learning and education, together with the passage of time 
and the speeding up of the pace of our lives have reduced the importance 
of long-range artful prophecy and have given greater importance to short-
range rationalized predictions and trend-supported and reasoned long-range 
projections. I want to limit myself to the last of these. 

The market among businessmen for both short-range predictions 
and long-range projections is huge since they lie behind and support 
decision-making. Decision-making—deciding—is the biggest, if not the 
sole, function of businessmen. It is composed of many important com
ponents: recognition of the problem, fact-finding, statistical analysis, re
search interpretation, reasoning, considering alternatives, communicating 
ideas, understanding corporate aims and personal relations, and many 
others depending upon how one classifies them. Statistics, analysis, inter
pretation and economic philosophy, however, are the fundamental essen
tials lying behind studied decisions. 

Now let me make clear that there is nothing necessarily inherent in the 
study of economics or accounting that makes economists or accountants 
forecasters. In fact, Professor John Jewkes in Lloyd's Bank Review of 
London in April, 1953, in attacking this problem said: "It cannot be too 
strongly emphasized that there is nothing in economic science which en
ables us to foretell events. Those who claim otherwise are dragging their 
subject down to the level of astrology. . . . There is nothing in history to 
suggest that the expected will normally happen. . . . Economic prediction 
as a scientific method is not merely absurd, because impossible, but danger
ous, because seductive." 

Recognizing the nature of this type of criticism is essential to every 
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accountant and economist who would help his business executive colleague 
to make decisions. He can be helpful, I would argue, by making condi
tional forecasts and projections. Commenting on this same point in 
"Economists vs. Astrologers" in 'Newsweek in September, 1953, economist 
Henry Hazlitt said: "An honest business forecaster will, however, make 
all his forecasts frankly conditional, and merely probable. He is entitled 
to say: 'If X, then probably Y \  " 

As accountants and economists, we face another basic problem. We 
tend to be historians. We are almost continuously preparing and studying 
the record of the past. True, such records provide essential parts of the 
foundation for short-, medium- and long-term projections. Increasing 
thought must be given, however, as aids in decision-making, to the records 
not yet developed which will be necessary to interpret what lies ahead, 
almost irrespective, at times, of strict historical comparability. 

T o limit our market a bit and to throw this last point into sharper 
focus, for our purposes today I want to define "forecasts" as long-term 
frojections in the range of 15 to 25 years. I would like also to consider 
the rather broad area of projections which relate to the economy and eco
nomics than to specific business data or general statistics. 

I  I 
For long range planning I shall use the term frojecthn. It probably 

is not necessary to say anything about the importance of long-range plan
ning, but two recent statements in this respect may be interesting. 

In the Foreword by the Overall Panel to Special Studies Report I  I 
of the Rockefeller Brothers Fund, published in January, 1958, is the 
following statement: 

"As the twentieth century nears the end of its sixth decade, 
America faces a world in swift and often turbulent change. Both 
within our borders and beyond, enormous transformations—in 
human aspirations, in the structure of society, in economic develop
ment, in scientific knowledge—are reshaping the pattern of exist
ence at a speed without parallel in history. The recurrent shock 
of our age is the discovery that concepts and patterns of action of a 
more secure past no longer fit the present reality. 

"We live in a period which insists continually on choices being 
made. But choice without purpose leads to paralysis or to fitful 
and erratic behavior. And power without a sense of direction may 
drain life of meaning if it does not destroy humanity altogether. 
Our problems, therefore, require for their solution not only great 
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effort and skill, but even more importantly steadfast conviction. 
And our opportunities will reflect above all the boldness and vision 
with which we face the future." 

This statement certainly lays the general foundation for and indicates 
the importance of looking a long way ahead. For another opinion, in his 
"New Frontiers for Professional Managers," Ralph J. Cordiner, President 
of General Electric Company, has indicated that there are three frontier 
areas. He says: 

"Looking at business and finance broadly, with emphasis on the 
large organizations that are the subject of study . .  . it would appear 
that the most urgent challenges to managers in the coming decade 
will lie in three relatively unexplored areas. First, the area of long-
range planning. . . . Second, the area of organizing, communicat
ing, and utilizing information for decision-making. . . . Third, 
the baffling area of human motivations." 

Projection is a relatively new word in the context of forecasts. It is 
usually associated with longer range outlook descriptions. Projections at 
times, therefore, may have some of the characteristics of prophecy. In 
current use, however, they are usually based on stated assumptions5 they 
are prepared by the use of specifically defined statistical and mathematical 
procedures, and increasingly are the result of "models" of reasoning which 
can be programmed for electronic computers. I shall use the term in these 
latter senses. 

For illustration I will use three types of projection techniques which I 
have found to be helpful aids in decision-making. The first will have to do 
with our basic economic philosophy; the second will deal with a general 
trend; and the third will provide a specific problem for industry. 

Businessmen in the United States usually picture themselves as partici
pants in a competitive economy. W e have traditionally claimed to follow 
the classical or neo-classical philosophy. That this is true is made clear 
hy our ready reference to "supply and demand" as being a major deter
minant of the supply of an item put upon the market or the price which 
results; the claim that prices are the forces which allocate resources to 
various uses; the belief that each economic resource will receive a share 
of the return from production in proportion to the demand for and supply of 
it; the belief that businessmen are rational economic beings who enter 
business to maximize profits; the understanding that nothing is free—that 
work, waiting or some other form of sacrifice by someone is required for 
everything; etc. W e could extend this list, but these are some of the 
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major precepts. These conditions may be approximately accurate descrip
tions for the periods of Adam Smith, John Stuart Mill or Alfred Mar
shall. I am sure they are not entirely accurate today for United States 
businessmen. 

What agriculturist (including Secretary Benson) wants to depend on 
supply and demand to settle anything for agriculture? Certainly Senator 
Kefauver and his staff as well as businessmen and economists who have 
recently appeared before Congressional committees do not believe that 
prices serve the purposes assigned to them by classical theory. And there 
does seem to be an increasingly widely held belief that somehow or other it 
is possible to get things without work, or, shall I say, for someone else's 
work. 

Certainly it does not appear safe to base any short- or long-term pro
jection on the continuation of these classical economic theory precepts. 
Specifically for you accountants, what is the meaning of profit that you 
will use for your plans in the future? Now try to measure it. 

In recent years we have had Keynesian explanations and interpretations 
added to our classical backgrounds. Challenges as well as confusion, if 
not frustration, have resulted for our decision-makers in business and in 
government. Keynes brilliantly succeeded in convincing a large portion of 
our economists of the validity of his depression-era developed theory that 
government must assume more responsibility as countries grow richer and 
more productive. Such countries develop chronic demand deficiencies which 
will gradually get larger. The solution to this problem the theory suggests 
lies largely in the governments' providing for a wider distribution of income 
and for spending larger amounts on government projects. If these bases for 
a new economic theory are right, then the general projections for our long-
term future will be different than under assumptions of the classical theory. 

But now, widely known and respected Economist Sumner Slichter 
("The Passing of Keynesian Economics," by Sumner H. Slichter in The 
Atlantic Monthly, November 1957, pp. 141-146) says: "Keynes's theory 
has turned out to have been wrong in all its essentials." He says, "Ad
vanced economies do not suffer from a chronic deficiency of demand— 
they suffer from a chronic excess of demand. It would be hard today 
to find an advanced economy that is not struggling to control demand, and 
most of them are having only partial success." Slichter believes that con
sumers play an active role in the economy (not relatively passive as Keynes 
assumes) and that because of the growth of the "Industry of Discovery," 
invention and product development, private industry has a great appetite 
for investment and capital. 
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Your choice of one or the other of these philosophies will markedly 
affect the projections you will make in such important areas of accountants' 
responsibilities as capital rates and costs, timing of investments, obsolescence, 
depreciation, taxes, costs, prices, etc. Although your long-term forecasts 
will be provided as reasonable ranges, you will certainly be no help in 
decision-making if your range is from the lowest figure under the Keynes 
assumption to the highest under that of Slichter, or vice-versa. In any case 
you must state your assumptions. 

Now let us look more specifically at some of the kinds of problems 
which arise when we look at a basic long-term trend. For the last 
two-thirds of the 19th century our economy experienced a long-term 
downward trend in prices. Our grandfathers had adjusted their thinking 
and economic behaviour to this fact. They had always, except for short 
periods, paid debts with more valuable dollars than they incurred them. 
They therefore saved before they bought—in both their household and 
business affairs. In the early i8o,o's, however, there was a change. Since 
then the long-term price trend has been upward. 

If we were to act in customary fashion we might simply expect a 
continuation of the existing trend. For the purposes of a sounder long-
range projection, should we simply expect a continuation of the past, or 
should we examine the most likely prospect? We must do the latter—we 
must appraise the alternatives in this process. 

W e can start with a series of assumptions and assess their likelihood 
as we proceed. T o do this let us ask the following questions—and develop 
our assumptions from the answers. Is it more or less likely that: 

1. W e will try to maintain our national policy of full employment? 
2. W e will continue to have free collective bargaining? 
3. W e will have fairly stable prices? 

4. The rate of increase in wage costs will exceed the rate of increase 
in productivity? 

5. The power of labor unions in bargaining will stay the same or 
increase? 

For illustration I will use my answers to these questions. I think it 
is most likely that: (1) we will try to maintain full employment; (2) we 
will continue to have free (so-called) collective bargaining; (3) we will 
not have stable prices; (4) wage rate increases will outrun the rate of 
productivity increase; and (5) the power of labor unions in bargaining 
will stay about the same for the foreseeable future (it cannot increase 
much beyond its present level without a continuous recession threat). 
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I t should be clear that a "yes" to the first three questions is incom
patible. I have chosen to answer question (3) with a "no" so my combina
tion of answers to these questions indicates that we are likely to have a 
rising-inflationary-price trend ahead of us. The rate of rise will depend 
upon the extent of the strength of the various forces involved, not only 
upon each of the three corners of "The Uneasy Triangle," to take a 
phrase from the 1952 issues of The Economist (London), but also upon 
the many other forces whose effects may be measured. My answers to 
questions (4) and (5) tend to strengthen the basic conclusion. The range 
of the rates of price increase can be determined by estimating each of the 
contributory forces and combining them in appropriate estimating equations. 

In the face of such an assumption then, I can ask you, "What is the 
most likely or best agenda for this coming age of inflation ?" And what will 
its implications be for us as accountants, planners for new data collections 
and interpreters for decision-makers? 

Let me mention some of the major items for the agenda of considera
tions in the next quarter century: 

1. Wa r and the cold war with the necessary preparations for national 
defense, peaceful applications of atomic energy, jet travel and pro
pulsion of satellites, etc. Expenditures for such purposes alone, 
whether by the government or the private sector, will probably 
be of such magnitude to cause price increases. 

2. The continued growth and strengthening of trade unions will most 
certainly result in acceding to claims for higher wages and other 
employee benefits which will strengthen the cost-price spiral. 

3. Our national policy of full employment will be continued and will 
probably be associated with increases in amounts and periods of 
unemployment compensation or guaranteed wages. These pressures 
are inflationary. 

4. Gradually cheapening money to accommodate extended govern
ment programs will add to the inflationary impetus. 

5. The gradual provision of more numerous and more generous social 
services by the government such as the current demand for more 
medical and hospital care for all ages, especially the older groups, 
will have inflationary effects. 

6. Price controls either in terms of maximums allowable or minimum 
supports is likely in a period of expanding demands to develop 
pressures on supplies. These effects tend to be inflationary. 

7. The likelihood of increased nationalism with protection of trade 
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for individual countries or groups of countries (as in the case of 
the European Common Market) in spite of all the efforts being 
made to establish trade on a widespread multilateral basis. The 
effects are inflationary. 

8. The increased industrialization of undeveloped or non-industrialized 
nations is also inflationary. 

There are many additional considerations that will support the thesis 
of continued inflation. (See "Agenda for the Age of Inflation" in The 
Economist (London) issues of August 18, 25, September I and September 
8, 1951.) These are certainly sufficient to indicate some of the problems 
that will face accountants. 

If there were a strong case for a period of declining prices, an equally 
long list of changes in accounting principles and practices would be essential 
to provide decision-makers with improved guides and tools. 

Now let me give you some statistical projections which illustrate more 
clearly how ranges of estimate can be used to take account of forecasting 
uncertainties and statistical error. These projections we believe are basic 
for the farm equipment industry and for other industries which expect to 
sell to farmers. 

The United States population whose demand for food and fiber is 
the basic although indirect demand force in our industry currently totals 
about 174 million. By 1975 we expect the total to range from 210 to 230 
million and are taking the mid-point of 220 million as the most likely 
estimate. This growth represents a substantial increase in the demand for 
farm products. T  o meet this need farmers will require more and better 
farm machinery. 

By contrast, the farm population is declining. From the current 
estimate of about 20.5 million we expect the total by 1975 to fall between 
13.5 and 17 million. This will represent about 7 per cent of the total 
population compared with the present 13 per cent. 

Agricultural employment like the farm population is declining. Total 
employment on farms, currently estimated at approximately 7.6 million 
hired and family workers, by 1975 will probably decline to 4.5 to 6 million, 
a decrease of nearly one-third of our present total. There will probably 
be little if any further decline in the proportion of hired workers. Most of 
the decline will therefore come from family workers. 

The acreage used for cropland in the United States has been nearly 
stable at about 400 million acres since 1920. This total will not change 
much by 1975 but we are estimating that it will increase some 4 to 10 per 
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cent to bring the total to 415 to 450 million acres. However, these will 
not be the same acres we are now using. Substantial acreage adjacent to 
large cities and on grades which will be taken by highway construction 
will disappear from their cropland uses. Lands now in pasture, woodland 
or wasteland will be improved and brought into productive cropland to 
replace that used for more direct human use. Th e greatly increased 
quantities of foods and fibers required by our larger population will there
fore come from essentially the same total number of acres we have been 
using for the purpose since 1920. 

The number of farms on which our agricultural products have been 
grown has been declining steadily from 6.8 million according to the Census 
of 1935 to 4.8 million at the beginning of 1955. W e expect this total 
to continue to decline and are estimating that by 1975 there will be 3.2 
to 3.8 million farms in the United States. Changes in definition of a farm 
are of course very significant in appraising these changes. 

The average size of these farms will continue to increase. There has 
been a steady and almost uninterrupted growth in the average size of 
farms since 1880 when the Census indicated an average of 134 acres per 
farm. The 1955 Census showed 242 acres. By 1975 the average may be 
as large as 350 acres with 325 acres the most likely size. 

Of most significance in measuring our markets is the number of 
farms by size and value of product. The most productive farms in the 
country and those accounting for the largest percentage of the total value 
of agricultural products sold are those which are 180 acres or larger in size. 
In 1920 such farms accounted for less than 20 per cent of the total. By 
1975 there should be 1.3 to 1.4 million of these farms out of the total of 
3.2 and 3.8 million. 

Between 1920 and 1955 the man-hours of labor used for farm work 
declined by about one-third. For work in connection with crops the decline 
has been substantially larger—50 per cent; the decline related to livestock 
has been about 18 per cent. By 1975 the man-hours will decline substan
tially more—by as much as 30 to 45 per cent. 

Cash receipts from farm marketings plus government payments in 
1957 which basically must sustain all of the increases in investments made 
on farms totaled about $31 billion. W e expect cash receipts to continue 
to increase in current dollars so that by 1975 they will total $38.6 to $41.0 
billion. 

Since the number of farms is declining as much as I indicated earlier, 
the cash income per farm will increase very substantially. Our figures show 
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an average of $7,400 per farm in 1955. By 1975 cash receipts per farm 
should total between $13,500 and $15,000 per farm taking account of all 
large and small farms. 

The foregoing projections have been made by extrapolating trends of 
historical data in most cases. In some instances the extension of trends was 
impossible, for such extensions would have reached zero long before 1975. 
As a result some of our trends are rationalized computations. T  o make 
them useful for any one aspect of a given business, they would have to be 
further refined to take account of the particular portions of farming 
dedicated to one or another or combinations of crops, their locations in the 
different sections of the United States and of their size and income. 

Time does not permit illustrating this for you. I have given you enough 
information, however, to support an important general conclusion. The 
total number of farm customers is declining steadily; the total amount 
of production required of our farms is increasing; the total cash receipts 
available for farmers' purchases of equipment and supplies is rising steadily 
and the supply of labor is declining. The farm market for capital equipment 
therefore should be a good one. 

I l  l 

Detail must now be added to each of the foregoing projections or to 
combinations of them to make them useful to each decision-making 
executive. For the finance officer I would combine the three with great 
emphasis on the first two. A different combination of projections and 
substantial modification of supporting detail would be essential in interpret
ing for the sales department the effects of anticipated changes on product 
development, sales programs or salesman training. The accountant, of 
course, like the economist, may have to work with the broadest ranges of 
details with all such projections. 

For you a new and fresh look must continually be taken at established 
definitions and procedures if you are to be of maximum assistance in deci-
sion-making. T o mention a few such areas might be helpful. You will 
have to pay special attention to utilization versus obsolescence and deprecia
tion of capital. You ought to be aware of the weaknesses of customary 
differences in accounting for capital and manpower costs in research. 
Greatly improved methods of inventory appraisals and control must be 
developed. Better understanding of the effects of scheduled periodic 
escalation of costs on prices such as wages through cost-of-living and 
productivity increase factors must be expected. Programs involving em
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ployment stabilization, inventory controls, production scheduling (including 
economic lot sizes) and sales forecasting will require broader understanding 
of records systems and the timing and clarity of communications. 

Understanding of the economics of our social programs will be as 
essential as participation in guiding many of them through membership on 
boards of hospitals, colleges, etc., in order to see that they too operate 
on economic principles appropriate to their purposes. Time keeps me from 
going further. 

Upon you, as successful accountants and comptrollers, will fall the 
responsibility of the several levels of interpretation needed for improving 
the decision-making procedures. In the words of Glenn Frank: 

"The future of America is in the hands of two men—the investiga
tor and the interpreter. We shall never lack for the administrator, 
the third man needed to complete this trinity of social servants. 
And we have an ample supply of investigators, but there is a short
age of readable and responsible interpreters, men who can effectively 
play mediator between specialist and layman." 



MARKETING RESEARCH—VITAL ADVANCE 
PLANNING TOOL 

By THOMAS G. MACGOWAN 

Director of Advance Planning 
The Firestone Tire fcf Rubber Co., Akron, Ohio 

Emphasis on the long-range or advance planning functions of business 
in your program at this meeting is testimony to the alertness of your 
program committee in keeping abreast of business developments—in this 
case, of what is perhaps the most striking and clear-cut development which 
has taken place in business since World Wa r I I  . 

The emergence of planning—advance, future, long-range—as a major 
preoccupation of the more progressive business leaders of this country 
certainly is a most interesting phenomenon of the present day. 

Today perhaps 50 per cent of the really large businesses, including 
not only manufacturing but also finance, retailing, transportation and 
other communication, and mining, have set up some sort of organizational 
feature which is intended to make sure that the business will make adequate 
preparation for the future. 

Most of those which have not yet taken that step are thinking about it. 
Some of them are sending men around to interview planning executives 
in other companies to get ideas on the best way to go about the move 
themselves. 

Before discussing the role which marketing research plays in corporate 
planning activities, it may be well to look briefly at the planning function 
itself. 

What is advance planning? What is it notl What functions does it 
customarily discharge? How do companies as a rule organize for it? 
Whom do they put in charge of it? T  o whom does he report? 

Having answered these questions we shall try to show how marketing 
research fits in, and how, without it, the advance planning activity would 
surely fail. 

First of all, advance planning (that seems to be the term to which 
most planning-minded concerns are gravitating, rather than to the possibly 
more descriptive long-range planning) is simply making plans for the future 
of the business. Obviously, moreover, the activity exists to make the 
concern's future better than it would be if the activity did not take place. 

In some concerns there is a tendency for the planning head to concern 
himself, either of his own volition or on the suggestion of his superior, 
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with matters which, while in the future, are rather near at hand. This is 
a great mistake—advance planning should not concern itself with tomor
row, or next month, or, probably, six months from now. 

Conversely, it should concern itself tremendously with where the 
company will be 10 or 20 years from now. It should certainly be interested 
in the position five, three and two years from now. And if it could do its 
part to bring about a good future for the business in terms of those periods 
only by working on affairs that will transpire next year, then by all means 
it should do so. 

The planning activity should, it seems to me—and in this I am in 
agreement with most planning directors—first of all undertake to see where 
the business is heading. Is it in a line or lines which have a good outlook? 
Fifty years ago the planning director of a buggy business (if there had been 
such a position) should have seen the shadow of the automobile athwart his 
company's path some years previously, and he should have been working 
out plans for his company to change in some appropriate way with the 
changing times. 

Are the principal products of the company—while in lines which over
all have a good future—themselves individually likely to fall behind the 
procession? Twenty years ago the planning director of a maker of more-or-
less conventional washing machines should have been pointing out to his 
principals not only the forthcoming rise of the automatic washer (and 
perhaps also the home drier) but he should have been working on plans 
for his company to cope with these developments. 

Is the company sufficiently diversified? Diversification is not just a 
modern business fetish. It has a sound basis in hard-headed and shrewd 
business sense in a great many cases. It not only affords a means of growth 
but it also spreads over a business a protecting umbrella of variety. Did 
the business fall on its face when it came to getting in the field with an 
automatic washer? Did it stay too long with the buggy business? Such 
things have been known to happen despite the best efforts of astute 
managers and well-intentioned staff people. And many such concerns 
have been able to stay afloat because they had stakes in other kinds of 
business not then affected by unforeseen and unwelcome change. 

Are the company's channels of distribution already undergoing import
ant changes, or are such changes in the future but discernible by a clear-eyed 
look down the road ahead? Did the food manufacturers of 1927 realize 
the extent to which the mushrooming supermarket movement would affect 
their business? How many of the great grocery chains which were then 
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primarily doing business in small conventional-type outlets realized that 
they must before too long become super-market merchandisers or lose 
their business? Moving ahead a few years, how many of the manufacturers 
of proprietary drug specialties and cosmetic items foresaw the impact of 
the great grocery supermarket chains upon their established distribution 
channels? 

The answer of course is that some food manufacturers, some food 
chains and some drug makers did see these things coming and that some 
did not. Some were well-prepared and some were ill-prepared. So it has 
always been in business, and no doubt so it will always be, even though 
today the presence of a growing group of people whose sole business it is to 
think about the future will inevitably tend to mitigate the impact of the 
unforeseen. 

Well, if the company's chief product is in a declining phase, what 
should we make now? If the product is changing, how should our version 
of it change ? If the channels are about to undergo some important altera
tion, what should we do about the situation? 

The planning director must function on these matters in his role of 
bird dog (to find new products and new product development ideas), 
fact-finder (to learn what the available alternatives may be, and the pros 
and cons of each) and analyst (to weight the possibilities as a prelude to 
recommendation to his management). He must also function—in the 
usual situation at least—as a sort of combination stimulator, catalyst and 
coordinator. Obviously he cannot as a staff person do all the company's 
planning; it would not be desirable to have him do this work for the 
various parts of the business involved even if he had the time, manpower 
and talent to do it. People operate best with plans which they have had 
a strong hand in developing. 

But he must "work with" the people who are in charge of the various 
parts of the business. I repeat: he must stimulate, catalyze and coordinate. 
T  o the executive whose division is giving signs of staying too long with a 
losing hand in the product development race he must bring new ideas and 
some good practical suggestions, as well as a healthy sense of the necessity 
for some real action. T o the management itself, which has been for some 
time considering a possible new product or a new course of action of any 
important type, he can serve as a catalytic agent by bringing to their 
attention new evidence, new thoughts or sometimes simply by pressing 
tactfully for action or decisions. When a new product or a new under
taking of any sort is in the making he can often tie things together by 
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serving as a departmental or personal link between the many diverse 
departments and personalities which must work together as a team if the 
thing is to be successfully brought to reality. 

This planner of ours often negotiates with other companies which are 
far sale, which have patents or processes to which manufacturing or selling 
rights are available, or which may constitute a market for the company's 
own products. But as a rule his activities as an actual oferator do not go 
beyond such preliminary or preparatory moves. 

He is not a person who actually develops the new product; in other 
words: that is for the XY Z division to do. He may get the company into 
a new business and assist in setting up a new division to handle that 
business, but he will not run that new division. He will make no plans 
far the business which has to get new channels of distribution; that is their 
jab. He will point out the trends, get facts, work with them. But the 
plans will be theirs. What he will also do is to have in view at all times 
the big ficture for his concern: he will know where the outfit is going, 
and whether it is going on the basis of the present plans to have a satisfac
tory future or not. And if it is not, he is going to be in there with the 
necessary forecasts and predictions for the management, and with sug
gestions as to what should be done about them. 

It surely is obvious that a planning director cannot operate along the 
lines I have indicated unless a number of situations hold good. Here are 
what I call the minimum essentials for satisfactory functioning along this 
line: ( i  ) the director must have the requisite talent, experience in and out 
of the organization, and he must be properly set up; (2) as to set-up he 
must report directly to the top management, have enough status to make 
him effective within the organization, and have enough people to do the 
job properly-, and (3) the management must take him into their confidence 
to a reasonable extent. 

As to this last point what I mean is that a management can hardly 
expect a planner to know whether the existing plans are good enough 
or not if they do not let him know what they are intending to do. In 
particular he has to know what the company's capital expenditure budget 
looks like for the future. 

Most planners today are directly a part of the management, at least 
in a certain sense. Sometimes the responsibility is entrusted to an "assistant 
to the president", or to the "executive vice president", or to a "vice president 
in. charge of the future." But regardless of titles, here is the fact. If such 
a person has other heavy responsibilities he cannot do this. If he is already 
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busy, then the man I have been talking about—the man who will actually 
do the job—will be somebody who works for him without benefit, perhaps, 
of portfolio. This is not too bad an idea, in fact, and often it works well. 

The more usual thing, of course, is a part of the organization consisting 
of a planning director, manager or head, and some sort of a staff. This 
group does the things I have been discussing, and it usually reports to the 
president or executive vice-president of the business. 

And just who is the person who heads up this planning activity? He is 
in most cases the person who just previously held the post of director of 
manager of marketing research. In the great majority of the cases he has 
also been with the company long enough to know it and its problems and 
its personnel very well indeed. 

Why is marketing research experience in that company usually esteemed 
as the right background for the planning job? Basically it is for two 
reasons. First, the kind of person who has done marketing research work 
successfully has the know-how and type of mind needed to solve the 
problems of the planning end of the business. Business planning calls for 
the same kind of curious, probing, skeptical, analytical approach that the 
study of markets and marketing processes also requires. And, second, the 
planning job also calls for the doing of a great deal of marketing research 
work, and this can best be arranged for by someone who has a full under
standing of the marketing research process. 

Does this mean, then, that the advance planning director should also be 
the marketing research director? Not necessarily. In fact, in a larger 
company this would be a sheer impossibility. I have already pointed out the 
fact that the planning activity is a full-time thing in itself. 

But in many medium-sized and smaller companies the two jobs can be 
and sometimes are combined. In others—and this also goes for some of the 
larger concerns which have not yet formalized the planning function, a 
great part of the marketing research manager's work is of tremendous 
service in planning the future of the business. There are in fact many 
instances in which the marketing research head gradually grew into the 
advance planning role. In such cases what seems usually to have happened 
is that the individual in question increasingly concerned himself with 
matters of the long-range future, more and more presented to his manage
ment forecasts of a comprehensive and long-range nature, and increasingly 
concerned himself with studies and analyses which dealt with new products, 
better distribution methods and other changes which would in the future 
tend to maximize sales, improve company stability and make for greater 
profits and more security over the long pull. 
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After a certain length of time, such a man's orientation of himself and 
his department toward the future has often been followed by the manage-
ment's decision to make his planning responsibilities more clear-cut and 
overt. What then happens is that he becomes the planning director. Does 
he then retain the marketing research activity as a subordinated responsibil
ity, with the new marketing research manager reporting to him? Yes, in 
many cases that is the course which is followed. It may seem desirable for 
a variety of reasons, two of which might be the advisability of retaining his 
experience in connection with over-all direction of a marketing research 
program, and making sure that marketing research would continue to 
play its full and proper role in advance planning. 

