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Preface to Volume 11

THE first 50 years of the accounting profession’s ex-
istence in the United States, reported in the first volume of
this history, might be described roughly as the period of or-
ganization, of foundation-building, of getting ready.

The following 32 years were packed with action, crisis,
and achievement.

It has been much more difficult to write about the second
period than the first—primarily because more happened in
the later years. To keep this book to a manageable size,
many interesting and important events have had to be left
out—and those left in have not been described in as much
depth as might be desirable. Almost every chapter could be
expanded into a book—and I think it would be useful to do
so. Perhaps this possibility would interest Ph.D. candidates.

What I have tried to do is to show trends—the cause-and-
effect relationships, the reasons why things happened, the
thinking behind them. This, I hope, may provide useful back-
ground for consideration of future problems.

To make the book readable has been a prime objective. It
is not intended mainly as a reference work, but as a narra-
tive of how the profession got where it is. The book needs
to be read through to accomplish its purpose.

To encourage reading, countless details have been omitted.
Dates and names have been mentioned sparingly—the latter
only when personalities seemed to have some significant re-
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lationship to the events described. This approach results in
a gross injustice to thousands of men who contributed sub-
stantially to the decisions and actions covered in this volume.
It is also regrettable that recognition could not be accorded
to all of the past and present members of the Institute’s staff
who have made important—sometimes even brilliant—con-
tributions to the profession’s progress.

I am indebted to Elizabeth Arliss Nicholson for invaluable
help in research and in preparing the manuscript, and also
to the following men who were kind enough to comment on
drafts of various chapters:

SAMUEL J. Broap ErLsworTH H. MoORSE, Jr.
Crirrorp V. HEIMBUCHER ~ LEONARD M. SavoIE

Joun B. INcLIS J. S. SEbMmaAN

ArLviN R. JENNINGS Freperic H. SmrrH

JorN LAWLER Frank WEITZEL

None of these gentlemen, of course, has any responsibility
for the final product.

The raw material for this volume came almost entirely from
the official records, publications, and files of the American
Institute of Certified Public Accountants, from public records
such as SEC releases and Congressional committee hearings—
and from my own observations.

For general background I relied on Samuel Eliot Morison’s
The Oxford History of the American People, Oxford Univer-
sity Press, New York, 1965.

Jor~ L. CArey

Salisbury, Connecticut
December 16, 1969
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CHAPTER 1

The Drive for
Better Financial Reporting

NINETEEN THIRTY-SEVEN was a jubilee year for the
American Institute of Accountants. Its direct predecessor, the
American Association of Public Accountants, had been founded
in 1887, The fiftieth anniversary celebration held at the Wal-
dorf-Astoria Hotel in New York was a brilliant affair.

For the first time in 15 years, the certified public account-
ants of the United States had completed a year under the
banner of one national organization. The American Society
of Certified Public Accountants had merged with the Institute
the year before. Membership had spurted, activities had ex-
panded, and prominent members of the Society had been
brought into the Institute’s official family. Relations with the
state societies had been strengthened. Altogether the outlook
was encouraging, and the mood of the 1,500 members in at-
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tendance at the fiftieth anniversary meeting was one of opti-
mism and goodwill.

However, the nation and the world were in a state of con-
fusion and apprehension.

President Roosevelt’s New Deal had been bitterly fought
by the business community, whose members feared that the
rapid extension of the federal government’s power into eco-
nomic and business affairs was leading toward socialism and
dictatorship.

In truth, as Samuel Eliot Morison says, “The New Deal
seemed newer than it really was, partly because progressive
principles had largely been forgotten for 13 years, but mostly
because the cards were dealt with such bewildering rapidity.”
New laws were passed and new federal agencies were created
with dazzling speed. It was difficult for businessmen—and
accountants—to keep up with the new rules of the game.

Disillusionment with the capitalist system had been a re-
action of many Americans to the hard years of the depres-
sion. In 1937 there were still some ten million unemployed,
down less than three million from the high point of 1932.
Discontent with the American system led to the formation of
both fascist and communist groups in the United States. “Polar-
ity being a weakness of intellectuals,” says Morison, “many
decided to save America by embracing one of the two com-
peting ideologies in Europe—fascism and communism.”

The American fascist movement made little progress, but
communists infiltrated organizations of farmers, labor unions,
and various political organizations which consciously or un-
consciously served as fronts for policies that were dictated in
Moscow.

Economically, socially, and politically the United States in
1937 was in some disarray. The uneasiness of the business
community was reflected in the most important address at
the Institute’s fiftieth anniversary celebration, delivered by

1 The Oxford History of the American People, Oxford University Press, New
York, 1965.
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Robert H. Montgomery, as retiring president of the Institute.
His opening words were, “There is a war of ideas sweeping
the world.”

Montgomery’s Farewell Adderss

This speech was the last one made by Colonel Montgomery
as an officer of a professional accounting society. This re-
markable man had first come to prominence at the Inter-
national Congress of Accountants in 1904, 33 years previously.
Together with George O. May—who, by coincidence, had also
achieved professional visibility at the 1904 Congress—Colonel
Montgomery had been in the vanguard of the profession
throughout the intervening years. Mr. May was respected by
most practitioners as the profession’s philosopher, planner,
and strategist, while Colonel Montgomery was widely regarded
as the activist, the fighter, the leader of the rank and file.

In his valedictory statement in 1937, Colonel Montgomery,
at the age of 64, after 45 years of professional activity, offered
his candid view of where the profession stood and where it
ought to go.

He said quite frankly that, while the accounting profession
had advanced rapidly, most of its members were only partly
trained: in spite of themselves, certified public accountants
had been thrust into a position of vital importance in the
community. But, he continued:

. . we cannot be sure that our relations with government, busi-
ness and finance will remain static.

Fifty years ago in the United States the public accountant was
little known, little recognized, little wanted. His virtues were un-
heralded, unsung. He was little known because his kind were few
and because enterprises were relatively small, and in most cases their
accounts as well as their affairs were supervised by the owners. He
was. little recognized because the matters which were referred to

3



him at that time were relatively unimportant, and this unimportance
tended to reduce him, to the level of a clerk. . . .

Even when he was most needed it was feared that the employ-
ment of public accountants would be looked upon as evidence of
suspected fraud or irregularity, losses and doubt regarding financial
strength, Even when business grew bigger and public accountants
were a little better known, there was a reluctance to call one in. As
late as 30 to 40 years ago many investigations by public accountants
were made secretly, often at night and on Sundays. . . .

We must admit that the steps in our ascent were not easy ones.
When recognition is grudgingly accorded it is more vulnerable than
when it is gladly acclaimed. We cannot compare the accountant
with the doctor of divinity or the doctor of medicine. .

We are here today because there was and is a need for us. That
demand will continue as long as people feel a need to know the
truth, whether or not it hurts. . . .

Our profession always has had a vision—this urge to find and
tell the truth—and we should cling to it and continue to strive for
its accomplishment. I do not want to see our growth depend on
anything else than that which has made us what we are today.
We shall retain our strength just as long as we retain our inde-
pendence—no longer.

Colonel Montgomery warned the profession not to assume
virtues or abilities that it did not possess, which could lead
to expectations that could not be realized: “We would like
to be taken for what we are and no more.”

In discussing the protection of investors, he said, “If ac-
countants are to have any part in assisting . . . to avert an-
other panic, I think it will have to take the form of some
publicity of earnings per share. For example, would it not
check unwise speculation if anyone buying stock selling at
more than 20 times current earnings were required to pay for
it in full?”?

The address concluded with an appeal to the profession to
fight: to fight to raise standards, to expel members guilty of
unworthy conduct, to achieve a sane federal income-tax law,
to preserve the prestige of the CPA certificate, to encourage
sound business practices, to maintain the independence of
accountants from private or governmental pressures, to pro-
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mote clear financial statements and full disclosure, and finally,
“Let’s fight weasel words. Let’s fight bunk whenever and
wherever it appears.”

He was strictly “on target” as the next few years would
demonstrate.

Pressure for Better Financial Reporting

Prior to the stock-market crash of 1929, there were no au-
thoritative standards governing corporate financial reports. As
early as 1926, however, George O. May perceived the need
for some rational conceptual foundation on which the respon-
sibility of independent auditors could be based. He also saw
that, lacking any statutory underpinning comparable to the
English Companies Acts, the accounting profession would have
difficulty in establishing authoritative ground rules which cor-
porations would feel obliged to follow in their financial state-
ments. By enlisting the co-operation of the New York Stock
Exchange, which did have authority over listed companies,
he and his associates on the Institute’s committee on co-
operation with stock exchanges were able to break new ground.
They produced the famous pamphlet, “Audits of Corporate
Accounts,”® published in 1934, which presented a logical and
persuasive statement of the nature of corporate accounting,
the responsibilities of independent auditors, and the manner
in which safeguards might be established against the issu-
ance of misleading financial statements.

This work was completed in the nick of time. The securi-
ties legislation of 1933 and 1934 invested the Securities and
Exchange Commission with power to prescribe accounting
methods to be followed by registrants in statements filed with

2 The evolution of this document is described in detail in Volume I of this
work.



the Commission. It also left to the Commission discretion to
determine whether or not financial statements of registrants
should be audited by independent accountants.

