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PREFACE

THE CPA HaANDBOOK is a reference work designed for use by practi-
tioners engaged in the public accounting profession, their staff and office
personnel and students who expect to engage in public accounting.

The division of the material into two volumes has no organizational
significance, but is merely a division based on convenience and quantity
of material. Since Chapter 1 presents the general objectives and intent of
the book and provides some background as to the thinking which resulted
in the present publication, readers may find it helpful to refer to that
discussion prior to making use of the book as a reference on specific areas.

A considerable amount of the material in many of the chapters is based
on information obtained from accounting practitioners and accounting
firms, either by the use of questionnaires or by interviews which the
authors had with many public accounting firms. The co-operation of
thirty firms which completed lengthy questionnaires for sixteen of the
chapters, and in many instances supplied forms and comments on pro-
cedures, was particularly helpful. Several hundred practitioners com-
pleted one or more questionnaires. Several firms made available to the
editor and the authors complete manuals and their entire system of
procedure together with all pertinent forms. The unlimited co-operation
received is clear evidence that public accounting is truly a profession
wherein the membership is interested in improving the procedures and
standards of all of its members for the benefit of the public that uses the
profession’s services.

Special recognition is due those who served as consultants on the
various chapters. Their suggestions have contributed substantially to
the comprehensiveness and usefulness of the various chapters.

While this Handbook was made possible in its present form only
because of the contributions made by this very substantial segment of
the profession’s membership, the major contribution has been made by
the authors of the various chapters. From previously existing literature,
from questionnaire returns, from discussions with fellow practitioners
and from their own experience they have selected, summarized and pre-
sented the material in the area which they have covered. Both credit
and responsibility for the material is theirs. The contents, except for
that reproduced from previous Institute publications, have not been
approved by the Institute or by any of its committees. Users of the
Handbook should remain aware of the personal nature of the views
expressed, which may or may not coincide with the views and practices
of a majority of the Institute membership. To make the material more
useful, in many cases a variety of procedures has been given, frequently
along with the author’s personal interpretation and preference.
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PREFACE

Maurice H. Stans was not only primarily responsible for developing
and promoting the idea of the Handbook, but has served for over two
years as chairman of the committee charged with the basic responsibility
for its production. In that capacity he has done far more than that
responsibility normally requires. He has been instrumental in locating
many sources of material, in planning the coverage of the chapters, and in
guiding the entire undertaking. As to all chapters, he has served as co-
editor, and as to many he has been the principal editor. He has reviewed
all manuscripts two or more times as they developed into final form and
has made many major contributions of material.

Special acknowledgment is due to many members of the staff of the
Institute, including Louis A. Sigaud who has served as assistant editor
throughout the entire period of work on the book, and to Agnes Moger
who has worked on the details of editing and publishing. Among the
other staff members who have been especially helpful are Harold
Howarth, Dick Lytle, James Bennett, Miriam Donnelly and Elsie L.
O’Mara.

RoBerT L. KANE, JR.
New York
December 1952
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CHAPTER 1
The Profam'on of Accounting

BY MAURICE H. STANS

PART I: PUBLIC ACCOUNTING, PAST AND FUTURE

THE GrOWTH of the profession of public accounting is one of the out-
standing phenomena of the Twentieth Century!

In the United States, this growth has been especially pronounced.
Following slow gains in the early years after 1900, the number of those
engaged in the profession began to increase rapidly around the time of
World War I at a rate which has accelerated with each succeeding de-
cade. In the ten years from 1940 to 1950 the number of public account-
ants approximately doubled — with a numerical increase much greater
than the gains in the older professions of law and medicine, and in the
newer engineering and scientific professions.

Even more striking than the expansion in number of practitioners is
the continued broadening of the scope and influence of public account-
ing. It has evolved from a mere policing operation to a constructive
social force.

By its contributions to the advancement of the economic processes, the
profession is repaying its obligation to the industrial revolution which
gave it birth and early impetus. As an independent medium in economic
relationships, it is becoming an important factor in the movement toward
social understanding. By a simple projection of the past into the future,
it stands on the threshold of vaster opportunity.

That the profession should undertake a work of the magnitude of this
Handbook, with the primary objective of improving its service to the
public, is in itself a sign of maturity. The Handbook offers the occasion,
in this opening chapter, for a review of the development of the pro-
fession and of its work, its contributions, its responsibilities, its place in
the environment, and its future.

History of the Profession

The great American philosopher, Ralph Waldo Emerson, once wrote
that “the use of history is to give value to the present hour and its duty.”
The history of the accounting profession, from its genesis to the present
time, gives outstanding proof of the soundness of this proposition. In
this history, the fact of great growth, while impressive, is of much less

1
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2 THE CPA HANDBOOK [Ch.1

significance than an understanding of the forces that gave the profession
momientum and brought it to its present size and stature.

Prior to 1900

The history of the profession of independent public accounting prior
to 1900 is sketchy and sparse. The name of the first public accountant
is undoubtedly lost forever, but he probably was an able bookkeeper,
employed by an early Italian venturer of the Fifteenth or Sixteenth
Century, who achieved such a reputation for technical skill in his work
as to be consulted by others for advice in handling their records of trans-
actions.* In terms of the art of accounting as it then existed he was a
person skilled in accounts and, when he made himself available to more
than one employer, he became a public accountant. The earliest recog-
nition of financial record-keeping as a specialized occupation occurred
in Venice in 1581, when the first College of Accountants was organized.
An applicant was required to serve a 6-year apprenticeship with a prac-
ticing accountant and pass an examination. Thereafter, he became
an “expert accountant,” but since businesses were small and mostly
owner-managed his functions were principally in the field of bookkeeping
assistance.

In those days, therefore, public accounting was little more than public
bookkeeping. No doubt there were occasions, perhaps many of them,
when partners in the spice trades or in silk importing disagreed among
themselves over their shares of profits, or creditors disagreed with debtors
over amounts due, and an independent person with skill and experience
in accounts was called in to learn the facts and render a decision. Their
names, too, are lost to history, and literature gives them little recog-
nition. **

* The earliest written work on bookkeeping, which set the stage for public develop-
ment of the accounting art, was the Italian “Account Keeping” by Lucca da Borgo
Pacioli, published in 1494.

** A. C. Littleton, in his scholarly work, “Accounting Evolution to 1900,” discloses
the names of one of the first public accountants in England from an epitaph, taken
from a slab in the chancel of St. Mary’s Church, Chesham, Buckinghamshire: “Here
lyeth part of Richard Bowle, who faithfully served diverse great lords as auditor on
earth, but also prepared himself to give up his account to the Lord in heaven . .. He
died on 16th December 1626, and of his age, 77.” Littleton points out that except for
the auditing of municipal and government accounts as early as the Fourteenth Century
by selected local members of the public, who could scarcely be called public accountants,
there was no record of any public auditing by experts until the practice arose, probably
early in the Seventeenth Century, by the lords of the large manor estates, of employing
specialists such as Bowle to check their accounts. When the center of economic life
began to shift from the agricultural manors to the towns with the beginnings of
manufactuiing, the earliest signs of a recognized public profession emerged. The city
directory of Edinburgh, for the first time of any in the British Isles, in 1773 listed seven
persons as accountants serving the public. At the beginning of the Nineteenth Century
less than fifty public accountants were recorded in the directories of all of the large
cities of England and Scotland.
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Nevertheless, it is clear from the brief notes that history provides that
public accounting can trace its origin back to the early days of trade and
commerce. But, in comparison with the law and other established pro-
fessions, it was wholly insignificant until the development of the indus-
trial revolution and, in particular, the institution of the “limited com-
pany” or private corporation, first in England and later in this country.
The greater capital and size of these expanding entities naturally caused
more accounting problems to develop, but the real need for an inde-
pendent accounting group sprang from the fact that absentee investors,
now an important and growing class, came to want impartial and un-
biased reports from time to time on the safety of their investments and
the outcomes of their ventures.

When British capital came to the United States in the latter half of
the Nineteenth Century, public accountants followed, and the profession
in this country originated with a definite English and Scottish stimulus.
Many of the early American railroads and utilities were thus financed
and the investments thus watched. In time the profession was augmented
by the creation of new firms in this country, as the opportunities grew
and the number of practitioners enlarged.

1900 to Date

Despite the many years since its birth, the public accounting profession
by the year 1900 was (in terms of subsequent growth, at least) still in
infancy. In the United States there were only 243 individuals who had
achieved the right to call themselves certified public accountants under
recently enacted state laws. Of these, ninety-two had become members of
a professional organization, the American Association of Public Ac-
countants (predecessor of the American Institute of Accountants). The
entire profession of public accounting, including noncertified prac-
titioners, staff members and clerical employees, in all probability num-
bered little more than 1,000 persons. Their services consisted largely
of the independent auditing of the accounts of large corporations, al-
though they also undertook some work of installing accounting systems.
Emphasis was principally on the mathematical aspects of accounting
rather than on its broad character and potential uses.

In the succeeding fifty-two years the profession has grown spectacularly.
The table here shows the numbers of certified public accountants in the
United States at the end of each decade:




4 THE CPA HANDBOOK [Ch.1

In 1952 the total passed 45,000, pointing toward a probable 60,000 certi-
fied public accountants in this country by 1960.

But these figures tell only part of the story of the profession’s galns
T'o the current count of certified public accountants must be added a
vast group of licensed and unlicensed public accountants. And to measure
the real size of the profession, it is necessary to include the thousands
more who make their living within it — staff members, trainees, clerical
and office workers, stenographers and typists. ‘

From a 1950 survey of the United States Department of Labor! come
these estimates:

Individuals (1951)

Individuals, engaged professionally in public

ACCOUNLING ..o 90,000
Professionally trained accountants in private ac-
“counting WOrk ... 150,000

Total of all professional accountants - (including
those in industry, government and all other
ACtiVIties) ... 300,000*

Accounting Practices (1947)

Sole practitioners ... 19,000
Partnerships (including 11,000 partners) ............ 4,400

* From 1900 to 1950, while the population of the United States doubled, the total
number of lawyers increased from 115,000 to about 190,000 and the total number of
doctors from 132,000 to about 180,000.

If the latter figures as to practices were brought up to 1952, they would
probably turn out to be at least 24,000 partners and 5,500 partnerships,
respectively. If the estimate of 90,000 professional accountants in public
practice is expanded to include nonprofessional employees, the total
number of individuals engaged in public accounting probably becomes
nearly 150,000.

Significance of Growth

There must be fundamental significance to an expansion of such extent
and rapidity in the demands upon a new profession. What forces ac-
count for its spectacular expansion in the space of a little more than half
a century until its size has increased to one hundred and fifty times its
proportions in 1900? Has society merely found it necessary to introduce
a new type of police force to help regiment and discipline its economic
activities? Is this development merely the addition of more and more
sleuths and checkers to keep trial balances in balance, scare cashiers into
honesty, and detect peculations by bookkeepers? Many laymen still be-
lieve so. It is unfortunate but true that the expansion in size of the pro-
fession, when recognized at all by those outside it, is usually associated

1 See references at end of this chapter.
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with ideas such as these. The expansion in scope of the profession’s
functions, and the extent of its contributions to business progress in_the
last fifty -years, are not well recognized by the general public, to whom
public accounting means auditing and auditing means a- policing
operation.

It is not surprising either that, under the pressures of increased calls
for their services, most accountants have little time to take stock of the
importance of their own actions to the profession and the place of the
profession in the broad scheme of things. The day-to-day work and de-
cisions are the trees so numerous that they obscure the forest. It is all
too natural for one with a growing clientele to concentrate on his own
financial progress, and to pay but token respect to the position and stand-
ing of the profession of which he is a part, and with which his own present
stature and future prospects are closely tied.

This CPA Handbook is intended as a working tool for the practitioner.
It seeks to assist him by outlining in “how-to-do-it” terms the experiences
of others who have had to deal with the problems he faces. It may seem,
therefore, that a philosophical discussion of public accounting is some-
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what out of place. But the application of any tool to a job is best ac-
complished if the end product — the over-all structure — is first envisioned.
The individual public accountant can serve his clients more ably if he
has a broad concept of the importance of his profession, its obligations
and its opportunities and — in simpler terms — how it fits into the work-
ings of the whole of society. If he understands his professional responsi-
bilities, his social responsibilities, his ethical obligations and his legal
obligations, he will be a better accountant and, with advantages to him
and to his profession, a better citizen.

Influences for Growth

In broad terms, economic forces have developed the profession at such
a rapid pace because the last half century has been a dynamic period.
Since 1900 the forces unleashed by the industrial and social revolutions
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have brought the profession to its present standing —and these same
forces provide the challenge which it faces in the years ahead.

In order to appraise the future more fully, some specification of these
growth influences is necessary. With an enumeration and evaluation of
the individual forces that have cumulated their demands upon the pro-
fession in the last fifty years, the future course is more predictable. In this
analysis, the development of the art of accounting and the development of
the profession of public accounting are sometimes indistinguishable, be-
cause the relationship of cause and effect frequently shifts position be-
tween them.

Demands on Accounting

In broadest terms, three highly significant trends have brought about
the increased importance of accounting since 1900:

1. The great expansion of industrial activity, based largely upon the products
of scientific research, with widespread ownership of large corporate enterprises
and with greater demands on accounting for financial control.

2. The increase of government influence in the affairs of business, especially
through taxation and regulation.

3. The search for increased productivity in industry, through the development
of mass production systems, with their great emphasis on cost control and
efficiency.

In viewing these trends, Percival Brundage? spells out the important
“milestones on the path of accounting” during the last fifty years as
follows:

“1. The consolidations and mergers of the early years of the century with their
effect on accounting;

2. The beginning of government regulation of accounting in 1907;

3. The growth of accounting with high taxation during World War I and the
beginning of the shift of emphasis from the balance sheet to the income
statement;

4. Adoption by the New York Stock Exchange of standards of accounting dis-
-closure in 1932, further developed by the Securities Acts;

5. Emphasis on accounting during World War II — in research bulletins, in
price fixing, and in cost inspection, repricing and renegotiation;

6. Postwar developments in accounting, particularly those due to inflation and
enhancement of the position of organized labor and the farmer.”

His following summation of the place of accounting in this period is
eloquent:

“During the 50 years of the Twentieth Century . . . the developments of
business and of accounting have been great and have reacted upon each other.
Without the aid of accounting machines, improved methods of internal
control, and adequate reporting, large-scale operations by business would
have been impossible. The economies of mass buying and distribution
through chain outlets might never have been realized. The statément, fre-
quently heard, that ‘accounting is a tool of business’ is true, but not the
whole truth. Accounting is also a partner of business.”
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Professional Contributions

The ways in which the profession held up its end of the partnership
by meeting the challenges of these milestones were many and complex.
They are part of an impressive history too long to be detailed here. They
include the growth and geographical expansion of some of the early
accounting firms; participation in the development of a working structure
for the tax laws; the organization and combination of professional or-
ganizations into the present American Institute of Accountants; the
evolution of a professional literature, of standards of examination and
qualification, and educational curricula; the institution of research com-
mittees to deal with accounting principles, auditing standards, terminol-
ogy, disclosure and other technical areas; co-operation (to the same end)
with the stock exchanges, the Securities and Exchange Commission, and
other public and governmental bodies; assistance to the government in
budgetary matters, in wartime accounting problems and in many other
fields; the training and graduation of several hundred thousand skilled
accountants for the ranks of industry and government; and aid to in-
dustry in meeting the innumerable problems of expansion, taxation,
regulation, financing, creditor and stockholder relationships, cost control,
operating efficiency and profit making.

It is a history of which every accountant-participant can be proud,
because it helped to build the most productive industrial system the
world has ever known. This could not have been accomplished by
business without the teamwork of accounting, private and public.

The result in stature of the accounting profession is told in this quota-
tion from an official government publication:

“Accounting is an indispensable tool of modern business organization and

management. Professionally trained accountants (numbering about 300,000

in 1951) set up the accounting systems which make it possible for even the

largest corporation to record, classify and summarize its myriad daily financial
transactions. They also analyze and interpret business records and prepare
reports showing companies’ financial standing and the profit or loss on past
operations. Financial statements prepared by accountants enable business
men to plan future activities in the light of past experience. Investors fre-
quently rely on accountants’ reports in deciding to buy or sell the stocks and
bonds of particular companies. Banks use them as a guide in approving or
rejecting applications for loans. Public service commissions find these reports
essential in approving or disapproving requests for rate increases from tele-
phone, gas and electric, and bus and streetcar companies. Even the smallest
business firms need financial statements prepared in accordance with profes-
sional accounting standards in order to compute taxes owed to the Federal,

state and local governments.” 1
But this is not the ultimate. There are more milestones ahead, even
though their shapes are not yet clear. The widening road leads into a
long and distant horizon, far beyond view. In such a circumstance, the
varying problems ahead can best be met by the generation of a funda-
mental philosophy, founded on an objective of creative usefulness and
_ geared to the needs of a dynamic economy under democratic processes.
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What Is Public Accounting?
Definitions

One place to seek for a philosophy for public accounting is in its defi-
nitions. These definitions take their roots, of course, in definitions of
accounting itself. The wellknown English philosopher, John Locke,
once said, in a different context, that “accounting is a business of reason,
not of arithmetick.” A committee of the American Institute of Account-
ants has described accounting as “the art of recording, classifying and
summarizing in a significant manner and in terms of money, transactions
and events which are, in part at least, of a financial character, and inter-
preting the results thereof.” 3 One of the general dictionaries defines it
merely as “the art or science of keeping accounts.” In more eloquent
terms, one writer called accounting “that elegant discipline.” To the
accountant, the more significant of all these expressions are those that
characterize accounting as a process of reasoning or interpretation, for
it is these qualities that lift his work above the level of the mechanical.

With the addition of the qualifying adjective “public,” to define an
area of service and also a profession, there are added to accounting two
connotations — one of service to a general clientele, the other of responsi-
bility to the public interest. It is the second of these that is least under-
stood.

Public Impressions

Edward B. Wilcox once defined the certified public accountant as “the
guardian of the conscience of the business community.” This expression,
and others of similar vein sometimes heard, are correct as partial charac-
terizations, as was intended in the context employed, but they do not
reflect the whole area of service or of responsibility. They lean too heavily
on the early function of the accountant as a verifier, and correspond too
much with the layman’s conception of public accounting, which has
lagged far behind its actual development. To too many of the public, the
public accountant is the auditor of Elbert Hubbard:

“The typical auditor is a man past middle age, spare, wrinkled, intelligent,
cold, passive, noncommittal, with eyes like a codfish, polite in contact, but
at the same time unresponsive, calm and damnably composed as a concrete
post or a plaster of paris cast; a human petrification with a heart of feldspar
and without charm of the friendly germ, minus bowels, passion or a sense
of humor. Happily, they never reproduce and all of them finally go to Hell.”

Too many members of the public, too, have heard and remembered
the indicting voices of certain labor leaders, leveling accusations like
this one:

“Many of the financial statements being issued are really understatements of
income accounts. This practice must cease. . . .

As a result of these kinds of shenanigans . . . income accounts have come to
be not true representations of profits and income. They have been referred
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to by some labor economists as subtle interpretive summaries. Many of our
people have come to completely mistrust most of the published accounts of
corporations, . . .” 4 »

Addressed as they were to accountants, these remarks carried the im-
plication that accountants, and public accountants in particular, were
responsible for the alleged misrepresentations. These and many similar
statements and implications are almost wholly unfair and unrealistic, and
in some cases they undoubtedly spring from ignorance or from deliberate
fiction, but they point up the facts that (1) a single ill-conceived action
by one public accountant can bring damage to the entire profession and
(2) professional consciousness of responsibility and professional organiza-
tion are necessary to establish and maintain the certified public account-
ant’s reputation for integrity and independence.

Need for a Philosophy
Individual Attitudes

In too many instances individual members have seen the profession
grow up without recognizing its organized achievements and without
participating in them. A casual attitude toward organized research
projects, a rugged resistance toward their conclusions and a smug satis-
faction at individual success conspire frequently in the accountant’s
philosophy to cause him to overlook the fact that his is not an individual
effort but a participation in a profession. The unfortunate result is that
some practitioners lag, in philosophy, far behind the professional or-
ganizations that are trying to lead them. They fail to grasp the primary
fact that the evolution of public accounting is part of a revolution in
economic and social thinking — a revolution which accounts for the pro-
fession’s growth in the past half century and particularly in the last
twenty years.

No one individual can pretend to know or to put together all the
relationships in this complex civilization in which public accounting is
so important. Yet it requires little more than a single quotation like
this to recall the origin, the purpose and the end objective of the ac-
counting process:

“Great economic and social forces flow with a tidal sweep over communities
that are only half conscious of that which is befalling them. Wise statesmen
are those who foresee what time is thus bringing, and endeavor to shape
institutions and to mold men’s thought and purpose in accordance with
the change that is silently surrounding them.” 5

To this need be added only one sentence: Accounting is the principal
means of measuring economic relationships. Since accounting is the
language of business, it is the best means of conveying public under-
standing of the economic facts of life.
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The Real Objective of Accounting

A subtle test of the public accountant’s function in the workings of
the broad economy is to ask for a definition of the work of a doctor or
an engineer. Is a doctor merely a man who administers pills and cuts out
infection? Is an engineer merely one who builds bridges and designs
tools? Or is a doctor a part of a learned profession that is continuously
seeking to extend the life and health of man? And is an engineer a mem-
ber of an educated profession that is aiming to advance the physical
comfort, convenience and safety of man? The analogy should be clear.
Is an accountant merely one who writes debits and credits and checks
trial balances, or is he in the important sense a member of a skilled pro-
fession the ultimate objective of which is to accumulate and interpret the
facts that measure the contributions and rewards of the various groups
that make up our industrial-commercial society?

Recognition of this distinction is all that is necessary for the accounting
practitioner, large or small, to recognize that he is an important cog on
a big wheel in the socially powerful economic machine.

Responsibilities and Obligations

The public accountant, in his capacity as a professional man, assumes
the responsibilities and obligations general to all professions. He also
undertakes certain social, ethical and legal obligations arising specifically
from the unique character of his work and its relationships to the public.

It is generally understood that three elements must be present before
a man’s activities can be called professional:

1. Special knowledge and appropriate skill.

2. Moral and economic independence.
3. Recognition of an inherent public interest.

These elements of professional standing are in turn the responsibilities
of any member of a profession.

Professional Responsibilities

An essential obligation of a professional man is that of competence.
He must not undertake to offer his services to others generally unless he
has reason to believe that — through education, training, experience and
personal characteristics — he is able to serve effectively. To undertake an
assignment which is “over his head” is as unfair to his profession as it is
senseless from a wholly practical standpoint, since the risks of failure are
too great.

In the field of auditing especially, the accounting profession has under-
taken to spell out the applicable standards of competence and workman-
ship. The excellent exposition on this subject in Chapter 13 makes it
unnecessary that these fundamentals be repeated here. Of course, the
same obligation of professional competence that applies in auditing work
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applies to work undertaken in all other areas of practice, including the
handling of income tax matters, accounting system installations, the
broad field of business counselling and all other services.

It is a point so logical that it need not be belabored. To each business
operator or other person who seeks out the services of a public accountant,
the one he selects is the accounting profession. His impressions of the
profession are based on his experiences with his public accountant. In
the composite views of all such clients lies the reputation of the pro-
fession. The weakest members, unfortunately, weigh heaviest in the
balance in the appraisal of a profession, from the mere fact that compe-
tence is the essence of the professional function and incompetence is
conspicuous.

The other elements of professional responsibility are really subtopics
of competence and, like competence, also are ethical obligations. Main-
tenance of the highest possible quality of workmanship is one. Preserva-
tion of the confidences of clients is another. Continuous learning is still
another, for failure to keep informed as to changes in the principles or
techniques of the profession automatically converts competence into
incompetence.

An important element of competence is good judgment. Being well in-
formed as to accounting principles and auditing techniques, for example,
does not alone establish the accountant’s competence, because it is still
necessary for him to exercise judgment in applying them to the facts and
in formulating conclusions. To a large extent, the capacity of intelligent
judgment is derived from experience.

Finally, one of the important professional responsibilities is partici-
pation in the advancement of the profession. It is the responsibility of
any profession to seek new and better ways of service, through research,
experimentation, development of techniques and similar means. No
member can properly remain aloof from such activities by the professional
organizations, in the expectation of benefiting from them without effort.
As a member, it is his responsibility to assist in organized programs for
advancement of the profession’s capacity to serve, and to support and
adopt the conclusions of such research once they are developed. A passive
attitude does not fulfill professional responsibility.

Ethical Obligations

The certified public accountant who belongs to the American Institute
of Accountants is bound by its code of ethics — its Rules of Professional
Conduct. Chapter 5 of this Handbook is devoted to a practical explana-
tion of these ethical obligations.

Rules of ethics and conduct are written into some of the state laws
governing the practice of public accounting. Many state societies of
certified public accountants, and some organizations of public account-
ants, have their own codes of ethics. Every practitioner should be
familiar, of course, with those to which he is subject.
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It is perhaps somewhat unfortunate, and probably characteristic of a
young profession, that there is no uniform code of ethics for all who
practice public accounting under a license or title. This may improve
in the course of time. Meanwhile, all that need be said here, in supple-
ment to Chapter 5, is that the rules of ethics and of conduct are to be
viewed as minimum standards to be observed in dealings with fellow
practitioners and the public. The real meaning of codes of ethics is found
not in their words but in their spirit; in this concept, the entire ethical
obligation is expressed, simply and adequately, in the Golden Rule.*

Legal Obligations

The public accountant, in his work, assumes numerous legal responsi-
bilities. Apart from the obligation to comply with licensing and other
provisions of state laws governing the practice of accounting, there are
many enactments fixing civil and criminal penalties for acts that he might
commit in the course of his work. Examples are the penalties under the
Federal Securities Acts and under the Internal Revenue Code. No recital
of these statutory provisions could possibly be complete, and none should
be necessary here.

In addition, the public accountant assumes certain obligations at law
to his client, and is charged with others as to third persons. A highly
competent and thorough analysis of these legal responsibilities of the
professional accountant appears in Chapter 6.