In other cases it is not considered desirable to retain a direct organiza
tional link between planning and marketing research. But whether such a 
link exists or not, the advance planning man cannot possibly function with
out a great deal of marketing research work by him, or done in his behalf. 

In a moment I am going to describe some of the types of marketing 
research work which are essential to planning success. But first I would 
like to digress just a bit to explain something that may seem a little 
inconsistent in what I have just said. It will be remembered, I am sure, 
that during World War I  I a great many companies set up what were 
often called "post-war planning committees", and in a great many cases 
the chairman of this committee was the manager of marketing research. 
Usually his department would perform the marketing studies required by 
the committee. In such instances the planning and the research functions 
were actually performed under the immediate direction of the same 
individual. Why so, when today the larger companies sometimes have the 
marketing research manager report to the advance planning man, but 
seldom actually unite the two jobs? 

The answer lies in the fact that the wartime planning job was temp
orary, and that it would not have paid to set up a permanent organization 
to handle it. Today planning is considered as a continuing, rather than an 
emergency function. Parenthetically, it is interesting that some of the men 
who combined the marketing research and post-war planning jobs during 
World War I  I are today on the planning job again, with or without a 
marketing research manager reporting to them, as the case may be. 

I stated earlier that the first thing for an advance planner to do is to 
figure out where his company is going to be at some fairly remote future 
point, and in the intervening years as well. This is obviously a matter of 
forecasting, and forecasting is in turn a job for marketing researchers or 
others with equal skills. 
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Does the previously enunciated principle about having people make 
their own plans carry over here? Are people better off to make their own 
forecasts? Should the XY Z division make its own forecasts for the years 
^960, 1965, and 1970? (Forecasts to 1975 are, by the way, by no means 
uncommon.) Or should "experts" make them? The answer of course 
is that experts should make them, but that the experts need not be in a 
centralized marketing research department. Many companies are so 
thoroughly decentralized as to marketing research that there may be 
extremely competent forecasting people in the various manufacturing or 
marketing divisions. If there are, then by all means these people should 
make the first forecasts. Indeed, even if such people are not to be found 
in the divisions, the forecasts have to be made for the most part in the 
divisions anyway. Forecasts cannot be made successfully in the large; they 
have to be built up like a masonry building, stone by stone. No remote 
group of marketing people could possibly have the necessary familiarity 
with the individual lines and products of the XY Z division to make an 
acceptable long-range forecast of where they would go individually and 
in the aggregate. 

But if the XYZ division lacks marketing research personnel, and if, as 
a result, its forecast has to be prepared by others, where will the marketing 
research talent be brought to bear? By means of a centralized marketing 
research department's performing a reviewing function after the fact? 
Possibly, but preferably such a department should work with the division 
in question at the time of the forecast, supplying general counsel and guid
ance as needed. If this were done, the review which took place later would, 
in the event of the inevitable suggestions for change, be accepted with 
much better grace than if there had been no prior contact on the matter. 

These forecasts of which I have been speaking are the kind that reflect 
what will happen if the company does not do anything different from what 
it now intends to do. They are finally all added up to get the company's 
over-all future prospects, including as a rule some sort of an item repre
senting the planning director's best idea as to what new products might 
find their way into the picture outside of the existing divisions but in 
furtherance of plans already under way at the corporate level. 

Without exception company total prospects developed in this way are 
bitterly unsatisfactory at first glance. And when they are compared with 
forecasts of various general measures of economic growth which the 
company may prepare or have access to it often turns out that the company 
looks as if it would be falling behind. Finally, when they are compared 
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with purely mechanical extrapolations or projections of the company's 
sales from the known sales of the past, the contrast becomes pretty 
devastating. 

However, it is natural that forecasts based on making no new plans 
would be too low* New plans would be made even without an advance 
planning activity. Therefore such forecasts never work out. Nor are they 
ever expected to, for they are merely a first step, as I said before. They are 
followed by a formalizing of the planning process, in the course of which 
each part of the business commits itself to a growth goal which could be 
achieved only by vigorous, imaginative and resourceful planning and 
development. 

In achieving the goals marketing research also plays a vital role. 
Will the new line of fertilizer find a proper place in a market full of both 
dry and liquid fertilizers? Will its combination of performance, form and 
price prove attractive? Could we get proper distribution of it? What would 
be the best channels? How much would we have to invest in the business? 
How rapid would be the payout, based on the probable levels of sales, gross 
margin and expenses? Is this the best way for us to make an investment 
of this size at this particular time? Finally, how great is the risk involved? 
Is the risk too great? How does it compare with the risk of possibly losing 
marketing position by not bringing out the product? How does it compare 
with the risk which would be involved in producing various other products 
in this or other divisions of the business? 

The extent to which marketing research would be expected to assist in 
supplying the answers to these questions, and hence to answering the main 
question: "Should we make the product?" depends primarily upon how 
much is already known about the market, its composition as to customers, 
product and channels, and about its historical acceptance or rejection of 
new offerings of this general type. 

If the company's experience has been such, in this particular area, that 
a great deal is already known about these matters, then the marketing 
research contribution will be somewhat minimized. But it will still be 
necessary for information to be checked and up-dated, and for judgments 
to be made as to the probable extent and speed of the product's market 
penetration, the proper channels and their probable reactions, the impact 
of various pricing and discount policies, and, finally, the probable level 
of sales for each of several key years in both units and dollar volume. 

This example serves as a good medium for explaining the extent to 
which an advance planning operation must necessarily depend on other 
departments of the business than marketing research. The engineering 
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department would be called on for estimates of the cost of plant and 
equipment, and judgments as to how much time would be required for 
their installation. The research and development department would already 
have developed the product and supplied information as to its performance 
characteristics. The cost accounting department would have prepared the 
estimates of unit costs and over-all dollar gross margin at various hypo
thetical production levels. Estimates of expenses might be contributed by 
the traffic department (as to transportation cost), the labor or industrial 
relations department (cost and availability of labor at the plant site), the 
sales and advertising departments (as to the cost of distribution), and so 
forth. It is also probable that the comptroller's department of the business 
would in the case of a product or line involving a very large outlay for 
plant and equipment also make an estimate of the amount of working 
capital required for payroll, inventory of various types, and accounts 
receivable. 

Out of all these efforts there would emerge a coordinated picture drawn 
together by the advance planning division in the case of a wholly new 
type of product which would require a separate manufacturing and selling 
set-up new to the company. In the case of a product that would be made 
by an established part of the business, the advance planning people might 
only cooperate in the pulling together of the picture. Or they might have 
supplied merely the initial spark that got the thing started. If the advance 
planning people were on the job it is inconceivable that they would have 
had no part in studying any important new product. 

It is equally evident that in the case of such a product the marketing 
research talents of the business would have been called on in various ways 
in the effort to reach an answer to the primary question: "Shall we make 
it? " 

Once that decision was reached, marketing research services would be 
required also in further work in laying out the proper methods of initial 
introduction. How much should we spend on advertising, for example, and 
in what media? Advance planning might in its role of catalyst make sure 
that this research actually got done. 

One very valuable type of marketing research work of much use in 
advance planning is the comprehensive survey of many fields of manufacture 
or distribution in which the company might engage. Let us say that the 
best projections of the sales of future years show strongly that the company 
is going to have to do some things not now contemplated or planned, or 
resign itself to an unsatisfactorily small volume in future years It appears 
that the company's present lines of manufacture do not hold enough 
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promise for future growth, even with a properly aggressive policy of new 
product development. Clearly there is needed a very basic type of review 
of a number of other fields, new to the company in which it might 
profitably engage. 

Here we have a sort of investigation in which marketing research 
work or its equivalent by another name is called for. The fields under 
investigation have to be looked at in various ways, and some of these ways 
call for the gathering together of market facts, and evaluating them. Yet 
there is also a good deal of work of other kinds involved, and in this the 
talents of non-marketing researchers will be needed. The best thing is 
usually for the advance planning people to entrust the marketing research 
aspects to the marketing research department. Actually, however, this in 
many cases is not done. 

It is not uncommon for the advance planning people themselves to 
make the marketing research investigations in some of these very basic yet 
exploratory studies. In this way they can sometimes combine such work 
with investigation of other aspects of the study, while in the field. 

Similarly, advance planning work intended to solve the ever-trouble-
some and often-recurring problem of whether to "make or buy" a certain 
product or component of a product usually involves some marketing research 
work, but the planning people sometimes find it advisable to do this 
themselves. It will be recalled that the planning director is usually a man 
with a marketing research background; his key people have often had 
experience of that kind also. 

Once the decision to enter a new field has been made the question 
frequently arises: "Should we start from scratch or buy a going concern?" 
Many matters are involved in a decision of this kind, and of course one of 
the key factors is what going concerns there may be available. This in turn 
frequently involves a company search. Marketing researchers are some
times involved in such searches. More commonly they are called in to 
appraise the marketing structure of the individual company under con
sideration. Their conclusions are invaluable in the work of the planners. 

Beyond the areas which I have mentioned, there are a tremendous 
number of specialized types of marketing research which may be needed 
and called for in connection with the work of planning a prosperous and 
secure future for a business. Merchandising research, study of better 
methods to locate retail outlets, analytical study of troublesome problems 
of retail store management and of dealer relations, pricing analyses, basic 
studies of consumer motivation leading to development of better advertis
ing themes, basic media research pointing to better distribution of a 
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company's advertising investments media-wise, packaging analysis, funda
mental studies into territorial alignments and personnel policies, including 
the selection, compensation, direction and performance evaluation of sales-
men—these are a few of the many types of marketing study which bear on 
the work of the conscientious planner in a large business enterprise. 

Advance planning as such is new. Marketing research is not so old 
itself, as business institutions go, but by comparison it is very old indeed. 
Just as advance planning, the fledgling, sprang from the nest of marketing 
research, it will for a long time to come depend upon it for personnel and 
for a great deal of work. These two fact-oriented disciplines have much 
in common with each other, just as they do with the various areas within 
the accounting field, including yours. 

Indeed, the time will never come when the facets of a well-run business 
do not make joint contributions to the study of the future and to new 
ventures. The partnership of advance planning and marketing research in 
which the former draws upon and often guides the latter, is a liaison based 
upon need. As such it is—if I may venture the sort of look into the future 
which both marketing researchers and planners often have to make—a 
relationship which will be likely to continue for a very long time. 



PROFIT PLANNING 

By PAUL L. NOBLE, 

Assistant Comptroller, 
The Ohio State University, Columbus 

The term "profit planning" is a relatively new term. It is only within 
the last 5 or i  o years that it has appeared to any extent in accounting 
literature. But in this relatively short space of time its use has become quite 
popular and like so much of our terminology it has come to mean different 
things to different people. It is apparent in accounting literature that to 
some, profit planning is closely related to cost-profit-volume relationships; 
to others, the term is synonymous to "budgeting"; to others, it is closely 
allied to "cost reduction." Upon reflection, it is apparent that the term 
might well be used to encompass the total responsibility of the accountant, 
for certainly the achievement of profits is the ultimate objective of any 
and all accountants. 

Mr. Eric Kohler, in the second edition of the Dictionary For Account
ants, defines profit planning as "the process of so conducting operations 
as to realize a given profit goal." This does not limit the concept of 
profit planning to any one aspect of the accountant's sphere of activities, 
but relates profit planning to the entire area of the conduct of operations. 
Th e element in this definition which interests me the most is in the phrase 
"given profit goal." This implies that a goal has been determined, pre
sumably a goal which is reasonably attainable. Surprisingly enough, it is 
getting people to admit to a goal which is oftentimes the most difficult 
aspect of profit planning. This difficulty is not necessarily limited to the 
non-accounting members of the managerial team, for many times it is 
accountants who take the path of least resistance and claim that planning, 
in their firms, simply cannot be done. 

The two previous speakers this afternoon have presented very illuminat
ing discussions of two important tools of profit planning, namely economic 
forecasting and market analysis. Both of these are important ingredients 
of profit planning, but they are not ingredients which the accountant is 
necessarily responsible for developing. Given these and other tools, it is 
the duty of the accountant to formulate them into an operating plan. 
Motivating the accountant to do this is oftentimes difficult. 

The two previous speakers this afternoon, disclaiming to be accountants, 
very graciously extended some complimentary remarks to the accounting 

63 



64 ACCOUNTING INSTITUTE PROCEEDINGS 

profession. Being an accountant myself, I am neither entitled, nor am 
I so disposed as to extend a great many compliments to the profession. Due 
largely to an unusual language, which is peculiar to the art, accounting was 
a field which has been little understood by non-accountants. It is human 
nature to hold in some awe anything which is not completely understood. 
So it has been with most non-accountants who view our art. A large 
segment of the accounting profession has been willing to enjoy the fear 
and respect of non-accountants, while doing little to advance vigorously 
the contributions which accounting is capable of making. 

In support of this view, let me quote what one accountant had to say 
in a recent addition of the NAA Bulletin: 

"As accountants, we have not prepared ourselves or our em
ployees for the advent of the revolution represented by the inroads 
which operation research, with electronic data processing, is 
making in the industrial accounting field. These new methodol
ogies are demanding personnel with a background startingly 
different from those of us who have entered the accounting 
field during the past quarter century. Whereas a background 
of accounting and accounting studies was the prime prerequisite 
for employment in the accounting field during the past decade, 
the man with such a background as his sole "stock in trade" will 
disappear as rapidly from the American industrial scene as the 
"man in the green eyeshade" disappeared during the days of our 
predecessors. The years immediately ahead will demand men 
with mathematics and engineering as a major field of study, 
and with business administration and accounting as a minor. 

In order for us to meet the demands involved, we must prepare ourselves 
and our employees through a serious program along the following lines: 

1. W e must become acquainted with the new methodologies by at
tending seminars and, if necessary and practicable, by a leave of 
absence from our present positions to attend special schools to learn 
the techniques of electronic data processing and operations research. 

2. W e must program on-the-job training to pass on to our employees 
the information we have gathered in these special classes. 

3. W e must start now to evaluate properly the capabilities of our 
employees and to program required alteration of staff skills "mix." 
The "doers" will be eliminated by the machines; we will need in 
the future the men who can tell us "why it happened," not "what 
happened." 
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4. We must revise our background requirements on new employees 
to include a basic knowledge of mathematics from algebra through 
integral calculus. Too often our accounting employees, fast and 
present, have been individuals who turned to the accounting field 
through failure to comprehend mathematics, odd as that may seem 
to some. Such an employee will be "lost" in the new field. 

5. W e must think along the lines of employing also the man who 
possesses the mathematical, engineering and possibly shop experience, 
with no accounting background whatsoever. On-the-job training 
can supply all the accounting necessary. 

The operations research and electronic data revolution is upon us. Let us 
honestly admit it and start now to prepare ourselves and our associates to 
meet its demands.551 

While I have a great deal of respect for mathematicians and engineers, 
I am not yet willing to see accounting become a minor field to these. 

The most important element in profit planning, as it is in any endeavor, 
is that of attitudes. The first thing which management, as well as account
ants, must develop is the attitude that, although it may not be 100 per cent 
correct, a plan can and will be developed. In going into any organization 
where formal planning has never been done, one is invariably confronted 
with innumerable reasons to show why planning simply cannot be done in 
this particular organization. I have heard the response, "our situation is 
unique,55 more times than I can recount, and perhaps you have also. The 
easy way to avoid having to tackle difficult problems is simply to say "our 
situation is unique.55 It is not that I am challenging for one minute that 
these firms have unique situations. Of course they are unique. If all cir
cumstances encountered in one firm were precisely like those encountered 
in all other firms, we would have no need for accountants—bookkeepers 
would be sufficient. There would be no problems, and it is in solving 
problems that our existence as accountants is justified. 

Reference was made, a moment ago, to firms that had never had a 
formal plan. It is important to differentiate here between a "plan55 and a 
"formal plan,55 for there is not an executive anywhere who does not have 
some kind of a plan. All too often, however, he is the only one in the 
organization who is aware of what the plan is, and even in his own mind 
the plan is oftentimes ill-defined and nebulous. Th e problem is to get 
him to admit that he has a plan, and then to refine it and make it known 
to others whose actions depend upon it, 

1 Raymond B. Jordan, "Changed Qualifications For Industrial Accountant," NA A 
Bulletin, April, 1958. 
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I have encountered a number of real obstinate cases where individuals 
would persist in the attitude that planning was absolutely impossible in their 
unique circumstances. In such cases, on a number of occasions, I have 
broken down the resistance by taking last year's income statement and 
simply asking the executive to give me his wildest guess as to what each 
item in the statement will be next year. Invariably this produces a series 
of reactions which are precisely the ones desired in order to initiate profit 
planning. Let us examine some typical ones. A common response will be 
" I can't estimate that item. If a given circumstance develops, it will likely 
go up, but on the other hand, if something else happens it will probably 
go down." At this point, obtain two sheets of paper and label one "alter
native A" and the other "alternative B", making it clear that we have no 
reluctance to developing two plans: one for each of two eventualities. In 
the course of later planning, each of these alternatives may be examined 
more carefully to ascertain which of the two is really the most likely, 
and specific planning for this likelihood can proceed accordingly. In the 
meantime, however, the development of an alternative plan is not at all 
unsound. 

Another common response is  " I can't estimate that item, because that 
is someone else's responsibility." It may be the sales manager, the plant 
manager, or some other responsible executive. The obvious thing to do is 
to call in the individual to get the benefit of his thinking, and this again is 
the precise reaction which is desired. There are several principles of plan
ning which are accomplished by this move. First, the person who is 
responsible for any item should always be consulted in planning for it. This 
is important, first, because he has the best acquaintance with the particular 
item, and therefore, is in the best position to anticipate its future behavior. 

Furthermore, and possibly more important, the individual responsible 
should be consulted for psychological reasons. In fact, if at all possible, we 
should use the estimate which he himself makes. If someone else makes the 
estimate, particularly one who is less acquainted with the item than he is, he 
will almost certainly try to prove, by subsequent actions, that the estimate 
was wrong. If on the other hand, he makes the estimate, he will have his 
own reputation at stake in trying to prove that he was right. 

A second important factor in profit planning is demonstrated in calling 
other individuals into the discussions. I am referring to what might simply 
be called communications. I am thoroughly convinced that one of the 
major road blocks that develop in a large organization in arriving at a 
satisfactory profit goal is in the lack of proper communications. Not only 
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is there frequently a lack of common understanding of what the goal is, 
but even worse, frequently executives have opposing goals. This was 
brought out in one organization recently in profit planning discussions 
such as these. Most of this company's distribution had been accomplished 
through sales to independents. Some experimentation had recently been 
done in distributing through chains, but numerous difficulties had been 
encountered. In discussing next year's sales budget, it was apparent that 
the president of the company assumed that the chain store sales were to be 
pushed vigorously, while the sales manager had assumed that the experi
ments had proved this to be a fruitless endeavor, and was, therefore, plan
ning to abandon the effort. By attempting to formulate an over-all 
company plan, this serious discrepancy in objectives was brought out. 
Without the exchange of ideas which are brought out through planning 
discussions, it is uncertain how long these two important executives would 
have been pursuing opposite objectives. 

Much can be said about good communications, but to me the most 
important starting point is the development of a profit plan, based upon 
a full and free discussion of all executives involved. 

If the initial resistance to profit planning can be overcome, skepticism 
will soon change into enthusiasm. In one company, where a meeting had 
been calkd to develop a profit plan for the first time, the resistance on the 
part of the top executives almost reached the point of cynicism. Finally, one 
of the group made some positive assertions with respect to his opinions of 
the future course of the company, and the debate was started. Within 
minutes, problems were being brought forward which otherwise would 
not have been considered until a crisis had developed. Before the sessions 
had been completed (which extended over a period of several weeks) 
numerous problems had been placed before the group—problems which 
otherwise might not have come to the attention of many of the top 
executives until lack of time would have prevented the development of a 
sane and sound solution. 

In dealing with a variety of men in top managerial positions, I am 
sure you have all observed how some seem to lead a fairly stable sort of 
existence, while others seem to be living from one crisis to another. One 
executive friend of mine once stated that the only time he ever got to play 
golf, which was not very often, was when he found that he did not have 
a crisis confronting him. I wonder if anyone has ever developed a coefficient 
of correlation between the existence of crises and the lack of proper 
planning. I am confident that the degree of correlation would be high. 
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Organization As A Prerequisite to Planning. 

Some recent experiences which I have had have illustrated rather 
dramatically the profound importance of proper organizational structure 
for effective profit planning and control. This is a concept which is 
frequently referred to in the literature, but one which has received far 
too little attention in practice. For one thing, organizational realignments 
are unpopular and, therefore, something we try to avoid, if at all possible. 
But as a result, many so-called organizations are a hodgepodge of illogical 
relationships, thinly held together by custom and prestige. In several studies 
conducted recently in large organizations, a number of fairly responsible 
officials reported that they did not know who their superior was. Still 
others, in response to a questionnaire, reported that they had several 
superiors. The latter situation can be particularly damaging from the 
standpoint of accounting control. One official, when questioned about a 
particular action which he had taken, indicated that he had been instructed 
to take this action by an individual who, according to the organizational 
chart, was not his supervisor. Many instances can be found in poorly 
organized firms, where, through many years of custom or other combina
tions of circumstances, individuals will be taking orders from persons who 
are in no way responsible and thus in the final analysis not accountable. 

For proper planning and control, every action in an enterprise must be 
clearly the responsibility of one individual who in turn is responsible solely 
to one other person. Areas of authority must be clearly defined and lines 
of responsibility well established. Graphic representation of these relation
ships in an organizational chart is not sufficient. In addition, a carefully 
prepared manual is essential, clearly setting forth in descriptive fashion, each 
duty, responsibility and the types of actions which an individual is empow
ered to take. If staff relationships cut across line authority, an advisory 
nature of these relationships must be clearly established, leaving final 
responsibility through the line officials. Then, and only then, can sound 
planning be accomplished. 

Other Elements of Profit Planning 

Prof. James McCoy once observed that a profit plan would be well 
worth all of the time and effort which went into its preparation, even if 
after its preparation it were thrown in the wastebasket and never used. 
Although such a procedure is certainly not to be recommended, the moral 
of the illustration is well taken. The point is, of course, that profit planning 
forces executives to look forward and anticipate many of the problems 
which will confront them in the months and years ahead. It forces con
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sideration and discussion of these problems, thereby enabling everyone 
concerned to be aware of them and permitting calm and careful considera
tion of possible solution. This, in and of itself, is important and worthwhile 
even if nothing further were done with the plan. 

This procedure is of course, not to be recommended. For maximum 
benefits a good plan should be followed at each step of its unfolding with 
proper measures of actual performance in comparison to the plan. Such 
actual measurement provides motivation for those responsible to conform 
to the plan and also provides valuable experience for better profit planning 
in the future. 

Some other techniques, better known among accountants, can and 
should be utilized in profit planning. One of these techniques is that of 
cost reduction. If the initial plan indicates an unsatisfactory profit or, 
perhaps, even a loss, it may indicate that certain costs are too high. Cost 
reduction methods represent an area with which accountants have con
siderable acquaintance. These methods involve such things as the use of 
standards, time and motion techniques, and variance analysis. 

There is one area of cost, however, which has probably not received 
the attention which it deserves. In talking to executives in a wide variety 
of diversified activities, I am hearing increasing complaints about the way 
in which administrative costs are becoming exorbitant. One, perhaps, 
thinks immediately about the use of electronic and other types of machines 
as a means of reducing administrative costs. But I am wondering whether, 
in some cases at least, we have not experienced an excessive amount of this 
medicine. Another danger in this same area is to incur the additional 
cost of the machines under the guise of labor saving, without actually 
reducing labor costs at all. Indeed, I have witnessed a number of instances 
in which office payroll costs were considerably increased with the addition 
of machines. I am well aware, of course, that labor saving is not the 
only objective in the adoption of machine systems, but I am equally certain 
that many instances exist where reductions in office payroll have not been 
pursued with sufficient vigor after the installation of office machines. 

Another important approach in the reduction of administrative costs, 
which has been receiving widespread attention recently, is through the 
elimination of records and reports. In many instances, it has been little 
short of astounding how many records and reports have been kept simply 
because some accountant felt that they should be maintained, rather than 
because careful analysis shows that they are useful in any way. Integrated 
data processing is another technique which is deservedly receiving current 
attention in the area of administrative cost reduction. The application of 
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cost accounting techniques and those of standard cost accounting should be 
receiving far more attention than they are in the area of administrative cost 
reduction. 

A very interesting technique in the area of administration cost reduction 
came to my attention only very recently. Referred to as "the quality control 
of paper work/' it is an attempt to apply to certain administrative procedures 
the same techniques which have been applied to the quality control of 
production. Utilizing statistical procedure, this involves, first, the choosing 
of an appropriate sample. Control limits are then established for the degree 
of error which will be tolerated. Thereafter, tests are taken at the indicated 
intervals and the degree of error found in these tests is used to determine 
whether or not the entire production is within tolerable limits. Experiments 
are now being conducted with the application of these same techniques with 
certain administrative procedures, such as the checking and verification of 
invoices. A little imagination would undoubtedly suggest other areas of 
administrative procedures wherein these same techniques might be utilized. 
W e may expect to see much more on this subject in the literature in years 
to come. 

Another element in profit planning which was mentioned earlier is 
that of cost-profit-volume relationships. There are a number of things 
which come to mind with the mention of this term (such as break-even 
charts and profit graphs), but by far the most important consideration to me 
is that of direct cost analysis. Although direct costing or marginal costing 
has been discussed in the literature for many years, I am continuously 
disappointed with the limited applications of it which are made in practice. 
T  o me, the management of a business enterprise is simply a matter of 
choosing between a variety of alternatives—alternative courses of action, 
each of which require a direct outlay to get them in motion, and each of 
which will return a varying amount of revenue, over and above the direct 
outlay. 

No firm can afford to be without this information pertaining to each 
course of action presently employed, each course of action contemplated, as 
well as other alternative courses of action which could conceivably be 
adopted. Fixed costs have nothing to do with these considerations. On the 
contrary, the thinking of many executives, as well as many accountants, 
is only made cumbersome by the inclusion of artificial fixed costs per unit 
which are based upon assumed volume levels and which are derived from 
highly arbitrary allocations of fixed costs. 

In determining courses of action, the fixed costs of a firm remind me 
somewhat of the cost of an investment in securities in determining what 
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disposition to make of the security. Let me illustrate, by referring to a 
situation with which I was confronted recently, in dealing with one of the 
University's investments. We were confronted with the following facts 
regarding one of our common stock investments: The stock had ranged 
in price over the last 10 years from a low of $5 to a high of $50. The 
present market price was $20. The current outlook for this particular 
company was somewhat uncertain. However, the stock was currently 
paying a dividend of $1.60 annually, thereby producing a rather healthy 
yield of 8 per cent based upon current market price. The question which 
confronted us was whether to sell this stock for $20 and reinvest the $20 
in some other stock which had a more certain outlook, or whether to leave 
the $20 in the original investment. 

In posing this question to a number of people, the immediate response 
in every instance was the question "What did the stock cost us originally?" 
I maintained then and I maintain now, that the cost of the original stock 
had no bearing whatsoever upon our decision to keep it or to sell it. 
(Remembering, of course, that the University is subjected to no taxes what
soever.) The choice here was a simple matter of alternatives. We could 
either leave our $20 invested in the original stock, in which case certain 
prospects for return existed, or we could take that $20 and put it into one 
of several other alternative investments, each of which carried with it certain 
prospects for return. These, and only these, are the significant factors for 
consideration. Yet it was virtually impossible to persuade any of several 
people to indicate a suggested course of action without their insisting upon 
knowing the cost of the original stock. From subsequent events, it was 
quite clear that if our original investment had cost $5 there would have 
been little reluctance to sell the stock for $20. But, as was actually the 
case, since the original cost had been $40, there was now extreme 
reluctance to sell the stock for $20. Here is a clear case of how a sunk cost 
can improperly influence managerial thinking. 