The Commission’s decision not to prescribe uniform ac-
counting rules, and to require independent audits, was due
at least partly to the fact that the Institute and the Stock
Exchange had already made a long step forward. No doubt
the Commission was also impressed with the difficulty of
prescribing uniform principles of accounting, and of satisfying
itself as to the reliability of financial statements of registrants
without the aid of independent auditors.

In any event, the SEC decided to give the accountants a
chance to show what they could do, and to move forward
cautiously without radical innovations in accounting for the
time being.

The rationale for financial reporting approved by the In-
stitute and the New York Stock Exchange was essentially sim-
ple. Its major elements were as follows:

1. Principles of accounting cannot be arrived at by pure rea-
soning, but must find their justification in practical utility.

2. Prescription of a detailed set of rules binding on all cor-
porations of a given class would be retrogressive.

3. Corporations should be permitted to choose their own ac-
counting methods within reasonable limits, but should be
required to disclose such methods and apply them con-
sistently from year to year.

4. A relatively small number of broad principles of account-
ing should be adopted as a framework within which the
validity of specific applications could be tested.

One important part of this rationale fell by the wayside: in
implementing the program, the Exchange did not require dis-
closure of the specific accounting principles followed by indi-
vidual corporations in their financial statements.

The standard form of auditor’s report approved by the
Institute and the Exchange included a representation that the
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financial statements fairly presented position and results “in

accordance with accepted principles of accounting consistently
maintained by the company during the year under review.”

Yet there existed no comprehensive statement of accepted
accounting principles. Since disclosure of the accounting prin-
ciples or methods followed by individual companies was not
required, the phrase “accepted principles of accounting” be-
came shrouded in ambiguity. What were they? Where could
they be found? In these questions lay the seeds of future dis-
content. ‘ ’ ‘

However, consistency in the application of accounting prin-
ciples and methods was required, and it was widely assumed
that this was more important than the particular principle or
method which might be selected. This assumption was sound
enough from the viewpoint of an individual investor in a sin-
gle company, since it would permit valid comparisons of the
net income of one year with that of another, but it ignored
the growing desire for a basis of comparison of the profits of
one corporation with those of another.

An indirect reference to this problem appears in the first
Accounting Research Bulletin issued by the Institute’s com-
mittee on accounting procedure:

It is of interest to point out that “uniformity” has usually con-
noted a similar treatment of the same item occurring in many cases,
in which sense it runs the risk of concealing important differences
between the cases. Another sense of the word would require that
different authorities, working independently on the same case, should
reach the same conclusion, This at any rate is an ideal which all
will agree to strive for, and perhaps is more readily attainable.

As it turned out, all did not strive for this ideal with suffi-
cient urgency to satisfy the demands of the rapidly growing
investing public, with results which will be described in later
chapters.

At any rate, in the absence of a comprehensive code of ac-
counting principles, the SEC acquiesced in the “common-law”
approach to the problem by ruling on specific accounting ques-
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tions as they arose. The chief accountant of the SEC would
often seek the advice of the Institute’s committee on co-opera-
tion with the SEC, or the advice of individual accountants be-
lieved to be familiar with the subject matter under considera-
tion, before deciding whether the accounting treatment of a
specific transaction in a given case was appropriate or not.

In January 1937, the chief accountant, Carman G. Blough,
issued the first release on a specific accounting question—treat-
ment of federal income and excess-profits taxes and surtax on
undistributed profits. A few months later the Commission in-
augurated the series of official opinions by the chief accountant,
which were announced to be designed “for the purpose of
contributing to the development of uniform standards and
practice in major accounting questions.” Accounting Series
Release No. 1 dealt with the treatment of losses resulting from
revaluation of assets. These releases took on the authority of
rules, and the initiative was slipping from the profession’s hands.

Challenges to the Practitioners

Just about a year earlier, the reorganized American Account-
ing Association, dominated by the academic branch of the
accounting community, had flung down a challenge to the
practicing profession. In a new statement of objectives, the
Association said, “After a quarter century and more of active
discussion and experimentation in this country, many of the
simplest and most fundamental problems of accounting remain
without an accepted solution. There is still no authoritative
statement of essential principles available on which accounting
records and statements may be based. Public accountants . . .
have been asked to certify to the correctness and adequacy of
accounting statements, when no satisfactory criteria of correct-
ness and adequacy have been agreed to.”

Shortly thereafter the Association’s executive committee pub-
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lished a “Tentative Statement of Accounting Principles Affect-
ing Corporate Reports,” which contained this statement :*“ Every
corporate report should be based on accounting principles which
are sufficiently uniform and well understood to justify the
forming of opinions as to the condition and progress of the
business enterprise behind it.” The document as a whole was
relatively brief. Couched in broad, general terms, it focused
on what were considered to be three major aspects of corporate
accounting—cost and values, measurement of income, and
capital and surplus.

The issuance of this statement irritated many practitioners
of accounting. It appeared to be a step toward establishment
of a uniform code of accounting principles—a concept formally
rejected by the Institute, which was co-operating with the
SEC in the “common-law” approach of settling each case on
its merits in view of the surrounding circumstances.

In one of his earliest addresses as chief accountant, Carman
Blough told the Ohio Society of Certified Public Accountants
about cases involving questions of accounting principle on
which the Commission had to rule. He mentioned 19 in-
stances in which stop orders had been issued because of un-
acceptable accounting practices. As illustrations he cited eight
cases of improper accounting or inadequate disclosure on
which the Commission had been required to take action. In
conclusion he said:

The Securities and Exchange Commission is anxious to develop
accounting practice and procedures on a high level, to bring to the
investor for whose protection it was created a more dependable body
of information than he has ever had before. To do so will require
the support of the accounting profession. The accountants and the
Commission working at cross purposes will accomplish little, and in
my opinion the cause of accountancy will suffer. On the other hand,
if the accountants and the Commission co-operate, they can do much
toward correcting undesirable accounting practices.

Later Mr. Blough spoke more bluntly at a meeting of the
New York State Society of Certified Public Accountants.
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He reminded the audience that the SEC had chosen not
to use its power to prescribe definite rules and regulations on
accounting. Instead, it had chosen to review individual finan-
cial statements filed with it, to determine whether the methods
followed in their preparation were generally recognized, and
if not, to cause them to be amended in accordance with gen-
erally accepted principles. This policy, he pointed out, placed
a large measure of responsibility on the certifying accountant
for the way in which financial statements were presented.
The Commission required that the certifying accountant must
state his opinion with regard to the financial statements and
the accounting principles and procedures followed by the reg-
istrant. The precedent for this requirement, Mr. Blough said,
was found in the form of an accountant’s report developed
in the correspondence between the Institute and the New York
Stock Exchange.

However, Mr. Blough continued:

Because of the lack of agreement among accountants with respect
to important accounting principles, it has been difficult to deter-
mine what position should be taken with respect to many of the
statements filed with the Commission in which such controversial
questions have been involved. . . . In numerous instances where
we believed the method of accounting to be improper, we have ac-
cepted complete revelation of significant matters instead of insisting
upon a revision of accounting statements as we would have if there
had been a violation of an unquestionably accepted accounting
principle. . . . Often, the principles with respect to which there is
marked difference of opinion among accountants are such that in
order to make the statements not misleading, it is necessary that
voluminous notes be attached thereto. . . . Certainly the Commission
would prefer that financial statements be so prepared as to elimi-
nate the necessity for extensive footnotes. . . .

The term “generally accepted accounting principles” has been
widely used in accounting literature, particularly by the American
Institute of Accountants and the Securities and Exchange Commis-
sion; yet I do not know of any satisfactory definition of the term. . . .
Almost daily, principles that for years I had thought were definitely
accepted among the members of the profession are violated in a
registration statement prepared by some accountant in whom I
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have high confidence. Indeed, an examination of hundreds of state-
ments filed with our Commission almost leads one to the conclusion
that aside from the simple rules of double-entry bookkeeping, there
are very few principles of accounting upon which the accountants of
this country are in agreement. . . . I have been forced to the con-
clusion that procedures so generally followed among accountants as
to constitute substantial precedent are not always fundamentally
sound.

To drive home his point, Mr. Blough cited some 30 exam-
ples of accounting treatments which had caused the Com-
mission concern, but which reputable accountants considered
proper. In the course of these illustrations, he said:

It has been quite amazing to see the number of occasions that
accountants have found for writing off against capital surplus items
that, according to my standards, can properly be handled only
through the income account or directly against earned surplus. . . .
The desirability of using surplus arising through appreciation to
write off operating deficits, though there seem to be many who
support that practice, appears to me to be very questionable, and
the use of surplus created by the appreciation of one class of assets
to revalue other assets downward is to me untenable.

In concluding his long list of questionable accounting practices,
M. Blough said:.

In each of the examples mentioned some accountant has supported
each conflicting viewpoint and has averred in his certificate that the
statements reflected the application of accepted accounting princi-
ples. . ..

What the future policy of the Commission will have to be I am
not prepared to say, but we are reluctant to undertake the prescrip-
tion of principles to be followed except as a last resort. It is hoped
the profession will itself develop greater consistency in the many
places where uniformity appears essential. . . .

The cumulative effect of this speech was devastating. Mr.
Blough’s challenge, in conjunction with the earlier challenge of
the American Accounting Association, made it clear that if the
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Institute wished to maintain a position of leadership it would
have to do more than it had so far done to promulgate authori-
tative accounting principles.

