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THE ROOTS OF PROFESSIONAL ETHICS 
Louis H. PILIE 

President^ American Institute of 
Certified Public Accountants 

New OflemtSy Louisiana 

My remarks will apply with equal force to accountants in public 
practice, in education, in industry, in government. 

We often speak of professional or business ethics as opposed to gen
eral ethics as if the two things were unrelated. I propose to talk about 
both kinds of ethics and I hope to show that essentially they constitute 
not two subjects but one. This is evident from the fact that most of the 
definitions of ethics apply equally to professional ethics and to general 
ethics. Here is one definition that illustrates the point: "Ethics is the art 
or science of man's efforts to live in proper harmonious relationship with 
other men, groups, or institutions; and the study of his moral responsibil
ity to discern the rightness or wrongness of his actions." 

I wish, however^ to do more than establish a connection between 
professional ethics and general ethics. I would like to show that both are 
bound up with our religious traditions. In fact, I believe that ethical be
havior in human beings has its source in the supernatural. I am not alone 
in thinking this way. I am convinced that most people agree with me, 
though for some reason we have a tendency to be reticent about express
ing such thoughts. 

But whether we speak of them or not, most of us I am sure devote 
a great deal of thought to the problems of professional ethics and the 
relationship of these problems to religious and moral teaching. Long ago 
the Irish philosopher and clergyman, George Berkeley, said, "Whatever 
the world thinks, he who hath not much meditated upon God, the human 
mind, and the summum bonum, may possibly make a thriving earth
worm, but will most indubitably make a sorry patriot and a sorry states^-
man." I would venture the opinion that such a man would also make 
a sorry accountant, whether he be in public or private service. 

You might ask why we accountants should be concerned with ethical 
matters beyond the sphere of our professional activities. My reply is that 
we bear a particular responsibility because of our influence on our clients, 
businessmen in general, and on the public. In an industrial society such 
as ours the attitudes of businessmen are regarded with respect, and ethical 
leadership has a special force when it issues from practical men of affairs. 
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In order to see where the concept of professional ethics comes from, 
let us review some of the basic ideas governing moral behavior. Man is 
by nature a moral creature. He has a sense of right and wrong. He uses 
his reason, a God-sent gift, and from the natural order he derives laws 
which guide his ethical life. The pagan philisophers, particularly Plato 
and Aristotle, had this rational faculty to preeminent degree and con
structed ethical systems which have influenced men's conduct for over 
2,000 years. 

Through reason alone man can arrive at the conception of natural 
law as a rule of life which goes beyond individual desires. Reason teaches 
men in a general way what is right, but it rarely descends to particulars. 
For this a spiritual guide is necessary. 

Moral law, which is a detailed code for humanity's conduct, began 
with God's injunction to Adam and Eve not to eat the forbidden fruit. 
It has been developed and refined through the centuries. According to 
the teachings of the great Judaeo-Christian tradition, of which we are 
the heirs, God gave to Moses on Mt. Sinai the Ten Commandments, 
which form the cornerstone of moral law. 

It has been the work of theologians to specify in detail the generali
ties of moral law. In observing these moral precepts men act in justice, 
for morality is based on justice. 

Applying generally to all accountants, it can readily be seen that 
the American Institute's code of professional ethics is closely bound up 
with moral law. Its purposes are substantially the same, and it has evolved 
in a similar way. That our code has a moral base is evident from its 
concern with our responsibility to our fellow practitioners, to our clients 
and to the public. I am afraid that some of us tend to view the Institute's 
code merely as a set of rules, the primary purpose of which is to prevent 
one member of the profession from, say, soliciting another's clients or 
employees. If this were true our code would have a purely selfish pur
pose and would contravene the moral code. However, the code is basical
ly concerned with those outside the profession and is fully consistent with 
moral law. Of course, some of our ethical rules apply only to professional 
men. There is nothing essentially immoral about advertising, solicitation, 
fee splitting or practice in corporate form. Laymen may do these things 
without violating moral law, but we may not do them. Because of the 
trust placed in us, we assume a special responsibility and are governed 
by special rules. 

Th e evolving of our rules of professional ethics, to accord with 
changing conditions is closely analogous to the detailing of moral law 
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which I have previously described. Let me give you two illustrations of 
this process. 

The first concerns the proposed new codification of our profession
al ethics, approved last month by the Institute's Council. In connection 
with this work, the committee on professional ethics recommended that 
henceforth we should speak of the "code of professional ethics" rather 
that the "rules of professional conduct." A proposal is now in process 
to amend the Institute's by-laws to give effect to this point of view. 
Needless to say, I approve this suggested change, because by the use of 
the word "ethics" as applied to our professional affairs we underscore the 
relationship between professional ethics and general ethics. 

The second illustration has to do with the proposed new rule on 
independence, which will again be before the profession at the Institute's 
annual meeting in Chicago next fall. This proposal is a step in the 
development of specific criteria for judging the auditor's independence. 
If it is adopted, the code will no longer say that independence is a state 
of mind and that you are independent if you think you are. The proposed 
rule will ask you to determine what others would think if they knew all 
the facts. If adopted, the rule would prevent you from being a director 
of a corporation whose books you audit. You would not be permitted to 
express an opinion on the statements of a corporation if you have a 
financial interest in it—any financial interest. The rules are becoming 
more specific and pointed. God did not say to Moses, "Thou shalt not 
be wicked, and wickedness is a state of mind." Rather He said, "Thou 
shalt not kill, steal, commit adultery, bear false witness," and so on. 

The relationship between professional ethics and economic affairs 
can be put into better perspective if we go back in history and review 
briefly man's changing attitudes toward the place of morality in com
merical enterprise. 

During the Middle Ages in Europe society was thought of as a 
spiritual organism. It was stratified into several classes, each having its 
special function to perform for the good of the whole. Economic activity 
was regarded as a necessary evil and was subordinated to moral authority. 
As a consequence business affairs were subject to severe restrictions. The 
amount of profit a man could make from the sale or manufacture of 
material goods was frequently limited by law. Usury, the charging of 
fixed rates of interest, was outlawed. And there were innumerable 
diatribes against the sin of avarice. 

The mediaeval religious guilds, which flourished as such in England 
after the Norman conquest, exerted great influence in man's behavior 
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in business. Hence their tie-in with ethics. As early as the n t  h century, 
the Orcy's guild at Abbotsbury and the fraternity at Exeter, had pro
visions covering fines for neglect of duty and for improper conduct. 
Also, their statutes called for prayers for the dead, attendance at funerals 
of guildsmen, periodical banquets and meetings in the guildhall, mutual 
assistance in distress, and a very solemn entrance oath.1 

During the Industrial Revolution in the eighteenth and nineteenth 
centuries a different attitude toward economics become evident—an at
titude which tended to separate moral elements from commercial affairs. 
Business activity, which had greatly increased because of technological 
advances, was regarded as a self-adjusting machine, obedient to the laws 
of supply and demand. Expediency became the main criterion for reach
ing any economic decision. It was almost universally assumed that eco
nomic forces unchecked would result in the greatest good for the greatest 
number. Influenced by the advances of science in other fields, men of that 
era applied the new method of science to economic forces. This doctrine, 
known as laissez faire economics, received its most complete expression 
in the work of Adam Smith. 

Smith's followers, as so often happens with the disciples of original 
thinkers, tended to be more extreme than he, so that economics and 
religious activities became even farther separated. The result was that in 
the minds of many men the conviction grew that business and religion 
do not mix. Business and ethics were put in separate watertight compart
ments, and while it was conceded that some balance should be maintained 
between them, neither appeared to have any great relevance to the other. 
A man could spend his six working days each week in pursuit of his 
own self-interest and on the seventh give service (or lip service) to God. 

God Himself came to be regarded as a remote first cause uncaused, 
Who had set things in motion but Who did not care enough about men 
to intervene in their affairs. At one point He was even compared to a 
watchmaker who had made and wound the watch which now ticks on 
without His help. 

Objections to the doctrine of laissez faire arose almost as soon as 
it was formulated. For example, John Ruskin spoke of man whose motive 
power was not steam, magnetism, gravitation, or any other agent of 
calculable force, but a soul. He added that "The force of this very peculiar 
agent, as an unknown quantity, enters into all the political economists's 
equations, without his knowledge, and falsifies every one of their results." 
Gradually it came to be doubted that the harsh doctrine of individualism 

(*•) Encyclopedia Britannica. 
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was a panacea for economic difficulties. The severe swings of the business 
cycle soon proved that the pursuit of selfish interests did not automatically 
yield desirable economic results. 

The doctrine of laissez faire and of individualism was never carried 
to its logical extreme. It was soon apparent that adherence to some moral 
code was necessary to the proper functioning of the system. There were 
attempts to alleviate the sufferings of the working class. The child labor 
laws represent other restrictions on the right of the individual to hire 
whomever he chose. Later there came the pure food and drug laws, 
social security legislation, guarantees of collective bargaining, public 
housing programs, and so on. All of these represent departures from the 
doctrine of laissez faire, but more important they imply acceptance of 
moral standards as checks on economic conduct. Though it may not be 
generally conceded, our religious and ethical heritage from the remote 
past has probably prevented our economy, and our society with it, from 
falling into chaos. 

This heritage of religion and ethics has made itself felt with increas
ing force in our own day. There has been a resurgence of religion in 
this country since the war. At present over ioo million Americans profess 
allegiance to some formal religion. And even among those who no longer 
subscribe to religious doctrines, belief in the ethics of the great religions 
lives on as an afterglow. 

Man clings to the belief that there is order in the universe and that 
he is somehow related to the total plan. He wants to do what he thinks 
is ultimately right. For evidence of this we need look no farther than 
yesterday's newspapers for national concern over quiz scandals and 
payola. Editorials are written on the problem of conflict of interest in 
our great corporations and in government itself. Americans are showing 
an increased tendency to concern themselves with moral problems and 
even to adopt codes of ethics for their guidance in practical business affairs. 
This general movement is reflected in our profession's increased concern 
with ethical problems and our continuing efforts to improve and refine 
our codes of conduct. 

The two conflicting historical trends which I have described exert 
their influence on us to this day. Because they are so different we are 
pulled in opposite directions. In our business and professional affairs we 
tend to act through expediency, when we should be guided by ethical 
and even religious considerations. I am firmly convinced that those 
C.P.A.S who approach the realities of professional practice with the per
spective that adherence to a religious creed provides have a great ad
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vantage over those who do not. They bring to practical activities a depth 
of understanding that is lacking in unbelievers. In the end, there is no 
separating the inner life of the spirit from worldly affairs, and practical 
ethics has become an element of industrial life as real and as vital as raw 
material is to the manufacturing process. 

Adherence to ethical standards, whether professional or general, 
means refraining from wrongdoing. But it means something more. As 
Edmund Burke said, "All that is necessary for the triumph of evil is that 
good men do nothing." I am urging that accountants take affirmative 
action to insure the defeat of evil. 

Here are a few specifics. Most of the characteristics that a pro
fessional accountant needs in his practice can be epitomized in the one 
word "Responsibility." He must be a person of responsibility, honest with 
himself and with others. If he is these things, he will enjoy a reputation 
for integrity which will be one of his major assets. 

Whenever a C.P.A. signs an audit or a tax return, he is staking his 
professional reputation on the truth of the statements made. He should 
not seek refuge in language which is literally true but which may convey 
a misleading impression. 

There are two kinds of truth: moral and logical. Logical truth is 
the conformity of thought with objective reality. Moral truth is the 
conformity of my speech with what is in my mind. It is possible to have 
moral truth without logical truth. I may think that a fact is true and 
say so. If I later discover that it is not true, there is no moral guilt. I 
have simply made what is known as "an honest mistake." It is the 
accountant's professional responsibility to narrow the gap between moral 
truth and logical truth. This underscores the importance of professional 
competence both for individuals and for firms. The C.P.A. has a responsi
bility to make himself as professionally competent as he can, because by 
declaring that he is a C.P.A. he is saying that he is competent, and he must 
not say that which is not so. 

In his professional practice the accountant should do unto others 
that which he would have others do unto him. He should do his utmost 
to enhance his profession's reputation in the eyes of the public. Francis 
Bacon once said that every man is a debtor to his profession and since 
men receive benefits from their profession, "so ought they of duty to 
endeavor themselves by way of amends to be a help and ornament 
thereto." 

In closing, I should like to say a few words about the educational 
task in professional ethics. 
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W e must build character by self-discipline. Young men entering 
the profession must be oriented to professional practice involving concepts 
of ethics and independence. Employers, executives and educators must 
assume responsibility for this educational task. 

The controller, the internal auditor, the government agent and the 
practitioner, each should study articles in his professional journals and 
devote part of his time to the study of ethical problems. He should attend 
his society and chapter meetings devoted to questions of ethics, and when 
in doubt about the proper course of action he should seek the advice of 
his colleagues. 

Part of the practitioner's office routine should be devoted to a con
sideration of his responsibilities to his clients, his colleagues, and to the 
public. 

He should study the teachings of his religion with a view to apply
ing them to his professional life. 

The code of ethics must be kept up-to-date, though it must still 
be grounded in the moral law. 

If we do all of these things, we will not only have the trappings 
of a profession, but we will be a profession in essence. 



PROFESSIONAL ETHICS IN MODERN BUSINESS 

THOMAS G. HIGGINS, C.F.A. 

Arthur Young &? Company, 
New York, N. F. 

This is an important anniversary for me. It so happens that 40 years 
ago today, at this very hour, I was standing on a pier in Liverpool, all 
set to emigrate to the United States. Now, since it is the habit of account
ants to dwell on particular dates and periods of time, I suppose it is almost 
inevitable that what I have to say today should have something to do with 
what has been happening in the business world during the last 40 years. 
The happenings of the recent past, which have an important bearing on 
the subject of today's address, make it even more logical that this should 
be so. 

A remarkable feriod 

This period of 40 years has been an exciting—even a thrilling one. 
The world we live in today is vastly different from what it was in 1921 
when I came to America. 

During these years, we have seen revolutionary developments in 
communications and transportation; a greatly accelerated tempo of in
dustrialization; remarkable changes in the social pattern. We have seen 
important trade unions emerge as instruments of collective strength and 
have watched the number of stockholders in publicly-owned companies 
climb steadily. We have seen corporations that were relatively small in 
1921 become giants of economic strength—many of them with important 
international ramifications. How these corporations exert their very con
siderable power is significant to ever-increasing numbers of people. Stock
holders, employees, suppliers, customers, governments—all these have a 
stake in the modern industrial giant. 

While these developments have been taking place in the United 
States, there have been important happenings abroad. Russia has gone 
through a startling industrial revolution. I am sure that 40 years ago, 
not even the Communists realized the enormous potential that would 
develop from the concentration of economic controls and planning in the 
hands of such a highly centralized government. We have all been as
tounded at the accomplishments of Soviet scientists and engineers. W e 
marvel at the day-to-day evidences of their work. 

And it is not only in Russia that things are happening. China and 
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India have already started on the road to industrialization in an important 
way. 

Ethics to the fore 

Now, while the technological, social and economic developments of 
the 20th Century in the United States and elsewhere have been very 
remarkable indeed, something just as remarkable, if less dramatic, has 
also been going on. What I might call "a sense of mission" is developing 
in many U.S. businessmen. More and more we see business leaders con
cerning themselves with moral issues; more and more we find them 
asking basic questions as to what their function really is in the new 
society that has been developing around us. And this is very understand
able. For the modern corporation, because of the power it wields, must 
keep itself in harmony with society and in harmony with prevailing ethical 
ideas. For after all, the only real guarantee that our free enterprise system 
will continue in its present form, or in anything like its present form, is 
a substantially satisfied public. A cynical businessman may not be very 
much concerned about whether his dealings are ethical or unethical or 
whether his statements are true or misleading. But he has to recognize 
the danger that results if unethical acts are publicized. Businessmen of 
any consequence cannot afford to be hated or rejected by any important 
segment of the public. They would be shortsighted indeed if they did not 
recognize the real relationship between morality and enlightened self-
interest. 

I suppose there never was a time, during the past 40 years, when 
public attention was focused on business ethics as much as it is today. In 
the past few years, a succession of articles on the subject has appeared in 
periodicals and newspapers along with a number of books. Scholars, 
journalists and theologians, among others, have addressed themselves to 
various phases of the problem. The President of the United States, the 
Attorney General and the Secretary of Commerce have expressed con
cern. I understand that a special committee of businessmen and educators 
has met in Washington under Government auspices within the past few 
days to discuss business ethics. 

Then too, dramatic incidents bearing on morality and ethics have 
been in the headlines almost continuously. There were the television quiz-
show scandals; conflict of interest cases concerning important public fig
ures; payola here and there; shocking revelations about corruption in 
labor-management dealings; price-fixing in the electrical industry. It now 
seems to be generally recognized that ethical questions are among the most 
pressing problems facing the business community. 
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One might well ask: "Why this increasing emphasis on business 
ethics? Were the incidents that the press played up really as important as 
they appeared?" I think the answer is that they are important, very im
portant. They demonstrate a need for positive action to prevent our free 
enterprise system from taking a severe jolt. Western society is facing a 
formidable challenge from Communism. It has become very clear that 
we in the western world cannot afford to sit back, smug and self-satisfied; 
indeed, there is a pressing need for all of us to examine objectively the 
strengths of Communism and to compare them with our own. Many 
thoughtful observers are concerned lest, if real leadership is not shown, 
our society may face the danger of decay. 

The Communist challenge 

Let me read you two paragraphs from an article entitled "The Busi
nessman and the Challenge of Communism," written a year or two ago 
by Charles H. Malik, formerly Minister for Foreign Affairs of Lebanon 
and subsequently President of the General Assembly of the United Nations. 

"A Communist may be an engineer, a physician, a technician, or a man
ager of some business; on top of all that he is, perhaps primarily, a 
Communist. He believes firmly in something concerning the nature of 
things; concerning man, society, the process of history, and the things 
that, according to him, ultimately matter. He tries to live what he 
believes and to relate everything that he does to it. The question there
fore arises: beyond engaging in business, what else is a businessman? 
This is a very important question, for in this fearful age the real 
competition is not so much in material things as in fundamental con
victions. He alone has a right to be heard and respected who really 
believes in something, something fundamental and deep and true. 

"The Communist claims that his interpretation of life embraces everybody, 
so he articulates a message for the man in the jungles of Africa, for 
the peasant in the heart of India, and for the worker in Boston. Can 
the businessman claim that he has a universal message? In this fearful 
age it is not enough to be happy and prosperous and secure yourselves. 
It is not enough to tell others: 'Look at us, how happy we are; just 
copy our system, our know-how, and you will be happy yourselves/ 
In this fearful age you must transcend your system; you must have 
a message to proclaim to others; you must mean something in terms 
of ideas and attitudes and a fundamental outlook on life. This some
thing must vibrate with relevance to all conditions of men." 
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An answer 
So wrote Mr. Malik. And we, considering the challenge, must ask 

ourselves: "What does American business proclaim to the world?" The 
answer must come from the men and women in all segments of the 
business community, for our free enterprise system speaks through their 
actions. 

How, then, can we assure ourselves that the message we broadcast 
to the world is the best, most convincing message our free enterprise 
system can offer? I would like to explore with you now the implications 
of just one approach—the adoption of a professional attitude by American 
business management. There are many, probably the majority, whose 
conduct is above reproach—men who clearly have a sense of mission. But 
a more formal, enforceable approach to professional stature is needed in 
business. 

I am sure the day is approaching when businessmen will be judged 
as much by their humanity as by their efficiency. Stanley Teele, Dean of 
the Harvard Business School, in discussing what we need to do to move 
further toward a profession of business management, emphasized what he 
referred to as the three R's: more Rational managers, more Responsible 
managers and more Religious managers. In speaking of religious man
agers, Dr. Teele was not thinking in terms of denominational dogma, 
nor did he envision men isolated from the practicalities of life. He was 
thinking more in terms of dedicated men and women who would make 
their goals and those of their companies compatible with the objectives 
of a society in which the most important concept is the dignity of the 
individual; men and women who would work and speak for their beliefs 
and purposes with irresistible zeal and fervor. 

One of the imperatives of a professional approach on the part of 
businessmen is the adoption of a code of ethics. Some national organization, 
possibly the National Association of Manufacturers or the U.S. Chamber 
of Commerce, as Attorney General Kennedy has already suggested, 
should take the lead in this matter. There are, at present, many codes 
of conduct for businessmen, but I am thinking of a code that goes beyond 
generalities, one that is specific and enforceable. Only such a code, it 
seems to me, can root out corruption in management that is so damaging 
when it appears. And, while there is need for such a code for men in 
commerce and industry, there is an equal need for specific codes for those 
in the service areas, such as advertising agencies, public relations counselors, 
insurance agencies, lawyers and C.P.A.S. Lawyers and C.P.A.S are only 
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slightly less concerned by virture of their existing codes of conduct. These 
must be continually re-examined. 

Now, admittedly, it is not easy to write a specific code for business. 
Always, there will be gray areas devoid of clearcut "dos" and "don'ts." 
Always, some will scoff at the rules. But these difficulties are not valid 
excuses for ignoring ethical problems. The out-and-out wrongs—and there 
are many—can be defined. The mechanics of enforcement can be es
tablished. The gray areas, large in the beginning, can be narrowed as 
experience in working with the code develops. A corporate official today 
seldom spends time on things that are clearly black or clearly white. His 
problems are mainly inseparable compounds of the two. His best judgment 
as to which outweighs the other is continually demanded. So it must be 
with a business code of ethics. 

There are gray areas in the rules of professional conduct of the 
American Institute of Certified Public Accountants, but the enforcement 
machinery does not break down because of them. One of the rules prohibits 
advertising. Sometimes activities, considered perfectly proper by those 
who undertake them, are construed as advertising by others, and the 
Institute's ethics committee is called upon to make a decision. But we do 
not hear it suggested, for this reason, that the rule be abolished. By the 
same token, cannot business subscribe to—and enforce—its own rules 
against misleading advertising? One of the Institute's rules prohibits fee-
splitting. Questions arise, but the rule is enforced. Cannot businessmen 
effectively prohibit kick-backs to purchasing agents and bribes to labor 
union officials? 

The need for emphasis on ethics goes back to the businessman's 
formative years. Business schools should review their courses to see whether 
they are devoting sufficient attention to the complex principles underlying 
good business ethics. Are they, for example, placing too much emphasis 
on the practicalities of business and too little on the intellectual and moral 
development of the future businessman? 

Ethics of C.P.A.S 

I spoke a moment ago of the need to re-examine existing professional 
codes of conduct. Let us turn, then, to the accounting profession and some 
of the ethical problems it faces. (At this point I want to make it clear that 
I am rio longer chairman of the ethics committee of the American Institute 
of Certified Public Accountants and that I am not speaking on that 
committee's behalf.) 

The accounting profession has had a remarkable growth in the last 
40 years. During that period the number of C.P.A.S has grown from 5,000 
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to almost 70,000. The accounting function is increasing in importance; 
there is every reason to believe that it will continue to expand rapidly. 
As the demands for services of all kinds have intensified, the profession's 
code of conduct has been continually re-examined. For a code of pro
fessional conduct is evolutionary in nature; it is subject to change and 
elaboration as the needs and conditions of the public evolve. 

C.P.A.S may be subject to a number of codes. The American Institute 
of c.P.A.s, the various State Societies of C.P.A.S and some State Boards of 
Accountancy all have their own rules of professional conduct. Now, while 
these are fairly similar in a number of essentials, they are far more dis
similar than they really should be. 

Suggestions for change 

In the last few years, the Institute's ethics committee has given a 
great deal of consideration to the question of how to bring about more 
uniformity in the various codes of conduct. It was decided that an obvious 
first step was the rearrangement of the present rules in a more logical 
sequence. This has been done and a proposed re codification of the rules, 
already approved by the Institute's Council, will be submitted to the 
annual meeting next October. It has been prepared in such a manner as 
to permit future additions and revisions without altering the general 
structure and arrangement. In the re codification, the present rules are 
rearranged by subject matter under five major classifications. These are: 
(1) relations with clients and public, (2) technical standards, (3) pro
motional practices, (4) operating practices, and (5) relations with fellow 
members. 

The proposed recodifi cation makes no changes in the substance of 
the present rules. The arrangement derives from the committee's views 
on the order of their relative importance from the standpoint of the public 
interest. In passing, I might say that I understand the Ohio State Board 
of Accountancy has recently adopted a recodification of its rules which 
follows the form of the proposed Institute recodification very closely. 

Indefendence 
Most of you know that there is now a controversy in American 

Institute circles over a proposed new rule on independence. The practical 
effect of the proposal would be to bar an Institute member from expressing 
an opinion on financial statements if he is an officer or director of his 
client or has a direct financial interest or a material indirect financial 
interest in it. This proposal, endorsed by the Council on two different 
occasions, was submitted to the Institute's annual meeting last September, 
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After prolonged discussion, the meeting decided to defer action on the 
proposal on the ground that further exposure was needed. 

After the annual meeting, the rule was once more considered care
fully by the ethics committee. The committee decided that the proposal 
should again be placed before the membership at the annual meeting to 
be held in the Fall of 1961. One change was made: the date on which 
the rule would become effective, if adopted, was postponed from January 
1, 1962, as orginally proposed, to January 1, 1964. Subsequently the 
revised proposal was submitted to Council and was overwhelmingly passed.1 

Opposition to the new rule indicates that a fair number of C.P.A.S 

have been serving as directors of, or own stock in, client corporations. The 
committee is conscious of the practical problem created; it is for this 
reason that the two-year period of grace has been embodied in the revised 
proposal. This is not the place to argue the need for a clearcut rule on 
independence, and I do not intend to carry the discussion much further. 
My views were explained in considerable detail in the January 1961 issue 
of The Journal of Accountancy, But I think I must point out that, in 
view of the criticism leveled at corporate officials over conflict of interest 
matters, it is incumbent upon anyone who holds himself out as an inde
pendent public accountant to avoid any relationship with a client that 
puts him on the defensive. It must be clear to most C.P.A.S that the 
principle of independence must be followed not only in reality but in 
appearance. 