Fixed costs in many enterprises are about like the cost of this investment: 
They are sunk costs which have little, if any, bearing upon present choice 
of alternative courses in action. Accountants should be constantly probing 
and searching for new, feasible courses of action, with a view toward their 
potential return of revenue over and above direct variable costs. Out of 
these analyses will come related studies such as make or buy decisions, the 
utilization of unused capacity, and the conversion to improved machinery. 
Cash Projections 

The final step in a complete profit plan is the development of a cash 
projection which is invaluable, indeed almost indispensable in the proper 
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financial planning of an enterprise. With the help of one of my colleagues, 
Mr. William B. Slocum, of the Department of Accounting at OSU, we 
recently encountered some interesting problems of cash projection in our 
work with the Ohio Department of Highways. This application illustrated 
neatly the effective combination of accounting techniques with statistical 
procedures and electronic machine methods. 

The construction of major highway projects requires on the average of 
from two to three years. Cash payments are, of course, made to the 
contractors continuously over this extended period, based upon periodic 
estimates of percentage of completion. The laws of some states require 
that all of the needed cash for the project must be on deposit in a bank 
before the project is initiated. This short-sighted view means, of course, 
that great amounts of cash are lying idle and leads to considerable delays 
in the utilization of much needed highways. Fortunately, Ohio is not one 
of these states. W e in Ohio are permitted to let contracts against estimates 
of future revenues. This permits us to build highways almost simultaneously 
with the collection of gasoline taxes and other revenues. However, it 
requires the utmost skill in timing cash outlays to contractors in correlation 
with the collection of the revenues. 

With a Highway Director who was pressing for utmost speed in high
way construction, it became apparent that the utmost precision would be 
needed in this matching. The timing of the collections of gasoline taxes 
and other revenues was fairly simple and quite accurate, based upon previous 
experience with these collections adjusted to reflect known trends in in
creased highway usage. The greatest challenge came in deriving accurate 
methods of predicting cash payments to contractors working on hundreds 
of different projects over the state two to three years in advance. After 
attempting several methods, we discovered that a highly accurate statistical 
experience could be developed for cash payments at each stage in the 
development of a particular type of contract. In refining this method we 
finally settled upon approximately 40 different types of contracts. For 
each of these types a statistical experience was developed based upon hun-̂  
dreds of performances in the past and which indicated a percentage of the 
total cost which would be paid in each month in the life of the contract. 

In order to keep our projections as current as possible, and knowing 
that conditions changed rapidly, we realized that we would have to make 
an application of our statistical experiences to the actual contracts at least 
monthly. This, we realized, would involve untold clerical hours each 
month, taking the amount of cash remaining to be paid on each of hundreds 
of contracts, ascertaining the number of months remaining in which the 
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work was to be performed, and then applying our statistical experience 
percentages by months in order to arrive at the cash requirements in each 
month. At this point, it was quite apparent that we had a combination of 
circumstances which were ideally suited to an electronic data processing 
machine, with a memory device. 

Since such a machine was available in the Highway Department, we 
soon had all of our 40 experience tables stored into the memory device, and 
a deck of cards prepared including all of the essential data pertaining to 
each contract. As each card passed through the machine, representing a 
contract, the appropriate experience table was selected for its particular 
type. The machine ascertained the remaining number of months and applied 
the appropriate cash requirement percentages to each month and determined 
the amount of cash which would be required in that month. Accordingly, 
as frequently as necessary, a new complete cash requirements schedule could 
be prepared by months extending two to three years into the future. One 
of our colleagues suggested, somewhat facetiously, but perhaps not too 
unrealistically, that we might obtain from the United States Weather 
Bureau a long-range weather forecast which we might then incorporate 
as a part of the projection, thereby reflecting the affects of an unusually 
wet spring construction season. 

Summary 

We are living in a period of great challenge. With a statement such 
as this perhaps most of you think immediately of scientific and engineering 
challenges. But I am convinced that we are confronting even greater 
economic and social challenges. The opportunities for service by account
ants are many and profound. If we remain smug and complacent in our 
little world of debits and credits, I am convinced that we will, indeed, 
become a minor field to that of engineering and mathematics. No group 
in America today which claims to carry the distinction of a profession, can 
patriotically sit by while other professional groups pick up the challenges. 
We have more than just an opportunity to be vigorous and forthright in 
meeting these challenges—it is our patriotic duty. 
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FOURTH SESSION 

CHAIRMAN WALTE R C. WEIDLER : Ladies and gentlemen, honored 
guests: 

Many of you in this audience are our own alumni. Many other uni
versities are represented in your training. Some of you have risen to high 
place in your profession, through ambition and sheer intellectual drive, 
without benefit of regular university attendance. 

All of you, however, regardless of background, have much in common. 
As members of a great and demanding profession, your outlooks are 
scholarly. Serious and continuous study characterizes your lives. You are 
all, I am sure, interested in what goes forward in university education 
for business in general and for accounting in particular. 

When we were together two years ago, I told you something of the 
changes made in our Commerce College undergraduate programs.
made particular reference to the larger place made in our program for 
general or basic education. I spoke of the extension of our English require
ment to include additional work in composition. I spoke of the minimal 
six-hour requirement in the humanities, the courses to be chosen from the 
fields of literature, fine arts, philosophy, music and speech. I spoke of the 
increased emphasis given to general business education by requiring of all 
students enrollment in the common courses, public finance, money and 
banking, problems of labor, statistics, principles of insurance, business law, 
corporation finance, principles of management, marketing. We, of course, 
require at least one full year.of work in accounting of all of our students, 
irrespective of their field of special interest. I also told you that we had 
increased the number of elective hours available to our students in their 
Junior and Senior years. 

Since my report of two years ago, the University has created another 
committee to give further attention to the subject of general education. 
This committee, under the chairmanship of Vice President Heimberger, 
includes representatives from the five undergraduate colleges of agriculture, 
arts and sciences, commerce and administration, education and engineering. 
Its concerns include such consideration as the adequacy in terms of student 
time given to general or basic education as distinct and apart from vocational 
education. The committee seeks to discover possible common denominators 
of general education in terms of areas of instruction. This University 
committee will also, I hope, run in critical review current course structures 
in terms of their validity for general education. 

Concurrently, our own college committee on instruction is again sub
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jecting our college programs of instruction to critical review in the light 
of this continued interest in general education. In this connection I should 
observe that our college committee deems it a privilege to work with 
the five-college committee on general education. 

Perhaps I should pause at this point to observe that in all of these things 
the College has had the most cordial and sympathetic cooperation of its 
Accounting Department. Indeed, the chairmanship of the college com
mittee on instruction was these past few years in the very able hands of 
Professor Paul Noble, and now works currently under the effective chair
manship of Professor Paul Fertig. You recognize both of these gentlemen 
as members of the Accounting faculty. 

Our college committee on instruction is also giving consideration to our 
mathematics requirement. This re-examination stems in part from develop
ments in the general field of data processing. Under the leadership of 
our Accounting Department, and under the chairmanship of our own 
Professor Daniel Shonting, there has been organized a Faculty Seminar 
in Data Processing. This Seminar, with faculty attendance from all of our 
Commerce Departments, indeed with representatives of other colleges and 
from business as well, has met regularly these past few months. Through 
this medium of faculty education we trust that we shall be able to determine 
more intelligently our educational roles on both undergraduate and grad
uate levels. Certainly this approach should give us valuable background 
for the possible revision of the mathematics department. 

I am quite sure that no one can pick up newspapers or magazines today 
without noting the unparalleled focus on problems of education. As might 
well be expected, collegiate business education has not escaped attention. 
Indeed, two very significant contemporary studies of collegiate business 
education antedate Sputnik. 

Some two years ago a study of collegiate business education was 
launched with the support of the Carnegie Foundation. This study is Jiinder 
the general direction of President Pierson of Swarthmore. One purpose 
seemingly in mind in the selection of President Pierson was to achieve 
something of the objectivity which might be inherent in his detachment 
from collegiate business education as such. President Pierson made a 
preliminary report at the recent triennial convention of the honorary 
Commerce Fraternity, Beta Gamma Sigma. 

The second of these studies is supported by the Ford Foundation and is 
headed by Professor Gordon, an economist from the University of Cali
fornia. Professor Gordon made a preliminary report at the most recent 
meeting of the American Association of Collegiate Schools of Business. 
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I was privileged to hear these reports. Their common denominators 
were: 

1. An accent on the importance of general education and a plea that 
more adequate place be made for general or basic education not only for 
the enrichment of our lives but as an essential integral part of good voca
tional education. 

2. An accent on the importance of developing student proficiencies, 
skills in communication. 

3. An accent on the importance of the behaviored disciplines. A plea 
that business education be built more solidly on the basic behavioral 
disciplines of economics, psychology, sociology and anthropology. 

As you know, collegiate business education has rested very substantially 
on economics. Indeed, much early development in business education had 
its genesis in departments of economics prior to the establishment of separate 
schools of business. 

However, it is quite clear that Drs. Pierson and Gordon have concluded 
that business education has not been built so solidly on psychology, sociology 
and anthropology as might well have been the case. 

All of these things certainly mean that collegiate business education is 
now being subjected to close scrutiny and critical examination. 

It is my hope and confident expectation that all of these things will give 
to business education greater breadth and substance, so that it will be more 
solidly based than ever before on the behaviorial disciplines and the 
humanities, and in serving the needs of general education, we will better 
serve the needs of vocational education as well, and above all, that courses 
and procedures will be redesigned to give them a new and more challenging 
intellectual quality. I suppose that in a sense I am making a plea for the 
larger use of the Socratic method. 

In all of these things I am sure that we shall have, here at Ohio State, 
in the future as we have had in the past, the active support and devotion of 
our accounting faculty. We shall look forward to the same kind of 
sympathetic support from the membership of your great profession. 

Working together, I am sure that we can help to advance the cause 
of collegiate business education in general, and accounting education in 
particular. 

In conclusion, may I express our deep appreciation to our speakers and 
presiding officers. W e are deeply indebted to you for your cooperation; 
for your loyalty and for your friendship. I come now to the introduction of 
President Novice Fawcett. I want to say to you that he has taken over his 
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duties here with great understanding and with an obvious talent for 
organization. He is a tremendous worker. I do not know that I have ever 
seen more happening in a shorter length of time on this campus than he has 
prompted and inspired. Certainly, we can see great things for this Uni
versity under his leadership. He has some words of welcome for you 
at this time. President Fawcett. (Applause) 

PRESIDENT NOVICE G. FAWCETT : Thank you, Dean Weidler, dis
tinguished guests at the speaker's table, ladies and gentlemen: 

On this campus truly "variety is the spice of life." I have just moved 
a few minutes ago from the annual "All Agriculture Bar~B-Q", where 
distinguished members of the faculty and outstanding students are being 
recognized, to this conference of international significance. 

Time has not permitted my counting the number of groups I welcome, 
or am invited to welcome to this campus, during the course of a year. 
I sometimes wonder, nevertheless, if the listeners are not duplicating in 
their minds the thinking of William Pitt, the younger, when he was asked 
about the propriety of making a speech and replied, "It would be better 
for the audience to be puzzled by why you did not speak than to wonder 
why you did." 

It is with a sense of great interest, however, that I welcome you to this 
twentieth Institute of Accounting. I am told that this Institute had its 
origin in 1937 and, with the exception of one of the war years, has convened 
annually ever since. Additionally, I am informed that over the years we 
have had the finest support and the highest level of cooperation of the 
Accounting organizations represented at these tables tonight. For this 
manifestation of interest we are indeed grateful. 

This brilliant exchange of ideas through association with leaders of your 
profession has without doubt been a profound and enriching influence on 
our courses of instruction. When students see and meet men who have 
written textbooks and articles in professional journals, they are stimulated 
intellectually and motivated to attain higher levels of achievement. Further
more, a substantial contribution to accounting literature has been made 
through the publication of papers and proceedings of this Institute. In fact, 
The Accountants Journal, an English publication, a few years ago rated 
this Institute as one of the four having international recognition. 

As indicated in the brochure which you have, the Accounting Hall of 
Fame was established in 1950 to honor North American accountants 
who have made significant contributions to the advancement of accounting. 
The Board of Nominations, I am told, consists of 45 distinguished account



GREETINGS 8 1 

ants in public practice, industrial and government service, and in the teach
ing profession. W e take great pride in honoring the men who have played 
such a large and important part in the development of your profession. 

As is the case of all professions in a day of rapid change, you are con
fronted with a number of major problems such as higher educational 
standards, research, widening the scope of professional practice, auditing 
standards, and the impact of the electronic data processing. You are mind
ful, I am sure, that your approach to these problems will be from the 
standpoint of improving the quality of service to your client, your employers 
and the public. 

It is indeed a high privilege for The Ohio State University, through 
these Institutes in bringing to the campus these distiniguished speakers, to 
contribute to the solution of these problems. 

May I say additionally that I share with you the honor this evening in 
having on our campus as speaker on this occasion, President Eisenhower's 
newest appointee to his Cabinet. 

May your deliberations at this conference lengthen the shadow of your 
influence and enrich the lives of all Americans through the statesmanship 
of the leaders assembled here this evening. Thank you. (Applause). 

DEA N WEIDLER : Mr. President, thank you. 
You are all, I am sure, so well acquainted with the talents, public 

service and the distinguished career of Dr. Arthur S. Flemming as to make 
a lengthy introduction quite unnecessary, indeed superfluous. 

A native of New York State, Dr. Flemming took his A.B. degree from 
Ohio Wesleyan in 1927, his A.M. degree from American University in 
1928. Then followed an L.L.B. degree from George Washington 
University in 1933. 

At least 16 great American colleges and universities have conferred 
honorary degrees on Dr. Flemming in recognition of his distinguished 
services to education, to government and to all the people of these United 
States. 

His notable career includes university teaching, the presidency of his 
Alma Mater, editorial work on the staff of the U. S. Daily (now U". S. 
News and World Re fort), membership in the U. S. Civil Service Com
mission, chairmanship of the Management-Labor Policy Committee of the 
Wa r Manpower Commission, membership on the President's Advisory 
Committee on Government Organization, Director, Office of Defense 
Mobilization, Member National Security Council, and by invitation of 
the President, participation in meetings of the President's Cabinet. 

His committee membership list is a most imposing one. Time limitations 
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preclude their enumeration. Recent appointments include the chairmanship 
of the Commission on the Survey of Dentistry of the American Council 
on Education, and the chairmanship of a statewide Citizens Committee 
on Highways to which he was appointed by Governor William O'Neill 
this past August. 

His most recent appointment as Secretary of the Department of Health, 
Education and Welfare was announced just last week. 

All of these things add up to a life of great distinction and outstanding 
service. I feel rarely honored and privileged to present Dr. Arthur 
Hemming to this audience. His topic is "Sacrifices for Freedom." Ladies 
and gentlemen, Dr. Flemming. (Applause) 



I

SACRIFICES FOR FREEDOM 
By ARTHUR S. FLEMMING 

President, Ohio Wesley an University 
Delaware, Ohio 

Dean Weidler, President Fawcett, distinguished guests, participants in 
this twentieth annual Institute of Accounting: 

May I say that it does give me a great deal of pleasure to have the op
portunity of participating in this Institute. As you can appreciate, I have 
been one of the consumers of accounting, both inside and outside of 
government. As I looked at the names of those who have been selected 
for membership in this Hall of Fame, I realize that at various stages in my 
career, I have had the privilege and the opportunity of working with some 
of the most distinguished leaders of this profession. 

Back in the logo's I was asked to become the first Director of the 
School of Public Affairs of the American University in Washington. At 
that time we thought that it would be helpful and useful if we introduced 
a course in government accounting. We looked around to see if we could 
find someone who would undertake the responsibility for such a course. 
 recall very distinctly being referred to Carmen Blough, who at that 

time was with the Securities and Exchange Commission. I went to him, 
talked with him about the possibility of his offering such a course. He 
pointed out to me that it would be a pioneering type of activity, but never
theless he agreed to do it, and we were able to get a program under way 
in that particular area. I do not need to tell you that Carmen Blough did 
an outstanding job. 

Then soon after World Wa r II  , when I was serving on the Civil 
Service Commission, one day a member of our staff came to me and said, 
"You know, there is a new person at the General Accounting Office who 
has come in to handle corporation accounting. He is really stirred up over 
this Civil Service system. He says if he can not get out from under Civil 
Service, he is going to quit and go back to Richmond, because he can't do 
the job." Then this staff member said, "  I think you had better call him 
up and ask him to have lunch." I followed that suggestion; I asked 
Coleman Andrews if he would have luncheon with me. That was the 
beginning of a series of conferences to see how we could achieve the 
objectives he had in mind for that phase of the work of the government 
in the General Accounting Office, and at the same time do it within 
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the framework of a Civil Service system. Because of Mr. Andrews5 

thoughts, we were able to work out a program which helped to strengthen 
the Civil Service system. 

I also noticed that there is another gentleman in this Hall of Fame 
by the name of Percival Brundage, who has just stepped out as Director 
of the Budget. During my period of service as Director of the Office of 
Defense Mobilization, I had a good many contacts with Mr. Brundage, and 
found him to be an outstanding public servant. 

I am happy that it has been my privilege to come to know these three 
leaders of your profession. Personally, as one who has been on the receiv
ing end of the results of the activities of this profession, both in government 
and outside of government, I have come to have the highest regard for 
the contributions that you have made and are making to sound management 
practices, both inside and outside of government. You have set, as a 
profession, high standards of performance. You have provided the inspira
tion and the leadership which has made it possible for many members of 
your profession to achieve these high standards. All of us who have been 
called upon, or are called upon to occupy administrative positions are deeply 
indebted to you. 

As you look to the future, I hope personally that your profession will 
place increasing emphasis on the contributions that you can make to speeding 
up the decision-making process, whether it is in government or outside of 
government. I personally feel that one of the major problems confronting 
us today in the field of government is how we can improve the decision-
making processes so as to enable us to obtain quick and sound decisions. 
W e can no longer afford the luxury of leisurely trying out one course of 
action, and then if that does not work, trying out another. The world is 
moving too fast for that. 

I know of no profession that is in a better position to help achieve this 
objective. I hope, therefore, that, as you come together from time to time, 
you will think in terms of the contribution that you as a profession can make 
to enable governmental agencies, business organizations, educational organi
zations, and all other types of organizations to make quick and sound 
decisions. 

This evening, because of the key role that you are playing in the life of 
our day, both within your profession and also as citizens of your community, 
I would like to lift up for a few moments an objective which should be, it 
seems to me, of special concern to all of us in these days. As I lift up this 
objective, I am thinking particularly of some of the things that have been 
going on in this world just within the last 10 days. 
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Yes, I am thinking of the Vice President's trip to Latin America. I am 
thinking of what is going on in France tonight. I am thinking of what is 
going on in the Middle East. 

We should have, as one of our deepest concerns, it seems to me, this 
objective: T  o make the maximum possible contribution to the preservation 
of the concept of freedom and to its acceptance by those peoples who are 
either enslaved, or who are wavering tonight between slavery and freedom. 

I believe that if this objective it to be achieved—if we as a nation are 
to make the maximum possible contribution toward the achievement of such 
an objective, you and I as citizens must be prepared to a greater extent than 
ever before to express our thankfulness for freedom. 

I am sure that your response to that statement is that there is not a 
person in this room tonight who would not be willing to express his thank
fulness for freedom. Yes, I think that is probably true, but are we, and are 
our fellow citizens, willing to give expression to this thankfulness in a truly 
meaningful manner? 

The Psalmist in the 118th Psalm asks this very significant question. 
"What shall I render unto the Lord for all of his benefits toward me?" 
And then a little later on in that Psalm he answers his own question, "  I 
will offer unto Thee the sacrifice of thanksgiving." 

In other words, when we are truly thankful, we will express our 
thankfulness in deeds as well as in words—deeds which can be described 
by just one word, namely, sacrifice. 

What are some of the sacrifices which we should be willing to make as 
citizens of this nation in order to preserve freedom in our own land and 
throughout the free world? This, in order, as Eltin Trueblood puts it, to 
prevent the tragic division of the world into two camps, by the penetration 
of the whole earth with the ideal of a free society. 

What are some of the sacrifices we should be willing to make in order 
to express in a meaningful manner our thankfulness for freedom? 

First of all, it seems to me that we must as citizens of this nation be 
willing to make sacrifices in order to strengthen the foundation on which 
our form of government rests. The person who does not even take the 
trouble to vote is not very thankful for freedom. As you read the statistics 
about the percentage of persons who participated in the recent primary 
election in the State of Ohio, are you proud? I am not. I am disappointed 
to think that such a small percentage of those who have the right to vote 
are willing to make whatever sacrifice of time is involved in order to exercise 
that right. 
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Then, also, I have a conviction that the person who does not play an 
active part in the political party of his choice has failed to express his 
thankfulness for freedom. 

You and I know that to a very large extent the standards of conduct 
that prevail within our political parties determine the standards of conduct 
that prevail within government itself. If we are really interested in 
strengthening our government, if we are really interested in strengthening 
the foundation on which our form of government rests, we will expand 
the time and the energy that is necessary in order to be active participants 
in the political party of our choice. It is my feeling that if we do not do 
that, we are not really thankful for freedom. 

Likewise, it seems to me that the person who, for purely personal 
reasons, turns aside from the opportunity of serving in public office is not 
thankful for freedom. Here is a school board in one of our communities. 
Here is also a person who is well qualified to serve as a member of that 
school board. He is provided with the opportunity of doing so. He thinks 
in terms of the issues on which he is going to be required to vote, if he 
serves. He says to himself, "No matter how I vote on these issues, it is 
going to affect my business. Therefore, I will not serve." My feeling 
is that such a person is not thankful for freedom. He is unwilling to make 
a sacrifice in the interest of preserving freedom as we know it in our 
nation tonight. 

But also as we think in terms of our nation, and as we think in terms 
of the world of which we are a part, I am sure that each one of us would 
agree on the fact that we must, if we are truly thankful for freedom, make 
sacrifices in order to make it possible for the United States and the other 
nations of the free world to deal with the forces of Communism from a 
position of strength, rather than from a position of weakness. 

The events of the past 150 days have certainly served to underline the 
importance of such sacrifices. W e have an obligation as citizens to make 
sure of the fact that we never give our elected representatives in the 
Congress of the United States, for example, the impression that we are 
more interested in retaining some of the luxuries of life than we are in 
maintaining this position of strength. It is only as we keep ourselves in a 
position where we can deal with the forces of Communism with strength 
rather than with weakness that we can hope to deter the aggressor, and 
thus prevent World Wa r I I I  . W e must make sacrifices in order to main
tain this position. 

Likewise, it seems to me we must make sacrifices in order to help our 
neighbors, individuals and nations, to realize their highest possibilities. At 



SACRIFICES FOR FREEDOM 8 7 

the very heart of our Judeo-Christian tradition is the Commandment, 
"Thou shalt love thy neighbor as thyself." This Commandment, it seems 
to me, places upon us a common responsibility, a responsibility to help our 
neighbor realize his highest possibilities. It is a law of life, a law which, 
if broken, breaks the life of the law breaker and disrupts the society of 
which he is a part. The acceptance of this Commandment provides a 
center and a direction of life, and this in turn motivates and inspires men 
and women to make sacrifices in order to fulfill the law in their own lives. 

Because of your contact with the life of your communities, you know 
that the enemies of freedom thrive in a climate of indifference to the 
welfare of others. A community that fails to provide its welfare agencies, 
for example, with adequate support, is violating this basic law of life, and 
is playing into the hands of the enemies of freedom. We must be willing 
to make sacrifices in order to make it possible for a United Fund drive 
to succeed in our community, so that the welfare agencies of our community 
can meet the needs of our neighbors, and can help our neighbors to realize 
their highest possibilities. Any time that a United Fund Drive fails in our 
community because of our unwillingness to make sacrifices, we are under
mining the foundation on which freedom rests. 

Also a community that refuses to provide adequate educational oppor
tunities for all young people irrespective of race, color or creed, is violating 
this basic law of life, and by so doing, is providing a fertile soil for the 
enemy of freedom. 

Personally, I believe that as a society we must be willing to make far 
more sacrifices in order to provide adequate educational opportunities than 
we have been willing to make up to the present time. No one will dispute 
the fact that, as of tonight, it is not possible for the United States, through 
its existing educational facilities to help all of our young people to realize 
their highest potential. 

The reason why we are not in a position to do it is because of our 
unwillingness as a society to make sacrifices in behalf of education as an 
expression of our thankfulness for freedom. There is not any doubt in our 
minds, but that if we are going to attract and retain outstanding men and 
women as members of the teaching profession, at all levels of education, and 
in private and public institutions, we must in the next few years double the 
salaries that we are now paying the members of the teaching profession. 
W e know this to be a fact. Are we willing to make sacrifices in order to 
achieve such a goal? 

I hope I make myself clear. I am not talking at all about what portion 
of this burden the federal government should carry. I do not have any 
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intention of making any talk dealing with that problem until I have been 
in office for a period of time. As I look at the total educational picture, 
and as I think of the total investment that is being made from public and 
private sources in our educational system, I am proud of what we have 
done as a nation. But at the same time, I am conscious of the fact that we 
have not yet traveled the second mile. Are we going to do it, in order to 
make it possible for our young people to realize their highest potential? 
Are we so thankful for freedom that we are willing to make this kind of 
a sacrifice? 

Then as we think in terms of helping others to realize their highest 
potential, I am convinced of the fact that the surest way for the free world 
to lose the battle for the hearts and minds of men is for it to violate 
this basic law by refusing to use its resources in order to help, for example, 
the peoples of the Far East and the Middle East to realize their highest 
potential. I believe that nations, like individuals, can find or save their lives 
only as they are willing to lose them in dedicated but intelligent service in 
behalf of other peoples. 

I think that as citizens, we have some things to think about in this 
particular area. When we discover a weakness in our program for the 
production of missiles, we immediately start to work with renewed determi
nation to correct the weaknesses. W e immediately appropriate billions 
of additional dollars in order to further the program. And it is right and 
proper that we should do this. 

But over in the field of mutual assistance, when we make mistakes— 
mistakes in the field of human relations—some conclude that the thing for 
us to do is to abandon the program, or at least to cut down on the amount 
of money that we are spending. 

Why is it that we do not approach mistakes that we may make in this 
particular area in the same spirit in which we approach mistakes that we 
make in the area of missile production? 

I believe that as a nation we have to accept the fact that we have an 
obligation to love our neighbors, to help our neighbors realize their 
highest possibilities, and that it is going to be necessary for us to make 
sacrifices if we are to achieve this goal. I also believe that if we do not 
achieve the goal, we are deliberately standing by and permitting the 
foundations on which freedom rests to be undermined. 

Not only must we be willing to make sacrifices in order to strengthen 
our form of government, not only must we be willing to make sacrifices 
in order to help our neighbors, individuals and nations to realize their 
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highest possibilities, but I also believe that we as citizens, if we are truly 
thankful for freedom, must be willing to make sacrifices in order to 
strengthen our spiritual foundations. 

Our nation will be spending next year up to $43 billion on a defense 
program. We are spending it in the hope that we can deter the potential 
aggressor. But I also believe that we are spending it in order to buy time 
until spiritual forces can provide us with a spiritual break-through that will 
ultimately lead us into a pathway of peace. But this spiritual break-through 
will take place only if each one of us is willing to make his contribution 
to setting spiritual forces into motion by making sacrificial faith gifts of 
time, energy and resources to the work of the faith and church of his choice. 

I have been away from Washington for about 18 months. I had four 
years in the Office of Defense Mobilization. During those four years I 
listened to many briefings dealing with the capability of man to destroy 
himself. Those briefings could leave a person in a very discouraged and 
pessimistic frame of mind as he looks to the future, because that capability 
is beyond the comprehension of any human being. Frankly, however, I 
did not leave my position as Director of Defense Mobilization with a feel
ing of pessimism, or with a feeling of discouragement. That position gave 
me the opportunity of going all over this nation, talking with groups of 
citizens, and oftentimes participating in question and answer periods fol
lowing those talks. 