The Profession Responds

One of the accountants who was deeply concerned about
the profession’s posture was Warren W. Nissley—that same
energetic partner of Arthur Young & Company who ten years
before had conceived and brought into being the Institute’s
bureau for placements (see Volume I of this work). Thomas G.
Higgins, one of Nissley’s partners, later wrote, “When Warren
Nissley was on a crusade, his tenacity was terrific. We in the
New York office had accounting principles morning, noon, and
night. . . . This aggressiveness of Warren’s paid off however;
the profession took heed. It was to a great extent due to War-
ren’s crusade that, at the American Institute’s Council meeting
in September 1938, the committee on accounting procedure
recommended an increase in its own size and the establishment
of a research division, with paid assistants, with a view toward
eventually formulating pronouncements on specific procedures
and practices.”

Mr. Nissley undoubtedly discussed his concern with George
O. May, who was then chairman of the Institute’s eight-man
committee on accounting procedure. The committee was oper-
ating without the assistance of technical staff and had offered
no specific recommendations on accounting principles for sev-
eral years.

In the fall of 1938, this committee reported to the Council,
“The committee on accounting procedure, recognizing the
existence of a widespread demand for greater uniformity in
accounting, has given continuous consideration to the question
how progress in the desired direction could most wisely be
made.”

After discussing possible alternatives the report continued,
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“Another more ambitious suggestion is that the Institute should
create, under the control of a somewhat enlarged committee
on accounting procedure, a research department for the pur-
pose of preparing studies on particular questions, distributing
them in such a way as the committee might deem expedient,
and ultimately formulating rules on specific points which would
be binding on the members of the Institute unless and until
adverse action upon them should be taken, either by the
Council of the Institute or the membership at large.”

This proposal met with favor and the Council authorized
action along the lines suggested. In May 1939, the committee
reported remarkable progress. It had been enlarged to 22
members. The president of the Institute, Clem W. Collins,
had been designated as chairman in order to emphasize the
committee’s authority and prestige. George O. May was vice-
chairman and the active operating head. The committee
included representatives of many local accounting firms as
well as partners of larger firms, among whom was Warren W.
Nissley. Its membership also included Carman Blough of the
SEC, and three outstanding academicians, Roy B. Kester of
Columbia University, A. C. Littleton of the University of
Illinois, and William A. Paton of the University of Michigan.

Thomas H. Sanders, professor of accounting at the Harvard
Graduate School of Business Administration, had been retained
as research director, with the understanding that he would
devote approximately half of his time to this work.

Professor Sanders was one of the authors of a study published
in 1938, under the sponsorship of the Haskins & Sells Founda-
tion, entitled “A Statement of Accounting Principles.” His
collaborators were Professor Henry Rand Hatfield and Under-
hill Moore, a lawyer. According to Reed Storey,* “the authors
apparently interpreted their mission as one of reporting on the
weight of opinion and authority. At least their emphasis was
on codification of accounting practice rather than on re-

8 In The Search for Accounting Principles, American Institute of Certified
Public Accountants, New York, 1964.
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examination of individual practices. The result was largely
uncritical acceptance of existing methods. The committee took
the position that it was the duty of management to decide what
information should be given in the financial statements and
how it was to be shown. The role of the accountant was re-
stricted to indicating whether appropriate disclosure had been
made.”

Professor Sanders was not immediately available when the
committee on accounting procedure was reorganized, and Pro-
fessor W. Arnold Hosmer of Harvard served as acting director,
pending the return of Professor Sanders from abroad. Rjchard
S. Claire, who had had both teaching and public accounting
experience, had been engaged on a full-time basis as assistant
to the director.

By September 1939 the committee was able to report with
pride the issuance of three Accounting Research Bulletins.

ARB No. 1 consisted of a general introduction outlining the
committee’s approach to the new program and restating rules
formerly adopted by the membership, the Council, or the
committee on accounting procedure. An excerpt from its com-
ment on uniformity is quoted on page 7 of this chapter. In
addition, in the general introduction it was said that accounting
problems had come to be considered more from the standpoint
of the current buyer or seller in the market of an interest in an
enterprise than from the standpoint of a continuing owner; as
a result there had been a demand for a larger degree of uni-
formity in accounting, “although it may be pointed out that
the change of emphasis itself is bound to lead to the adoption
of new accounting procedures, so that for a time diversity of
practice is likely to be increased as new practices are adopted
before old ones have become completely discarded.” Increased
recognition of the significance of the income statement was
also cited as a result of the changing approach to corporate
accounting.

The committee’s rules, as explained in ARB No. 1, provided
that pronouncements were to be adopted by a two-thirds vote
of its members. Dissents would be published. Pronouncements
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were not to be retroactive, nor applicable to immaterial items.
Exceptions to the pronouncements might be permissible in
specific cases, but the burden of proof for justification of de-
partures would rest upon those who adopted other treatment.

It was emphasized that the accounts of a company were
primarily the responsibility of its officers: the responsibility of
the auditor was to express his opinion as to the correctness
of the accounts, and to make qualifications to the extent that
he considered necessary to explain, to amplify, to disagree, or
to disapprove.

Accounting Research Bulletins Nos. 2 and 3 dealt with two
areas in which current practice had been subject to criticism—
unamortized discount and redemption premium on bonds re-
funded, and quasi-reorganization or corporate readjustment.

Between September 1939 and September 1941, nine addi-
tional Accounting Research Bulletins were published. Three
of these were special bulletins dealing with accounting termi-
nology. The others dealt with foreign operations and foreign
exchange, depreciation on appreciation, comparative state-
ments, combined statement of income and earned surplus, real
and personal property taxes, and corporate accounting for
ordinary stock dividends.

There was no reference to the original idea that the con-
clusions of the committee would be “binding on the members
of the Institute unless or until adverse action upon them should
be taken either by the Council of the Institute or the member-
ship at large.” Instead, all these bulletins contained at the end
a standard note to the effect that they represented the con-
sidered opinion of at least two-thirds of the members of the
committee on accounting procedure, but that, except in cases
where formal adoption by the Institute had been secured, the
authority of the bulletins rested upon the general acceptability
of the opinions so reached. The note also stated that while it
was recognized that any general rules might be subject to excep-
tion, it was felt that the burden of justifying departures must
be assumed by those who adopted other treatment.

Despite the permissive approach, the impact of this new
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program was immediate and salutary. It was regarded as a
constructive response to the criticisms of the Securities and
Exchange Commission and the challenge of the American
Accounting Association. The Accounting Research Bulletins
soon had a visible influence on corporate accounting. While
they did not establish uniform practices, they did gradually
narrow the areas of difference by indicating preferred treat-
ments among alternatives which up to then had had support
in precedent. The Securities and Exchange Commission added
authority to the findings of the committee on accounting pro-
cedure by insisting generally that registrants follow the
recommended practices.

Another influential treatise emerged from the academic
community in 1940, a monograph entitled An Introduction to
Corporate Accounting Standards, by Professors W. A. Paton
and A. C. Littleton, published by the American Accounting
Association. This was in effect an elaboration and expansion
of the basic concepts on which the Association’s “Tentative
Statement of Accounting Principles” was based. This mono-
graph gained wide acceptance for the proposition that the
matching of costs and revenues was the appropriate basis for
income measurement, rather than the process of asset and
liability valuation.

How Things Stood as War Struck

When the Japanese bombed Pearl Harbor on December 7,
1941, the country went on an all-out war footing, and the
committee on accounting procedure was forced to devote itself
almost exclusively to questions involving war transactions.

Dr. Sanders resigned as director of research in order to
undertake duties related to the defense program in Washing-
ton. For a short time Professor James L. Dohr of Columbia
University held this post, but he, too, soon found it necessary to
resign. Dick Claire left also to participate in the war effort.
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George M. Farrand, who had been engaged as research assistant
to succeed Mr. Claire, carried on the work of the research
department.

Carman Blough had left the Securities and Exchange Com-
mission to become a partner of Arthur Andersen & Co. Later
he resigned from that firm to assume a position in the govern-
ment related to the war effort. William W. Werntz, former
professor of accounting at the Yale Law School, had become
chief accountant of the SEC.

In June 1941, the American Accounting Association com-
pleted and published its second statement on accounting prin-
ciples, entitled “Accounting Principles Underlying Corporate
Financial Statements.” The word “Tentative” was omitted.

The similarities and differences between the Institute’s ap-
proach to the problem and that of the Association are clearly
set forth in The Search for Accounting Principles, written by
Reed K. Storey in his capacity as the Institute’s director of
accounting research, and published by the Institute in 1964:

Three basic similarities in the programs of the two associations
stand out: (1) the two societies had exactly the same objective,
ie., the improvement of financial accounting and reporting practice
by reducing the number of acceptable alternative procedures, (2)
both saw financial accounting as essentially a process of cost and
revenue allocation rather than as a process of asset and liability
valuation, and (3) both looked upon accounting principles as being
derived from accounting practice. . . .

Yet in spite of the fact that there was substantial agreement on
basic matters . . . important differences developed. Basic agreement
involving the goal to be achieved did not result in agreement regard-
ing the method of reaching it. Acceptance of matching as the basis
of income determination did not result in a single theory for its
application. Joint recognition that accounting principles were to be
derived from practice did not result in agreement as to what the

term “principles” meant or who was to be responsible for their
derivation,

Dr. Storey went on to say that the Association believed that
improvement could best be achieved by strengthening the
overall framework which supported accounting practice—that
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is, by formulating interrelated, consistent, and comprehensive
principles of accounting. In contrast the Institute adopted what
was called the “piecemeal” approach to accounting principles,
designed to give immediate help to the practicing accountant
faced with a special problem. The committee on accounting
procedure accordingly considered specific topics as the need
arose, and, if possible, recommended one or more alternative
treatments as definitely superior to other procedures formerly
regarded as acceptable.