Social Responsibilities

In one sense, the social responsibilities of the public accountant are
the sum of his professional, ethical and legal obligations. They express
his duties and responsibilities to his profession, his clients and the public.

But there is another and broader sense, in which responsibility becomes
synonymous with opportunity — the opportunity of service in the cause
of the advancement of society. The essence of this concept was expressed
in the first pronouncement of the Institute’s committee on accounting
procedure in 1939:

“The committee regards corporation accounting as one phase of the working
of the corporate organization of business, which in turn it views as a machinery
created by the people in the belief that, broadly speaking, it will serve a useful
social purpose. The test of the corporate system and of the special phase of
it represented by corporate accounting ultimately lies in the results which are
produced. These results must be judged from the standpoint of society as a
whole — not from that of any one group of interested parties.” 6

Earlier in this chapter, reference was made to the need for a broad
philosophy for professional accountants. This quotation supplies its

* Another expression of this is contained in a quotation from a medical society
report: “Any system of ethics . . . that seeks to distribute a profession’s services on any
other basis than the welfare of humanity invites the loss of that profession’s right to
survival.” Journal of Optometry, February 1947.
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basis. The “tidal sweep” of social and economic change in the last fifty
years has built a profession, which in turn has helped to build an out-
standing free-enterprise economy with the world’s highest standard of
living. '

Unfortunately, that system (and the democratic structure under which
it grew) appears at times to be in jeopardy. Two circumstances bring
recurring threats to its permanence — the violent class struggles for
greater shares in the productive output, and the irregularities and un-
certainties of the boom-and-depression cycles.

The “economic illiteracy” of the public has been deplored by many
writers as the underlying cause of the labor-capital-management contro-
versies. One corporate executive expressed the problem in these words:

“It is the responsibility of the corporate system to undertake on its own ac-
count and to aid others to develop sound economic thought.

The conditions of every new period, especially one which has seen so much
change as the last century and a quarter, are strange and unfamiliar. But
changes in old theories, developed to explain the new conditions, must be
based not on assumptions but on solid facts, if they are to have any value
and not lead us into harmful actions. In the development of modern, sound,
economic thought, industry and business might well take more initiative.

The corporation has a responsibility to study the present-day economic situa-
tions of which it is both an effect and a cause, to cooperate with others in
this task, and to make economic truth as widely known as possible.” 7

If this analysis is correct, the dissemination of economic understanding and
of economic truth is the means of insuring the preservation of American
progress. Accounting is in a leading position to help in creating under-
standing of the system’s workings and advantages because of the knowl-
edge of the economic processes which its members possess. The profession
has a unique capacity to help in improving the means of communication
of business facts in order to create a better understanding of business
operations; in developing improved methods of measuring and increas-
ing productivity in order to build a bigger economic “pie”; and in pro-
viding facts to substitute for emotion in differences over the division of
the economic “pie.”

This is true because, as pointed out earlier in this chapter, accounting
is so important a means of measuring the flow and the effects of economic
forces and economic relationships. In the hands of its experts, accounting
can well become an even more important means of creating understand-
ing, confidence and rationality in economic affairs. In this prospect lies
the real hope of eliminating the recurring dangers to the permanence of
the American system.

This is an imposing proposition and a long-range one. Much has been
said and written about it8?1° and more consideration is needed. The
important thing at this point is that this tremendous area for service be
recognized by the public accounting profession as a social responsibility
—and as an opportunity.
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The Future

It would be wholly unreasonable to expect that the powerful influgnces
that have caused the building of a great profession should suddenly
diminish, for mankind has never retreated from its objective of abundant
living. It would be absurd, too, to expect that an imminent achievement
of a philosophical Utopia will bring man’s individual satisfactions and
ethics to the point where he no longer sought accountability from others.
For many centuries, certainly, accounting will be an essential component
of an increasingly complex social system.

The future, then, is evident. Professional accounting will continue to
grow in numbers and in responsibilities, and in terms of history the spec-
tacular progress of the last fifty years is merely a brief prelude to that
still to come. The ultimate destiny of accounting will be measured by
the vision and capacity of its practitioners.
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PART 1ll: INTRODUCTION TO THE CPA HANDBOOK

Purposes of the Handbook

However profound their philosophy of public responsibility, it is not
to be expected that public accountants, contrary to any other group in a
profit system, should foreswear the idea of working for profit. “Art for
art’s sake” is too much to expect, when personal standards of living are
at stake. Therefore it is assumed without much risk that every certified
public accountant who hangs out his shingle does so with the hope of
financial success.

Beginning a Practice

His problems begin the moment he makes the decision to embark on
his own practice. With little to guide him except his own judgment and
powers of observation, he has to make innumerable choices of action.
Every step, from the selection of office space to the choice of stationery,
from the employment of a typist to the selection of carbon paper, and
from establishing rates of charge to deciding how to keep his own books,
must be considered and settled promptly and effectively. These countless
business details are joined at the outset by a myriad of technical ques-
tions — the style of statement presentation to employ, the form of re-
ports to write, the review techniques to use, the technical reference ma-
terials to have available, and so on. Except in isolated snatches of
professional literature, impossible to comb for so imposing a list, he has
usually found no alternative to trial and error. Anyone who has experi-
enced the process has found it frustrating, expensive and time-consuming.
There should be an easier way.

Expanding a Practice

Even if he surmounts all of these difficulties and, by determined effort
and skill, succeeds in getting himself successfully established, he finds the
going no easier. Procedures which once served a particular purpose now
result in administrative chaos and confusion. Oral communications be-
tween staff members which were at one time quite adequate no longer
let the right hand know what the left hand is doing. The file cabinets
which at first easily took care of correspondence, working papers, reports,
and so on, begin to look like “Fibber McGee’s closet.” The procedures
that once turned out reports smoothly and on schedule may break down
and cause all sorts of problems of preparation and review. Every increase
in staff or office force adds to red tape — measures usually improvised
under stress of time and with no source to turn to for quick help. It all
ends in a paradox. The practice of the accountant, that master of effi-
ciency and system, grows up while its own procedures get as much at-
tention as the shoes of the shoemaker’s children. Many times he wishes
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there were some way to find out how others solved the problems of staff
hiring, training, utilization, compensation, and so on at each stage of
expansion. It is difficult to exaggerate these complexities.

Amid all this there is the problem of keeping up with new tax laws
and regulations, with accounting developments, with new business ma-
chines and new office procedures, with new auditing techniques and new
government regulations. For the public accountant to neglect these is
to fail to serve his clients properly; to give them full attention is to neg-
lect his own task of earning an income.

Need for Accumulated Data

A saving fact is that every problem of starting, building and serving
a clientele has been met and solved many times by others. Every large
or medium-sized firm of public accountants once started small. With
their growth came every one of the difficult questions that the small prac-
titioner faces. Through experience they evolved answers that proved
workable. What the small practitioner could use most of all would be
the knowledge derived out of the experience of others who thus devel-
oped these solutions. A distillation of this composite experience would
be an invaluable guide. A compendium of much of the written, and a
great deal of the unwritten, material on the practical phases of operating
a practice would be invaluable to the small practitioner. But its value
would not stop with him. The medium-sized practice (most of whose
internal procedures probably grew by force of necessity rather than de-
sign) would find it valuable as a reference for planning improvements.
And the larger firms would find it handy as a checklist.

Objective of the Handbook

A summation of the inter-relationship between internal operation,
professional standards and the earning of an income was aptly made by
one of the planners of this Handbook, Marquis G. Eaton, in an early
stage:

“New developments in accounting and auditing principles, procedures, and
standards have been numerous in recent years and promise to continue to
be so. The profession is anxious that the highest standards be uniformly
observed. Keeping up with these developments is a time-consuming task. A
good deal of sub-par auditing performance is attributable to the time neces-
sary to keep up, and to the fact that many fringe problems have not yet been
the subject of formal treatment by the profession.

It is to our advantage that high-standard accountancy services be extended

" as far down the scale of business size as we can manage to do so, while still
maintaining adequate levels of professional compensation. The further
they are extended the greater the influence of the accountant, the greater
the public acceptance and support of the accountant, and the greater the
area in which he may find work for himself.
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The extension down the scale of business size must be accompanied by high-
standard performance and adequate professional compensation. These go
hand in hand only when application of high standards is reduced to the least
possible time consumption.

What we want to do, then, is to set before the ‘small’ accountant a statement
of high standards (as applied in practice) in such a way as to make them so
readily accessible to him that he can find and apply them quickly. In this
way he can take a small fee from a small business enterprise and still attain
a professional rate of compensation without sacrificing high-standard per-
formance.

Anything the profession can do to improve the financial soundness of the
separate accounting firm is in the profession’s interest and in the public
interest. Certainly, we can not serve unless we stand financially able to serve.

And the profession must compensate its people on such a basis as to attract
the best minds to it. The manual, then, should deal with all things that help
the accountant to run his own office, cut down his costs, reduce waste of time
and tighten his procedures.”

This is the objective of the Handbook.

Limitations and Uses

Limitations

As is to be expected in so great a task, in its first execution the Hand-
book will be found to have limitations. Despite the careful precautions
of the authors and editor, through questionnaires and extended re-
searches, there will be omissions of information; subsequent editions may
remedy these. In this edition (or in any subsequent one) there also will
be the eflect of dating, for nothing in an accounting practice is static
and new developments are continually occurring. In all cases, the
opinions expressed as to preferences and alternatives are those of the
authors, and opinions may differ. While every possible effort has been
made to present practical “how-to-do-it” and “where-to-find-it” informa-
tion, in the form of style manuals and specimen forms and other material
actually in use by others, much of it will not be wholly applicable with-
out some changes to fit the actual circumstances.

Applications

These expectable limitations need not materially decrease the useful-
ness of the volumes. Knowing how someone else handles a procedure or
uses a form is an important start. Modifying it to new requirements is
almost always much easier than starting anew. The extensive scope of
the volumes should be adequate to provide answers to most, even though
not all, of the day-to-day operating questions. Wherever feasible, alter-
native practices are reported, and the reader is given his choice of several
or an opportunity to build a new composite from the features he likes.

In order to make more accessible the important releases of the Insti-
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tute on accounting research, auditing research, internal control and simi-
lar subjects, these are reprinted in full text as supplements to the chap-
ters to which they relate. The advantage of having all such material in
one place is obvious. '

As a reference book, the Handbook is therefore designed to be valuable
to all public accounting firms and practitioners, regardless of size. Many
of its chapters, too, should be usable to advantage by professional ac-
countants in private. employment, and by teachers. There is reason to
believe that a large part of it will be helpful to students interested in the
practical business aspects of public accounting, in which event schools
of accounting may find it a suitable textbook [or more specialized courses
in professional accounting than now are generally taught.

The Audience

There may be criticisms that the Handbook contains too much material
beyond the needs of a small practitioner. It is quite true that some of the
subject matter deals with procedures not required by a sole practitioner.
Not only would it be wholly impracticable to compile a volume solely for
one level of practice; it also would be unrealistic for anyone of that level
not to plan ahead for growth and expansion, as employees or partners are
added, and not to be aided in such moves by the previous experience of
others. And the problems of public accounting practice are not readily
divided into strata. The sole practitioner with one employee may well
need information as to vacation policy, bonus plans, review procedures,
staff training and so on. Large firms are not unique in needing informa-
tion on the usefulness of electric typewriters, the sizes of report stationery,
the ethics of solicitation, and the set-up of working papers. A scanning
of the index and of the chapter subheadings of the Handbook should
provide adequate evidence of its usefulness to anyone concerned with the
operating problems of an accounting practice.

General Content

Chapters 2 through 6 are intended to deal with the development of a
practice from its beginning. They describe the means of building a
clientele, and the important features of relationships with partners, the
profession and the public.

Chapters 7 through 12 outline methods of dealing with internal operat-
ing questions. Features of office organization, procedures, and records
are described; these are followed by practical discussions of staff selec-
tion, training, compensation and utilization; and by a chapter on re-
view procedures and one on the important subject of fees.

Chapters 13 through 20 relate to auditing and accounting services for
clients. Separate authors describe auditing standards, audit procedures,
working papers, internal control, accounting principles, statement presen-
tation and report writing. The final chapter in this group points out
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some of the principal special problems to be found in specific types of
businesses.

Chapters 21 through 25 deal with other types of services to clients.
Included are discussions of income tax practice, accounting systems, cost
accounting, special investigations and the broad field of consulting and
advisory services to clients.

The Handbook concludes with two chapters on duties of the junior
accountant and the senior accountant, respectively. These are written
in somewhat different style, being directed to the staff men in these
capacities, as guides to their work and progress.

Supplemental material in the form of illustrative working documents
is included wherever feasible. It is intended that such material as the
style manual, partnership agreements, review checklist, office forms, speci-
men reports and similar items can be used with such changes as the prac-
titioner desires to meet his own personal ideas and needs. Many of the
alternatives he may want to consider in making necessary adaptations
will be found in the expository material of the respective chapters.

Classification of Accounting Services

A statement of the types of services currently rendered by certified
public accountants, prepared by the Institute for publication to non-
technical readers, appears as Appendix A to this chapter. While its ex-
planations may appear to be somewhat elementary to the practitioner,
the statement as a whole is a good illustration of the way in which public
accounting services must ordinarily be described in order to make them
comprehensible to the layman. It can be a very practical document for
use in discussions with the less sophisticated bankers, clients and others
with whom an accountant must sometimes discuss his services, their
objective and their limitations.

The statement illustrates the relatively large extent to which services
other than auditing can be rendered by the public accountant and his
staff, and the wide scope of such special services. Within these classes of
services are the greatest opportunities for the public accountant to be
constructive, for they include the many prospective areas of business
planning and counsel. It is in these areas that the greatest potentials may
well exist for the growth of the profession and for ultimate recognition of
its practical effectiveness. Chapters 21 through 25 explore these possi-
bilities in considerable detail.

Conclusion

This Handbook breaks no new ground in accounting principles or
audit procedures. It is a work by twenty-seven individual members of
the profession, helped by many hundreds of others who assisted in re-
searches and in review of data. The views and expressions are those of
the authors, without official endorsement of the Institute.
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This is the most comprehensive task ever undertaken by the profession,
and it has been done voluntarily and gratuitously. The many thousands
of hours devoted to its production represent a monument of generous
service toward the future of the profession by a great many members of

the profession.
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Appendix A
TYPES OF CERTIFIED PUBLIC ACCOUNTANTS

PROFESSIONAL SERVICES

(A statement by the research department of the American Institute of
Aeccountants for publication in nontechnical references)

This statement describes briefly the types of professional services offered
by certified public accountants. It has been prepared by the research de-
partment of the American Institute of Accountants to explain the scope
of the different services which CPAs render their clients.

Basically, the services performed by CPAs are:

Those which are substantially of an auditing nature.
Those which involve principally accounting work.
Those pertaining to income taxes.

Special services.

0o o

All four types of services are closely interrelated, and are often ren-
dered in the same engagement. The classification which follows should
not be interpreted as imposing any limitations upon the free operation
of clients’ wishes regarding the services to be performed.

In many instances, the services desired by a client will not fit precisely
into the classes presented, and the certified public accountant must abide
by his client’s wishes in that respect. The exact nature of the services to
be performed in any engagement must be determined specifically for that
engagement by the parties concerned.

Once an understanding is reached, it is frequently set forth in writing
to eliminate misunderstandings regarding the scope of the work, its
cost, or the responsibility of the certified public accountant. If the
services are to be performed at the instance of some person or group other
than the company — for example, a prospective purchaser or investor,
an interested stockholder, a trustee in bankruptcy or petitioning creditors,
or some investigating committee —it is as important to the persons
authorizing work as to the certified public accountant, and also may be
important to the company on whose accounts work is to be done, that
there be no question regarding who is to pay for the work.

The CPA usually submits a report, or a memorandum, upon com-
pletion of the engagement. In it, he presents his findings and conclu-
sions.

The characteristics of the report or memorandum will vary depend-
ing upon the purpose of the engagement. However, when financial
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statements are presented in the report, or appear on the stationery of the
certified public accountant, a statement should be included as to the
character of the examination, if any, made by the CPA in relation to the
statements, and he should either express an opinion as to the fairness
of the statements taken as a whole or should state that he is not in a
position to express such an opinion. When the CPA is unable to express
an over-all opinion, the reasons should be stated. The purpose of these
assertions by the CPA is to indicate clearly the responsibility he is taking,
since in many cases the client may not wish, or need, an examination of
sufficient scope to provide a sound basis for an opinion on the statements.

Types of Services

The classification of CPAs’ services which follows is divided into the
four basic types of service listed on the first page of this appendix. It
is worthy of repetition, however, that this division is intended only as
a rough guide. The services performed by certified public accountants
frequently cut across the somewhat arbitrary lines drawn here.

Auditing Services

Management, stockholders, bankers, government agencies and others
to whom financial data is submitted frequently require the report of a
certified public accountant. In many cases, the report is based upon an
audit or examination of the financial data submitted.

Financial Examination

The financial examination type of audit is the most widely recognized
auditing service performed by CPAs, both for reports to stockholders
and for reports for credit and management purposes. Its objective is
the expression of an opinion as to the fairness with which the statements
of a business present its financial position at a specified date and the re-
sults of its operations for an indicated period in conformity with generally
accepted accounting principles consistently applied. It is based upon
tests of records and upon inspection and confirmation of selected trans-
actions,

In general, a financial examination contemplates:

1. A general review of the accounts and records, and comparison of the figures
shown on the statements with the sources from which they are drawn.

2. A review of the system of internal control, and of the accounting principles
regularly followed by the business, and consideration of any departures from
those principles.

3. Independent sampling (through inspection, correspondence, or other means)
of the existence and dollar amounts of assets.

4. Application of various audit tests to determine so far as reasonably possible
that all liabilities are reflected in the balance sheet in actual or approximate

amount and are appropriately stated.
5. Analyses, tests and over-all review of the income and expense accounts.
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6. Test procedures designed to determine the authenticity and general reliability
of the financial statements prepared from the accounts, including adequacy
of headings, notes, et cetera.

A financial examination is designed to satisfy the certified public ac-
countant as to the general fairness of the financial statements. It is not
primarily designed (hence, it cannot be relied upon) to disclose defalca-
tions and other similar irregularities. The extent of the testing is de-
cided by the certified public accountant in the light of his independent
judgment as to the amount required to constitute a fair sampling of the
records being tested.

In deciding upon the character of the tests to be made, and the extent
to which they should be applied, one of the most important factors taken
into consideration is the apparent effectiveness of the system of internal
control. Thus, in the case of a business where the internal control is
not well developed, a financial examination would require more de-
tailed tests than would be required in the examination of a business in
which the internal control is more effective. In general, the audits of
smaller businesses tend to be quite detailed, though they usually consist
of testing procedures. Other factors influencing the CPA’s decision as to
the testing required include the materiality of the item to be tested and
the likelihood that significant errors exist.

The financial examination type of audit is sometimes referred to as a
“balance-sheet audit.” However, that term is no longer considered fully
descriptive. Under current practice, a balance-sheet audit in most in-
stances now contemplates sufficient tests to enable the certified public
accountant to form an opinion as to whether the financial statements
present fairly the results of operations as well as the financial position
of the business.

The audit report on a financial examination usually consists of a
balance sheet and statements of income and surplus, together with a
concise statement of the scope of the audit and the certified public ac-
countant’s opinion as to the fairness of the financial statements. This
concise statement is usually referred to as the short-form accountant’s
report or certificate. _

Frequently the certified public accountant submits a more detailed
report. In addition to presenting the usual financial statements and
opinion thereon, it may outline the audit work performed, comment at
some length on the organization’s financial position and operations, and
present schedules showing details of various accounts or other informa-
tion considered to be of use to the management of the business. This is
usually called a long-form report.

The financial examination type of audit also is the kind customarily
performed in- conneéction- with registration statements and reports filed
with the Securities and Exchange Commission. However, the Securities
and Exchange Commission requires the expression of a public account-
ant’s opinion with respect to considerably more information than is
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usually presented in reports to stockholders. In order to express an
opinion on this additional information, the certified public accountant
may have to extend the scope of his examination in some respects. He
also may be required to review certain transactions of prior years, though
this review would not generally be as extensive as an audit.

Specific arrangements should be made with the public accountant if
it is anticipated that the financial statements will be filed with the Securi-
ties and Exchange Commission. This will enable the public accountant
to plan his work so as to provide the information required.

Audit of Details

An audit of details, like a financial examination, also has as its ob-
jective the expression of an opinion on the fairness with which the finan-
cial statements present the financial position and results of operations of
a business. However, an audit of details is more comprehensive than a
financial examination in that it contemplates an extensive examination
of the details of the books of account (including subsidiary records, and
supporting vouchers) for a period of time. Some minor testing may be
employed, but it must be sufficiently exhaustive to satisfy the certified
public accountant as to the details.

Only in unusual cases would the value of an audit of all details for
an entire year be commensurate with its cost. In modern practice such
an audit is seldom made.

The audit report is usually similar to the long-form report described
under “Financial Examinations.” It often includes a specific description
of the detailed audit procedures performed.

Audits of Special Accounts

This class of service may cover the examination of any particular ac-
count, or accounts, of which the following are examples:

1. Cash
2. Securities
3. Payroll

4. Manufacturing costs.

A report on this type of audit may take the form of a statement of the
account or accounts audited, together with appropriate comments as to
the purposes of the audit and the information sought to be developed.
In many cases, an informal letter or memorandum is submitted rather
than a formal report.

Accounting Services

Although the auditing types of services are usually considered the certi-
fied public accountant’s primary function, he is called upon frequently
to render services in which the emphasis is on accounting work. This
type of service constitutes a very large proportion of many CPAS
practices.
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. There are many ways in which certified public accountants are par-
ticularly well qualified to render accounting services. The following
comments should not, therefore, be considered to be definitive or restric-
tive, but rather they should be considered to contain general information
regarding the various types of accounting services which certified public
accountants perform.

Technical Accounting Assistance

Certified public accountants are sometimes engaged to prepare and
record routine bookkeeping entries. More often, however, they are called
upon to perform more technical accounting duties, such as adjusting the
books to reflect good accounting practice in regard to accrued and de-
ferred items, and the preparation of opening and closing entries.

Preparation of Statements without Audit

~ Many certified public accountants are called upon frequently to pre-
pare financial statements from the client’s books or other records without
audit. In performing this service, they are acting more in their capacity
as expert accountants than in their capacity as auditors. The statements
are usually intended only for management purposes.

If the accountant submits a report in connection with statements pre-
pared from the books or other records without audit, the report should
state clearly that he is not in a position to express an opinion on the
statements. However, if statements are presented on his stationery with-
out comment, a warning such as “Prepared From the Books Without
Audit,” appearing prominently on each page of the financial statements,
is considered sufficient notice in lieu of a specific disclaimer of an opinion.

System Services
System services may cover:

1. General accounting systems:

a. Conducting surveys.

b. Devising and installing systems of account and of reporting.
2. Cost systems:

a. Conducting surveys.

b. Devising and installing cost finding and reporting systems.

Budgetary Services

Budgetary services may consist of investigation and survey work, as-
sisting in preparing budgets, designing budget procedures, and offering
counsel with reference to budget policies and procedures.

Opinions
This class of service consists of preparing and rendering opinions
having to do with technical accounting and financial matters.
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Tax Services

Tax services consist in part of preparing and reviewing. tax returns;
dealing with proposed assessments and presenting tax returns before tax
officials, boards and the Tax Court of the United States; preparing or
rendering opinions on past or prospective tax matters; acting generally
as advisor or agent for clients in tax matters or transactions with tax
implications; or making special tax surveys or examinations.

Special Services

The certified public accountant is often in a position to render special
services to his clients. The examples which follow are illustrative of such
services.

Investigation of Specific Matters

Such investigations comprehend examinations of one or more specific
features or a business, and may be undertaken in connection with such
matters as suspected fraud; disputes regarding payments of royalties, et
cetera; the reasons for increases or decreases in profits; financial policies;
adequacy of internal control; determination from an accounting view-
point of possible extent of civil liability; measurement of contract obli-
gation; insolvency; bankruptcy; measurement of ratemaking factors of
utilities and carriers; and other financial or administrative matters.

In each case the accountant’s instructions from his client should be
specific as to the objective of the investigation. The scope of each investi-
gation is determined by its objective and the extent to which the certified
public accountant considers it necessary to go in order to accomplish
the objective.

The certified public accountant’s findings in an investigation are
usually communicated to the client in the form of a detailed report or
memorandum.

Miscellaneous

This class includes services not comprehended in the foregoing classes.
It includes such services as acting as advocate in the arbitration of com-
mercial disputes, as arbitrator in commercial disputes, as umpire in ac-
counting controversies involving accountants or clients, giving testimony
as an expert witness in court and arbitration cases, interpreting financial
data, instructing bookkeepers, checking statements, consulting and ad-
vising on accounting and financial matters, and other appropriate finan-
cial and statistical activities. : .

The CPA’s report should, in each case in which a report is presented,
include an accurate description of the work undertaken.
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STARTING THE PrACTICE
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OBTAINING CLIENTS
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DEeALING WrTH CLIENTS

Use of Psychology. Confidential Relationship. Continual Service. Maxi-
mum Service to Present Clients. Recommendations on Current Prob-
lems. Acting as Consultant. Personal Relations with Clients. Compe-
tent Workmanship.

CoNCLUSION



CHAPTER 2

Building and Keeping
a Clientele

BY ROBERT E. WITSCHEY

WRITERS ON ACCOUNTING SUBJECTS comment frequently on the rapid growth
of the profession of public accounting in the United States during the
past fifty years. One of the most significant features of that growth has
been the increasing awareness of the need for the services of certified
public accountants by the managements of small businesses. There are
numerous factors which have brought about this trend and which will
assure its continuance. First, the growing complexity of tax laws is caus-
ing not only managers and owners of small businesses, but also many
individuals as well, to realize their need for competent advice. Now
every professional man, every farmer, every business man and many
employees are potential users of the services of the certified public ac-
countant. Second, bankers and other credit executives are requiring more
frequently, of both business men and individuals, financial statements
that have been verified independently. Third, the operation of even
a small business is becoming more and more complex, and management
is seeking increasingly the assistance that can be provided by public
accountants. Fourth, accountants practicing alone or in small offices
are taking the initiative in bringing to the attention of the manage-
ments of small businesses the many ways in which the certified public
accountant can be of valuable service.