As a result of these experiences, I came to the place where I concluded 
that, by and large, the American people are thankful for freedom. I believe 
the American people are so thankful for freedom that when issues are put 
before them squarely and forcefully, they are willing to make whatever 
sacrifice it may be necessary to make in order to preserve freedom in our 
own nation, and in order to make it possible for us to bring men and women 
in other nations throughout the world to the point where they likewise 
accept the concept of freedom, and where they likewise, are willing to make 
sacrifices in its behalf. 

DEA N WEIDLER : Thank you, Dr. Flemming, for a truly great and 
very moving address. W e are certainly very deeply in your debt. 

We come now to the Accounting Hall of Fame ceremony. The 
recipients of the awards will be presented by Professor Russell H. Hassler, 
who will also read the citations. Professor Hassler is Chairman of the 
Board of Nominations of the Accounting Hall of Fame, Professor and 
Associate Dean of the Graduate School of Business Administration, Harvard 
University. 

President Fawcett will confer the honors. 
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Ladies and gentlemen, Dean Hassler and President Fawcett. 
DEA N RUSSELL H. HASSLER: President Fawcett, Dean Weidler, 

honored guests, ladies and gentleman: 

Harry Anson Finnty is probably best known as an author. An Iowan 
by birth, he received a Ph.D. degree from the University of Chicago in 
1913, and continued graduate studies at Northwestern University. 

He has practiced several careers at the same time. As a practitioner, 
he served for many years as a partner in the firm of Baumann, Finney & 
Company, of Chicago, Illinois. As an educator he was professor of account
ing at Northwestern University from 1920 to 1943. Harry Finney 
published his first book in 1916 to be followed by some nine others, with 
many editions and numerous articles. Hundreds of thousands of students 
have come to know the name Finney as the author of their textbook in 
accounting, and to be influenced by him. 

He has served as president of the Illinois Society of Certified Public 
Accountants, and has been a member of the Committee on Accounting 
Procedure of the American Institute of Certified Public Accountants. 

In 1957 at the annual meeting of the American Accounting Association 
Mr. Finney received the Alpha Kappa Psi Award for outstanding service 
in the field of accounting. 

As an educator whose crisp, articulatie writing has made the world 
his classroom, the Board of Nominations is happy and proud to present 
Harry Anson Finney. 

M R  . HARRY ANSON FINNEY : I am very glad I am not in a position 
an accountant from Iowa found himself in when a note was delivered to 
his desk in the House of Representatives. It came from a constituent. It 
said, "  I shall be in the gallery for the next half hour, and I hope that 
while I am here, you will say something that will go down the ages." 

My assignment is less exacting. I was told that I would be expected to 
make a few remarks that were appropriate to the occasion. I shall do that. 
And here are the remarks. 

This is the greatest honor that has ever been bestowed on me. I am 
deeply appreciative of it, and very thankful. (Applause) 

DEA N HASSLER: Arthur Bevins Foye combines the qualities of a 
vigorous leader in his profession with those of a responsible citizen active in 
the affairs of his university and his nation. 

He graduated from New York University (magna cum laude) in 1914 
and began his career as an instructor in accounting at that same university. 
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His professional career as a practicing public accountant has been with 
the firm of Haskins & Sells. He has been a member of that firm since 
1923, and served as senior partner from 1947 to 1956. 

He has served his profession as president of the New York State Society 
of Certified Public Accountants, and in 1953-54 as its president led the 
American Institute of Certified Public Accountants to a year of great 
achievement. 

He has served his university as a member of its Board of Trustees; as 
president of the New York University Alumni Federation; president of 
New York University Men in Finance Club; and president of the Com
merce Alumni Association of New York University. 

He has served his nation as a member of the Foreign Operations 
Administration Task Force of the Hoover Commission on Organization 
of the Executive Branch of the Government, and as a member of the 
Mutual Security Agency of the Survey Group of Great Britain. 

As an interested participant in improving our relations with other 
peoples he has worked actively as a director and member of associations 
concerned with European, African and Asian affairs. 

In 1957 the American Institute of Certified Public Accountants pre
sented Mr. Foye an award for service to the profession and summarized 
his achievements with these words: 

"In recognition of his undiminishing devotion to the profession and to 
good will between other nations and his own . . . ." 

As one personifying by his actions and interests the role of leadership 
in his profession, the Board is happy and proud to present Arthur Bevins 
Foye. T  o receive the Award for Mr. Foye is Elmer Beamer, partner of 
Mr. Foye in Haskins & Sells. 

M R  . ELME R BEAMER: Mr. Foye asked me to express his sincerest 
regrets over his inability to be here. He had accepted an invitation to 
speak on the West Coast tonight before he knew of this honor. It is typical 
of him that he chose to carry through that opportunity to serve, rather 
than to come here for personal honor. 

He did however send you this message: "  I regret that I cannot be 
present at this dinner to receive the nomination to the Accounting Hall of 
Fame, because it is a normal human failing to value recognition by those 
in one's own profession. I feel, however, that it must be accepted on behalf 
of many others, as well as myself. Today, in industry and in the profession, 
it is the organization back of a man that makes him effective. 

"It has been my good fortune to have had back of me organizations of 
able, keen minded, devoted men, indefatigable in their associations, that 
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made my task not only easy, but pleasant, so that whether I am conscious 
of the honor done me, I accept it for the many who must be nameless, 
but whose thoughts and efforts enabled me to take advantage of oppor
tunities, 

"As an example of organization versus men, I recall that I was in 
Columbus in 1915 when the American Association of University Instruc
tors in Accounting was formed, with the then few but well-known, and 
still well remembered leaders in accounting instruction, John R. Wildman, 
Fay Ellwell, Henry Rand Hatiield, Herman Scoville, William A. Hott. 

"Today there is a great organization, the American Accounting Asso
ciation, with 15,600 members, and a strong influential program. Its 
Strength and greatness, however, lie in the many who devote themselves 
to it, and not merely to the person who leads it. 

"And so it is in today's world, but despite my consciousness of this, I am 
appreciative of the honor conferred on me, and through me on those around 
me." (Applause) 

DEA N HASSLER: A professional in public accounting practice, Donald 
P. Perry was a skillful leader devoted to raising standards of education and 
experience. 

He graduated from Harvard College in 1916. His business career 
was with Lybrand, Ross Brothers & Montgomery, of which he was a 
partner. 

Mr. Perry has been chairman of the Massachusetts Board of Registra
tion and chairman of the American Institute of Certified Public Account
ants Board of Examiners. He has also served as president of the Massa
chusetts Society of Certified Public Accountants and vice president of the 
American Accounting Association. At the time of his death, he was a vice 
president of the American Institute of Certified Public Accountants. 

In 1951 he proposed the creation of a commission on standards of 
education and experience for Certified Public Accountants, and was later 
asked to serve as chairman of this commission. Under his chairmanship, 
the commission, undertaking a most difficult assignment, offered new and 
challenging recommendations for improved standards of education and 
experience in its report published in 1956. 

Professional honors to Mr. Perry have been many. In 1955 he was 
appointed Dickinson Lecturer at the Harvard Graduate School of Business 
Administration, speaking on the subject, "Public Accounting Practice and 
Accounting Education." In 1956 at the annual meeting of the American 
Accounting Association he received the Alpha Kappa Psi Award for out
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standing service in the field of accounting. In 1957 he received the 
American Institute of Certified Public Accountant's award for distinguished 
contribution to this profession. 

For his unstinting efforts to advance public accounting practice 
through improving accounting experience and education, the Board of 
Nominations is proud and happy to present Donald P. Perry. To receive 
this award is his son Donald Perry. (Applause) 

PRESIDENT FAWCETT : It is an honor for me to confer on your father, 
through you, this award, identifying him as a distinguished member of the 
Accounting Hall of Fame. 

M R  . DONALD PERRY: President Fawcett, Professor Hassler, I am, 
of course, very proud to accept this award for my father, and I thank you 
all very much for giving me the opportunity to do so. It seems only 
appropriate that this award should be made by The Ohio State University, 
since he was always very, very deeply concerned with the training and 
education for accountants. Thank you very much. (Applause) 

CHAIRMAN WEIDLER : Thank you, Dean Hassler and President Faw
cett. May I thank you for being such a wonderful audience. 

Ladies and gentlemen, we are adjourned. 
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TAX PROBLEMS IN BUYING AND SELLING BUSINESSES: 
SOME BASIC CONSIDERATIONS IN CHOOSING 

TH E FORM OF THE TRANSACTION 

By NORMAN A. SUGARMAN 

Baker, Hostetler and Patterson, 
Cleveland, Ohio 

The importance of considering Federal income tax consequences in 
making business decisions has become generally recognized. However, in 
some areas tax effects are so important that they may ultimately determine 
the very nature and form of the transaction. This is particularly true in 
the purchase or sale of a business, where the tax consequences can be the 
deciding factor as to whether the transaction will be completed—and with 
what success. 

In the purchase or sale of a business, both lawyers and accountants may 
have great responsibilities and they can play a very important role in 
connection with the ultimate results of the transaction. Frequently lawyers 
and accountants are called upon for assistance in such transactions not only 
with respect to their technical professional fields, but also as business 
advisers. It is at this point that it is particularly important that they recog
nize the relationship between business planning and tax planning in meeting 
the objectives of a client. In addition, they should be able to exhibit that 
degree of imagination which will permit the presentation to the client of 
various methods of accomplishing his purpose. With this, however, goes 
the responsibility for knowing of problem areas in the tax laws and alterna
tives under the tax laws. 

The purpose of this paper is to suggest the need for imaginative thinking 
in planning transactions such as the buying or selling of a business; and 
by way of illustration, to present a survey of methods available under the 
tax laws, even though such methods are not ordinarily thought of as 
methods for the purchase or sale of a business. This survey will not attempt 
to state in detail the technical rules, but rather it is presented with the 
view that a compendium in this field will be helpful to the adviser who will 
then further realize the necessity of "checking out" the details under the 
law. 

A first consideration for the adviser is the objective or objectives 
behind the sale or acquisition of business interests. Exploration with the 
client of objectives may cast an entirely new light upon the purpose of the 
transaction and is usually particularly helpful in determining the importance 

97 
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of tax considerations in shaping the form of the transaction. There may be 
a number of objectives, each of which should be analyzed. One objective 
may be simply to accomplish a business and dollar result to the best advan
tage. Another objective in some cases may be personal and estate planning. 
A third objective, which may be related more directly than the others to 
taxes, may be to reduce the cost of doing business through a transaction 
designed to provide some tax advantages. 

Whether or not the objectives encompass one or all of the above in a 
particular situation, the adviser should relate whatever objectives exist to 
methods available under the Internal Revenue Code for accomplishing 
the desired purposes. The tendency in recent years has been to write the 
tax laws so as to cover more and more particular situations and to prescribe, 
in the law itself, tax consequences based upon the form of the transaction. 
For various reasons, the transactions described in the Internal Revenue 
Code may not be couched in language which immmediately suggests the 
sale or purchase of a business. However, imagination in the possible appli
cation of many provisions may show that they are suitable for accomplishing 
such a desired purpose. While attempting to find a tax provision to provide 
the framework for a business transaction may appear to be putting the cart 
before the horse, nevertheless, this method may frequently be the shortest 
route for developing the ultimate form of the transaction where tax 
considerations will play an important role. 

The Federal tax avenues which we shall consider in this paper for the 
sale or purchase of business interests may be grouped generally as follows: 

(a) Tax-free combinations of businesses. 
(b) Taxable transfers of stock or corporate assets. 
(c) Transfers or acquisitions of part interest in a business. 
(d) Some areas of special tax problems. 
In connection with all of the above, it is necessary to keep in mind 

that the tax laws deal not solely with form and mechanics, but that there 
are certain fundamental principles which are inherent or implied under the 
law. These will be referred to at the appropriate places in the paper. 

I. Tax-Free Transactions. 
Under the Internal Revenue Code, the purchase or sale of a business 

may be accomplished in a "tax-free" transaction which is called a "re
organization." The statute (§368(a ) ( i  ) of the Internal Revenue Code) 
lists three basic methods for accomplishing such a tax-free sale transaction. 
I  n brief, these are: 

(a) Statutory merger or consolidation 
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(b) Transfer of controlling stock of one corporation for voting stock 
of another corporation 

(c) Transfer of assets of one corporation for voting stock of another 
corporation 

These three methods all involve the combination of two or more 
businesses and therefore they are methods whereby the owners of one 
business may sell out to another. These transactions are treated as "tax
free" under the Internal Revenue laws for certain fundamental reasons. 
The basic concept is that the owner's investment in the business continues 
in the corporation solution and therefore there is not an income realizing 
event. The tax laws therefore, generally, treat such transactions as ones 
in which the owners do not realize taxable income on the transfer of their 
business and in which the acquiring corporation takes over the tax attributes 
of the selling corporation, with neither corporation having a taxable gain 
or loss on the transaction. In giving effect to this tax favored treatment, 
the Revenue Service will seek to apply two additional tests supplementing 
the mechanics of the statute, namely, continuity of stockholder interest 
and business purpose in the transaction. Thus, in planning the tax-free 
sale or acquisition of a business, there must be awareness that these concep
tual requirements are to be satisfied. 

From the seller's viewpoint, the advantage of a "tax-free sale" of a 
business is that there is no tax to pay at the time of the sale. In a sense, 
this may be only a postponement because the old shareholders of the 
corporate business who receive stock of the acquiring corporation in the 
transaction carry over to the new stock their cost from the old stock and 
eventually upon sale of the new stock, may have a taxable gain which will 
include the gain as it existed in their old stock. 

From the standpoint of the purchasing or acquiring corporation, the 
advantages of such a tax-free transaction are basically two. One advantage 
is the fact that no cash outlay is required and the assets of the selling 
corporation may be obtained intact, including cash, upon the issuance of only 
stock. A second advantage is that the attributes of the selling corporation 
carry over for tax purposes to the acquiring corporation and these attributes 
may be sufficiently desirable to make the acquisition especially attractive. 
The usual major attribute is a high cost basis for the assets of the selling 
corporation which will permit greater deductions for depreciation. Thus, 
if a corporation is enabled to acquire the assets of another corporation and 
the purchase price in stock is less than the cost of the assets on the books 
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of the selling company, the purchasing company can obtain the benefit 
of such high cost as the basis for depreciation if it acquires the assets for 
stock rather than for cash. 

There may, however, be some disadvantage in these so-called tax-free 
combinations of businesses. From the viewpoint of the stockholders of the 
selling corporation, exchanging stock for stock, while a tax-free transaction, 
merely exchanges the form of investment and may not necessarily give 
the stockholder a better investment or a realizable value. A possible 
method, which may give the selling shareholders some protection, is the 
use of the voting preferred stock; for, while tax-free transactions generally 
require the selling shareholders to obtain voting stock, preferred stock 
may be used as well as common stock. Thus, in the case of the sale by one 
business to another where shareholders of the selling corporation are 
interested in income, the issuance of a voting preferred stock to them in 
exchange for their interest in the old corporation may be a preferable 
method of accomplishing the sale or exchange whereby the old shareholders 
pay no tax on the transaction and are assured of continuation of their 
dividend income. A note of caution, however, is that care must be exercised 
in avoiding special problems that sometimes arise with preferred stock. 

From the viewpoint of the acquiring or continuing corporations, a 
tax-free acquisition may also have certain disadvantages. One disadvantage 
may stem from the attributes of the old corporation which will be carried 
over. While as previously pointed out, there may be an advantage in 
acquiring a corporation with assets having a high basis, similarly a dis
advantage may arise where a corporation is acquired in a tax-free transaction 
if the assets have a low basis. Perhaps even more important is the fact that in 
a tax-free transaction all of the assets are acquired and carried over to the 
acquiring corporation with the same allocation on the books of the acquiring 
corporation as they had on the books of the selling corporation. Thus, such 
nondepreciable items as good will would be carried over and likewise 
the basis of assets would be carried over without regard to the fact that 
a diflFerent allocation of real value was in the minds of the parties at the 
time of the transaction. A somewhat different result can be obtained 
if the assets are purchased for cash, as will be described later. 

Particular attention should be given to certain accounting aspects in 
connection with tax-free combinations of businesses. Section 381 of the 
Internal Revenue Code provides for the carry-over of certain attributes 
from the selling corporation to the acquiring corporation in these trans
actions. Many of these attributes involve matters accountants regularly 
determine, such as, the method of accounting, inventories, computation of 



TAX PROBLEMS IOI 

earnings and profits, etc. Careful scrutiny is necessary to determine 
whether it is advantageous or disadvantageous to carry over tax attributes 
of these items from the selling corporation. 

Another rule, which may come as a surprise to some accountants, 
is the requirement under the new tax law (Internal Revenue Code of 
1954, §381 (b)  ) that the taxable year of the selling corporation must 
end on the day of the distribution or transfer of substantially all of its 
assets to the acquiring corporation. This may cause the selling corporation 
to have two taxable periods in what would otherwise be one accounting 
period. Particular attention must therefore be given to the time of the 
transaction, not only from the viewpoint of convenience in closing the 
taxable year, but also from the viewpoint of the time for proper accrual 
of items such as deductible expenses. 

There are many other situations in which technical problems will rise 
in using these forms of tax-free combinations of businesses and in which 
one method of such sale may be preferable over another method of tax-free 
sale. These important considerations must be evaluated in working out 
the details of the particular transaction under the law. 

II. Taxable Transactions 

Frequently there is an advantage in having a taxable sale or acquisition 
of a business instead of a tax-free reorganization. Of course, from a 
practical viewpoint, there are many transactions that can be accomplished 
only through a taxable sale. 

In general, taxable sales of corporate businesses fall in two categories 
under the Internal Revenue Code. One is the transfer of corporate 
assets and the other is the sale of stock. 

The sale of the assets of a corporate business may be made either by 
the corporation prior to liquidation or by the stockholders after liquidation. 
Important tax differences may result, depending upon which method is 
used. The Internal Revenue Code of 1954, by the enactment of new 
section 337, has given great impetus to the sale of corporate assets by 
the corporation prior to liquidation. Under this statutory provision the sale 
of most all of the assets of the corporation may be made without tax to the 
corporation. Upon distribution of the proceeds of the sale to the stock
holders in liquidation, the stockholders will of course realize a gain or loss 
which must be reflected for tax purposes. 

Section 337 of the Internal Revenue Code is a mechanical statute 
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and care must be exercised by those seeking to take advantage of it to shape 
the transaction so as to fit the statutory form. In brief, the statute requires 
the following three steps: 

a. Adoption of a plan of complete liquidation. 
b. Sale of such assets as are to be sold by the corporation within one 

year after adoption of the plan of complete liquidation. 
c. Complete liquidation within one year after the adoption of the 

plan of liquidation. 

The penalty for failing to comply with these statutory steps may be a double 
tax, that is, a tax to the corporation on the gain or income realized on the 
sale and tax to the stockholders on the distribution on the liquidation. 

An alternative method of selling corporate assets is to liquidate the 
corporation first then have the stockholders sell the assets. This method is 
fraught with danger which section 337 seeks to avoid; for even though 
the sale is mechanically made by the stockholders, the Government may 
attribute the sale to the corporation, based upon pre-arranged plans, with 
a consequence of a double tax, namely, to the corporation and to the 
shareholders, 

A frequently overlooked method of selling corporate assets is that 
provided under section 333 of the Internal Revenue Code, the so-called 
one month liquidation provision. The mechanics provided in this section 
are advantageous in those cases where the corporation has little earnings 
and profits. The section permits a corporation to be liquidated without 
recognition of gain to the shareholders (except that, in general, income is 
considered as realized to the extent of accumulated earnings and profits). 
The advantage in using this section of the law lies in the fact that the 
shareholders may receive the corporate assets without payment of tax and 
will become liable for a tax on any gain only upon a subsequent sale of 
the assets. This may be particularly important where the assets can be 
sold only on an installment sale. On such a sale the shareholders can, by 
a proper election, report gain only as they receive the proceeds of the 
sale. By contrast, if the corporation, prior to liquidation, had sold the 
assets on an installment sale, then (even with the application of section 337) 
the shareholders would be in receipt of gain on distribution of the installment 
paper to them, even though they did not receive the cash proceeds of the 
installment sale until a later time. 

As previously indicated, a second category for sale of the corporate 
business is through the sale of stock rather than assets. The principal non-
tax advantage to the stockholders of selling corporate stock rather than 
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assets is that they may divest themselves of the corporation with its liabilities. 
Otherwise, the tax laws are geared to reach, in general, the same results on 
the seller's side whether the sale disposes of assets or stock. An important 
exception where differences do exist is in the case of installment sales. 

There are important differences on the purchaser's side depending 
upon whether the purchaser acquires assets or stock. These important 
differences may be taken into account in the negotiations to the advantage 
of one of the parties. 

The Internal Revenue Code of 1954 sought to eliminate some im
portant differences between purchasing stock or assets of the corporation 
from the purchaser's viewpoint, by treating certain purchases of stock 
(which lead to the acquisition of assets) the same as the purchase of assets. 
Section 334 (b) (2) of the Code (like section 337), is a mechanical statute 
which, in this case, permits the purchaser of stock to treat the purchase 
as a purchase of assets if the statutory form is followed. In brief, this form 
involves the following steps: 

a. Purchase of 80 per cent or more of the stock in a 12 month 
period. 

b. Causing the acquired corporation to adopt a plan of complete 
liquidation within 2 years after the completion of such purchases, 
and 

c. Liquidation of the acquired corporation into the acquiring corp
oration. 

As in the case of section 337, the detailed mechanics of this statutory 
provision must be carefully followed. The advantage of so following the 
provision is that the acquiring corporation will be able to attribute to the 
assets so acquired the purchase price of the stock and, where that purchase 
price is greater than the old basis of the assets in the hands of the selling 
corporation, the acquiring corporation obtains a "stepped up" basis, such 
as for depreciation. 

The method of purchasing stock, as distinguished from a direct purchase 
of assets by the seller, may result in important differences where allocation 
of the sales price between different types of assets has tax consequences. 
Where stock is purchased, the Revenue Service will invariably require an 
allocation of the purchase price to assets in the ratio which such assets had 
on the books of the selling company. This would include, for example, 
an allocation of cost to a non-depreciable item such as good will. Where, 
however, assets arc purchased directly, the parties may negotiate for specific 
assets or may, in an arms-length manner, determine the values which are 
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assigned to the assets which are the subject of the negotiations, and through 
this means build up a sales price. With this record the seller may be able 
to allocate the purchase price to those assets which it deemed important 
and which provide the greatest advantages to it from a tax viewpoint, 
namely, through a higher basis for depreciation, 

I I I  . Transfer or Acquisition of a Part Interest in a Business\ 

The categories and methods heretofore described refer, for the most 
part, to the complete and outright disposition of the business or its assets. 
An examination into objectives will frequently indicate that a client desiring 
to sell a business has not realized the possibilities of only selling a part 
interest in the business. There are a number of provisions under the 
Internal Revenue Code which may be utilized in transferring ownership 
or control of a part of a business which frequently will satisfy basic objectives 
of the taxpayer. 

In this connection, it is important to examine the motivation in buying 
or selling an interest in the business to see what particular mechanic will 
best fit the situation, especially as to whether from a long-range viewpoint the 
intent is to expand or contract the business enterprise. In using any of these 
methods, where only a part interest in a business is disposed of, special care 
must also be exercised to avoid any distribution being treated as a dividend. 

Among the methods generally available for disposing of a part interest 
in a business are the following: 

A. Sale of assets following a 'partial liquidation. Section 346 of the 
Internal Revenue Code prescribes rules whereby a distribution of assets 
in a partial liquidation may be treated as a capital gain transaction. This 
section is particularly applicable to a corporation with multiple businesses 
and upon distribution of the assets of one of such businesses, including cash, 
in a contraction of the corporate activities, the distribution to • the share
holders will be treated as giving rise only to capital gain. Following such 
distribution, the shareholders are free to sell the operating assets to another 
business. Care must be exercised to avoid dividend problems which lurk in 
such a transaction where stock is distributed. For this the special rules 
under section 355 of the Code must be examined. 

B. Divisive reorganizations. The 1954 Internal Revenue Code has a 
special provision facilitating the splitting up of businesses. In effect, this 
is a method by which two or more stockholders may sell out their business 
interest to each other and go their separate ways, without taxable gain or 
income. The statute permits a corporation business to be split up into two 
or more corporations, with each of the stockholders taking stock in a 
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separate business, and as long as the allocation of their stock is determined 
on an arms-length basis, .without intentions of a gift or compensation, the 
respective stockholders will divest themselves of a part interest in the 
former total enterprise without taxable gain or income. 

C. Transfer of business interests among stockholders or others* There 
are numerous methods of transferring a part interest in a business to 
stockholders or employees or the public without a sale of the entire business. 
One method is that of a "recapitalization." It will be noted that this term 
is not ordinarily used in connection with a sale of the business, but the 
mechanics under the Internal Revenue Code effectively permit a shift of 
control or ownership in a part interest in a corporation through a "recap
italization" and with no immediate tax to the transferring stockholders. 
One method is through the issuance of preferred stock (or other type of 
leverage stock) to a stockholder desiring to be less active and having 
the corporation sell additional shares of common stock to employees or other 
new stockholders. In such a case the preferred stock may be received 
without recognition of gain or income, and upon its eventual retirement 
the preferred stockholder can realize on his prior investment or activities 
in the corporation (which have been capitalized through the preferred 
stock). Care must be exercised in such a transaction to avoid certain 
problems in the use of preferred stock and on redemption of stock, but 
the Treasury Regulations indicate the ground rules which, if followed, 
can lead to a successful completion of the entire transaction. (See sections 
302 and 306 of the Internal Revenue Code). 

Other methods of disposing of or selling an interest in the corporation 
to other stockholders may be through selling stock to the public, stock 
option and stock distribution plans, including stock bonus and profit sharing 
plans (which purchase stock of the corporation). 

IV. Some Areas of Special Tax Problems. The above survey deals 
largely with mechanics and the use of some statutory provisions that are 
not commonly thought of as involving sales. They are suggested with the 
view that their imaginative use can accomplish basic objectives within the 
favorable patterns under the Internal Revenue Code. However, it is 
equally important that the adviser's imagination should not run away with 
him at the expense of certain fundamental principles which are the basis 
for inclusion of these statutory mechanics in the law. Fundamentally, these 
statutory mechanics are designed to fit business situations and to facilitate 
business transactions. Accordingly, a fundamental policy under the tax 
law is that the application of these provisions is subject to scrutiny in any 
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case to prevent their benefits from being availed of where there is a sham 
transaction. Thus, the adviser must be constantly aware of the importance 
of a business purpose in the transaction (which may exist in addition to 
other purposes). He must also be aware that the Revenue Service and the 
court frequently will look through "step transactions" and reach tax results 
based upon a net effect test. In addition, there is always the possibility 
under our tax laws of a change in rules, regulations and legislation. 

It is for these reasons that there is a growing practice of requesting 
advance rulings from the Revenue Service as to the tax consequences of 
transactions where different tax results than those that had been anticipated 
would be disastrous or, at the very least, distort the transactions. The 
advantage of an advance ruling is that it may serve to affirm the adviser's 
own analysis of the tax consequences and provide a ruling to which the 
Government will give effect, even though it subsequently may change its 
policy or position as to other transactions. 