“The different approaches of the two professional societies,”
wrote Dr. Storey, “in fact complemented each other. The
ultimate conclusions were surprisingly alike.”

While a “statutory” body of accounting principles accepted
by all concerned was still lacking, accounting practices had
in fact improved over what they had been ten years earlier,
and a pattern of accounting development for the next 25
years was being established.

Corporate managements and practicing accountants—not to
mention students who would become managers or auditors—
could not fail to be influenced by the proliferating literature
and pronouncements on accounting principles.

The SEC steadily exercised its power to enforce compliance
with preferred practices. Prior to the entry of the United States
into World War II, the Commission had issued 20 Accounting
Series Releases. But in a far greater number of cases it had
required correction of unacceptable accounting procedures
through deficiency letters, stop orders, or informal consultations
with registrants.

At the end of the Institute’s fiscal year in the fall of 1941,
Mr. May retired as vice-chairman—to all intents and purposes,
chairman—of the committee on accounting procedure, al-
though he remained a member of the committee for several
more years. He had attained the age of 66. For more than 40
years, in many capacities, he had labored enthusiastically on
behalf of the profession. For the past 15 years, freed of admin-
istrative responsibilities in his own firm, he had devoted a
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major part of his time to the development of a philosophy on
which independent auditors could justify their function, and
to the articulation of concepts and principles against which
their performance could be measured. His contribution to the
improvement of corporate financial reporting in the United
States was outstanding.

The chairmanship of the committee on accounting procedure
was assumed in 1942 by Walter A. Staub, partner of Lybrand,
Ross Bros. & Montgomery—that same Walter Staub who had
exhorted a stubborn Council in 1934 to work toward a merger
of the American Society with the Institute (see Volume I of
this history).

Progress was being made in avoiding a crisis over accounting
principles. But meanwhile another crisis had developed in the
area of auditing—the McKesson & Robbins case.
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CHAPTER 2

A Crisis in Auditing

AT THE end of their first 50 years of existence as an
organized profession, the practicing public accountants had
done a far better job in establishing guidelines for independent
audits than in delineating acceptable accounting principles.

The Federal Reserve Bulletin of 1917, “Approved Methods for
the Preparation of Balance Sheet Statements,” prepared by the
Institute, was the first authoritative outline of what an audit
should cover. The Institute’s revision of this bulletin in 1929,
entitled “Verification of Financial Statements,” issued with Fed-
eral Reserve Board approval, recognized that changed condi-
tions in the previous 11 years required some elaboration of the
recommended audit procedures. This proved to be most for-
tunate, inasmuch as the negotiations with the New York Stock
Exchange, leading to publication of “Audits of Corporate
Accounts” in 1934, were facilitated by the knowledge that the
profession had set its own standards for the conduct of inde-
pendent audits.

A third revision of the bulletin was published by the Institute
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in 1936, under the title “Examination of Financial Statements
by Independent Public Accountants.” This edition included new
material, dealing with the significance and limitations of finan-
cial statements, and with the broad responsibilities of auditors,
emphasizing the propriety of reliance on effective systems of
internal control. This new material closely paralleled portions
of the correspondence with the Stock Exchange. It established
a conceptual foundation for auditing which had theretofore
been lacking.*

The sequence of events showed foresight and intelligent
concern for the public interest, as well as the interests of the
profession itself.

Without these public declarations of the profession’s concept
of its own responsibility, and what it believed to be appropriate
auditing procedures, it is also highly likely, in the light of
the events shortly to be described, that the Securities and
Exchange Commission would have felt obliged to lay down
explicit rules governing the conduct of independent audits.

Even as it was, the 1936 bulletin reflected compromises on
two moot points. Over the years there had been debate within
the profession about the auditor’s responsibility for inventories
and receivables. Some members urged that auditors should ex-
amine physical inventories, although the traditional practice
had been to rely on the accounting records. Others took the
position, however, that since auditors were not appraisers, and
therefore could not take responsibility for the valuation of
inventories, it would be misleading to represent that they had
physically inspected inventories, which might convey the im-
pression that they accepted responsibility for their value.

With regard to accounts receivable, some members advo-
cated direct confirmation with debtors, while others considered
this step unnecessary when adequate systems of internal check
and control existed.

As a result of these differences of opinion, the 1936 bulletin

1 These developments are described in greater detail in Volume I of this
work.
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took a somewhat equivocal position on both points. Regarding
inventories the bulletin said:|

The duties and responsibilities of the accountant in the case of
quantities, quality and condition of stock vary with the circumstances,
but he must rely principally for information as to quantities, quality
and condition upon the responsible officers and employees of the
company. . . .

[Further, the accountant is obliged to: ]

Make reasonable inquiries and tests to ascertain that quantities
have been carefully determined and that quality and condition have
received due consideration. . . .

Make a test comparison of the inventories with the stock records,
if these are maintained, in support of quantities, prices, and values,
Any material discrepancy should be satisfactorily explained.

With regard to accounts receivable, the bulletin said in part:

The best verification of accounts receivable is to communicate
directly with the debtor regarding the existence of the debt, and this
course may be taken after arrangement with the client. While such
confirmation is frequently considered unnecessary in the case of
companies having an adequate system of internal check, it is one of
the most effective means of disclosing irregularities.

The differences of opinion on these points were soon to be
resolved, however, by the pressure of public opinion.

The McKesson & Robbins Case

On December 5, 1938, a complaint was filed in the United
States District Court at Hartford, Connecticut, seeking the
appointment of a receiver for McKesson & Robbins, a large,
widely known and respected company engaged principally in
the drug and chemical business. The complaint alleged that the
company’s officers and directors had fraudulently represented
its assets as including inventories and accounts receivable which

22



did not exist. The court immediately appointed temporary
receivers for the corporation.

After a frantic night of consultation, the New York Stock
Exchange held up trading in McKesson securities at the
opening of the market Tuesday morning, December 6. At 11:30
A.M. the Exchange’s Board of Governors met and voted an
indefinite suspension.

Financial statements of the corporation and its subsidiaries
for the year ended December 31, 1937, certified by Price Water-
house & Co., reported total consolidated assets in excess of
$87 million, of which approximately $19 million were later
found to have been fictitious—$10 million of inventory and
$9 million of accounts receivable.

Newspapers throughout the country displayed banner head-
lines announcing these horrendous facts. As more information
reached the public, the sensational character of the case pro-
vided materials for a stream of almost daily news reports and
editorial comments.

It was revealed that the president of McKesson & Robbins,
who had assumed the name of Coster, was in reality Philip N.
Musica, who had previously been convicted of commercial
frauds; that other principal officials of McKesson, also acting
under assumed names, were in reality Musica’s brothers; and
that the group had contrived an ingenious scheme of falsifying
financial records and supporting documentation, which had
completely deceived the auditors. All this added up to a juicy
piece of scandal.

The details of the case were published in full in 1940 in the
Report on Investigation of the Securities and Exchange Com-
mission in the Matter of McKesson & Robbins, Inc. It became
clear that an elaborate set of documents and records had been
forged—purchase invoices, purchase orders, receiving tickets,
shipping notices, bills of lading, debit and credit advices, state-
ments from bankers, credit reports, confirmations from outside
suppliers, inventory tally sheets, inventory summaries, and per-
manent records, constituting an apparently regular and orderly
set of bookkeeping records.
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The Institute Reacts

For the first two weeks after the news broke in December
1938, it was difficult for the Institute to obtain enough reliable
information about the case to make any statement or take any
action. Newspaper reports were fragmentary, and no official
investigation had been completed.

However, under date of December 23, the Attorney General
of the State of New York called a meeting of representatives
of the accounting profession on January 6, 1939, to discuss
questions related to the preparation of financial statements of
large corporations. His letter did not reach the Institute’s
offices until December 27, following the Christmas holidays, but
the invitation to send representatives to the meeting was im-
mediately accepted—as indeed it had to be.

On December 28, a special meeting of the Institute’s execu-
tive committee was held, after which a brief statement was
issued to the press, to the effect that the Institute would care-
fully review customary auditing procedure in the light of the
McKesson & Robbins case, but that available information in-
dicated collusive action of company officers in forging a set of
documents and records similar to those on which an auditor
was entitled to rely. The executive committee’s statement re-
ferred to customary auditing procedure set forth in the bulletin,
Examination of Financial Statements by Independent Public
Accountants, and said that auditing procedures had evolved
over the years, and that the Institute would determine what, if
any, changes in procedure should be adopted in the light of
the current revelations. The statement concluded: “The au-
ditor’s problem always is to find means of affording adequate
protection at a cost which will not constitute an undue burden
on the great majority of corporations which are honestly ad-
ministered. Out of the present discussion may evolve plans for
closer co-operation between accountants and directors.”

This statement was widely published in the press, sometimes
with comment and sometimes without.
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Business Week suggested that the result would be “divorce-
ment of the employer-employee relationship that now exists
between corporation management and independent auditors.”

The Hartford Times said: “There is, readily enough, a loop-
hole for dishonesty in the practice whereby management orders
and defines the scope of the work to be performed by outside
auditors, which could be closed if directors, as those directly
responsible to the stockholders, took over the function.”