The natural result has been that many new accounting practices are
being established successfully to serve clients other than large national
corporations. Many of these new practices are in communities once con-
sidered too small to support a public accountant. Unfortunately, there
has been a rather high mortality rate as well, since all too many practices
have been started without sufficient planning and foresight.

Since the decision to open a public accounting office is one of the most
important which the CPA will make during his professional career, he
should know as much as possible of the experiences of those who have
been successful and of those who have failed.

The accountant who plans to start his own practice may be an employee
of another firm, a teacher who has been doing some accounting work as a
sideline, an accounting employee of a corporation who has had an op-
portunity to observe the procedures of public accountants, or a govern-

1
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mental agency representative employed on accounting or income tax
matters. Whatever may motivate him to consider developing his own
accounting practice, he should make a careful study at the outset of those
factors the possession of which are likely to mean success and the absence
of which may mean failure. How much training is needed? How much
previous experience is necessary? How much money will be required?
What type of practice is anticipated? Which community should be se-
lected? At what time of year should an office be opened? These and
many other problems should be considered well before the new practice
is undertaken. If they can be answered satisfactorily, and if the accountant
is willing to apply the high standards of conduct and professional skill
established by the profession, his new venture can provide a successful
and satisfying future.

STARTING THE PRACTICE

Desire to Serve

The profession of accountancy owes its remarkable growth in no small
part to the fact that so many of its members have had as one of their fore-
most ideals that of service, not alone to the business community, but also
to the profession. This ideal has been such an outstanding quality of so
many certified public accountants as to mark it as one of the primary
qualifications for success in the profession. The young man who con-
templates the establishment of his own office should first take inventory
of his own qualifications of character, temperament, aims and interests.
He should resolve to conduct his practice in a way that will lend dignity
and respect to his profession. His new venture should be approached,
not with the idea that it is a springboard to immediate financial success,
but rather as a profession which can provide a good and satisfying future
in work well done and in friends acquired — a profession in which he can
acquire the respect of his community.

However, there are many other things to consider. Except in rare in-
stances, financial returns will seem discouragingly slow in the early years,
as is the case with most professions. The accountant will have to prove
himself in the beginning, and this in itself is a slow process. Those clients
who will first come to the new office may want only bookkeeping jobs
which may not test the full qualifications of the accountant. This type of
job must be anticipated and the accountant should endeavor to keep it
from dulling the vision of his original aims and ideals.

A practice of his own provides an opportunity for the independence
that accompanies self-employment and for the exercise of leadership. But
it also provides its burdens. It will require self-reliance, self-discipline
and the ability to struggle through many discouragements. It requires
the courage to exchange a regular monthly pay check with sick leave, va-
cation pay, bonuses, and social security benefits, for an uncertain future.
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It means exchanging supervised employment where difficult decisions can
be passed to higher authority for the acceptance of personal responsibility.
If the accountant has the qualifications, the courage and the will to serve,
the establishment of his practice has an excellent chance of success.

Education

The accountant’s possibilities for success are enhanced greatly if he
has received a CPA certificate and can practice as a certified public
accountant. There is general agreement also that a 4-year college course
with a major in accounting and study in related fields is extremely
important. Many accountants without a college degree have established
practices, just as many lawyers still practicing obtained their training
by “reading law” as an apprentice with a law firm. However, with the
problems confronting the accountant becoming increasingly more com-
plex, it also is becoming constantly more difficult for him to render
competent service without a sound basic education.

Accounting concepts and procedures have shown continuous develop-
ment over a period of years, increasing the need for continuing education
for the accountant. Many young accountants have supplemented their
basic education by taking night school courses or correspondence courses.
Since tax laws and interpretations change constantly and since much
of the early business of the new practice will grow out of income tax
return preparation, as much time as possible should be devoted to the
continuing study of income tax regulations. '

In a sense, the accountant who would progress never finishes his
education.

Previous Experience

One of the chief causes of the failure of new accounting practices has
been the lack of sufficient experience. The problems confronting the
management of a small business can frequently be as difficult of solution
as those of a large enterprise. Small businesses as a rule do not have the
ablest of internal accountants, budget directors, financial advisors and
tax specialists. The management of a small business frequently has little
or no knowledge of the importance of records or the value of financial
reports. When problems related to these matters confront these business
men, their best source of help is the certified public accountant. It is
essential, therefore, that the accountant obtain as much background
experience as possible if he is to perform a proper service.

A questionnaire prepared to gather data for this chapter requested
comments from accountants as to the necessity for, and extent of, previous
experience on the part of a person starting a practice. A majority of
those replying to the questionnaire were individual practitioners or small
local firms. There was complete agreement that previous practical ex-
perience in the field of public accounting is an absolute requisite for
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anyone planning to start a practice, either in his own behalf or as a
partner.

Although there was complete agreement that previous experience was
an absolute requisite, those replying were divided about equally as to
whether or not the essential amount and extent of minimum experience
can be indicated. While the amount and extent of experience needed is
somewhat difficult to define and can be established only within rather
broad limits, some of the essentials of adequate experience can be de-
scribed. The questionnaire brought forth the following factors as being
the most important in this respect: (1) quality of experience, (2) diversi-
fication of experience, (3) length of experience.

The consensus of the replies to this questionnaire was that as to
experience the most important factor is quality. This attribute will be
determined in considerable measure by the type of office in which the
experience was obtained, the qualifications of the supervisors, and by the
character and ability of the accountant himself. The accountant should
have the quality of experience that would result in promotion to the
position of senior accountant at the least. The quality of experience can
be gauged to a considerable extent by the types and extent of the assign-
ments which the employer has been willing to entrust to the accountant,
by the responsibilities which the accountant has been required to assume,
and by the decisions he has been compelled to make. A good measure of
the quality of experience is whether or not the accountant has had com-
plete charge of numerous engagements of reasonably substantial size.

A second important factor as to experience is diversification. Unless
the accountant plans to devote his time to a specialized field, he soon will
find that he will be dealing with widely varying kinds of businesses.
Therefore, it is obvious that he should have had as general and com-
prehensive a participation as possible in the providing of accounting
service for many types of business.

Ideally, the accountant should try to determine the kind of community
in which he hopes to establish his practice and then endeavor to gain his
experience in an accounting office in a similar type of community.

The replies to the questionnaire previously noted indicated that the
minimum length of time required to obtain sufficient experience is gen-
erally considered to be three years. The time factor is affected by the
training and ability of the accountant himself, by the quality of services
performed in the office in which he is employed, and by the rate at which
greater responsibilities are passed on to employees. The time required to
obtain sufficient experience can be held to the minimum if the account-
ant has had the supervision and guidance of an experienced certified
public accountant.

Financial Requirementis

It is important for the accountant who hopes to establish his practice
to determine as accurately as possible his financial requirements for a
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period of twelve to eighteen months. Financial requirements will include
provision for living expenses, office fixtures and equipment, office rent,
operating supplies and expenses, salaries and contingencies. While these
requirements will vary with different communities in different sections
of the country, some assistance can be gained from the results of the ques-
tionnaire replies. This survey was based on the assumption that an in-
dividual will begin his practice with a one-room office, with a typist as a
sole assistant, and in a community with a population of approximately
twenty thousand.

It was assumed further that he has no definite assurance of any clients
at the outset, but that he has appraised the community as potentially
capable of supporting a paying practice for an additional public account-
ant within a reasonable period of time. Firms of all sizes* participated in
the survey in the following percentages: individuals and small firms
619, medium-size firms 309, and large firms 99,. The individuals and
firms participating estimated the minimum funds which an individual
establishing his own practice would require, until his practice furnished
adequate return, in four general categories: personal living expenses,
operating expenses, office equipment and fixtures, and personal and busi-
ness contingencies, as shown in the following table:

Size of Firm Replying Range Average

Living expenses per Small $ 400 -5,000 $1,850
member of family Medium 600 - 3,000 1,400
Large 1,000 — 3,000 1,950

Operating expenses Small 400 - 5,000 2,000
Medium 500 - 5,000 1,800

Large 2,000 - 5,000 2,300

Office equipment Small 250 - 2,500 875
Medium 500 - 1,500 775

Large 500

Personal and business Small 250 - 4,000 1,300
contingencies Medium 250 - 1,000 800
Large 1,500

* For analyses of this questionnaire, as reported in this and other chapters of
the Handbook, firm sizes were defined as follows in terms of staff size (including
partners, but excluding nonaccounting personnel:

Small 1-15 Persons
Medium 16 - 35 Persons
Large Over 35 Persons
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On the basis of the data in the foregoing table, a young accountant
with a wife and one child could reasonably expect to establish his practice
successfully, insofar as capital is concerned within the following ranges:

Personal living expenses $4,200 - $ 5,850
Operating expenses 1,800 - 2,300
Office equipment 500 - 875

Personal and business
contingencies 800- 1,500
Total $7,300 - $10,525

Of course, these figures must be modified to give effect to such factors
as the number of clients immediately available and the income that may
be anticipated therefrom, the keenness of competition, the individual’s
capacity for making sound contacts, and the good fortune to obtain new
work in the early months.

Replies to the survey indicated that the amount of time required for
a new practice to become self-supporting averages from six months to
two years, with the concensus being about eighteen months.

The purchase of an existing practice is discussed later in this chapter.

Appraising the Community

In past years young accountants setting out on their own frequently
have opened their practices in the town in which they were employed,
in the community where they were reared, or in their wife’s home town.
This choice had the advantage of providing a wide acquaintanceship at
the outset, but this initial advantage was offset frequently by many dis-
advantages. The community so chosen might not otherwise be a good
prospective community for a public accountant. Frequently it was dif-
ficult to compel a healthy respect for professional ability among lifelong
friends. Also, it was extremely difficult to maintain a fee scale on a pro-
fessional level with friends of many years standing.

If the possibility of some compelling reason for selecting one particular
community is excluded, then the individual should select several com-
munities in the general locality in which he would like to live and the
potentialities of each should be determined by as thorough a survey as
is possible. Such a survey should include such questions as:

1. What is the population of the community and the subordinate areas?

2. What is the trend of growth of the community as compared with other
communities of comparable size?

3. What are the potentialities of the community for growth, and what is the
attitude of the community toward growth?

4. What is the degree of prosperity of the community in comparison with
other communities surveyed?
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5. What is the relationship of prosperity of the community to that of the
state and nation?

6. What is the ratio of business to the population in the community and the
subordinate area?

7. How diversified is business and industry? Does it consist of a few large or
numerous small businesses?

8. What is the trend of growth of business and industry — has there been
steady growth through the years, a downward trend, or erratic development?

9. Is the general nature of business and industry such that it will expand,
slowly decline, or perhaps eventually move to a more suitable locality?

10. Is there general full-time employment, seasonal employment, or is employ-
ment relatively unpredictable?

11. Are there any businesses of the type in which the accountant is especially
interested or in which he may have specialized knowledge?

12. To what extent is business and industry without local accounting service
but requiring such service to some definable degree?

13. What would such required service, if performed, conservatively yield?

14. How many individuals and firms are engaged in the practice of public
accounting in the community and what is their ratio to the volume of busi-
ness and industry?

Some of this information might at first glance seem difficult to obtain,
but diligent effort with the telephone and city directories, together with
friendly conversations with bankers, lawyers, the director of the credit
bureau, the director of the Board of Trade or of the Chamber of Com-
merce, and secretaries of trade and professional associations, should yield
a reasonably complete appraisal of the potentialities of the community.

Having completed an appraisal of the community, the final problem
is to determine just how well, if at all, the community can support the
new practice. Some attempts have been made to determine a reasonable

. gross return in accounting fees per capita of population. These attempts
have produced ranges from $1 to $5 per capita, depending on whether
the community was industrial or nonindustrial, progressive or settled. On
this basis, there are many towns of five thousand population that could
support an individual accountant with one or two employees, depending
on how intensively the accounting service potential is developed.

The size of a locality which will support a certified public accountant
was the subject of a speech on June 5, 1952 at the Mountain States Ac-
counting Conference by Dixon Fagerberg, Jr.! From his own observa-
tions, he believes that there are many communities in his locality
which need competent accounting services, and he further concludes
that a young accountant who is willing to display some pioneering spirit
could well take advantage of such an opportunity. There is a considerable
variance of opinion as to the number of businesses required to support
an accounting office, the number ranging from ten to one hundred. From
observation and experience of many individual practitioners and small
firms, it is thought that a progressive community with fifty businesses,

1 See references at the end of this chapter.
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counting even the smallest, can support a small accounting office. The
successful establishment of accounting practices in such small com-
munities is the best proof that it can be done.

Time of Year

The time of year at which the new office is opened is particularly im-
portant to the accountant who starts with few or no clients. Generally,
more new clients are obtained in a small office between January 1 and
March 15 than in any like period, since many accounting engagements
will stem from tax return preparation. It is at this period that manage-
ment must give special attention to its records, not only because its banker
or other creditors may want financial statements but because of the re-
quirement for filing income tax and other tax returns. This is the time
when management is most likely to think of calling on the CPA for
assistance. The office should be opened sufficiently ahead of time to
gain advantage offered by the heavy amount of tax work.

The consensus among small firms surveyed is that the office should be
opened in September. This will provide a period of three months in
which to get the office organized and to make many personal contacts.
These contacts should result in some employment for tax return prepara-
tion. On his initial engagements, the alert accountant will find many
opportunities for analyzing the clients’ needs and perhaps for obtaining
engagements that can be performed in the slower months to follow,
thereby substantially shortening the period required to get the practice
on a self-supporting basis.

Associates or Partners

The young man considering the opening of an office should consider
well the advantages of associating himself with one or more other ac-
countants, either as an association or a partnership. The greatest handicap
to practice as an individual is the lack of opportunity to discuss with
other accountants the many problems that arise. This difficulty has been
alleviated partially by the efforts of the American Institute of Accountants
and of state societies of certified public accountants in making available
the skilled advice of highly trained men at many area and local account-
ing conferences and meetings. This has been of invaluable assistance
to many individuals, but it can solve the problem only partially. An as-
sociation or partnership with others of comparable skill provides a com-
munity of professional interests and skills so that accounting in all its
aspects can be freely and readily discussed. Another important advantage
to a partnership or association arrangement is that it provides an op-
portunity to give and secure mutual aid within limits that are appropriate
to the agreed nature and extent of the association. In addition, this kind
of arrangement, making possible as it does the sharing of expenses, reduces
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substantially the financial burden on each individual in the early months
of the new practice.

Quite frequently, a partnership or association appears, in the public
estimation, to be a professional entity of more responsible and enduring
nature than a one-man enterprise. This is particularly true of the business
man who, when selecting an accountant, is looking forward to a continuity
of service which, in his estimation, can be obtained better from a partner-
ship or association.

The appearance and arrangement of the office has some effect on pros-
pective new clients at the beginning of the professional relationship. An
association or partnership makes possible a larger, better arranged and
more impressive office. An association provides also an opportunity for
intensive development of professional and personal relations with ac-
countants who may prove eventually to be excellent partnership material.
There is the further advantage of the possible retention of the practice of
an associate who may become incapacitated or of ready sale of a practice
to an associate upon the occurrence of any event which necessitates termi-
nation of activities.

Many firms believe that the accountant would do well to form a partner-
ship rather than an association at the very outset, pointing out such factors
as:
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tireless workers, fully aware that the practice must be cared for at all
times.

Obtaining Office Space

The individual establishing a new practice should be interested in a
number of factors as to office location which can be of more importance
than the rental which is charged. Assuming that the maximum rental
which can be paid has been fixed, the accountant can take up the con-
sideration of these other factors. A locality should be selected which is
as consistent with the dignity of the profession as circumstances will per-
mit. Preference should be given to a well-kept business area of good
repute, most likely to furnish clients, and in reasonable proximity to any
actual clients. The building selected should be an appropriate one for
the practice of accounting.

It has been well said that “business comes where business is.” While
the young man with limited capital may have to conserve in all possible
ways, it is thought that he should not be too niggardly in the acquisition
of office space. If at all possible, at least two rooms should be obtained
since once the business begins to grow the services of a stenographer will
be required. Privacy for consultations is extremely important and pro-
* vision should be made, if possible, at the outset for growing room.

If the accountant has made a complete analysis of his available capital
and has determined that circumstances are such that he cannot afford to
rent an office at the outset, there are other alternatives available. Some
practices have been started successfully in the accountant’s home. While
this procedure will eliminate office rent, it also has such disadvantages as
not being accessible readily to prospective clients, the possibility of nu-
merous interruptions to handle personal matters, and the failure to
establish what appears to be a professional entity. A more satisfactory
alternative is obtaining desk room in an office where the nature of the
work is not incompatible with the practice of public accounting. Perhaps
the best location is in a law office, since it may provide an opportunity to
obtain engagements from the attorney’s clients who may be referred to
the accountant. Another acceptable alternative would be desk room in
the office of another certified public accountant of good repute. This
alternative provides at least three distinct advantages: (1) the possibility
of pérforming work for the firm from which he leases desk room, (2) the
opportunity to discuss accounting with others, and (3) the very helpful
guidance to be obtained from an experienced certified public accountant
who has himself faced the many problems of establishing a practice.

This by no means limits the opportunities of desk space to law or public
accounting offices. It might be obtained in dignified real estate offices,
in insurance offices, engineers’ offices, and so on, if suitable privacy is
assured. The important thing to remember when obtaining desk space
is for the individual to limit himself to a choice of such types of offices
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as are engaging in activities neither incompatible nor inconsistent with
the activities, standards and ethics of the accounting profession. This
point is further developed in Chapter 5 of this Handbook, “Practical
Applications of Professional Ethics,” by John L. Carey.

Announcements

Once the preliminaries of getting the office opened are completed, the
accountant should be prepared to send out his formal announcements.
The announcement should be a dignified, engraved card stating the
accountant’s name, his intention to practice public accounting, and his
location. Many CPAs believe that the individual should begin to send
out his formal announcements about two weeks before he commences to
practice. The announcement should omit the date that the practice will
actually begin so that for some months to come it can still be sent to addi-
tional persons without the appearance of delay, oversight or afterthought.
They should be addressed by hand with the idea that this will insure a
greater possibility of the announcement receiving personal attention.
They should be sent only to persons with whom the accountant is
acquainted.

The new practitioner should use extreme care to avoid sending an-
nouncements to clients of other public accountants, particularly officers
and executives whom he has come to know in the course of his employ-
ment by other accountants. Of course, there is no objection to his
making known to such persons that he is practicing in his own behalf,
if the opportunity arises in the course of conversation. The account-
ant should never take the initiative in such situations. Announcements
should not be prepared and mailed until the accountant is thoroughly
familiar with the contents of Chapter 5 of this Handbook.

The following are a few samples of typical announcements which may
serve as a guide:

JOHN A. JONES, CPA
Member of the American Institute of Accountants

Announces
the Opening of an Office
for the Practice of Public Accounting
in
New Martinsville, West Virginia
210 Main Street
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JOHN A. JONES
Certified Public Accountant

Announces
the Opening of an Office
for the Practice of Accountancy

with Offices at

410 Main Street
Clarksville, Ohio

JOHN A. JONES, CPA and WILLIAM R. BROWN, CPA
Members of the American Institute of Accountants

Announce
the formation of a Partnership for the Practice
of Accountancy under the Firm Name of

JONES AND BROWN
Certified Public Accountants

with offices at

642 Main Street
Grantstown, Georgia

A similar announcement may be published in the press, subject to
limitations of size prescribed in the Rules of Professional Conduct.

In addition to the formal announcement, the accountant establishing
a new practice may make personal calls upon all of his friends and ac-
quaintances to bring his new activities to their attention. He should
not call upon those who he knows are already employing the service
of a public accountant. Personal calls may begin even before the
sending of the formal announcement, and the practice should continue
for a considerable period thereafter. Care should be taken that nothing
done or said will detract from the accountant’s prestige or that of the
profession.

Public Relations

Many practitioners believe that, along with technical skill, the account-
ant who succeeds most rapidly also must have the qualities of a com-
petent salesman. The type of salesmanship is vastly different from that
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of a person engaged in the selling of merchandise or tangible property.
The accountant must sell personal service and to do that he must find
ethical ways of bringing his name before the largest number of prospective
clients in a manner that will establish professional prestige. There are
numerous activities in which the accountant can engage which will prove
extremely helpful in developing a new practice. A substantial number
of firms were questioned as to the forms of activity which they considered
definitely helpful in building a practice. Those activities, as listed, are
in the general order of importance as reflected in replies received:

1. The development and maintenance of pleasant and helpful relations with
lawyers. The practices of law and of accountancy are very closely related,
particularly in tax matters, and the lawyer is frequently in position to refer
accounting matters to the accountant whom he knows and in whom he has
confidence.

2. The development and maintenance of helpful relationships with bankers
and other credit executives. The accountant should use every opportunity
to discuss with them financial statements, the bulletins published by the
American Institute of Accountants, and articles concerning financial state-
ments contained in bankers’ journals. No opportunity should be missed
wherein the accountant can point up the value of an independent examina-
tion of financial statements to the credit grantor.

3. Joining and taking an active interest in the affairs of a civic club. In most
communities many of the business and professional men belong to a civic
club such as Rotary, Kiwanis, Lions, Exchange or one of several others.
One purpose of such clubs is to help members become acquainted with
each other. This factor enables the accountant to become acquainted quickly
with a substantial segment of the business community.

4. Joining professional and trade associations and taking an active interest
in the problems of those groups. In many communities there are chapters
of tax associations, accounting groups, credit associations and other organi-
zations made up of men whose daily problems are closely allied with ac-
counting and tax practice. Here again the accountant is provided an op-
portunity to build his acquaintanceship rapidly.

5. Engaging in definitely useful and recognized community service such as
participating in fund-raising campaigns. Many practitioners have expressed
the thought that the accountant should not attempt to solicit funds but
rather should devote his energies along the lines for which he is best
equipped, such as auditing receipts, preparing financial statements and
preparing budgets. If the accountant has school-age children, he can some-
times make sound business acquaintanceships through active participation
in parents-teachers associations.

6. Joining at least one reputable social club or organization and working as
effectively as possible on any job that may be assigned.

7. Serving enthusiastically and effectively on committees formed for the pur-
pose of carrying out worthwhile community projects.

8. Keeping in constant and purposeful touch with all friends and acquain-
tances along lines of mutual interest. The accountant should endeavor to
keep such friends and acquaintances informed, within the limits of courtesy
and good taste, of his professional progress and achievements. He should
display an equally sincere interest in their business successes.

9. If the accountant has the ability, he should accept speaking engagements
before local groups. He need not be a polished orator, but he should de-
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velop ability to present points in a pleasing and concise manner. If possible,
such speaking engagements should center around tax problems, since there
is almost 100% interest in the subject among the members of any audience
of adults. Considerable assistance can be obtained from the Public Relations
Department of the American Institute of Accountants in speech preparation.
That department has prepared a number of pattern speeches suitable for
presentation before various groups. With the use of a little imagination,
these speeches can be adapted to local interests.

10. If the accountant has some writing skill, he should devote some time to
professional writing. Articles not only tend to bring the accountant’s name
before the business public but increase his professional qualifications be-
cause of the research involved.

11. The accountant should strive to remember his personal contacts with busi-
ness and professional men and to remember circumstances of interest and
significance in connection with his relationship with prospective clients.

In questionnaire discussions of this last point, all of the large firms
replying indicated that it would be definitely helpful to keep a written
record of personal contacts with individuals. In this record the accountant
should note dates and circumstances of the original contact and should
use the record tactfully in the development of his business and personal
relationships. Small and medium-sized firms were divided almost equally
for and against the necessity for keeping such a record. The pattern of
the replies seems to imply that in smaller communities contacts are usually
rather frequent and more personal; therefore, a written record of acquaint-
anceships would be of little use in such circumstances. By the same
implication, it would appear that the larger the city the more it becomes
important to keep some sort of written record of business acquaintances
who are seen infrequently.

Other Occupations

There are numerous other activities in which an accountant creating
and developing his own practice can engage which will be particularly
helpful, not only in providing additional income at the beginning of
the practice, but also in leading to new acquaintances and to the obtain-
ing of additional clients.

According to the questionnaire replies, the most important sideline
occupation from a financial standpoint is that of part-time bookkeeping.
It is possible for the accountant to handle several bookkeeping assign-
ments which do not involve too much detail.

Many successful practitioners, especially in small communities, will
argue that some bookkeeping is an essential part of their practice from
which they can never quite escape and, therefore, such work should not
be treated as a sideline activity. The partial validity of their argument
must be recognized. However, the degree of professionalism of the ac-
countant is to a considerable extent a matter not alone of skill but of
mental outlook. Certainly a well-trained and experienced accountant is
qualified to deal with audits, systems, tax work, management counseling
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and other types of service pertaining to his profession. Bookkeeping,
while an important service, requires much less skill and is not a service
which only a CPA can perform. For this reason, part-time bookkeeping
always should be considered a sideline activity. When entering upon such
work, the individual should be alert to the possibility of expanding and
developing it to that point at which the bookkeeping can be turned over
to a parttime or full-time bookkeeper, and the accountant can then be
free to perform those services for which he is especially equipped.

The individual in accepting such engagements should be aware con-
stantly of the disadvantages inherent in such work. First, it may establish
him in the minds of businessmen as merely a public bookkeeper, thereby
limiting his professional prestige. Second, it may involve him in detail
work to such a degree that he will not have time for the types of engage-
ments for which he is peculiarly qualified. Third, it is apt to engross the
individual to such an extent that he will lose the perspective and vision
required to handle major accounting problems. Fourth, it may lead to
the delegation of all such work to subordinates or clerks, thereby causing
the principal to lose that intimate touch with the basic problems of his
clients which is so important in the development and retention of a
clientele. Fifth, and of great importance, is that bookkeeping may occupy
so much of the individual’s time that he cannot keep up on his reading
of current accounting literature, prefessional articles, tax rulings and
other matters, and he may have little or no time to devote to his profes-
sional organizations.