Bidding 

Another proposed change in the rules of ethics to be presented to 
the next annual meeting is a rule which would forbid a member to 
make a competitive bid for any professional engagement. The proposed 
rule states that competitive bidding for public accounting services is not 
in the public interest, is a form of solicitation and is unprofessional. 

The need for revision of the present Institute rule against compe
titive bidding has been recognized for some years. The present rule 
merely prohibits competitive bidding in those states where the state society 
or the state board of accountancy has such a restraining rule. I  t thus 
condones the practice in other states, providing two different standards 
of conduct for Institute members. Indeed, the number of standards has 
been even greater, since the rules against competitive bidding in the 
restrictive states vary considerably in their scope and terminology. 

1 The text of the proposed new rule on independence appears on pages n and 12. 



PROFESSIONAL ETHICS IN MODERN BUSINESS I J 

Notification 

From time to time, Institute members have suggested that a notifica
tion rule be written into the code. Under such a rule, a member would 
not agree to perform services for a client of another accountant without 
first notifying the other accountant. An amendment which would have 
accomplished this was approved by Council two years ago but failed to 
pass the annual meeting. 

In many ways this is to be regretted and I hope another attempt 
will be made sometime soon. The proposed rule would have prevented 
the feeling of annoyance that occurs when an accountant, having served 
a particular client for many years, finds that another accountant has been 
called in to replace him or to perform some specialized service—often 
learning of the matter in an indirect way or long after the event. It 
seems to be generally agreed that, as the profession develops, more and 
more specialized services will be rendered—to audit clients and to com
panies not previously served. Certainly, where two accounting firms count 
the same concern a client, they should have a line of communication. The 
Institute of Chartered Accountants in England and Wales has, since 1955, 
required notification of predecessor accountants and has had no difficulty 
in enforcing this requirement. In Canada, the same philosophy seems to 
prevail. The New York State Society of C.P.A.S adopted a notification rule 
within the past year. 

Summing uf 
Now to sum up: Today's business society is radically different from 

the one we used to know. The changes that have come about have placed 
new, heavier and more far-reaching responsibilities on all business leaders. 
No longer is it enough to run a business efficiently. Corporate officials now 
must concern themselves with national goals and objectives and with the 
picture they and their corporations are projecting around the world. The 
activities of our important corporations today affect not only the lives of 
thousands of individuals, but also the policies of our government at home 
and abroad. 

And we cannot ignore the Soviet threat even if we would like to 
do so. It is military and ideological and economic. We find ourselves 
challenged everywhere for leadership. A principal facet of the struggle 
at present is the task of converting underdeveloped areas to modern in
dustralized production and technology. But it is more than an economic 
contest; it is a contest between the principles of a free, independent society 
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based on moral foundations and the principles of state control and dic
tatorship with all that these terms imply. 

Looking at things in this light, we all need to be concerned with 
any actions that may seem to indicate to others that our society is corrupt 
or built on a weak foundation. 

Businessmen can actively assist in winning the contest. This they can 
do by living their business lives in conformity with high ethical standards 
and by working constantly to ensure that those same standards are main
tained by the entire business community. Business leaders are frequently 
asked to speak and write on business problems. They should use these 
occasions to take a forthright stand on ethical matters. Employees should 
understand that illegal or unethical practices do not, in the long run, 
benefit them or their companies. 

Accountants in particular—whether in public practice or in industry 
—have an unparalleled opportunity for moral leadership. As advisers to 
management, they wield great influence. By speaking out on ethical 
problems whenever the opportunity presents itself, they can help immeasur
ably to protect the kind of open society we all believe in. 

( i  ) The proposed new American Institute rule on independence reads 
as follows: 

"(13) Neither a member, nor a firm of which he is a partner, shall express 
an opinion on financial statements of any enterprise unless he and his 
firm are in fact independent with respect to such enterprise. 

"Independence is not susceptible of precise definition, but is an expression 
of the professional integrity of the individual. A member, before express
ing his opinion on financial statements, has the responsibility of assessing 
his relationships with an enterprise to determine whether, in the circum
stances, he might expect his opinion to be considered independent, abjec
tive and unbiased by one who had knowledge of all the facts. 

"A member will be considered not independent, for example, with respect 
to any enterprise if he, or one of his partners, (a) during the period of 
his professional engagement or at the time of expressing his opinion, had, 
or was committed to acquire, any direct financial interest or material 
indirect financial interest in the enterprise, or (b) during the period of 
his professional engagement, at the time of expressing his opinion or dur
ing the period covered by the financial statements, was connected with 
the enterprise as a promoter, underwriter, voting trustee, director, officer, 
or key employee. In cases where a member ceases to be the independent 
accountant for an enterprise and is subsequently called upon to re-express 
a previously expressed opinion on financial statements, the phrase 'at the 
time of expressing his opinion' refers only to the time at which the mem
ber first expressed his opinion on the financial statements in question. 
The word 'director' is not intended to apply to a connection in such a 
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capacity with a charitable, religious, civic or other similar type o£ non
profit organization when the duties performed in such a capacity are such 
as to make it clear that the member can express an independent opinion 
on the financial statements. The example cited in this paragraph, of 
circumstances under which a member will be considered not independent, 
is not intended to be all-inclusive. 

"This rule shall become effective January 1, 1964." 



IMPROVED STANDARDS FOR PUBLIC PRACTICE 
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INTRODUCTION 

It is not intended here to present an itemized list of ways in which 
standards of performance might be improved in specific areas of the public 
practice of accounting. This kind of information is readily available in the 
published materials of the American Institute of Certified Public Account
ants, the American Accounting Association and elsewhere. 

What will be attempted is, ( i  ) to put the current status of public 
practice in perspective and, (2) to draw some conclusions as to how this 
structure might be strengthened to meet the challenges it faces in the years 
ahead. The accounting art has made an impressive contribution to our 
present society. A greater demand on its talents can be expected. Whether 
or not this expectation is realized will depend, to a considerable extent, on 
such people as are represented here. 

T H  E IMPORTANCE OF TH E ACCOUNTING FUNCTION 

The accounting function, which includes auditing, deals with the 
measurement and communication of financial and other economic data. 
Internally, this data serves a wide variety of purposes which include pro
viding a basis for sound policy making, control and co-ordination. The 
volume of such data produced internally is enormous; its importance, 
although difficult to measure, is great.1 

This data is also reported externally for a wide variety of persons 
and purposes. Here are just a few: stockholders, owners, partners, lenders, 
suppliers, bankers, labor, customers, regulatory bodies, taxing authorities, 
local and federal government, associations, courts and lawmakers. 

Thus, accounting exists wherever there are measurement of wealth 
produced and exchanged, and communication of the results of those pro
cesses. It is indispensible in an industralized free enterprise economy, for 
without it, balance and stability could not be maintained in the midst of 
all sorts of diverse interests and competitive conflicts. It will be found in 
the small business as well as the large. It is universal in nature despite 

1 For a full discussion see, The Acounting Function in Economic Progress, H. W. 
Bevis, The Journal of Accountancy, August, 1958. 
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differences in the types of organizations originating data and the variety 
of its users or uses. 

The degree of recognition of the importance of accounting varies 
considerably, not only among industries, but among companies within 
industries. There are many reasons why this is so but it is a reasonable 
assumption that the relative importance of the accounting function for 
internal purposes varies directly with the degree of complexity of the 
enterprise and the extent of emphasis on efficiency. The converse also 
seems valid: a complex management problem could not be satisfactorily 
discharged, nor a high degree of efficiency maintained, without well de
veloped accounting. Therefore, without a sound accounting process a 
business with a complex management problem cannot prosper nor, indeed, 
long exist in a competitive economy. From this it logically follows that 
an accounting function of a high order is an essential characteristic of a 
successful industrial economy. This is to say that the high degree of 
industrialization and the attendant economic progress in this country could 
not have been developed without a highly developed accounting function. 

Those of you who devote your time to serving small businesses may 
wonder just how all this relates to your practice. Th e relationship is 
significant. Of the more than 4 million businesses in this country, between 
95 and 98 per cent are small according to the Small Business Administra-
tion.2 According to this same agency about 35 per cent of the dollar 
volume of sales is attributable to small business. During the next year 
approximately 350,000 new businesses—mostly small ones—will discon
tinue operations, in many cases under disastrous circumstances. These 
many failures and discontinuances emphasize the drastic effects of the 
wear and tear of a dynamic economy on management. They provide some 
measure of the vulnerability of small business to the hazards of trying to 
exist and prosper in a highly complex, competitive society.8 

The studies of such failures, made annually by Dun & Bradstreet 
indicate that about 97.5 per cent are due to management weakness, that 
is, lack of, or failure to develop and use sound business policies and pro
cedures. Another significant study of the causes of business failure was 
made at the University of Pittsburgh.4 This was a study of a number of 
small manufacturing companies, half of which had been successful, the 
other half, unsuccessful. All the failures were in businesses in which the 

2 See definition of Small Business in SBA regulations. 
3 Accounting Function for Small Business, Robert E. Witschey, The Journal of Ac

countancy, December 1958. 
* Success and Failure in Small Manufacturing, by A. M. Woodruff and T. G. Alex

ander, University of Pittsburgh Press, 1958. 
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successful firms, otherwise comparable, made money—at the same time 
and in the same area. The failures were victims of a combination of 
management errors, clearly discernible from the vantage point of hind
sight, which the successful firms had avoided. One thing the failures had 
in common: none of them had really good records. Conversely, all the 
successful businesses had good records and made use of them. 

Th e kinds of error that showed up most frequently were: 

1. Poor financial planning because of failure to use adequate records. 
2. Poor sales management, deficient product planning, and faulty 

market analysis. 
3. Poor general administration evidenced by lack of knowledge of 

what was happening. 
These studies indicate that the accounting function is of vital im

portance to the survival of small business with its attendant stabilizing 
contribution to the economic well-being of our society. 

T H  E NATUR E OF TH E ACCOUNTING FUNCTIO N 

At this point it would be well to consider the nature of the accounting 
function in order to better understand the later discussion of the variety 
of talents needed to discharge that function. The elements in the function 
have to do with the observing, measuring, recording, classifying, sum
marizing, interpreting, auditing and reporting of financial and other 
economic data. These processes are carried out by persons generally classi
fied in three groups: bookkeepers, accountants and auditors. 

I  t is not entirely clear where the bookkeeper's work stops and the 
accountant's work begins although the confusion may be to some extent 
a matter of semantics. Some believe the bookkeeper, in an elementary 
accounting situation, is a type of clerk. In a less elementary situation, he 
is a bookkeeper who applies some element of judgment. The accountant, 
although he may perform a part of the bookkeeping, is expected to apply 
judgment in more complex situations. 

Whatever distinctions are made, the relationship between "book
keeping" and "accounting" is important and not incidental. There can
not be sound accounting without skillful bookkeeping. Bookkeeping can
not, therefore, be taken for granted; it requires aptitude and accomplish
ment. The dividing line, then, is not a clear one but is, rather, a grey 
area of degree. 

One thing, however, is clear. The measurement of transactions and 
resources, their translation into a monetary unit, recording, classifying and 
reporting them—all this constitutes a high order of scientific observation 
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for accuracy, completeness, lack of bias, and arrangement into meaningful 
patterns. 

The auditor, whether internal or external, plays an important and 
more easily classified role in the discharge of the accounting function. 
He tests and observes the manner in which the various processes are per
formed and whether done so in conformity with an established plan. He 
passes judgment on records, reports and performance to determine that 
the output is sustained at a high level of quality. Additionally, he looks 
beyond the presently established plan to determine its effectiveness in 
fulfilling the requirements of changing conditions. It seems a fair assump
tion, that without auditing, the accounting process would degenerate and 
be subjected to the risk of obsolescence. 

All three of the foregoing groups of persons, bookkeepers, accountants 
and auditors, are found in private employment, governmental work and 
in public practice. It is with this last group that the remainder of this 
discussion will be concerned. 

T H  E EMERGENCE OF PROFESSIONAL PUBLI  C ACCOUNTANTS 

Accounting of some sort dates at least as far back in time as the 
days when the Phoenician sailors, returning from their voyages, divided 
the spoils of their journey, perhaps on a one for you, one for me basis. 
This was accounting in its most elementary form but as civilization became 
more complex, accounting made the transition into first, a technique of 
internal administration and control, and then to a basis of financial report
ing, both internal and external. 

During the 18th century the industrial revolution intensified the 
need for large accumulations of capital which led to the creation of 
"limited companies" in England which, in turn, became the modern 
corporation. From this arose the concept of "accountability" of manage
ment to stockholders. About the middle of the 19th century, accounting, 
in the sense of financial reporting, became written into law. In order that 
stockholders should have the protection of an independent, objective review 
of mangement's reports on what it had accomplished, the independent 
audit gained general acceptance. 

This was the first occasion in history when the accountant, acting 
as an independent auditor, was recognized as accepting a special re
sponsibility to outsiders apart from the responsibility of the owner or 
manager of the business itself.6 This new responsibility led to the formation, 
first in Scotland and then in England of Institutes of Chartered Account

5 The Place of C.J\A. in Contemporary Society, John L. Carey, The Journal of Ac 
countancy, September, 1958. 
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ants. Th e competence of those who would become Chartered Accountants 
was tested by examination. Ethical principles were established to streng
then their independence. The movement quite naturally moved to the 
United States and the several states began passing certified public account
ant laws about the turn of the century. All states now conduct uniform 
C.P.A. examinations. Rules of ethics and standards of competence were 
established and have been extended. The Certified Public Accountant is 
certified by the state, after appropriate tests, to add credibility to financial 
statements in the eyes of outsiders who have a financial interest in the 
business. When a regulatory law is first passed by a state, those who are 
licensed or enrolled as public accountants are permitted to continue. While 
they have not passed an examination, they are subject to disciplinary 
action. They are, therefore, a part of the profession* 

DIVERSITY OF TALENT S I N PUBLI C PRACTICE 

C.P.A.S and licensed P.A.S have no monopoly on the offering of ac
counting and/or related technical services to the public generally. Of the 
approximately I .  I million auditors, accountants and bookkeepers in the 
United States, probably not much more than 10 per cent are in public 
practice.6 This number may be somewhat larger if those who offer 
technical services on a part-time basis are included. Of all those offering 
accounting or technical services to the public, perhaps no more than 40 
or 45 per cent are C.P.A.S and licensed P.A.S. Nor does all of this work 
require the special qualifications of professionals. For some of it the 
C.P.A.S may be best qualified but some of this work may be done com
petently by independent contractors who are not qualified as professional 
accountants. 

Th e range of qualifications of those now offering accounting or 
technical services to the public is as wide as the range from elementary 
bookkeeping to the most complex auditing problem. Public bookkeeping 
requires a degree of technical proficiency-—an understanding of a limited 
body of specialized knowledge. It requires the exercise of judgment even 
in less complex situations. At this time, however, no standard of qualifica
tion is required for the practice of public bookkeeping and similar services. 
No significant standard of conduct governs the proper relationship of the 
technician to his client or the public. 

Thus, among public practitioners, we find the following: 
I. Certified Public Accountants, Th e competence of this group to 

perform audits leading to the expression of opinions on financial statements 
6 Professional and Technical Practitioners in Accounting, Robert M. Traeblood, 

The Journal of Accountancy, September, i960. 
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has been tested by appropriate examination. As a group they have all of 
the generally accepted characteristics of a profession.7 They are subject 
to disciplinary action for sub-standard performance. 

2. Duly Licensed, Registered, or Enrolled Public Accountants. This 
group is composed of those who were practicing under the title "public 
accountant" when the regulatory law of their state was first passed. They 
are legally entitled to perform the same services as C.P.A.S. They, too, 
may be subjected to disciplinary action for sub-standard performance. 

3. "Permissk/e" Public Accountants. These are non-certified prac
titioners in the so-called permissive states, that is, where the C.P.A. laws 
permit anyone to perform all types of accounting service so long as he 
does not use the title "C.P .A.  " NO standard of measurement of the com
petence of this group currently exists since anyone, even those without 
training or experience, may call himself a public accountant. There are 
no provisions for disciplinary action against these practitioners. 

4. Others. This group consists of those who perform write-up, tax 
work and other technical services who are not permitted to use titles that 
might be confused with Certified Public Accountant or Public Accountant. 
No measure of minimum competence to perform even the most elementary 
types of service now exist for this group. The quality of service which 
they provide ranges all the way from very poor to excellent. 

RAISING TH E OVER-ALL STANDARD OF PERFORMANCE 

When the diverse abilities within the entire group of persons offering 
accounting and technical services to the public is considered, the task 
of raising the over-all quality of production would seem, at first glance, 
to be almost hopeless. But it need not be so—indeed much is already 
being done at the professional level. 

The American Institute of Certified Public Accountants has for 
many years expended a substantial part of its budget to provide educational 
and technical materials to CP.A.S . The ethical standards of C.P.A.S, as 
well as educational and experience requirements are under continuous 
scrutiny to make certain of their adequacy. The screening and testing pro
grams are frequently reviewed to be sure they adequately fulfill their 
purpose. Research programs and projects as well as continuing education 
courses are on the increase. 

Unfortunately, there are no such well organized programs and 
projects available to others who offer services to the public. This vacuum 

7 Legal Education in the United States, Albert J . Harao, Bancroft-Whitney Company, 
San Francisco, California. 
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must be filled if the quality of public practice at all levels is to be raised. 
During the last two years representatives of the American Institute of 
Certified Public Accountants and the National Association of Public 
Accountants have been trying to resolve certain troublesome points of 
disagreement so that A.I.C.P.A. can give real effect to its officially adopted 
objective of cooperating with licensed public accountants to assist them in 
raising standards and passing the C.P.A. examination. Indeed this program 
is now getting off to a good start among several state and local organiza
tions of C.P.A.S and licensed P.A.S. A type of coaching course for public 
accountants that was effective in West Virginia, has now been instituted 
in the state of Ohio. By taking such courses of instruction, even those 
who may never pass the C.P.A. examination are able to provide technical 
services of a higher quality. 

At this point, I want to express a personal opinion concerning duly 
licensed, enrolled or registered public accountants. They are full-fledged 
members of the accounting profession. Any program designed to aid them 
in raising technical and ethical standards, or to pass the C.P.A, examination 
will have an important effect on practice at the professional level. Mr. 
Edward Buehler, incoming president of the New York Society of Certified 
Public Accountants, shares this opinion and in a recent speech stated that 
the New York Society would make every effort to cooperate with P.A.S. 

It is suggested that in the public interest, all state societies of C.P.A.S should 
undertake such a cooperative program. 

All this is good, but an important task still remains, that of raising 
the level of performance among the technicians. In his widely read study, 
"The General Recognition of Accountancy as a Profession," Arthur B. 
Tourtellot, of the Instituted public relations counsel, has said that C.P.A.S, 

"cannot escape some sort of responsibility for the activities and claims of 
several hundreds of thousands practicing in the whole field of accountancy. 
For, so far as the outside public understands it, they (the CP.A.S) are 
the leaders of a generic group, cthe accountants.' " It is suggested that 
those of you who have become duly licensed or registered public account
ants must, as members of the profession, share this responsibility, since 
your professional life is now so closely identified with the C.P.A. It is fur
ther suggested that the professionals in public accounting have no more 
right to turn their backs on a disorganized situation in their field than 
physicians would have to remain aloof from a chaotic condition in the 
field of pharmacy or nursing. 

It is now widely accepted that auditing and expression of an opinion 
on financial statements is of such importance that the public interest 
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requires this function to be restricted to those who have demonstrated 
competence to perform this service, and are subject to disciplinary control. 
Such restrictions now exist in 34 states and the number continues to 
grow. However, the public interest is not so vitally affected in the area 
of write-up, taxes, and other technical services that this work can be 
restricted to any licensed group. This seems to be borne out by a long 
line of court decisions. 

However, this cannot be the last word on the subject if the pro
fessionals are to fulfill their responsibilities to the users of accounting and 
technical services. The quality of performance of these services should not 
be left to chance and the vague hope that the practitioner himself will 
see to it that he is adequately qualified. In short, the standards of public 
practice cannot be raised to a point that will command general public 
confidence unless practitioners are organized at all levels to provide services 
of uniformly superior quality. 

ORGANIZING PUBLI C PRACTICE 

The first step in organizing the public practice of accounting and 
technical services is to make a clearer distinction between professional 
accounting and technical services. This is not quite so easy as it sounds. 
It is becoming better recognized that one phase in the accounting function, 
that is, auditing leading to expressions of opinion on financial statements, 
should be restricted to those with professional abilities. At present this kind 
of service is performed by C.P.A.S, licensed P.A.S, and P.A.S in permissive 
states. It seems just plain common sense that ultimately only one group, 
with a single title, who have met acceptable criteria of qualification, should 
perform the professional function of auditing and expressing opinions on 
financial statements. 

At present one of the more diiBcult obstacles to a solution of the 
problem stems from the confusion of titles. In the medical profession, as 
an example, differences of functions, responsibility and professional certi
fication are made clear by distinctive titles. The words nurse, dental 
technician, laboratory technician, pharmacist, dentist, osteopath, doctor, 
instantly identify distinctly different spheres of activity within the broad 
field of the healing arts. A somewhat similar distinction of identified 
competence and responsibility among accountants and technicians would 
do much to clarify the present situation and would certainly be in the 
public interest. 

No one would claim that nomenclature alone is a complete solution 
to the confusion resulting from differences in titles. In the final analysis, 
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quality of practice is what counts. However, the use of titles that clearly 
differentiate might reasonably be expected to help the public to identify 
practitioners at varying levels. 

Serious consideration is being given to this problem by representatives 
of the Institute and the national organization of public accountants. It 
is entirely possible that a program designed ultimately to achieve a solution 
can be developed. As the program of cooperation in aiding public account
ants to pass the C.P.A. examination is broadened, the former will diminish 
in the sense that they will give up the former title for the latter. This, 
together with the present trend toward regulatory legislation should do 
much to unify the professionals under one title in the future. 

All this would go a long way toward raising the level of public 
practice at the professional level. But what about the "technicians," those 
who do not want to become C.P.A.S but prefer to devote their time to 
write-up, taxes and other similar technical needs of small business? The 
need for this kind of help for small business continues unabated—seems 
indeed to be growing. This service constitutes an important part of the 
accounting function. Preparation of basic records has a direct effect on 
the soundness of the statements drawn from them, as well as the ease 
with which they may be audited. 

Since bookkeeping and similar technical services are a part of the 
accounting function in which public practitioners are directly involved in 
their audit work, it seems only common sense that C.P.A.S and licensed 
P.A.S should do all they can to help bring about appropriate technical and 
ethical standards for the performance of these technical services. For the 
future it seems highly desirable for both the public and the technicians, 
that the performance of this service not be left to an amorphous, hetero
geneous group without identification, discipline and standards. 

One solution to the dilemma would be for the technicians to estab
lish their own identity in the mind of the public. They might be encour
aged to develop their own standards and disciplines under an appropriate 
title clearly distinct from Certified Public Accountant or Public Account
ant. They have every right to seek recognition and status if their perfor
mance is deserving of it. One method for developing a public image 
might be through a private organization in much the same manner as 
the Chartered Life Underwriters or the Actuaries. Appropriate courses 
of study could be devised, and suitable examination given, for those who 
aspire to membership. Such an organization would provide identification 
and prestige under a distinctive title, to those who wish to continue pro
viding only technical services. Standards of ethics and performance could 
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be adopted; educational programs, leading to superior and more uniform 
practices, could be devised. It would be much easier for the professionals 
to provide assistance to the technicians through such an organization and 
it is quite likely they would do so. The most important result, and in the 
final analysis, the only sound reason for such an organization is that the 
public would be better served. 

CONCLUSION 

Obviously, the organization of public practice at all levels, the pro
fessional and technical, will not in itself bring about a higher standard of 
excellence. However, it is an important first step. At the least it provides 
a firm starting point for concerted action in seeing to it that the standards 
of public practice will be sufficiently high to enable its practitioners to 
continue to discharge their responsibilities satisfactorily. This is not some 
sort of high-sounding platitude since many questions of grave importance 
are already emerging. Here are only a few: 

1. Do the developments in electronics spell the extinction of the 
technicians? 

2. Will the emerging social conscience of industry demand the com
plete freedom of the internal auditor and the controller? 

3. Will coming events require more and more specialization among 
professionals, and, if so, how will those specialists be accredited? 

4. Will the C.P.A. certificate remain the hallmark of competence or 
will still higher accreditation be required for the general practitioner of 
the future? 

We can only guess at what course the future of our profession may 
take. The only thing of which we can be certain is that there will be 
change, bringing new problems and new challenges.8 At this moment 
we dare not assume that we are doing enough, or doing it well enough 
to assure that the public practice of accounting will continue to satisfy 
the demands that will be placed upon it. 

8 For a full discussion, see The Future of the Accounting- Profession, J. S. Seidman, 
The Journal of Accountancy, March, 1959. 
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REVISION OF STATE AND LOCAL TAX SYSTEMS 
GEORGE W. THATCHER 

Chairman, Department of Economics 
Miami University 

Oxford, Ohio 

The problems created by a world divided, half-slave to a Communist 
ideology and half-free in a democratic society; the problems of recurrent 
inflation and recession have served in recent years to spotlight the financial 
needs of the federal government. During the same period, state and 
local governments have been afflicted with a condition of a "low level of 
visibility" and as a result have not claimed the public attention warranted 
by the tightness of the "fiscal straight jacket" in which they find them
selves. Heavy wartime backlog of demands, the population explosion, 
the general rise in prices and wage costs and numerous other developments 
have necessitated a rapid increase in governmental expenditures. But the 
tax structure of most states have not automatically provided adequate funds 
to meet the higher expenditure levels. 

Most states have been able, by one method or another, to avoid a 
major crisis. Some have "faced-up" to the problem and have made sign
ificant over-all revisions in their tax systems; others, such as Ohio, have 
postponed the "day of reckoning" with patchwork modifications; still 
others have avoided the issue by placing the responsibility on the local 
governments. This has resulted in high property tax rates and extensive use 
of local nonproperty-tax sources. Those states which have postponed a 
fiscal crisis by "hit or miss" solutions will probably be faced with serious 
difficulties in the next decade. State and local expenditures are expected 
to continue to rise. The increase in expenditures needed for education is 
a valid illustration of this expected trend. 