Ralph Hendershot, in the New York World Telegram, said
that the Institute’s statement was hardly satisfactory if the
certified public accountants were to receive the full support
and confidence of the general public. He said, in part, “Few
professions have been ‘sold’ to the public more thoroughly than
have accountants.”

On December 29, 1938, the day after the executive com-
mittee meeting, the Securities and Exchange Commission
ordered an investigation of the McKesson case, focusing on the
extent to which prevailing auditing standards and procedures
were adhered to by the independent auditors of McKesson,
and the adequacy of the safeguards inhering in such standards
and procedures to assure reliability and accuracy of financial
statements.

The entire accounting profession was, in effect, on trial.

The New York Attorney General’s Hearing

At the meeting called by the New York State Attorney
General, January 6, a joint statement was presented on behalf
of the Institute and the New York State Society of Certified
Public Accountants which said in part:

The attitude of the professional accountancy bodies is quite clear.
They invite and welcome, as they have always done, suggestions
from any and all sources looking to improvement of auditing and
accounting procedures. They have endeavored for many years, as

25



will be shown, to improve and refine the technique of auditing and
to formulate sound rules of accounting as a basis for the presenta-
tion of financial statements,

There followed a description of the several editions of the
Federal Reserve Board Bulletin, with the comment that for
more than 20 years there had existed a written outline of
audit procedures which had been generally accepted by the
profession as standard practice. Reference was also made to
the correspondence with the New York Stock Exchange, in
which auditors’ responsibilities were discussed and a standard
form of auditor’s report had been agreed upon.

Reference was also made to a resolution of the New York
State Society of November 1938—just a month before the Mc-
Kesson case had broken—with respect to the CPA’s responsibil-
ity for inventories. This resolution stated that the certified public
accountant was not qualified as a general appraiser or fitted to
assume in all cases full responsibility for physical quantities,
description, quality, condition, marketability, and valuation of
inventory. The resolution concluded that an unqualified certifi-
cate by a CPA implied that he had exercised due care in his
examination by making accounting tests and checks of the
client’s books of account and other available records pertaining
to merchandise inventories; that he had received all information
and explanations required from officers and employees respon-
sible for the taking and valuation of the inventories—and so
far as accounting methods permitted, had satisfied himself as
to their substantial correctness; but as to ownership, physical
quantities, description, quality, condition, marketability and
valuation he had relied upon the representations of the man-
agement subject to such checks as had been obtainable from
the records.

This was a strong and clear endorsement of the traditional
viewpoint on the question.

The joint statement presented to the Attorney General by the
Institute and the New York State Society went on to discuss
the heavy responsibilities imposed upon auditors by profes-
sional standards, statutes, and court decisions, and the fact that
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the financial statements were primarily the representations of
the management. It was also pointed out that accounting was
not a matter of mathematical accuracy, but largely a matter
of judgment and opinion.

It was asserted that, in the absence of collusive fraud, the
procedures outlined in “Examination of Financial Statements
by Independent Public Accountants” would almost always dis-
close any important irregularities. Auditing procedures which
could be presumed with any certainty to detect collusive fraud
would have to be much more extensive and much more costly.
However, it was conceded that there could be improvement in
present practices and that the professional societies would
consider such improvements in light of the current case.

It was suggested that auditors should be elected by stock-
holders rather than be appointed by the management (which
had been the case in the McKesson situation). The English
practice was cited. It was also suggested that auditors be
invited to attend meetings of boards of directors and discuss
with them any accounting questions which might arise, and
that auditors should be informed of any questions in the mind
of any director regarding activities of officers or employees
of the company.

In conclusion the joint statement said: “As further facts are
developed by the inquiries at present under way, various matters
relating to auditing procedures involved will continue to receive
our active consideration, with a view to recommending such
steps as seem justified. In the meantime, we shall gladly en-
deavor to respond to questions relating to current auditing
and accounting practice, and will welcome suggestions from the
Attorney General or from others as to ways in which these
practices may be improved.”

The report of the Attorney General’s office on the January
6 meeting, however, stated that while the conference had
cleared the air of considerable confusion:

It has definitely been shown that the balance sheet examination
as conducted with the consent, approval and even direction of the
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American Institute of Accountants and by the New York State Society
of Certified Public Accountants was not designed to disclose col-
lusive manipulations by employees. ...

Of course, the layman, not knowing this, properly has assumed
that the form of examination was designed to disclose collusive fraud,
and it has always given due credence to financial statements pre-
pared by certified public accountants.

The Attorney General’s report conceded that this limitation
inherent in independent audits was completely disclosed years
before through the publication of the correspondence between
the Institute and the New York Stock Exchange. However,
the Attorney General expressed the view that no publicity of
this type would reach the investing public: “That group will
always believe that, if a certified public accountant’s name
appears on the face of a balance sheet, such accountant has
made sufficient examination to assure himself that the statement
truly reflects the financial condition of the company. . . It is
also our opinion that nothing short of clear unequivocal lan-
guage on the face of the balance sheet showing what the
accountant has not done will relieve the accountant of his
moral, if not legal, responsibility in this regard. . . We believe
rather that the balance sheet should contain the statement,
‘inventory has not been verified’ or ‘accounts receivable were
not tested or verified by direct communication.’ ”’

Following a discussion of the practicability of verifying in-
ventories and receivables—and the Attorney General was not
willing to concede that this would be impracticable—the report
continued: “The discussion disclosed that accountants were
often limited by their clients as to expense and to the scope of
the audit itself. When the accountant permits himself to be
thus guided, he is lowering himself to the level of an employee
and is forsaking his true duty to the public and others who
rely on his report. If the profession will permit such domination,
it is definitely relinquishing the very reasons for its existence.”

The report contained several specific suggestions: (1) that
the staff which conducts an audit be rotated periodically and
that the audit program be varied each year; (2) too much
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responsibility should not be delegated to staff assistants, and
the responsibilities of partners should be clearly described; (3)
only accountants qualified by state board examinations should
be permitted to practice as public accountants.

The report concluded: “There is no intent in this report by
us to lessen the importance of accountancy. On the contrary,
we realize its need by businessmen more clearly than do most
others. We know that it can serve a function to our economic
life such as no other profession can or does. It has the power
to lift the commercial enterprises of the nation to a high
ethical level. In that respect, while criticizing its conduct in the
past, we offer our praise for what the accounting profession has
already accomplished, and we look forward to the improve-
ments that it should and no doubt will make in its procedure
and conduct.”

Informing the Membership

The Attorney General’s report, as well as the joint statement
of the Institute and the New York State Society, were pub-
lished in The Certified Public Accountant for the information
of the membership.

Meanwhile, the SEC investigation was proceeding in New
York under the principal direction of William W. Werntz, the
Commission’s chief accountant, with the assistance of legal
counsel. Prominent members of the accounting profession were
called upon to testify for the record as to the appropriate
audit steps to be taken in situations comparable to the case
under investigation.

All these proceedings received continuous and prominent
publicity in the press.

The Institute’s officers and committees were, meanwhile,
hard at work. A special committee on auditing procedure,
headed by Patrick W. R. Glover, senior partner of Barrow,
Wade, Guthrie & Company, and including representatives of
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a cross section of large and medium-sized firms, was analyzing
the facts as they were disclosed and meeting day and night
to consider what recommendations should be made.

While the Institute was responding to inquiries from public
authorities and the press, it was also undergoing a barrage of
questions and criticisms from its own members. How had the
profession gotten in this mess? What would the Institute do
about it? How could a prominent firm have failed to discover
such egregious errors in the McKesson accounts? Was there
going to be a whitewash? The unaccustomed exposure to the
pitiless glare of critical publicity had brought some CPAs to
a high emotional pitch.

In an effort to respond, the secretary of the Institute dis-
cussed the case at a meeting of the Pittsburgh Chapter of the
Pennsylvania Institute of Certified Public Accountants on Janu-
ary 27, 1939—not quite two months after the case had hit the
press. Excerpts from this talk were published in The Certified
Public Accountant for the information of all members, includ-
ing the following:

For more than a month there has not been a day in which news-
papers and financial and business magazines have not devoted atten-
tion to some aspect of accounting. . . .

The present case . . . is the first one which, because of the mag-
nitude of the sums involved and the extraordinarily dramatic circum-
stances, has captured the headlines and the editorial pages in all parts
of the country.

This case is distinguished from all others by the publicity which
it has attracted . . . and the public reaction has surprised many ac-
countants. We find that the public has believed that the certified
public accountant was an infallible superman; that the signature of
a CPA invariably meant that everything was perfect; that it was un-
necessary to read the accountant’s certificate or the financial state-
ments to which it was appended as long as the three magic letters
were in evidence. . ..

Whether through its own fault or not, the accountancy profession
seems to have been oversold. Its limitations have been overlooked,
while its abilities have been emphasized. Now the public has been
somewhat shocked to find that even auditors can be fooled by clever
criminals. . . .
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Never before has the public been particularly anxious to find out
about accounting and accountants. . . . At a time like this public
support can be found for every constructive proposal, whereas in the
past there has been widespread apathy toward the problems of the
young profession of accountancy. . . .

[The] statement by the executive committee was criticized by
some members on the ground that it was a defense of the particular
members of the Institute concerned in this case. These critics read
something into the statement which is not there. Every line of it is
the truth, and in the long run no group and no individual will suffer
by stating the truth frankly, even though some people don’t want to
hear it.