Another supplemental occupation in which the accountant can engage
is per diem work for other accountants, particularly those in outlying
communities. This work should be recognized for what it is —a source
of money and experience, and should be entered into with the full under-
standing that it is not a source of clients.

A third supplement to income is part-time employment with former
employers in businesses other than public accounting. The same dis-
advantages are inherent here as in public bookkeeping. The accountant
should use care in obtaining such types of employment, so that nothing
he does will be incompatible with the ethics of the profession of ac-
countancy. '

The individual may in some cases supplement his income, and in all
cases he can increase his acquaintanceship, by serving as treasurer, auditor,
or some other officer, of clubs and other organizations.

When engaging in sideline activities, the accountant should keep in
mind that the rules of professional conduct of the American Institute of
Accountants require that “a member shall not engage in any business
or occupation conjointly with that of a public accountant, which is in-
compatible or inconsistent therewith.” Further discussion of this state-
ment is found in Chapter 5.

Many accountants have found that part-time teaching provides an im-
portant supplement to their income. It also has provided an opportunity
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to meet and deal with business and professional men who are seeking
young graduates for their businesses.

Finally, an activity in which the accountant can profitably engage, al-
though no immediate financial returns may be apparent, is that of oc-
cupying his free time with continued study and reading.

OBTAINING CLIENTS
New Clients

In the previous section of this chapter, methods of getting acquainted
with potential clients were pointed out. It is the purpose here to set forth
some of the specific situations which may result in obtaining clients. The '
accountant just starting his practice will find that in his community there
will be many sources from which it will be possible to attract potential
users of his service. A particularly satisfactory source consists of in-
dividuals and firms starting a new business. In these instances, the ac-
countant is able from the start to point out the necessity for, and usefulness
of, proper records. Quite frequently, in such situations the accountant
recognizes the client’s needs much more clearly than does the client him-
self. This recognition offers the opportunity for an intensive development
of all of the client’s potential requirements. The accountant should be
alert to the establishment of new businesses by those whom he has come
to know through outside activities.

Businesses which are reaching a stage where the management begins
to recognize the need for some accounting service provide a second im-
portant source of clients. Many businesses of comparatively substantial
size, particularly in smaller communities, have relied exclusively on their
bookkeepers for financial statements, statistical information, tax return
preparation, completion of various forms required by the government,
and other services. Eventually, problems will arise which untrained
personnel cannot handle, and at this point the accountant is called in.
On this engagement, no matter how simple, the accountant must be pre-
pared to demonstrate not only his ability but also his capacity to provide
many services of especial value to the management.

A third source of clients includes those individuals or firms who are
seeking help in connection with tax disputes with governmental agencies.
This is a very common source of more permanent engagements. To
utilize it the accountant must have a thorough knowledge of tax regu-
lations and should have a Treasury Department card. Generally, this
type of work provides an opportunity for the accountant to acquire a
thorough knowledge of the client’s records and their shortcomings. Fre-
quently, he can acquire an audit engagement by discussing these matters
with the client.

There are many other sources of new clients available, all of them
providing many opportunities for development over and beyond the
original engagement. More and more there are those who find that the
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preparation of their own tax returns is becoming increasingly difficult.
Lawyers, credit agencies and others will sometimes wish to consult the
accountant in some specific case which may lead to an engagement to
perform more extensive accounting service. Those who have become
dissatisfied with their present accountants constitute another source ot
clients. This type of client, however, is frequently undesirable because,
generally, a client dissatisfied with one competent accountant is likely to
be dissatisfied with others.

Regardless of the sources available, many accountants say that most
clients will result from recommendation. Some of the sources of such
recommendations are, in the order of their reported significance:

Satisfied clients.

Lawyers.

Banks and other credit agencies.

Business acquaintances.

Personal friends.

Clubs and other organizations of which the accountant is a member.
Former associates.

Real estate and insurance agencies.

Secretaries of trade and professional associations.

.
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According to the questionnaire replies, it is believed that it would
be helpful to the new practice if the accountant were to have specific
understandings with attorneys whereby, within the ethical standards of
both professions, the attorneys would refer clients to the accountant on
accounting problems and the accountant would refer clients to the law-
yers on legal problems. It is thought that the possibilities inherent in
this co-operative procedure, and particularly in cases involving both
matters of law and accounting procedures as to taxation, have been
mutually increased by the joint statement of principles approved in
May 1951 by the National Conference of Lawyers and Certified Public
Accountants whereby, if the problems involve both legal and accounting
skills, lawyers are to encourage their clients to seek the aid of certified
public accountants, and certified public accountants are to encourage
their clients to seek the advice of lawyers. According to a majority of
those responding to the questionnaire, further possible extensions and
expansions of this statement on a mutually friendly basis should sub-
stantially increase the numbers of potential clients referred by attorneys.

Extension of Present Service

It has been well said that “we often fail to see the opportunities in
our own back yard.” In the speech noted previously, Dixon Fagerberg,
Jr. makes the point of the importance of intensive development of
clients already being served. Indeed, this method of increasing a practice
is the very life blood of the small office. Frequently, the first engagement
for a client may be little more than a bookkeeping job. The importance
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of such an engagement is not the immediate financial return but the
opportunity it provides for additional needed service.

New Services

Of a similar nature to expanding the scope of present engagements
is the developing of new services to present clients. There are an almost
infinite variety of services that can be provided in addition to the usual
audit. A general discussion of some special services is found in Chapter
25, ““The GPA as a Business Consultant” by Marquis G. Eaton. There
also is a most informative discussion of the same subject in an article
by the same author in “How to Improve Accounting and Tax Service to
American Business.” 2

Merging Practices

An increasingly prevalent method of enlarging practices is that of
merging already existing practices. This procedure brings to the busi-
ness all the advantages of more economical operation, combination of
skills, broadening of contacts, and others discussed earlier in this chap-
ter. Generally, the same considerations and cautions are applicable as
in the case of an original partnership.

Acquiring a Practice From a Retiring Principal

A method of development of a practice that appears to be growing
in frequency is that of acquiring an interest in the accounting firm in
which the accountant is employed. Many young men graduating from
accounting schools now are seeking employment in practices owned by
elderly principals with the idea of acquiring those practices eventually
when the principal retires. In such cases the young accountant often
becomes a partner without having to purchase an interest. Acquisition
in this manner depends on the accountant’s skill and his ability to de-
velop sufficiently to make himself indispensable both to the principal and
to the clients. An accountant who has obtained a part interest is ob-
viously in a much better position to acquire the remaining interest in
the event of the death of the principal.

Purchase of a Practice

One important method of starting a practice and obtaining a nucleus
of clients is to acquire by purchase an already existing practice. This
method is likely to become more prevalent in future years. Although the
United States courts until very lately have been unwilling to hold that
there may be a substantial goodwill value in an accounting practice,
such practices, with their goodwill as the main ingredient of the sales,
have been sold with increasing frequency in recent years.
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There has been little effort in the United States to find a method of
arriving at a reasonably accurate and fair computation of actual good-
will in any specific case. What has been done is to generalize as to
methods in various classes of cases. What is most needed is a method of
assessing accurately the effect of various possibilities upon the value of
a practice to be acquired.

Generally, the method used to determine the goodwill of a practice
has been based on a proportion of gross fees for a period of past years. In
The Journal of Accountancy of September 1948,3 a correspondent relates
that he was told goodwill is usually valued by taking 409, of the gross
receipts for the prior three years. An article entitled “A Study of Ac-
countants’ Partnerships,” ¢ published in 1940 as a formal report of the
committee on professional practice of the Syracuse Chapter of the New
York State Society of Certified Public Accountants, contains various com-
ments on goodwill valuation. Although these methods must be con-
sidered in the light of their relation to goodwill of practices where the
valuation is concerned with the interests of deceased partners, they are
pertinent where they are clearly meant to fix a value corresponding to the
amount which the practice would bring if sold. One method suggested
is the annual average fees of the last three or five years. Another pro-
vides that, in cases of dissolution, partners who are allocated accounts
not originally brought in by them pay the partnership a value equal to
one year’s average fee. Another method suggested is an amount equal
to gross receipts for six months. Several clauses found in partnership
agreements, and a discussion of this problem from the partnership stand-
point, are contained in Chapter 3 of this Handbook.

The method employed in the recent sale of a partial interest in a
public accounting practice illustrates one approach, based upon past
fees, to the problem of establishing a value for such an interest. The
principal, a sole practitioner, sold a 259, interest to each of two em-
ployees. The parties listed all of the practitioner’s regular clients to-
gether with the average annual fees received from them, exclusive of
fees from nonrecurring or special engagements. A value was then ob-
tained for each of the regular clients by applying to the average annual
fees the following percentages:

100% for clients served for over 4 years
75% for clients served for from 3 to 4 years
50% for clients served for from 2 to 3 years
25% for clients served for from 1 to 2 years

No value was assigned to clients who were deemed to have no further
value to the firm because of such circumstances as death of the client,
dissolution, or transfer to another accountant.

Twenty-five per cent of all special fees received during the preceding
four years was added to the value obtained for regular clients, as the
principal believed that he had made enough contacts to insure contin-
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uance of the special fees. To this sum was added the book value of
equipment and furniture to arrive at a total which, when divided by

four, was considered to be the value of a 259, interest in the practice.

The computations involved in this approach are illustrated below:

Regular Average Years Applicable
Clients Annual Fee Served  Per Cent Value Remarks
XXXX $ 400 4 100 $ 400
XXXX 700 1 25 175
XXXX 300 2 50 150
XXXX 1,000 4 100 1,000
XXXX 400 3 75 300
XXXX 50 4 e Deceased
XXXX 100 3 Dissolved
Total value of regular clients’ accounts $44,000
Average of four years’ special fees ($4,000 @ 25%) 1,000
Equipment and furniture at book value 5,200

$50,200
Valuation of 259, interest $12,550

As stated previously, the available discussions of valuation on the basis
of a proportion of past gross fees has been too general; and in these
generalizations not enough consideration has been given to what is, per-
haps, the most important factor. How many of the clients whose accounts
are included in the practice sold will remain with the purchaser and to
what extent will their value to him vary from their previous value to
the accountant who is selling? This point is stated eloquently by the
unnamed author of “On Buying an Audit” in The Accountants’ Journal
(New Zealand).>

“The most a buyer can expect to get when purchasing an audit is an assur-

ance that the concern audited will allow the buyer to do in the future the

work which the retiring auditor has been doing in the past. Until such
- assurance is given, any proposed purchase is a gamble.”

As to the possibility of determining with reasonable precision what
specific clients will remain with the purchaser of a practice, a ruling of
the American Institute of Accountants’ committee on professional ethics
is of significance. This ruling, contained in the May 1949 committee
report, reads:

“In no event has the practitioner who sells an accounting practice the right
to transfer working papers et cetera of a client without first obtaining his
permission.”

An obvious result of that ruling is that an accountant selling a prac-
tice must either (1) acquire the consent of his clients to the transfer of
the working papers before he makes the sale or (2) make the sale subject
to acquiring such consent from each client affected. In either event, it
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is possible, once the consents or refusals of clients have been received, to
determine within reasonable limits which accounts will remain with the
buyer and which are likely to go elsewhere. In any case, the consents
should be received before the terms of sale are fixed.

This procedure will not foretell the annual future billings for accounts
that can be counted on to stay with the purchaser. As was pointed out
significantly in 1951 by R. Sproull of England in a special chapter on
“Buying a Practice” in his book “Accountants’ Fees and Profits,” ¢ further
analysis of past gross fees is required.

Mr. Sproull indicates that the essence of valuation is to arrive first at
the worth of a sound, even-going practice of the type for sale. Then
there is added to or deducted from the worth appropriate values for
whatever enhances or detracts to make it correspond to the actual prac-
tice being considered. The features involving addition and deduction
(and their extent) should be capable of standardized enumeration, but it
appears that considerable research will be required by the profession
to arrive at such an enumeration. Meanwhile, drawing on experiences
of accountants in many scores of sales and purchases in the last twenty
years, Mr. Sproull makes many significant points. One is that “gross fees”
is meaningless as generally applicable to a practice, or in comparing
several practices. Having no commonsense or scientific basis, the term
should be dropped from use and a more accurate phrase used — such as
“trimmed total fees.” Thus the list of past fees should be adjusted to
reduce them to a uniform basis over a period of years by the examination
of nonrecurring fees, special fees and fees from accounts with a discernible
short life — for example, those in liquidation and those whose owner
has died.

However, if an average of “gross fees” or, preferably, “trimmed total
fees” is to be used as a basis for determining goodwill, this value should
not be made a completely arbitrary determinant, as the amount of pay-
ment can be related to the actual future yield of the accounts. Where
the accounts yield less than the average set as a standard, the seller,
by appropriate provision in the sales agreement, can be made to rebate
in proportion. If payments for the practice are to be made in install-
ments, such adjustments can be deducted from installments due.

A good illustration of an American case in point is the sale of a prac-
tice which became the subject matter of the significant Wyler tax case.”
Wyler, selling his practice for $50,000, consulted his clients in advance,
secured their approval to the transaction, and transferred the working
papers to the buyers. The contract of sale indicated his billings for the
past three years (average about $60,000) and provided that if billings to
these clients by the purchasers for the next three years did not total
$180,000, Wyler would rebate a proportionate part of the $50,000 sale
price.

Another basis for evaluation of goodwill of a practice in the United
States is to use the net profits of three to five past years. The use of this
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method requires the same analysis of gross fees as discussed previously.
In addition, a careful study must be made of costs to determine as nearly
as possible how the purchaser’s costs will compare with those of the
seller. One method having received considerable support is to value
purchasable goodwill at 1679, of the amount of the average annual net
profits. In the article previously cited, “A Study of Accountant’s Part-
nerships”,3 there is a suggestion of one-half year’s purchase of the
average net yearly profits since inception of the partnership. Other
formulas are three or five times the average annual earnings.

Further pertinent discussion of valuation based on gross fees or net
profits may be found in that section of Chapter 3 of this Handbook
which covers the goodwill valuation of partnership interests, in “Valua-
tion of Goodwill in an Accounting Practice” by Max Block,® in “Or-
ganizing and Perpetuating an Accounting Partnership” by Ira N. Fris-
bee,® and in “Goodwill in Accountancy Practices” (English author un-
named).!® The last mentioned article gives nine methods of valuing
goodwill and outlines various methods of payment.

Mr. Sproull makes numerous other points to which a buyer should
give serious attention. Some of these are: the location of the practice,
date of establishment, number and types of clients, the last year’s total fees,
the price asked, and the last year’s profits. Other useful information
would be average rates charged for principal (and perhaps staff), relative
chargeable days, reasons for sale, and any special features of the practice.
All of this information should be accumulated by the seller as a pre-
liminary to entering into negotiations for the sale.

Numerous other pertinent factors are set out by Mr. Sproull. The
buyer must inquire into the past ebb and flow of clients and attempt to
estimate its range for future years. It seems to be higher in urban prac-
tices. Too many new clients in recent years can spell greater losses of
clients ahead. Clients having less than three annual bills from the vendor
are often worth less than other clients, and the shorter the term of con-
nection with the accountant the poorer can be the client’s value in rela-
tion to fee. The buyer should determine the seller’s reasons for selling.

Mr. Sproull suggests also that to assist a vendor to survey the value
of his clientele or to enable a prospective buyer to collate information
furnished him regarding a practice, it is sometimes desirable to make a
schedule listing essential data concerning each client. Some of its fea-
tures are: date of acquisition of client, services performed, dates and
places of performance of services, fiscal year, time and fees last three
years, time and fees this year, time and fees estimated for next year,
dates of billings and payments, other accountants possibly considered,
financial status of client, possibility of future discontinuance or expan-
sion, and reasons for loss of client, if applicable.

Prices paid for practices in England have varied widely. The variations
depend on such factors as whether the practice is recently or long es-
tablished; whether it is dynamic, static or declining; whether it has fixed
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or variable fees, whether it has audit engagements which are very secure
and easy to transfer, et cetera. In one example, a table is given listing
total fees for an actual year (or average of several years) and showing the
profit thereon. The price of the practice is then calculated at 3009,
of one year’s profit.

A general comparison of valuations adopted in the United States and
in England indicates that purchase prices are definitely higher in Eng-
land. The basic reason for this appears to be that in the latter country
accounting practices are more apt to remain integrated permanently,
even when transferred from one practitioner or firm to another (909,
to 959, of practice, usually). This may be due in part to the English
concept of a practice as a whole being an old and well-established entity
in itself from which there is a strong reluctance on the part of clients to
withdraw. And it also may be due in good measure to the probable fact
that in England there is appreciably less range of variation in professional
qualifications and skill than in the United States.

With a higher prospect of retention of clientele, the English seem
to consider it adequate to guard against overpayment for a practice by
withholding a percentage of the purchase price so as to guarantee a re-
fund for any excess valuation over actual fees earned by the practice for
the new buyer over a stipulated period. In the United States, however,
where retention of substantially all clients is somewhat less certain, there
is a growing tendency to base the purchase price of practices on a per-
centage of future fees earned over a specified period.

For instance, in October 1948 George Rea asserted in The Journal of
Accountancy ' that the buyer’s efforts alone create income after the pur-
chase, no other foundation having been laid by the former owner except
introduction to his successor and the good word spoken for him. Arguing
that the services rendered to clients by the buyer have far greater value
than the good word spoken by the former owner, Mr. Rea felt that the
amount attributable to the good offices of the seller should be an agreed
small percentage of the profits earned by the buyer on the clients taken
over by him and effective for a stated term of years. A fair price was
considered by Mr. Rea to be 259, of the profits earned from the former
owner’s clients in each of four years, plus an agreed price for furniture,
equipment and so on. And he added that, of course, the buyer would not
be expected to give the seller any share of the profits from new clients
acquired after the purchase.

It is significant that there have been transfers of practices in the
United States recently on a basis of a percentage of future fees for a
specified period. Some valuations used were (1) 259, of fees for the next
four years, (2) 209, of fees for the next five years, (3) 409, 809, 109,
5%, 5% and 59, respectively of fees in the next six years, (4) 159 of
fees for the next five years, and (5) 159, of fees for the next five years
with 59, per year for a further period of five years.

‘The underlying reasons for basing such sales on a percentage of future
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fees constitute broadly a realistic amplification of the grounds advanced
by Mr. Rea. They are in essence as follows. Any speculation as to de-
livery of a clientele to a buyer should be at the seller’s risk. If he has
served his clients well and if he selects a responsible and competent buyer,
he should be able to deliver a very substantial part of his clientele. If
he does not have the best and closest possible ties with his clients and
so cannot be certain that they will follow his recommendations as to his
successor, he should get paid only on what he controls and can actually
deliver. At the outset the seller should know more about the buyer than
the clients do and, therefore, if he selects a poorly qualified buyer, he
should assume the risk of client dissatisfaction occurring subsequent to
the transfer.

Of course, sometimes a seller cannot deliver even to the most acceptable
buyer some of his best clients with whom he is on excellent terms. In
a relatively small community, for example, a client may be a close per-
sonal friend of one or more accountants. Therefore, this client probably
would want to transfer his account to one of his friends rather than to
have it go to a comparative stranger. Such an incident is known to have
occurred in a city of approximately thirty-five thousand with an addi-
tional fifty thousand in surrounding areas. The seller transferred his
practice to two competent employees who had been with him for four
years. Although the young men were able to acquire a substantial
nucleous of clients, a number of important clients transferred their ac-
counts to other accountants whom they knew.

Mr. Sproull, in his discussion of transfers of practices in England,
indicates that the transfer should be quick and clean and that the vendor
should act only to the minimum extent of making introductions and
insuring the buyer’s familiarity with clients and details. He indicates
further that the buyer is introduced generally by the vendor’s letter,
and that it is best that there be no personal attendance by the vendor in
the majority of cases.

This appears to be at variance with American opinion, as indicated by
numerous comments received in connection with this chapter. Some
practitioners believe strongly, that in the interests of continuity, it is best
for the vendor to remain with the business for as long as six months and
only withdraw gradually from the practice.

A recent publication of the Society of Incorporated Accountants and
Auditors deals with the general subject of “Valuation of Goodwill.” 12 It
includes a section on ‘“Professional Goodwill” which indicates that the
process of development with respect to such valuation of goodwill has
followed in England a course practically parallel to that in the United
States. There has been the same initial judicial reluctance to admit that
transferable goodwill may exist in a professional practice, the same slow
progression from general to definite methods of valuation, and even the
adoption of the same basic patterns involving relation to past gross fees
or net profits or to estimated future profits.
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As a final consideration, both the buyer and the vendor should be
aware of the tax consequences of the sale of practices and of interests
in them. There have been a number of tax cases on the question of
whether such funds acquired or expended are treated as relating to
capital or, instead, involve ordinary income or expense. There is a
discussion of this problem in Chapter 3 (Accountants’ Partnership Agree-
ments). There are voluminous discussions of the subject in other sources,
and comment here will merely point out the basic authorities to which
the buyer or vendor may refer.

As to court decisions on the tax aspects of sales or other transfers of
practices or interests in practices, three are particularly significant. These
are the Charles F. Coates case in June 1946,3 the Rodney Horton case
in July 1949 4 and the Richard S. Wyler case in 1950.7

Of further interest in connection with two of these cases are articles
by Coates and Wyler concerning the cases in which they were involved.
These articles are “Tax Aspects of the Partnership Agreement” by
Charles F. Coates,'® and “Tax Court Says Goodwill Attaches to Account-
ing Practice, and May Be Sold” by Richard S. Wyler.16

Other pertinent discussions will be found in “The Federal Income
Tax” by Joyce Stanley and Richard Kilcullen,'” and in an article dis-
cussing the English tax aspects entitled “Goodwill and Taxation” by
Peter Whitworth.18

General Comments as to Obtaining Clients

No matter how the practice may be acquired, whether by building
from nothing, by purchase, by merger or otherwise, the accountant
should always be alert to every opportunity to develop his sources of
potential clients. In smaller communities particularly, clients will often
be acquired in unusual circumstances, at luncheon tables and other in-
formal meetings. If the accountant is an interested listener to a business
or professional man’s problems, he will frequently find opportunities for
making suggestions which will arouse the prospective client’s interest in
accounting service.

DEALING WITH CLIENTS
Use of Psychology

The intelligent use of psychology in client relationships can be most
helpful. However, there is an indispensable preliminary requisite to the
use of such psychology; that is that the professional work done for the
client must be accomplished with the practitioner’s utmost competence.

The first step in applying psychology to relationships with clients is to
display sincere interest and professional enthusiasm in the performance
of even the most routine engagements. No general rules can be set up for
the application of psychology to client relationships, but rather the con-
duct of the relationship with each client should be based on careful ob-
servation of his personality characteristics and of his reaction to the
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accountant. The accountant should learn well, and this is particularly
true as to the small businessman, the client’s personal characteristics.
Knowing the client provides a basis for tailoring professional service to
his needs and his desires, within the bounds of proper procedures.

Confidential Relationship

It hardly needs repeating that a positive confidential relationship
between the accountant and client is essential, and that it involves con-
siderably more than keeping knowledge of a client’s affairs from coming
through the accountant, directly or indirectly, to the attention of “out-
siders.” The replies received in response to a questionnaire produced
several specific comments as to confidential relationships which are worth
repeating. In the case of an individual client, the confidential relation-
ship is solely between the accountant and the client; and the information
obtained in such relationship is not to be divulged to any employee of
the client, or to any relative of the client, including a wife or husband,
without express and preferably written request by the client directed to
the accountant.

In the case of a corporate client, the confidential relationship is be-
tween the accountant and corporation; and the information covered by
such relationship is not to be divulged to any corporate officer or execu-
tive or any other individual (except those specified by the corporate
authority making the engagement) without further express authorization.
preferably in writing, by the same corporate authority. In the case of a
partnership client, the confidential relationship is between the accoun-
tant and the partners; and the information covered by such relationship
is not to be divulged to any other than a partner without express and
preferably written request by the partner authorizing the engagement.
Where information is desired by a partner other than the one authorizing
the engagement, it is desirable to seek express authority for this from the
partner authorizing the engagement. The accountant should review
thoroughly the section on confidential relationships in Chapter 5 of this
Handbook.

Continual Service

In the questionnaire prepared for this chapter, an attempt was made
to obtain from firms of all sizes their ideas as to the importance of con-
tinual service. There was a unanimous agreement that the rendering
of continual service to clients, apart from the performance of periodic
engagements at relatively distant intervals, has a very tangible goodwill
value from the standpoint of retaining the client and creating opportuni-
ties for more extensive service. In the questionnaire, an attempt was also
made to determine by percentages the specific types of services rendered
to clients.

The figures given were highly variable but the percentages are worth
repeating here, One question requested approximate percentage of
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clients (based on number rather than billings) for whom the following
types of services were performed:

Size of

Firm % Range

1. Only audits and tax returns with almost Small 0-90
no service in between those assignments Medium 10-90
Large 5-65

2. Annual audits and tax returns and fairly Small 0-90
frequent special work at other times Medium 2-85
during the year Large 10-75

3. Annual audits and tax returns with num- Small 0-64
erous additional assignments during the Medium 0-35
year , Large 0-25

4. Semiannual or quarterly audits Small 0-90
Medium 0-20

Large 0-39

5. Monthly statement preparation Small 0-75
Medium 0-20

Large 0-25

6. Monthly statement preparation and some Small 0-75
actual write-up of records . Medium 0-10
Large 0-9

The ranges indicate wide variations in types of service even as between
offices of similar size. However, a further analysis of detailed replies
indicated that not over 509, of the work of a small office falls in cate-
gories 1 and 2, about 309 in categories 3 and 4, and 209, in categories
b and 6. Among medium and large offices the indicated percentages
were: 649,769, in categories 1 and 2, 189,-279, in categories 3 and 4,
and 69,-99, in categories 5 and 6.