The major factor in the cost of education in the next decade will 
continue to be the growth of school-age population. Assuming that the 
1955-57 birth rate continues, the Census Bureau has estimated that the 
school-age population is expected to rise 29 per cent from the school 
year 1958-59 to 1969-70.1 

If resources per pupil were to be held constant, the costs of public 
schools, with prices in the private economy stable, are expected to rise 
47 per cent or $6.7 billion.2 But are we satisfied with present educational 

1 Committee for Economic Development. Paying for Better Public Schools, December, 
1959* 

2 Ibid. 
34 
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standards? Logic demands at least a moderate improvement through the 
years. A minimum improvement would require that all states should 
spend at least an amount equal to that now spent by the states that rank 
highest on a per pupil expenditure base, namely California and Oregon. 
Their per pupil outlays are about one-fifth above the national average. 
T  o achieve this moderate improvement, a rise in per pupil costs over-all 
of about 20 per cent will be needed. This would increase our revenue 
requirements for schools per year by 1970, $9.7 billion. Add to this amount 
an additional $6 billion per year for higher education and we have a total 
minimum increase needed for education alone of over $15 billion per 
year by 1970. 

In the coming battle for survival, the old adage "Ye shall know the 
truth and the truth shall make you free" looms large as the basis for 
survival. Democracy places a premium on an adequate education for all. 
Evidences of apathy or indifference, evidences of pseudo or lip-service 
support of our educational systems are danger signs for a democracy as 
they are for no other political system. Education is an essential part 
of economic growth and economic growth is essential to our national 
well-being. Th e question can no longer be: "Can we afford to support 
education adequately?" W e can no longer afford not to. 

It is necessary to realize that other expenses of government will also 
rise. A conservative estimate for other state and local services, assuming 
no improvement in those services, would require an increase in expendi
tures of approximately $15 billion per year by 1970. T  o provide for a 
moderate improvement in public services, an annual expenditure increase 
of $20 billion by the end of this decade would be necessary. 

During this decade, tax revenues should also grow under existing 
tax systems. The yield of taxes depends primarily upon the tax structure 
and the size of the national income. If the economy should grow at an 
historical rate of 3.2 per cent, the gross national product will have in
creased by 1970, to approximately $700 billion. This should increase 
the tax revenues of all units of government under existing tax systems by 
about $36 billion, two-thirds going to the federal government and one-
third (or $12 billion) to the state and local governments. A rate growth 
of 3.7 per cent per year would increase state and local revenues by ap
proximately $17 billion. This amount is still short of meeting the needed 
increase in expenditures by some $18 billion. 

It is evident from these figures that state and local governments with 
existing tax structures will be unable to finance even the minimum in
crease in governmental expenditures necessary to maintain the standard 
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of service now provided, let alone provide for any improvement in those 
services. There are three alternative solutions to meet this difficulty: first, 
to increase the rate of growth of the economy above the 3.2 per cent per 
year historical average. This will be most difficult in view of a 2.4 per 
cent rate of growth of recent years. 

A second possible solution is to increase the debt of state and local 
governments. T o achieve a substantial improvement in public services 
without a change in revenue sources would increase the debt of these 
governments approximately $50 billion by 1970. However, realistically, 
this would be difficult to accomplish in light of the rapid rise of about 300 
per cent in their debt since 1948. The interest paid on this debt has risen 
from $.5 billion in 1948 to $2 billion last year, reflecting advances in 
interest rates as well as in the volume of debt.3 The further expansion of 
debt is subject to difficulties arising from legal limitations on state and 
local authorities to incur debt, and the fact that most governments re
quire voter approval before going into debt. 

The third alternative is for state and local governments to increase 
their taxes. Many states are not taxing anywhere near their. capacity. 
Ohio is one of these states. The measure that is considered by most tax 
experts as one of the best indices of tax burden and one of the most reliable 
bases of comparison of burdens between states is the ratio of taxes to 
personal income. In 1959, Ohio ranked 43rd in the ratio of taxes to 
personal income. In the same year our state ranked 39th in expenditures 
for education as a per cent of personal income. These figures support the 
conclusion that the tax and public expenditure burden in Ohio is one of 
the lowest in the United States. 

It will not be easy to get the state and local governments to increase 
taxes. Our citizens must be educated to the proposition that there is 
nothing "evil" in a dollar spent by government. Government expenditures 
are not necessarily sterile and less productive than private expenditures. 
A dollar spent for education, for example, is a dollar invested in survival 
and a better life. The vital question has become: "Can we convince the 
American people to assume an additional tax burden against their private 
inclination or is there a Gresham's law in which soft decisions tend to 
triumph over the hard ones?" In the end the American people are going 
to have to balance their need for better education, the need for economic 
growth, the need for adequate public services against the cost in resources 
that might be used for other purposes. No financial devices can eliminate 
the need for making the choice. 

3 U.S. Department of Commerce, Survey of Current Business, March, 1961, p. 22. 
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T  o this effect, let us examine some of the major arguments used 
against increased taxes. First, it has been claimed that taxes would not 
have to be raised if we eliminated the waste in government. That there 
is waste and spending for trivia is undeniable. This waste exists, however, 
in all organizations, public or private, including businesses. This is drama
tized by the periodic drives to curtail costs, by private businesses. But it 
is unrealistic to assume that the present fiscal problem simply arises out 
of "waste" and "unessential spending" and that the solution to our 
budget problem is the quite simple one of squeezing this water out. 

As has been demonstrated, large and increasing government budgets 
grow out of something much more basic than waste. They arise from 
large and growing public demands for services. As has been emphasized, 
the growing population requires enlarged outlays for education and other 
basic public services. Decisions to have more children carry with them 
a commitment for more than the obstretician's fee. There is also a clear 
obligation to allocate more of our incomes to the education of these 
children. Technological innovations have all but replaced the demand for 
unskilled labor. On the other hand, in the decade of the 6o's, there will 
be an enormous expansion in the demand for professional, technical, and 
skilled labor. If our youth is not provided these necessary skills through 
adequate higher education, they will be dumped into the unskilled ranks 
where employment opportunities will be severely limited, and where many 
will become the object of further government spending through relief. 

Thus, the only realistic assumption is that the demands of the state's 
citizens for public facilities and services will continue to grow as popula
tion expands, urbanization increases, and incomes rise. If so, then it 
follows that the revenue systems of state and local governments must be 
strengthened and rationalized so that they are adequate to cover these 
outlays. 

Further, it is argued that high taxes have reduced economic growth 
by penalizing industry, initiative, savings, and investment. Taxes have 
been high for some time, but the economy has prospered and total em
ployment is greater than ever. Empirical studies of these questions present 
little conclusive evidence of serious adverse effects of this character, de
spite the highly progressive rates that are now in use.4 Although because 
of taxes, some laborers have substituted leisure for work, others have 
worked more; some savers have saved less, others have saved more; on 
balance, personal efforts seem not to have been diminished by taxes. 

4 See "Federal Tax Policy for Economic Growth and Stability," Joint Committee on 
the Economic Report, 84th Congress, 1st Session, Nov. 9, 1955. 
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Similarly, equity-type investments of persons and corporations have ap
parently not been greatly reduced by taxes. T o the extent that the tax
payers benefit from government expenditures of their taxes, their economic 
position may be improved and the gains from expenditures may more or 
less offset the losses of taxation. Taxes on corporations and the upper 
incomes may bring money back in government contracts, and taxes on 
the lower incomes may bring valuable benefits in public health, education, 
recreation, and other services. The great majority of experts in this field 
believe, that the tax system has been less depressing to economic activity 
through damaged incentives than is claimed by the opponents of tax in
creases. If and when statistical evidence supports this criticism, attention 
should then be focused on the height of the rates and the entire tax 
structure. 

At the state level, it is contended that increased taxation would cause 
industry to migrate or at least prejudice the industrial development of the 
state by preventing new industries from locating in the state. This bogey, 
 contend, is overplayed and overstated. In the first instance, evidence 

supports the contention that a high level of economic development is 
usually associated with high taxes at least on a per capita basis. This can 
be explained by two factors: (1) as per capita incomes rise, citizens 
demand more and better public services, (2) industrialization itself may 
create the need for more services. 

Further, if a state must import population to supply labor for its 
new industries, little economic gain is made. Although personal income 
rises, there will also be more people to share it. Although the tax base 
rises, costs of government also rise. This is not to say that some industries 
may add to the tax base more than they add to the population and govern
mental costs. But rarely is a qualitative distinction made. 

Of more importance, there is universal agreement among experts on 
the subject of plant location that the state and local tax burden is at best 
a secondary consideration in location selection. Of paramount importance 
are: nearness to the market, availability of raw materials, transportation 
costs, labor supply costs, power supply, water supply, etc. Th e tax factor 
is only a secondary consideration. 

A number of attempts have been made to quantify industrial deve
lopment and tax burdens and to measure their correlation. Of particular 
interest was the study made by professors at Wayne State University. An 
econometric model of state and industrial growth was developed and an 
attempt was made to correlate taxes and growth for 20 different manu
facturing industries in all the states for 1947-1954. The findings were 
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almost completely negative, no correlation, though a modest correlation 
was observed in the case of the textile manufacturing industry.5 

The logical economic reason for categorizing the tax factor as a 
secondary consideration in location decisions resides in the relationship of 
state and local tax costs to total costs of manufacturing. A study in 
Michigan indicated that state and local taxes on manufacturing there 
amounted to about one-half of one per cent of total costs.6 A similar study 
in Minnesota developed a higher figure—roughly 9/10 of one per 
cent.7 It is important to emphasize that it is only differentials that are 
important for competition in locations. Allowing for a 5 o per cent differen
tial between states would reduce the above figure to J^th of one per cent. 
This in turn would be about halved by the deducibility of state taxes 
against the federal income tax base. The Michigan study concluded that 
the complete abolition of state and local taxes "would not save business 
very much." 

Neither should one ignore the positive factors implicit in the rela
tively high level of government services provided to industry by the state. 
Adequate water supply, sewage disposal, streets and roads, etc., are 
necessary to any industry. Indeed industry brings forth a need for a 
number of added local facilities. 

The contention that economic growth in a state is considerably 
affected by tax differential has not been established by creditable evidence. 
The general failure to establish correlation between economic development 
and tax differentials is indicative that at present levels of differentiation, 
effects on economic growth cannot be very serious. Evidence seems to 
indicate that state and local governments can increase the tax and ex
penditure burden without taking undue chances with its industrial future. 

Thus, in light of the problems discussed above, states and localities 
should consider an over-all revision of their tax structure. Each state must 
study its own problems and arrive at a solution that fits the conditions 
of that state. Ohio is no exception. It is through the device of tax supple
ments that I propose to change Ohio's tax structure. The constitution of 
the State of Ohio should be changed to permit the state to levy a per
sonal income tax without sharing it 50-50 with local units of government 
on the basis of origin. The distribution of the revenues on the basis of 

5 Thompson, Wilbur and Matilla, John. "State and Local Taxes and Industrial 
Growth," (lithographed). An address delivered at the 23rd annual meeting of the Mid-West 
Economic Asociation, 1959* 

6 Wolfgang, F. Stapler, "Economic Development, Taxation and Industrial Location 
in Michigan." Michigan's Tax Study Staff Papers (1958). 

7 Report of the Governor's Minnesota Tax Study Committee, 1956. 
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origin ignores the relative needs of the various local units causing a sur
plus of funds in some areas and a dearth of funds in other governments. 

The State of Ohio would then levy a tax on each resident equal to 
a prescribed percentage of his tax paid under the federal personal income 
tax. For example, if Mr. X's federal tax were $10,000 and Ohio levied 
a supplementary tax of 10 per cent, Mr. X would owe $1,000 to the 
state. The federal government would remain fully responsible for ad
ministering the tax, would collect both the federal tax and the supple
mentary state tax, and would remit the supplement to the state. A pro 
rata sharing of these collection expenses would be reflected in the distri
butions to the state governments. The height of the state's supplementary 
rate would represent the choice of its own legislature. A 10 per cent rate 
would yield, with existing levels of income in Ohio between $250 and 
$300 million a year. 

What advantages would such a plan give? (1) A personal income 
tax because of its broad base and high productivity will provide Ohio with 
adequate revenues to meet the expected increases in expenditures and 
avoid financial emergencies that will arise if taxes are not raised. Such a 
plan will make certain to all taxpayers the future tax policy of the state. 
Uncertainty about future tax policy contributes much more to an un
favorable business climate than the actual levels of taxation. If a state has 
gained the reputation of yielding to pressure groups, and in general of 
allowing politics largely to dictate its tax decisions; if the record is one 
of lack of settled tax policy; then the tax climate becomes a negative 
factor in deciding on location or expansion. Uncertainty is strengthened 
by a realization that the existing tax system will not yield enough revenue 
to provide for future needs. Then the only thing certain is that there 
will be a change. A tax that is prospective may repress expansion more 
than one that is actual. 

(2) The State of Ohio would be using the best of revenue sources, 
namely the income tax, to finance part of its governmental services. An 
income tax, more than any other tax, meets the criteria of good taxation. 
Examine an income tax relative to equity. Equity cannot be defined in 
economic terms. Social philosophies or personal predilection with regard 
to equity differ. Yet within certain limits, there are likely to exist at any 
time and place more or less widely accepted standards of equity which 
are accepted as most desirable by the concensus of opinion in society. The 
most widely accepted principle of equity in taxation is that of equal taxation 
of people with equal ability and unequal taxation of people of unequal 
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ability. The questions of defining just who are equals and of establishing 
precise differential treatment of unequals still present many difficulties. 

If this concept of equity is accepted, a problem thus exists of choosing 
between various indexes of equality. A good case can be made for both 
income and consumption as the proper index of equality. In favor of 
income as a sensible index of equality, it may be argued that a person's 
economic capacity (and hence his ability to contribute) depends upon his 
wealth and not upon the ways he chooses to use it. The real cost of 
providing governmental goods and services lies in the loss of private goods 
and services that could have been enjoyed alternatively. Income represents 
generalized command over private goods and services, and wealth is a 
capitalized value of an expected income flow. Therefore, all taxes come 
out of somebody's income and the presumption is in favor of those which 
come out of income directly and in some regular relation to the size 
of the income. 

(3) Such a tax would reduce the regressive effect of existing state-
local tax structures. Although the supplementary rate levied by the state 
is to be a flat proportional rate, the effect is progessive because the rate 
is a percentage of the federal tax. (For example, compare individual "A " 
with a taxable income of $10,000 with individual " B  " with a taxable 
income of $20,000.) The federal tax on "A " would be $2,640. Assum
ing a 10 per cent state supplement, the state tax would be $264 or as a 
per cent of taxable income, 2.64 per cent. For individual " B  " the federal 
tax would be $7,260, the state supplement, $726 or as a per cent of 
taxable income 3.63 per cent. So the effective rate of the state tax increased 
as income increased. Thus the tax is progressive in effect. 

(4) Because of the progressivity of the state supplement, the state 
tax system no longer would be fiscally perverse but would add to the 
counter-cyclical flexibility of the over-all tax system. 

(5) The supplementary rate plan would eliminate duplicate admin
istrative machinery and the state would achieve the economies of adminis
tration made possible by the use of the national machinery for collection 
and enforcement. 

(6) Because of the simplicity of the supplemental rate and because 
of the uniformity of the tax bases, the cost of compliance to the taxpayer 
would be at a minimum. 

(7) The state government will maintain its fiscal autonomy and 
financial responsibility because it would be the duty of the state to set the 
supplementary rate at a level dictated by its particular needs and to change 
that rate as circumstances change. 
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(8) Because state taxes are deductible from adjusted gross income 
under the federal income tax, the state taxpayer would shift some portion 
of the state-local tax burden to the general federal taxpayer. For example, 
suppose a supplementary state income tax of $500 is levied on an individual 
who is paying a marginal rate of 40 per cent under the federal income tax. 
The state will receive the full $500, but the individual's taxable income 
is also reduced by $500 for federal tax purposes. This reduces his federal 
income tax $200. Thus his combined tax liability is changed only by $300, 
although the state government collects an additional $500. 

(9) A supplementary tax collected by the federal government will 
assure a high per cent of compliance with the tax. The problem of evasion 
common in many state income taxes is avoided. 

What disadvantages does this proposed program have ? (1) Although 
the state would have complete flexibility in adjusting the supplementary 
rate, the state would have no flexibility at all as regards the definition of 
income, exemptions, and deductions. Ohio would have to submit to the 
over-all structure of federal income taxation. It is claimed that the 
utilization of the federal tax base by the state would multiply the effects 
of the distortions generated by the imperfections in. the federal tax. A 
state income tax, if organized on a different basis, might be used to offset 
federal tax imperfections rather than to reinforce them. 

This may be true, but who can say that state legislatures will write 
an income tax law that is any more free of imperfections and distortions 
than that written by the Federal Congress? The Congress, with its more 
adequate staffing, the lengthier sessions, and mindful of the heavy reliance 
of the national government on the income tax, should be in a better posi
tion to withstand continued attrition of the tax base than in the state 
legislature. 

(2) The state under the proposed tax, would be unable to tax the 
income of non-residents earned in the state. This is not too big a problem 
because most states that, at present, levy an income tax, have introduced 
reciprocal clauses into their tax legislation, whereby a credit is permitted 
for income tax paid another state, provided the latter state employs a 
comparable rule. Thus, little revenue would be lost, with practically no 
change in the equity of the tax. 

(3) A third limitation is the possible effect of the additional income 
tax of providing an incentive for individuals and resources, particularly 
labor, to be shifted among the states to avoid the tax. There is little 
evidence to support this. A study of population growth in urban areas 
extending into more than one state, with state income taxes in some areas 
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and not in others, shows no evidence of correlation between state taxes 
and population growth.8 

(4) The state income tax superimposed upon an already high federal 
tax might result in a tax equal to more than ioo per cent of income. 
The rejoinder can be made that the federal allowance of state taxes as 
deductions safeguards the taxpayers. Of more importance, income is the 
source of all taxes and hence is as amenable to further direct taxes as it 
is to additional indirect taxes. 

(5) If the State of Ohio adopts an income tax, it will preempt the 
field, thus making all municipal income taxes illegal. The "preemption" 
doctrine as enounced by the Ohio courts prevents local governments from 
using a tax source which is utilized by the state. It is generally believed 
that this rule could be nullified in whole or in part by action of the 
General Assembly. When the State of Ohio adopts the proposed supple
mentary income tax, the legislature should amend the preemption doctrine 
to the extent of allowing municipalities to impose local income taxes but 
only as a supplement to the federal income tax. 

(6) It is claimed that such a proposal would eventually result in 
the States and their subdivisions becoming fiscal appendages of the Federal 
Government. It would tend to undermine the sense of immediate financial 
responsibility and would remove much of the impetus for developing new 
and diversified revenue sources best suited to meet the particular needs 
of the respective units of government. This argument ignores the fact 
that the full responsibility for setting the height of the supplemental rate 
is on the state legislature; hence, the financial responsibility rests with it. 

The weight of these arguments appears to rest with the proposition 
that Ohio should adopt a personal income tax as a supplemental rate of 
the tax paid to the Federal Government. 

The problem of insufficient revenues to meet rising expenditures 
exists for local units of government as well as the state. The property tax 
well has been "pumped dry." I do not advocate any increase in rates. I 
do advocate improvements in assessments to remove inequalities between 
individuals and districts. Further, if the personal income tax is adopted, 
Ohio should abandon its tax on intangible personal property. At best, it is 
a pseudo income-tax no longer needed once an income tax is adopted. 
There is wholesale evasion of the present tax which penalizes the honest 
and rewards the dishonest. T o tax both real property and intangibles 
representing that property constitutes double taxation. A tax on the in

8 Vickrey, Agenda for Progressive Taxation,. New York, The Ronald Press, 194.7, 
pp. 446-48. 
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come from intangibles under an income tax places them in the same 
position as other income and is a sufficient tax burden by itself. 

Existing municipal income taxes are open to serious criticism. The 
tax is heavily regressive, discriminating seriously against wage and salary 
income, and the usual equity of an income tax is in a large measure lost 
by the failure to provide exemptions and deductions. On the whole, the 
municipality is too small a unit to administer an income tax effectively. 

If cities levied an income tax as a supplement to the federal tax, say 
2 to 3 per cent of the federal tax paid, all the objections to existing 
municipal income taxes would be met and municipalities would be using 
the best of revenue sources. Local governments would maintain their fiscal 
autonomy. A direct tax, that is, a tax people know they are paying, should 
aid to develop an alert and tax conscious citizenry. Indirect hidden taxes 
are expedients to hide the cost of public services. It is well to remember 
that one cannot get rid of a tax burden by sweeping it under the bed. All 
the arguments used to support such a tax at the state level apply equally 
to cities. 

However, in opposition to such a proposal, it is claimed that such a 
supplementary tax would have the effect of driving people outside the city 
limits. I personally think this claim is overstated and overemphasized. 
Taxes on net income are not among the more important factors which 
enter into locational decisions. Of much greater importance are: job and 
profit opportunities, climate, family considerations, topography, and many 
other things. Also, the quality and amount of public services offered by 
government are frequently just as important as tax factors in the choice 
of a home and a place in which to do business. Schools, police and fire 
protection, sanitation, sewage disposal, recreational facilities, housing—all 
play a part. And just as people demand more and better quality goods and 
services in their private consumption as their income rises, they also tend 
to demand more and better quality public services. In general, therefore, 
tax considerations in locational decisions, particularly in personal locational 
decisions, have been emphasized far beyond their real importance; and 
public service considerations have been unwarrantedly depreciated. Only 
a low rate tax is proposed which further minimizes the effect of the tax 
on locational decisions. If and when the Ohio governmental structure 
were reorganized to combine cities and suburbs into a metropolitan gov
ernment, the problem for the most part would disappear. So once again, if 
municipalities used a supplementary rate on federal taxes, they would be 
using one of the best revenue sources available to them. 

I submit, then, this tax plan for the State of Ohio to meet the 
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expected necessary increase in public expenditure and to bring rationality 
to the tax system. An income tax will provide certainty, equity, and 
balance to our tax system. An equitable and rational tax system in turn 
will aid the economic development of the State. 



PROMPT FINANCIAL REPORTING 

ROBERT C. MCGOWAN 

Chesafeake and Ohio Railway Comfany 
Cleveland, Ohio 

If you happen to be a C&O shareholder, you would have received 
on January 2 a Flash Annual Report summarizing the financial results 
from i960 operations- The Flash Annual Report is published each year 
on the first working day of the new year to give our shareholders a timely 
summary of results of the past year: Revenues, Expenses, Net Income, 
Cash and Working Capital. O  r if you should happen to look at the Dow-
Jones ticker on the afternoon of the first day of any month, you will 
likely see a report of C&O earnings for the previous month. A public 
relations gimmick? Perhaps so, for there has been a considerable amount 
of favorable comment from the financial community on our early reports. 
But this is hardly the sole or even the main purpose of our efforts. As an 
internal management tool, prompt financial reporting is an innovation 
which has not only gained the wholesale support of top management on 
C&O, but has become an expected way of life. 

This afternoon I would like to tell you a little about C&O's prompt 
reporting systems. Before doing so, however, it might be helpful for me 
to give you a thumbnail sketch of the C&O. The C&O system extends 
over 5,000 miles from Newport News on the east, to Chicago and Mil
waukee on the west. C&O serves nine states and its lines extend into 
Canada. Gross revenue or sales in i960 amounted to $355 million and 
the book value of total assets exceeds $1 billion. In relation to other rail
roads of the United States, the C&O ranks 18th in size in terms of miles 
of road, 7th in terms of revenues, and 3rd in terms of earnings from 
railroad operations. W e have an inventory of freight cars with a replace
ment value of almost $1 billion; and with it an inventory control problem 
which is probably as complex as any that exists in industry. C&O operates 
a production-line manufacturing plant of its own at Russell, Kentucky, 
for the construction and rebuilding of freight cars. In a normal year, this 
plant will turn out equipment valued at $20 to $30 million. At the pres
ent time, C&O is seeking affiliation with the B&O as the first step toward 
an eventual merger. The B&O is slightly larger than C&O in terms 
of mileage, revenues and assets. While B&O does not have C&O's finan
cial strength or earning power, its potential for cost reduction and revenue 
growth is outstanding. 

46 
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C&O's program aimed at prompt financial reporting got under way 
more than a decade ago when John Kusik joined C&O as Financial Vice 
President. He had had extensive experience as a financial man in outside 
industry and decided that many of the principles and techniques of indus
trial accounting had application to railroads. Since that time, our account
ing systems have been completely overhauled. New financial functions 
were established along the lines of industrial organizations to provide 
customized financial services to C&O management at all levels. C&O was 
the first railroad, and among the first in industry, to use an electronic 
computer in business data processing. Our Univac I was installed in 1956 
and we now operate five shifts daily, three on our own machine and two 
on a machine that C&O leases at nearby Case Institute of Technology. 
I should add that, during the decade in which these improvements were 
being made, a 40 per cent reduction in accounting clerical forces was also 
taking place on C&O. 

The changes that were made during this decade represented a com
plete reorientation of the financial functions on C&O. The new prompt 
reporting systems reflected four major principles which were radical 
departures from past practice. 

The first of these principles is: 
Timeliness is of the utmost importance m financial reporting. All of 
us here today would have little difficulty agreeing that the public has 
no use for 5- or 10-day-old newspapers. And yet, this is precisely 
what many accountants are giving management in the form of stale 
financial reports. The fact is that accounting data is an extremely 
perishable commodity which loses its value rapidly as it ages. Early 
in the C&O program, the first work day account closing was estab
lished as an objective. 

Second—And related to timeliness, is the recognition that decimaUfoint 
accuracy is not needed for managerial furfoses. Management needs 
to know where it is now and, more importantly, where it is going 
—not in terms of audited financial statements with figures carried 
out to the last penny, but in terms of order of magnitude measure
ments. In most cases, data stated to the nearest thousand dollars are 
adequate for management purposes. In many instances, figures 
rounded to the nearest hundred thousand or even to the nearest 
million dollars are as useful to management and will stimulate the 
same executive action as precise data expressed to the last penny. 