The accountancy profession . . . has the best opportunity in its
history to bring about changes which it may desire with the full
support of clients, of the government, and of the public.

The February 1939 issue of The Journal of Accountancy
contained extensive editorial comment on the McKesson case.

“Like a torrent of cold water,” said the lead item, “the
wave of publicity raised by the McKesson & Robbins case has
shocked the accountancy profession into breathlessness. Accus-
tomed to relative obscurity in the public prints, accountants
have been startled to find their procedures, their principles, and
their professional standards the subject of sensational and
generally unsympathetic headlines.”

Referring to the SEC investigation, which had already been
in process for more than a month, the editorial said, “On an
occasion of this kind accountants may congratulate themselves
on the existence of the SEC, The presence of a body which
possesses the authority, the facilities, and the informed per-
sonnel necessary to institute a thorough public inquiry is a for-
tunate thing for the profession, as well as business management
and the investing public. Nothing will do so much to dispel
vague rumor and shadowy suspicion as a statement of the facts
by a governmental agency so well informed on accounting
practices as the SEC. . ..

“The importance of independent audits and of accounting
procedure will not be forgotten. If this incident reveals weak-
nesses in customary auditing procedure, those weaknesses can

31



be corrected. We predict that in the future auditors will en-
counter less resistance to examinations of wider scope and less
effort to place limitations on their work than in the past.”

Implications for Legislation

The report of the New York State Attorney General had sug-
gested that only public accountants qualified by a state board
examination should be permitted to practice as public account-
ants. The licensing of all accountants, the report suggested,
would give the state sufficient power to regulate the profession
and to maintain its integrity. '

The question of permissive versus regulatory legislation was
still being argued within the profession. Largely because of
constitutional questions the Institute had taken a stand against
regulatory legislation some years before, though a number of
states had adopted it.

The Attorney General’s suggestion, however, stimulated re-
consideration of the question. The idea evolved that if the
type of practice to be restricted to licensed accountants were
narrowly defined, so as to include only acts clearly affecting the
public interest, principally the certification of financial state-
ments, a law restricting such acts to those who had demon-
strated their qualifications might be held constitutional.
Previous court decisions had held state laws unconstitutional
which restricted to licensed accountants such accounting ser-
vices as public bookkeeping, drawing off of trial balances,
general accounting advice, and the preparation of tax returns,
which did not affect the public interest broadly.

With the approval of legal counsel, the new approach was to
become the foundation of the Institute’s position on accountancy
legislation, and was to find its way into the laws of many
states.
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Extensions of Auditing Procedure

Under date of March 4, 1939, the Institute sent to all its
members a confidential memorandum, analyzing the facts which
had so far been developed with respect to the McKesson &
Robbins case, and the line of questioning by SEC representa-
tives in the hearings which were being conducted.

Two months later, by Herculean efforts, the special com-
mittee on auditing procedure was able to present to Council
a report submitting recommendations on the examination of
inventories, examination of receivables, appointment of inde-
pendent certified public accountants, and the form of in-
pendent certified public accountant’s report.

The committee’s chairman, Patrick Glover, and Samuel
Broad, who had headed the committee which prepared the
1936 revision of the Federal Reserve Bulletin, had drawn up
a first draft of the proposed statement. Then revisions were
hammered out at sessions of the full Institute committee. The
revised draft was submitted to a “committee of 100,” appointed
for the purpose by the New York State Society. After a meeting
which lasted nearly all night, substantial agreement was reached
after a few changes. Then the report was presented at a special
meeting of the state society and was approved.

Since the Institute held no membership meetings except
the annual meeting in the fall, the sentiment of members was
tested in several other states, and the final report was submitted
to the Council, the Institute’s governing body, at its spring
meeting in May 1939.

All this had been accomplished in five months. The SEC
had barely completed its investigation, and the drafting of its
report and recommendations had just begun.

The Council approved the committee’s recommendations and
ordered its report to be printed and sent to all members.

With some modifications, as a result of intervening discus-
sion, the report of the special committee was later approved by
the membership at the 1939 annual meeting.
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After a general preamble related to the basic responsibili-
ties of auditors, the report recommended that it should be
generally accepted auditing procedure, wherever practicable
and reasonable, for the auditor to be present either in person
or by his representative at the inventory-taking, and by
suitable observation and inquiry satisfy himself as to the ef-
fectiveness of the methods of inventory-taking and as to the
measure of reliance which might be placed upon the client’s
representations as to inventories and the records thereof. In
this connection, the independent CPA might require a physical
test of inventories to be made under his observation.

With respect to inventories in the hands of public ware-
houses or other outside custodians (which figured prominently
in the McKesson fraud), direct confirmation in writing from
such custodians was to be considered acceptable procedure,
“except that, where the amount involved represents a signifi-
cant proportion of the current assets or of the total assets of
the concern, the independent certified public accountant shall
make supplementary inquiries.”

With regard to receivables it was recommended that wher-
ever practicable and reasonable, and where the aggregate
amount of notes and accounts receivable represented a signifi-
cant proportion of the current assets or of the total assets,
confirmation by direct communication with debtors should be
regarded as generally accepted auditing procedure.

Further, it was suggested that independent auditors be en-
gaged or nominated by the board of directors or elected an-
nually by the stockholders and that the auditor be appointed
early in each year.

Appropriate changes in the standard form of independent
auditor’s report or opinion were recommended at the same
time. As revised, the form of report proposed was as follows:

To the Board of Directors (or stockholders) of the XYZ Company:

We have examined the balance sheet of the XYZ Company as of
April 30, 1939 and the statements of income and surplus for the
fiscal year then ended, have reviewed the system of internal control
and the accounting procedures of the company and, without making
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a detailed audit of the transactions, have examined or tested ac-
counting records of the company and other supporting evidence, by
methods and to the extent we deemed appropriate.

In our opinion, the accompanying balance sheet and related state-
ments of income and surplus present fairly the position of the XYZ
Company at April 30, 1939, and the results of its operations for the
fiscal year, in conformity with generally accepted accounting prin-
ciples applied on a basis consistent with that of the preceding year.

The substance of this report was published in Statements on
Auditing Procedure No. 1, “Extensions of Auditing Procedure.”
It was the beginning of a series which served the profession
well on later occasions.

The SEC Findings

The SEC hearings begun on January 5, 1939 were com-
pleted on April 25, 1939, although the final report, with rec-
ommendations and a full record of the testimony, was not
published until December 1940. In all, 46 witnesses had been
examined, including partners of accounting firms, representa-
tives of the Controllers Institute of America and the American
Institute of Consulting Engineers, and employees and directors
of McKesson & Robbins,

“Throughout,” said the SEC report, “Price Waterhouse &
Co., the witnesses, and their counsel extended the fullest co-
operation in facilitating the conduct of the proceedings. The
record of the public hearings is contained in 4,587 pages of
testimony and 285 exhibits comprising in excess of 3,000 pages.”

The variety of the subject matter covered at the SEC hear-
ings was striking. It ranged from the details of staff organi-
zation, and delegation of responsibilities in an audit, through
some 50 questions on specific items of the audit program, to
what might be termed the philosophy of auditing—the pur-
pose and the meaning of an accountant’s certificate, and the
basic responsibility of auditors.
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The SEC’s final conclusions had been awaited by the pro-
fession with bated breath.

Noting that McKesson’s auditors had been appointed by the
president or the controller, and that the board of directors
had no significant part in arranging for the audit or its scope,
the Commission’s report said: “While the appointment . . .
and the method of determining the scope of the engagement
in this case was in accord with generally accepted practice,
we do not feel that it insures to the auditor, in all cases, that
degree of independence which we deem necessary for the pro-
tection of investors.”

It was recommended that auditors be elected by stockhold-
ers; that a committee be selected from non-officer members
of the board of directors to make all nominations of auditors
and to arrange the details of the engagement; that the auditor’s
certificate be addressed to the stockholders; and that all
other reports be addressed to the board of directors and
copies delivered by the auditors to each member of the board;
that the auditors be required to attend meetings of stock-
holders and respond to questions; and that if for any reason
the auditors did not complete the engagement, they should
nevertheless render a report on the amount of work done and
the reasons for non-completion, which should be sent by the
company to all stockholders.

The report also said, “The auditor must realize that, re-
gardless of what his position and obligations might have been
when reporting to managers or to owner-managers, he must
now recognize fully his responsibility to public investors by
including the activities of the management itself within the
scope of his work and by reporting thereon to investors.”

Among other things, the report deplored the necessity for
recruiting large numbers of temporary employees during the
short busy season, and advocated general adoption by cor-
porations of natural business years for accounting purposes.
Better training, development, and supervision of staff was also
recommended.

The report concluded that Price Waterhouse & Co. had
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conformed to the prevailing generally accepted procedures for
examination of financial statements, but commended and sup-
ported the action of the profession in adopting the new re-
quirements for confirmation of receivables and physical ob-
servation of inventories, as set forth in “Extensions of Auditing
Procedure.” The SEC report charged, however, that the audit-
ors of McKesson had “failed to employ that degree of vigi-
lance, inquisitiveness, and analysis of the evidence available
that is necessary in a professional undertaking, and is rec-
ommended in all well-known and authoritative works on au-
diting.”

It was hardly to be expected that a government agency,
in a case which had excited so much public attention, could
let the accountants off with no criticism at all.