Firms replying to the questionnaire were requested to give also the
percentage of their clients to whom they rendered various kinds of
business and financial advice at fairly regular intervals. The replies
indicated that small firms render such service to about 569, of their
clients, medium-sized firms to about 509, and large firms to about 42%,.

It is obvious that many firms recognize the importance of frequent
and continuous service. Also of considerable significance is the result
of the questionnaire as to types of services performed. That tabulation
covered the approximate percentage of staff chargeable time during the
past year in the following categories:

Percentages by Size of Firm

Type of Work Small Medium Large
1. Annual or semiannual audits 34.5 57 67.0
2. Income tax work 29.0 25 19.5
3. Systems and special work 10.5 8 9.0
4. Monthly statements 12.5 7 3.5
5. Write-ups and monthly closings 13.5 , 3 1.0
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These figures should not be considered entirely conclusive in view of
the somewhat limited number of firms queried. Nonetheless, it does
indicate that a substantial percentage by amount of billing of the work
performed by small offices is done continuously through the year.

All sizes of firms state that there are numerous ways to keep in frequent
contact with clients. Some of the more important methods are:

Consulting with client on costs.

Consulting with client on business matters.

Consulting with client on office procedures.

Consulting with client on accounting procedures.

Assisting with the financial planning.

Assisting client with personal financial matters.

Informing the client of tax and other changes affecting him.

Appearing at board meetings.

Encouraging phone calls from client’s bookkeepers for information and

advice.

10. Discussing with the client his monthly statements, when possible.

11. Assisting in office efficiency surveys.

12. Making comparisons of the client’s figures with national or other averages
secured through trade associations.

13. Discussing economic trends and government actions.

14. Assisting, where practical, in real estate matters.

<
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Maximum Service to Present Clients

One of the most fertile fields for the development of a practice is the
extension of service rendered to existing clients.

It is generally agreed among sole practitioners that most of their clients
should have additional accounting services. In many instances there is
an appreciable difference between the services actually performed for
the clients at their request and the extent of the services which they
actually need. It has been estimated that perhaps as many as 459, of
the clients of the sole practitioner actually need more auditing services
than are being rendered at their request. This is due chiefly to the fact
that small businessmen in many cases have not been fully informed of
the actual service which can be performed for them through an audit,
nor the nature and benefits of such work. This is an excellent field for
extension of service.

It is further estimated that perhaps as many as 359, of the clients
need more accounting service (nonauditing) than they have requested the
accountant to perform. Therefore, the accountant should take definite
ethical steps to provide the services that the client should reasonably
require. Some of the steps which the accountant may take are:

1. Pointing out to clients, in advance of performance of services, specific and
significant deficiencies in the scope of services stipulated by them in relation
to the objectives of the services.

2. Explaining to clients receiving nonopinion reports the fundamentals in-
volved whereby an engagement restricted in scope makes it impossible for
the accountant to formulate or express an unqualified or qualified opinion.
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3. Making specific recommendation to clients in reports on engagements as to
remedial measures shown essential or desirable by the outcome of the en-
gagement.

4. Indicating to clients during the course of the engagements, any steps or pro-
cedures with respect to operations, internal control, accounting methods, et
cetera, which will be demonstrably advantageous.

Reference should be made to Chapter 25 of the Handbook which
covers in considerable detail the various services that can be performed.

Recommendations on Current Problems

The accountant should make it a practice to have, in addition to the
specific information required for the performance of the services rendered,
a general over-all knowledge of the business activities of his clients and
their major problems. He also should make a practice of noting, record-
ing and forwarding to clients as a matter of incidental service such
general knowledge as he may have acquired which would be useful to
the client. He should:

1. Inform the client as to pertinent changes in tax law.

2. Report on relevant tax rulings.

3. Forward magazine or newspaper clippings on matters of particular interest
to the client.

4. Supply to the client, or refer him to, publications of trade associations, Cham-
bers of Commerce and similar organizations which relate to his particular
industry or business.

Where such information is furnished to clients, in appropriate cases,
definite suggestions or recommendations should be added as to its rele-
vance and applicability to the client’s problems.

Acting as Consultant

Acting as a consultant on specific problems is of appreciable value in
the building of a practice. This value is definitely greater in the case
of the individual practitioner, particularly in the smaller communities,
because small businesses generally require far more advisory service than
large businesses and must have recourse to the all-around professional
knowledge of someone already rendering service to them instead of
retaining high-priced specialists. The rendering of such service makes it
imperative that the accountant be well versed in tax matters, financial
management of small business, sources of capital, insurance and other
problems which confront management.

Personal Relations with Clients

The cultivation of friendly and personal relations with clients is defi-
nitely helpful to any practice whether just beginning or of long standing,
but the practitioner should recognize the inherent dangers in the culti-
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vation of such relations. There is an obvious point beyond which such
relations should not go. It is the point beyond which friendship would
tend to interfere with or hamper the accountant in the maintenance of
his requisite attitude of professional independence. In other words, the
relation of client and accountant should never be subordinate to the ties
of personal friendship. The initiative in the development of friendly
relations may come either from the client or from the accountant, but
preferably from the former. However, the circumstances in each individ-
ual case should be decisive.

Competent Workmanship

The final note in dealing with clients, and the most important of all,
is a well-handled engagement. This means completing it promptly,
giving the client the kind of information that is definitely useful, and
advising the client as to methods of making the data useful. The ac-
countant should carefully avoid becoming involved in so many matters
that he can only touch the surface of each. Chapter 13, “Professional
Standards,” discusses the requirements of competent workmanship.

CONCLUSION

It has been the purpose of this chapter to point out some of those
factors which have proved to be helpful to the successful establishment
of many accounting practices. The establishment of a practice will carry
with it some disappointments and heartaches but, to a far greater extent,
will provide deep satisfaction in engagements well performed and clients
well served. The young accountant can take heart from the fact that
many practices which now are successful were started with the bare but
potent assets of skill, integrity, fortitude and ambition.
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CHAPTER 3

Accountants’ Pa ﬁnemloip
A greements

BY MAX BLOCK

PRELIMINARY CONSIDERATIONS

Scope of Chapter

THERE ARE MANY small and medium-sized accounting firms, and perhaps
some large ones too, that have been functioning for years on the basis
of an oral understanding or with a very limited and inadequate written
partnership agreement. This condition prevails for understandable,
human reasons, and many such cases have probably developed in the
following manner:

1. Two young men, embarking on their first partnership venture, feel that the
need for any agreement, and particularly an extensive written agreement, for
their personal service enterprise appears to be remote. At least, the matter
can be postponed.

2. As the firm functions satisfactorily for years with no agreement, or a very
sketchy written agreement, the absence of a more comprehensive understand-
ing is hardly noticed. True, there is an awareness of the need for a sound,
written, partnership agreement, particularly since the members of the firm
themselves so advise others, but the matter is postponed for later consideration.

3. Finally, when the partners hear of a firm that has dissolved or of a partner
who died, or if they are thinking of having wills prepared, then the desire
for a full-fledged agreement becomes strong. But how can a personal service
professional practice be dealt with in an agreement? What should be done
about a deceased partner? How can a partnership be disentangled? These
questions can seem so overwhelming that the preparation of an agreement is
delayed unreasonably in some cases, and perhaps never carried out in others.

It is the purpose of this chapter to disclose the common provisions
that are to be found in the partnership agreements of a cross section of
representative accounting firms, so that those who are desirous of enter-
ing into an agreement, or of improving an existing agreement, may be
guided thereby. The material submitted herein is intended primarily
for small and medium-sized firms, though many phases are applicable
to every firm. Presentation of these data does not constitute a sug-
gestion or recommendation that accountants prepare their own agree-
ments. On the contrary, an attorney should be utilized, but the ac-
countants might first determine the provisions they desire, then review

1
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them with an attorney and have him prepare a formal agreement. In
this connection, it is essential to bear in mind that only a lawyer can
decide whether any contractual provision quoted or otherwise set forth
herein actually possesses legal validity, that any such provision, though
presumably valid in the jurisdiction where originally used, may not be
so in another, and that the best judgment as to the use of any specific
content or wording is that of the lawyer preparing the agreement.

The agreement must take into account the provisions of the state
partnership laws as well as the laws governing the practice of certified
public accountants within the state. Where it is contemplated to have
an out-of-state branch, or otherwise practice in other states, consideration
must be given to the laws of the foreign states.

One of the most forceful reasons for the preparation of an agreement
at the earliest possible moment is that at the outset of a new venture
the “will to agree” is at its greatest height. On the other hand, if a
formula for dissolution must be developed when partners are separating
and have perhaps become unfriendly, the consequences are apt to be
unpleasant and costly.

Another aspect which is worthy of consideration is that a partnership
agreement reflects the status of the members as of the time the agreement
is formed. Men who are embarking on their first venture and are under
the spell of their hopes and aspirations, who look upon their effort as
a friendly as well as a business tie, and who feel that they are all “starting
from scratch,” will enter into an agreement that may vary considerably
from that between two or more veteran individual practitioners who
desire to join forces. However, the status of partners within a firm is
bound to change in time. One partner may do substantially better than
another in obtaining new clients, or one may develop outstanding capa-
bilities which are more helpful to the firm’s reputation. For this reason
an agreement should not be considered an unchangeable instrument,
but, like a will, one which should be intelligently revised as conditions
warrant,

The subject of human relations is not included in this chapter though
it may well be one of the most important aspects. One cannot write
good human relations into an agreement except, in a limited sense, where
provision is made for the arbitration of controversies. Every partner
must realize that each one of the firm is a distinctive individual, possess-
ing peculiar personality traits, strong points, and weaknesses. All part-
ners cannot act alike and think alike. If these distinctions are frankly
discussed in advance, there may be less disappointment and misunder-
standing thereafter.

It is not possible to get into an agreement a provision to cover every
conceivable contingency. First, all possibilities just cannot be visualized,
and second, the drafting of such an instrument might never be completed.
Some areas of agreement must be left for discussion and a meeting of the



Ch. 3] ACCOUNTANTS PARTNERSHIP AGREEMENTS 3

minds when, as, and if, unanticipated developments arise. The com-
monplace subjects, such as those reviewed in this chapter, have a proper
place in every agreement.

As an aid to using the material in this chapter, a checklist of major
points is included as Appendix B.

Legal and Professional Status of Partnership

An accounting partnership must not only be organized within the
framework of the state in which it will be domiciled, but it must also
conform to the requirements of the state’s professional laws, if any, gov-
erning the public practice of accountancy. The former requirements
can be attended to by an attorney, the latter should be known to the
accountants even prior to any affiliation. When the firm extends its
operations outside the state new problems may arise.

The use of the title Certified Public Accountants is subject to statutory
conditions in many states. Firms whose partners are members of the
American Institute of Accountants and of the state CPA societies must
conform to their rules as to representations of membership, et cetera.

Where the estates of deceased partners have an interest in the income
or assets of an accounting firm, related legal and professional questions
should be checked and reviewed. Similarly, where a wholly or partly
inactive partner retains a profit-sharing interest, the firm’s position in
the light of such agreement should be ascertained.

When a staff member is given a profit-sharing interest, a question may
develop as to whether or not he has become a partner, dependent on
other aspects of his working arrangement. This subject should receive
attention from a legal standpoint when the problem arises.

A final point to consider is whether the partnership is of a continuing
type; that is, whether under the applicable state law the firm must
liquidate and terminate upon the death of a partner, or if by agree-
ment it may continue without interruption. This has tax and operating
consequences discussed elsewhere in this chapter.

Written v. Oral Agreements

There are many oral contracts in existence. Quite a few small firms,
and even some good-sized ones, have them. This is probably so because
the agreements cover only a few basic conditions. All unspecified points
are to be dealt with, when, as, and if they arise. It is this aspect, ob-
viously, which can be troublesome when an understanding cannot be
reached on a new issue. By the same token, it is not possible to anticipate
every future contingency in a written agreement.

The simplicity of an oral agreement is the major reason for its use.
Issues that appear to be improbable or lie in the distant future need not
be dealt with. Besides, it is very easy to agree to draw up a comprehensive
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written agreement as soon as time permits —if ever. It is hoped that
this chapter will expedite the completion of some long-postponed con-
tracts as well as help in the development of new ones.

Written agreements are obviously more difficult to prepare because
greater care must be given to them. The very fact that they are written
means that everything pertinent should be included, and that the
language must be weighed and considered carefully. An oral under-
standing is based upon discussion, which is usually informal and friendly,
and, so long as the intent is presumably clear, no problem of drafting
and weighing of words is involved. But intent is not always established
easily when proof is required, and the matters left for future agreement
may not later be settled as easily as when discussed without the pressure
of the event, and when the will to agree was at its best.

The written agreement has one psychological advantage, namely, that
it forces action on subjects that might otherwise be ignored because the
provision cannot be worked out easily. For example, the termination
of a partnership is a matter that is not simple to work out and is often
omitted even from written agreements. Yet that is one of the problems
that can be most troublesome when a partnership is dissolved, for any
reason, unless some reasonable procedure has been specified, definitely
and clearly, in advance. Should ill will have been engendered among the
partners, the dissolution might well lead to acrimonious incidents and
litigation.

Income Tax Problems

Several income tax considerations will be encountered in the drafting
of an agreement. It is essential that they be recognized in advance be-
cause their effect may well influence the final decisions particularly with
respect to the methods of payment and amounts to be paid to partners
or to their estates in the event of retirement, withdrawal, or death.

Liquidation payments may cover one or more of the following con-
siderations:

Return of invested capital and loans.

Payment for interest in firm’s goodwill.

Payment for noncompetition agreement.

Payment of retirement pension (past considerations).

Compensation for being available as a consultant and advisor.

Income share to date of termination of interest.

a. Balance in personal account.

b. Undistributed realized income.

c¢. Undistributed unrealized income (uncollected fees and work in process).

O Frk 0N =

All of these items but the first have income tax implications. How-
ever, tax considerations should not be permitted to overrule all other
sound elements in an understanding dealing with human relations.

It should be understood that this discussion is not intended to be a
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complete survey, with answers, of all of the tax problems that may arise.
The area here explored is covered with doubts and differences of opinion.
Moreover, tax rules and prevailing attitudes change with time, and the
position that appears tenable or reasonable, or to the contrary, at one
time, may prove otherwise at a later date. As accountants are well able
to solve their own tax problems, this section does not deal exhaustively
with this subject, but rather serves to spotlight certain problems and
pitfalls.

Many agreements provide that, under specified conditions, partners
or their estates are to be paid certain amounts in the event of retirement,
withdrawal, or death, in excess of the balances due them according to
their capital, personal, and loan accounts. In some instances, it has been
observed, the considerations for the payments are not specified. Are
they for an interest in the firm’s goodwill or do they represent con-
- sideration for past services, or retirement benefits? Does any portion
apply to a noncompetition agreement, if one is in the contract? These
questions will require an answer if raised by an income tax examiner. In
some agreements the proposed payments are identified specifically or by
implication.

Payments out of life insurance proceeds are subject to the same in-
quiry, namely, what are they for? In such cases, the purpose is more
obvious because life insurance is generally used to acquire a partner’s
interest in a firm. The acquisition of an interest, from the viewpoint of
the one obtaining it, is equivalent to the purchase of a capital asset.

The obvious tax question in the benefit provisions is the following:
Will the payments be tax deductible by the remaining partners and fully
taxable to the recipient, or will the payments be nondeductible, and
constitute capital gains to the recipient?

In view of the very high income tax rates presently in effect, the re-
maining partners may find it difficult to pay out large sums for the in-
terests of other partners, unless such disbursements are tax deductible.
This may be an acute problem where the amount to be paid to a con-
trolling senior partner is very substantial in relation to the annual net
income. Agreements which provide definitely for the payment for good-
will should be reviewed as to the tax consequences. Those anticipating
the use of this provision should also calculate the tax consequences care-
fully.

A word of caution as to form and substance is applicable to this sub-
ject as to so many others. It must be recognized that where goodwill
exists, and the agreement virtually spells it out, payments otherwise
labeled may not stand up under severe scrutiny. Where the nature
of the payment is not specified in the agreement, it may be inferred from
the actual intent, if ascertainable, from the other contract clauses, and
possibly from the status of the firm. Where the considerations are
earmarked, there is some element of definiteness; where not specified they
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are subject to interpretation. The parties to the agreement must decide
for themselves which course to follow.

Goodwill Payments

Payments for goodwill are, under present rules, not deductible for
income tax purposes except in the event of worthlessness, or as a cost
basis in the case of sale. The seller realizes a capital gain, ordinarily.

However, a goodwill payment may possibly include consideration for
a noncompetition agreement or it may include even the distribution of
a share of uncollected fees and work-in-process. These elements should
be segregated because of possible differences in tax status.

It should be recognized that, for tax purposes, goodwill can, but does
not necessarily, exist in a professional, personal service partnership. This
is a relatively recent development. Theretofore the prevailing opinion
was that goodwill could not exist in a professional partnership. Whether
goodwill exists in an individual instance cannot be determined by any
simple rule. It may not be present at one stage of a firm’s existence and
yet be deemed to exist at another because of changed conditions. This
fact, plus the changing attitude of the courts regarding the existence of
goodwill in professional partnerships, are cogent reasons for the review
of old agreements maintaining a contrary position.

The cases dealing with goodwill in an accounting firm should be
studied by all interested in the subject. Three significant cases are:
Coates v. Commissioner, Horton v. Commissioner, and Wyler v. Com-
missioner.1’

Benefit Payments Intended to be Tax Deductible

The development of a plan whereby benefit payments will be deduct-
ible by the remaining partners is a most serious and difficult tax problem.

Retirement Benefits

Unfortunately, partnerships do not yet have the right, by law, to in-
clude their members in a retirement plan and deduct the payments to
them for income tax purposes. However, it may be found practical not
to retire partners completely but to reduce their activities to that of
advisory or consultant partners. In that event, bona fide payments should
be deductible.

The use of a straight retirement plan is one that still deserves atten-
tion, tax considerations notwithstanding. Those who desire to adopt
a retirement plan, exclusive of, or supplementing the advisory partner
arrangement, should study all of the possibilities and techniques for
achieving the desired tax result.

Where a partner retires, leaving behind all that he has contributed to
the firm: clients, enhancement of the firm’s position, and other intangible

1-3 See references at end of this chapter.
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values, — he is well deserving of some retirement benefits. However the
benefits may only be partly in payment for these intangibles (commonly
referred to as goodwill). He also may be deserving of some additional
allowance for past services to the firm, just as corporate stockholder-
officers are rewarded upon retirement. This aspect has a special signifi-
cance for firms that customarily pay salaries to partners. There the pay-
ments may be considered, in effect, adjustments of or increases of prior
salary allowances.

On the other hand there may be some partners who have not con-
tributed materially to the firm’s goodwill and clientele. Some may be
“working” partners, men who were promoted from the staff in recogni-
tion of years of service and competence. If they are awarded retirement
pay, there is not nearly the same element of consideration for intangibles
as in the preceding instance. The element of goodwill in such payments
is very remote, yet will such payments be considered tax deductible?

In some agreements there are clauses which permit a partner to resign
from a firm and withdraw the clients he has contributed. In such in-
stances retention of the contributed clients by the firm would support
the assumption that payments to a partner or an estate included com-
pensation for his clients. This represents the purchase of an intangible
asset. If such clients are ever lost by the firm, the cost would then be
deductible, if determinable.

Death Benefits

Death benefit payments create concern because of their easy confusion
with consideration for goodwill. Yet, the accountant taxpayer in the
case of Coates v. Commissioner! succeeded in having death benefits
distinguished from payments for goodwill, and the payments were con-
sidered deductible from the survivors’ income. The relevant partner-
ship agreement provisions are cited in the court’s decision and have
since been employed by other accountants who desired to achieve the
same end.

It appears to be important that the death benefit plan be based on
future earnings, a share of which would be payable to the estate, rather
than amounts fixed by past earnings. Moreover, it may be helpful to
have the estate continue to receive its share of the earnings. An interest-
ing tax article on how to adopt the Coates technique will be found
in a paper by Milton S. Schiller entitled “The Lawyer’s Dilemma.” 4
This should be read in conjunction with the helpful discussion by
Charles F. Coates in his article “Tax Aspects of The Partnership Agree-
ment,” in New Responsibilities of The Accounting Profession.5

However, in the Coates Case, and in others decided at about the same
time (see John G. Madden, et al, v. Commissioner, July 2, 1946),8
the court was inclined to the view that goodwill normally did not exist
in a personal service partnership and even if there were valuable good-
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will but it was agreed by the partners to be nonexistent, then such view
should prevail for tax purposes.

Should the courts depart from the view that goodwill normally does
not exist in a personal service partnership, the Coates decision might
then be jeopardized.

Two decisions of the Tax Court since the Coates Case are deserving
of attention. They are Horton v. Commissioner,? and Wyler v. Com-
missioner.3 These cases involve the sale of a clientele and are therefore
distinguishable. Nevertheless, because they acknowledge the element of
goodwill in an accounting practice and the possibility of its transfer
under certain conditions, they should be studied as to their possible
effect on the Coates decision. Here again there is available an informa-
tive article by one of the accountants involved. This is “Tax Court
Says Goodwill Attaches to Accounting Practice and May Be Sold” by
Richard S. Wyler in The Journal of Accountancy.”

Other methods to achieve a tax deduction for death benefits are known
to exist. The variety of these measures and their success are not known.
Two such plans which have come to the author’s attention, whose spon-
sors feel that they have reasonable grounds for a tax deduction, are the
following: The first plan provides that death benefits are to be paid
where a partner has not availed himself of lifetime retirement benefits.
In the second instance, death benefits are paid in lieu of a deceased part-
ner’s interest in work in process. This benefit is fixed at a declining per-
centage of fees from clients attributable to the deceased partner, during
the benefit period.

As a precautionary measure, consideration might be given to a pro-
vision which would hold that if a benefit plan based on the assumption
that payments were deductible was not tax effective, there should be a
reduction in the total to be paid. This would, in effect, require a dual
schedule of benefit payments. The arrangement may be justified on the
ground that benefits which are fully tax deductible should be more
generous than those which are not. In the latter instance the recipient
would receive smaller amounts but might pay a smaller capital gains
tax. Some may think that the inclusion of this provision would be in-
discreet, taxwise. However it may well be the lesser of two evils.

Where the payments are not deductible, an enlargement of the benefits
period may be employed to reduce the financial burden. This arrange-
ment would permit the original amount to remain unchanged but would
provide more time in which to make the payments.

Some consideration might be givén to a plan whereby a royalty is paid
for the use of a man’s name in a firm name or a royalty for clients
“leased.” Tax effects may vary as between retired and deceased partners.

Noncompetition Provision
Payments for noncompetition agreements in some cases, are con-
sidered deductible over the years covered. However, where the non-



Ch.3] ACCOUNTANTS PARTNERSHIP AGREEMENTS 9

competition clause is considered indistinguishable from goodwill the
payments may be held to be capital expenditures. Noncompetition
-allowances may be indistinguishable if, first, they are not specified as to
amount, and, second, if deemed merely an inseparable mechanism for
the effective transmission of the goodwill.

However, where the element of goodwill is not significant, or is non-
existent, a noncompetition clause with a specified consideration may be
tax advantageous. Some accounting partnership agreements contain
goodwill provisions and noncompetition agreements. It was noted, how-
ever, that no separate consideration was placed on the noncompetition
agreements.

Purchase of Partnership Interest

The tax possibilities of a purchase of a retiring partner’s interest in
an accounting firm should be explored. Of particular interest is the
prospect of including uncollected fees in the “package” deal. This
situation is surrounded by doubts but in time the tax status may improve.

Liquidation of Capital Account

The liquidation of a partner’s capital or personal account balance
may result in a pyramiding of income in one year. This could develop
where the firm is on a cash basis and the liquidation payment includes
a share of uncollected fees and work in process on which income tax
had not previously been paid. Where this occurrence might be costly,
the payment should be spread over a period of more than one year,
with adequate safeguards, if needed. It may not be necessary to provide
for an extended payment period in an agreement for this reason alone,
because it is likely that an arrangement can be worked out readily when
liquidation occurs.

In the event that an estate is involved it should be borne in mind that
the Uniform Partnership Law holds that, in the absence of a specific
provision, and until the decedent’s interest is paid out, the executor is
entitled to demand the profits arising from the use of his share of the
assets. This condition militates against any undue extension of the
capital payment period unless protective steps are taken.

A further question to be contemplated is that pertaining to the firm’s
tax position with respect to payments made to a retired or deceased
partner on account of uncollected fees and work in process, where the
firm is on a cash basis, and the collections are made in a subsequent
fiscal year. Some agreements provide that payments against uncollected
items will be made only after collection.

Limitations of Partners’ Qutside Activities

As a rule, partners in any business or profession are expected to de-
vote all of their time and best efforts in their firm’s behalf. This is the
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situation in the accounting field, too. There are some exceptions, but
in such instances the departures are specified or require the consent of
the partnership. The compensation plans may make some allowance
for the reduction in time devoted to the firm’s business, but not in all
cases.

Illustrative of the complete ban against outside activities are the fol-
lowing provisions:

“At all times during the continuance of these articles each partner shall give
his full time and attention, and use his best endeavor, and to the utmost of his
skill and power exert himself for the joint interest and profit of all.”

“Each partner shall devote his entire working time and energy to the business
of the partnership. No partner shall engage in any other business or become
an officer or director of a corporation organized for profit without the consent
of his partners.”

Certain types of outside activities are permissible in some agreements.
Exclusions cover public writing, speeches, lectures, acting as director,
officer, fiduciary, and various other efforts. The earnings from these
sources are in some instances retained by the partners and in others are
turned over to the firm. Instances of such provisions are the following:

“Each of the partners shall at all times devote his entire time and attention to
the business of the partnership, except that this provision shall not be deemed
to prohibit the writing of books, pamphlets and other printed articles, regard-
less of how distributed; the delivering of lectures, speeches, and other ad-
dresses. . . . The fees, earnings and other emoluments therefrom shall . . .
belong exclusively to the partner or partners so engaged. . . . It is understood
and agreed, however, that in the event that the services of any of the partner-
ship employees are used in the preparation for profit of such books, pam-
phlets . . ., the partner using the same shall reimburse and pay . . . the actual
costs of the services so used.”