4  8 ACCOUNTING INSTITUTE PROCEEDINGS 

Third—For the most part, historical financial data isy m itselfy of little 
significance unless it is presented m the context of fro bable future 
events. Management deals in the future. Accounting data, if it is to 
be useful to management, must provide a basis for comparing alterna
tive courses of future action and evaluating the probable financial 
results of each of these alternatives. Our financial reporting systems 
on C&O invariably include, in addition to historical data, a combi
nation of estimates and forecasts so that it is possible to identify trends. 

And the fourth principle: 
That to be effective, financial reforts must fresent an accurate fic
ture of the real-life happenings m the business. As accountants, we 
sometimes have a tendency to regard the so-called "actual" results 
produced through routine accounting procedures as being pure and 
non-controversial pictures of real life, when this may not always 
be so. T o be effective, creative financial reporting—or painting true 
pictures—must often be done without regard for some of the con
straints imposed by traditional accounting concepts. 

Let me tell you about a few reports which illustrate how these general 
principles are applied on C&O. 

(1) The Daily Revenues Refort—This report is published by noon of 
each day and shows revenues for the previous day for each major 
category of business. I t also presents a comparison with prior periods 
and with the daily revenue forecast. The charts at the top show 
cumulative daily plottings of actual revenues vs. forecast for the month 
for the two major classes of traffic: merchandise and coal. Thus, it 
shows the trend of revenues in relation to forecast for the month, as 
well as to historical experience. The quick estimating system used in 
preparing this report is really quite simple. Waybills, which are the 
basic accounting document for freight movements, are processed 
initially for accounting purposes at 11 decentralized locations through
out the system. Preliminary summaries of each day's business are 
accumulated on the morning of the following day and teletyped to 
Cleveland. These preliminary summaries are used as a basis for the 
daily report. Estimates are adjusted at several subsequent stages of 
our formal accounting processes so that, in the end, our daily reporting 
ties into actual revenues collected. However, these subsequent ad
justments are relatively minor and do not lessen the effectiveness of 
the initial reportings. 
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(2) The Flash Re fort—This report is published on the first working day 
of the month and presents, in capsule form, the results of the previous 
month's operations. It also contains forecast data for the upcoming 
month. It gives a condensed summary of four C&O positions: Earn
ing Power Position which shows the trend in earnings, and contains 
an analysis of variances as well as a discussion of the major factors 
affecting earnings and the earnings forecast for the next month; 
Trading Position, which covers capital expenditures and plant utiliza
tion; and Financial Position, which includes cash, working capital, 
debt and shareholders equity. It is a four-page report with the front 
page covering the highlights. The remaining pages include tables, 
charts and narrative covering in some detail what happened during 
the month, as well as the outlook for the next month. 

(3) Next, the Presidents Re fort to the Board of Directors—This is 
produced on the fourth working day and contains more detailed 
analyses and discussions of each of the four "positions" contained in 
the Flash Report. It also covers three additional "positions": Tax 
Position-, Competitive Position, which covers appraisals of C&O's 
performance in relation to one or two principal competitors; and 
Industry Position, which covers C&O's performance in relation to 
the railroad industry as a whole. There are about 25 pages in the 
President's Report and the analyses and explanations are, of course, 
much more comprehensive than those in the Flash Report. 

As in the case of the Flash Report, the presentation in the President's 
Report is in the form of tables, graphs and narrative discussion cov
ering the present, past and future. 

These are a few illustrations of reports that are furnished to top 
management of the company on a regular basis. There is a separate family 
of reports, following this general format, for the traffic departments and 
another for the operating departments. The analysis of financial results, 
the development of forecasts, and the preparation of reports for top man
agement is done by a small group of analysts in a chart room which on 
C&O is called the "Financial Weather Bureau." This group, which is 
under Roger Brown, our Director of Financial Planning, also has the 
responsibility for coordinating the forecasting, budgeting and reporting 
activities of the entire company. The "Financial Weather Bureau" is 
used for regular meetings of representatives of the Operating, Traffic, 
Finance, and other departments at which results are reviewed, forecasts 
are discussed and, hopefully, conclusions are developed. Consulting econo
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mists participate in these meetings regularly. The ability of our "Financial 
Weather Bureau" to anticipate the stormy economic climate of 1958 and 
i960 and project the impact on C&O business saved the company several 
million dollars. 

While the computer now plays an important role in C&O's prompt 
reporting and forecasting systems, our program aimed at prompt report
ing was well under way before we had a computer. The techniques used 
in our early closing are not elaborate and our quick estimating systems 
are not expensive to operate. The procedures we use are fairly common 
and in use by most companies at the present time in varying degrees. 
W e do have one advantage in that the production cycle of transportation 
service is probably shorter than that of most manufacturing industries; 
freight movements are completed in a matter of hours or, at the most, a 
relatively few days, and cash collections are usually made within five 
days after the service is completed. In view of this, most of our accounting 
systems have been designed to operate on daily or weekly cycles. Thus 
at the end of any month we have actual data for all but a few days or, at 
the most, a week. A considerable amount of work has been done to devise 
quick estimating procedures which develop accounting data for the re
mainder of the month. Despite the fact that C&O's operations are widely 
dispersed over some 5,000 miles of road, we have modern communica
tions systems at our disposal to transmit data to a central location. Our 
quick estimating systems are used to price out such things as number of 
trains operated on specific runs, daily employee counts, and number 
of miles of rail installed, to develop accounting estimates for the days 
that are not covered by actual data. Follow-up procedures have been 
established whereby these estimates are compared with actual results on 
quality control charts. These are likewise relatively easy to maintain. 

Three years are plotted on the charts. We are, of course, continually 
striving to improve our estimating procedures to minimize these variances. 
There were a few months in 1959 in which the variances reached 3 per 
cent. However, the estimates for each of the past six months have been 
within I per cent of actual. As a result of operating on this basis for several 
years, we are confident that the accounting data that C&O publishes on 
the first work day of each month are fully adequate from the standpoint 
of accuracy for purposes of the management of the company. Our public 
accountants are satisfied to a point where we receive an unqualified certifi
cate on our first work-day financial statements. 

As I mentioned earlier, the initial developmental work on C&O's 
prompt reporting and forecasting systems was well along by 1956 when 
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the computer was installed. While the computer did not alter our basic 
approach, it did facilitate some important refinements in our procedures. 
These refinements fall into three general classes. 

First, the computer has the capacity to accumulate a much larger 
volume of detailed information about the business than was ever possible 
or economically feasible to accumulate before we had a computer. With 
this reservoir of information now available, we are able to do analytical 
work that previously would have been too expensive or too time-consuming 
to undertake. It becomes a relatively simple task to select the information 
that is needed and summarize it in the manner which best suits the specific 
purpose. In addition, much information that previously had been developed 
periodically on a special study basis can now be produced on a regular 
basis at little or no added cost. This additional information provides a much 
sounder basis for our forecasting, estimating and analytical work. As an 
illustration, recently we have used the computer extensively in our larger 
studies to make detailed analyses of joint C&O-B&O trafiic. While we 
had not anticipated the specific need, we were able to extract from his
torical accounting records stored on magnetic tape data covering joint 
C&O-B&O traiBc and summarize it by commodities, by interchange 
point, and several other ways. Needless to say, this would have been 
almost an impossible task if the basic information was not available on 
magnetic tape and if we did not have a computer. Thus the computer 
not only makes much more comprehensive factual information on the 
business available, but also provides a means of rapidly accumulating and 
summarizing the data for specific purposes. 

The second *way in which our computer is utilized is in the application 
of more scientific techniques in our forecasting frocedures. Before we had 
the computer we employed a firm of economic consultants to make cor
relation analyses to develop from general business indicators, forecasts of 
production for each of the major classes of commodities transported by 
C&O. When it was discovered that the consultants were using ordinary 
calculating machines, we decided to make our own correlation analyses on 
the computer. W e were able to do a much more refined job in a fraction 
of the time previously required—and it cost much less to do it ourselves. 
W e also found that the Bureau of Census had developed a seasonal ad
justment program for Univac I which we were able to use in C&O's 
revenue forecasting system. For example, Exhibit 5 shows the results of a 
revenue forecasting system. For example, we make a correlation analysis 
relating C&O carloads of motor vehicles and parts with Ward's published 
data on automobile production. The calculations required to seasonally 
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adjust and correlate data for this purpose can be performed on the computer 
in a fraction of the time it would take to do it manually. Another illustra
tion of the use of a computer in this area is our cash forecasting system. 
The many calculations and complex relationships involved in developing 
a cash forecast previously took much clerical effort and, what is more 
important, time. With a computer, the cash forecasting system can be 
operated on an almost instantaneous basis. Thus the ability to perform 
these complex mathematical and clerical operations on the computer quickly 
and at little cost made it possible to enlarge the scope and improve the 
accuracy of our forecasting and estimating procedures. 

The tftird refinement made possible by the computer is the more 
extensive use of frediction techniques in accounting systems. The opera
tion of the railroad, and most other businesses for that matter, involves 
many repetitive operations. A large portion of our freight business is of 
a recurring nature; trains run on regular schedules; crew assignments in 
yards, on piers, in freight houses follow regular patterns; and mtich of 
our maintenance work is programmed in advance. We have learned to 
capitalize on the recurring nature of these operations by utilizing the 
computer to predict accounting results. T  o illustrate, let us consider a 
typical payroll processing cycle. Starting at the upper left, complete his
torical records are available on magnetic tape showing for each employee 
his position, rate of pay, work location and other payroll information. These 
records also contain an analysis of work done by the employee during the 
immediate preceding periods which can be used as a basis for predicting 
the type of work he will perform in the next pay period. After external 
changes have been introduced (such as new positions added, positions 
abolished, and rate changes) preprinted time returns are prepared on the 
computer containing the predicted payroll and labor distribution data and 
these are then sent to the field. If the man works exactly as predicted-— 
and our experience has been that up to half will in normal times—the time 
return need only be approved by the supervisor and returned to be reintro
duced into the computer system. If the man does not work as predicted, 
changes are indicated and the time return is sent in for processing and 
reintroduction into the computer system. Payroll is calculated, labor distri
bution is developed and the historical files on magnetic tapes are updated 
for use as we begin the process all over. Our aim at all times is to reduce 
that part of the cycle that represents manual processing by extensions of 
the computer processing. By doing this, we not only speed up the processing 
cycle, but also reduce clerical costs. As an example of this prediction 
technique as applied to a specific payroll, consider a daily time card 
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for a maintenance employee. The previous work assignments of the 
employee have been analyzed in the computer and when the time card 
is produced the hours worked and probable labor distributions are predicted. 
The card is sent to the employee's work location in advance of each day. 
If the employee works eight hours on the first type of work predicted, the 
time return need only be approved and returned to the Accounting De
partment. At the present time only about 30 per cent of the daily time 
cards for maintenance employees fall into this class. They require no 
keypunching or clerical processing before being reintroduced into the 
computer system. If overtime is worked, or if the man is assigned to 
work other than that preprinted on the card, only the new information 
must be recorded and keypunched into the card. You can readily see how 
these prediction techniques not only have application in our quick estimat
ing systems, but also play an important part in our program aimed at 
reducing clerical costs. 

At the moment progress in further development of our computer 
systems is limited by the available capacity of our Univac I systems. Our 
immediate plans provide for the installation of an IBM 1410 computer 
system at the end of this year to handle our freight car inventory control 
problem. Then in mid-1962, a Univac I I  I will be installed to replace 
our present Univac Fs and provide capacity for new applications. W  e 
can foresee some major opportunities for utilizing computers to integrate 
on an over-all company basis all of the forecasting and budget functions 
on C&O. Ultimately we would hope to construct a dynamic financial 
model of the C&O, tying together our short, intermediate and long-range 
forecasting systems. With such a model on the computer, it would be 
relatively easy to project the probable financial effect of external factors 
affecting the business as well as alternative management programs. As 
you may know, this is not wishful thinking; there are several companies 
that have such financial models in operation today. 

Are C&O's forecasting and prompt reporting systems worthwhile? 
Do they pay off? Our experience—particularly during the periods of 
declining business volume in 1958 and again in i960—has convinced us 
that they do. In a manufacturing company, miscalculations as to levels 
of business invariably show up in unbalanced inventories. The inventory 
of refrigerators that General Electric or Westinghouse may have to carry 
as a result of overproduction involves an excessive lock-up of capital, and 
brings about some added costs. However, any miscalculation as to the 
levels of operations of the railroads can have a much more severe and 
direct impact on earnings. This is because there is no counterpart of 
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finished goods inventory on a railroad to serve as a buffer between pro
duction and consumption. If more trains are operated today than are 
needed for the level of business, the excess cost is a financial loss which 
can never be recovered. For this reason, it becomes particularly important 
that changes in trends be identified and reported to management promptly. 

At this point our problem on C&O is not one of gaining acceptance 
of the principle of prompt financial reporting; our management expects 
it as a way of life. Our real problem is one of developing and refining 
techniques to meet new demands for such financial services. 
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Modern American business, large or small, together with its man
agement is today facing a challenge, the seriousness of which cannot be 
ignored. The growing world-wide competitive market has intensified the 
need to increase productivity, decrease costs, improve the product, and 
maintain the profitability of invested capital. Modern business management 
must utilize every available means at its disposal to solve effectively the 
increasing complexity of today's business problems. A good, hard look 
at long-accepted standard business concepts, ways of doing things, and 
the whole organizational structure of our business is now essential. The old 
ways may no longer be adequate. 

However, as always, American ingenuity and skill rise up, providing 
the ways and means to meet this challenge. Essential in meeting this 
challenge is the use of today's systems technology because it reaches into 
every facet of business and business management to strengthen each part 
so that the over-all objectives of the business may be effectively accom
plished. I would like to define systems as "that vehicle which enables 
management to fulfill its organizational purpose." Systems underlie and 
are a part of every management action, directly or indirectly, consciously 
or subconsciously. Consequently, a good systems function has the same 
goals as management. It has the same responsibilities as management— 
encompassing those to society, for the economic welfare of the country, 
to the employees, to the stockholders, and for the successful performance 
of the internal corporate operations. Therefore, a good business manage
ment requires a sound, progressive systems function. 

Origin and Growth of the Systems Function 

Today's systems engineer is a result of a long period of growth. In 
the earlier days, the systems man generally originated in the Accounting 
Department because of the obvious need for accounting systems. It became 
necessary to have an individual well versed in accounting who, because 
he could also get along well with people, was particularly adapted to the 
installation of accounting systems. As business grew, the clerical and paper 
work of all other departments grew with it; and it became essential to 

55 
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have systems people in the non-accounting areas of the business. There
fore, without a background of systems academic training, because it was 
not then available, most frequently, the over-all systems engineer was 
the outgrowth of an accounting systems man. 

Today, the enlightened systems engineer has a variety of tools to 
, aid him, many of which are frequently changing names and identification 
labels. For example, one of the prime activities of a systems man involves 
data processing. This, in turn, has been more definitely identified as 
integrated data processing, electronic data processing, and other adapta
tions of a similar nature. Modern techniques include the use of operations 
research, or as it is frequently termed, applied mathematics. This is 
simply the application of a scientific approach to the solution of business 
problems embodying the use of appropriate mathematical techniques, such 
as linear programming, the Box-Wilson technique, Monte Carlo theory, 
cueing theory, least squares, and so on. Today the application of this 
broad background takes the systems engineer into all phases of a company's 
activities—administrative, corporate, and operating; into all departments 
of the company—manufacturing, sales purchasing, research, employee 
relations, and others. 

The Systems Man's Place m the Organization 
This leads us to consider where, in a corporate organizational struc

ture, the systems man or the systems function should be placed. By virtue 
of the historical beginnings, we frequently find the system function in 
the Comptroller's Department. This is adequate and satisfactory if the 
Comptroller is fully cognizant of the broad span and scope of his re
sponsibilities and if he is a real working member of the top management 
team and not simply an advisor to the team. The modern, enlightened 
Comptroller exerts his effort and energies far beyond the old definition 
frequently applied by the uninformed to the Comptroller's responsibilities. 

Otherwise, and this is perhaps a more recent trend, the systems func
tion is frequently placed in the organization structure so that it reports to 
a top operating executive. He may be an executive or administrative vice 
president. In smaller companies, it is not uncommon for the president 
himself to have the systems function under his direct control. It should 
be obvious that, to enable the systems engineer to function effectively 
throughout a corporate organization, his responsibility and authority must 
emanate from an executive having over-all corporate administrative re
sponsibility. It is possible in large organizations to have individuals in 
various departments with certain systems responsibilities. However, the 
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key and ultimate responsibility and authority must be vested in a single 
person reporting to sufficiently high authority to enjoy the respect of all 
departments in which he is called to operate. For further consideration 
of this subject the recently published A M A Report No. 56 "Shaping a 
New Concept of Administrative Management" will prove most pro
vocative. 

Integrated Systems 
The importance of information, the collecting of it, the processing 

of it, and the reporting of it, have assumed proportions today which are 
beyond those thought of even a decade ago. W e are all familiar with 
integrated systems, or are we? What do we mean by integrated systems? 
An information system is integrated when all related source data are 
collected without duplication into a common data processing operation. 
This data processing service must be designed to satisfy all the manage
ment requirements, irrespective of the source of the data, the departments 
involved, or the present organizational boundaries. Properly identified 
source data may serve multiple uses if tailored into an effective information 
system. The architect of an effective information system must be thorough
ly conversant with the company's operations, data processing means, and 
the required output. Complete coordination of all systems is necessary to 
the implementation of the total systems concept. 

Messrs. Leavitt and Whisler1 clearly identified the growing sig
nificance of information gathering, flow, and use by management when 
they termed this entire field " I N F O R M A T I O  N T E C H N O L O G Y .  " 
They categorized it in importance with the earlier and accepted successful 
technologies: Frederick W . Taylor's "Scientific Management" and the 
post World War I  I technology of "Participating Management." 

Electronic data processing equipment advances through consecutively 
improved and more economical data handling computers have played the 
greatest single role in facilitating information handling. The tremendous 
capacity of these machines has made it wise to design entirely new channels 
of information flow which, in turn, have brought about new organizational 
problems and an approach to solving them. New means of capturing trans
action data at the source and new means of transmitting these data to a 
central processing point have already created entirely new organizational 
philosophies, even though the communications equipment now commercial
ly available to accomplish these objectives has only scratched the surface. 
A new look at the matter of centralization and decentralization of data 
processing facilities is a must. 

1 Harvard Business Review, November-December, 1958. 
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It becomes clear that in order to attack and solve this massive problem 
of information handling, a coordinated over-all, but detailed, approach is 
essential. W e must thoroughly understand the requirements of data flow 
and the importance of its output. Output may be categorized as either 
documents, such as checks, invoices, vouchers, etc., and reforts. The im
portance of a real understanding of each minute component of the output 
is necessary to minimize source data requirements and transmission efforts. 
I cannot overemphasize the necessity to research and identify the true use 
of information output. 

There is not time today to discuss the need for establishing a nation
wide program to design, develop, and standardize a faster method of 
communication within industries and among commerce, industry, and 
government. A basic means of inter-relating data and providing a common 
language, acceptable by men or machines is ultimately necessary. This 
involves data processing equipment compatibility, adequate communication 
and transmission facilities, uniform format, and other contributions of 
systems engineering. This subject was outlined in greater detail in 
Toronto at the Systems and Procedures Association International Systems 
Meeting in October, 1959.2 

Systems Analysis 

In order to advance the total systems concept we have developed a 
program which might be termed a "systems analysis approach." The prime 
objectives of systems analysis are: 

1. T  o develop a logical, streamlined work flow—which will: 
a. Eliminate unnecessary effort 
b. Simplify essential efforts 
c. Integrate related systems 

2. Identify an effective organization structure. 

3. Establish manpower requirements. 
4. Determine the best means of work performance, i.e., manual or 

mechanized. 

Systems analysis fosters the use of the documentation of all related 
parts of an activity, a function, or of an entire integrated system and the 
complete high management level validation of all output, both documents 
and reports. The documentation, which utilizes a flow-charting technique, 
clearly identifies all input, all intermediate action, and all output, presented 
in a visual manner. This permits a systematic analysis of the output related 

2 A Universal Information Handling System—F. W. Wanner. 
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directly to the source data input with appropriate consideration of all in
termediate processing. 

The validation of all output documents and reports is an essential part 
of systems analysis. Traditional and past requirements should not be the 
governing factor as to the validity or need for supplying documents or 
reports. The economic, legal or business necessity for the requirements 
must be firmly established by the highest order of management authority 
possible before accepting the validity of any component of output. Failure 
here will result in unessentials, thus preventing maximization of economies. 
Sympathetic cooperation and support of management is particularly essen
tial at this point. 

Reports 
As an information system output consists of both documents and 

reports, the reports are also subjected to the same detailed scrutiny as are 
documents. A sound reports analysis program embodying a high level report 
validation is essential to meet management's real demands for information. 
It, in turn, moves us on to a higher degree of efficiency through considera
tion of the design of a uniform information reporting system. We are 
all familiar with the tremendous volume of historical and computed data 
which is transmitted from one office to another on a report as "essential" 
information. A pilot study analysis of a small group of related reports 
was recently made by a large company which indicated that 75 per cent 
of the information being reported by field offices to a central processing 
point would be unnecessary in a uniform data reporting system main
taining its own historical information. These costly inefficiencies must 
necessarily be eliminated by systems engineers if costs of operation are to 
be competitive in the world market. 

I would like to quote one other authority who has made a very 
pertinent comment on this subject. Marion Harper, Jr.,3 Board Chairman 
of Interpublic, Incorporated, said, "T o manage a business well is to 
manage its future; and to manage the future is to manage information."" 
He goes on to say that "What is needed is the development of a new 
profession to provide management with an intelligence service for the 
shaping of strategy and policy." He terms the head of this effort in a 
business firm as "Director of Intelligence Service." Clearly here is another 
valid commentary on the challenge to American business and government 
—and their professional advisors. 

3 Management and Business Automation) March, 1961. 
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A Systems Engineer's Obligations 

As systems engineers, we have an obligation to our profession, to our 
companies, and to ourselves. W e have an obligation to live up to our re
sponsibilities to management. How do we meet them? 

First, we meet them by properly equipping ourselves to do the job. 
How do we do this? We keep abreast of the changing philosophy under
lying the systems responsibility; we continue training in new fields; we 
become thoroughly familiar with new systems techniques and tools. We 
study the efforts of other companies in the field of systems and specifically 
study the vehicles and organizations that have been built through which 
the mangements of other companies operate. We work on a professional 
level with others in our field, through such organizations as S.P.A. Beyond 
these activities, we should promote research and adequate education con
cerning new systems tools and techniques, another aim of S.P.A. We 
must continually strive to equip ourselves and the profession to identify 
and solve the red management information problems. 

Second, we should move into these new fields rapidly. By this,
mean make prompt use of the new techniques and took—the use of 
electronic data processing, mathematical techniques, and operations re
search, with all their respective subordinate parts. Early recognition of 
the practical application of these now techniques is essential. If we do not 
move rapidly and obtain the advantage of early utilization, these dollars 
lost can never be again recovered; they will have been lost with the 
passage of time. 

Third, we need to have a complete and full understanding of the spe
cific situation to be able to use these new techniques so that we may thor
oughly analyze the problem and translate it into machine language. This 
means that we must have a broad over-all understanding of management 
philosophy and of the business objectives so that the correct degree of 
importance may be given to each problem. After the definition has been 
adequately developed and the data processed, we must be able to interpret 
the results for management. We must have sufficient knowledge of the 
problem area to be able to recognize immediately that the solution is in 
the proper order of magnitude. 

Fourth, we must avoid overemphasis concerning the means of 
problem solution. The fascination of new tools and techniques can become 
very dangerous if not held in the proper perspective. W e must guard 
against a loss of contact with the real basic problem or the management's 
real objectives. It is possible for individuals associated with the program
ming of business problems for electronic data processing systems to become 
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so entranced and involved in the technical factors of converting the 
problem to machine language that they lose sight of the basic problem and 
information really required by management. 

T  o summarize, we might say that it is no longer possible to accept 
traditional output document and report requirements on face value. Con
versely, it is necessary to examine in depth each minute part of the data 
on each and every output document or report for its validity and real need 
for the specific datum. It is particularly essential to cull out all historical 
and computive data, thereby reducing the data required from original 
source documents or from field offices. Only that information which it 
is not possible to maintain in the collecting and processing system, or 
compute at the last point within the data flow should be requested from 
reporting offices. 

New educational and research facilities are necessary to train per
sonnel to fulfill adequately these management requirements in the future. 
Our educational institutions must be made aware of the rapidity with 
which business and government management concepts are changing. 

Businessmen and academic institutions alike must recognize that 
many relationships between philosophies and disciplines truly exist, which 
heretofore seemed to bear no relationship to each other or to the business 
world. For example, the mathematical economist may have an unsuspected 
relationship with a sociologist or an electrical engineer. Diverse subjects, 
perhaps shunned in the past by the business major student, are receiving 
more attention today. Among the subjects which might be considered in 
a rounded business education of today are: 

Engineering in all its branches 
Economics 
Mathematics 
Sociology 
Statistics 
Psychology 
Logic 
Operations research 
Motivational research 
Survey techniques 
Design and management of research 
Computing machine techniques 
Cybernetics 
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As with every advancing era, our educational facilities must take the 
lead in training our future business managers in the awareness, and 
creation, and use of new tools for business management. In turn, business 
itself, and government as well, must support the universities in meeting 
this challenge from business. Development of business systems, as with any 
common means of advancing our national economy requires the full 
cooperation of government, industry, and the academic world if we are 
to provide the world leadership necessary to protect and advance our 
system of free enterprise. 
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FOURTH SESSION 

HAL L OF FAM E BANQUET 

D R  . WILLIA M E. SCHLENDER: Ladies and gentlement, it is my 
privilege to welcome you to this twelfth annual Hall of Fame for the 
accountants. I am sure that Dean James R. McCoy of the College of 
Commerce and Administration regrets very much that he could not be 
here with you this evening. I am sure that almost all of you know Dean 
McCoy and of his profound interest in this particular event, both because 
he is an Administrator and also because of his professional background in 
accounting. He is very sorry that he had to be away and, therefore,
am presiding in the Dean's place. 