Most significant to the profession as a whole was the fol-
lowing statement in the SEC report:

We have carefully considered the desirability of specific rules and
regulations governing the auditing steps to be performed by account-
ants in certifying financial statements to be filed with us. Action has
already been taken by the accounting profession adopting certain of
the auditing procedures considered in this case. We have no reason
to believe at this time that these extensions will not be maintained or
that further extensions of auditing procedures along the lines sug-
gested in this report will not be made. . . . Until experience should
prove the contrary, we feel that this program is preferable to its
alternative—the detailed prescription of the scope of and procedures
to be followed in the audit for various types of issuers of securities
who file statements with us—and will allow for further considera-
tion of varying audit procedures and for the development of dif-
ferent treatment for specific types of users.

The profession had survived another crisis. The impact of
this case on practice generally was highly significant. Aside
from the specific requirements embodied in “Extensions of
Auditing Procedure,” most accounting firms quietly reviewed
their own procedures and approaches in the light of the testi-
mony at the SEC hearings. Many companies adopted the
practice of having their auditors elected by the stockholders,
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and audit committees of boards of directors grew more
numerous.

For the first time the Institute created a standing committee
on auditing procedure. Its first chairman was Samuel J. Broad,
senior technical partner of Peat, Marwick, Mitchell & Co.
He had been the chairman of the committee which prepared
the 1936 revision of the Federal Reserve Bulletin, and had
taken an active part in the Institute’s activities related to the
McKesson case. He became president of the Institute in 1944.

Following the example of the recently created committee on
accounting procedure, the new committee on auditing procedure
began the issuance of statements on auditing procedure, cov-
ering points which needed interpretation, or had not hitherto
been dealt with in official pronouncements. Between October
1939 and March 1941, the committee issued six such statements
in addition to “Extensions of Auditing Procedure”: “The
Auditor’s Opinion on the Basis of a Restricted Examination”;
“Inventories and Receivables of Department Stores, Installment
Houses, Chain Stores, and Other Retailers”; “Clients’ Written
Representations Regarding Inventories, Liabilities and Other
Matters”; “The Revised SEC Rule on ‘Accountants’ Certifi-
cates” (two sections); “Contingent Liability under Policies
with Mutual Insurance Companies.”

Then the United States became involved in World War II,
and this committee turned its attention, as will be seen later,
to matters related to the war effort.

However, the profession had again set its feet upon a new
path which led to increased public confidence.

The Ethics Committee Report

In the normal course the McKesson & Robbins case came
before the Institute’s committee on professional ethics, which
in accordance with custom deferred action until the official
proceedings before the SEC had been completed. Under date
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of May 12, 1941, the report of the ethics committee was pre-
sented to the Council by Dr. Joseph J. Klein of New York.

The report stated that the committee had studied intensively
the published report of the Securities and Exchange Commis-
sion, and particularly the testimony of the accountants who
were expert witnesses. The committee also obtained additional
information about the case from other sources.

Pertinent sections of the SEC’s findings were quoted at length.
The committee’s conclusion was as follows: “Your committee,
after prolonged study and discussion, has reached the unani-
mous conclusion that no prima facie case of violation, either
of our bylaws or of our rules of professional conduct, has been
established. In the presence of such a finding, no report to
Council is required, but, because of the importance of the case,
we shall briefly discuss the basis of our conclusions.”

The bases for formal charges against members in a case of
this kind were (1) a provision of the bylaws providing for
discipline of a member guilty of an act discreditable to the
profession; and (2) the applicable rule of professional conduct
providing for discipline of a member who certified financial
statements containing essential misstatements, “upon proper
presentation of proof that such misstatement was either willful
or the result of such gross negligence as to be inexcusable.”

The committee concluded that members could not be guilty
of an act discreditable to the profession through failure to follow
procedures which were not mandatory at the time of their
audit. As a result of its independent investigation, the com-
mittee also concluded that the members concerned had made
no willful misstatement as a result of their audit. There re-
mained for consideration, therefore, only the question whether
or not these members were guilty of inexcusable gross negligence.

Reference was made to the statement in the SEC report,
quoted above, that the auditors failed to employ a sufficient
degree of vigilance, inquisitiveness, and analysis of the evidence
available. However, the committee’s report continued:

“Your committee has spent considerable time in giving much
thought to this conclusion of SEC. Whether or not the auditors
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involved were as vigilant or as inquisitive as other competent
auditors would have been under similar circumstances at the
same time is a psychological question which your committee
finds itself unable to answer, partly because it is impossible to
divorce our present knowledge of the circumstances from the
consideration of what other reputable and experienced account-
ants might have done prior to exposure of the fraud. Mani-
festly we could not join in this conclusion of the SEC unless we
were convinced, as we are not, that the criticism is well-founded.
Your committee has made prolonged and careful study of all
the evidence available; it did not find, in its opinion, evidence
warranting the conclusion that the members concerned were
careless or indifferent in the conduct of their work, and cer-
tainly in no such degree as would have to be shown to exist
in order to justify charges of ‘inexcusable gross negligence’
under the Institute’s bylaws.”

In view of the unusual importance of this matter, a partner
of Price Waterhouse & Co., Rodney F. Starkey, had been in-
vited to appear at the Council meeting where the report of
the committee on professional ethics was presented. He volun-
teered to answer any questions. Presidents of state societies and
committee chairmen who had the privilege of the floor at the
meeting were invited to participate in the questioning.

Mr. Starkey responded to a number of questions. Members
of Council commented on various points developed in the
questioning. At the conclusion of this period, on a motion duly
seconded, the report of the committee on professional ethics
was approved.

Concern was expressed, however, that the membership gen-
erally might suspect that the Institute was shielding a promi-
nent firm. Clem W. Collins, a recent president of the Institute,
said:

Ever since this matter came up, which is about three years ago,
there have been numerous criticisms. When I was president, I re-
ceived a great many letters insinuating that there was not full
consideration being given, and that because this firm was a large firm,
perhaps they were not subjected to as severe examination and cen-
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sure as might be accorded to a smaller firm. Continually I am
hearing things said. Even last night the president of a state society
suggested that there had not been a full consideration of the case
.+« . I feel quite strongly that when we have settled this, it ought
to be considered settled, and certainly no one present has a right to
go out and make any claim that it had not had full and complete
consideration if he fails to make himself heard at this time. If he
sits silent and says nothing, then I think that he gives, by his silence,
consent to the action.

There was discussion of the possibility of publishing a full
statement of the facts for the information of the membership.
It was pointed out that throughout the period in which the
matter had been under consideration the members had been
kept currently informed of the essential facts in the case. Finally
the executive committee was given discretion to publish any
additional statement on the matter which seemed desirable.
The executive committee later concluded that the report of
the ethics committee spoke for itself, and that report was pub-
lished in full in The Journal of Accountancy for July 1941.

The McKesson case had been an abrasive experience for the
profession as a whole—especially for those then in charge of
the Institute’s affairs—and most of all for the partners of the
eminent accounting firm involved. Yet, if it cannot be said that
the profession emerged with flying colors, it did come out of
the affair without permanent injury. In fact, the results, in
the long run, strengthened the profession’s position. The im-
portance of independent audits, and their unavoidable limita-
tions, had been brought forcefully to the attention of many
people who had given little thought to the matter before. The
constructive work resulting in Statements on Auditing Pro-
cedure No. 1, “Extensions of Auditing Procedure,” led to a
series of authoritative pronouncements on auditing standards
and procedures, which, as will be shown in Chapter 7, greatly
strengthened the position of independent auditors.
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CHAPTER 3

War Years

X7
VVune the accounting profession in the United

States was struggling with its internal problems and enduring
its growing pains, powerful and destructive forces were building
up in Europe and Asia. Nazi Adolf Hitler was threatening
Europe. Fascist Mussolini was rattling his saber in Africa and
the Balkans. Japan was involved in undeclared war with China.
Stalin’s Russia sought to make the whole world communist.

International tensions were building up to a point at which
the United States could not escape involvement, with unpre-
dictable impact on all its institutions, including the accounting
profession.

As always, the people of the United States were extremely
reluctant to be drawn into another war. But when Hitler in-
vaded Poland in September 1939, and Great Britain and France
declared war on Germany, sentiment in the United States began
to change. After the stunning defeat of France, and the escape
of the British at Dunkirk, President Roosevelt announced, “We
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will extend to the opponents of force the material resources
of this nation; and, at the same time . . . speed up the use of
these resources in order that we . . . in the Americas may have
equipment and training equal to the task of any emergency.”
The United States began to supply munitions to the British.

While the pacifist attitude was still strong in the United
States, an increasing number of citizens began to believe that
only by helping Britain would America be saved from ultimate
attack.

Defense Preparations

In September 1941, three months before Pearl Harbor, the
American Institute of Accountants held its annual meeting in
Detroit. The retiring president, C. Oliver Wellington, in his
address reflected the general awareness that entry of the United
States into the war was not far away.

We don’t like war. No one likes war, But what will be the result
of our lives and the lives of our children if we allow the inter-
national gangsters to grow stronger and stronger?

. . . In addition to our responsibility as citizens, we have a duty
to help clients in adapting their financial and operating policies to
the new conditions. Shortages of materials necessary to defense will
require increased civilian rationing of commodities, with consequent
distress to some businesses; inflation will cause rises in the prices of
practically all materials, labor, and services; higher and higher taxes
will induce economic dislocation and much hardship. . . . The ac-
counting profession can help the government by suggesting the
easiest, most convenient, and least expensive methods of taxation, the
most effective control over expenditures, and the best safeguards
against waste or loss. . . . In war, as in peace, the accountant is bound
to be an indispensable part of the economic machinery.