There are, however, certain tax problem areas in which special care 
must be taken and which generally are not the subject of rulings by the 
Revenue Service. One of these involves the so-called problem of liquidations 
and reincorporations. In essence, this problem arises where a corporate 
business is liquidated and some or all of the stockholders begin a new 
business with some or all of the assets of the old corporation. If the new 
business is a continuation of the old, then the new business does not obtain 
the advantage of a "stepped up" basis for assets acquired and the old 
shareholders may find themselves as treated in receipt of a dividend if they 
retained any assets from the liquidation and did not plow them back into 
the new corporation. On the other hand, there is no question that under 
proper circumstances a corporation may be liquidated and its assets sold 
to another business without the above penalities. In these cases the realities 
of whether there is a substantial change in the situation will control. Th e 
Revenue Service will give advance rulings in such cases approving a liquida
tion, even though there is a sale of assets to a new business if the stockholders 
of the old corporation own less than 50 per cent of the stock of the new 
corporation. Where there is a carryover of stockholder interest from the 
old corporation to the new corporation of more than 50 per cent, then 
although technically the transaction may not fall into any of the "reorgani
zation provisions", the Revenue Service is hesitant to give advance rulings 
recognizing a bona fide liquidation. While the present situation is not 
clear, this problem may be avoided by a careful approach in a taxable 
sale of assets to a related business, if the selling stockholders are willing 
to take a minority position. 
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Another special problem area involves that of loss carryovers. Section 
381 of the Internal Revenue Code provides for the advantageous carryover 
of net operating losses from one corporation to another where there is a 
tax-free combination of the two businesses. However, sections 382 and 
269 of the Code contain limitations. The purpose of these limitations is to 
disallow the deductions for losses carried over where there is a tax avoidance 
motive. However, the statutory provisions leave much to be desired as to 
the certainty of their operation. In a general survey, such as this paper, 
warning flags can only be hoisted at this point in regard to loss carryovers. 
Unfortunately, the present trend of court decisions seems to be adding to 
the confusion. 

A third major area where there is a special problem involves that of 
collapsible corporations. The Internal Revenue Code of 1954 was so 
expanded, in section 341, that the term "collapsible corporation" will apply 
to many corporations whether being liquidated or continuing. In general, 
this section imposes the penalty of recognition of ordinary income on the 
gain on sale of stock or liquidation of a corporation if the corporation is a 
collapsible corporation. While the statute provides certain rules for the 
avoidance of the penalty, these frequently are not available in a business 
with appreciated assets or receivables. Curiously enough, one of the 
methods of avoiding the penalty may be by a tax-free sale of the stock 
of a collapsible corporation to a larger non-collapsible corporation. Thus, 
if stock in a collapsible corporation is exchanged for stock in a non-collapsible 
corporation, the stockholder will have an investment which may ultimately 
be sold without the penalty of ordinary income tax. 

Conclusion. In this survey the possible use of various provisions of the 
Internal Revenue Code has been indicated in many sale transactions not 
ordinarily so referred to under the Internal Revenue Code. The respon
sibility of the adviser in this connection is to realize that, when his client 
refers to a sale or purchase of a business, there are tax mechanics by another 
name which may be suited to these bona fide business transactions. This is 
a turnabout from the old concept that business purposes were the first 
and only consideration and that all tax consequences are to be judged by 
their business purposes. Tax considerations and consequences are now a 
very important business consideration. It is no wonder therefore that 
business transactions are being formulated in terms of the forms under the 
tax laws. The use of these forms, however, should not cause the adviser 
to lose sight of their fundamental purposes, both from the standpoint of 
tax concepts and also from the standpoint of facilitating business transactions. 
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Up to the present It has not been possible to gauge the impact of the 
current business recession on fringe benefit patterns. Since the rapid growth 
in this area occurred during a sustained era of prosperity, we are now in a 
period which should provide a testing ground of the relative permanence of 
such benefits in our business picture. Are they necessities stemming from 
tax advantages or luxuries which will be washed out in a flow of red ink? 

Obviously, companies in serious straits will add few, if any, new benefits, 
being more inclined to find ways to jettison what they already have. On 
the other hand, the bargaining demands of the United Auto Workers 
and the Rubber Workers unions are studded with requests for costly 
changes in pension and other plans. 

If they are primarily tax stimulated, the fundamental reasons for 
growth still exist. The savings to employers and employees will be reduced 
as incomes are pared down, but there still should be a spread. If an 
employee receives $1,000 in group life insurance, medical benefits, and 
pension build-up within a year, the cost to the corporate employer is $480. 
In lieu of these tax favored benefits in kind, the employee in a 30 per cent 
bracket would need $1,400 of additional salary, and the one in the 
50 per cent bracket would need $2,000 to come out even. After equating 
the two situations, the cost to the employer would rise to $672 for the 
employee in the 30 per cent bracket, and $960 for the one in the 50 per 
cent bracket as compared with $480 for the fringe benefits. However, even 
though recessions do not alter the simple mathematics of the proposition 
as long as tax rates remain high, they do affect the employer's ability to pay. 
In a deep depression, the need for spendable income on the part of em
ployees will tend to outweigh tax advantages. Like many other financial 
questions left unanswered so far in 1958, the answer seems almost wholly 
to depend upon the death of the slump. One field in which there will Be 
heightened interest by reason of the current large volume of unemployment 
is in supplementary unemployment benefits. 

Life Insurance 

Premiums paid by an employer on group life insurance for its employees 
are deductible by the employer and non-taxable to the employees. The 
proceeds are non-taxable to the recipient. T  o qualify as group insurance, 

108 
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the coverage must be of a renewable term nature) having no cash surrender 
or loan value and may not be of a level premium or paid up type. Group 
life insurance is a form of benefit with a relatively low cost to the employer 
which is richly endowed with tax advantages to the employee. As it fulfills 
a fundamental need, it usually is the first type of benefit plan to be adopted 
by a new employer. 

Life insurance for pensioners presents some vexing problems. The 
prohibitive cost of continuing tax-favored group insurance until death 
dictates at least a reduction in coverage. As distinguished from group term 
insurance, the delivery of a paid-up policy constitutes taxable income to the 
employee. One approach is to build a paid-up policy through a cumulative 
process over a period of years. The annual premiums paid would be 
deductible by the employer, and would be taxable income to the employee. 
The purpose behind purchasing the insurance on a piecemeal basis is to 
stretch out the employee's tax burden which could be substantial if the 
entire value of the policy were to be taxed in the year of receipt of a paid-up 
policy. Another approach would be a contributory plan in which the 
employee would finance the paid-up element, and the employer would pay 
for the term insurance coverage. Any amount withheld from the employee 
in respect of his contributions would be taxable to him but the employer's 
contributions would not be. 

Split premium (dollar) insurance virtually was unknown until the 
issuance of Rev. Rule 55-713, 1955-2 CB 23. That ruling pertained to 
a compensation contract between a corporation and the president, the 
purpose of which was to pay disability and death benefits. It was funded 
by a life insurance policy over which the individual had partial control. 
Having that measure of control, the premiums to be paid by the corporation 
would have been taxable to him. The individual assumed payment of the 
cost of current protection and the company agreed to advance the amount 
equivalent to the yearly increases in cash surrender value. Upon realization 
of the proceeds, the employer would receive the cash surrender value 
and the individual's representative would collect the balance. The ruling 
likened the advances by the employer to an interest free loan and reached 
the conclusion that no taxable income resulted to the individual from such 
advances. 

Many employers who can afford to make interest-free loans to their 
employees on a fully secured basis are willing to participate in a split 
premium plan for one or more of the following reasons: 

(a) Young and promising employees are able to achieve a sense of 



1 1  0 ACCOUNTING INSTITUTE PROCEEDINGS 

security for their dependents because thereby they obtain a 
great deal more life insurance than would be possible out of 
after-tax dollars. 

(b) Such a plan can be correlated with the build-up of an em-
ployee's interest in a pension, profit sharing of stock option 
plan. 

(c) The insurance can be used as security for a deferred compen
sation agreement. 

(d) Advances can be made on existing policies, thus raising the 
spendable income of sorely pressed individuals without ma
terially decreasing their protection. 

One obstacle to the widespread use of split premium insurance is that 
the cost of current protection is high in the early years of the policy. The 
employer may have to assist the employee with direct loans not secured by 
the life insurance policy so as to carry him to a point where the current 
cost can be met by him without assistance. Life insurance companies have 
developed policies with relatively high cash values in the early years of the 
coverage and other schemes to overcome this hurdle. 

Medical Insurance. 

The employer's share, if any, of premium payments for Blue Cross, 
Blue Shield, and similar type plans is deductible as ordinary and necessary 
business expenses and is non-taxable to the beneficiaries of the plan. Benefits 
collected are non-taxable to the employee whether the coverage is limited 
to him or also covers spouse and children. Like group insurance this is a 
highly attractive form of fringe benefit to the employee, but unlike group 
life it is adaptable to a few or one person. The individual who must pay 
medical bills from after-tax funds with the only offset being a limited 
deduction under Section 213 for medical expenses is in a decidedly inferior 
position to the beneficiary of an employer-financed insurance coverage. 

There is a strong trend in the direction of high limit coverage, usually 
subject both to deductible and co-insurance clauses, to take care of the 
ruinous type of bills incident to major operations, lengthy treatment, and 
hospitalization. Where the plan applies only to officers and supervisory 
personnel it would seem that a question may arise as to reasonableness of 
over-all compensation in so far as the deduction is concerned, or even a 
contention in some instances where stockholders benefit, that the payments 
are really dividends. 
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Pension and Profit Sharing Plans—Tax Features. 

If a pension plan meets the requirements for qualification set forth in 
the Internal Revenue Code, the employer's contributions in respect of 
current service cost are deductible currently, and for past service, are 
deductible over a minimum period of 10 years. For a profit sharing plan, 
there is a ceiling of 15 per cent of the compensation of those covered by the 
plan. However, amounts contributed in excess may be utilized as carry-
overs in later years if the circumstances conform with the conditions speci
fied in the Code. Where both a pension and a profit sharing plan are in 
effect in the same company the maximum deduction (including past 
service cost) for each year is 25 per cent of compensation. If the plan 
should become disqualified in a future year, the contributions would be 
deductible to the employer only if they become nonforfeitable to the 
employees in the year of contribution and would not be deductible either in 
that year or in any later year if vesting is deferred beyond the contribution 
year. 

Thought must be given to the matter of reasonableness of compensation 
in considering the amounts credited to officers and shareholders. If there 
is delayed vesting, the Government is barred from adding the amount 
credited to the individual under the plan to the total of other forms of 
compensation paid to him during the contribution year in measuring 
reasonableness, and it appears that the Government is confined to the matter 
of whether the entire contribution by the company for that year is reason
able. With immediate vesting, the amount of the credit may enter into 
the Government's deliberations concerning the maximum allowable com
pensation for a highly paid individual. It may be prudent to have no 
vesting until retirement (this would only be possible for pension plans) 
where one or more officers are on the borderline in respect of total 
compensation. A drawback is that early retirement may be impeded. 

Taxation of Benefits 

Members of qualified pension and profit sharing plans are not required 
to include the amounts credited to them either from the company contri
bution or the earnings of the plan until benefits are received actually or 
constructively. Further, the earnings within the plan are not taxable 
to the plan. 

In as much as the employer receives a current deduction and the 
corpus accumulates tax free, retirement benefits via the qualified plan 
route very likely will exceed the benefits made available through a non-
qualified plan or by the individual through his own savings. Looking 



1 1  2 ACCOUNTING INSTITUTE PROCEEDINGS 

at the matter in another way, assuming that the same benefits can be 
provided through a qualified or a non-qualified plan, it almost certainly 
will be more economical to fund those benefits through a qualified plan. 

There is a high potential for errors in reporting the benefits received 
under qualified plans. From the plan booklet distributed by the employer, 
the beneficiary usually can gather information about such features as life 
insurance coverage benefits or retirement at assumed salary levels and 
termination settlements. However, applicable tax sections of the Code 
are intricate and the employee customarily looks to the employer for help 
in reporting his retirement income. Following is an outline of the taxation 
of benefits to the employee: 

(a) In general, pensions are taxed as annuities. Often the cost basis 
for the annuity is zero but it could include such items as life insurance 
premiums under the plan which have been included by the employee in 
taxable income, contributions to the plan by the employee, the employer's 
contributions of a nonforfeitable type made while the plan was nonexempt, 
or amounts credited to him while his compensation was exempt from tax 
under Section 911 of the Code. 

(b) Capital gain treatment is available where the total due under the 
plan is paid to the employee within one year on account of separation from 
service. 

(c) If the plan includes life insurance, the part of the employer's 
contribution equivalent to the cost of current protection is taxable currently 
to the employee. Where the employee receives a retirement income contract 
upon retirement, he must convert it within 60 days into a form of contract 
other than life insurance to be excludable under Section 101 (a) of the 
Code or he will be taxed on the entire cash value of his interest. 

For the representative of a deceased employee: 

(a) Th e portion of the amount distributable which stems from the 
employer's contributions may be free from the Federal estate tax. 

(b) Up to $5,000 of the total amount distributed in one year is exempt 
from income tax whether the interest of the decedent was forfeitable or 
nonforfeitable. 

(1) Where paid in instalments an equivalent benefit is given in 
the form of an addition (maximum of $5,000) to the 
"investment in the contract" but this only applies to the 
extent of the forfeitable interest of the decedent. 
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(2) The exclusion does not relate to amounts received by 
the survivor under a joint and survivor annuity where 
the employee received one or more payments during his life. 

(c) If the total interest of the decedent is paid within one taxable 
year of the payee, capital gain treatment is applicable whether or not the 
employee had been separated from service prior to his death. 

(d) Where there is life insurance protection in the plan, with a 
reserve accumulation for the purpose of funding the pension and the em
ployee dies before retirement, the amount of cash value immediately 
before death is not considered by the Service to be includible as the proceeds 
of life insurance. But the balance, or life insurance element, would be 
excludable under Section i o i ( a )  . 

(e) Pension benefits, as distinguished from life insurance, are taxable 
under the general rules. 

Profit Sharing vs. Pension Plans 

In most types of fringe benefits, the impact of the cost of the plan on 
the company as a whole is comparatively small, but this is not true in 
relation to retirement planning, which raises a question as to whether 
pensions are fringe benefits. As the term is inexact and is unsatisfactory 
at best, we will not try to answer the query here. Virtually all large 
companies have retirement plans in effect. It is among the successful 
smaller companies that the interest in new plans exists. The point around 
which discussions usually orbit is whether to use a profit sharing or a 
pension plan. 

The principal use of the qualified profit sharing provisions is to fund 
pensions. The Code allows the profit sharing vehicle to be used for that 
purpose provided the benefits are not actuarially determinable. Profit 
sharing plans also are used for limited term deferments. The latter is 
comparatively less popular because it misses the point. Tax deferment 
yields tax savings only if the distributions will fall in periods of curtailed 
income, such as after retirement. Generally speaking, there is little to be 
gained in periods of level tax rates from moving the compensation of one 
period into the income of another. Short-term deferment through profit 
sharing is more apt to be found among savings plans and multi-purpose 
plans intended to deal with such matters as supplementary unemployment 
benefits. 

Although seemingly more attractive in times of business recession, 
profit sharing plans are substantially inferior to pension plans in providing 
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for retirement. For instance, under profit sharing: ( i  ) It is not possible 
to schedule benefits in advance, (2) the inclusion of past service costs is 
discouraged by the Internal Revenue Service, and (3) where discrimina
tion is likely to result from forfeiture under a profit sharing plan the Service 
requires fairly rapid vesting and this adds to the cost when compared 
with certain forms of pension plans in which benefits may be forfeitable 
until retirement. 

It was noted earlier that the employer may deduct contributions to a 
profit sharing plan up to a maximum of 15 per cent of the compensation 
of those covered. There is no comparable ceiling for pension plans. The 
pension plan contribution usually will be less than 15 per cent of compensa
tion but a year's deduction can exceed that and be allowable provided it is 
needed to fund the plan. 

Formula Requisites 

In the current regulations, the Government relaxed the requirement 
that there be a predetermined formula for contributions under profit 
sharing plans. This would seem to add attractiveness to such plans because 
it permits the employer to have an increased degree of flexibility in 
accommodating its affairs to the business cycle. However, the Government 
is watching for abuses and will disqualify any plan which threatens to 
discriminate in favor of owners and officers by reason of lacking a pre
determined formula. In addition, the Wage and Law Administrator has 
done some grumbling about the lack of a formula and companies which 
follow that route may have to pay overtime on the contribution. 

Funding Methods 

The small employer is apt to approach the matter with much appre
hension because he is inclined to retain lingering doubts that the plan under 
consideration is really necessary and has a natural reluctance to undertake 
a long range commitment. It happens that the size of the company is 
one of the decisive factors in the pension plan area. Some of the reasons 
are: (a) Large companies usually have a fairly wide selection of funding 
media, including some with a high degree of discretion as to the amount of a 
given year's contribution such as deposit administration and self-administered 
types, but the small employer who really needs flexibility is just about 
restricted to the individual policy type; possible relief lies in the direction 
of an industry wide plan, or a common trust type of self-administered 
plan; (b) the flexible type plans suitable to large companies are more eco
nomical, at least in the early years of the plan, than are small company 
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plans; for example, they permit discounts for turnover and mortality; 
and (c) the greater resources of the large company tend to allay concern 
about its ability to continue a plan during depressed periods. It is doubtful 
that Congress intended such a discriminatory result in enacting the pension 
plan sections. 

The currently popular deposit administration and self administered 
pension plans may be so set up that the amount of the yearly contribution 
in respect of current service is discretionary within an allowable dollar 
range rather than confined to a set figure. This dollar range is developed 
yearly by the actuary in the form of the upper and lower limits applicable 
to that year's contributions. One possible advantage to the ability to vary 
contributions from year to year is that larger than average deductions 
may be taken in high tax rate years. The responsibility of the employer 
must be met ultimately, so much that is accomplished in the name of 
flexibility is only a postponement. Nevertheless, by deferring deductions 
to later years a real saving may result in the event of a rate increase 
such as another excess profits tax law. In evaluating these possibilities, it is 
important to distinguish between currently deductible and past service 
cost. For example, a make-good for an earlier year in which the contribu
tion was below the lower limit set forth by the actuary most likely would 
have to be amortized over a future io-year period. 

Observations about particular plan types are for purposes of illustration. 
It would be unwise to attempt to generalize about the advantages of one 
type of funding over another because every plan should be custom tailored 
to the particular needs of the employer and its personnel. It is even danger
ous to use the descriptive terminology of pension plans as we have done 
above, since combining the basic characteristics of two types of plans has 
been resorted to where the circumstances necessitated. 

Life Insurance, etc., in Pension Plans 

Careful study should be given to such features as life insurance, termi
nation allowances, disability, and early retirement to cope with the problems 
presented. From a tax standpoint, group life insurance has several advan
tages over the same amount of coverage through a pension plan. I  n 
conventional group life plans no part of the premium payments by the 
employer results in taxable income to the employee, and on death, the 
proceeds are not subject to income tax. When included in a pension plan 
the equivalent of the term insurance premiums is taxable currently to the 
employee and the pension reserve portion may be subject to tax as ordinary 
income upon collection of the proceeds at death before retirement, except 
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for the $5,000 death benefit exclusion. Under some pension funding 
methods, life insurance coverage is essential but its tax disadvantages should 
be recognized. 

Deposit administration, self-administered plans,- and some types of 
group annuities are more likely to omit benefits for those employees who 
die or leave the company prior to. retirement age. Obviously, elimination 
of such benefits will result in cost savings. 

Conversion of Obsolete Plans 

It is possible to convert a profit sharing or pension plan which has 
become obsolete into a modern type pension plan. As a rule the conversion 
is complicated and requires careful draftsmanship. Th e Internal Revenue 
Service holds that there must be full vesting of all previously forfeitable 
credits at the date of terminating the old plan. The amount thus vested 
is the equivalent of funding the past service cost of a new plan. If the 
new pension plan provides for termination benefits prior to retirement, 
this probably would not be a material cost factor, but if the benefits are 
limited to pensions for those still in the employ at retirement age, a part of 
the amount thus vested is a loss factor. 

Savings Plans 

Savings or thrift plans are popular among large corporations. Care 
should be exercised to ensure that such plans are qualified as profit 
sharing plans otherwise the employer is likely to lose its deduction unless 
its contributions vest during the taxable year when made. This is the only 
type of qualified plan that always is contributory on the part of the em
ployee. The employer agrees to contribute to the fund a given percentage 
of the amount deposited by the employee. Such contribution is deductible 
by the employer (assuming that the plan is qualified), but is not taxable 
to the employee until paid or made available to him. 

Frequently, various investment options are offered to the employee, 
one of which may be to invest in the employer's securities. In those cases 
where the employee's contributions are placed in his company's securities, 
the investment is treated for tax purposes as though made directly by the 
employee, that is, no gain or loss is recognized on withdrawal of the 
securities from the plan. With respect to employer's (including parent or 
subsidiary) securities purchased with the company's contributions, which 
are distributed in kind, the market value of the securities is taxed as 
ordinary income to the employee, unless the entire interest is taken out in 
one year and is coupled with termination of employment. In the latter 
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event, any appreciation is excluded from income until the securities are 
sold, at which time, long-term capital gain treatment applies. These com
ments apply equally to other types of qualified plans which have investments 
in the employer's securities. 

Supplementary Unemployment Benefits 
One of the collateral uses for profit sharing plans is as a substitute 

for a supplemental unemployment benefits (layoff) plan. However, this 
cannot be the principal or only purpose of a profit sharing plan, otherwise 
it will not qualify under Section 401. The automobile manufacturers and 
similar SUB plans are not qualified plans although they may obtain 
an exempt status under Section 501 (c) and contributions thereto are 
deductible under Section 162 of the Code rather than under Subchapter D . 
The straight SUB plans provide for fixed contributions per hour or other 
unit of measurement as contrasted with a profit sharing plan where the 
contribution normally would be based upon profits. Knowing that those 
who rank low in seniority stand to collect benefits under an SUB plan, 
the employees with seniority are not enthusiastic about them. The employer 
with a profit sharing plan permitting distributions, or even loans, on the 
occasion of a layoff may be in a strong position in collective bargaining 
concerning SUB plans. 

Stock Options 
A large part of the glamour in the fringe benefit area emanates from 

the stock option, at least during bull markets. Through it, a selected 
group of officers and employees get a free ride as there is nothing 
in the Code prohibiting discrimination against any employee group. If the 
stock increases in value in relation to the option price, the optionee may move 
in and make his purchase at the option price, whereas, a shareholder would 
be subject to market risks during the same period. Tw o major problems 
confront the option holder. One is the income tax and the other is the 
matter of financing the purchase. As they tend to become interrelated 
we are concerned with both. For purposes of this brief discussion, it is 
assumed that the optionee still is in the employ of the corporation which 
granted the option or of its parent or a subsidiary. If the option arrange
ment conforms in all essential respects with the rules laid down by Congress 
for restricted stock options, there are no tax problems until the option 
is exercised and the stock is about to be sold. Provided that sale of the option 
stock does not occur within two years from the date the option was granted 
or within six months after the option was exercised, and assuming that 
the option price was 95 per cent or more of market value at the time 
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the option was granted, any profit on that sale will be long-term capital 
gain; if the value was between 85 per cent and 95 per cent of the market 
value, an ordinary income element may be present 

Financing problems take away much of the attractiveness of restricted 
stock options because the minimum option price of 85 per cent or more 
of the market value on the day the option is issued will be beyond the 
means of many optionees. That is true even though the option price proves 
to be a genuine bargain at the date of exercise. Often it becomes necessary 
to sell a substantial part of the option stock right after the six month holding 
period expires, thus tending to thwart the usual purpose of the plan which 
is to give the optionee an equity interest in the business. Bank loan 
restrictions usually bar long-term financing, and loans from the employer 
may not be the answer for any one of several reasons. 

If a plan cannot achieve the status of a restricted stock option, tax 
problems become of paramount importance. It is unsafe for many companies 
to offer stock options because, lacking an active market for their shares, 
there can be no assurance that the option is at least 85 per cent of the 
market value. If such a company were to try and fail, Section 421 is so 
constructed that all protection would be lost and the optionee would 
receive the same tax treatment as though Section 421 had been ignored 
in the first instance. As a result, the optionee would have ordinary income 
measured by the difference between the option price and the market value 
at the purchase date. 

Many individuals have options which lack a present value because 
of stock market decline. If the option price can be decreased sufficiently, 
such option would become valuable. Modification, extension, or renewal 
of restricted stock options generally is inhibited by the Code. There is one 
exception. Where the average fair market value of the option stock for 
the 12 consecutive calendar months preceding the month of modification, 
etc., is less than 80 per cent of the fair market value on the date of 
granting the option, the price (and other features) may be changed. As
sume a restricted stock option was granted on January 2, 1957 to buy 
100 shares before July 1, 1958 at 85 per cent of its market value on 
January 2, 1957 of $100 per share. The average market value from May, 
1957 to April 1958, inclusive, was $70 per share. Accordingly, the option 
may be extended to a point beyond July 1, 1958 and the new offering 
price could be as low as $59.50. A modification, extension, or renewal 
is considered to be the granting of a new option. As stock option plans 
usually required stockholder approval, non-tax problems may be presented 
by such changes. 
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Companies which have restricted stock options outstanding should 
be alert to the possibilities of obtaining a deduction in respect of disqualifying 
dispositions. When an employee sells his option shares either within 2 years 
after the option was granted or earlier than 6 months after exercise, a 
deduction accrues to the employer measured by the difference between 
the option price and the market value of the stock on the date on which 
the option was exercised. As this deduction will not appear in the company's 
accounts, only alertness will bring it to fruition as a saving to the employer. 
The spread in non-restricted stock options also gives rise to a deduction 
as of the date of exercise. 

Deferred Compensation Contracts 

As with most other fringe benefits the size of the employer tends to be 
material in the drafting of non-qualified deferred compensation arrange
ments. The latter term is used here in a limited sense to denote contracts 
with executives who agree that upon retirement they shall refrain from 
competing with the present employer, act as a consultant after retirement, 
and in return are to receive periodic compensation payments. The basic 
reason for such plans is to soften the attrition of high surtaxes, since, at 
least in theory, the corporation pays no higher amount for the executive's 
services, the pay-out period merely being lengthened. 

T  o date, well drafted agreements covering executives of the larger 
companies seem to have been immune from Government attack. However, 
until the ruling of the Tax Court in the Casale case was reversed by the 
Second Circuit there was genuine concern about the type of plan charac
teristic of smaller companies. The executive of the large company usually 
is satisfied to have the credit of that company as security for the fulfillment 
of its commitment. Obviously, that would be less than satisfactory for small 
company executives, so they have turned to life insurance for collateral. 
Such a plan was at issue in Casale where the Ta x Court, after noting that 
Mr. Casale owned 98 per cent of the stock and was chairman of the board, 
president, and treasurer, concluded that it was justified in disregarding 
the corporate entity. Under its decision the life insurance premiums paid 
by the corporation would have been taxed to Mr. Casale. The Second 
Circuit, reversing, reasoned that the policy was the property of the 
corporation, as such was subject to claims of creditors and hence Casale 
was not in constructive receipt of any dividends. The fact that the life 
insurance policy was security for the company's promise to make payments 
to a 98 per cent shareholder did not alter the Court's thinking, because 
any interest Casale had in that policy was contingent. 
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Deferred Comfensation Contracts—Drawbacks 

In the conventional type of contract the individual agrees to perform 
consulting services for his company after retirement. It is not clear yet 
as to whether the holding of oneself available as a consultant would be 
inconsistent with "separation from service." Without "separation from 
service" capital gain would not be available as a lump sum distribution from 
a pension or profit sharing plan. This may be sufficient reason for omission 
of the consulting service requirement where the other conditions and 
contingencies are sufficient to avoid constructive receipt. 

Most individuals who receive deferred compensation contracts think 
of the build-up under the plan as part of their compensation for current 
services. However, where they also are members of a qualified profit 
sharing plan the build-up under a non-qualified deferred compensation 
contract would not be included in his total compensation for purposes of 
spreading the company's contribution. Thus, the amount credited to him 
under the profit sharing plan would be less than if he had taken the 
additional compensation in the form of cash. Similarly, the build-up under 
the deferred compensation contract cannot be used in measuring pension 
benefits upon retirement. 

These are comparatively mild disadvantages but it may be well to draw 
them to the attention of the interested parties. 

Other Fringe Benefits 

Th e miscellaneous area covers a wide range including travel and 
entertainment allowances in excess of amounts actually expended on 
business, personal use of company equipment such as automobiles, airplanes, 
yachts, and apartments, vacation trips in the guise of business travel, personal 
club dues and charges at company expense, etc. In many instances the 
amounts involved are inconsequential and defy detection. Even substantial 
benefits frequently are difficult for the examining agent to discern. One 
psychological factor in this picture, which fosters a loose attitude on the 
part of businessmen, is the tendency among legislators and others in Gov
ernment service to arrange fringe benefits for themselves. 