I should like to have you meet a number of the distinguished gentle
men who are with us at the Speakers Table, first of all, and I am going 
to start on my far right, with Arthur B. Gunderson, Executive Secretary, 
National Association of Accountants. 

The next gentleman is John H. Herrick, Executive Director, Cam
pus Planning, The Ohio State University. 

Next to him is James E. Thayer, President of the Ohio Society of 
Certified Public Accountants; he is a partner in Thayer, Kleines & Com
pany of Akron, and presided at today's Luncheon Session. 

Next is John T  . Mount, Vice President and Secretary, Secretary to 
the Board of Trustees of The Ohio State University. 

E. R. Karrmann, Vice President of Controllers Institute; Senior 
Vice President, Treasurer and Controller, American United Life Insur
ance Company, Indianapolis, Indiana, He will preside at tomorrow's 
Luncheon Session. 

George A. Hewitt, President, National Association of Accountants, 
also partner of Lybrand, Ross Brothers and Montgomery, Philadelphia, 
Pennsylvania. Mr. Hewitt will preside at tomorrow morning's session. 

F  . Walton Wanner, Certified Public Accountant, a Systems and 
Methods Consultant of Controllers Department of Standard Oil Company 
of New Jersey in New York. He was the speaker at this afternoon's 
session. 

I will omit the next several gentlemen in line and go on to Dr. A. B. 
Carson, President of the American Accounting Association, Certified 
Public Accountant, Professor of Accounting of the Graduate School of 
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Business Administration, University of California at Los Angeles, and 
who presided at this afternoon's session. 

Dr. George W . Thatcher, Professor, and Chairman of the Depart
ment of Economics, School of Business Administration, Miami University, 
Oxford, Ohio, and a speaker at this afternoon's session. 

Troy G. Thurston, Certified Public Accountant, with the George S. 
Olive and Company, Indianapolis, Indiana. He will be a speaker at 
tomorrow morning's session. 

Everett Walters, Dean of the Graduate School of The Ohio State 
University. Robert J. Mains, Vice President, Public Accountants Society 
of Ohio, with R. J. Mains and Associates of Dayton. Frederick Stecker, 
Executive Director, University Relations of The Ohio State University. 

W . R. Gilchrist, immediate Past President of the Institute of Inter
nal Auditors, General Auditor, the Service Pipeline Company of Tulsa, 
Oklahoma. 

John B. Fullen, Secretary of The Ohio State University Alumni As
sociation, and Executive Director of The Ohio State University Alumni 
Fund. 

Louis H. Pilie, President of the American Institute of Certified 
Public Accountants, and a partner in the firm of Barton, Pilie, Hughes 
and Jones, New Orleans, Louisiana. He was a speaker at this morning's 
session. 

Paul E. Fertig, Chairman, Department of Accounting of The Ohio 
State University. 

I am going to share the spotlight with additional personalities who 
are in the audience. I should like to introduce Dean Emeritus of the Col
lege of Commerce and Administration, Walter C. Weidler. 

Executive Dean Ronald B. Thompson of the Special Services Depart
ment of the University. Assistant Dean Merwin Potter of the College of 
Commerce and Administration. 

We also have some representatives of the distaff side. If you wOl 
direct your attention to the table before me, I should like to introduce 
the ladies sitting at this table: Mrs. Walter C. Weidler, Mrs. Merwin 
Potter, Mrs. William Schlender, Mrs. William B. Jencks, Mrs. Paul 
Fertig, Mrs. Rolin Niswonger, Mrs. Dan Boggs, Mrs. Norman Yonko 
and Miss Sharon Murray. 

I should like now to introduce to you President Novice G. Fawcett, 
who will extend greetings from the University. 



ADDRESS OF WELCOME 

PRESIDENT FAWCETT: Dr. Schlender, distinguished guests at the 
speakers table, ladies and gentlemen: Mine is a happy privilege this eve
ning to meet with you and to bring the official greetings of The Ohio 
State University. I noticed the presence in the audience of a number of 
people, returnees I presume you might call them, who have been on our 
campus before, some of whom were here in August of last year for the 
American Accounting Association Convention, an organization which, as 
you know, had its origin on this campus in 1916. We greet all of you 
most cordially. 

I hope that while you are here you will have time to walk around 
the vast expanse of this campus and see something of its continuing growth. 
Not only could the walk be refreshing but you might also gain a some
what deeper insight into the nature of a comprehensive university. 

That reminds me of the man who was recently celebrating his 
eightieth birthday and his Golden Anniversary. Reporters gathered around 
him near the close of the celebration and asked him, as all reporters do, a 
man of his age, how he accounted for his long life, and he thought for 
a minute and said, "Well, I really never had thought much about it, but 
I do know that when I got married my wife and I had an agreement 
that any time we saw an argument coming on I would grab my hat and 
walk three times around the block. You'd be surprised what 50 years of 
outside exercise will do for your health!" 

I am sure that your discussions here will not require that of you, but 
your presence, whether you are walking or whether you are sitting, is 
indeed most gratifying to us. 

You are a part actually of over 40,000 men and women who come 
every year to this campus of this great land grant comprehensive univer
sity to participate in our continuing educational program in its multitude 
of forms, workshops, conferences, short courses, symposiums and the like. 
I hope you will pardon my personal pride in observing that being host to 
the Annual Institute on Accounting for 23 years just about puts this event 
in the category of a professionally immutable tradition for which we are 
grateful because we know that your stimulating presence means much to 
us, and we are firmly committed to public service in all of its educational 
forms. 

We feel that we are very fortunate in the acclaim and eminence 
achieved by The Ohio State University's Department of Accounting and 
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by its parent, the College of Commerce and Administration, whose faculty 
and administration served the profession with scholarly distinction, the 
fact which I am sure you already know. The professional accountant has 
been a fundamental bulwark in the present-day economic society and its 
economy. Just what the more sophisticated computing systems are going 
to do for your profession, I am sure I do not know, but I expect to get 
the answer to that question before the evening is over, and I am delighted 
to be able to share with you in the substance of the speech which is to 
follow. 

As I look over your program of concerns in this Institute, however, 
my appreciation for your good work, your fidelity and your vision for the 
future is considerably strengthened. This meeting represents a vast amount 
of planning by a great number of people with vision and energy. 

For your dedicated service and your continuing interest, we express 
our profound thanks. Again, to each individual here, I convey a most 
cordial greeting. May your personal visit be enjoyable and may your 
corporate deliberations be productive. 

D R  . SCHLENDER: Thank you very much, President Fawcett. Our 
speaker this evening has a most distinguished background and role with 
his corporation, and, for that matter, in our entire society. He is presently 
the Editor of Think Magazine which, of course, you all associate with the 
International Business Machines Corporation. He is an Educational Con
sultant to the Corporation; he has been Director of Education or was 
Director of Education until 1954. Following that, he assumed the leader
ship of Think Magazine. As Editor, he directs the magazine that is 
devoted to the public service and is distributed to leaders in business and 
industry and government and professions throughout the world. 

Not only in the educational area, however, has he been prominent. 
He has served in many civic and professional capacities. Let me mention 
just a few: Assistant Administrator of the Federal Civil Defense Admin
istration, Consultant to the Civil Aeronautics Administration and to the 
U.S. Air Force. He is now Chairman of the Council for International 
Progress in Management; a Director, a member of the Executive Com
mittee of the American Arbitration Association; a Trustee of Freedom 
House; and a Director of the Institute of World Affairs. In addition, he 
is a member of the National Council of Churches' Committee on Church 
and Economic Life. 

In the area of education, he has done considerable work, but particu
larly I should like to mention that for the past three years he has traveled 
throughout the entire world. He has been interviewing management and 



6  8 ACCOUNTING INSTITUTE PROCEEDINGS 

studying management methods and organizational conditions. He has 
been to Japan, to Asia, to Africa, twice to South America, four times to 
Western Europe, and different parts of North America. He has lectured 
to management on the science and art of management. He has extensively 
engaged in management development activities so that I think that he is 
well qualified to speak on the subject. 

I might just add that before joining International Business Machines, 
he was associated with the College of the Pacific as Dean and also Presi
dent of Stockton College in California. 

It is my pleasure, therefore, to introduce to you Dr. Dwayne Orton 
who will speak on "Tomorrow's Managers." 



TOMORROW'S MANAGERS 

DWAYNE ORTON 

Editor', THINK,* Educational Consultant, 
International Business Machines Corf oration 

New Yorky New York 

In large letters over the platform of the national convention of the 
National Federation of Sales Executives Clubs was the slogan, "Expand
ing Sales in an Expanding Economy." I had gone there to make an 
address. As I stood looking at this sign, the thought came to me that it 
was incomplete. Something was missing. This idea that more was needed 
stayed with me that day and into the night. Then it came to me: 

"Expanding Sales in an Expanding Economy Requires Expanding 
Men." 

The missing element was "Expanding Men." The limits of an enter
prise are seldom in its facilities, in its raw material supply, in its finance, or 
in its product. These areas of enterprise are relatively easy to manage. The 
limits of an enterprise are usually the limits of its managers. The imagi
nation, the wisdom, the breadth of knowledge, the sensitivity of feelings, 
the decision-making ability of the managers are the real limits and real 
power of an enterprise. 

This principle was ably stated by Mr. Thomas J.Watson, founder of 
IBM, when he said, "T o build a business, you must first build men." 
Ralph Cordiner, Chairman of General Electric, applied the principle in 
these words, "Not customers, not products, not plants, not money, but 
MANAGERS may be the limit of General Electric's growth." 

Our title implies that tomorrow's managers will be different from 
today's. W e have said that the expanding economy of the world requires 
expanding men to manage it. What kinds of men? How will they differ 
from today's managers? What are some of the forces and trends that are 
shaping tomorrow's business and tomorrow's managers? 

I 
Tomorrow/s management must have an organic (whole) view of the 

enterfrise and its relation to society. 

We are living in a time when interdependence of institutions is a 
primary fact of life. "No man is an island," runs the refrain line in an epic 
poem. No man, no family, no company, no community, no nation is now 
an island. 

69 



70 ACCOUNTING INSTITUTE PROCEEDINGS 

It has been said that any period of human history tends to focus 
about certain major ideas. In the Western World, we find the Seventeenth 
Century focusing on the ideas of Inquiry and Affirmation. In the Eight
eenth Century, Denial and Invention were focal ideas. The Nineteenth 
Century may be seen as Acquisition and Competition. What of the 
Twentieth Century? Perhaps it is too early to say, but certainly major 
focal ideas of our time are Participation and Coordination. Peoples every
where rise up to participate. In scores of countries, in Asia, in Africa, in 
South America, the people clamor for universal franchise to vote. 

But we are concerned here with the idea of coordination. If any 
general trend is evident, it most surely is the necessity of coordinating the 
efforts of one with another. Research is carried on in coordinated teams 
of scientists. Modern design problems are so complex that many special
ties are required to work together to plan a product. The genius of modern 
progressive production lies in so finely coordinating many diverse opera
tions that they come together in a planned sequence at the time when 
needed, in the right quantity. Th e fact of the interdependence of nations 
has led us to the greatest coordination effort in the world—the United 
Nations. 

Th e fact of coordination has great meaning for today's and tomor-
row's managers. Philip Cabot of Harvard University has said it well: 

"W e must broaden the perspective of the men who are now in 
business. We must try to make them understand that all business 
problems are social problems; that specialists in business can go too 
far; that no man is qualified for business leadership who does not 
understand the true relation of business to society and that no price 
is too high and no personal sacrifice too great if it is necessary to 
obtain the point of view." 

This plea and others like it come because the specialized, analytical, and 
fractionated point of view has been dominant. Since the industrial revolu
tion in the West, we have been dominated by the idea of the division of 
labor. W e have subdivided and sub-subdivided work. In our accounting 
practice, we think in terms of parts of the whole. Progressive manufacture 
tends to emphasize the parts of the whole. While the demand for special
ists increases in the complex technology of our time, the manager must 
rise above specialization. 

Professor Forbes of the University of Virginia sounded the warning: 
"If the narrow specialist can't find a narrow hole for himself, he starves. 
If he rises to the top and controls the works, everybody starves." 



The magazine, Business Week, describes the problem thus: " ( T o  -
morrow's manager) will be a specialist in his own right, the professional 
manager trained to tap the brains of the specialists." 

The quality of mind needed in tomorrow's manager is illustrated by 
Judson Jerome's comment in an article in Think. He pointed out that the 
specialist tendency of today teaches a man, when he sees a cow, to think 
of a steak, whereas the organic-minded man who sees a beefsteak thinks 
of a cow. While both the analytical and the synthetic types of thinking are 
necessary, the executive must be able to see all the parts in relation to each 
other—to see it whole. 

When the technician or specialist looks at the organization chart, he 
sees the special jobs—each in its own rectangle. When the manager looks 
at the chart, he should be more concerned with what goes on between 
the rectangles of position. His view is along the lines of current which 
flows among all specialized positions on the chart. He must see how the 
rectangles relate to each other and—what is more important—how each 
specialty contributes to the whole organization. 

The manager generalist is an artist. Only the artistic eye sees the 
whole composition. While technicians argue over details, the artist har
monizes all parts. He plays no particular instrument; he leads the entire 
orchestra. 

The view which tomorrow's manager must have of his workers will 
be different. The traditional view was to look upon the man as an eco
nomic unit with a skill and so many hours to sell. Workers were regarded 
as a commodity to be bought and sold in the labor market. Many man
agers still hold to this point of view. But it is rapidly becoming obsolete 
in the modern world. Education, rising standards of living, higher techni
cal requirements for workers in modern production and offices are leading 
managers to see that they must know and deal with the whole man, not 
just with a special skill. The manager who recognizes this must himself 
be a broad and understanding man. 

The artist manager realizes what was beautifully put at the dedi
cation of a factory in Toronto, Canada. The speaker, Mr. Edward John
son, for many years manager of the Metropolitan Opera Company of 
New York, said: 

"A man who works with his hands is a laborer. A man who 
works with his hands and his head is a craftsman. The man who 
works with his hands, his head, and his heart is an artist." 
The manager of tomorrow must be an artist who sees the enterprise 

as a whole and its relation to society. 
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II 
Tomorroztfs manager will be required to balance the economic and 

non-economic factors m the enterfrise, 

Chester Barnard, former President of the New Jersey Bell Tele
phone System and also President of the Rockefeller Foundation, wrote 
in his book, The Executive: 

"Though I early learned how to behave effectively in organi
zations, not until I had relegated economic interests to a secondary 
—though indispensable—place did I begin to understand organiza
tions or human behavior in them, I mean specifically with reference 
to business organizations, that non-economic motives, interest and 
processes, as well as economic are fundamental in behavior from 
boards of directors to the last man." 

Here is a call by a successful businessman to a reversal of values. He 
believes it is good business for the manager to place human relations ahead 
of purely mechanical, engineering, accounting, fiscal, organizational con
siderations. He believes that good human relations will bring about good 
business. He suggests that we should seek first the welfare of the worker 
and his purchasing power will support better business. He holds that the 
service of the community and the nation and international relations will, in 
return, support business. 

Mr. Thomas J. Watson was accustomed to tell us that there are 
three profits in any successful business: Profit to those who produce, profit 
to those who invest, and a profit to those who buy the product. Without 
a profit to each of these, the business would fail. 

Let us note that modern industry and commerce have been domi
nated by the mechanical and logical factors in organization and produc
tion. W e have thought, first, about the machine of production, and, 
second, about the producer. In 1868, a court in the United States was 
investigating manufacturing conditions in Massachusetts. In the inquiry, 
the representative of the manufacturers was asked: "Do you manufac
turers do anything for physical, intellectual, and moral welfare of the 
workers?" He answered: "W e never do. I regard my work people just 
as I regard my machinery. So long as they can do my work for what I 
choose to pay them, I keep them, getting out of them all that I can. When 
my machines get old and useless, I reject them and get new, and these 
people are a part of my machinery." 

That was in 1868. W e have come a long way since then in recog
nizing the essential place of the MAN in the productive process. 
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Through research and practice, we are discovering that the human 
—the non-economic factors in the enterprise—are of primary importance 
because it is they that actually make the economic process work. Business 
is not an automatic phenomenon which runs by perpetual motion. No! 
Business is run by persons for persons. 

The most important thing about engineering is the engineer, the 
most important factor in medicine is the medical man, and the most impor
tant element in every phase of the productive process from the unskilled 
laborer to the president is the productive man. 

In 1914, when Mr. Thomas J. Watson took over the three strug
gling companies out of which he developed the IBM, he called together 
all employees and set forth this principle. 

He wrote on a large paper the names of the positions in the company, 
beginning with his own: 

The Manufacturer 
General Manager 
Sales Manager 
Sales Man 
Factory Manager 
Factory Man 
Office Manager 
Office Man 

Then with strokes of his crayon he crossed out all but the three letters, 
MAN, which run like a unifying thread through all the titles in the 
organization. 

This principle is being recognized at all levels of the business process. 
With the increasing literacy and education of people all over the world, 
they are rising up to demand more material goods and also more personal 
status. Some workers in a strike parade carried a banner as wide as the 
street which read: "We want bread but we want roses, too." They wanted 
bread—good wages—but they also wanted simple human dignity. 

I am dependent on research in America for my material, but human 
nature is pretty much the same everywhere, even though it is expressed 
in local customs and national mores. In a survey of the employees of the 
Hotpoint Company, seeking to find the things that the workers evaluated 
most highly, the following list came out: 

Good pay 
Good working conditions 
Good bosses 
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Steady work 
A chance to get ahead 
Respectful treatment 
Facts about what is going on 
A feeling that the work is worthwhile doing, and 
A liking for the job based on finding it interesting and satisfying. 

In another study, 4,000 applicants to the Minneapolis Gas Com
pany were asked to rank the things they wanted from their jobs, with the 
following result: 

1. Security—Importance 
Decreased as education increased. 

2. Advancement 
Important as education increases. 

3. Type of work 
Increased as higher up in scale. 

4. Company character 
Pride in company and products. 

5. Pay 
Average in importance. 

6. Co-workers 
Tied with pay in importance 

7. Supervisor 
Nearly as important as rate of pay. 

8. Hours 
Less important as job status increases. 

9. Working conditions 
Much improvement, 20 years. 

10. Benefits 
Less as education and job status increase. 

My own studies of this factor result in the following list of non
economic incentives to productivity: 

Self-determination 
Sense of creativity 
Sense of belonging 
Status of respect 
Feeling of worthwhileness 
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Let us illustrate one of these—self-determination. Our case is found 
in a Sales Record Department of a manufacturer of shirts, underwear, 
and ties. This company works with its customers to plan their buying 
requirements for a season—-say from January to June. These orders are 
supplemented by other "Immediate Delivery" orders of previously ordered 
goods and of additional goods. The mission of the department is to trans
late these orders into manufacturing requirements, work with production 
control on schedules, watch progress of goods through manufacturing, 
distribute finished stock to customers and process all orders. It maintains 
constant contact with salesmen, manufacturers, and executives. The de
partment is the nerve center of the company. 

One section of this department is concerned with shipping. It creates 
all the instructions and documents necessary to stock-picking, shipment, 
traffic (determination of carriers and rates), etc. 

Many troubles were current in this section of 66 employees when 
consultants were called in to help solve some problems. Flexibility for 
peak loading was bad. Too many mistakes were being made and too much 
stock was being tied up in process by the long paper-processing time of the 
department. 

The work was organized on a production-line basis with major sta
tions and subordinate operations. The status of the workers varied from 
addressograph operators to highly-skilled traffic clerks. The group of 66 
was roughly organized into 5 production lines. 

When the study was started, the average time for processing indi
vidual orders was 4^2 days on a range of ]/2 day to 7 days. The volume 
of complaints over mistakes was high. The attitude of the group was 
good, supervision was helpful, and the time of processing was out of 
phase with all other operations. 

At first it appeared to be a problem in work-simplification. Some 
changes were made with about 10 per cent improvement. However, in 
the course of interviewing the girls, the consultant was impressed with the 
fact that the girls were trying to do a responsible job but seemed frus
trated by the mechanical routine of the highly-structured layout of the 
work. They felt that they were not in sufficient control of their own part 
of the line to act rapidly and responsibly. There was little self-determina-
tion in the work. 

Miracles began to happen when the consultant took two of the girls, 
taught them all the operations, and assigned a block of customers as their 
accounts exclusively. These two girls did all the processing on their cus
tomers. Soon other teams of two each were in operation with their own 
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accounts. A training arrangement was started and the entire department 
was changed over. The girls had responsible self-determination in their 
jobs and here are some of the results: 

1. A positive control over orders was established. Inquiries and prob
lems were located immediately. 

2. Average time of processing was reduced to 4 hours from A^/z days. 
A pulse of work in other sections could be established. 

3. A six-week watch of errors indicated only eight. 
4. 64 people were in the operation at end of first year. 
5. All jobs went up 2 grades in clerical job evaluation. 
6. Th e amount of new capital investment in equipment, plus the 

increase in pay per week, was less than 1 week's interest on the 
finished stock that had previously been tied up in the line. 

7. The flexibility in the units permitted expansion and contraction 
for seasonal loads. 

These are the productive results of introducing self-determination 
into an otherwise highly mechanical and logical organization of work. 

What is true of the manager's organization of his employees' work 
is equally true in all levels of professional and managerial activity. The 
decentralization movement in big industry both encourages and depends 
upon self-determination. Th e cardinal sin of management is to hold a 
man responsible and not give him the freedom to accept that responsibility. 
Conversely, managers become more fruitful and productive when they 
can operate with independent responsibility. There is something in mod
ern man that leaps to the challenge of freedom. Management without 
meddling can make freedom real. 

Balancing the economic and non-economic factors in the enterprise 
becomes even more important as the education of the population increases, 
as technical requirements become more complex, and as the standard of 
living goes up. The man or woman who owns his home and drives an 
automobile holds his head higher than the one who bears the burden of 
labor on his back. 

Lest it be thought that these are sentimental suggestions of a gratui
tous paternalism, let me remind you that these proposals are on behalf 
of better productivity and better profits. My plea for better human rela
tions is not on the level of benefits or giving concessions to please workers. 
These suggestions are based entirely on the idea that the proper trusteeship 
of the human resources is good for the worker, good for the manager, 
good for the company, and good for the nation. 
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With the increase in investment which we must make in technically-
trained workers, we shift our attitude from considering the worker or 
manager as an expendable commodity to considering him as an essential 
part of the permanent organization. We can no more lay him off than 
we can destroy the machine he runs. 

Our principle of balancing the economic and non-economic factors 
in the enterprise may be illustrated by an equilateral triangle in which one 
side represents the products produced. Another side indicates the financial 
investment in capital equipment and profits. Th e base of the triangle may 
designate the persons in the enterprise. Here is a figure of equal sides and 
equal angles. If you shorten any side, you weaken the whole structure. 
Products, Profits, and Persons are interdependent. 

I l  l 
Finally, tomorrow's manager must regard his work as a public trust. 

This is a concept which is present in all forms of economic organi
zation. In socialism, the idea is carried to the extreme of complete state 
ownership of the resources of production. In free enterprise systems, we 
allow the state to have regulatory control over those industries which are 
a necessity for public welfare. There are all shades or degrees of control 
between these extremes. The free world is faced with the necessity of 
making private enterprise serve the general welfare as it carries out its 
economic task. This depends upon the manager. Only he can demonstrate 
the social responsibility of business. T o do so, he must first be dedicated 
to business management as a profession. He must embrace all the obliga
tions of a professional. 

Clarence Frances, former Chairman of General Foods, has given us 
a Business Man's Creed which suggests the idea: 

" I will speak out in behalf of my business and the system it 
represents. 

" I believe that business leadership is nothing less than a public 
trust, that it must offer a message of courage and hope to all people, 
and that it can help an economically strong America to lead other 
nations to lasting prosperity, freedom, and peace. 

" I will work not only for the advancement of myself, my fam
ily, and my country, but for liberty and democracy for America and 
the world now and in the years to come." 

Mr. J. D. Zellerbach, Chairman of Crown, Zellerbach Corporation, 
puts it very simply when he suggests that the majority of businessmen 
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"support free enterprise, not as a God-given right, but as the best practical 
means of doing business in a free society" and that "they regard business 
management as a stewardship and they expect to operate the economy as a 
public trust for the benefit of all the people." 

This principle is illustrated by a case of a large metals company mak
ing plans to extract bauxite in a Caribbean island. In the course of plan
ning, an executive of the company said,"We must leave more in this island 
than we take out." 

How do you do that? How can you take out bauxite and leave more 
there? The bauxite had been lying under the soil of this island for mil
linnia. Farmers had been plowing over it for generations. They were poor 
farmers living on the edge of starvation from year to year. What this 
company wanted to do was get the bauxite and also leave the farmers 
better off. 

Along with mining engineers, they took agricultural teachers and 
home economists. The farmers who had to move were assisted in reloca
tion. They were taught how to contour plow their land. They were taught 
how to fertilize and rotate crops to rebuild their impoverished soil. Their 
wives were taught sanitation, child care and home crafts. Assistance in 
financing tools and home improvements were provided. No one was given 
anything but he was taught how to help himself. 

Th e proof of these policies is found in the high esteem in which this 
company is held in that island. What a far cry this is from Nineteenth 
Century colonial exploitation. This illustrates what free world industry 
must do to save for freedom the uncommitted people in the new indus
trializing areas of Asia and Africa. This happened because one manager 
believed that his company should serve the welfare of the people while they 
were carrying on their normal trade in another country. 

Another illustration is found in the case of a Spanish manufacturer 
of phonograph records who came to accept the service principle through 
attending a seminar in productivity held by our Council for International 
Progress in Management. Convinced that better working conditions would 
increase productivity, he reduced the long hours of his factory workers to 
a 40-hour, five-day week with no cuts in total weekly pay. At the same 
time, he reduced the price of records 40 per cent. Production in his fac
tory doubled the first week and later tripled. Retailers in Madrid, perhaps 
under pressure from other suppliers, did not want to sell the records at 
lower prices, even at a higher percentage mark-up. However, another 
seminar participant, who is president of a large department store, set up a 
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department to sell the records. In one day, they sold 2 million pesetos 
worth—as much as a full month's production before the change in hours. 