“Any earnings of the individual partners from work which others might wish
done by the. partner as an individual and not as a firm — such as acting as
temporary treasurer or comptroller, and so forth — shall be accounted for to
the firm and be considered as earnings of the partnership, and not as earnings
of the individual.”

“It is understood and agreed that each partner shall devote his whole time to
the business of this partnership, and shall during its continuance engage in
no other business, nor accept any office or trust that may interfere with his
attendance at its place of business; except that it is hereby expressly agreed
that this does not preclude (partner) from continuing as a partner of (firm)
and devoting such of his time as may be required of him as such partner. . ..”

Some partnership agreements contain limitations or restrictions on
outside investments by the partners. One such agreement provides that
no partner may acquire any investments in a business or property when
the opportunity arises from a client contact or association, without
offering to all partners the right to participate in proportion to their
interests in the partnership. A restriction on outside investments, either
jointly with clients or arising out of client connections, may be included
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in agreements because of the possible effect of such investments on the
accountant’s independence.

Other types of limitations on partners’ activities, and obligations as-
sumed, are indicated in the following clauses:

“Each of the partners shall at all times . . . pay and satisfy his own personal
debts.”

“

. each of the junior partners hereby agrees that he shall not engage di-
rectly or indirectly in any form of business or professional activity of any
nature without the written approval of the senior partner first had and ob-
tained.” (Note: — No reference is made as to senior partner’s activities)

“None of the junior partners shall engage in any dealings or transactions
with, or represent, act for or serve any person, partnership, firm, association
or corporation without the consent of the senior partner, or whom or which
any of the partners shall previously, in writing have requested him not to
trust, deal with, transact business with or serve.”

“Each of the partners who shall own or operate an automobile shall, at all
times, maintain policies of insurance against liability for damages to property
and against liability for personal injuries, the latter policy to be in the amount
of at least §______ for injuries to one person, and §________ to more than
one person, resulting from the ownership or operation of such automobile.”

“Each partner agrees that if he prepares for publication articles pertaining to
professional work such as that done by the firm, the periodicals to which they
are to be submitted and the general tenor and character of the articles are to
be approved by the firm. Among other things it shall be at the discretion of
the firm whether the firm name appears in any way in connection with the
articles, and the firm is to have the privilege, if it so desires, of copyrighting
and reprinting any such articles.

Partners must notify each other of outside activities. Each may not . . . buy
stocks or bonds on margin.”

“Without the consent of his co-partners no partner shall engage directly or
indirectly in any business whatsoever in competition with or incompatible
with the business of the partnership.”

“Each partner shall devote his entire working time and energy to the business
of the partnership. No partner shall engage in any other business or become
an officer or director of a corporation organized for profit without the consent
of his partners. No partner shall, during the continuance of the partnership,
sell, assign, transfer, pledge or otherwise dispose of his interest in the partner-
ship business or assets, except with the written consent of all of the other
partners. ‘

No partner shall sign or endorse a note or any obligation as an accommoda-
tion to anyone other than a partner or the partnership, or become surety on
any bond or undertaking, or make any guarantee of payment or performance
without the consent of his partners.”

One agreement is so worded as to provide in effect that younger
partners must devote full time to business, and partners over sixty five
years of age only such time and effort as they find convenient.
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Some agreements provide that a specified partner serve the firm only
as called upon. This situation covers partners who render only con-
sultation and advisory services. In other cases a partner agrees to devote
only as much time as he reasonably can. These situations usually in-
volve a partner who controls the firm, or is valuable to the firm because
of his prestige or client contacts. Partners who are close to retirement may
also operate on this basis. The following is an example of such clauses:

“That the first party and the second party shall devote all of their time and
attention to the business of the partnership, and shall not, during the term
of the partnership, either directly or indirectly, engage in any other business.

That the party of the third part shall devote as much of his time and atten-
tion to the business of the partnership as may reasonably be requested for
consultations with the other partners.”

Some agreements contain a specific provision limiting the amount of
expenses that may be incurred by any partner for nonrecoverable ex-
penses charged to the firm — such as for entertainment, local traveling,
and similar items. A clause of this kind sometimes avoids disagreements
among partners as to the extent to which such activities should be under-
taken.

Standards to be Maintained

Some agreements contain clauses requiring certain standards to be
observed:

“Each partner obligates himself to maintain a high standard of professional
work and conduct. . . .

Each partner shall make every effort to build up the business as a firm and
not for the individual members thereof.”

“Each of the partners agrees to conduct himself in manner befitting a pro-
fessional man and in strict accordance with the ethics of the accounting
profession and the rules and regulations of the State Society of Certified
Public Accountants and they shall become members of said society and retain
such membership during the period of this partnership agreement.”

“Each partner must be a state-licensed certified public accountant. Each
P : ‘P

partner must be a member of the American Institute of Accountants and a
state society of certified public accountants.”

One agreement states in substance that any partner who commits an
act involving moral turpitude may be required to withdraw.

OPERATIONS

In this section and in the following section entitled Provisions Cover-
ing Death, Retirement, Withdrawal, Dissolution and Related Problems,
the provisions of accounting partnership agreements which have a broad,
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general interest are reviewed and illustrated. The data are based on
an analysis of many partnership agreements, sections of agreements, or
summaries thereof, submitted by members of the American Institute of
Accountants. In addition, data were obtained from a survey made in
the form of a questionnaire concerning common partnership provisions,
to which numerous replies were received from Institute members. Use
was also made of partnership agreements, excerpts, and summaries col-
lected by a committee of the New York State Society of Certified Public
Accountants on which a report was prepared for the benefit of the
Society’s members. To the foregoing the author has added some personal
observations based upon his own experiences, as a partner, in participa-
tion in the survey made by the New York State Society, and in other
activities concerned with the organization and administration of ac-
counting practices.

The information reviewed was representative of a wide cross-section
of accounting firms, both in respect to size and as to geographic location.
However, the material in this chapter is intended primarily for the
large body of small and medium-sized organizations, though many
aspects have universal application.

Agreements vary widely with respect to the number of provisions, and
their complexity, in accordance with the origin and size of the firm,
and the intimacy of the relationship. An organization created by a
merger of two accounting firms will undoubtedly have a comprehensive,
carefully drafted contract. On the other hand, one created by two
friends making their first start as independent practitioners will generally
be governed by an oral, extremely simple and limited agreement.

The fundamental relationships among partners, which provide the
major basis for the agreement, vary widely. At one end of the scale
is the type of firm that is very closely knit; the members collaborate
fully; clients belong to the firm and not to an individual; income is
shared according to a predetermined, fixed plan; and, within reason,
it constitutes an ‘““all for the firm” combination.

At the other end is the loose confederation of individual practitioners.
In this instance the firm provides essentially a means for the sharing
of office facilities plus the advantage each partner may derive from the
representation that he is a member of a firm. Clients belong to the
individual members; staff members belong to specific partners; the co-
operation of partners is limited to matters of office administration mainly,
with some friendly discussion of accounting and tax problems; income
is shared in accordance with fees attributable to each participant less
a proportionate share of office expense. This type of firm constitutes
an “each for himself” arrangement in which the members are associates
rather than partners.

Each of these forms serves the members in the manner they prefer.
It is impractical to indulge in an analysis of which form is preferable.
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Each has its advantages and disadvantages. Undoubtedly, the personali-
ties of the participants dictate the type used.

In between the two extremes cited is a large variety of partnership
patterns. Some lean in one direction with features of the other, and
vice versa. Some patterns change as altered conditions necessitate. Each
agreement, presumably, should reflect the mutually agreeable condi-
tions for association and dissociation.

Many understandings are initiated orally. But as partnership in-
terests acquire substantial value, or as members begin to think of re-
tirement and death problems, the need for a comprehensive, written
agreement becomes apparent. Often the prospective admission of a new
partner is the cause for the preparation of a written agreement. Some
of the agreements reviewed state, at the very outset, that they succeed
oral understandings.

Accounting Records and Reports

Accountants’ partnership agreements commonly make some reference
to the records to be kept, the accounting basis, and reports to be sub-
mitted to partners. The records are not detailed but the basis, cash or
accrual, is frequently stipulated. However, the provision as to reports
is interesting because of the terms as to their conclusiveness.

Since this topic needs little amplification for accountants, a few agree-
ment abstracts are submitted merely for illustrative purposes.

“The fiscal year of the partnership shall be May 1 to April 30. Proper books
of account shall be kept wherefrom the ‘realized gross income’ and ‘net in-
come’ as herein defined, may be ascertained at any time. Such accounts when
properly completed for any fiscal year, after giving effect to the provisions of
this agreement (as evidenced by the filing of tax returns based thereon) shall
be considered to be conclusive and binding upon the parties to this agree-
ment.”

“A general account shall be taken of the affairs of the partnership at the close
of business on the 30th day of June and the 31st day of December of each
year. Such account shall be signed by all the partners, and after such signing,
shall be binding on all and not reopened save for a manifest error discovered
within ninety days thereafter.”

“Said books of account shall be maintained on the basis of a fiscal year ending
and on the cash receipts and disbursements method of accounting.

The books . . . shall at all times be kept . . . in the principal place of busi-
ness of the partnership and each partner shall at all times have access to said
records or any of them.”

“Accurate books of account of all the business transactions and affairs of said
partnership shall be kept, and said books shall be audited by an independent
auditor at least once a year. . . .”

“Full and complete accounts shall be kept of the partnership business, and
the profits or losses determined annually on the accrual basis. . . .”
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“The goodwill partners and the employees holding non-goodwill shares shall
have the right at any reasonable time to examine the books of the partnership
but such right shall be exercised by them personally and not by any agent or
attorney. . . .”

One agreement provides in substance that so-called junior partners,
as a practical fact, are not permitted to examine the firm’s books except
in the event of a disagreement requiring the application of the arbitra-
tion provision included in the agreement. :

There are special provisions for reports to retired partners and to the
estates of deceased partners where they are receiving profit-share pay-
ments from the firm or are creditors. This subject is discussed in another
section.

Capital Contributions

The need for capital is a relatively minor matter in a small accounting
partnership, as is the case with other personal service organizations.
Capital is needed at the outset to equip an office. Funds are required
to finance payrolls and office expenses. In time, earnings retained in the
firm replace the original capital investment. For this reason some firms
do not have capital accounts on their records. Instead, they use titles
such as: personal accounts, profit distribution account, et cetera. Where
payrolls are very large, as in the case of audits of large national corpora-
tions, and a number of engagements are under way at one time, sub-
stantial capital is required. Bank loans are sometimes resorted to in
such instances to relieve the financial strain.

Capital is not always paid in with cash. There are firms whose initial
capital consisted partially of contributions of office equipment and books.
Clients turned over to a firm have, in cases, also been valued and con-
sidered as capital investment.

Some very large firms, and perhaps a few small ones, use shares or
units to represent partners’ capital interests. These shares or units are
transferable under prescribed conditions. Apart from representing capi-
tal they usually carry rights to shares of profit and participation in man-
agement. The rank of partners is determined by the number of shares
owned. Its advantage is in the ease of transfer of interests, but con-
sideration must be given to the danger of the partnership being held
to be an association taxable as a corporation.

The large majority of agreements provide that capital be invested and
retained in the firm in an amount proportionate to the profit-share
arrangement. There are agreements which call for the payment of in-
terest on capital investments, others which also call for the collection
of interest on capital deficiencies. Many agreements make no reference
to interest on capital or deficiencies.

Under the subheading of “Admission of New Partners” in this section
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there is a discussion of the prevalent capital contribution plans for new
partners.

The following are excerpts from actual agreements illustrative of the
types of understandings that are in effect:

“The capital of the partnership shall be ., and shall be contributed
in the following proportions. . . . Any depletion of capital shall be made
good through assessments against all the partners in the above proportions.
The partners shall contribute in the same proportion any additional capital
which they may consider necessary or desirable in the operation of the part-
nership business.”

“The parties agree that the firm shall commence business with a cash capital
of $ __  which shall be separate from their investments in the form of
furniture and equipment, and for that purpose the parties agree to make
cash deposits in the firm bank account upon the signing of this agreement as
follows: (names and amounts).”

“No interest shall be allowed or paid on partners’ capital accounts.”

“Capital: A and B agree to and hereby contribute to the capital of said part-
nership §_______ each in cash; all of the office equipment, furniture, books,
supplies, papers, and other equipment valued at § ______ which are used by
them in their current practice of public accounting; purchased goodwill in the
amount of $ and § in cash for the office cash fund of said
partnership.

C agrees to and hereby contributes to the capital of said partnership
$__ _ in cash.

The partners further agree that the capital of said partnership shall also
consist of such sum, or sums of money, as from time to time shall be required,
and shall be contributed in such portions as shall from time to time be agreed
upon between them.

For the purpose of this agreement the partners shall be considered as having
made equal contributions to the capital of said partnership.”

“The amount of the aggregate capital to be contributed in the above pro-
portions shall be determined from time to time and shall approximate the
amount required to furnish such office furniture, fixtures and equipment as
may be necessary or desirable for the efficient operation of the business, plus
the minimum amount of accounts receivable (consisting principally of uncol-
lected fees) at the end of any month in the preceding year.”

“For the purpose of providing funds to finance the business of the copartner-
ship the profits of the several copartners which have not been drawn out by
them and appearing to their credit on the books of the copartnership are
treated for the purpose of this agreement as the capital of the copartnership.
Each copartner shall be credited on the books of the firm with the profits thus
left in the business by him from time to time. This paragraph shall not apply
to the estate of a deceased partner.”

“It is understood and agreed that each partner will be paid interest at the
rate of __9 per annum on his average monthly investment in the partnership
capital, this interest to be considered as an expense in determining the part-
nership profits.”
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*“The following accounts shall be provided for each of the capital partners:

1. Capital account, in which shall be exhibited the amount of his original
capital contribution, and the adjustments which have resulted from
additional investment or contribution of capital, or of permanent draw-
ings or retirements of capital. This account will also be adjusted to
reflect the fluctuation in the valuation of the goodwill of the partner-
ship. . . .

2. Personal account, in which shall be recorded the respective share of the
profits and losses allocable to each capital partner and his current draw-
ings. . . . This account will also be credited with an amount equal to
6% per annum upon the amount of capital standing to the credit of
the particular capital partner at the beginning of each fiscal year.”

In addition, the following three summaries of actual provisions may
be of interest:

1. The respective investment of each partner is the same pro-
portion of the total investment as his profit-share proportion, and
is represented by his capital account on the books of the copartner-
ship, plus his proportionate interest in any surplus or undivided
earnings.

Capital fixed at $__ and contributed and maintained by
A,B,C, and D in following percentages , — —, — Any de-
ficiency bears interest at 6%, per annum payable to other partners
according to their percentage participations, but this interest pro-
vision may be waived as to any partner if all consent. Interest is
paid at 69, per annum on average balance of each partner’s capital
account, but, unless A determines otherwise, no such interest
shall be paid on any amount in excess of a partner’s required capi-
tal contribution. Such interest payments shall be charged as a firm
expense and paid whether or not there are sufficient net earnings.

2. Capital contributions are required to be made in cash with
the added provision that the required amount may be provided by
the application of 609, of the withdrawable net income of the
partnership.

3. The amounts contributed by each partner are based upon the
percentages of profits or losses of each partner. Interest shall be
credited to partners on their capital accounts and charged or credited
as the case may be on June 30 and December 31 of each year on the
monthly balances in the current accounts provided, however, that
no interest shall be charged for money drawn by way of salary, but
in so far as salary drawings may have been deferred and credited to
current accounts of the partners, interest shall be credited.

Non-Capital Partners

Not all partners are required to make an investment in the firm. This
applies to junior partners in certain instances, and to “working” part-
ners. The prevalence of such exceptions is not known. Opportunities
may nevertheless be provided for such partners to acquire “capital”
interests in the firm as their status in the firm advances. The ownership
of a financial interest is advantageous as an evidence of good faith and
a more binding tie to the firm. It may be facilitated by providing that



18 THE CPA HANDBOOK [Ch. 3

a percentage of the partner’s profit share be retained in the firm until
his capital account has been built up to an agreed amount.

New Partners

The admission of a new partner into a firm, other than non-capital
partners previously referred to, is accompanied by an investment of
capital. If a partner is admitted (rarely) because of his extensive client
contacts, no capital may be required. In such cases, the development
of a financial interest out of profit shares is desirable. Otherwise an
investment is usually made upon or after admission. The investment
may take the form of cash, property (equipment, books, clients, and so
forth) or a combination of both.

Profit Sharing and Compensation Arrangements

The division of income is accomplished by various methods. Each
plan presumably represents the best efforts of the parties to develop that
formula which in the particular case will most fairly and judiciously
compensate them for ordinary and extraordinary contributions to the
firm’s income and growth.

Personal abilities cannot readily be evaluated. Moreover, accomplish-
ments in business often depend on personality as much as on ability.
Some achievement in public accounting is not due to any extraordinary
efforts of accountants but may well result from the growth of small
clients into large ones, or from good family and other associations. These
factors complicate the problem of determining what is a fair method of
division. Finally, the effectiveness of partners and their income-produc-
ing abilities do not remain in the same relationship indefinitely. This
presents the most disturbing problem of all. In other words an arrange-
ment that is deemed satisfactory at an early stage of a firm’s existence
may be inadequate at a later stage, unless some flexibility or a provision
for modification is introduced into the plan to deal with this situation.

A plan that is not eminently fair at its inception, or becomes unfair
thereafter, will create discontent and friction. Failure to correct this
may well result in the resignation of a partner or other dissolution of the
firm. This possibility can be avoided either by providing the mechanics
for flexible division of income in the agreement, or by arranging for
periodic reviews (not too often) of compensation and profit-share plans
to eliminate inequities, if any. Too frequent reviews of the profit divi-
sion basis are not desirable, for in the process some frictions may be
engendered which will have a disrupting influence.

As in all matters of human relationships, the character and personality
traits of the partners will have an important bearing on an agreement.
In one instance two persons may enter into an accounting partnership
almost as into a marriage — an enduring tie — to be united through thick
and thin. On the other hand two rugged individualists may unite with
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the forthright representation that compensation and profit shares will
be constantly measured by recorded contributions of time and fees. Each
of these methods has its good and bad points and is entirely satisfactory
to the parties, within reasonable bounds, because of their attitudes.

The determination of a partner’s contributions to a firm’s profitable-
ness is not a simple matter except where each partner operates virtually
as an individual practitioner and keeps records of his individual income
and expenses. Where there is any degree of co-operation, small or large,
then the accomplishments of any one partner are influenced to some
extent by his associates. It would be odd for the unusual talents of a
partner not to be utilized by his copartners. Similarly the inspirational
value of a partner’s personality may have a direct bearing on the ac-
tivities and performance of his associates. The prestige of one member
of a firm may be of considerable help to the others in securing new
clients. All of these possible interrelationships cannot be recorded, ac-
counted for, or evaluated easily.

In any event, the plan that is adopted should not be too complicated
nor involve too much analysis of effort and accomplishment. Too intri-
cate a plan has in it the seeds of constant discord and strife. Moreover,
it is not necessarily a more accurate or fair method than a simpler plan
because no basis for calculations can be perfect.

Writers on this particular subject stress the many and highly variable
factors that may have to be considered. An interesting illustration of
this is given by Paul E. Bacas in his recent book entitled “The Suc-
cessful Practice of Accountancy.” 8

Prevailing Methods of Compensation and Profit Division

Based upon survey disclosures, the most prevalent plans are:

1. Salary-plus-profit share.
2. Straight profit share.

Other plans are based on the recorded contribution of fees by a part-
ner, or time devoted to the firm’s business, or a combination of both.
Some firms add an incentive element to a profit-share or salary-plus-profit
share plan. The incentive is in the form of a percentage of the gross
fee, for a stated period, of new clients secured by a partner.

Salary-Plus-Profit Share Method

This method provides that partners get an annual salary and that
such salaries be treated as expenses. It is intended that the salary reflect
the time devoted to the firm, variations in productivity, and differences
in the services performed. As to the sharing of the income remaining
after such salary payments, that is based on capital proportions as a
rule, or merely on an established schedule of percentages. Thus, as some
partners increase their activities or as others decrease their activities,
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salary adjustments can be made. The profit share is looked upon vir-
tually as a property right.

This plan is of a type that perhaps should not be used by a newly
formed firm of young members. It is likely that their talents have not
been definitely established or become fully known to each other. More-
over, there will probably be no variations in time devoted to the busi-
ness. In the absence of these factors the salary provision may be pre-
mature.

Straight Profit Share Method

This is the simplest method to establish and to administer. Yet, it
is not necessarily the most equitable plan. It is suitable for a new firm
of young partners and for any firm that prefers a simple formula for the
division of income.

Drawings against profits are usually allowed on a weekly, semimonthly,
or monthly schedule. The drawings are usually less than the anticipated
annual income thereby permitting the “splitting of a melon” once or
twice a year, perhaps leaving a little to be added to the “rainy-day”
reserve.

Income Division Based on Fees Produced and/or Time Worked

Some firms divide income according to each partner’s proportion of
the gross fees by which it is produced. In relatively few cases, time
worked is added to the formula. The latter method appears to be rela-
tively uncommon and the former is not as popular as either of the fore-
going profit-share plans.

The fees-produced method is one which is sometimes used where two
individuals merge their practice and cannot find a simple profitshare
basis on which they can agree. This is a more materialistic approach and
one which is not conducive to the fullest measure of co-operation. Gross
fees do not necessarily yield proportionate net income resuits. Some jobs
are more profitable than others. Therefore, the fees-produced method
more equitably should be a net fees (fees less related expense) method.

Time devoted to the business is not truly a measure of a partner’s
contribution to the firm’s welfare. One may contribute much in the way
of clients and service in little time, and another contribute less in more
time.

Incentives for new clients may at first thought appear a practical,
business-like arrangement. This, however, loses some of its force upon
careful consideration. The obtaining of new clients may so often be
due to the contributions of more than one partner that the attempt to
make an allocation may be disruptive. Some partners are in the nature
of a “catalytic agent”, they are not expected to produce business them-
selves but their very membership in the firm is capitalized on by others.

In this connection the ccmments of Ira N. Frisbee on the subject
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of accountants’ partnership agreements are cited because of their

pointedness:
“Some agreements provide for extra shares of a portion of the profits to part-
ners obtaining new clients and charge them similarly for the loss of clients.
Some specify the number of hours for a base share of profits, with an addi-
tional share for excess hours. These and similar charges and credits would
appear to be unjustified in the usual partnership. The obtaining of clients
and the number of hours of chargeable or of total time do not necessarily
indicate the value of a partner. To make special provisions for profit sharings
on such bases is likely to increase jealousies and misunderstandings when more
important contributions or services by other partners are not recognized.” 9

There are a few agreements which provide that the distribution of
profits is to be determined by the partners at periodic intervals. In some
instances the senior partners have that exclusive privilege. This arrange-
ment, while intended to distribute earnings equitably in accordance with
production, nevertheless creates the problem of frequent review of in-
come production, time devoted to the firm, and consideration of unusual
achievements. As pointed out previously, the criteria can be so vague
and the accomplishments so indefinable that the harmonious relations
of the partners may be disrupted if disagreements are numerous and
sharp. Other than in unusual cases, as in the case of an exceptional
“windfall,” a review should not be made more frequently than every
five years.

Some firms use share or unit devices to establish capital interests and
profit sharing ratios. In such cases there is no unusual problem in
division because the income is divided among the total shares or units
according to the contract terms and the amount allocable to each part-
ner is thereby determined. This arrangement is utilized mainly by large
firms.

Sharing of Losses

With respect to the sharing of losses it is observed that they are shared
commonly in the same proportions as profits. This rule is applicable
where no specific reference is made to losses. However, there are cases
where by arrangement, some partner or partners assume all losses. This
situation prevails mainly where there are junior partners. The motiva-
tion for such exemptions is that the junior partner may not be able to
absorb a loss, or that it might not be good for morale. To protect the
exempt partners against loss, in the event of suit or other contingency,
an indemnity provision is included in the agreement.

It also is observed that some contracts provide that a loss due to wilful
neglect or conduct of a partner is chargeable in full to him.

General Considerations

In the fixing of partners’ salaries or of profit shares the problem is
more one of relationships than the amount allotted to any one partner.
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In other words, it does not matter (within financial bounds) what
partner A’s salary is fixed at so long as, by comparison, that of partner
B is fair and reasonable. The same applies to profit-share percentages.
Obviously the aggregate salaries should be within the firm’s predictable
income limits. By the same token profit-share advances should be less
than realized earnings.

A technical feature of the profit-share provision that is worthy of
note is that it may be expedient to place the profit-share percentages,
salaries, and also the capital interests on a schedule which is annexed to
the agreement and initialled by all or a specified majority of partners.
This facilitates the revision of the schedule in the event of a change in
partners or any of the subject points without requiring a rewriting of the
agreement itself, if the agreement provides for such a separate schedule
and its periodic revision.

Examples of Variation

Profit-share arrangements present more diversity than any other pro-
vision in partnership agreements. Evidence of this situation is found
in the following excerpts from agreements comprising common situations
as well as some oddities.

“The partners shall equally share in all profits and losses.”

“It is further understood and agreed that the partners will share in the earn-
ings and profits of the partnership as follows, to wit:

The parties of the first part (three persons) shall each receive as salaries
$—  per week. The parties of the second part (three persons) shall
each receive as salaries . per week. The partnership profits, after
the deduction of the aforesaid interest and partners’ salaries, shall then be
divided as follows, to wit: Parties of the first part __%, (divided among
names and respective percentages varying), and parties of the second part
—%, (divided equally amongst named persons).”

“. .. the salaries of the members of the firm shall be as follows: (names and
varying amounts). However, the foregoing is subject to adjustment by the
mutual consent of the partners, but shall continue as aforesaid if the partners
are unable to agree on any other adjustment, and the salaries as herein
stipulated shall continue until the partners mutually agree on a change.”