Th e U. S. Supreme Court (Smith v Com'r 324 US 177) held that 
the definition of gross income contained in the Code is ". . . broad enough 
to include in taxable income any economic or financial benefit conferred 
on the employee as compensation, whatever the form or mode by which 
it is effected. As benefits such as those mentioned in the previous paragraph 
are not excluded from gross income anywhere in the Code, they are 
properly includible in the tax base. Even though such items do not have 
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the blessing of the law, they confer the same tax advantage on the recipient 
as though they had. One possible drawback, which is too new to appraise 
in terms of over-all effectiveness, is the policy of the Internal Revenue 
Service to disallow deductions in respect of benefits to stockholders on the 
ground that the benefits are constructive dividends. This bites deep because 
the result can be a combined tax cost to company and employee of well 
over ioo per cent of the income involved. One of the characteristics of 
these off-beat benefits is that they nearly always are confined to a relatively 
small group and hence are likely to be less costly to the employer than 
bona fide plans, most of which require numerically broad coverage. 

There is not much to be added to this intrinsically difficult topic. 
Undercover practices, while clearly the progeny of high tax rates, are a 
blot on the reputation of businessmen in general. Experience under our 
and foreign tax laws leads one to be pessimistic about the prospects for 
severely curtailing the abuses. However honest this spirit of pessimism may 
be, it is inclined to promote a cynical outlook which, in turn, is a step in 
the direction of an eventual breakdown of our revenue collecting system. 



INTERNAL REVENUE SERVICE TECHNICIANS: 
YESTERDAY AND TOMORROW 

By L. HART WRIGHT 

Professor of Law, 
University of Michigan, Ann Arbor> Michigan 

The subject, "Internal Revenue Service Technicians: Yesterday and 
Tomorrow," was assigned to me on the assumption that the first two 
speakers would have reached your saturation point with regard to technical 
information, and that you might now be interested in the more relaxing 
impressions of an outsider with reference to differences to be anticipated 
in future years in the professional quality and technical competence of those 
technicians in the Service with whom you have the most frequent contact. 

Consideration of the probability that you will encounter more talented 
technicians in the future requires us to explore the reasons why, and the 
extent to which, the Internal Revenue Service has found it necessary to 
develop, and the way in which it has shaped, a newly designed training 
program for recruits to its technical force, so as to complement that training 
which those recruits previously received in schools of Business Administra
tion. 

At the outset, I should identify the class of technicians about which 
the Service was primarily concerned, and the reason for its concern. 

The presence of a former Assistant Commissioner (Technical), Mr. 
Sugarman, is only one of the reasons why I should hasten to exclude from 
the class under consideration those technicians who are associated with 
his office. The fact is that the most serious technical training problem which 
confronted the Service related to the Audit Division's Revenue Agents, 
of whom some 500 new men come on board each year. 

These men presented the Service with its most serious problem for 
two reasons. 

The first looks to the future. The Service, and particularly the Audit 
Division, is in-bred to a very high degree, and perhaps necessarily so. In 
any event, it is from the Revenue Agents that the Service eventually draws 
the bulk of its Reviewers, Group Supervisors or Informal Conferees, and 
many of the members of its Appellate Division, all of whom are charged 
with the responsibility of resolving highly technical and complicated ques
tions. If, after the passage only of time, agents are to be lodged into such 
key slots, their earlier professional life should have been so arranged that 
their previous work-a-day world experiences—a type of self education— 
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would be productive of a truly enriched professional technical understand
ing. The chance that this will be so will be greatly enhanced if their 
formal classroom training is initiated as they enter upon their Revenue 
Agent's assignments, provided that program is shaped so as to produce 
initially the kind of technical understanding which will most effectively 
ripen with experience. 

The second and more immediate reason why Revenue Agents as a 
class present the Service with a serious training problem has to do with 
the many sophisticated skills which these men must have as agents if the 
tax laws are to be enforced properly. There are few other places in the 
government's technical services where the proper fulfillment of a position 
demands so many diverse, complex professional qualities. In the main, the 
government's response to the problem must be to expend the bulk of its 
training dollar on those facets of a good agent's complex professional 
complexion which were more or less ignored, perhaps necessarily so, within 
the confines of a four-year course in Business Administration. 

On the one hand, the well qualified agent must understand the complex 
accounting systems used by modern business. Here, through a requirement 
that each recruit have the equivalent of 24 college hours of accounting— 
which normally would include some auditing, the government can and 
does rely heavily on the academic foundations provided by schools of 
Business Administration. But while the agent will make use of his 
academic training in accounting, he must be given additional formal 
training in a complimentary skill, i.e., in those different examining 
techniques which are deemed by the National Office to be appropriate to 
the work of the Service even in the instance where the examination 
concerns a properly kept set of records. Possession of even this double-
barrelled examining skill will still leave the agent short of satisfying the 
demands of his job. This is so in part because an agent actually examines, 
more or less, the "whole" taxpayer, not just the records relating to his 
business. This means, among other things, that he must be given some 
formal training in the way to respond to the non-recorded side of the 
taxpayer's activities, a problem not essentially different from the case 
where a single proprietorship or small corporation presents him with a set 
of wholly inadequate records—a type of situation usually ignored by typical 
collegiate auditing courses. Because of the agent's ultimate responsibility 
on the civil side, he must then be developed into something of an invest
igator. This required skill also has significance on the criminal side, for if 
the agent fails to recognize the symptoms of fraudulent conduct on the 
part of a given taxpayer, it will remain undetected. 
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Finally, it must be remembered that the agent's examination in every 
case is for a purpose beyond determining the accuracy with which the 
taxpayer's records reflect the facts. If he is to accomplish his ultimate 
goal on the civil side, he must be trained to understand in a truly profes
sional way, i.e., be able to interpret and apply with real professional skill, 
the most complex law ever designed by man—a law so complex that it has 
been divided, then sub-divided and re-divided, simmering down finally 
into about 2,000 sections which use approximately 200,000 tightly knit 
words in spreading the tax message across 929 pages. One would be 
mistaken to assume that simplicity results from this obvious effort at 
precision, for the fact is that the total number of different words in the 
English language is relatively small, with the consequence that many of 
its words reflect varying degrees and various shares of meaning. And this 
means that a good share of those 200,000 statutory words in the Code 
raise interpretative difficulties, a fact attested by the present existence of 
36 volumes of published administrative rulings, 75 volumes consolidating 
the 110,000 pages of reports from the Tax Court and Board of Ta x 
Appeals, and some 50 volumes consolidating the tax reports of other courts. 
T  o this assortment of tax lore one should, of course, add the explanatory 
Regulations which, to the extent now finalized, would, if published 
in the format of the Tax Law Review, run to another 3,000 pages. 

From the foregoing one can readily see that it is one thing for an 
Assistant Commissioner (Technical) to assign and train a new man 
to do initial spadework on rulings which relate just to sick pay. It is quite 
another to put in the field a new revenue agent- who must be capable of 
recognizing and resolving issues which may span across any one of hundreds 
of provisions in the Internal Revenue Code. No one, of course, could ever 
hope to have all of the answers to the whole of this vast subject on his finger 
tips, so the agent must also be trained to research, effectively and quickly 
the tax questions about which he is uncertain. But on the assumption that 
the agent can always look up the answer, one should not lightly dismiss 
the agent's need in the first instance for a really professional-like under
standing of the Code. At a minimum, across the board, he must be richly 
endowed with what I call "issue awareness," which means that an agent's 
understanding of tax lore must be such that he will recognize a statutory 
issue when it is involved in a set of facts, for only such recognition will lead 
him into the books. On the other hand, he cannot do his job effectively if, 
through too limited knowledge, he has to spend a major share of his 
time in his office acting like a lawyer, researching every single matter that 
might come up* 
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In connection with his need to become something of an artist in tax 
research, it must also be remembered that whereas some taxpayer's repre
sentatives may conclude their effort after finding just one case which 
suggests that there is some favorable ground on which to rely—and, e.g., 
on this basis take a deduction, the agent, when confronting such situations, 
should press on beyond that one case and learn to draw neat lines which 
emerge from synthesizing what may turn out to be competing primary 
legal materials both proximate and remote in terms of possible applicability. 

It should be apparent from the foregoing that the work of a Revenue 
Agent calls for skills and talents on many sophisticated fronts, not just one. 
For reasons to be noted later, no four year collegiate program in America 
provides, or could provide, satisfactory training on all of these matters. 
It was encumbent on the Service to step in if high quality in performance 
was to be the goal. 

Mr. Harrington responded to the problem by appointing a three-man 
committee consisting ( i  ) of a partner in a national accounting firm, (2) 
one of the most progressive of his District Directors (also a C.P.A.), and 
(3) myself, assigning to us the task of developing detailed recommenda
tions regarding the specifics of a training program for all agents. 

After spending a summer analyzing all of the materials and programs 
then existing, a questionnaire over Mr. Harrington's signature was sent 
to every District Director and Regional Commissioner asking that they 
obtain a cross section of views at all levels suggesting the specifies which 
they would recommend for an agent's training program. After cataloging 
and analyzing those voluminous written replies, each member of the 
Committee then personally interviewed dozens of people of various 
grades in scattered districts, those interviewed running from persons 
who had been a Revenue Agent for one month, three months, one year 
to Group Supervisors, Chiefs of Audit, members of the Appellate Staff, 
etc. On the oft proved assumption that many good ideas originate in other 
lands, the Committee then addressed detailed questionnaires to Sir Henry 
Hancock, Chairman of Britain's Board of Inland Revenue and to Mr. 
James J. McCann, head of the Canadian Department of National 
Revenue. Their detailed replies and companion documents were carefully 
studied in an effort to determine to what extent, if any, British and 
Canadian methods of in-Service training would be useful here. 

Finally, the directors of the Training and Audit Divisions in Washing
ton, and their staffs, spent a number of days with us, contributing many 
ideas. From the host of ideas thus contributed, the final product.emerged. 
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The first facet of that product had to do with the agent's understanding 
of the tax law itself. 

Our fact finding study revealed that most of the recruits into the 
Service from the schools of Business Administration had never seen, much 
less studied directly from, a copy of the Internal Revenue Code itself. 
While many professionals indicated the view that the Code should be the 
working day-to-day "Bible" of any good tax man who plans to mold a 
career in this field, most of the recruits were not even familiar with its 
general arrangement. Nor had they come into intimate contact with a 
copy of the Treasury Regulations or other administrative rulings. Again, 
for obvious reasons, they were woefully weak in the skill of analyzing 
and fixing the perimeter of a tax case decided by the judiciary, to say 
nothing of the ability to synthesize several closely related but seemingly 
competing decisions. 

In short, the study tools of most of them had not included any of the 
primary raw data which makes up the body of the tax law itself, and 
yet it would be with just such unfamiliar legal raw data, among other 
things, that they would be concerned during their careers as agents. Most 
of the recruits had studied from loose leaf text books written about the 
tax law, and in the language of laymen. And these tended to set forth 
a galaxy of firm rules, i.e., seemingly fixed end results, along with 
illustrations bearing on "black" or "white" situations, giving the student 
the impression that the law on a given set of facts was almost always quite 
predictable. 

Our committee, composed—I repeat—of a practicing C.P.A., a Dis
trict Director of long experience who was also a C.P.A., and a lawyer, 
concluded that a deeper, more professional-like understanding, one upon 
which experience could most effectively build, would be derived: 

(1) from a careful study of the statutory language—in the setting of 
the Code itself; 

(2) from an acquaintance with the asserted reasons which led con
gressional committees to shape each fundamental statutory section 
in a specific way; 

(3) from an opportunity to fiddle, in the light of primary or raw 
interpretative materials, with a host of the interpretative difficulties 
which can be encountered in applying the statutory language; and 

(4) from processing a number of problems through the various tax 
services, so that the agent would have a thorough understanding 
of their structure, their shortcomings, and of the various methods 
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by which one can process questions through them, bringing any 
findings down to date. T o emphasize this, I repeat that the agent 
must necessarily be his own lawyer, for no other is available to 
him on a day-to-day basis. 

W e concluded that such a formal study program could, more nearly 
than other alternatives, endow an agent with the kind of flexible under
standing essential to his development of an acute sense of issue awareness 
and convert him into a more skeptical reader of primary tax materials. 
In other words, it would, for example, make him aware that a word in 
the Code may cover a host of matters beyond the obvious, or that a decision 
in one narrow corridor may or may not have implications in another. And 
in this way we hoped also to sharpen his ability to analogize from problems 
the answer to which he knows or can find to somewhat similar problems 
the answer to which he does not know and cannot find. And it must be 
remembered, in this connection, that while two problems may look some
what alike, the possibility of carrying a known result of one over to the 
other depends upon the particular reason behind the known result as well 
as upon the degree of similarity in the appearance of the two problems. 
In short, a deep professional-like understanding of the tax law is indispensi
ble to the process of drawing analogies. 

T o meet these needs, two separate programs in tax law were designed, 
the first to be oflFered to the agent immediately upon the commencement 
of his association with the Service. The second follows two years later, at 
that point in his career when the type of returns assigned to him for 
examination assume much greater complexity. 

However, the methodology of the two is the same. 

In the first program, the agent's study of the substance of the law 
absorbs 176 classroom hours, for each of which appropriate extra study 
time is allowed. This amount of classroom time exceeds that expended 
in five different typical three credit-hour collegiate courses bearing on tax 
matters. 

The student recruited into this program is initially given three volumes, 
one being a copy of the Internal Revenue Code. A second volume 
consists of a great many carefully designed short hypothetical statements 
of fact arranged in sensible sequence under appropriate sub-topic headings. 
Under each such heading, these hypotheticals, with cross references over to 
the Code and to a third volume I shall describe, are further arranged so 



12  8 ACCOUNTING INSTITUTE PROCEEDINGS 

as to move from situations which call for an obvious result under the 
language of a given section of the Code to those which involve varying 
degrees of interpretative difficulty. 

The third volume is a specially designed loose leaf reference work 
arranged under the same sub-topic headings as the hypothetical situations 
in the second volume. Under each sub-topic heading, the reference volume 
sets forth four types of materials. First, is an extract from the report of that 
congressional committee which gave birth to the pivotal language of the 
statutory section in question. T  o obtain these, one could not just look to 
those reports from the House Ways and Means and Senate Finance 
Committees which accompanied the adoption of the 1954 Code. As you 
know, much of the really pivotal language in that Code had its origin 
in Revenue Acts of a much earlier day. Accordingly, if we really wanted 
the agent to understand the practical circumstances that led Congress 
originally to adopt certain key language, and to appreciate what Congress 
hoped thereby to accomplish, it was necessary to include extracts from a 
host of early committee reports. 

The extract which explains why a given section or sub-section of the 
Code was shaped in a given way is then followed by the statements of facts 
and extracts from relevant court decisions and administrative rulings. 
In the main, an effort was made to include in these latter extracts that part, 
e.g., of a court decision, which indicated the reason why that section of the 
Code was being construed as it was, thus furnishing him with a more 
effective basis from which to draw analogies. 

In general, the series of extracts with appropriate connecting links 
in text form will roughly fix the perimeter or circumference around the 
fundamental types of problems controlled by each particular basic section 
of the Code. 

In the course of analyzing the hypothetical fact situations during 
his study period, the student tries to apply the language of the Code itself 
in light of the reason which led to the adoption of the particular section 
in question, and in further light of the reasoning and results which appeared 
in the verbatim extracts from decisions and rulings. 

Those hypothetical situations are then discussed in class in the light 
of the primary or raw interpretative materials just mentioned. The aim, 
as you can see, is to make the Code itself, in the eyes of the recruit, a living 
document to such a degree that he feels comfortable in toying with its 
technical jargon, and has a framework of understanding essential to the 
recognition of issues and to the process of drawing analogies from one 
situation to another. 
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Toward the conclusion of this course in substantive tax law, a set of 
each of last year's editions of the major tax services are put between 
each two students. After walking the students through the structure of a 
particular set, the instructor then processes a number of hypothetical sets 
of facts through each set, the problems being designed to bring out all of 
the various advantages and shortcomings of a given publication. The 
students are then required to process through those same sets a series of 
different hypothetical situations. 

The first course on tax law is to be followed two years later by another 
consisting of 60 classroom hours during which, using the same method, 
the most complex problems relating to corporations will be emphasized. 

Methodology-wise, somewhat similar classroom courses for specialists 
have or are being designed to accommodate the peculiar needs of agents 
who work, e.g., in the excise tax field, in estate and gift taxation, or in 
connection with pension trusts. 

Equally important as the question of whether and how to establish 
a special course in tax law was the further question of whether and how 
to initiate a classroom course in the special examining techniques expected 
of Revenue Agents. 

You may or may not think that the methods employed by agents should 
or should not differ from those of the Certified Public Accountant who is 
conducting an audit. But it was not our job to quarrel over this latter 
question. 

The first question before us, whether to have a special classroom 
course in the Service's examining techniques, involved two competing 
considerations. In the absence of a classroom course of some kind, the 
500 new agents recruited each year would receive training in this skill 
only on an on-the-job training basis, and presumably since their 500 differ
ent trainors would also not have received any classroom training on the 
subject, the types of examination procedures would suffer untold and 
perhaps unsound variations. 

On the other hand, it is not easy to teach examining techniques in 
the classroom, and when the attempt is made, one runs the risk of unduly 
stereotyping the methods of examination. Because of these competing 
difiiculties, no solution would be wholly soul satisfying. 

Our proposed solution was to utilize the problem method in a rather 
ultimate sense. 

While no effort will be made in the classroom to cover the whole 
terrain of factual possibilities, the problems were given varied designs so as 
to reflect the typical types of taxpayers the agent would confront, e.g., a 
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professional man, a proprietorship involving a retail establishment, a small 
incorporated factory, etc. In the setting of a specific problem, the student 
would be given certain elementary facts and the records of the taxpayer 
even to the extent, for example, of the cancelled checks, vouchers, etc. 
Following a discussion among the students as to the first step which should 
be taken, the instructor sums up the alternatives, indicating advantages 
and disadvantages, and then by mutual consent they proceed down a 
given avenue. Shortly some student will arrive at a point where he will 
say that he needs added information, at which point the instructor pulls 
out a mimeographed sheet which reflects the information that student 
needed. This will be repeated at many stages in the problem. Occasionally, 
of course, a student will say he needs information when in fact the informa
tion would not really assist him, but to accommodate his request, an attempt 
has been made in advance to think out answers which the instructor will 
giv& him. 

As one phase of an examination is completed, again there will be 
discussion of the alternatives with reference to the next step which might 
be taken. 

By preparing the problems at the National Office level, it was hoped 
that its views with reference to appropriate alternatives might be brought 
to bear on the recruit, it being emphasized all the while that its proposed 
steps are by way of example only, and that with possible and even suggested 
factual variations, the student might well consider taking a different step. 
This classroom course will then be complemented by an organized on-the-
job training stint during which care will be taken to see that this training 
experience will run the gamut of the types of returns the recruit will be 
examining in the years immediately ahead. 

There are, of course, other facets of the formal classroom training 
course. While such matters as the rules of conduct governing an 
agent, the matter of his public relations, and his understanding of the 
way in which returns are processed and of the manner in which he should 
prepare his reports are important in his professional life, they did not 
present peculiar training difficulties which would be of interest to you. 

In the end, we can only hope that a training program has now been 
established which, when coupled with experience, will yield a higher 
quality professional tax man even more deserving and capable of growing 
into the various position opportunities available in the Service. 
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EVOLUTIONARY CHANGES IN AUDITING 
IN THE FEDERAL GOVERNMENT 

By WILLIAM A. NEWMAN, JR . 

President, Federal Government Accountants Association; 
Defuty Directory Defense Accounting and Auditing Division 

United States General Accounting Office 
Washington^ D.C. 

I appreciate the opportunity to participate in the Twentieth Annual 
Ohio State University Institute on Accounting, and to have the privilege 
of telling you something about auditing in the Federal Government 
as it exists today, and the changes in concepts, policies, and practices that 
have taken place during the past few years. 

U. S. General Accounting Office 

T o understand any discussion of auditing in the Federal Government 
it is necessary first to know something about the United States General 
Accounting Office—Its position in the Government's organizational struc
ture and its responsibilities. This Office, which for convenience I shall 
refer to as GAO , was created by the Budget and Accounting Act of 1921 
to make an independent audit of Government expenditures. GAO is an 
independent, nonpolitical, nonpartisan agency responsible only to the 
Congress. The Comptroller General of the United States is the head of 
the GAO and as such is the chief auditor for the Federal Government. 
He is appointed by the President of the United States with the advice and 
consent of the Senate for a term of 15 years, cannot be reappointed, and is 
removable from office only by action of the Congress. He is thus in the 
best possible position to insure complete independence of judgment and 
decision. The present incumbent, Mr. Joseph Campbell, a certified public 
accountant, was appointed on December 14, 1954. This is the first time 
that a CPA has been Comptroller General of the United States. 

The 1921 act provides that "The Comptroller General shall investi
gate, at the seat of Government or elsewhere, all matters relating to the 
receipt, disbursement, and application of public funds . . . ." His authority 
was clarified in subsequent legislation, particularly in the 1950 act which 
provides as a matter of policy that: "The auditing for the Government, 
conducted by the Comptroller General of the United States as an agent 
for the Congress be directed at determining the extent to which accounting 
and related reporting fulfill the purposes specified, financial transactions 
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have been consummated in accordance with laws, regulations or other 
legal requirements, and adequate internal financial control over operations 
is exercised, and afford an effective basis for the settlement of accounts of 
accountable officers." 

Also, the 1950 act provided for numerous improvements in the Federal 
Government's accounting systems; directed the Comptroller General to 
prescribe principles, standards and related requirements for accounting 
to be observed by each agency; and directed the Comptroller General to 
audit the financial transactions of each executive, legislative, and judicial 
agency of the Government with due regard to generally accepted principles 
of auditing including consideration of the effectiveness of accounting 
organizations and systems, internal audit and control and related admin
istrative practices. 

GAO's auditing responsibilities constitute a truly monumental task 
from any viewpoint. Its job can be measured roughly by recent Federal 
budgets, amounting to more than $70 billion annually, and the world-wide 
scope and diversity of the Government's activities. In addition to typical 
Government activities such as collection of taxes, management of monetary 
resources and the public debt, and management of the public domain, 
the Federal Government is engaged in some fashion in practically every 
imaginable type of business including railroads, steamship lines, electric 
power and other utilities, communications, airlines, lumbering and milling 
operations, insurance, mortgage companies, banking, lending operations, 
manufacturing, shipbuilding and repair, aircraft and automotive main
tenance and repair, retail stores, research and development, and many 
others. The Department of Defense alone, which represents more than 
half of the budget expenditures, encompasses an amazing variety of business-
type activities. 

In many respects GAO's audit methods are comparable to those of a 
large public accounting organization. In addition to its headquarters oflice 
in Washington, it has 25 regional and branch offices in principal cities of 
the United States, and foreign offices in Paris, London, Frankfurt, Rome, 
Madrid, and Tokyo. I t has a staff of 1,600 professional accountants 
of whom more than 400 are CPA's. Since 1955 nearly 500 college 
graduates have been recruited for its staff of professional accountants 
and auditors. 

At your eighteenth annual Institute on Accounting in 1956, Mr. 
Karney A, Brasfield, who was then Assistant to the Comptroller General 
of the United States and President of the Federal Government Accountants 
Association, spoke about GAO's legislative and historical background and 
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the basic changes in the audit approach and program from the date of its 
creation to 1956. Today I will tell you of the major changes in GAO's 
audit approach and program during the last two years. 

In March 1956 the Comptroller General established the Defense 
Accounting and Auditing Division to expand the audit work in the De
partment of Defense and its military departments. At that time audit 
work in the defense area consisted primarily of comprehensive audits of 
industrial fund activities (separate accounting entities like shipyards, arsenals 
and the Military Sea Transportation Service), installation examinations, 
defense contract audits, site audits of civilian pay, the centralized audit 
of vouchers including military pay and allowances, and the settlement of 
disbursing officers' accounts. These types of audits, with significant 
improvements, have been continued. It appears likely that the audit of pay 
and allowances of military personnel may best be continued indefinitely 
on a centralized basis. 

Expansion of Program for Audit of Defense Activities 

Since 1956 the major expansion of the GAO program for the audit of 
defense activities has been in the areas of procurement, supply management 
functions and operations, contract administration and contractor operations, 
and military assistance to foreign countries. Many of the Department 
of Defense activities are of such a nature that the audit work, to be most 
effective, must be geared to a defense-wide approach. The review of 
defense-wide activities is accomplished by work programs that encompass 
activities at the Department of Defense level as well as activities conducted 
by the respective military departments. At the military department level 
the review of activities is made on a command or organizational basis, such 
as the procurement of the B-52 bomber for the Air Force. In some cases 
reviews of activities on a commodity basis, such as the Jet Engine Program, 
may involve two of the military departments. 

Emphasis in these areas required the development of a program to 
review and evaluate the management controls relating to programming, 
budgeting, operating performance, accounting and reporting. The general 
objective of the program is to determine how the management discharges 
its financial responsibilities. The scope of the work required by the 
program involves a review of activities, determination of related policies 
and conformance with authorizing legislation, review of procedures and 
their effectiveness, evaluation of internal audits and independent surveys, 
and examination of pertinent records and transactions to determine the 
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adequacy of the related system of management controls. These reviews 
and evaluations are similar in many respects to those of management surveys 
made by public accounting and engineering firms. 

Review and Evaluation of Military Assistance Program 

An example of the type of reviews and evaluations that are being made 
under these newly developed programs is a review made in 1957 of the 
military assistance program as administered by the Department of Defense. 

Under the military assistance program the United States provides 
equipment, supplies, and services on a grant or reimbursable basis to other 
friendly nations and to international organizations. The purpose of this 
assistance is to promote the foreign policy, security, and general welfare 
of the United States and to facilitate the effective participation of such 
nations in arrangements for individual and collective self-defense. The 
Congress has appropriated more than $25 billion for the military assistance 
program through fiscal year 1958. The President has requested an 
additional appropriation of about $2 billion for the 1959 fiscal year. 

This review and evaluation included an examination of (1) program
ming in all its stages, i.e., the determination of material requirements by 
the military assistance advisory groups in France, Germany, Italy, Japan, 
Korea, Pakistan, Spain, Taiwan, and Turkey, their review by the unified 
military commands, at Department of Defense level and in the Army and 
Air Force, and the determination of program adjustments based on budget 
limitations, programming criteria, and force goals; (2) supply, storage, 
and shipment of end items from excess, reserves, or offshore procurement; 
(3) the control over receipt and utilization of material; (4) the determina
tion, recovery and redistribution of excesses; and (5) costs and pricing. 

Th e results of GAO's examination were summarized in testimony 
before the House Foreign Affairs Committee in June 1957, were reported 
to the Congress in August 1957, and were the subject of extensive hearings 
in February 1958. In discussing this report, I want to emphasize that the 
work and assistance that GA O renders to the Congress, the Executive 
Branch, and the taxpayer, concerns only the administration of the program, 
and in no way involves an evaluation of basic mutual security program 
policies or concepts. GA O recognizes that much of the material with which 
it is dealing: records, reports, and other documentary matter, is affected 
by military, political or economic considerations or decisions which it 
does not attempt to evaluate. These are strictly policy matters for deter
mination by the Congress and the President. However, GA O endeavors 



EVOLUTIONARY CHANGES IN AUDITING 13 7 

to point out the existence of such considerations, the extent to which 
they are involved in fundamental programming decisions, and the signifi
cance or possible consequences of actions taken. 

Here are four of the basic findings and recommendations in the report 
on the military assistance program: 

1. The military force objectives approved as programming guides for 
United States support in certain allied countries are not always realistic in 
terms of recipient country manpower and financial capabilities, are not 
always mutually acceptable to the countries concerned, and are not always 
motivated by military considerations. In addition, these objectives are 
fiscally infeasible in that they cannot be achieved with the funds appropri
ated on an annual basis. Therefore, they require refinement through 
the application of a sound priority order to be useful guides for programming 
military assistance. 