Here was faith in good human relations and in an expanding market 
paying off in profits and satisfaction to workers, managers, and the public. 

All over the world, businessmen who belong to Rotary International 
have the slogan, "He profits most who serves best." I am suggesting that 
tomorrow's manager will come to read it, "He who serves best profits 
most." This simple change puts the sequence in the right order. Service 
first will bring the profits. 

All over the world, hundreds of millions of people are rising up out 
of serfdom and life-long debts to demand better living, better education, 
and human dignity. Communism offers them immediate material gain in 
exchange for their political, and, ultimately, their personal enslavement 
by the state. The free world can offer creative individual opportunity to 
make their own freedom from want, freedom from fear, freedom to 
worship, freedom of speech, and freedom to improve their lot in life. The 
free world manager has a vital part to play in this process. 

The expanding economy of the world demands expanding managers 
who are broad in mind to see the enterprise as a whole; managers who 
are sensitive persons to keep the material and human factors in balance; 
and managers who are deeply dedicated to the service of the people. 

D R  . SCHLENDER: Thank you very much, Dr. Orton, for the most 
perceptive and excellent talk. I am sure that what you said tonight is 
most effective in making us even more aware of a profound responsibility 
that will be with tomorrow's managers. We thank you. 

I should like now to introduce Dr. C. Rollin Niswonger, Chairman 
of the Board of Nominations for the Hall of Fame. Dr. Niswonger. 

D R  . NISWONGER: Thank you. Mr. Kohler, would you come to the 
center of the platform, please, and President Fawcett, will you join 
us here? 

Through years of devoted and able service to the public, to govern*-
ment, and to education, Eric Kohler exemplifies the ideals, accomplish
ments and aspirations of the accounting profession. Upon completing his 
undergraduate education at the University of Michigan, and receiving 
the master's degree at Northwestern University a year later, he entered 
public practice. Over the years he has been asssociated with a national 
firm, was senior partner of another firm, and more recently has practiced 
as a consultant. 

Mr. Kohler's contributions of talent and energy to governmental 
agencies have been extensive. Positions which he has held include mem
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bership on the Illinois Board of C.P.A. Examiners, comptroller of the 
Tennessee Valley Authority, management consultant to the Office of 
Emergency Management and War Production Board, consultant to the 
U.S. General Accounting Office, executive officer of the Petroleum 
Administration for War, and controller of the Economic Cooperation 
Administration. 

His activities in the field of education have also been extensive and 
varied. He was President of the American Accounting Association in 1936 
and again in 1946, the only person ever to have served two terms in that 
office. In addition, he held the post of Editor of the Accounting Review 
for 15 years. As a writer and teacher he has influenced the development 
of accounting principles, and the education of countlesss numbers of stu
dents. Some years ago he was a Professor at Northwestern University 
and more recently has held visiting professorships at The Ohio State 
University and the University of Minnesota. For the past 11 years he has 
been Vice-Chairman of the Board of Trustees of Roosevelt University. 
His scholarly productivity is evidenced by sole or joint authorship of seven 
books and more than 100 published articles. His recent Dictionary for 
Accountants has had wide acceptance as an authoritative guide. 

In 1958 he was chosen by the American Accounting Association to 
receive the Alpha Kappa Psi award for meritorious service. 

For his many contributions, his unflagging zeal, and his steadfastness 
of purpose, the Board of Nominations proudly presents Eric Louis Kohler 
for enrollment in the Accounting Hall of Fame. Mr. Kohler. 

PRESIDENT FAWCETT: Mr. Kohler, I represent The Ohio State 
University and convey to you through its Department of Accounting and 
College of Commerce and Administration this Certificate of Award which 
identifies you as the most recent member of the Accounting Hall of Fame. 
With this award go our congratulations, our good wishes, and our hopes 
that your intellectual productiveness will continue for many years in the 
future. 

M R  . KOHLER: Thank you very much. 
D R  . SCHLENDER: The presenting of the award completes the pro

gram for this evening. Our session will stand adjourned. Thank you very 
much for coming. 
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FIFTH SESSION 

PROFESSOR WILLIA M B. JENCKS: I would like to welcome you to 
this Session of our Institute. Your Presiding Officer this morning was 
born in Philadelphia and attended Pennsylvania State University. He is a 
partner in the Philadelphia, Pennsylvania, office of Lybrand, Ross Broth
ers, and Montgomery. Of more importance to me personally is the fact 
that he is an Honorary Member of Beta Alpha Psi, Alpha Delta Chap
ter, University of Pennsylvania. He is a member of many professional 
accounting organizations and this year is President of the National Asso
ciation of Accountants, so it is a great privilege and honor for me to 
present to you Mr. George A. Hewitt. Mr. Hewitt. 

CHAIRMAN HEWITT : Friends, gentlemen and ladies, good morning. 
May I say, before I pitch into being Presiding Officer, it is my own pleas
ure at being invited to attend this Institute and to bring you the greetings 
of the National Association of Accountants, of which so many of you are 
also members. 

This morning, we are going to change the agenda and the last shall 
be first. Our speaker, Raymond Einhorn, listed as the third speaker of the 
morning, has a very tough schedule. He is the President of the Federal 
Government Accountants Association which has its annual seminar in 
Washington these two same days and so he had to come up here last 
night and is due back before his own seminar closes today. For that reason, 
we are changing the order of the presentation and we will ask him to 
speak first. 

Raymond Einhorn is a native of Florida where he received his col
lege education at the University of Florida, taking his Master's Degree 
at the University of Illinois, and doing graduate work for his Ph.D. also 
at the University of Illinois. He was Assistant Professor of Accounting 
at Mississippi State College and a great deal of his experience has been in 
the area of his subject this morning. For three years he was Chief of the 
Food Accounting Branch at the Office of Price Administration, following 
four years as Chief of Internal Economic Cooperation Administration, and 
after that he was on the staff of the Advisory Committee on Fiscal Organ
ization and Procedures of the Office of Secretary of the Defense; then 
for the following six years, he was at the General Office as Associate 
Director of Accounting and Auditing Policy Staff and now he is with 
the Director of Audits of the National Aeronautical and Space Adminis
tration. He is, as I said, the National President of the Federal Government 
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Accountants Association, a member of the American Accounting Associa
tion, American Institute, Certified Public Accountants Institute, and not 
the least of this, is a member of the Toastmasters International. 

I am very happy to present Mr. Einhorn. 



SOME CURRENT FINANCIAL MANAGEMENT PROBLEMS 
OF FEDERAL GOVERNMENT AGENCIES 

RAYMOND EINHORN, C.P.A. 

President, Federal Government Accountants Association 
Director of Audits, National Aeronautics and Space Administration 

Washington, Z).C 

Mr. Chairman, Ladies and Gentlemen of the Twenty-Third Annual 
Ohio State University Institute on Accounting. 

I am very honored to have the privilege of speaking to you. More
over, it is gratifying to have the opportunity to speak to the Institute about 
one of the management areas of our Federal Government. The financial 
management improvements and problems of Government agencies are of 
vital interest to the nation. 

I  t was interesting to note that my co-speakers, Mr. Troy G. Thurs
ton and Dr. Robert S. Holzman, were placed second and third on the 
program because their discussions of taxes are related to each other. So is 
my subject interrelated. They are speaking to you in your role of accoun
tants and tax specialists; I am speaking to you as "tax-payers." This could 
well be the theme of my talk. If the improvements in Federal Government 
agency financial management continue, and the types of problems I shall 
describe are solved, the savings will be quite significant to all of us in our 
role as taxpayers and citizens. 

My talk with respect to the current financial management problems 
of Government agencies ought to be introduced by three brief statements. 

First, I am speaking about the internal problems of the agencies and 
not their external problems, nor am I speaking of the Government as a 
whole. 

Second, I am not talking about the financial management problems 
of the Congress or of the Treasury, such as those relating to the financing 
of expenditures. Nor am I talking about matters related to the General 
Accounting Office audits, the Bureau of the Budget reviews of the budgets 
of individual agencies and of the entire budget, the President's presentation 
of the budget, or many of the other problems relating to the balancing 
of the budget. 

Third, I am only talking about some of the problems. I am choosing 
from those that I am aware of, and only some of the ones that I think will 
be of interest to you. There are others that are quite technical that we 
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could discuss at length and which would be very significant to you in your 
roles as practitioners and teachers. 

PERSPECTIVE ON IMPROVEMENTS AND PROBLEMS 

The improvements in the last ten years have been tremendous when 
you consider and evaluate them in the circumstances of the complexity 
of the Federal Government, the great variety of projects, and the diversity 
of the assignments that agencies have. I think if you could review the 
progress made, as Eric Kohler and others such as Walter Frese and Paul 
Green have been able to appraise it, and as have many members from Mr. 
Pilie's organization who have reviewed what has happened in Washington, 
you would realize what a tremendous tribute should be paid to the dedicated 
people who continuously strive to improve Government efficiency and 
economy. 

Let me give you just a little perspective as to what has happened in 
the last 20 to 30 years.1 After Congress established the budgeting, account
ing, auditing, and related functions of the General Accounting Office, the 
Bureau of the Budget, and the Treasury Department in 1921, we moved 
to an era of standardized procedures and regulations and uniformity in the 
Government, including annual budgets based on cash receipts and disburse
ments. 

GOVERNMENT IN TH E 50'x 

With the vast increase in expenditures in World Wa r II , which as 
you recall reached astronomical figures, and the formation of many new 
agencies, there was a major recognition of the need for some change. In 
the 50's, particularly about 1948-1951, we moved away from the era of 
prescribed uniform systems, standard procedures, and standard forms. W e 
began to move away from budgeting for an agency primarily in terms of 
its obligation and disbursements, classified by the object of expenditures. 
We began to move away rather decidely from centralized accounting, 
bookkeeping, and auditing. As the operational responsibilities of manage
ment were further decentralized within the agencies, there were developed 
new financial management concepts of controls and systems. I t was rec
ognized in concrete terms that accounting systems must be tailored to the 
needs of each agency. The General Accounting Office, therefore, in 1952 
and 1954 issued statements of accounting principles and standards instead 
of prescribing procedures, forms, and regulations. These accounting prin
ciples and standards and illustrative procedures appear in Title 2 of the 

1 See Financial Management in the Federal Government, Part I, "Background," De
cember 30, i960, pp. 3-26. Prepared by Committee on Government Operations, United 
States Senate. U.S. Government Printing- Office, Washing-ton, D.C., 1961. 
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General Accounting Office Policy and Procedures Manual for the Guid
ance of Federal Agencies. 2 

In budgetary planning and execution, more emphasis began to be 
placed on performance, and on activities and functions, instead of the 
objects of expenditure. Instead of accounting records based almost entirely 
on the types of authority granted by the Congress (and those of you who 
are familiar with municipal accounting will grasp what I am referring to 
here), that is, the authority to order goods and services and the authority 
to disburse for them when received, we began to have a rapid development 
of accrual accounting. In some instances in the 5o's, accounting was also 
developed on the basis of the responsibilities assigned to the various organ
izational elements of the agencies. Units of measure were used in more 
agencies—units which were related to the functions, activities, the sub-
activities and sub-functions, and the end-products. Gradually, budgeting 
and accounting developed in a fair volume on the basis of costs of goods 
and services used or applied. 

W e also had some changes in the disbursing activities of the Govern
ment. There was some decentralization, some streamlining. ED P came 
on the scene and produced some remarkable changes in some of the mass 
volume operations, for example, in the Treasury Department, which issues 
over 400 million checks a year, and, interestingly enough, in the Post 
Office Department, which issues money orders in the neighborhood of 
325 million a year. 

Various laws were passed, including the Budgeting and Accounting 
Procedures Act of 1950, which stepped up the role of the central agencies 
to give guidelines to individual operating agencies. In 1948 the Joint Ac
counting Improvement Program, now called the Joint Program to Im
prove Financial Management, started. 3 It is the cooperative venture of 
the three central financial agencies (the General Accounting Office, the 
Bureau of the Budget, and the Treasury Department), and the operating 
agencies of the Government. The legislative and the executive branches of 
the Government joined hands to improve the financial management con
cepts, methods, and procedures throughout the entire Government. This 
program for several years now has been placing more emphasis on the 
comprehensive review, evaluation, and revision of agency financial man
agement systems. However, a great deal more has to be done in develop

2 Available from the Superintendent of Documents, U.S. Government Printing Office, 
Washington 25, D.C. 

3 Described in the brochure "The Joint Program for Improving Accounting in the 
Federal Government," May, 1958, prepared by the Bureau of the Budget, the Treasury De
partment, and the General Accounting Office. 26" pp. 
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ing agency practices so that meaningful data can be developed for and 
used effectively by management. 

Another major development in the 5o's was the institution of the 
broad concepts of internal auditing which are found so extensively in the 
Federal Government today. Several Government agencies are now leaders 
in the internal auditing developments in Government and industry. 

There were many other developments in the 5o's which I am not 
going to speak about at this time, such as the outstanding comprehensive 
audit program of the General Accounting Office. However, I shall 
mention briefly EDP . I checked just before I left Washington and I 
understand that by the end of i960 there were approximately 540 com
puters installed, exclusive of those for tactical and intelligence purposes; 
310 of the 540 were in business and management systems, and many more 
are being installed this year. 4 

GOVERNMENT IN TH E 6O'S 

This gives you some idea of what had happened up until this year. 
In the late 5OJs and in the early 6o's there has been more recognition that 
the excellent earlier plan of central agencies developing and installing 
accounting systems or helping to develop and install, and even helping to 
operate the systems, was no longer suitable. There has been an ever-increas-
ing understanding that the Congress and the President have directly as
signed the responsibility of good financial management directly to the head 
of each agency. There is a need for even stronger leadership and guidelines 
from the central agencies, but the responsibility is basically that of each 
agency. This is a do-it-yourself age, not as a fad, but as a matter of long-
range philosophy. The responsibilities consequently to improve financial 
management in Federal Government agencies lie with the management 
personnel of each agency, both financial and operational. 

Another outstanding characteristic of the 6o's is the firm awareness 
in many quarters of the necessity of having a system of budgeting, account
ing, and reporting tied to planned and actual performance. This awareness 
has been coupled with the comprehension of the potential of accomplishing 
this type of financial management with the high caliber of personnel and 
the advanced concepts, improved methods, and scientific tools that are 
becoming more prevalent in most agencies. 

4 Also see U.S. Bureau of the Budget and other data in Report on the Use of Elec
tronic Data-Processing Equipment in the Federal Government;, Committee on Post Office 
and Civil Service, House of Representatives, August 31, i960, 113 pp. Available from Super
intendent of Documents U.S. Government Printing Office, Washington 25, D.C. 



8  8 ACCOUNTING INSTITUTE PROCEEDINGS 

SIZE OF TH E FEDERAL GOVERNMENT 

I suppose many speakers talking about the Federal Government would 
like to talk about how big it is, and I agree that perhaps one of the biggest 
problems we have is just plain hugeness. But this is not too realistic an 
approach in my opinion. 

When you look at the Federal budget and see the two digits, an eight 
and a two, for example, and all the zeros that follow, you realize that the 
zeros do add up to something when placed in the right place. We know 
that size is a big problem. We are impressed when we talk about the fact 
that the Government has $250 billion of real and personal property, and 
that the Department of Defense has procurement actions in the neighbor
hood of $24 billion a year. However, size itself is not enough. It would 
be almost fruitless to talk in terms of problems strictly by referring to the 
size and the numbers that are involved. 

If I were to go into a long discussion of these problems, you would 
not sit and listen because it would be past your lunch time. As a matter 
of fact, at this stage I feel just a little bit like the chancellor of a large 
university when he was introduced at a meeting in Washington a few 
years ago. The moderator introduced him by saying: "The next speaker 
will be the Honorable John McTosh, the University Chancellor. The sub
ject of his talk: 'The Immortality of the Soul.' Time allotted: 15 minutes." 
Fortunately for you and me, my subject is not as complex nor as important. 

T H  E COMMUNICATION PROBLEM 

The important problem that does exist today in the Federal Govern
ment is a lack of adequate communication between the financial manage
ment specialists and the operational management personnel. Communica
tion is a common weakness in management, both in Government and 
outside of Government, and I am certain that it is not a strange one to you. 
Communication is one of the management controls that always seems to 
need attention. As accountants, you know that we are currently having 
many discussions in accounting circles on the need for conveying clearly 
what we mean. Examples are the current analyses of "generally accepted 
accounting principles." The literature, not only accounting journals but 
other publications, points out that different accountants using generally 
accepted accounting principles can have two sets of answers for the same 
set of circumstances. There are some excellent responses to the problem, 
and not everyone is in agreement that there is a problem. Nevertheless, 
there certainly is a need for more and better communication, and the 
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American Institute of Certified Public Accountants and several other pro
fessional associations are studying this matter. 

The communication problem is not therefore unique to this area that 
I am speaking about. I can divide this problem in the Federal Government 
into two parts: 

(1) The financial management personnel—accountants, budget of
ficers, and others—having achieved significant improvement 
among themselves, must become more program oriented. They 
must recognize in sympathetic terms the daily problems, wants, 
needs, and decision-making processes of those who are charged 
with operational performance responsibilities. They must be more 
responsive to the needs of the diverse users of the data. Unfor
tunately, our audiences in the Federal Government are very 
heterogeneous; the lack of homogeneity is characteristic. 

Financial management executives must have a better un
derstanding in terms of day-to-day and long-range operating 
goals, problems, and accomplishments in their respective agencies. 
More attention must be given to the various financial and non
financial means of measuring and evaluating performance, and 
to the various yardsticks, standards, and other gauges which 
provide not only a requirement for but an incentive to good 
performance. 

(2) As you may expect, there are two sides to this coin, and several 
authors are trying to appeal to this second side of the coin. Par
tially paralleling the first problem is a need on the part of 
operational management to take advantage of the opportunities 
now provided through the application of modern financial man
agement concepts, principles, and procedures. It is not enough 
to accept the data presented by the financial specialists. There 
must be a demand by the operators in order to motivate and 
"aggrevate" the action of the accountants, budget officers, and 
others engaged in financial management. 

As a corollary, it is likewise not enough to assume that 
financial reports issued are used and useful. There should be a 
constant surveillance and evaluation through supervision chan
nels and through internal auditors to appraise the financial 
reports. 

IVky These Two Problems? 
W e can say, "Why are accounting and budgeting executives not 

'Sufficiently program-oriented?" Perhaps they and some of the operational 
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executives are too exclusively concerned with the accountability for the 
authority granted by the Congress to place orders, the obligational author
ity, and with the related disbursing authority. Perhaps they are too exclu
sively concerned with the accounting and accountability for the amounts 
used up and the amounts remaining, and with the necessary legal restric
tions which it is so important for them to conform to. This can be expressed 
in the form of two questions: ( i  ) Are the grants of authority from the 
Congress (appropriations), and the grants of authority within the agency 
(allotments), and the other fund subdivisions such as revolving funds, the 
chief budgeting, accounting, and reporting entities? (2) Secondly, what 
is the concept of responsibility reporting in Federal agencies? Maybe these 
are the two basic questions. These two questions, of course, intertwine and 
overlap. 

It is necessary that we make our financial plans in the Government, 
develop our programs and budgets, do our accounting and reporting, and 
make our evaluations in financial terms in the way that an agency is 
organized to do its business. The long-range objectives and missions must 
likewise be kept in mind as centers or units for which costs and other 
financial and operating data should be developed, reported, and projected. 
If a policy of responsibility accounting and reporting is adopted and fol
lowed, there will be flushed up for management consideration and decision-
making numerous comparisons, including those resulting from comparing 
alternative courses of action. 

T H  E ACCOUNTING ENTITIES 

There is a confusion in the Government as to what the accounting 
entity is. Unfortunately, there is more than one type of entity. Likewise 
unfortunately, we sometimes assume in the Government that there is 
only one type of entity. The Congress for reasons of its own control 
appropriates money to the agencies, as I described, and the agencies in 
turn subdivide this authority. These authorities and subdivisions, and 
working capital and other revolving funds, become entities for budgeting, 
accounting, and reporting purposes. 

There is another side. The operating entities are the organizational 
elements, the functions, and the activities of an agency. The budgeting 
and accounting must be done in terms of operating entities in order to 
emphasize performance on the basis of costs. 

What we should do in the Federal Government, I think, is to 
analyze the problem areas by examining some of the basic postulates, 
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attributes, and premises of Federal accounting and budgeting.5 Very 
little of this has been done. The common postulates that you hear about, 
such as those related to continuity, the entity theory, fund sanctity and 
preservation of capital, and periodicity should be examined and explored 
to see if the problems as well as some of the solutions will be disclosed. 
For example, the entity postulate could be stated this way in the Federal 
Government: The Government agency and its field offices, at least for 
budgeting, accounting, and reporting purposes are financial entities, as 
well as each of its appropriations and other fund subdivisions. W e can then 
recognize that with several entities, there is a question whether the emphasis 
is on the accounting for fund entities alone, as is sometimes done, or also 
on the operating organization, including its cash, inventories, other proper
ty, and all other resources. The availability of EAM or more sophisticated 
data-processing equipment is not a basis for the decision. The answer 
depends on whether there is recognition of management's responsibility for 
all assets and other resources and the fact that all resources are used to 
manage the operating entity in terms of the organizational units, the func
tions, the activities, and the end-products. 

Where all resources are recognized, plans and budgets will take 
into account the availability not only of the assets, but also of the equip
ment and goods and services on order to be received in the budget period. 
Consideration is given to other factors such as the inventory levels that 
must be maintained, and the application of materials and supplies to carry 
out assigned functions. Managerial reporting will follow, as it has in 
many cases. Costs of each function, activity, and organizational unit 
become more important. Costs of performance in the period receive 
emphasis rather than only the monetary amount of goods and services 
ordered and the amounts paid. Comparisons are made with plans and 
budgets, and hence, a new type of problems will come up for manage
ment consideration. 

This does not mean that the accounting for the appropriations and 
the other fund entities is secondary in importance to accounting for the 
operating entity. In the Federal Government, accounting for the fund 
entities must be accomplished to meet the requirements of law and for 
the management of the funds authorized to order and pay for goods and 
services. In this area, as in many others, there are streamlined methods 
of doing the accounting, but do it you must. This accounting and report
ing, however, should not overshadow the significance of the reason for 

5 "Some Premises Underlying Federal Agency Financial Management Processes,1* 
Raymond Einhorn, The Federal Accountant, Volume X, Number 4, June, 1961, pp. 48-54* 
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the agency's existence, the performance of assigned objectives. Budgeting 
and accounting in the Government must serve the somewhat diverse 
needs of the interested parties, the Congress, the Bureau of the Budget 
and several of the other central agencies, and the public, as well as 
operating management. But the needs of operating management come 
first since this is the organization with the basic responsibility. Performance 
is the paramount objective in which all Government levels are interested. 
The principle of having a fund entity and an operating entity are recog
nized in several Government publications, including those of the General 
Accounting Office and the Bureau of the Budget. 

SUMMARY 

I shall recapitulate a few of the things I have said in a little different 
fashion, and highlight both the accomplishments and the problems by 
stating the following points: 

1. Accounting principles and standards have been developed, pre
scribed, and illustrated by the Comptroller General for the 
accounting systems of agencies, but many agencies do not have 
accounting systems which have been approved by the Comp^ 
troller General. Many agencies do not have budgeting systems 
based on performance and in accord with the related accounting 
and reporting endorsed by the Bureau of the Budget in its guide
lines. 

2. Th e use of cost data, the dollar amounts of goods and services 
applied to carry out the objectives and tasks of the agencies, has 
increased tremendously. So has the accounting for property and 
and other assets, and for liabilities. But there are extensive and 
significant areas where the primary financial data are in terms 
of orders and contracts placed and disbursements made. 

3. In a great number of cases, accrual accounting techniques and 
cost budgeting are used for accumulating data for presentation 
to the Congress and others. In many of these cases, however, 
there is a lack of assurance that the agencies are effectively using 
the same types of techniques and tools for their internal operations. 

4. Cost consciousness must be developed further at the focal point 
where costs can best be controlled, that is, the operating man
agement of each agency. There is a need for greater use of 
methods and techniques such as operating budgets constructed 
on the basis of the planned cost of performance; cost standards 
and targets; work measurement and cost accounting tied into 
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work measurement; and for the application of these methods 
in the framework of recent developments such as automatic 
data processing systems. 

5. There is some confusion as to what accrual accounting is. Accrual 
accounting in the Government is often thought of only in terms 
of recording transactions in the time period in which the transac
tions occur. This is confused with the more basic concept that 
accounting and the related budgeting and reporting must first be 
aligned with the way management responsibilities are assigned to 
carry out the agency's functions and activities. This basic concept 
must be followed for operating management regardless of the pat
tern that is established for the financing of the agency. It is not 
incompatible to account in this fashion. 

6. The enormous costs that are incurred (once programs of the 
magnitude and significance that we have in the Federal Govern
ment are begun), must be estimated and considered in advance 
by management before making decisions. This is not too often 
done. It is essential that the costs of alternative courses of action 
be projected and disclosed for evaluation before irrevocable or 
wasteful actions are taken. Costs of this type sfan appropriations 
and other sources of financing, cut across organization lines, and 
stretch from the planning, research and development, and design 
through the production, application, and maintenance over the 
years. If you think of some of your big agencies, you can appreci
ate the significance of the necessity to make these choices carefully 
before we are so far embarked on them that there is no way 
to come back. 

AR E T H E R  E SOLUTIONS? 

Are there some solutions to these problems? Yes, there are some. 
They are coming from the dedicated personnel in the central financial 
agencies, from those of each operating agency with the basic responsibility 
for performance, and all who are sponsoring and supporting the joint 
program to improve financial management in the Government. Like
wise, there is inspiration as well as guidance from the numerous agency 
training programs and from the Civil Service Commission with its Finan
cial Management Institutes6 and other training programs, and from the 
symposiums and seminars of the Federal Government Accountants Associ
ation. The story would be incomplete without recognizing the efforts 

6 For example, see the brochures, Digest of Proceedings, Financial Management Insti
tute, Fall of 1958 and April-May, i960, U.S. Civil Service Commission, Washing-ton 25, D.C. 
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of many outstanding individuals in the Government, and some who have 
left, the numerous university graduates who come into the Government 
every year, and the work of the Congress, including its passing of the 
Budget and Accounting Procedures Act of 1950 and the annual reviews 
that it gives each agency. 