“Profits and losses shall be borne ratably in proportion to the respective
interests of all partners in the net income. The distributive share of profit or
loss of each partner shall be determined by dividing the total shares of inter-
ests in income of both capital and non-capital partners, into the amount of net
profit or loss after the deduction of interest on capital . . . , and by multiplying
the amount so obtained by the number of such interests in income held by
each partner.”

“When, as a result of withdrawal, retirement, death, or other cause, the per-
centage participation of a partner or his estate in partnership net profits is
terminated, such percentage shall be absorbed by increasing the percentage
participations of the remaining partners in the net profits of the partnership
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in the proportions that their respective required shares of partnership capital
bear to the total required shares of all the remaining partners.”

“The profits of the partnership shall be divided annually on such basis as shall
be mutually agreed to by the partners.

Profits will be computed no less frequently than once a year. Partners’ draw-
ings and distributions of profits will be effected as agreed upon by the partners
from time to time.”

“Salaries of partners shall be computed at the end of each month, and each
partner’s account credited with his salary, to be computed on the following
basis:

1. % of the net fees credited to the fees account of each partner,
plus . ..

2. $______ for each hour devoted to office, gratis, or other nonproductive
business time.

The following amounts shall be minimum yearly salaries, and if the respective
salaries as computed under paragraphs (above) amount to less than the fol-
lowing minimums, there shall be credited at the close of each fiscal year to the
respective salary accounts such amounts as are necessary to make up such
minimum salaries: (names and amounts).

Interest shall be computed on monthly balances in salary or drawing accounts
of partners at the rate of % per annum, interest to be charged or credited
at the close of each year and added or deducted in determmmg net earnings
or losses available for division.

Net profits or losses resulting after deducting . . . partners’ salaries, and plus
or minus interest on partners’ drawing accounts (monthly balances at __%
per annum) shall be divided among the partners, in the proportions speci-
fied . .., except that if a partner fails to earn in any year the minimum salary
provided in Paragraph __ then for the purpose only of computing the divi-
sion of profits for such year, the fractions specified in Paragraph __ as repre-
senting such partners’ interest, shall be reduced by a percentage equal to one-
half that obtained by dividing such deficiency by the minimum salary pro-
vided.

The factors so reduced shall be combined with the remaining factors and a
substitute ratio ascertained by which profits for the year will be divided.”

“For the purpose of this agreement all determinations of net income or loss
shall be on the accrual basis of accounting, notwithstanding the partnershlp
reports on a cash basis for income tax purposes.

In lieu of salaries the partners shall be entitled to monthly drawing accounts
based upon the following annual rates (names and amounts).

Net income sufficient to pay such drawing accounts must be earned first, and
thereafter any remaining net income shall be distributed upon the following
basis:

1. Fifteen per cent shall be set aside for employee bonuses: One-third of
such amount to be distributed to. the individual employees on a merit
basis, and the remaining two-thirds according to the following formula:
three units for each full year of service; one unit for each dollar of
monthly salary. Employees with less than one year of service shall not
participate in the formula distribution,
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2. Eighty-five per cent as additional distribution to partners divided in the
following manner (names and percentages).

Should the net income be insufficient to pay drawing accounts in full such
deficiency shall be charged to the accounts of the partners according to the
percentages just listed.

Any partner shall have the right to withdraw the full amount of his distrib-
utable share of net income immediately upon final determination following
the close of each fiscal year. Monthly withdrawals against the distributable
earnings of the current fiscal year in excess of drawing account allowances
may be made by any partner, provided such withdrawals shall not exceed 509
of such excess. The provision with respect to withdrawings against current
interim earnings may be modified as to any partner, with the consent of all
other partners, when otherwise a hardship may result to a partner due to
circumstances beyond his control.”

“Whenever drawings in excess of the proper proportion of the annual salaries
stated in Paragraph ___ shall be taken by any partner, the partners’ accounts
may be adjusted and disbursements made to the other partners from the funds
of the partnership so that the undrawn earnings of no partner shall equal a
greater proportion of the total undrawn earnings than that set forth in Para-
graph ___ above.”

“The senior partner shall be entitled to draw a salary of $_________ per year,
and each of the junior partners shall be entitled to draw salary as follows:
(names and amounts).

All salaries paid to each of the partners as above provided shall be charged to
the expense account of the partnership.

The senior partner shall determine, from time to time, the amount of the net
profits of the partnership to be distributed and the junior partners shall be
entitled to share only in the net profits accruing and/or distributed within the
term of the partnership in accordance with such determination by the senior
partner. The division of net profits shall be as follows:

1. To the senior partner ___9% thereof.
2. To each of the junior partners __9% thereof.

Net losses, if any, sustained by the partnership shall be borne by the partners
in the same proportion.”

“The profits from said business shall be distributed in the following propor-
tions:

1. The parties hereto shall be entitled to receive monthly drawing accounts
as follows:
A$ B C
Such amounts received pursuant to such drawings shall be charged re-
spectively against the share of profits of each of the partners, but the
share of the profits including drawing accounts of the partner (name)
shall be at least & over the full term of this agreement.

2. In the event that the said profits from said business shall be more than
$—, then all such profits over $________ shall be distributed in

the proportions of
A-25%, B -25%, C-50%
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The losses of said partnership shall be borne in the following propor-

tions:
A-1/8,B-1/3,C-1/3”

“Participation Schedule: Attached hereto and made a part hereof is a schedule
designated ‘Participation Schedule No. 1 — Effective , in which
are set forth the names of the several partners, the partners designated as
administrative partners, the annual salary of each partner, the ratios and
units of participation in the distributable profits and stated capital and the
amount of the stated capital of each partner, all as of the time of the taking
effect of this agreement.”

“After the payment of all partnership expenses, the net profits shall be divided
as follows:
(names and percentages)
Irrespective of the amounts produced by the foregoing percentages and irre-
spective of the amount of, or presence or absence of, net profits, the parties
hereto do hereby jointly and severally guarantee to ___________ the following
minimum amounts free from any firm liabilities of any nature whatsoever:
(names and amounts)
Any deficiency required to be met pursuant to the aforesaid guarantee shall

be paidto _______ in or prior to three months following the close of the
fiscal period . . . (and) be met by the guaranteeing parties as among them-
selves in the same proportions as . . . firm losses.

The net losses shall be borne as follows:

(names and amounts)
Losses sustained by the partnership shall be made up by the partners enum-
erated . . . in cash at the end of the year and in the proportions set opposite
their respective names.

For the purposes of determining profits and losses as well as for the purposes
of the minimum guaranteed . . ., each fiscal year shall be considered sep-
arately and profits earned in one fiscal year shall not be offset against losses
sustained in any prior or subsequent fiscal year.

The profits shall be distributed as and when convenient. . . . If any partner
shall not withdraw the whole or any of his share in the net profits, he shall not
be entitled to receive interest (thereon) nor shall he be entitled by reason
thereof to an increase in his share of the profits of the partnership. The part-
ners shall not receive salaries.

A partner shall be entitled to __9% of the first two years’ fees received . . .
from any new client . . . obtained by said partner. Said per cent shall be
charged as an expense of the partnership. For the purpose of this subdivision,
the first two years shall be deemed the period of two years from the date on
which the new client retains the firm. _______ s decision as to whether any
client is a new client and as to whether such client was obtained by a par-
ticular partner shall be final and binding on all the parties hereto.”

“The partnership profits will be divided as follows: Jones (full time partner)
will receive the first $______ profits for the year and the excess will be
divided equally. In the event that the profits do not equal §_______, Jones
will be entitled to receive full amount thereof.

The division of the profits as set forth above, contemplates that each partner
will contribute to the partnership, in business and value of services, substan-
tially the same contribution as was made in (year). At the end of each year,
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the partners will review their contributions in the light of this stipulation and
if it appears that such contributions are materially different from those in
(year) the partners will mutually agree upon a variation in share or the profits
(over $______ ) to which each shall be entitled for the preceding year.”

“The first thousand dollars of net income as hereinbefore defined is
designated ‘the first division of nct income’ and shall be divided equally
among the three partners. The next amount divided designated as ‘first
excess of net income’ over the above sum shall be divided __% to (A) — %
to (B) and __9% to (C). and the ‘second excess of net income’ being the
(balance) shall be divided equally. In the first fiscal year of the partnership
under this agreement the ‘first excess of net income’ shall be $____, and
in each succeeding year it shall be reduced by $_______. The first excess
amount shall not be cumulative if net income earned in any year should fall
short of the amount designated.”

“The losses of the business, if any there be, shall be borne as follows: The
losses . . . up to a maximum of the total of the partners’ salaries shall be borne
by the partners in the same proportion as the salary of each partner bears to
the total partners’ salaries; losses, if any there be, in excess of the total part-
ners’ salaries in any fiscal year shall be borne in the same proportion as profits
are shared.”

“In addition to salaries as hereinbefore provided, each of the partners and
all staff accountants employed by the partnership shall be entitled to partici-
pate in a bonus to be calculated at the end of each fiscal year of the partner-
ship in the following manner:

Each net fee for partnership services shall be allocated proportionately
among such of the partners and staff accountants as shall have performed
services in or in connection with the particular work resulting in such fee.
Said allocation shall be based both on the number of hours of service per-
formed by such partner or staff accountant on the particular work and the
rate per hour as fixed from time to time by the partners as the hourly rate
chargeable to clients for such partner’s or staff accountant’s services. The
amounts thus allocated to a partner or staff accountant shall be accumu-
lated to the end of each fiscal year of the partnership and 50% of the total
amount thus allocated shall be such partner’s or staff accountant’s total
compensation for such fiscal year, and the amount by which such total com-
pensation shall exceed the fixed salary previously drawn by said partner or
staff accountant shall be paid or credited to him. If the amount of the fixed
salary previously drawn by such partner or staff accountant shall be in
excess of his total compensation computed as aforesaid, no bonus will be
earned or paid.”

Various agreements also contain relevant provisions which are sum-
marized as follows:

1. On the determination of net income, salaries are determined
by the Management Board and are treated as operating expenses.
Also there is a provision that “as to any fiscal year when the net
income . . . shall exceed $——_, an amount not exceeding one
half of such excess may be apportioned by the Management Board
to one or more partners . . . for the purpose of effecting additional
compensation for individual service of special benefit to the part-
nership. . . .

2. Partners are to be paid 509, of their earnings plus 109, of
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the total fee from clients introduced by them plus a proportion of
the net earnings after partners’ compensation as above based on the
ratio of the partners’ individually introduced business to the total
business of the firm.

3. The distribution of the profits of the partnership is on a unit
basis, which unit basis is increased as additional partners are ad-
mitted and decreased as partners retire.

4. Profits are divided according to the percentage interests of the
various partners in the firm. Losses are shared by the senior part-
ners proportionately to their interests but junior partners bear no
share of any loss.

Junior partners receive a stipulated salary plus a small percentage
of interest in the business, and the total earnings are subject to
a minimum quantity. However, in arriving at the percentage share
of junior partners in the profits, nominal salary amounts for the
senior partners are first deducted.

The amount of cash drawings which each partner may make
during the year is stipulated.

Administration of the Practice

Partnership agreements, written and oral, may indicate which part-
ners are charged with the responsibilty for policies and other administra-
tive measures, but do not describe or fix the program for managing the
practice. This, of course, is a practical approach because administration
should be left to the daily considerations of those in charge, who, as a
rule, are the members who have a preponderant interest in the firm, and
also the required experience and ability.

Management consists of two major functions. The first deals with
policies —standards for audits, reports, staff, new engagements, fees,
et cetera. The second deals with the supervision of the practice and
observance that set standards are complied with. In some instances
the functions are combined, in others they are segregated. However, a
clear-cut distinction may not be possible with respect to all administra-
tive matters. Generally administration is linked to control and it is
dictated by a majority of the partners in interest except as to matters
where unanimous or other specified agreement is required.

The selection of the person who is generally in charge of administra-
tion is dependent on the constitution of the firm. In an organization
consisting of a senior and one or more junior partners, the senior partner
may reserve for himself full authority. In large firms, commonly, the
senior partners (sometimes referred to as capital, goodwill, or founder
partners, or as members) constitute the administrative partners. Some
of them designate one partner as the managing partner and in some
instances he is compensated for such services. The administration of a
small firm may be shared by the partners in an individualistic manner.
As it grows, and administration becomes more important, one partner
will somehow emerge as the executive and the partners as a group may
deal only with policy questions. Particular phases of administration
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are divided among partners, in many firms, but general policies are fixed
by the partners as a whole.

Many agreements contain no references to administration. Where
they do appear it is usually because the responsibility is definitely placed
in the hands of a specified partner or group of partners. A few selected
illustrations of such provisions are here submitted:

“The partners agree that the general conduct of the partnership business in
respect to relations with clients, employees and others and the general control
of the partnership funds shall be supervised by ’

“Each partner shall have power on behalf of the firm to sign checks, endorse
checks for deposit and sign drafts in the regular course of the business; to
incur the firm liability on notes for loans for the conduct of the regular busi-
ness; to enter into contracts with clients to do accounting work, subject to the
provisions of paragraph ____ (which paragraph permits the managing partner to
reject any proposed work when in his opinion such work would not be to the
best interest of the firm), and to engage upon such work; to engage assistants
for cases and for the office; to render reports to clients; to render bills to
clients; to purchase supplies or equipment; —in general, to enter into any
obligations and exercise any functions which any partner would be called
upon to enter into or exercise in the proper and legitimate carrying on of the
business were he the sole proprietor instead of a partner, — except that the
managing partner shall normally, when available, exercise the above functions
unless one or more of such functions shall be by him specifically delegated to
one of the junior partners.”

“The management and control of all business of the partnership shall be
under the direction of the goodwill partners sitting as a managing board.
. . . One of the goodwill partners shall be chosen by the board as a business
manager who shall be . . . subject to the orders of the managing board.”

“The business and affairs of the partnership shall be managed and controlled
by the administrative partners and all matters involving the general policy of
the firm and its administration shall be decided by the administrative part-
ners. Except as in this agreement otherwise specifically provided, in the event
of any difference of opinion among the administrative partners any matte: or
question shall be decided by a majority in interest of the administrative
partners.”

“The financial affairs and business of the firm shall be under the management
of the senior partner who shall have sole control of its cash funds and final
determination with respect to any and all matters pertaining to the conduct of
the firm’s practice. The junior partners agree to abide by the decision of the
senior partner with respect to all of the activities of the partnership. . . .”

“Mr. —______ shall be the managing partner of the partnership, and,
except to the extent otherwise provided in this agreement, his decision shall
control with respect to the management and conduct of the partnership busi-
ness. Where the provisions of this agreement provide for or require the con-
sent or agreement of the partners with respect to any matter, a decision of a
majority of the partners shall control unless otherwise provided.”

“All matters of policy, procedure, participations, and general administration
shall be determined by agreement of the partners. In the event of inability
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to agree upon any matter except those matters (dealing with withdrawal)
requiring unanimous action by certain partners, the decision of the surviving
active partners in the order that the signatures are affixed to this instrument
shall be final and binding on all parties.”

“The charge or charges for any and all services rendered by the partnership or
any member thereof to any person, firm, association, or corporation, shall be
fixed by the senior partner, or, in his absence, by the manager and adminis-
trative assistant.”

The matter of voting rights is a subject which should get considera-
tion and attention particularly when the partners are not all on an
equal footing. The administrative matters which may require partners’
approval or disapproval fall into two major categories. First is that
group of subjects which involves the partners themselves and matters
of similar importance. Included herein are matters such as admission
of partners, fixing of profit shares and salaries, retirement and death
benefits, et cetera. Second is the group of subjects which deals with
operations, such as hiring of staff, staff salaries, operating policies, et
cetera.

The first group of subjects is ordinarily the province of the senior
partners; the second is open to all partners. Thus, the admission of a
new partner might require 75%, or 1009, approval of senior partners
whereas the question of bonuses to be granted the staff might require a
majority vote of all partners.

Even where all partners are of equal rank, voting rules might be set
up. Some matters may properly be settled by a majority vote: for
example, hiring an extra senior. But the subject of complete dissolution
of the firm and matters of similar importance should perhaps have
more than a simple majority approval.

Usually each partner entitled to vote has one vote, but sometimes
voting representation is given a different basis. This takes the form of
giving each partner voting rights in relation to his share of capital
interest. On this capital apportionment basis, a partner having a one-
third capital interest would have one-third of the authorized voting
power.

Limitations on Partners’ Powers

In a preceding section reference was made to restrictive clauses gov-
erning the activities of partners outside of the firm’s scope. Some con-
tracts, in addition, contain provisions dealing with limitations on the
activities of partners within the orbit of the practice. These restrictions
pertain essentially to administrative matters. Illustrations of the latter
provisions are here submitted:

“Each partner, with the exception of the managing partner, shall consult at

least one other partner, obtaining his consent before doing any of the follow-

ing: Engaging assistants with direct or implied promise of permanency; in-
curring special expense in travelling or otherwise for the purpose of securing
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_business; purchasing fixed equipment; engaging offices and signing leases;
incurring firm obligations for loans; —and, generally, when new outlay,
beyond the ordinary outlay for prosecuting the work in hand, is contemplated.

No partner may make reports to clients without placing copies of such reports
in the firm files.

Whenever practicable, all reports prepared shall be submitted to the man-
aging partner, or in his absence, to one of the other partners before being
sent out, in order that uniformity of style and method may be adopted, and in
order that the work may have the benefit of the consideration of more than
one partner.”

“No notes or any evidence of indebtedness shall be executed in the name of
the partnership without the signatures or written consent of the majority of
the partners who shall represent at least 75% of the partnership capital.”

“No partner shall undertake any firm business, the desirability of which may
be questionable under general firm policies without first submitting the en-
gagement for approval by the management committee.”

“Without the consent of his copartners no partner shall . . . hire or discharge
any employee; compromise or release debts owing to the partnership; make
any contract in the partnership name involving more than $250; sign or
endorse any negotiable paper so as to create a liability contingent or other-
wise on the firm’s part; use the partnership name, credit or property for other
than partnership purposes. . . .

All differences as to policies shall be decided by a majority in interest of the
partners, and no partner shall knowingly do any act in relation thereto con-
trary to the decision of the majority.”

Also applicable is the rather unusual clause in one agreement that
no partner shall perform work which can be done just as well by a staff
member.

Absence on Military Service

Leave-of-absence provisions are not common in agreements, yet one
type of leave — military service — can arise in almost any firm and in-
volve young as well as older partners. Other leaves of absence may be
taken for reasons such as the acceptance of a teaching or research assign-
ment, or to write a book, or to take a position with a government agency,
or for other meritorious purposes.

It is reasonable to assume that such contingencies can be dealt with
satisfactorily as they arise. Nevertheless some forethought, and perhaps
even a provision therefor, may avoid subsequent misunderstanding,
acrimony, or even an impasse.

The following are illustrations of provisions that have been adopted:

“Vacations and voluntary leaves of absence, including voluntary enlistments
as distinguished from enlistment when a draft call is anticipated, shall be
taken as mutually agreed upon. Financial arrangements as to the sharing of
profits and losses, salaries to the remaining partners used in determining said
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profits and losses, capital investment, et cetera, shall be as mutually agreed
upon at the time of such absences.”

“In the event that a partner involuntarily, including enlistment when a draft
call is anticipated, becomes a member of the military services . . . salaries to
the remaining partners shall be credited at the rate of 1509% of the highest
current monthly basic salary paid to accountants employed by the firm, plus
bonus (when such bonus is measured by salary), for the period of such absence,
excluding the first thirty days. Consideration shall be given to vacations not
taken previously or during the current year in determining the end of the
waiting period.” *

“In the event that either of the parties hereto shall be inducted into the armed
services of the United States Government, and actually called for active service,
or in the event of the illness of (specified partners) which may prevent either
from personally attending to the business of the partnership and in the
opinion of the remaining partners it becomes necessary to retain the services
of an outside accountant then and in those events the salary paid to such
employee up to the sum of one-half of the monthly drawings shall be a
charge against the drawing account of either who may be absent on account
of such induction or of such illness, but whatever sum is paid to such em-
ployee over and above one-half of the monthly drawings shall be considered

~ a partnership expense and charged to the partnership business, during the
term of the partnership.”

Admission of New Partners

It is not necessary to deal with this subject extensively in an agree-
ment. One cannot anticipate the firm’'s status at the time of a prospec-
tive admission nor the standing of the candidate. For this reason many
agreements are silent on the subject, but some deal with it very briefly,
touching on one or more of the following aspects:

1. The minimum percentage or number of partners’ votes required for affirma-
tive action.

Class of partners which may vote on admissions.

Whether or not a capital investment is required.

Whether or not a payment is to be made for goodwill.

Effect of admission on participation percentages of retired partners and
interests of estates.

AN ol

Questions such as the profit share, salary, if any, and other pertinent
conditions for the new partner can be considered only when the occa-
sion arises.

In the sections of this chapter dealing with goodwill and with capital
contributions there will be found certain references to new partners.
Examples of how admissions are dealt with in agreements reviewed are
contained in the following excerpts:

“Additional partners may be admitted on such terms and conditions as are
agreeable to all active partners, but the admission of additional partner or

* Author’s note: It is presumed that the partner on leave continues to draw his usual
allowance during all of his absence from the firm. :
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partners shall be on such a basis that it will not reduce the share of a with-
drawing partner or the estate of a deceased partner.”

“Eighty per cent in interest of the partners shall have the right to admit
additional general partners.”

“In the event that the number of administrative partners shall at any time
be reduced to less than five by the death, retirement, or withdrawal of an
administrative partner or otherwise, then within six months thereafter a new
administrative partner or partners shall be chosen by a majority in interest
of the remaining administrative partners, it being the intention that the
number of administrative partners shall never be less than five for any period
of longer than six months.”

“The withdrawal or death of one or more partners, or the admission of one
or more new partners, shall not terminate this agreement. . . . Any additional
partners admitted shall be required to become parties to this agreement as a
condition to admission to the firm and shall sign the original of this agreement
as evidence thereof at that time.”

Junior Partners

References to junior partners appear in various sections of this chap-
ter. However, the subject is well deserving of discussion in a centralized
manner due to its importance and great interest.

The creation of junior partners becomes increasingly important as
a firm grows, and as partners become overburdened, or reach an advanced
age. Another factor of considerable influence is the desirability of re-
taining, permanently if practical, staff men of unusual talent and capac-
ity. It appears that the purported complexities of the junior partner
problem are probably overrated. Anxieties as to the difficulties that
may develop from the addition of a junior partner to the firm are often
found to be unwarranted in actual experience.

If a firm is to be perpetuated, new partners must be added. As senior
partners disappear from the picture, junior partners should be able to
step into their places. Likewise, the ranks of the junior partners can be
filled from the staff, which is one of the opportunities that can be held
out to the rank and file.

Small firms are not necessarily barred from having a junior partner,
or even two. It is reasonable to expect that a junior partner will con-
tribute more to a firm than a staff man. The pride of position and a
new sense of responsibility will inevitably reflect themselves in a greater
interest in client relations, profitableness of the operations, and in the
securing of new clients. Moreover, the increased compensation, if any,
may soon be offset by the benefits that will accrue from the increased
enthusiasm and effort.

The duties of many junior partners vary little from their duties as
senior accountants, supervisors, or office managers. They do, however,
participate in partners’ meetings but they are not privileged to vote
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on every issue. Certain issues, as reviewed elsewhere, and representing
matters such as admission of a partner, adjustment of partners’ salaries
and profit shares, retirements, et cetera, are reserved for senior partners.
In time, they may be assigned, or assume with implied approval, new
or more important functions. This is a matter of natural development.
Junior partners should be trained to assume greater responsibilities
as conditions warrant.

Eventually, in the course of years, the junior partner or partners as-
sume increasing responsibilities and the senior partner or partners re-
duce their activities. In this process the distinction between junior and
senior partners gradually diminishes. The stage is then reached where
the only difference between them may be in capital shares, profit shares
or salaries, and finally, many junior partners become senior partners.

Relations Between Junior and Senior Partners

The common provisions governing the relations between senior and
junior partners are here reviewed in somewhat condensed form because
they also appear elsewhere in the topical sections. Illustrative of the
most frequent type of arrangements are the following excerpts from two
agreements:

“A majority in interest of the partners shall have the right to introduce as
non-capital partners such members of the staff or other individuals as they
may see fit under separate agreement as to salary and other remuneration,
with or without interest in profits, and with an agreement to indemnify them
against liability for losses or debts of the firm; no such agreement, however,
shall entitle such persons to a voice in the management or to any additional
(death, involuntary retirement . . .) benefits but any interest in profits so
granted to such non-capital partners shall be treated as an expense and be
deducted before determining the (earnings . . .) of the partnership.”

“The senior partner shall have the right to require the withdrawal and resig-
nation from the partnership of any junior partner by reason of conduct
deemed by the senior partner to be injurious or detrimental to the partner-
ship. In the event that such right be exercised, or in the event of the volun-
tary withdrawal or resignation of a junior partner, . . . there shall be paid to
the withdrawing partner in full for all of his right, title, and interest in and
to the partnership, a sum equivalent to the amount payable to him as salary
for a period of __ months together with the amount of his credit balance
upon the books of account of the partnership. There shall also be paid to
him, within __ days subsequent to his withdrawal or resignation, a sum
equivalent to his share of the net profits of the partnership accrued to the
close of the second month after which such withdrawal or resignation shall
occur.

Such retiring or withdrawing partner shall, upon request, make, execute or
deliver such instruments and perform such acts as the continuing partners may
require in order to more effectually vest in them all of his right, title, and
interest in the partnership.

Such retiring partner shall not at any time solicit or perform the work of any
clients of the partnership and shall not at any time disclose to any person,
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firm or corporation the name of any client or clients of the partnership, or any
of its transactions, and such retiring partner shall not at any time use the
firm name, nor, either in conjunction with his own name or otherwise, use
the words ‘formerly of’ or ‘late of’ or any other combination of words con-
taining the firm name.”