GAO recommended that the Secretary of Defense review and re
establish approved force objectives after giving full consideration to recipient 
country capabilities, United States purposes, and the priorities of desired 
accomplishments. 

2. No estimates had been developed of the aggregate long-range costs 
of equipping, maintaining and modernizing Allied military forces or other
wise achieving U. S. objectives in the countries being supported, although 
studies have been made in selected countries, 

GAO recommended that estimates be developed of the costs required 
to achieve approved force objectives in each country and on a worldwide 
basis and that these estimates provide: 

a. A basis for bringing into balance United States objectives 
and the United States capability to finance worldwide the buildup 
and maintenance of such objectives. 

b. A basis for long-range program planning. 
c. A framework for negotiations to achieve maximum country 

contributions. 
d. Standards of accomplishment to be met during the remainder 

of the program. 
e. Support for authorization and appropriation requests, which 

should show long-range costs, the portion already funded, the 
portion requiring funds in the budget year, and the time-phased 
costs for carrying out the remainder of the program. 
3. In a number of countries the United States has programmed and 

was delivering military equipment in excess of that which could be effective
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ly absorbed and utilized by the recipients at their existing stage of develop
ment. The recipients either have not been able to use the aid furnished 
because of their financial and economic incapacity and their manpower 
limitations or they have not desired to use the assistance for the purposes 
intended by the United States. One factor that contributed to this situation 
had been the failure of overseas officials to follow or interpret in a reason
able manner Defense programming guidance. Responsibilities for con
trolling overseas agencies and for developing program requirements within 
the Department of Defense had not been clearly defined. GA O noted a 
diffusion of responsibility for programming and an uncertainty over the 
method of processing the program submissions of overseas agencies within 
the Department of Defense. 

GA O pointed out that, in its opinion, increased efforts must be made 
to develop annual requirements on an austere basis within the demonstrated 
capability and willingness of the recipients. GAO recommended that 
the programming responsibilities of the various agencies within the De
partment of Defense be clarified. 

4. Th e military assistance program had never been subject to a sys
tematic and continuous internal audit and management review. 

GA O recommended that an internal audit program be established. 
Defense officials are generally in accord with GAO's recommendations 

and have already instituted action in a number of areas, designed to effect 
improvements in these areas. Some of these recommendations, however, 
involve consideration and determinations by the Secretary of State, National 
Security Council, or the President, as well as by the Congress. 

Contract Audits 

The expansion of GAO's review and evaluation of management 
controls relating to defense contract administration has resulted in the 
savings of millions of dollars for the taxpayer. 

Negotiated contracts for supplies and services for the military agencies 
are required by law to provide that the Comptroller General's represent
atives are entitled within specified periods to examine the books and records 
of the contractors. These contract audits are optional with GAO , but 
nevertheless they are regarded as a very important part of its work and 
have required a substantial part of its manpower. 

In the absence of effective competition, the charge to the Government 
for items procured under negotiated contracts is normally determined on 
the basis of actual or estimated costs to produce, plus a reasonable profit. 
I  t is therefore essential to evaluate the cost and profit factors making up the 
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contract price. The basic objective in such audits is to examine the contract 
performance and administration functions to ascertain whether they were 
carried out on a sound and economical basis and to obtain corrective actions 
in cases where operating or procedural defects permit overcharges or waste 
to occur. The audits performed by the agencies are integral parts of 
contract administration; GAO audits are not. GAO audits are reviews 
and evaluations of contract activities carried on by the contractor and the 
agency; they are highly selective in coverage and frequently more intensive 
than agency audits. Maximum use is made of the work done by agency 
auditors as well as reports and data prepared by the contracting officer and 
contractor, including the work performed by the contractor's internal 
auditors and the public accountants. The value of these GAO audits had 
been proved over and over again by findings which have resulted in the 
recovery of overpayments amounting to many millions of dollars, and the 
correction of practices and procedures which, if not corrected, would have 
unnecessarily cost the Government many more millions. 

Joint Program for Imfrovmg Accounting in the Federal Government 

The Budget and Accounting Procedures Act of 1950 gave legislative 
recognition to the so-called Joint Program for Improving Accounting in 
the Federal Government which had been started earlier by the Comptroller 
General, the Secretary of the Treasury, and the Director of the Bureau 
of the Budget. These three officials as heads of the three central financial 
agencies had agreed to sponsor a Government-wide cooperative program 
to modernize and simplify Federal Government accounting to meet the 
needs of the executive and legislative branches. One of the major objectives 
of the program was to improve, simplify, and strengthen the Government's 
system of audit and control. The Ninth Annual Progress Report under 
this program, recently issued, shows many concrete achievements not only 
by the central financial agencies but by the many agencies that have 
wholeheartedly cooperated in the program. This program has of course 
been tremendously important in the evolution of auditing in the Federal 
Government. 

Internal Auditing in Federal Agencies 

Much progress has been made during the past few years in internal 
auditing in Federal agencies. Only a few years ago such auditing was 
directed primarily towards verification of the accounts of officials who 
had custody of money or property with emphasis on the disclosure of errors 
or irregularities in their accounts. Much of the progress in the development 
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of the broader concepts of internal auditing has occurred within the past 
decade, and in my opinion is attributable in large measure to the leadership 
of the Institute of Internal Auditors. 

The first internal audit organization in a Federal agency with 
broad authority to make independent reviews and appraisals of all activities 
and to report directly to the board of directors was established by the Home 
Owners Loan Corporation in 1933. I had occasion to observe the operation 
of this agency prior to its dissolution in 195I, and I am personally aware 
of the great value of its internal audit organization as an aid in efficient 
management and in the audit of the agency by GAO. Similar internal 
audit organizations, also reporting to the board of directors, were created 
by two other agencies about that time, but the scope of their operations 
did not extend to all activities. During the period from 1933 to 1941 
four additional agencies established internal audit organizations whose 
functions were quite restricted in comparison with present-day concepts. 

Between 1942 and 1946 little progress was made in the development 
of internal auditing because of the great effort required in the prosecution 
of the war. After the war the attention focused on the need for new 
approaches and new techniques as an aid to efficient management. The 
adoption of the new aids by management has brought rapid progress, 
particularly since 1949. Contributions to the progress in agencies were 
many. Among the most significant were: 

1. The establishment in 1949 of the Joint Program for Improving 
Accounting in the Federal Government, which emphasized internal audit 
and control; 

2. The National Security Act Amendments of 1949 creating internal 
audit organizations in the Department of Defense; 

3. Studies by the Hoover Commission, the Cooper Committee, and the 
General Accounting Office, which have highlighted inadequacies in the 
management control of agencies; and 

4. The Budget and Accounting Procedures Act of 1950 requiring 
the head of each executive agency to establish and maintain systems of 
accounting and internal control, including internal audit. 

I believe, too, that the Federal Government Accountants Association, 
in its advocacy of good accounting principles and high standards of 
auditing, has been tremendously helpful in furthering the professional 
stature and independence of the internal auditors. 

The establishment of a broadly conceived internal auditing program 
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in an agency is an evolutionary process which requires considerable time. 
T  o function properly the program must be understood and accepted by 
management officials who use information supplied by internal audits, and 
by operating officials whose activities are reviewed and appraised by the 
internal auditors. Highly selective recruiting and intense training is 
required to maintain the type of staff capable of making the reviews and 
appraisals encompassed in modern programs. The evaluation of internal 
controls and efficiency of operations, as a part of the internal audit function, 
frequently requires specialized services such as transportation specialists, 
engineers, appraisers, investigators, and legal experts. Nevertheless many 
agencies have made very substantial progress in establishing programs 
conforming with present-day concepts. 

There can be no fixed pattern of management controls in the many 
diverse and complex agencies. It is generally agreed that the precise type 
of organization required to achieve the objectives of good internal auditing 
is not especially important so long as the top management is effectively 
served, appropriate reviews are made, and duplications are avoided. 

Most of the development in agency internal auditing, other than the 
audit of contractor operations, has taken place since 1950. Agency 
management has become increasingly aware of the inadequacies in systems 
of operation in providing safeguards at all operating levels for control over 
costs, expenditures, receipts, revenues, and assets. The need for assurances 
that authorized programs are being conducted in an effective, efficient, 
and economical manner has been recognized. Despite the progress that has 
been made, there is still a great need for more effective internal auditing 
in the Federal Government. 

I will not take the time to recite the progress and developments in all 
the agencies, but I would like to give you a few examples. 

Defartment of Defense 

The Departments of the Army, Navy, and Air Force have a tremen
dous stake in their internal audit programs, both in terms of the staggering 
amounts of money involved and in the world-wide scope of their activities. 
The progress in their internal audit programs has recently been commend
able. Let me give you a brief outline of the essential elements of their 
organizations and objectives. 

The National Security Act amendments of 1949 established in each of 
the three military departments a comptroller responsible for all budgeting, 
accounting, progress and statistical reporting, and internal audit in their 
departments, and for related organization structure and managerial pro
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cedures. The law provides that each comptroller shall be under the direc
tion and supervision of, and directly responsible to, either the Secretary, 
the Under Secretary, or an Assistant Secretary of the Department. 

The essential point that should be emphasized in discussing the internal 
audit programs in the military departments is that their current programs 
conform with the major aspects of present-day concepts—that they are in 
fact independent appraisal activities as a basis for service to management. 

Defartment of the Army 

The Chief, Army Audit Agency, serves as a member of the staff of the 
Comptroller of the Army, represents him in matters pertaining to audit 
responsibilities and functions, and develops and executes applicable plans, 
programs, and policies. Regulations provide that the internal auditor's 
responsibility is to observe, review, appraise, evaluate, and examine financial 
and accounting policies, systems, and procedures, and performance there
under, relating to all resources and operations for the purpose of reporting 
findings and recommendations for corrective action to management. 

The Army Audit Agency began its operations with a total strength of 
about 900, including about 400 in the professional category. Today it has 
9 regional offices, including overseas offices in Germany, Japan and Alaska. 
There were 39 operating branch and area ofiices and 52 residencies at 
military installations and contractors' plants. These offices are located in 
most of the 48 states, Hawaii, Alaska, Puerto Rico and in such widely 
scattered foreign areas as the Canal Zone, France, Morocco, Korea, Libya, 
and Okinawa. The total strength is about 2,400, including about 1,500 
auditors, all in the professional category. Three hundred and thirty-five 
of these auditors hold CPA certificates. 

Under its Auditor Intern Program, beginning in 1954, 675 selected 
graduates of colleges and universities have been added to the agency's 
staff. 

In 1953, installation-wide audits and related reporting to installation 
commanders and higher levels of command were substituted for the ac-
count-type audits. The installation-wide audit includes concurrent exam
ination of the financial effectiveness of all of the installation's operations 
as an entity, including programming, budgeting, funding, accounting, pur
chasing, property control and disposal, and the other functions of the 
installation. 

A vertical-type audit introduced in 1956 enables the auditors to render 
a fuller audit service by the concurrent examination of selected transactions 
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in all Department of the Army levels concerned with the determination 
of requirements, budgeting, funding, procurement or manufacture, ship
ment, receipt, storage, issue, and end use. 

In 1957 a lateral-type audit was added as a companion to the vertical-
type audit. The lateral-type audit is a concurrent Army-wide examination 
of the financial aspects of a common operation or function performed 
throughout the Army. 

Audit service for the Army has been significantly extended and im
proved during the past few years. Voucher verifications under cost-type 
contracts have evolved into broader examinations of contractors' records 
and controls; and audits of major fixed-price redeterminable contracts 
have changed from a one-time approach at the redetermination point to 
a more effective examination throughout the life of the contract. Through 
the extended use of professional auditing procedures the audits were 
broadened to include physical observations and checks of operations, labor, 
inventories, and use of facilities. Audit service to procurement officials 
was expanded to provide accounting counsel relating to contract financing, 
contractual provisions which operated to the detriment of the Government's 
interest, pre-award surveys, initial and repricing negotiations and other 
areas. The expansion of audit service to individual contracting officers 
branched out to a wider service to the entire Army Establishment through 
an evaluation of certain aspects of procurement actions. Basic contracts, 
supplemental agreements, financing, payments and other contract admin
istration actions were reviewed in the light of the auditor's knowledge of 
the contractors' cost and operating experience, and disclosures were made 
where the Government's interest appeared to be adversely affected. 

JDefartment of the Navy 

Navy internal auditing is under the management and technical control 
of the Assistant Secretary of the Navy for Financial Management who is 
also the Comptroller of the Navy. The Comptroller delegated responsibility 
for internal auditing operations to an Assistant Comptroller who is assisted 
by the Director of the Internal Audit Division. The principal objective 
of internal auditing is to provide a protective and constructive service to all 
levels of management by means of independent appraisals and constructive 
suggestions and recommendations. The Navy recognizes that internal 
auditing deals not only with accounting and financial matters but may 
properly deal with matters of an operating nature that have financial 
significance. 

The Navy audit organization includes 850 professional accountants of 
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whom about 10 per cent are CPA's. Continuous internal audits have been 
established at 12 bureaus and offices and 13 major field activities to provide 
management with more timely and effective audit service. Future plans 
provide for the establishment of approximately 60 continuous audit assign
ments. 

Internal audit coverage has been broadened significantly by the pro
mulgation of specialized audit programs for the areas of procurement, 
supply management, inventory management, and Government property in 
the possession of contractors. 

In the field of contract auditing, increased reliance is being placed on 
the internal controls established by private contractors. Audit emphasis is 
concentrated on the contractors' procedures and practices as a whole rather 
than on the cost items as charged to individual contracts. 

Department of the Air Force 

In the Air Force the Auditor General is the internal auditor. He is 
on the staff of the Comptroller of the Department. The Auditor General's 
functions include the audit of both internal activities and contractual 
activities. He is required among other things to audit, review, appraise, 
and furnish reports to provide assistance to Air Force management at all 
echelons in achieving efficient administration of accounting and financial 
matters related to the need, acquisition, custody, use and conservation of 
Air Force funds, property, and other resources; initiate and perform 
audits, reviews or surveys of the internal business and financial functions, 
systems and accounts within or under the jurisdiction of the Air Force 
including procurement activities. 

The Auditor General's organization includes four district offices in 
the United States, foreign district offices in Germany and Japan, and about 
300 residencies at Air Force bases and in contractors' plants. His staff 
consists of more than 1,900 professional accountants including about 150 
CPA's. Nearly half of this staff is engaged in the audit of procurement 
contracts. 

There are three areas that I would like to mention briefly in which the 
Air Force has done notable work. These are in the application of statistical 
sampling techniques to auditing, the development of techniques for audit of 
electronic data processing systems, and the development of what the Air. 
Force terms "directed audit programs." 

Many accountants and auditors in industry and government have long 
recognized the potential benefits of applying statistical sampling methods to 
increase the effectiveness of the auditor's test checking. In 1953 the Air 
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Force Auditor General initiated a research program in this area, the results 
of which have gained widespread recognition throughout the accounting 
profession. Feasibility studies and tests were conducted in 1954 and 1955; 
and in 1956 a few field audit tests using statistical sampling techniques were 
performed under actual working conditions. In fiscal years 1957 and 1958 
many audits using these techniques were performed, covering areas such as 
military pay, supply operations, motor vehicle inventories, costs and ex
penses of defense contractors, and several procurement programs. These 
studies and field audits proved the practicability of the statistical sampling 
methods. This agency is now integrating statistical sampling techniques 
into its internal and contract audit programs to the fullest practical extent. 

The use of electronic equipment for data processing is a relatively 
new science, and there is a general lack of experience for the audit of such 
systems. Over the past three years the Auditor General has been studying 
these problems and developing audit guidelines and programs for electronic 
data processing systems. Initial study has shown that the auditors engaged 
in this work will need specialized training. An extensive training program 
for field audit personnel, begun early last year, is substantially completed. 

The term "directed audit programs" refers to uniform, detailed audit 
programs, printed in working paper format, covering those phases of an ac
count or activity which are of primary interest to top Air Force manage
ment. These programs are prepared by the Auditor General staff and are 
distributed for simultaneous world-wide application by Air Force auditors. 
The Air Force audit organization differs somewhat from the Army and 
Navy in that they work with a resident auditor concept as opposed to mobile 
or traveling auditors. The Air Force thus has the capability for concurrent 
world-wide execution of a standard audit program. It gives the Air Force 
a summarization capability with respect to audit reporting, which is often 
useful in presenting a command-wide or Air Force-wide picture for 
management purposes at the top echelons. I should emphasize that only 
selected phases of activities are to be covered by directed audit programs. 
The Air Force recognizes that its auditors must still use initiative, judgment, 
and professional ability to identify local needs which may not be covered 
by the directed programs and to extend their audit coverage accordingly. 

Internal Revenue Service 

The Internal Revenue Service is an outstanding example of an agency 
that has recognized the extreme importance of modern internal auditing 
concepts in its operations. The internal auditing division of the Service is 
responsible directly to an Assistant Commissioner, I t develops, coordinates, 
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and controls the policies and programs for internal audits which are designed 
to assure that responsibilities at all organizational levels are properly and 
effectively discharged, and to provide a basis for constructive action by 
management. The Commissioner of Internal Revenue, who has spent 
the greater part of his life in the auditing profession, has a real appreciation 
of the value of the internal audit function and has taken a keen interest 
in the establishment of procedures to assure prompt and effective action to 
correct deficiencies disclosed by internal audits. 

Department of Agriculture 
In 1954 the Department of Agriculture, one of the older departments, 

issued a "Statement of Internal Audit" to the heads of the Department's 
agencies. This statement emphasized the Department's position that 
internal auditing is a staff function completely independent of line opera
tions, thereby permitting the auditors to provide management with impartial 
views concerning their review and appraisal of agency policies, plans, and 
procedures. The primary objective of internal auditing was defined as 
assistance to management in achieving effective, efficient, and economical 
administration of the operations of the agency. In June 1956 the Secretary 
created in his office the position of staff assistant for program appraisal, thus 
giving added emphasis to the internal audit functions. 

Several agencies in the Department have good internal auditing; for 
example, the internal audit division of Commodity Stabilization Service. 
This agency includes the Commodity Credit Corporation, which is a 
Government corporation, whose transactions in loans and commodities 
amount to billions of dollars annually. The over-all objectives of its internal 
audits provide for ascertaining, reviewing, and appraising internal controls, 
financial data, policies, plans, and performance. All activities and major 
functions are audited. Audit reports are submitted promptly to appropriate 
management levels, and the top management is furnished with a monthly 
summary of audit findings. Recommendations are followed up to deter
mine whether appropriate action has been taken. 

Relationship of Agencies3 Internal Auditing to 
GAO Audit Responsibilities 

Officials of GAO are sometimes asked whether their audits duplicate in 
some respects those of the agencies' internal auditors. The answer to that 
question is based upon the difference between the final objectives and 
responsibilities of GA O and the agencies. GAO recognizes and has a vital 
interest in the accounting and internal control procedures of the agencies 
because they are the basic points for effective control of the Government's 



EVOLUTIONARY CHANGES IN AUDITING I4.J 

financial operations. As I mentioned earlier, GA O is required to give due 
regard to the effectiveness of agency accounting, internal controls, and 
related administrative practices. Its position in that respect is somewhat 
similar to that of public accountants. It has the responsibility to review 
agency management controls, including internal audits. It may accept or 
reject the work of the internal audit group, but in any event it must do 
sufficient detailed work to evaluate the work of internal auditors. In 
practice this is an appraisal, not a duplication. In 1957 the Comptroller 
General issued a statement of basic principles and concepts of internal 
auditing to the heads of all Federal Government departments and agencies. 
This statement enunciates principles and concepts that are generally in 
consonance with those advocated by the Institute of Internal Auditors, and 
it contains an explanation of the relationship of internal auditing to GAO's 
audit responsibilities. 

As an official of GA O during the past 12 years I have had an oppor
tunity to observe the management of Federal agencies. Internal auditing 
in many cases has progressed from a narrow concept of auditing only 
financial transactions and records to the present-day concept of a broad 
service to management. This evolution is still going at high speed. I believe 
that the professional stature of the internal auditor will become more firmly 
established as progress continues. 

Conclusion 
Many Federal agencies have made excellent progress in the application 

of modern principles and practices of auditing. In some cases, however, 
progress has been distressingly slow, and results have not been satisfactory. 
Nevertheless, the evidence indicates that, in general, greater progress has 
been made during the last decade than during any other period in the history 
of the Federal Government. 

Efficiency and economy in Government operations cannot be achieved 
without sound financial administration including the use of the type of 
accounting and auditing that is essential for modern management. Th e 
continued improvement and maintenance of sound financial administration 
in all Federal agencies is indeed an objective that deserves the full support 
of all professional accountants, their state and national accounting associ
ations, and the educational institutions throughout the Nation. 

Ofportunities for Accountants and Auditors 
in the Federal Government 

The Federal Government needs more professional accountants and 
auditors. The need is especially urgent for promising college-trained 
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accountants who can keep pace with the evolutionary developments now in 
process in Federal Government accounting and auditing. Never before in 
the history of the Government has the need been more urgent or the 
challenge greater than it is at this time. Attractive positions are being 
offered in a great variety of interesting accounting and auditing work in 
many Federal agencies located in the principal cities of the United States 
and in foreign countries. 

Many of the agencies in which these positions are being offered have 
well-developed internal audit organizations that make periodic full-scale 
internal audits of their bureaus, divisions, and field offices. Some of them 
send their auditors into the plants of industrial companies to audit contracts. 
Special investigations of many kinds are made by some agencies, such as the 
Federal Bureau of Investigation, GAO , the Post Office Department, 
the Internal Revenue Service, and the internal audit staffs of several 
other agencies. 

The technical and professional challenges in many agencies, both large 
and small, are such as to require high standards of competence and adequate 
training. The Federal career service offers unparalleled opportunities to 
those who are seeking careers in high-level accounting and management 
positions, as well as to those who are interested in pioneering in develop
ments in new management control techniques, such as electronic data 
processing, and scientific statistical sampling. 

Most of the larger agencies and some of the smaller ones conduct 
organized training programs. More and more emphasis is being placed 
on up-grading staff competency and on career development. According to 
a recent estimate the agencies have about 2,500 CPA's on their staffs, 
and the number is steadily increasing. Many employees take advantage of 
classroom and correspondence training as a means of preparing for CPA 
examinations. In GA O alone such training has been helpful assistance to 
about 100 employees in obtaining their CPA certificates after they joined 
the staff. Experience in GA O and on the larger internal and field audit 
staffs of other agencies is accepted, partially or wholly, by many of the 
states in considering experience qualifications for CPA candidates. 

Federal Government Accountants Association 

I would like to mention the Federal Government Accountants Associ
ation which is making a valuable contribution to the cause of good govern
ment and of which I have the honor of being the current president. This 
Association was incorporated in 1951 as a nonprofit organization in recog
nition of the need for a professional society of Federal accountants and 
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auditors. Its membership, comprised primarily of responsible accounting, 
auditing, and budget officers of the Federal agencies, is now about 3,000 
organized in 28 chapters from coast to coast, with one chapter in Japan, 
one in Frankfurt, Germany, and one in the Canal Zone. Its basic aims 
are the continued improvement of Federal financial control procedures, 
more efficient financial management, and improvement of the general 
caliber of Federal Government accounting and financial management 
personnel. These worthy aims are being furthered by its varied activities, 
such as an annual symposium, technical meetings, seminars, round-table 
discussions, cooperation with other professional societies, and publication of a 
technical journal. The technical journal, called The Federal Accountant, 
is published in March, June, September, and December by the Association 
in cooperation with the Graduate School of Business and Public Admin
istration, Cornell University, Ithaca, New York. 

The Association also published in 1956 a pamphlet entitled "Oppor
tunities for Accountants in the Federal Government" which was compiled 
in cooperation with the United States Civil Service Commission and dis
tributed to libraries and educational institutions throughout the country. 
Federal agencies seeking college graduates assisted in the preparation of the 
pamphlet by supplying extensive information on their needs for accountants 
and on available opportunities. 
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Balderson, J. W., Marietta College, Parkersburg, W. Va. 
Bangham, Robert R., The Ohio Society of CPAs, Columbus 
Battelle, Gordon S., Battelle & Battelle, Dayton 
Bauhof, Rudolf, Ernst & Ernst, Cleveland 
Baxter, Robert, Arnold, Hawk & Cuthbertson, Dayton 
Beamer, Elmer G., Haskins & Sells, Cleveland 
Beck, Clifford, The Road Building & Equipment Co., Norwalk 
Beckert, Ralph F., Ohio University, Athens 
Beisner, Harold, The Hewitt Soap Co., Dayton 
Bell, Doyt E., Bonney-Floyd Co., Columbus 
Bender, William J., King Electric Equipment Co., Cleveland 
Bennett, Hugh M., (Self), Columbus 
Bentley, Louis, The Reidy-Scanlan Co., Lorain 
Berberich, Stanley J., The Cincinnati Country Club, Cincinnati 
Bibbee, William O., Surface Combustion Corp., Columbus 
Biddle, John, Keller, Kirschner, Martin & Clinger, Columbus 
Blake, Matthew F., Hurdman & Cranstoun, New York, N.Y. 
Bloom, Alan K., O.S.U., Columbus 
Boland, Frank, Keller, Kirschner, Martin & Clinger, Columbus 
Boler, John, Clevite Harris Products, Inc., Napoleon 
Bolon, Dallas S., Dept. of Accounting, O.S.U., Columbus 
Bolon, Dallas S., (Mrs.), Columbus 
Bomeli, Edwin C  , Bowling Green State University, Bowling Green 
Bonawitz, Irving M., Bowling Green State University, Bowling Green 
Bookman, Robert, Nationwide Insurance Co., Columbus 
Bornman, Carl M., Cassel, Groneweg, Rohlfing & Clark, Dayton 
Bosse, Arthur H., U. S. Steel Corp., Pittsburgh, Pa. 
Bowers, Quentin E., Columbus Transit Co., Columbus 
Boyle, Jack O., Price Waterhouse & Co., Columbus 
Brandt, Harold P., Republic Steel Corp., Cleveland 
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Brickey, Robert H., Beyer, Brickey & Dickerson, Columbus 
Brigode, T  . Dale, Konopak & Dalton, Toledo 
Brill, J. Merle, The Buckeye Steel Castings Co., Columbus 
Brooks, Robert B., Cassel, Groneweg, RoJilfing & Clark, Dayton 
Brough, Richard C  , Nationwide Insurance Co., Columbus 
Brown, Gerald C  , Dept. of Accounting, O.S.U., Columbus 
Brunner, Charles F., Cleveland Electric Illuminating Co., Cleveland 
Brussee, Robert E., The Shelley Co., Thornville 
Buccalo, James, Keller, Kirchner, Martin & Clinger, Columbus 
Buehner, Louis J., Welsh & Leffingwell, Cleveland 
Bueter, Arnold G., U.S.A.F., Columbus. 
Bulloch, James, Dept. of Accounting, O.S.U., Columbus 
Burnham, Walter C  , (Prof.), Accounting, O.S.U., Columbus 
Beyer, Harmon W., Beyer, Brickey & Dickerson, Columbus 