In some agencies there is a reappraisal program in effect which 
will help. Also, I think that you in this audience, in your role as citizens, 
taxpayers, and financial management specialists, have a responsibility to be 
vocally interested and to give your attention and contribute your knowledge. 

I am fortunate in being able to close my talk in a way that I had 
not anticipated when I was so kindly invited to appear at this Institute. 
Yesterday at the Tenth Annual Symposium of the Federal Government 
Accountants Association I received a telegram from the President of the 
United States which I am going to read to you: 

"O n this, the occasion of your Tenth Annual National Sym
posium, I extend my greeting and congratulations. Yours is a young 
and vigorous association that I know has contributed increasingly 
toward the resolution of Federal financial management problems 
over the past ten years. The next decade will be even more demand
ing. Your membership will face numerous challenges as we work 
toward our goals of stimulating national growth and satisfying 
essential public needs. 

"The subject of your Symposium, 'Changing Dimensions of 
Financial Management in the Federal Government,5 gives evidence 
of your awareness of the problems ahead. I wish you well in this 
endeavor. As Federal accountants and financial managers, I would 
stress to you two things. W e must have prudent stewardship of 
our public funds; and we must obtain effective results for every 
dollar expended. The resources of this administration are directed 
toward those objectives. I enlist your support and earnest cooperation. 

John F. Kennedy" 



SELECTED TAX ASPECTS OF INVESTMENT 
PLANNING 
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Indianapolis, Indiana 

Where every transaction in our daily lives is affected by excessive 
taxation, it is apparent that no investment program can be considered 
without the most careful attention to its tax effects. The impossibility of 
covering this general field in a limited discussion requires a selection of 
features the comment on which, it is hoped, may point out some angles 
which are too frequently overlooked. 
State and municipal obligations: 

So much has been written and spoken about investments in state 
and municipal obligations and the net yields compared with the net gain 
or yield on taxable securities that no comment is included here on such 
topic. However, the effects of local taxation of such investments are fre
quently overlooked. Where there is no reciprocity or comity between 
states in respect of taxation of such securities and the income therefrom, it 
is essential for an investor to give careful thought to the detriments of 
such taxes on any investment he intends to make in state or municipal 
obligations. While such obligations are generally exempt from income and 
intangibles taxes of the state under which they are issued, such exemption 
does not necessarily afford relief in other states. Assume that a bond is 
issued to yield 3 per cent of its face value but the owner is subject to an 
intangibles tax of $.25 and a state income tax of 4.J/2 cents, his yield on 
the investment is no longer 3 per cent but is reduced to 2.705 per cent. 
Such a variation in the yield may very well induce the investor to pur
chase securities of this type which are issued by his own state or political 
subdivisions therein, instead of purchasing the obligations of other states 
or their municipalities. 

Annuities: 

It is generally recognized that annuitants live longer than others 
who do not possess annuities. This is attributed to the freedom from worry 
enjoyed by an annuitant. 

In purchasing an annuity, the investor should give adequate thought 
to the comparative advantage of investing in an annuity without a refund 
feature. For a given amount of investment, the yield on a straight-life 

95 
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annuity is higher than that on a refund annuity. This is attributable to 
two features, the first being the actual amount paid out to the annuitant, 
and the second is the greater tax detriment suffered in the case of a refund 
annuity compared with a straight-life annuity. It will generally be found 
that the taxable amount under a refund annuity will be larger than the 
taxable amount under a straight-life annuity having the same cost, even 
though the annuity payment under the refund annuity is smaller than 
under the straight life annuity. This is attributable to the income tax 
procedure which requires a portion of the investment in a refund annuity 
to be allocated to the insurance feature on which the refund is based. An 
investor in. an annuity is wagering that he will outlive his normal life 
expectancy. If he is willing to gamble on this basis, he should not hedge 
his bet by having a portion of his investment applied to the life insurance 
cost of a refund feature. If he wants life insurance, it is suggested that 
he should seek such investment separately on a basis which will be suitable 
to him. 

Life insurance: 

Since the Revenue Act of 1954, it has become quite popular to make 
transfers of one's life insurance to family members. This is an effective 
way for minimizing the insured's ultimate taxable estate. However, since 
income tax rates which are incurred each year, are generally higher than 
the estate tax rates which will apply to the insured's estate, greater savings 
will frequently be realized by transferring income-producing property and 
retaining the life insurance. This pattern is desirable where the individual 
would otherwise be incurring excessive gift tax liability by giving away 
both types of investments. 

The tax saving to be realized by a gift of insurance on the donor's 
life is only a single tax item, the estate tax, a saving which will be post
poned to an unpredictable future time. Giving income producing property 
to family members other than the donor's spouse, instead of gifts of non-
income producing insurance, is desirable where the donor would incur 
excessive gift tax by transferring both types of investments. At older ages 
it may be found that a gift of life insurance offers greater prospective tax 
saving than a gift of other property, particularly if the donor's taxable 
income has been reduced to lower tax brackets than formerly. 
Transfer of appreciated stock to a new mutual fund: 

One of the investment ideas which gained considerable popularity 
briefly is that of a transfer of appreciated stock to a mutual fund upon 
organization of such fund. Earlier, the Internal Revenue Service issued 
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several rulings recognizing that such transfers, accomplished in accordance 
with the plan of organization of a mutual fund, resulted in no taxable 
gain to the transferor. Thereafter, the Service announced that it would 
issue no more rulings on this type of exchange. The transaction undoubt
edly qualifies for tax exempt exchange status in accordance with Section 
351 of the Internal Revenue Code. Since advance rulings in this area are 
not now available, participants are "on their own" as far as capital gains 
consequences are concerned. 

The attraction to the prospective transferor for a tax-free exchange 
was quite effective in inducing many holders of appreciated stocks to enter 
into that type of transfer. The attractiveness of the transaction for income 
tax purposes seems to have been out of proportion to its potential value 
to the transferor. 
Deductible gift superior to deductible bequest: 

For most persons from whom contributions may be received, lifetime 
gifts which reduce taxable income result in greater tax savings than do 
bequests under a will. For instance, for an estate which reaches the 30 
per cent estate tax bracket, the effective estate tax rate is only 15 per cent 
if the full marital deduction is used. The individual having such an estate 
would probably have taxable income reaching a tax rate range of 38 per 
cent to 53 per cent. If the individual's estate may be expected to reach 
the 45 per cent estate tax bracket, with an effective rate of only 22j  ̂  
per cent, by using the full marital deduction, the top income tax bracket 
will probably be found to be near the 75 per cent rate. In either case, it 
is readily apparent that a lifetime contribution, which is fully deductible 
for income tax purposes, will be more effective in minimizing total taxes 
than will a bequest of a similar amount. This illustrates the point that in 
financial planning the income tax is generally of more importance than 
the estate tax except for aged persons. However, a gift does remove the 
amount of the gift from the donor's dominion and control of such prin
cipal sum during his lifetime. 
Gift to charity with income retained: 

A gift to charity with income retained for life by the donor results in 
an immediate contribution for income tax purposes equal to the value of 
the remainder interest. Such a transfer will eliminate the subject of the 
gift from the donor's taxable estate, but he will remain; taxable on the 
income from the gift property. 
Cash or property for annuity: 

Several tax problems arise if property is transferred by an individual 
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to a tax exempt organization in exchange for an agreement to pay him an 
annuity. The annuitant's objectives are— 

I. T o arrange for a steady income during the term of the annuity. 
I I  . Relief from management of the transferred property. 

III  . T o grant a benefit to the annuitor. 
If the value of the property exceeds the value of the annuity obliga

tion, the transferor is entitled to credit for a contribution to the extent of 
the excess of the value of the property over the value of the annuity which 
he receives in exchange. {Estate of Sarah Bergan, 1 T.C . 543; Estate 
of KoertBartman, 10 T.C. 1073) 

At the same time the transferor may realize a taxable capital gain 
in the exchange, but is entitled to recover the basis before realizing taxable 
gain. Th e annuity proceeds are accountable under the procedure applicable 
to annuities generally. 
Charitable contribution of real estate: 

Careful estimates of income taxes for several years are needed in 
advance in those cases where a taxpayer plans to make a gift to a charity, 
an educational institution, or a church, of real estate the value of which 
is in excess of the amount which he can deduct for income tax purposes in 
a single year. In such a situation the gift plan requires a series of convey
ances of fractional interests, calculated to keep within the allowable deduc
tion limit each year. T  o be certain that the donee organization will actually 
acquire the entire property, provision should be made in the donor's will 
for a bequest of any portion of the property which had not been conveyed 
during his lifetime. This can also be accomplished by a codicil to his will 
or by transferring the entire property to a revocable trust, with arrange
ment for the trustee to deliver a fractional interest to the donee each year, 
and with provision for any remainder at the death of the donor to be 
delivered to the donee. Further protection can be provided for the intended 
transferee by an option exercisable by it for purchase of the remaining par
cels in the event the donor fails to carry out the entire plan. 
Multiple corporations: 

The division of one business among numerous corporations is present
ly the source of considerable litigation as to whether such multiple corpora
tion form of operation may be treated as a single corporation taxpayer for 
federal income tax purposes under authority of Code section 269. This is 
particularly true where no sound basis is present to justify the use of 
several corporations instead of a single corporation where the business has 
already been conducted by one corporation. The principal advantages of 
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using several corporations for the conduct of a business are the separate 
surtax exemption of $25,000 for each corporation and the separate exemp
tion of $100,000 for the accumulated earnings tax. 

The use of the multiple corporation form of operation is advantageous 
chiefly in the brother-brother type of ownership. Where a parent and 
subsidiary ownership is involved, the benefit of the separate surtax exemp
tion is offset in part or in whole by the double tax on the inter-company 
dividends. In many situations the additional clerical and accounting work 
incident to separate ownership also may offset all of the separate surtax 
advantage. 

Operation in another state or even in a different area within the 
same state will generally justify and for financial safety may even require, 
the use of more than one corporation in the conduct of the business. In 
the case of a closely held corporation, an expansion of the business into a 
new area or into a different state may be accomplished with tax advantages 
by starting such separate operation as a partnership or sole proprietorship. 
Generally a starting loss is sustained, and if the branch is left unincorp
orated, the loss becomes deductible directly in the returns of the owners. 

Section 269 has no application to a corporation which receives only 
cash from the transferor corporation nor to corporations organized at 
the same time to start a business having separate branches or departments. 
In such situations, however, if the corporations do not handle their inter
company dealings on an arms-length basis, the Commissioner may invoke 
section 482 authorizing reallocation of income or expense under appropriate 
circumstances. 

The use of multiple corporations is virtually a "must" where separate 
parcels of real estate are to be owned in corporate form. This is especially 
true in the case of income producing real estate but is applicable in many 
situations for ownership of real estate used in the conduct of a single 
business. The point is that when such real estate is finally sold the gain 
(assuming a gain), can be realized with only a single capital gains tax 
if the property is held in a separate corporation. If it is in a corporation 
with other properties the capital gain is taxed to the corporation, ordinarily, 
since it will not be practical to liquidate such a corporation. Liquidation 
of a corporation which owns a single piece of real estate is nearly always 
feasible, thereby permitting avoidance of double capital gains tax on a sale 
of the corporation's property. 
Non-recognized gain on sale of corporation assets: 

Since the enactment of section 337 of the Revenue Code of 1954, 
it has become quite common for the disposition of a corporate business to be 
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made by a direct sale of the corporation's assets followed by liquidation of 
the corporation within the required limit of 12 months from the date of 
adoption of the plan of liquidation. The provisions of this section are fairly 
clear and have not been the cause of important litigation. 

Where interest or discount are involved as income elements, questions 
can arise under this section as to the correctness of the allocation of proceeds 
to earned interest or discount in case of a sale of a finance business. Careful 
attention must be given to this calculation in order to prevent troublesome 
questions as to whether all of the ordinary income has been fully accounted 
as such. 

A corresponding question arises in the allocation of expenses between 
ordinary operations and gains on the sales of assets. In the recent case of 
Hawaiian Trust Company, it was held that a local tax on a profit on the 
sale of assets, which was not taxable by reason of the procedure under 
section 337, was not deductible as a tax against other income. The 
Service is now adhering quite strictly to the position that expenses allocable 
to the nontaxable gains on sales of assets must be properly segregated and 
applied against the nontaxable gain instead of being allowed as deductions 
from ordinary income. Authority for this procedure is contained in section 
265 of the Code which requires all items which are allocable against non
taxable income to be denied as deducations from ordinary income. The 
use of the word "item" apparently is sufficient to include local taxes on 
the income or selling price in such transactions. Where the state income 
tax is levied against net income, it is relatively easy to conclude that the 
state tax on a sale of assets is not deductible from other income, when 
the provisions of section 337 are followed. Some states impose a tax on 
the selling price of the assets whether or not any gain is realized. In such 
cases, it would appear that the nondeductible portion should be limited 
to the portion of the tax applicable to the gain which would be taxable 
except for the provisions of section 337. If so, such a tax should be deduc
tible to the extent it applies to the portion of the selling price which did 
not produce any gain. This point has not been tested in litigation. 
Converting corporation to a holding company: 

As frequently occurs, the sale of a corporation's business may be 
without important taxable gain to the corporation, but a substantial capital 
gain would be incurred by the stockholders if the corporation were 
liquidated. In such situations it may be desirable to continue the corporation 
as an investment or holding company. Assuming the requisite stock 
ownership and other tests for a personal holding company are present 
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attention must be given to the necessity for distributing all of the net 
ordinary income as dividends. 

In such circumstances the corporation's investments should be limited 
to tax exempt state and municipal bonds and to stocks of domestic corpora
tions which are taxable. Only 15 per cent of the dividends from domestic 
taxable corporations is subject to the corporation tax, although the taxable 
portion may not be less than 15 per cent of the net income. 

The corporation may be converted into a real estate holding corpora
tion sufficiently to result in having more than one-half of its gross income 
derived from rents. In this way the corporation avoids the personal holding 
company tax risk but may be found to be in a hazardous status under 
section 531 relating to the accumulated earnings tax. 

Assuming that the owners desire to purchase only investment se
curities and desire to defer the realization of capital gain on the ultimate 
liquidation of the corporation, the plan to purchase only tax exempt securi
ties and stocks of domestic taxable corporations should be followed. Th e 
net dividend income will have to be distributed each year but the exempt 
income may be accumulated. Net capital gains may also be accumulated. 
Following this course, the net worth of the corporation may be expected 
to increase gradually and the accumulation of income may be realized by 
the shareholders as long-term capital gains at such time as they may 
choose to cause the corporation to be liquidated. There is always the 
possibility that a shareholder may continue to hold the stock of the corpora
tion throughout his lifetime. In such event the corporation can thereafter 
be liquidated without capital gain on the shares so held. 
Canadian mutual funds: 

The most popular of the foreign mutual funds appear to be the 
Canadian Funds. These offer the United States investor the opportunity 
to save tax by deferring capital gains and avoiding the United States tax 
on dividend income entirely. 

Such Canadian Funds can be owned to the extent of 95 per cent 
by nonresidents of Canada. They have the choice of being taxed under 
the more favorable of two Canadian tax options. Under option 1 the Fund 
may elect to be treated as a "non-resident-owned investment corporation." 
In such event it pays a tax of 15 per cent of all dividends, interest, and 
other income earned by the Fund and this relieves the shareholders from 
paying any further Canadian income taxes. Under option 2 the Fund 
may elect to be taxed as an ordinary Canadian corporation. While the 
present Canadian corporation tax rates amount to 21 per cent on the first 
$25,000 of net income and 50 per cent on the excess over that amount, 
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a Canadian corporation pays no tax on dividends from other Canadian 
corporations. This leaves the corporation subject to tax only on interest 
and on dividends from non-Canadian sources. Under option 2 a tax of 
15 per cent is imposed upon the untaxed income when the shares are 
redeemed by the corporation. 

It will be important to follow the development of the Revenue Bill 
of 1961 and subsequent bills because of the possibility that foreign mutuals 
may become classified as foreign investment companies. If so, and if 
provisions of the 1961 Bill on this feature become enacted, the present tax 
advantages of holding shares in Canadian mutual funds or other foreign 
mutuals may be largely eliminated. 

Real estate investment trusts: 
Sections 856-858 eliminate the federal income tax on real estate 

investment trusts. T o qualify for this status, the real estate investment 
trust must have at least 100 shareholders, no five of whom own more 
than one-half of its shares. Such a trust must distribute at least 90 per cent 
of its income to its shareholders in order to avoid payment of tax on its 
income. Capital gains are also nontaxable to the trust if they are distributed 
to the shareholders. 

These trusts are subject to supervision by the Securities and Exchange 
Commission. The shares are readily transferable and thus have a ready 
market. 

The property of such a trust must be held for investment and not 
primarily for sale in the ordinary course of a trade or business. Also, at 
least 75 per cent of its income must be derived from real property. This 
includes not only rents but interest on obligations secured by mortgages 
on real property, gain from sales of real estate, and dividends from other 
qualified real estate investment trusts. Other requirements are also in
cluded. 

Th e question of organizing such a trust by tax-free transfers of real 
estate pursuant to a plan upon organization of the trust should be available 
as in other cases of transfers to control corporations pursuant to section 
351 of the Revenue Code. However, it is assumed that no advance ruling 
will be issued by the Revenue Service on this type of question, at least 
until the Service resumes ruling on the tax-exempt character of a plan 
for transfers of appreciated stocks to a mutual fund. 

Ta  x option corporations: 

Since the enactment of Subchapter S, many small business corpora
tions have elected to take advantage of the opportunity to avoid the corpor



SELECTED TAX ASPECTS IO3


ation income tax, causing the entire net incomes of such corporations to 
become taxable to their shareholders. 

Among the features of this procedure selected for comment is the 
advisability of distributing substantially all of the net income by the end 
of the corporation's taxable year. If the funds so distributed are needed in 
the corporation's business, they may be transferred back to the corporation 
to the extent desired as loans from the stockholders. Under this method 
of handling the corporation's earnings, the share of any stockholder in the 
undistributed taxable income of the corporation does not become locked 
into the corporation in the event of termination of the corporation's election 
under section 1372 of the Code. Distributions after the close of the taxable 
year are out of the earnings of the succeeding year. If the corporation's 
election under Subchapter S becomes terminated, the undistributed taxable 
income at the close of the preceding year cannot be distributed until all 
of the accumulated earnings have first been distributed. If, however, the 
earnings are distributed and then loaned back to the corporation, the 
amounts so loaned can be withdrawn by the shareholders at any time 
without being considered as being distributions of earnings. 

If the shareholders have substantial incomes from other sources and 
if the corporation can qualify under Subchapter S, such procedure can 
be effective in such situations as starting a new business in which it is 
expected that net operating losses will be sustained for a number of years. 
Under Subchapter S such net losses are deductible by the shareholders, 
subject to applicable limitations, the loss of any shareholder not being 
permitted to exceed his cost basis of his shares in the corporation. Assuming 
that the starting capital will not be exhausted by operating losses, this 
procedure is effective to reduce the shareholders' taxes on incomes from 
other sources during the years in which the new corporation is sustaining 
operating losses. If such a corporation is organized by transfers of low 
basis properties, the statutory limitation on a stockholders' deductions 
to the bases of their shares may operate to reduce the benefits of this 
procedure materially. Careful attention needs to be given to this particular 
feature if it is intended that the starting losses of a corporation are to be 
effective in reducing the shareholders' personal income taxes during the 
starting years. 

Stock redemptions: 
Sec. 302 of the Internal Revenue Code specifies several circumstances 

in which a redemption of stock is not to be regarded as a taxable dividend 
but is to be treated as a sale of the stock. While these particular provisions 
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are not necessarily the only transactions which can be regarded as sales 
instead of dividends, it is extremely hazardous to risk any other method 
if it is important to have the transaction treated as a sale of stock. 

One of the situations recognizing a redemption of stock as a sale 
is where the shareholder's entire holdings are redeemed by the corporation. 
If less than all of his shares are redeemed, then, to obtain capital gains 
benefits, he must own less than 50 per cent of the stock of the corporation 
immediately after the redemption and, further, his percentage of the 
total outstanding shares must be reduced to less than 80 per cent of 
the percentage which he owned immediately prior to the redemption. It 
will be seen that a mere reduction of 20 per cent in his shareholdings will 
not suffice for this purpose. Thus, if there were 5,000 shares outstanding 
and the shareholder owns 1,000 shares, he would be the owner of 20 per 
cent of the outstanding stock. A redemption of 201 shares would reduce 
his number of shares to less than 80 per cent of the number of shares 
which he previously owned. However, his percentage of the outstanding 
stock of the corporation would not be reduced to less than 16 per cent 
which would be required to reduce his percentage to less than 80 per cent 
of his previous ratio. A simple algebraic computation shows that it would 
require a redemption of 239 shares under these circumstances to reduce 
his percentage of outstanding shares to less than 16 per cent. The formula 
might be shown as follows. 

1,000 — X==.8 x .20 (5,000 — X ) 
X  = 238.09 

Th e redemption must exceed X . 

Preferred stock enjoys no exception under Sec. 302. The relevant 
language is "If a corporation redeems its stock (within the meaning of 
Sec. 317 (b) )  , and if paragraph (1)  , (2 )  , (3)  , or (4) of subsection 
(b) applies, such redemption shall be treated as a distribution in part or 
full payment in exchange for the stock." 

Even a redemption of stock which reduces the shareholder's holdings 
below 80 per cent of his previous percentage will not be entitled to capital 
gain treatment if other members of his family own shares which are not 
redeemed. 

Under section 3 i8(a  ) stock owned by an individual includes con
structively stock owned by his spouse, his children, grandchildren and 
parents. Accordingly all shares owned within the family group must be 
aggregated to determine whether the requisite percentage reduction in a 
partial redemption has been accomplished. A complete redemption of an 
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individual's shares will be classified as a capital transaction even though 
shares are owned by other members of his family provided he retains no 
financial or employment interest in the corporation. In a recent case the 
Tax Court held that constructive ownership existed where a decedent's 
daughter owned no stock in the corporation, but since her husband owned 
stock she was the constructive owner of that stock which in turn required 
constructive ownership to be recognized for the estate. By this double 
attribution of ownership the estate was regarded as the constructive owner 
of the decedent's son-in-law's shares even though a son-in-law is not 
specified in section 318 (a) as being in the group whose shares are con
structively owned. (Thomas G. Lewis—35 T  . C. No. n  ) 
Joint tenancy: 

The exemption from gift tax available in the purchase of real estate 
with title taken in the name of the taxpayer and his spouse as tenants by 
the entirety is not applicable to a purchase of stock with title held jointly 
with right of survivorship. Also, it is not applicable to real estate where 
a joint tenancy is established with a person other than the taxpayer's spouse. 
Retirement pay: 

Although the former rule that a contract for deferred compensation 
was immediately taxable to the employee unless a forfeiture provision 
was included has been changed by Revenue Ruling 60-31, it is suggested 
that the hazard of a reversal of attitude on the point is sufficient to make 
it advisable to include a forfeiture provision in any retirement pay contract. 

Liquidation of corporation followed by incorporation of a portion of the 
same assets: 

Upon liquidation of a corporation the business should not be rein
corporated with part of the assets received in the distribution until there 
has been a sufficient lapse of time to make it clear that the two actions are 
not merely part of a single plan constituting a reorganization in which 
gain should be recognized, limited to the value of the assets not transferred 
to the new corporation. Otherwise there is a possibility of dividend effect 
instead of capital gain. 

Capital gains on real estate transactions: 
Among the most foggy areas involving the question of capital gain 

is that of the investor in real estate who engages in numerous profitable 
sales. This problem is particularly critical if the property consists of vacant 
land which is subdivided in whole or in part where the property was 
originally acquired as investment property, such as a residence or a farm 
or acquired by gift or inheritance. In those situations where circumstances 
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make it a practical necessity to liquidate such property (generally by reason 
of changing conditions in the area), if the property is not sold as a single 
unit but is subdivided, the owner may be charged with realization of 
ordinary income if he conducts sales activities in disposing of the property 
by lots. Such effect is particularly troublesome if the taxpayer owns other 
real estate which may be regarded as being held for sale. 

A typical situation is found where residence property which includes 
several acres of land is acquired from a seller who refuses to sell without 
including all of the acreage. Such a proceeding was involved in the appeal 
of Wellesley A. Ayling, 32 T.C . No. 59, involving the years 1954 
through 1957. Despite substantial precedent for recognition of capital gains 
on such sales for liquidation of real estate acquired in connection with 
residence property, the taxpayer found it necessary to appeal from the 
revenue agent's findings and was ultimately successful in obtaining a 
decision by the Tax Court allowing capital gain benefits on the sales. 

On this point the Senate Finance Committee report on the revenue 
bill of 1954 evidently intended to make it clear the capital gain was 
intended to be recognized in such circumstances. 

As seems to occur too frequently, the administration of this provision 
in many cases has been almost directly opposite from the import of the 
committee's language. While the report states that denial of capital gain 
will be applicable where the taxpayers previously held the property for 
sales to customers in the ordinary course of his trade or business the policy 
of the revenue agents has been to deny capital gain for years governed 
by the 1954 Code even though capital gain procedure was recognized on 
sales from the same property in years prior to the effective date of the 
1954 Code. Not only has this reversal appeared in this form but has been 
extended to denial of capital gain on installment collections in years 
governed by the 1954 Code where the original sales occurred under the 
1939 Code with capital gain procedure recognized for such prior years. 

The narrowing of the interpretation for capital gain treatment in 
real estate sales appears in other areas of real estate activities. Frequency 
of sales is often made the basis for challenging the right to capital gain 
benefits even though the taxpayer's business activity is in other fields. One 
who ventures into real estate investments, with a view to capital gain 
possibilities, must plan his course of activity with extreme care. Ordinarily 
the use of real estate for production of rental income for a substantial 
period of time will qualify the property as a capital asset. Even such use 
may be questioned if selling activity appears with some frequency. 

In this same general area is that of investment in land contracts where 
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the original sales have been made by others. Generally such contracts are 
acquired at a substantial discount. The investor should realize that such 
discounts when earned on collections constitute ordinary income and not 
long-term capital gain. 