Financial Arrangements

With respect to the subject of financial arrangements, there is con-
siderable latitude, and accordingly marked variations are found to pre-
vail. The dominant pattern is a salary plus percentage of profits, yet
some junior partners do not receive a profit share. Instead they get
bonuses. The bonus plan, while not as definite as a profit-share plan
obviates the need for opening the firm’s records to the junior partner
and of making explanations of abnormal items. Moreover, in many
instances the profit-share plan is not such in reality because junior
partners are not required to share loss and are even assured a minimum
annual remuneration. Any fair and reasonable financial arrangement
will usually be found satisfactory to the prospective junior partner, par-
ticularly where there is no doubt as to the integrity of the other parties.
There is no doubt that the title “partner” has a tremendous appeal and
a reasonable arrangement can readily be worked out in this atmosphere.

The course followed in each instance reflects to an important extent
the character traits of the individuals. Men who are trusting, generous,
and of an understanding nature will make arrangements that are more
liberal than those made by men who are not similarly constituted. In
addition, firms that have a highly profitable practice can afford to be
more liberal.

Likewise, the personality of the junior partner, as reflected in evi-
dences of his loyalty, appreciation, trust, and understanding, will in-
fluence the partners in the formulation of the arrangements. The staff
man who creates the impression that he is interested mainly in monetary
rewards, or that he is of an overly suspicious nature, will be dealt with
in a more controlled and rigid manner than one otherwise constituted.

In the consideration of the salary to be paid there is no need for any
immediate material adjustment as a result of the admission to partner-
ship. The gain can come from the profit share, enlarged expense allow-
ances, life insurance protection paid for by the firm, and other inci-
dental benefits. Thus the fixed overhead need not necessarily be in-
creased. Profit-share percentages start at rates varying from 19, to 59
commonly, dependent on the amount of the senior partners’ salaries and
whether they are treated as expenses for profit-share purposes.

Some firms provide that junior partners share in earnings over an
annual minimum. This minimum may be the average earnings of the
past five years. In such instances the salary should be as adequate as
possible and the profit share higher than would otherwise be allowed.
It must always be borne in mind that the junior partner should be able
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to maintain a standard of living consistent with his position. Moreover,
care must be taken not to create a situation whereby a new partner is
disillusioned by failure to earn any profit share because of an abnormal
minimum.

The advancement of a junior partner should be more frequently by
salary adjustment than of percentage of profit. Changes in profit shares
are a more delicate subject than changes in salaries. In the latter respect,
and as will be noted in other respects too, the problem of junior part-
ners is not entirely dissimilar from that of senior partners.

There are firms that do make their books and financial statements
available to junior partners from the outset. Others do not start on this
basis but change to it in time, whereas still others never do, though a
profit-share arrangement exists. If there is complete trust, a serious
question may never arise but in the event of a withdrawal full dis-
closure may then be demanded. Mention should again be made at this
point that some agreements contain limitation periods after which no
claim may be raised by a partner for an accounting .

As to limitations on the activities of junior partners within, and outside
of, the firm, they are subject, of course, to all of the limitations placed on
all partners by the terms of the agreement. In addition they are also
subject to certain subordination to the senior partners with respect to
administrative and policy matters, and the initiation of new engagements.

Capital contributions are not usually expected from junior partners.
However, in time they may be encouraged to permit part of their profit
shares to accumulate in the firm and to earn interest if interest is paid
to other partners. Some firms may make a capital contribution a condi-
tion for admittance and there are instances where an interest in the firm
is actually purchased from the partners. These are unusual, however,
and are apt to involve men who have not been taken in from the ranks.

Separation or Withdrawal from Firm

The provisions dealing with the broad subject of separation from the
firm require careful attention for junior partners as well as for senior
partners. Retirement benefits may be available to a junior partner
(usually a remote situation) after a specified number of years of service,
in amounts proportionate to the senior partners’ benefits. This pre-
sumes that such benefits are available to senior partners. Death benefits
are more frequently available to junior partners, through life insurance
or by payments from the firm to the estate. The benefit payments by
the firm should be based on years of service, annual earnings, and finally,
should be in reasonable proportion to the payments to senior partners.
In the two foregoing respects the consideration should be similar, at
least, to that which would be accorded an old, faithful executive. Social
security benefits may, of course, be taken into account, if any will be
received.
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Where withdrawal is involved, by voluntary action of the junior
partner or by a demand for his resignation, certain protective provisions
should be considered. These provisions may be in the partnership
agreement or in a separate agreement with the junior partner. They pro-
vide, as a rule, that the junior partner upon separation from the firm
will not communicate this fact to clients, will not solicit them, will not
advertise his former association, or in any other way take advantage
of his former connection. There are some agreements which provide
some security against violations by this method: a part of the junior
partners’ earnings are retained by the firm; only part is paid to him upon
his withdrawal and the balance is paid to him in two or three years
if he has lived up to the conditions of his contract.

Whatever amounts are due a junior partner on account of balances
in his capital or personal account are paid out on the same terms as, or
shorter terms than similar distributions to senior partners.

Matters of illness and incapacity of junior partners are dealt with, in -
the few instances observed, on a scale considerably below that affecting
senior partners. It is likely that, despite the absence of such a provision
in an agreement, upon the occurrence of serious illness or incapacity the
firm will take some steps to provide aid.

With respect to military service, little specific reference thereto ap-
pears to exist. In a few instances the agreement provides that a junior
partner is to be restored to his position on his return and some minimum
benefits paid to him during his absence. Nevertheless, though many
agreements are silent on this point, it may in any event be the intention,
and the practice of some of the firms to act similarly.

Compensation for New Clients

Some provision should be made for clients obtained by junior part-
ners. Whether there should be extra compensation therefor, and how
much, are not questions that can easily be settled satisfactorily. Un-
fortunately, like many other situations, it depends upon the circum-
stances in each case. Good support can be found for either side of the
issue. It may be argued as follows: Where the profit share and salary,
if any, are generous, and the junior partner is closely integrated with
the senior partners, and his continued progress is reasonably assured,
then obtaining clients for the firm may call for no extra reward unless
such payments are, as a matter of policy, made to all partners.

Where, on the other hand, the junior partner’s annual earnings are not
on a very satisfactory basis, then some reward, in the form of an annual
percentage of gross fees, will serve to raise his earnings and provide in-
centive for trying to develop more new clients. Others may argue that,
regardless of compensation status, all partners have the obligation to
do everything in their power to advance the firm’s interests, and devel-
oping new clients is just one phase of the fulfillment of this obligation.
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Some junior partners may be satisfied to receive no extra remuneration
in the belief that they may thereby assure or expedite their {urther ad-
vancement in the firm.

It is of interest to note that other titles than that of junior partner
are in use, to wit: non-goodwill partner, non-capital partner, nonad-
ministrative partner, and the term associate. However, the last term is
also used for semi-independent staff men who have some clients of their
own and yet continue to serve the firm, their names appearing on the
firm’s letterhead. Some firms avoid classifying partners. Since their
profit-sharing arrangements are such as to call for divisions of income
according to value to the firm, and salaries are fixed according to ca-
pacity and experience, and administration of the firm’s affairs is naturally
centered in experienced hands, they find it unnecessary to make any
formal distinctions.

Miscellaneous Provisions

The following subjects are elementary provisions in partnership agree-
ments and, because of their obvious nature, require no discussion. They
are nevertheless set forth because of their place in the list of provisions
to be considered.

Scope of Practice

This is usually a reference to accounting and tax services though in-
stances were noted where cost systems and other services were specified.

Operating Area — Location of Office

Some agreements define the area in which the firm may operate, others
impose no such limitations. Most, however, disclose the location of the
main, or only, office.

Branch Offices

The only references observed as to branch offices are those which
provide that offices can be opened in any cities decided upon by the
partners. As to the conduct of branch offices, that is an administrative
problem and is rarely included in agreements.

Firms having branch offices sometimes create the classification of resi-
dent partner to designate a person who participates only in the profits
of the office in which he is active. Sometimes branch offices are managed
by a person designated as resident manager, with or without a profit-
sharing interest.

Resident partnerships and resident managerships are usually created
under separate agreements, apart from the firm’s general partnership
agreement. All of the usual provisions dealing with capital investment,
shares in profits, salaries or earnings, retirement, withdrawal, death, non-
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competition, and so on, require the same degree of consideration in a
resident agreement as in the general agreement.

Duration of Agreement

There is a considerable degree of variation in the agreements reviewed
with respect to the period of duration. Some terms are of a definite nature,
ranging from one to ten years, usually with provisions for automatic
renewal unless notice is given, within one to six months prior to the
expiration date, of an intention not to renew or to seek amendment.

A considerable number of agreements specify no term. This arrange-
ment does not preclude revisions or retirements, and is probably more
realistic than the limited term agreement. The short term contract
may appear to be advantageous to some in that it permits easier revision
and termination.

Binding Effect of Agreement

The well-drafted agreements usually carry the provision that the
agreement is binding on heirs, assigns, executors and administrators.

PROVISIONS COVERING DEATH, RETIREMENT, WITHDRAWAL,
DISSOLUTION AND RELATED PROBLEMS

It has frequently been stated that it is easier to get into a partnership
than out of it. (This is borne out, to some degree, by the fact that the
major portion of many agreements is devoted to withdrawal, death, re-
tirement, and related provisions.) This is particularly so in the case of
smaller firms where initial agreement is likely to be restricted to only
immediate needs, and broad and detailed revision is left for later.

The subjects of retirement, withdrawal and death of a partner alone
warrant a written agreement. In these instances, more than any other,
advance understandings are desirable. This is so for several reasons.

Because no two people can be expected to reach identical conclusions
years later, as to how to deal with one of the subject problems, there
is a great likelihood of disappointments and misconceptions. Regardless
of how well-intentioned the parties may be, the valuation yardstick used
by each of them will vary and consequently there are bound to be dif-
ferences. It does not follow, patently, that differences cannot be compro-
mised and all concerned be satisfied. But it does not always work out
that way. Moreover, changing conditions may even affect the person-
alities and attitudes of some persons. The addition of new partners,
also, might create difficulties at a later date.

In a recent case, two members of a firm were forced to seek outside
advice in reaching an agreement on what should be done for one of
them who desired to retire because of age. In this instance, the two had
been pleasantly associated for many years and had previously given no
thought to retirement. Despite the best intentions and sincerity, the
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valuation yardsticks used by each varied considerably. It was obvious
that the differences, though reconcilable, must have been disturbing and
that some disappointment had thereby been engendered. There is no
doubt that the wind-up of years of association could have been far more
wholesome and gratifying had there been no need to work out a retire-
ment agreement at that late date.

An advance accord, modified as necessary to reflect changed condi-
tions, is essential for those who recognize the need for estate or other
long-term planning. It is in order for young people to engage in long-
term planning more so perhaps than older ones. At present, it takes
much longer to build up a retirement fund and income than ever before.

The ease of mind created by an agreement covering at least the es-
sentials, unconsciously if not realizingly, will prove to be an important
factor in the cohesiveness of the partners.

This section deals essentially with the separation of partners from
their firms. Such separations occur in the case of death, retirement,
withdrawal, dissolution, and leave of absence.

In the case of retirement, it may be:

1. After reaching a specified age, or having completed a stated number of years
of service.
2. Because of a permanent disability.

Withdrawal from a firm may be for any of the following reasons:

1. To go into business, practice alone, or with another firm (or to some other
field).

2. Expulsion from the firm.

Leave of absence from the firm may be due to military service, other
temporary engagements, or illness.

Each of these separations has varying considerations and problems
and is therefore treated individually herein. All of the major attendant
problems of each separation, such as goodwill, liquidation of capital and
personal accounts, noncompetition provisions, et cetera, also are discussed.

Death Provisions

The need for a plan for liquidating the interest of a deceased partner
is one of the most impelling motives for a partnership agreement. It is
a ‘‘progressive” provision requiring change as the firm grows to insure
that the terms are realistic and consistent with the changed position.
After a certain stage has been reached revision may be required only at
long intervals, if at all.

Certain of the death provisions are of an invariable nature. These
provide for paying out a partner’s capital and other credits due him. But,
as a firm grows in age and affluence it may add new elements such as
payments of death benefits to the widow or to the estate, and payments
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for goodwill, where such is recognized. Moreover, it may increase such
benefits as improvement in its position warrants.

As to the liquidation of the capital and other credits due a partner,
this procedure is described in a later section of this chapter.

Varying partnership organizations call for correspondingly different
methods of acquiring a deceased partner’s interest. To illustrate, a firm
consisting of one senior partner and several junior partners has a dif-
ferent problem from one having two equal partners. A firm having
many partners generally has less difficulty financially than one with few
partners. But where the partners are all approximately of the same age,
several deaths may occur within the course of only a few years. This
possibility should not be disregarded.

The date of terminating the interest of the deceased is important. It
can, and should be fixed as of the close of the partnership fiscal year un-
less there are compelling reasons for some other termination date.
Whether or not the partner’s estate is to receive a share of the income
between the date of death and the end of the year is a matter for agree-
ment. Frequently, the partner’s profit share is continued to the end of
the year.

As to the form of the disposition of the interest, relatively few agree-
ments refer to it as a purchase of the deceased partner’s share in the firm,
most contracts referring to it as the liquidation of his interest or the
reversion of the interest to the surviving partners or to the firm. Each of
these methods may have different tax connotations and tax benefits to the
estate and the surviving partners may well exercise the decisive influence
in the choice of a plan.

It has been observed that in some instances estates or widows are con-
tinued as if partners in that they share in the profits (not losses, in some
cases) for a specified period of years. The validity of such arrangements
for a professional firm must be carefully checked with state statutes and
with the rules of ethics or professional conduct of the national and state
accounting societies.

In one instance the following provision was made for a partner’s
widow:

“Beginning with the first day of the following fiscal year the widow of the

deceased partner shall share in the partnership profits so long as she remains

unmarried or is charged with the support of minor children of the deceased,
or for a period of ten years from the first day following the close of the current

fiscal year in which the said partner shall have died, whichever is longer; with
the share to such widow computed as follows . . .”

The agreement goes beyond the widow, providing in addition as
follows:

“If wife does not survive partner having minor children, or minor children

survive wife after death of partner, profit sharing above shall be made instead

to the legal guardian of the child or children for use in their support until
the youngest becomes of age, at which time profit sharing ceases.”
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These plans may involve interesting tax considerations.
An instance of the continuance of the estate as a member of the firm
is illustrated in this clause:
“The estate of a deceased partner shall continue as a member of the partner-
ship for a period of three years as hereinafter provided, and shall participate

in the net earnings but not the net losses of the partnership, but such estate
shall have no voice in the administration of the affairs of the partnership.”

The Rules of Professional Conduct of the American Institute of Ac-
countants do not preclude the inactive affiliations of a retired partner or
of an estate of a deceased partner for the sole purpose of a sharing of
income for a specified period. However, it would not be proper to make
an executor a partner, with all of the rights and priviliges of one, unless
that person was a certified public accountant and not otherwise un-
qualified. This point is touched on by John L. Carey in “Professional
Ethics of Public Accounting” (pages 70-71) and the following is an
excerpt therefrom:

“It would be improper for a firm practicing as certified public accountants

to include as a partner any person who is not a practicing certified public
accountant and whose qualifications do not justify the designation or descrip-
tion of the firm as used. An arrangement could be made whereby the widow

of the deceased partner would receive a share of earnings, based on her hus-
band’s goodwill value in the firm, without making her a member of it.”

The participation by an estate in a firm's profits for a period of years
is held to be proper within Rule 3 of the Rules of Professional Conduct
of the American Institute of Accountants in this statement by Mr. Carey:

“. .. the deceased partner’s estate shall be entitled to share in the profits of the
firm for five years. The attorneys question whether this would be in violation
of Rule 3. There appears to be nothing objectionable from the point of view
of the Rules of Professional Conduct of the Institute in the proposed provi-
sions of the partnership articles submitted.”

The purchase of a deceased partner’s share is illustrated in the follow-
ing excerpts:

“In the case of the death, incapacity or retirement of a partner the remaining
senior partners have the right to buy such partner’s interest in accordance
with their relative interests in the business prior to such purchase.”

“No partner shall have any right, title or interest in any of the specific assets
of the partnership, such as files, records, papers, equipment, and so forth, but
his proportionate interest therein shall be expressed only in the dollar
amount of his capital account as set forth above. In the event of the death of
any partner (or voluntary withdrawal, as specified in another clause) each for
himself binds his heirs, executors, administrators and representatives to accept
the amount of his capital account in full settlement of all his interest in the
partnership assets; and the surviving and continuing partners agree to pur-
chase, on that basis, the net interest of any decedent (or retiring partner) in
the assets of the partnership and assume and agree to pay all partnership
liabilities,”
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Other known death benefit plans are summarized very briefly to disclose
futher the variety of patterns:

1. A comprehensive agreement covering senior and junior partners,
provides the following payments in addition to capital, loans, et cetera:

Estate of deceased senior partner receives:
a. A specified dollar amount for relinquishing its right or
interest in the firm name — payable over a 5-year period.
b. A stated percentage of net profit, before partners’ salaries,
for five years, but not to exceed a stated maximum.
Estate of junior partner receives only the benefits in item (b)
above but in a lower percentage and lower maximum.

The partners covenant, each with each, that in the event of the
death or retirement of a partner: (1) The sum of his capital account
and of his personal account (including all credits which would be
due him .. . were he an active member up to the end of the month
of his death or retirement) shall be paid in cash, without interest, in
four semiannual installments. . . (2) Each partner conveys to the
surviving or remaining partners all his interest in the goodwill and
the partnership name and a majority of the surviving or remaining
partners, if they so elect, may continue to use the partnership name.

2. A suggestion appearing in The Journal of Accountancy, November
1951, page 607, provides the following:

“The beneficiary of a deceased eligible but unretired partner shall be paid
one-half his then salary for a normal week during a period of four years after
death; the period for a deceased partner who was ineligible for retirement
shall be fixed by majority vote.”

Typical of many agreements reviewed are the following clauses:

“Upon the death of any partner, the firm shall not be dissolved thereby but
shall continue on the same basis of profit sharing agreed to for the current
year until the close of the then current fiscal year.”

“Upon the death, retirement, or withdrawal of any of the partners during the
term of the partnership the interest of the deceased, retiring or withdrawing
partner in the firm assets and business shall be and become vested in and
transferred to the surviving or continuing partners in proportion of their
participations in the stated capital and distributable profits . . .”

“The legal representatives of the deceased partner shall be deemed to have
assigned, transferred and set over to the continuing partners all of the de-
ceased partner’s right, title and interest in and to the assets of the partnership,
without any further act on the part of said legal representatives and said
legal representatives of the deceased partner shall, upon request, execute,
acknowledge and deliver such instruments and perform such acts as the
continuing partners may require in order more effectively to vest in them all
of the deceased partner’s right, title, and interest in and to the said assets.”

The following is a condensation of certain interesting requirements
of a comprehensive agreement:

1. The estate of a deceased partner is to receive for five years
a stated percentage of the net profit of the firm. These percentages,
however, are lower than the percentages effective when the partner
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was alive. The reduction in the percentage is justified on the
ground that estates do not share losses.

2. A bank trustee is appointed to determine (a) that the agree-
ment is faithfully performed insofar as an estate is involved and
(b) that the interest of a deceased partner’s estate is not impaired.
The bank is given the right to move for a dissolution of the firm to
protect the interest of an estate or estates. In the event of dissolu-
tion, balances due estates are given a priority over payments of
capital to surviving partners.

Agreements generally make it a point to exclude estates and widows
from any voice in management. In the above case a similar provision
exists but the bank is injected as soon as a death occurs to receive copies
of monthly balance sheets and income statements so as to be able to
observe the financial soundness of the firm and to act to prevent loss to
the estate.

Protection of an estate is accomplished by other means in other agree-
ments. One agreement provides that the partners are jointly and sever-
ally liable for the indebtedness to an estate.

In another instance provision is made as follows for the eventuality of
an inadequacy of a firm’s income to make fixed goodwill payments to an
estate, possibly due to a dissolution of the firm. Payment of goodwill
is required to be made from the gross income of the firm or, interestingly,
from fees.

“For any public accounting work engaged in by the surviving or remaining

partners, or any of them, including sums received from and employment by

any corporation, partnership, or individual engaged in the public accounting
business — provided that no surviving or remaining partner shall be liable

hereunder for any part of the collections made by any other party to this
agreement who does not remain in partnership with him.”

Another plan provides that fixed amounts are payable, for five years
after death, from net profit if earned. Net profits of the partnership for
the purpose of this paragraph are to be computed without deduction of
partners salaries as an expense and the payments to the deceased partner’s
estate are deemed an expense payable prior to any compensation to
partners by way of salary, profit share, or otherwise.

One unusually far-sighted provision covers the simultaneous death of
two or more partners, or a mass retirement in this manner:

“In the event that all the senior partners with the exception of one shall
simultaneously die, become incapacitated or decide to retire, payments to

them or their estates shall be subordinated to a fixed salary allowance to the
sole surviving partner.”

Retirement for Age

A retirement compensation plan is one of the long range provisions
in a partnership agreement. Young accountants may be inclined to ignore
it because the prospect is distant. This may not be an entirely impractical
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view except for certain psychological benefits that might otherwise be
obtained. However, on the grounds that an agreement should be reached
when the will to agree is greatest, and when the disturbing effect of the
event is not imminent, this provision should perhaps be considered by
young men. It could have a perpetuating effect on a partnership and
increase the incentive for the development of a firm that will be able
to pension its partners. Federal and state social security benefits, where,
or when applicable to partners may never be a substitute for a partners’
retirement plan, since at best they will probably merely supplement it.

A retirement plan is of advantage to the firm as well as to the partner
who desires to retire. Should there be no such arrangement, a partner who
is not financially independent might resist retirement for as long as pos-
sible, even beyond a proper limit, to the detriment of the firm. Moreover
a partner whose capacity for accomplishment has been materially reduced
by age or disability should make place for a more vigorous partner.

On the other hand, it might be harsh to turn out a partner who has
devoted many years of his life to helping build up and maintain a firm’s
practice, with only his capital account balance to carry on. Capital ac-
count balances often are relatively small sums. The consequences of such
action might well be that the retired partner would have to supplement
his independent income by engaging in a competitive practice.

The retirement benefits contemplated herein do not include any ele-
ment of goodwill, but deal with consideration for years of service to the
firm, and advisory or other services to be rendered after retirement. If
it is desired to give recognition to goodwill in lieu of retirement benefits,
a clear-cut distinction should be made. The grounds for each type of
benefit must be soundly established and the tax aspects determined as
conclusively as possible. An unfavorable change in the income tax status
may materially reduce the benefits to the beneficiary or increase the cost
to the firm.

For the very reason that it is a long range plan, requiring some visuali-
zation of the future both as to general economic conditions and as to what
the firm’s position may be when the retirements become operative, this
subject requires careful consideration. In those instances where all the
partners are of about the same age a dilemma might well develop in the
event of mass retirements or other incidents. The simple solution, how-
ever, and one that is practical for other reasons, is to bring “new blood”
into a firm at reasonable intervals so as to permit older partners to reduce
their activity and eventually retire.

Where a retiring partner has earned unusually large special fees for
the firm, and it does not appear likely that the remaining partners will
be able to continue such earnings, it may be necessary to adjust the re-
tirement allowance so as to avoid undue hardship on the firm. This
would not be an injustice if that partner has been compensated ade-
quately for his unusual contributions to the firm.

Some large firms effect retirement on a two step basis; First the
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partners become advisory partners and are considered to be available
for consultation when needed. This, in effect, is nothing more than their
continuance as part time partners. No reference is necessarily made as to
the time that must be expended in the firm’s behalf. It is sufficient that
they be available for consultation on problems of clients they had super-
vised in the past or as to matters on which they are specialists. The second
and final step is total retirement.

Smaller firms may find this procedure useful inasmuch as it will permit
a gradual transition of a partner, in stages, from active to partly active
to inactive. An arrangement of this nature should be helpful to the firm
in the retention of clients supervised by the retiring partner. Even an
inactive partner may desire some mild form of activity, unless he is
physically unable to render any service. Provision for post-retirement
services need not be made in the agreement but can be dealt with as an
administrative matter.

The use of a limited partnership has developed in instances where it
was desired to continue a partly or fully retired partner in the firm either
for advisory services, for the use of his name, or for profit sharing in ac-
cordance with the retirement plan. These arrangements are not neces-
sarily of the legal limited partnership type where the public is informed
by advertising that certain partners have only limited liabilities, which
arrangements some accountants hold to be unprofessional. Where the
limitation is from within, and the active partners agree to hold the lim-
ited partners free from loss, there seems to be no ground for objection.

The major problems of retirement provisions are the following:

1. The amount of the annual payments.

2. Period of years in which payments will be made.
3. When retirement becomes effective.

Of the firms interrogated in the AIA questionnaire survey, those who
operate with oral agreements reported no benefit provisions for retire-
ment for age and disability. That does not necessarily mean that such
payments will not be made. What may be intended is that the problem
will be dealt with when it arises, according to the means of the firm and
the consciences of the partners.

Only a minority of the firms with written agreements provided for
retirement benefits for age or disability. The remainder probably also
intend to deal with the problem when it arises.

In addition to the retirement compensation, the partner obviously is
entitled to receive payment of his capital, loans to the firm, if any, and
his participation in uncollected fees and work-in-progress if such are not
included in the capital account.

Retirement Allowances

The retirement allowance provisions of two agreements are here de-
scribed in the belief that the details submitted may adequately disclose
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the major factors that must be contemplated in a retirement plan. Ac-
countants should be able to use these data in the formulation or revision
of their own plans, making such adaptations and innovations as they may
require. The retirement for age may be mandatory at a stated age, or
optional with the subject partner, or at the will of a majority of the
partners.

Plan 1

This is applicable to partners of a large accounting firm reaching the
age of sixty-five. It provides substantially the following benefits:

Apart from the repayment of his capital and other credits, the retiring
partner is paid six annual retirement benefits. These payments start at
the end of one year after the retirement (not necessarily the firm’s fiscal
year-end date) and are made annually. Other payment arrangements are
possible if approved by the stated partners.

The total allowance is determined as follows, and is payable out of dis-
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