Cahill, Paul V., G. H  . Leland, Inc., Dayton 
Camm, W. P., Arthur Andersen & Co., Cincinnati 
Camma, P., Haskins & Sells, Cincinnati 
Campbell, Charles R., Battelle & Battelle, Dayton 
Campbell, Donald F., Peat, Marwjck, Mitchell & Co., Columbus 
Campbell, Kenyon S., O.S.U. Development Fund, Columbus 
Campbell, Lome P., (Self), Ashtabula 
Carson, Gordon (Dr.), Vice President* O.S.U., Columbus 
Chapin, George A., Ernst & Ernst, Columbus 
Charles, D., Touche, Niven, Bailey & Smart, Dayton 
Childers, John A., (Self), Columbus 
Chrisman, G. Burgan, Chrisman & Edwards, Dayton 
Christiansen, Irving K., John Carroll University, Cleveland 
Christy, Samuel C  , Touche, Niven, Bailey & Smart, Dayton 
Clark, L. Frederick, Cassell Groneweg, Rohlfing & Clark, Dayton 
Clarke, N  . A., Howell & Paterno, Charleston, W, Va. 
Clinger, Ralph, Keller, Kirschner, Martin & Clinger, Columbus 
Coe, Glenn, Ernst & Ernst, Dayton 
Cole, Richard D., Battelle & Battelle, Dayton 
Collins, Pat, Chakers Theatres Inc., Springfield 
Conway, William F., Kent State University, Kent 
Cook, James C  , Ernst & Ernst, Columbus 
Cope, R. E., The Electric Auto-Lite Co., Toledo 
Cordray, C. N., John Deere Plow Co., Columbus 
Cotsamire, Harold E., Ohio Northern University, Ada 
Cox, Carson, (Prof.), Accounting, O.S.U., Columbus 
Cox, Fred J., O.S.U., Columbus 
Crew, J. C  , Touche, Niven, Bailey & Smart, Dayton 
Crist, S. D., Glick Furniture Co., Columbus 
Curl, John, Keller Kirschner, Martin & Clinger, Columbus 
Custer, Donald A., Touche, Niven, Bailey & Smart, Dayton 
Cutler, Eben C  , Arnold, Hawk & Cuthbertson, Dayton 
Cutlip, Tom, Keller, Kirschner, Martin & Clinger, Columbus 
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Darner, W. W., Cassel Groneweg, Rohlfing & Clark, Dayton 
Davies, William R., U. S. Steel Corp., Pittsburgh, Pa. 
Davis, C. X., Battelle & Battelle, Dayton 
Davis, Don R., Stim-U-Plant Laboratories, Columbus 
Davis, D. G., Detroit Harvester Co., Zanesville 
Davis, Gerald B., Heritage Securities, Inc., Columbus 
Dawson, Donald H., Arthur Young & Co., Cleveland 
Day, Lewis I., The Buckeye Steel Castings Co., Columbus 
Deibel, Stephen A., Ernst & Ernst, Columbus 
De Long, Paul, Bursar Business Office, O.S.U., Columbus 
De Maris, E. J., Univ. of Illinois, Urbana, Illinois 
Dennis, Fred C  , Lybrand, Ross Bros. & Montgomery, Cincinnati 
Dickason, John K., Cincinnati 
Dickerson, Dale M., Beyer, Brickey & Dickerson, Columbus 
Dickerson, T  . M., Western Reserve University, Cleveland 
Dickerson, William E,, (Prof.), Accounting, O.S.U., Columbus 
Dickson, Ralph, Keller, Kirschner, Martin & Clinger, Columbus 
Diehl, Lowell E., Stirgwolt, Baldwin & Loofbourrow, Columbus 
Domigan, Horace W., (Prof.), Accounting, O.S.U., Columbus 
Drake, Wm., O.S.U., Columbus 
Drake, John F., Walthall and Drake, Cleveland 
Drake, Thomas W., Ohio Wesleyan University, Delaware 
Driscoll, Phillip T., Ernst & Ernst, Columbus 
Dunavent, W. E., John Deere Plow Co., Columbus 

Eckelberry, George W., (Prof.), Accounting, O.S.U., Columbus 
Edwards, Maynard, City Natl. Bankfc Trust Co., Columbus 
Eichner, Richard C  , Arthur Andersen & Co., Cleveland 
Elmlinger, Joseph C  , Haskins & Sells, Cleveland 
Emery, J. M., Cols. & Southern Ohio Electric Co., Columbus 
Enouen, W. A., Touche, Niven, Bailey & Smart, Dayton 
Ensign, Hallie J., The Meyer Dairy Products Co., Cleveland 

Fast, Robert J., (Self), Fostoria 
Fawcett, Novice, (Dr.), Pres., O.SJU"., Columbus 
Fawcett, Stanley P., Ernst & Ernst, Columbus 
Feldmaier, Harold R., Arnold, Hawk & Cuthbertson, Dayton 
Fenner, J. B., The Electric Auto-Lite Co., Toledo 
Fertig, Paul E., (Prof.), Accounting, O.S.U., Columbus 
Fey, R. R., Metal Specialty Co., Cincinnati 
Ficocella, Philip, Keller, Kirschner, Martin & Clinger, Columbus 
Finney, Harry A., Orlando, Florida 
Finney, Harry A., (Mrs.), Orlando, Florida 
Fiosne, Harold, Ernst & Ernst, Columbus 
Flagel, David E., (Self), Dayton 
Fleig, W. J., (Mrs.), Columbus 
Flemming, Arthur S., (Dr.) , Pres, Ohio Wesleyan University, Delaware 
Ford, Ruth, Keller, Kirschner, Martin & Clinger, Columbus 
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Forsythe, W. Guy, Keller, Kirschner, Martin & Clinger, Columbus 
Frase, David, The Wartburg Press, Columbus 
Freeh, William A., The American Appraisal Co., Cleveland 
Frederick, W. D., Ernst & Ernst, Canton 
Froebe, John A., Fenn College, Cleveland 
Fullen, John B., Alumni Secy., O.S.U., Columbus 
Fuller, Robert C., Price Waterhouse & Co^ Columbus 
Fullerton, C. W., Farm Bureau Coop., Columbus 

Gallagher, T  . L., Jr., Transportation, Inc., Cleveland 
Gehler, Charles, (Self), Cincinnati 
Geis, Norwood, C  , University of Cincinnati, Cincinnati 
Gesell, Clarence, The Sheffield Corporation, Dayton 
Giflord, W. R., Price Waterhouse & Co., New York, N. Y. 
Gill, G. Bruce, O.S.U., Columbus 
Gillespie, William H., Carney & Vlahos, Dayton 
Gilliland, Don, Ernst & Ernst, Columbus 
Giltner, James E., Price Waterhouse & Co., Cleveland 
Glass, James R., Price Waterhouse & Co., Cleveland 
Glenn, D. W., Ernst & Ernst, Columbus 
Gogle, John M., Battelle & Battelle, Dayton 
Goodwin, Richard H., The Buckeye Steel Castings Co., Columbus 
Gorby, C. G., Ernst & Ernst, Canton 
Gordon, Agnes M., Dept. of Accounting, O.S.U., Columbus 
Gray, John L., Battelle Memorial Institute, Columbus 
Green, A. G., Cols. & Southern Ohio Electric Co., Columbus 
Griffin, C. H., University of Illinois, Urbana, Illinois 
Griffith, Oliver C  , Shelby 
Grimstad, Clayton R., (Prof.), Accounting, O.S.U., Columbus 
Groves, Ray J., Ernst & Ernst, Cleveland 
Guenther, Ernest H., Cassel, Groneweg, Rohlfing & Clark, Dayton 
Gunnarson, Arthur B., Exec. Sec, N.A.A., New York, N. Y. 
Gwilym, James B., Arthur Young & Co., Cleveland 

Hadeler, Robert E., Arnold, Hawk & Cuthbertson, Dayton 
Hall, Richard M., Chakeres Theatres, Inc., Springfield 
Hanak, Robert L., Lybrand, Ross Bros. & Montgomery, Cleveland 
Harbrecht, Robert, Battelle Memorial Institute, Columbus 
Harmon, M. J., Clevite Harris Products Inc., Napoleon 
Harrington, W. J., Haskins & Sells, Cincinnati 
Hart, John D., Monarch Marking System, Dayton 
Hassler, Russell H., (Dean), School of Bus. Adm., Harvard Univ., Boston, Mass. 
Hatcher, Fred L, Diamond Power Specialty Corp., Lancaster 
Heckert, J. Brooks, (Prof.), Accounting, O.S.U., Columbus 
Heimann, W. A., Cols. & Southern Ohio Electric Co., Columbus 
Heimberger, Frederick W., (Dr.), V. Pres., O.S.U., Columbus 
Hepworth, Samuel, Univ. of Michigan, Ann Arbor, Michigan 
Hcrrick, Earl, Touche, Niven, Bailey & Smart, Dayton 
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Herrick, John H., Director, Univ. Plant Studies, O.S.U., Columbus 
Highfield, Grace, Keller, Kirschner, Martin & Clinger, Columbus 
Hinman, C. N., Bowling Green State Univ., Bowling Green 
Hirsch, Rudy, Katz, Wagner & Co., Chicago, Illinois 
Hiscox, Ronald E., Ernst & Ernst, Erie, Penna. 
Hoch, W. H., Nationwide Ins. Co., Columbus 
Hoffman, J. Marion, (Self), Dayton 
Hogan, George T., The Brown-Bridge Mills Inc., Troy 
Holan, Robert P., F. W. Lafrentz & Co., Cleveland 
Hopkins, Leonard, Keller, Kirschner, Martin & Clinger, Columbus 
Howe, Harold W., Asst. Treas., The H . C. Godman Co., Columbus 
Howell, Brian L., Price Waterhouse & Co., Columbus 
Hrenko, Paul, Battelle Memorial Institute, Columbus 
Huels, Robert J., Cassel, Groneweg, Rohlfing & Clark, Dayton 
Huelskamp, Robert, Cassel, Groneweg, Rohlfing & Clark, Dayton 
Hummel, R. A., Haskins & Sells, Cincinnati 
Hunter, Win. H., Cassel, Groneweg, Rohlfing & Clark, Dayton 

Irwin, James E., The Ohio Fuel Gas Co., Columbus 

Jacoby, Thomas H., John A. Childers, Columbus 
Janson, Ernest V., Jr., Lybrand, Ross Bros. & Montgomery, New York, N. Y. 
Jasper, H . W., Univ. of Illinois, Urbana, Illinois 
Jenks, William B., (Prof.), Accounting, O.S.U., Columbus 
Jennings, Alvin R., American Institute of CPAs, New York, N  . Y. 
Johnson, Harold A., Packer, Deislinger & Johnson, Warren 
Johnson, Marvin, Arthur Andersen & Co., Cleveland 
Johnson, Merlyn K., Touche, Niven, Bailey & Smart, Detroit, Michigan 
Johnston, Richard P., Price Waterhouse & Co., Columbus 
Jones, R. D., Touche, Niven, Bailey & Smart, Dayton 

Kane, Howard H., Bowling Green State Univ., Bowling Green 
Kaparos, George, Battelle Memorial Institute, Columbus 
KaufFman, Stanley C  , Arthur Andersen & Co., Cleveland 
Keenan, Richard D., Price Waterhouse & Co., Cleveland 
Kellogg, Lester C  , Deere & Co., Moline, Illinois 
Kelly, Carl F., Natl. Electric Coil Co., Columbus 
Kelsey, George W., Kelsey & Kelsey, Cleveland 
Kennedy, D. L., Haskins & Sells, Cincinnati 
Kennedy, Jack W., John Gerlach & Co., Columbus 
Kennedy, L. C  , Nationwide Ins. Co., Columbus 
Kesatie, W. E., Monarch Marking System Co., Dayton 
King, Dale E., Arthur Young & Co., Cleveland 
King, Joseph A., Buckenmeyer & King, Toledo 
Koch, Joseph, Ernst & Ernst, Columbus 
Kohler, E. L. (Self), Chicago, Illinois 
Kuhnle, Howard, Cols. Board of Education, Columbus 
Kuntz, Charles A., Bus. Office, O.S.U., Columbus 
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Lacey, C. E., Nationwide Ins. Co., Columbus 
Langdon, Elmore C  , W. E. Langdon & Sons, Columbus 
Langdon, Paul R., Battelle Memorial Institute, Columbus 
Langdon, W. E.3 W. E. Langdon & Sons, Columbus 
Langdon, Larry, O.S.U., Columbus 
Lange, Jacqueline E., Touclie, Niven, Bailey & Smart, Dayton 
Laplace, William B., Haskins & Sells, Cleveland 
Leffingwell, Douglas C  , Welsh & Leffingwell, Cleveland 
Leis, R. O., Ernst & Ernst, Columbus 
Lisk, B. C  , Ernst & Ernst, Cincinnati 
Loofbourjow, Clark E., Stirgwolt, Baldwin & Loofbourrow, Columbus 
Lutz, Rowland H., Cols. Coated Fabrics Corp., Columbus 
Lyle, Harry C  , Dept. of Accounting, O.S.U., Columbus 

McCartney, James E., Collins, Buri & McConkey, Detroit, Michigan 
McCool, Walter L., Internal Revenue Service, Columbus 
McCoy, James R., (Prof.), Accounting, O.S.U., Columbus 
McCoy, James R., (Mrs.), Columbus 
McCoy, Wallace E., Ernst & Ernst, Columbus 
McElyea, S. D., U. S. General Accounting Office, Dayton 
McGurr, Francis J., Dept. of Accounting, O.S.U., Columbus 
McVie, A. M., Eli Lilly & Co., Indianapolis, Indiana 
Macbeth, E.A.D., Touche, Niven, Bailey & Smart, Dayton 
MacDonald, Dean, Columbus 
MacGowan, Thomas G., The Firestone Tire & Rubber Co., Akron 
Mader, R. O., Guarantee Title & Trust Co., Columbus 
Malcolm, Robert, O.S.IL, Columbus 
Markel, Roy, Arriold, Hawk & Cuthbertson, Dayton 
Marks, Wayne, Battelle & Battelle, Dayton 
Marshall, E. J., The Beacon Mutual Indemnity Co., Columbus 
Martin, John, Keller, Kirschner, Martin & Clinger, Columbus 
Martin, Richard, Battelle & Battelle, Dayton 
Martin, W. Harold, Kent State University, Kent 
Maughmer, Ernest C  , The Farm Bureau Cooperative Assn., Inc., Columbus 
Mautz, Robert K., Univ. of Illinois, Urbana, Illinois 
Maynard, R. M., Price Waterhouse & Co., New York, N; Y. 
Meinhart, G. E., Ernst & Ernst, Columbus 
Merrick, Charles, Oil & Gas Ventures, Inc., New York, N. Y. 
Metcalf, Richard, O.S.U., Columbus 
Metcalf, Richard, Lybrand, Ross Bros. & Montgomery, New York, N. Y. 
Michaud, (Prof.), John Carroll University, Cleveland 
Miller, George T., Stromberg & Associates, Cleveland 
Miller, Herbert E., University of Michigan, Ann Arbor, Michigan 
Miller, Hermann C  , (Mrs.), Columbus 
Miller, W. Harold, Nationwide Ins. Co., Columbus 
Milligan, Dan, Keller, Kirschner, Martin & Clinger, Zanesville 
Minnear, R. E., Touche, Niven, Bailey & Smart, Dayton 
Minutilli, Ben, Keller, Kirschner, Martin & Clinger; Columbus 
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Mitchell, C. F., Jr., The Hewitt Soap Co., Inc., Dayton 
Mitchell, William A., Lybrand, Ross Bros. & Montgomery, New York, N. Y. 
Mollenkopf, H . L., The General Tire and Rubber Co., Akron 
Moore, Robert, (Prof.), John Carroll University, Cleveland 
Morris, Karl K., (Self), Cleveland 
Morris, Robert J., Cols. & Southern Ohio Electric Co., Columbus 
Murdock, Donald R., (Self), Washington C. H . 
Mutchler, B. F., B. F. Goodrich Industrial Products Co., Akron 
Myers, S. M., Ernst & Ernst, Cleveland 

Nagy, Charles F., (Prof.), Accounting, O.S.U., Columbus 
Neil, Howard L., Monarch Marking System Co., Dayton 
Nein, Raymond W., Cassel Groneweg, Rohlfing & Clark, Dayton 
Nelson, Nels C  , Peat, Marwick, Mitchell & Co., Cleveland 
Neubig, Robert D., (Prof.), Accounting, O.S.U., Columbus 
Newell, C, Clyde, The Buckeye Steel Castings Co., Columbus 
Newman, William A., Jr., Fed. Govt. Accountants Assn., Washington, D. C. 
Nicol, L.H.C., Ernst & Ernst, Columbus 
Nicol, William B., Meaden & Moore CPA's, Cleveland 
Niswonger, C. Rollin, American Accounting Assn., Oxford 
Nitsche, R. E., Marietta College, Belpre 
Noble, Paul L., Business & Finance, O.S.U., Columbus 
Noell, Edwin P., Lybrand, Ross Bros. & Montgomery, Cleveland 
Northrup, Richard V., (Prof.), Accounting, O.S.U., Columbus 
Nystrom, U. A., The Fairfleld Engineering Co., Marion 

Ochsenwald, Wm. T., The Ohio Fuel Gas Co., Columbus 
Olt, H. J., Touche, Niven, Bailey & Smart, Dayton 
Otto, Frank J., Haskins & Sells, Cleveland 
Overmeyer, H  . C  , Ernst & Ernst, Cleveland 
Owen, Robert E., G. H  . Ireland Inc., Dayton 
Owen, Thomas W., Lybrand, Ross Bros. & Montgomery, Cleveland 

Pabst, Donald F., Dept. of Accounting, O.S.U., Columbus 
Paddock, Richard W., Battelle & Battelle, Dayton 
Palmer, James E., Keller, Kirschner, Martin & Clinger, Columbus 
Parker, R. A., Touche, Niven, Bailey & Smart, Dayton 
Patten, Thomas L., Stirgwolt, Baldwin & Loofbourrow, Columbus 
Patterson, Wm. H., The Ohio Fuel Gas Co., Columbus 
Patton, John A, Modern Metal Mfg. Co., Cleveland 
Patton, W. H., Army Audit Agency, Columbus 
Payne, John B., Peat, Marwick, Mitchell & Co., Columbus 
Perkins, Charles A., Arnold, Hawk & Cuthbertson, Dayton 
Perry, Donald G., Lybrand, Ross Bros. & Montgomery, San Francisco, California 
Perry, K. W., Univ. of Illinois, Urbana, Illinois 
Peters, Thomas, Keller, Kirschner, Martin & Clinger, Columbus 
Peters, Walter W., Ernst & Ernst, Cincinnati 
Phillips, W. Earl, Arthur Young & Co., Cincinnati 
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Pierce, Kenneth, Peat, Marwick, Mitchell & Co., Columbus 
Pittman, V. H., American Steel Foundries, Alliance 
Pritchett, Zollie F., Columbus 
Proffitt, Hazel, (Miss), Faculty Club, O.S.U., Columbus 
Proppe, Edward, O.S.U., Columbus 
Pulsinelli, Frank, Keller, Kirschner, Martin & Clinger, Columbus 
Pyle, Robert L., The American Appraisal Co., Cleveland 

Rachor, F. Joseph, Arthur Andersen & Co., Cleveland 
Rasmussen, Neal A., South-Western Publishing Co., Cincinnati 
Ratliff, E. F., Eli Lilly & Co., Indianapolis, Indiana 
Ream, W. T., Stirgwolt, Baldwin & Loofbourrow, Columbus 
Redman, D. R., The Ohio Fuel Gas Co., Columbus 
Rehula, Lad A., Haskins & Sells, Cleveland 
Rice, Clyde L., U. S. Atomic Energy Commission, Portsmouth 
Rice, W. E., Touche, Niven, Bailey & Smart, Dayton 
Richey, Harry, Nationwide Ins. Co., Columbus 
Richmond, R. L., The B. F. Goodrich Co., Akron 
Rieser, F. P., Touche, Niven, Bailey & Smart, Dayton 
Rigrish, L. A., (Mrs.), The American Jersey Cattle Club, Columbus 
Robb, James, Keller, Kirschner, Martin & Clinger, Columbus 
Robb, John, Keller, Kirschner, Martin & Clinger, Columbus 
Robertson, James W., Robertson & Co., Columbus 
Robinson, Howard, Keller, Kirschner, Martin & Clinger, Zanesville 
Rodgers, Edward, Cassel, Groneweg, Rohlfing & Clark, Dayton 
Rohlfing, Paul G., Cassel, Groneweg, Rohlfing & Clark, Dayton 
Rothschild, Gerald H., Price Waterhouse & Co., Cleveland 
Royer, William F., Haskins & Sells, Detroit, Michigan 
Rudy, Robert S., White Castle System, Inc., Columbus 
Ryan, John, Ernst & Ernst, Columbus 

Sachleben, Leon J., Touche, Niven, Bailey & Smart, Dayton 
Saunders, Roger A., Price Waterhouse & Co., Columbus 
Schlosser, R. E., Univ. of Illinois, Urbana, Illinois 
Schmeltz, William F., Bowling Green State Univ., Bowling Green 
Schmidt, C. L., Alexander Grant & Co., Cincinnati 
Schoonover, John D., O.S.U., Columbus 
Schwartz, Paul E., Ashland College, Ashland 
Scott, Harold W., Haskins & Sells, Detroit, Michigan 
Sebastian, Arthur J., Internal Revenue Department, Columbus 
Serraino, William J., Dept. of Accounting, O.S.U., Columbus 
Sharp, Raymond, Keller, Kirschner, Martin & Clinger, Columbus 
Shary, John M., Peat, Marwick, Mitchell & Co., Columbus 
Shaver, P. D., Haskins & Sells, Cincinnati 
Shaw, R. H., Nationwide Mutual Ins. Cos., Columbus 
Shawen, Donald M., (Self), Perrysburg 
Sheppard, Charles F., (Self), Ashtabula 
Shively, E., O.S.U,, Columbus 
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Shonting, Daniel M., (Prof.), Accounting, OJ5.U., Columbus 
Showalters, Robert, Marietta College, Marietta 
Skinner, R. C  , Ernst & Ernst, Columbus 
Sklenar, H . A., Marietta College, Parkersburg, W. Va. 
Slocum, William M., Dept. of Accounting, O.S.U., Columbus 
Smith, Benjamin L., (Prof.), Accounting, Marietta College, Marietta 
Smith, Nillis A., F. W. Lafrentz & Co., Cleveland 
Smith, R. G., Nationwide Ins. Co., Columbus 
Smith, Walter M., (Self), Columbus 
Snodgrass, David, Marietta College, Marietta 
Snyder, Clarence W., John A. Roebling's Sons Corp., Trenton, N  . J. 
Spengler, W. F., Owens-Illinois Glass Co., Toledo 
Stanley, John, Ernst & Ernst, Cleveland 
Starr, Abner J., Lybrand, Ross Bros. & Montgomery, Cincinnati 
Steele, John, Placement Dir., O.S.U., Columbus 
Steppert, Arthur W., The Buckeye Steel Castings Co., Columbus 
Stevenson, Robert K., The Beckett Paper Co., Hamilton 
Stirgwolt, Irwin G., Stirgwolt, Baldwin & Loofbourrow, Columbus 
Stockard, Arch M., Miami University, Oxford 
Strasser, Fred, Keller, Kirschner, Martin & Clinger, Columbus 
Strelecky, M. J., Surface Combustion Corp., Columbus 
Streng, Robert, Keller, Kirschner, Martin & Clinger, Columbus 
Stubbs, Gordon C  , Haskins & Sells, Cincinnati 
Stuts, George, Nationwide Ins. Co., Columbus 
Sugarman, Norman A., Baker, Hostetler & Patterson, Cleveland 
Summers, Ernest, Lybrand, Ross Bros. & Montgomery, Cleveland 
Swormstedt, Allan W., Haskins & Sells, Cleveland 
Swormstedt, Charles W., Haskins & Sells, Cincinnati 

Taylor, Richard, Battelle & Battelle, Dayton 
Thayer, James E., Thayer, Kleines & Co., Akron 
Thompson, David W., Peat, Marwick, Mitchell & Co., New York, N . Y. 
Tracy, Paul A., The Central Ohio Paper Co., Columbus 
Traeger, Morris, Treager, Rose & Associates, Cleveland 
Trueblood, Robert M., Touche, Niven, Bailey & Smart, Pittsburgh, Penna. 
Turley, C. E., Parker, Bolin & Craig, Columbus 
Turley, C. E. (Mrs.), Columbus 
Tuttle, A. W., Peat, Marwick, Mitchell & Co., Columbus 
Tuttle, Chauncey, W., Jr., O.S.U., Columbus 

Unger, Frederick W., Price Waterhouse & Co., Cleveland 

Valentino, Joseph R., Peat, Marwick, Mitchell & Co., Columbus 
Vannoy, E. M., Marietta College, Parkersburg, W. Va. 
Vaughn, Wallace, Battelle Memorial Institute, Columbus 
Velman, Sarah Ann, Ohio Wesleyan University, Delaware 
Vlahos, John K., Carney & Vlahos, Dayton 
Vogt, Darrell B., Erie Ordnance Depot, Port Clinton 
Vozenilek, Emil, The Wartburg Press, Columbus 
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Walker, C. W., Haskins & Sells, Cincinnati 
Walker, James, Jr., Ernst & Ernst, Dayton 
Wallace, Bert W., Arthur Young & Co., Cleveland 
Walters, Everett, (Dean), Graduate School, O.S.U., Columbus 
Warrington, Howard M., Prentice-Hall, Inc., Englewood Cliffs, N  . J. 
Waterfield, Willis K*, Lybrand, Ross Bros. & Montgomery, Cincinnati 
Waterman, Charles B., U. S. Atomic Energy Commission, Portsmouth 
Waymouth, R. H., Haskins & Sells, Cincinnati 
Weary, K. L., U. S. General Accounting Office, Cincinnati 
Weeks, William, Keller, Kirschner, Martin & Clinger, Columbus 
Weidler, Walter C  , (Dean), College of Commerce & Adm., O. S. U., Columbus 
Weidler, Walter C  , (Mrs.), Columbus 
Welsch, E. Robert, Arthur Andersen & Co., Cleveland 
Weston, E. Wallace, The Weston Paper & Mfg. Co., Dayton 
Weyrich, Harry, Haskins & Sells, Cincinnati 
Wieser, Charles, Touche, Niven, Bailey & Smart, Detroit, Michigan 
Wilburn, Charles W., Ernst & Ernst, Columbus 
Wilcox, William G., University Relations, O.S.U., Columbus 
Wilkins, Charles W., Haskins & Sells, Cincinnati 
Williams, Thomas H., University of Cincinnati, Cincinnati 
Willis, Herbert H., Central State College, Wilberforce 
Wilson, Jack D., Wilson Accounting Service, Piqua 
WincheU, George, Arthur Andersen & Co., Cleveland 
Woltz, Harry, (Self), Elyria 
Wright, J. L., Touche, Niven, Bailey & Smart, Dayton 
Wright, Le Hart, University of Michigan, Ann Arbor, Michigan 
Wyatt, A. R., Univ, of Illinois, Urbana, Illinois 

Yager, Ben, Miami University, Oxford 
Yager, Paul D., Lybrand, Ross Bros. & Montgomery, Washington, D. C. 
Yankee, Glen G., Miami University, Oxford 
Yocum, James C  , Bur. of Bur. Research, O.S.U., Columbus 
Yoder, Roger, Detroit Steel Corp., Detroit, Michigan 

Ziegler, John H., Fenn College, Cleveland 
Zimmerman, V. K., Univ. of Illinois, Urbana, Illinois 
Zwick, Irving R., Solar Steel Corp., Cleveland 



AVAILABLE COLLEGE OF COMMERCE 
CONFERENCE SERIES 

(Missing- numbers are out of print) 

1953 
90. The Tenth Annual Advertising and Sales Promotion Executive Conference 
92. The Tenth Annual Conference on Restaurant Management 

1954 

93. The Fifth Annual Life Agency Management Conference 
94. The Sixteenth Annual Institute on Accounting 
96. The Eighteenth Annual Conference of Executives of State and Local Trade 

Associations 
98. The Eleventh Annual Conference of Sales Managers 

1955 

104. The Nineteenth Annual Conference of Executives of State and Local Trade 
Associations 

1956 

107. The Seventh Annual Life Agency Management Conference 
108. The Seventh Annual Life and Casualty Conference 
109. The Eighteenth Annual Institute on Accounting 
113. The Twentieth Annual Conference of Executives of State and Local Trade 

Associations 
114. The Thirteenth Annual Advertising and Sales Promotion Executive Confer

ence 
1957 

117. The Eighteenth Annual Personnel Institute. 
118. The Nineteenth Annual Institute on Accounting. 
119. The Fourteenth Annual Conference of Sales Managers 
120. The Twenty-first Annual Conference of Executives of State and Local 

Trade Associations 
121. The Fourteenth Annual Advertising and Sales Promotion Executive Confer

ence 
122. The Ninth Annual Insurance Conferences 
123. The Tenth Annual National Consumer Credit Conference 