A question which does not appear to have been settled conclusively 
is whether the discount on such contracts constitutes income ratably as 
collections are made or whether the holder of the contract may first 
recover his entire investment before regarding any of the payments as 
gain. If he sells such a contract instead of collecting the face amounts, he 
will be entitled to capital gain benefits if he is not classified as a dealer. 
Thus, deferment of gain until his cost has been recovered would offer 
an opportunity for capital gain, since the contract will be marketable at 
a lesser discount as it approaches maturity. If a contract of this nature is 
not readily marketable there is strong authority for the proposition that 
the investor may recover his cost before realizing taxable gain. (See 
appeals of Nina J. Ennis, 17 T.C . 465; Hurlburt, 25 T.C . 1286, and 
others.) The cited cases involved contracts of sales made by the taxpayers 
rather than contracts purchased by them. There is some distinction between 
the status of the seller and that of an investor who has purchased a contract. 
If the seller is entitled to capital gain benefits on the sale he remains 
entitled to such benefits even though he applies collections on principal 
against his cost before reporting his gain. His ultimate gain remains capital 
gain while, as already stated, an investor who has acquired a contract by 
purchase never becomes entitled to capital gain benefits on collections 
excepting in the event of a sale of the contract to a third party. 

The question of whether an investor is entitled to recover his cost 
before reporting gain is not definitely settled. However, in the case of 
Earl A. Phillips, et ux} decided by the District Court of Washington, June 
20, i960, it was held that discounts were to be regarded as realized 
income ratably as collections were made. In any event, the cost recovery 
procedure is applicable only where no mortgage or note is given by the 
purchaser of the property. Where a note is received by the seller in a 
transaction in which the installment method is not available or used the 
gain is realized immediately, measured by the excess of amount of cash 
plus the value of the note over the adjusted basis of the property. There 
is a pitfall here. If the note is assigned a value of less than its face amount 
in a transaction in which the taxpayer is entitled to capital gain benefits 
the realization of the amount of discount by final collection on the note 
constitutes ordinary income instead of long-term capital gain. 

A note purchased at a discount by a cash basis taxpayer results in 
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earned discount ratably as collections are received, whether or not such 
discount must be accounted ratably on collections as in the Phillips case. 
(Shafpa Realty Corporation, 8 B.T.A. 283, and Victor B. Gilbert, 6 
T.C . 10). 

In most situations involving the question of whether the taxpayer is 
a dealer in real estate he may expect to receive more friendly consideration 
in the District Courts than in the Ta x Court. The Tax Court seems to 
place primary emphasis on the extent of the taxpayer's actions in real 
estate, whereas the District Courts generally consider the taxpayer's 
purpose in acquiring and holding the property, thereby opening the way 
for recognition of changed circumstances as a basis for recognition of 
capital gain. Thus, in the case of McGah v. Commissioner, 17 T.C . 1458, 
the Tax Court disregarded the fact that houses had been acquired as 
rental properties and was compelled to sell the houses, 14 in number, 
because of the demands of a creditor for payment. The Court of Appeals 
for the 9th Circuit held that the Tax Court's decision was not supported 
by the evidence and that the taxpayer was entitled to capital gains benefit. 
Gifts to minors: 

All of the 50 states and the District of Columbia now have laws 
permitting securities to be held arid managed by a custodian for a minor. 
This facilitates investments for minors and the division of family incomes. 
It is important to avoid using the income so received for payment of sup
port of the minor to the extent that such expenses are the legal obligation 
of the child's parent. Income funds applied for such purpose are taxable 
to the parent. (Section 1.662 (a)-4 of the Treasury Regulations). 
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When the Internal Revenue Code of 1954 was enacted, it was 
generally believed that the burden of proof in accumulated earnings tax 
cases had been shifted from the corporation to the Government under 
certain circumstances. The Senate Finance Committee Report said that 
such would be the situation if the corporation filed a timely statement 
of its grounds for retention. Section 534 stated the same. The Regulations 
repeated this principle. Unfortunately, things have not worked out that 
way at all in the courts. It is the purpose of my talk to offer documented 
proof that Section 534 is just about valueless insofar as corporate tax
payers are concerned. The reassuring language of the Congress that the 
burden of proof may be shifted has lulled numerous corporation executives 
into a dangerous sense of unjustified complacency. Congress has built a 
mirage. 

The proceedings effectively start when a corporation receives the 
Secretary's official "Registered Mail Notification Pursuant to Section 534 
of the Internal Revenue Code of 1954." This notifies the taxpayer that 
it may, within thirty days, submit a statement of the grounds (together 
with facts sufficient to show the basis thereof) on which it relies to 
establish that all or any part of its earnings or profits have not been per
mitted to accumulate beyond the reasonable needs of the business. Th e 
corporation must decide for itself what manner or measure of statement 
will be submitted. The grounds offered by one corporation were: 

"Ground No. 1. The corporation was not created or organized for 
the purpose of preventing the imposition of the surtax upon its shareholders. 

uGround No. 2. The corporation was not availed of such purpose 
in any of said three years, no part of the earnings accumulated in any of 
those years beyond the reasonable needs of its business." 

The court found these were not "grounds" and stated: "T  o shift 
the burden to (the Secretary) on the issue of 'reasonable needs/ (the 
taxpayer's), statement of 'grounds' must allege reasons for accumulating 
earnings and profits which, if proved, will tend to establish that the 
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earnings and profits were not accumulated unreasonably." Wellman 
Oferating Corf oration, 3 3 T . C  . 162 (1959). But the same fate sustained 
by this terse two-sentence statement of grounds was met by a 24-page 
statement of grounds and supporting facts that was filed by another tax
payer. R. Gsell & Co., Inc., 34 T.C., No. 4 ( i960)  . 

The grounds cannot be vague. "All of the 'grounds' alleged in (the 
taxpayer's) statements are entirely contingent on expansion and rehabilita
tion of (the corporation's) existing facilities. While there is little doubt that 
a corporation's earnings and profits may be accumulated for purposes of 
expansion and modernization . . . such 'grounds' must be supported by 
substantial, material and definite facts and by clear and specific plans . . . 
Neither in their statements nor at trial did (the taxpayers) present facts 
or plans of the requisite specificity/' American Metal Products Corf ora
tion et al. 34 T.C. 89 ( i960)  , aff'd, . . . F  . 2nd . . . (8th Cir., 1961). 

In order to meet the requirement of this "requisite specificity," the 
taxpayer has to have a well-documented case. That is, he is in substantially 
the same position that he would be in, had not the burden been shifted. 
" (T)her  e is no basis to presume that Congress intended to alter or 
reverse the rules of existing law regarding (the taxpayer's) ultimate 
burden of proving in an accumulated earnings tax case . . • that it was 
not availed of for the purpose of preventing the imposition of the surtax 
upon its shareholders through the medium of permitting earnings or 
profits to accumulate instead of being divided or distributed . . . Assuming, 
arguendoj . . . that the burden was shifted to (the Secretary) . . . we 
think the affirmative evidence demonstrates that the (grounds set forth 
by the corporation) did not represent a reasonable need of the business. . ." 
Pelton Steel Castmg Co., 28 T.C . 153 (1957), aff'd on other grounds, 
251 F.2d 278 (7th Cir., 1958). 

In other words, the taxpayer's statement of grounds is really the 
battle-ground. Taxpayer and Government must argue it out upon the 
basis of what the taxpayer's statement of grounds sets forth. If the 
grounds are proper and fully described, that is the end of the matter. 
Contrariwise, if the grounds are not convicing, the burden has not been 
shifted. In either event, the Secretary has nothing to prove. The facts 
must speak for themselves. "Even if (the taxpayers') statements could 
be said to comply with the 'grounds' requisite of section 534 (c) , the 
supporting facts are not 'sufficient to show the basis' of such grounds." 
American Metal Products Corf oration et al., 34 T.C. 89 ( i960)  , 
afd, . . . F.2d . . . (8th Cir., 1961). 

"The initial dispute between the parties involves the question of who 



HAS BURDEN OF PROOF BEEN SHIFTED? I l  l 

had the burden of proof as a result of (the corporation), pursuant to 
section 534(c), submitting a timely statement of grounds on which it relies 
to establish that there was no accumulation beyond the reasonable needs 
of its business. We see no reason to tarry with this question, for the 
facts and circumstances surrounding the accumulation of earnings and 
profits in the instant case clearly dictate the conclusion we must reach on 
the ultimate issue, regardless of which party had the burden of proof. 
Suffice it to say that as to the ultimate issue, that is whether the corporation 
was availed of for the purpose of avoiding the imposition of surtax upon 
its shareholders, the burden of proof is on (the corporation)." Knoxville 
Iron Company, T.C . Memo 1959-54, filed March 23, 1959. 

The ultimate Issue of any accumulated earnings tax case is whether 
the corporation was formed or availed of for the interdicted purpose. The 
Knoxville Iron case categorically states that the burden of establishing this 
is upon the corporation. Then what has been shifted by Section 534(c)? 

Some cases indicate that the burden has been shifted to some extent. 
"Although a limited burden of proof in relation to accumulations beyond 
the reasonable needs of the business may be shifted to the Commissioner 
pursuant to section 534 . . . the ultimate burden of proving that the 
corporation was not availed of for the prohibited statutory purpose is 
and remains upon the (corporation)." Wellman Operating Corporation, 
33 T . C  , # 1  9 (1959). 

With few exceptions, the Secretary's finding in any tax matter is 
presumed to be correct. " (T)h  e presumption of correctness attaching to 
(the Secretary's) over-all determination still remains . . . .The size of 
the accumulations, the regularity and continuity of an apparent business 
policy which has eliminated practically all dividends during (the corpora-
tion's) entire history, and the testimony adduced by (the corporation) 
itself all carry the strong inference that if any other motive for the 
accumulations existed, except that inhibited by section (531) was purely 
incidental, subordinate or fictitious. Having concluded that no figure for 
the reasonable needs of the business could at any relevant time conceivably 
justify more than a portion of (the corporation's) enormous accumulated 
resources, we think it follows (the corporation) has not sustained its 
fundamental and primary burden of proof. On the contrary, the evidence 
and the necessary implications therefrom affirmatively show a deliberate, 
consistent and inescapable intention on the part of (the corporation) to 
retain its net earnings for the purpose of avoiding the surtax upon its 
immediate and ultimate stockholders." The Smoot Sand & Gravel Corf or-
ration, T.C . Memo. 1958-221, filed December 31, 1958. Affirming, the 
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appeal court concluded that even if the burden had been upon the Sec
retary, "this burden has been met by affirmative proof . . ." The Smoot 
Sand fisf Gravel Corf oration v. Commissioner, 274 F.2d 495 (4th Cir., 
i960)  . 

Such language does not come to grips with the question of whether 
the burden was (or can be) shifted. Affirmative proof in the record could 
have been supplied by either party. " (Th e corporation) points to the fact 
that it filed a statement of grounds and the facts intended to show the 
basis therefor, under section 534 (c) . . . and urges that the burden of 
proof therefore rests with (the Secretary) to prove that it permitted its 
earnings to accumulate beyond the reasonable needs of the business. W e 
have assumed, arguendo, throughout our discussion that the burden lay 
with the (Secretary). Our conclusions, however, are based upon and 
supported by the affirmative facts in the record, so that the burden of proof 
on the issue is not a significant factor. It is unnecessary, therefore, for u$ 
to consider the sufficiency of (the corporation's) statement of grounds and 
statement of facts in support thereof/' Barrow Manufacturing Company, 
Inc., T .C . Memo, 1960-38, filed March 15, i960. In one case, the 
court stated that "Inasmuch as we feel that (the corporation) has 
affirmatively and clearly demonstrated the reasonableness of its accumula
tions, we need not decide the question as to which party bears the burden 
of proof on this issue under section 534." Fotocrajters Incorporated, T .C . 
Memo. 1960-254, filed November 29, i960. But the court carefully 
and painstakingly evaluated each one of the taxpayer's grounds in as 
much detail as if the burden had been the corporation's and as if the 
issues had been submitted for the first time in connection with the 
trial, as in the pre-1954, pre-Section 534 days. "We arrive at this 
result on the record as a whole and, although the matter is the subject 
of controversy between the parties, without the necessity of determining 
under section 534 . .  . where the burden of proving business necessity lies." 
Breitfetter Sales, Inc., 28 T .C . 1164 (1957). In another case, the appeal 
court said: "Even assuming, without deciding, that the burden of proof 
was on the Commissioner, we conclude from the record as a whole that 
there was substantial probative evidence to support the Tax Court's find
ing . . ." American Metal Products Corporation et at. v. Commission
er, . . . F.2d . . . (8th Cir., 1961). 

Courts have failed to state categorically which party has the burden 
of proof in several cases. I  t is the facts which govern, say these decisions, 
and the burden of proof is not the factor. Thus, it was stated in a case 
won by the Government, "However, as to the sufficiency of the support
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ing facts . . . given by the (corporation), it is unnecessary for us to decide, 
since, assuming that the burden of proof has been shifted to the (Secre
tary), he has successfully met this burden/' Kerr-Cochran, Incorporated, 
30 T.C . 69 (1958). It was stated in a case won by the taxpayer, "Re
gardless of which party has the burden, we are convinced and have so 
found as ultimate facts that (the corporation) did not permit its earnings 
or profits to accumulate beyond the reasonable needs of the business and 
that it was not availed of for the purpose of preventing the imposition 
of the surtax upon its shareholders." F. E. Watkins Motor Company, 
Inc., 31 T.C . 288 (1958). At the appellate level, the same neutrality 
as to the bearer of the burden may be noted. " ( T ) h  e taxpayer contends 
that the Tax Court erred in nolding that the requirements of that section 
had not been met* We think it unnecessary to pass upon that question at 
the present time. On the record before us the Tax Court's findings are 
supportable regardless of which party has the burden of proof."  / . A. Dress 
Co., Inc. v. Commissioner, 273 F.2d 543 (2d Cir., i960)  . 

The question of which party has the burden of proof is of far more 
than academic interest. The strategy if not the actual tactics of the situa
tion will differ as to a particular litigant: will he have to attack or may he 
merely intrench himself snugly and sit tight? For practical purposes, the 
Scotch verdict of "not proven" will decide any case against the party who 
has the burden of proof. 

Where there is no proof offered by either party, the Government 
prevails. "If there is no proof by (the Secretary) and there is no other 
evidence, (the corporation) must still fail because the burden of proof of 
facts sufficient to show the error of (the Secretary's) determination is 
basically upon it as in all comparable proceedings." Young Motor Com
pany, Inc., 32 T.C . 1336 (1959). This language completely ignores the 
fact that if the burden of proof has been shifted to the Secretary, the lack 
of proof on either side can be fatal only to the Government's case. 

One taxpayer sought to shift the burden of proof by the doctrine of 
res judicata. The tax on accumulated earnings had been sustained against 
a corporation. Meanwhile, the corporation was dissolved, and the value of 
the assets that went to the sole stockholder exceeded the amount of the 
tax liability. The stockholder argued that inasmuch as Section 534 brought 
about a change in the law by shifting the burden of proof to the Secretary, 
the transferee could be liable for the tax only if the Secretary proved that 
there was an accumulation of earnings beyond the needs of the business. 
It was held that inasmuch as privity existed between the corporation and 
its sole stockholder, he was bound by the decision against the corporation 
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regardless of who had the burden of proof. Egan et al. v. Commissioner, 
260 F.2d 779 (8th d r .  , 1958). 

In only one litigated case to date has a court stated without equivoca
tion that the burden of proving the unreasonableness of an accumulation 
was the Secretary's. The taxpayer had submitted a statement of grounds 
for retention upon being notified of a proposed deficiency. "Th e Com
missioner of Internal Revenue, then, had the burden of proof that (the 
corporation) had unreasonably accumulated profits. We think that the 
1954 and 1955 enactments indicate that Congress did not want the taxing 
authorities to be second-guessing the responsible managers of corporations 
as to whether and to what extent profits should be distributed or retained, 
unless the taxing authorities were in a position to prove that their position 
was correct." Here, funds were accumulated to buy machines; a 50  % 
stockholder, however, blocked the purchase. "But if, as in the instant case, 
the funds are accumulated because of a deadlock between two equal share
holders as to whether to spend them or not, and no particular thought 
seems to have been given to dividends or surtaxes, the presumption of 
motive does not seem to fit." Casey v. Commissioner, 267 F.2d 26 (2d 
Cir., 1959)-

On the basis of the sixteen cases so far litigated under Section 534, 
one must conclude that despite the promises of Congressional Committee 
Reports and of the Internal Revenue Code itself, the burden of proof has 
not been shifted to the Secretary of the Treasury in accumulated earnings 
tax cases. While the courts in certain instances have paid lip service to 
the shifting of the burden to the Secretary, these tribunals have been 
concluding quite consistently that they really do not care a pinch of 
owPs dung which party is supposed to carry the burden. Cases are decided 
upon affirmative proof, and it does not matter whose it is. That leaves the 
matter pretty much where it was before the enactment of Section 534. 

One taxpayer realistically recognized this fact. In its reply brief it 
declared: " (Th e corporation) in this case proceeded to trial on the theory 
that its obligations with reference to burden of proof were the same as it 
had been prior to the enactment of Section 534 . .  . In view of this 
position, the (corporation) takes the position that the notification letter and 
the statement in reply thereto can be ignored for the purposes of this pro
ceeding." The court duly noted this and declared: " (Th  e corporation) 
expressly disclaims any reliance on the burden of proof provisions of 
section 534, but in any event, all the accumulations in question were be
yond the business needs." Automatwe Rebuilding Co*> Inc^ T.C . Memo. 
1958-197, filed November 28, 1958. "While some possibility always 
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remains that the presumption of the determination's correctness survives 
even proof of reasonable needs . . . this proceeding was litigated on the 
apparently mutual assumption that decision of this total issue would dispose 
of the matter." Breitfeller Sales, Inc., 28 T .C  . 1164 (1957). This 
court believed that the Secretary's presumption of correctness was more 
important than the taxpayer's proof of reasonable needs. 

The alleged shifting of the burden to the Secretary is provided only 
"In any proceeding before the Tax Court . . ." I.R.C. Section 534(a) . 
In other words, there is not even verbal provision for the shifting of the 
burden in an action in a District Court. Yet an increasingly large number 
of corporations has been taking its accumulated earnings tax cases to a 
District Court, so that a jury may be requested. This is in line with a 
developing theory that where a taxpayer seems to be getting involved in 
the coils of technical requirements or procedures, he will get a better 
break from a jury than from a case-hardened judge. A jury will contain 
some businessmen. And businessmen will tend to sympathize with a fellow 
businessman; thus, some of the jurors may not be well disposed to per
secution of a fellow businessman by tax collectors on technical grounds. 
This much is certain. Every accumulated earning tax case that has gone to 
a jury (seven cases in all) has been won by the taxpayer. 

Mabee et aL v. Jones, D.C, Okla., 1945. 
Kaufman Investment Co. v. Scofield, D.C. Texas, 1952. 
Wilson & Greene Lumber Co.} Inc. v. Shaughnessy, D.C. N.Y., 

1953
KOMA, Inc. v. Jones, D.C. Okla., 1953, aff'd, 218 F.2d 530 

(10th Cir., 1955). 
Hattiesburg Comfress Comfany v. United States, • . . F. Supp. . . . 

(D.C, Miss,, i960). 
Bradford-W onderly Investment Comfany v. United States, D . C  , 

Colo., 1956. 

Whkfield King &? Comfany, Inc.y et. aL v. United States, . . . F  . 
Supp . . .  . ( D . C  , Tenn., 1961). 

This tactical advantage oifers certain obvious attractions to taxpayers. But 
Section 534 does not even pretend to shift the burden of proof to the Sec
retary in a District Court action. Thus it was stated by a District Court 
in a case involving post-1954 years, "it is the duty of the plaintiff tax
payer to show by the greater weight or preponderance of the evidence 
that the earnings herein were accumulated for the sole purpose of meet
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ing the reasonable business needs or reasonably anticipated business needs 
of the . . . corporations herein and not for the purpose of avoiding the 
additional income tax with respect to his stock holdings." Wtetfield King 
& C o m f a n y  , I n c  . et a t  . v  . United S t a t e s  , . . . F . S u p  p . . .  . ( D . C .  , 
Tenn., 1961). 

Although the statistics of Section 534 indicate clearly that the 
corporation will not be able to shift the burden of proof to the Secretary, 
the question of the taxpayer's statement in response to a notice of proposed 
deficiency must be considered. The statute allows thirty days for a reply, 
and an extension of an additional thirty days is available upon request. 
But this should be sufficient time for the corporation to develop its story. 
Actually, it is no longer possible to build up documentation for non-pay-
ment of dividends after the Revenue Agent begins to ask questions. As 
the court said in one accumulated earnings tax case, "the controlling 
intention of the taxpayer is that which is manifested at the time of the 
accumulation, not subsequently declared intentions which are merely the 
products of afterthought." The Smoot Sand & Gravel Corporation v. 
Commissioner, 241 F.2d 197 (4th Cir., 1957). In that case, the court 
refused even to look at an elaborate schedule prepared by an engineering 
firm to show what part of a corporation's equipment was in need of 
replacement, for the schedule had not existed at the time the directors 
decided upon dividends for the taxable year. Since that decision, then, 
there is no longer place for those specialists who would, upon demand, tell 
corporate directors why they had retained earnings three years ago. Per
haps the directors themselves did not know why dividends had not been 
paid; but these psychologically gifted specialists (for a fee) could conjure 
up the acceptable motivation. Those days are now past. 

Certainly a statement should be filed despite the lessons of history. 
There always is the possibility that some one other than the corporation's 
advisors may have read what Congress has written about the intended 
function of Section 534. The statement must not be couched in general
ities; it is the presentation of the corporation's case. The statement there
fore should be prepared by whomever will handle the ultimate litigation. 
It would be unwise to have the person preparing the statement make 
utterances which may be in conflict with what counsel subsequently will 
try to establish in the hearing. Unless properly oriented from the tax point 
of view, the corporation's executives should not put their own philosophy 
or observations into the record. Horrible examples of this sort of thing 
were revealed in several litigated cases. There was the chief stockholder 
who, on the witness stand, was asked if there was any particular maximum 
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surplus that he wanted his company to attain. He naively replied, "The 
sky was the limit, to me." Trico Products Corporation v* McGowan, 
67 F  . Supp. 311 (D.C., N.Y., 1946), aff'd, 169 F.2d 343 (2d Cir., 
1948). In another case, earnings were said to have been accumulated for 
new structure; but the minutes stated that construction was out of the 
question unless absolutely necessary, "and," the senior executive declared 
in print, "  I do not consider them so . . .  " Barrow Manufacturing Conv
fany, Inc., T  . C. Memo. 1960-38, filed March 15, i960. In another 
case, the president testified that he never intended that his corporation 
should pay dividends. Albert L. Allen Co., Inc., T  . C. Memo. 1960-38, 
filed March 15, i960. If the corporation's statement is prepared by the 
person whose ultimate brief must not be honeycombed with inconsistencies 
and apologies, this sort of situation can be avoided. This is not to suggest 
that honest if disingenuous executives should be locked in some hidden 
closet while an attorney produces statements that are impervious to cross-
examination. But executives whose real talents are inventing, manufactur
ing, selling, or distributing may be encouraged by leading questions into 
making statements about policy which, in fact, never would have been 
considered without full discussion with competent advisors. Many corporate 
officials shrink from admittting in public that decisions in technical areas 
are made by persons other than themselves, even if such is truly the case. 

It is not inappropriate to mention here that any unsophisticated cor
porate documents may fatally compromise a corporation's statement in 
justification of earnings' retention. What executive or advisor would care 
to try to carry the burden of proof when the corporate minutes already 
contain these words, as in Hedberg-Friedheim Contracting Corporation et 
al. v. Commissioner', 251 F  . 2d 839 (8th Cir., 1958) ?: "Before my mo
tion for the payment of a cash dividend of $170,000.00 to the stockholders 
. .  . is submitted to a final vote of the directors, I wish to state for the record 
that I have been advised by both the accountants and counsel for the 
company that if the company does not pay out in dividends as much cash 
as can reasonably be spared at this time, it will lay itself open to liability 
for surtax under the provisions of section (531) . . .for unreasonable ac
cumulations. It is apparent that at the present time the withholding of 
future reserves cannot be justified, and I wish to notify each and all of 
the directors that in case this motion is not carried, each dissenting director 
will be held personally responsible for any surtax levied against the com
pany under section (531). . ." Needless to say, the Revenue Agent did 
not need a second invitation to impose the expected tax. 

What has gone wrong with the statutory language that the burden 
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of proof can be shifted? The courts simply have not been willing to go 
along with the statute, despite the expressed Congressional intention that 
the burden of proof be shifted if the corporation's reasons for retention are 
supplied in time. Congress could scarcely be more specific than in saying 
that upon a timely corporate filing of a statement, "the burden of proof. . . 
s ha l l . .  . be on the Secretary . . ." I.R.C. Section 534 (a)  . Yet in decisions 
which the writer has so recently quoted, the courts still speak of "the tax-
payer's ultimate burden of proof. . ." Pelton Steel Casting Co.} 28 T  . C. 
J 5  3 (I957)> aff'd> on other grounds, 251 F . 2d 278 (7th Cir., 1958). 
W e read that "the presumption of correctness attaching to the (Secretary's) 
over-all determination still remains." The Smoot Sand &? Gravel Corpor
ation, T .C . Memo. 1958-221, filed December 31 , 1958 aff'd, 274 F  . 2d 
495 (4th Cir., i960)  . W e are told that only "a limited burden of 
proof. . .may be shifted to the Commissioner. . ." Wellman Operating 
Corporation, 33 T.C . 162 (1959). That, I submit, is not what Con
gress said at all. But if the courts are not willing to follow the statute, 
Section 534 serves no purpose whatsoever. Unless the corporation execu
tive and his advisors recognize this fact, there will be the same conse
quences that occur when you sit in a chair that really is not there. Some
times this is painful and expensive. At the very least, it is highly embarass
ing. And in this day of uninhibited minority stockholders, management 
cannot afford this kind of embarrassment. 
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