At the same annual meeting a resolution was adopted, on
recommendation of the committee on national defense, calling
on government to make the most effective use possible of per-
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sons with accounting training who might be inducted into service
under the Selective Service Act.

The defense committee reported that it had co-operated with
the Advisory Commission to the Council on National Defense.
A questionnaire had been issued to all members of the Institute,
to which more than 500 replies were received, providing infor-
mation as to the availability of members for defense work of
various kinds without compensation. Ten of the committee’s 19
members had been called upon for service in the defense pro-
gram. At the request of the War Department, a subcommittee
had reviewed audit manuals prepared for the guidance of field
auditors under the Quartermaster Corps in connection with
construction projects. Advice had also been offered to the Ad-
visory Commission on the possibility of co-ordinating the audit
procedures of the several defense agencies.

The Institute’s staff had responded to numerous calls for
accounting personnel required in the defense program and
was setting up a record of services being rendered by members
of the Institute in the armed forces or in other defense capacities.

Three members of the defense committee were serving as
dollar-a-year men in the Office of Production Management. One
of the Institute’s vice presidents was engaged in a special as-
signment for the Export Control Board. Five prominent mem-
bers of the Institute were manning the accounting and auditing
section in the office of the Under-Secretary of War. Another
member of the committee was serving as special assistant to
the Paymaster General in the Navy Department. Several other
members were serving on a special panel of advisors to the
War Department dealing with problems related to amortization
of investment in defense-plant facilities.

Some Institute members had been called to active duty as
reserve officers or members of the National Guard.

The Institute was also collaborating with the government in
drafting a questionnaire for accountants as a part of a nation-
wide survey of technical, scientific, and professional personnel
in conjunction with the defense program,
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Pearl Harbor

Norman L. McLaren was elected president of the Institute
to succeed Mr. Wellington. Mr. McLaren was senior partner of
the firm of McLaren, Goode & Company in San Francisco. He
had been an active participant in Institute affairs over a period
of years, serving as a member of the Council and various com-
mittees, and currently the committee on national defense.

On December 7, 1941, President McLaren and the secretary
of the Institute were relaxing in the lounge of a Pullman car
headed west, where they were to fulfill speaking engagements
at state society meetings. Over the radio came the news of the
Japanese attack on Pearl Harbor. After a period of shocked
silence, Mr. McLaren said, “This means war. I am going into
uniform.”

Shortly after, he was sworn in as an officer of the United
States Navy with the rank of commander, and later was pro-
moted to captain, serving as chief of the cost and audit division
of the Office of Procurement and Material. He offered to resign
as president of the Institute, but the executive committee re-
jected this offer. Mr. Wellington, the immediate past president,
was named as acting chairman of the executive committee, to
preside at meetings which the president might be unable to
attend.

Other members of the Institute, too numerous to name, joined
the armed services. Among the most prominent was Colonel
Arthur H. Carter, a West Point graduate, who became a major
general in the Army and director of the fiscal division, Army
Service Forces.

At the 1942 annual meeting the principal topic of discus-
sion was war problems. Among the members participating
were the following: Colonel Andrew Stewart, Lt. Colonel John
W. McEachren, Lt. Colonel H. W. Burrows, and Lt. Colonel
Morris C. Troper, all of the War Department; Paul Grady,
who as a civilian headed the cost inspection service of the
Navy Department, and Lt. Leslie Mills, who was engaged in
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renegotiation work for the Navy. Professor T. H. Sanders, who,
though not a member, had been the Institute’s research director,
became chief of the cost-analysis section, purchases division,
War Production Board. J. Harold Stewart, who became presi-
dent of the Institute in 1949, also served as a captain in the
Navy.

In his presidential address at the 1942 meeting, Commander
McLaren reflected the uneasiness of the American people, as
the war was not going well:

Day by day it becomes more apparent that ultimate victory in the
war hinges upon the productive ability of the American people. The
progress that has been made in our conversion to a complete wartime
economy is gratifying, but our job is just begun. . . . There is no
place in this fight to the finish for the weak, the sentimental, and
the nonproducer. The part which must be taken by our profession
is crystal clear—individually and collectively we must demonstrate
that in war, as in peace, we are eager and fully prepared to do all
that our country has the right to expect of us. . . . Our younger
members by the thousands are responding to the call to the colors. . . .

He referred among other matters to the panel of supervising
auditors under the cost and audit branch of the Navy, includ-
ing approximately 150 members of the Institute representing
every section of the country.

George S. Olive, senior partner of Geo. S. Olive and Com-
pany, Indianapolis, was elected president of the Institute to
succeed Commander McLaren.

The Institute had turned almost all of its energy toward
war activities.

Accounting Manpower

While refusing to recommend blanket deferments of account-
ants from military service, the Institute did make efforts to
conserve enough trained accounting manpower to meet the
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needs not only of the military and civilian war agencies, but
also the producers of goods and services essential to the war
effort and the civilian economy.

Young staff accountants and college students who might
have become staff accountants were entering the armed services
by the thousands. Public accounting firms were having difficulty
in obtaining deferments even of older experienced CPAs who
were engaged in essential work.

The first approach by an Institute representative to the Se-
lective Service System resulted in a meeting with a Navy
commander who had been assigned to that service. His first
reaction was, “I am allergic to accountants.” He had been a
practicing lawyer who shared the feeling prevalent in some
quarters of the Bar that accountants were invading the practice
of law in their tax activities (see Chapter 9).

However, after persistent efforts with both Selective Service
officials and the War Manpower Commission, rulings were ob-
tained that accountants possessing training and skill of pro-
fessional quality who were engaged in essential activities were
entitled to consideration for deferment. But, local draft
boards were given wide discretion in applying Selective Ser-
vice directives, and many accounting firms were unsuccessful
in seeking deferments even for key men.

By 1944, however, the government’s approach had been al-
tered. Deferment of registrants of the ages 18 through 25 was
so tight that occupational grounds were virtually eliminated.
Registrants of ages 26 through 29 could be considered for oc-
cupational deferment under the criteria theretofore issued, while
registrants of ages 30 through 37 benefited from material
relaxation of the requirements for occupational deferment.

Institute committees and staff spent hours, days, and weeks
in Washington and elsewhere on various aspects of the man-
power problem—recruiting competent accountants for the
military and civilian war agencies, attempting to secure de-
ferments for CPAs who were doing essential work, and trying
to have skilled accountants in the armed services assigned to
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tasks where they could do the most good. A continuous flow
of information on these matters went to the state societies and
the membership as a whole.

Consulting Activities

The committee on war activities and other Institute groups
were busily engaged in responding to inquiries on accounting
or auditing matters upon which war agencies needed pro-
fessional advice.

Under General Accounting Office requirements, costs in-
curred under cost-plus-fixed-fee contracts had to be pre-
audited—that is, each item of expense had to be checked and
approved at the time it was incurred—in order to provide a
basis for reimbursement of the contractor. Efforts were made
to change this policy to permit post-audit of contractors’ costs.

Advice was given the executive director of the Supply, Pri-
orities and Allocations Board on the major problem of allo-
cating materials between defense and non-defense industries.

Institute representatives reviewed procedures followed in the
audit of Army Post Exchanges, which resulted in an audit
manual for this purpose.

Co-operation was given the War Production Board in a
study designed to facilitate elimination of duplications in ques-
tionnaires sent by war agencies to industrial companies.

At the request of Army officers a special committee under-
took to review and co-ordinate the audit manuals utilized by
the several branches of the Army.

The War Department eventually approved selective auditing
procedures in the audit of contractors’ accounts, instead of the
traditional requirement of a detailed check of all items.

Advice was given on interpretation of cost criteria applicable
to cost-plus-fixed-fee supply contracts.

Institute representatives reviewed drafts of a War Depart-
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ment manual for administrative audit of termination claims of
fixed-price supply contractors.

Renegotiation was another area in which many accounting
questions were involved. Carman G. Blough, formerly chief
accountant of the SEC, had taken a post with the War Pro-
duction Board as liaison member of all price-adjustment boards.
With his co-operation an Institute committee was enabled to
make policy recommendations on renegotiation.

The committee on federal taxation made countless recom-
mendations on legislative proposals, as well as administrative
policies, related to wartime taxes. It was instrumental in se-
curing extensions of time for filing tax returns in order to
lighten the burden on taxpayers caused by the shortage of
accounting manpower. It also persuaded the Bureau of Inter-
nal Revenue to maintain a reasonably flexible policy in per-
mitting changes from calendar-year to fiscal-year closings,
which minimized the peak-load pressures on accountants, as
well as on the personnel of the Bureau itself.

Technical Activities

During the war years the committee on auditing procedure
issued statements on auditing under wartime conditions, dis-
closure of the effect of wartime uncertainties on financial
statements, physical inventories in wartime, confirmation of
receivables from the government, termination of fixed-price
supply contracts, and wartime government regulations.

The committee on accounting procedure issued research
bulletins on accounting for special reserves arising out of the
war, United States Treasury notes, post-war refunds under
the Revenue Act of 1942, accounting for cost-plus-fixed-fee
contracts, reserves for possible renegotiation refunds, and ac-
counting for terminated war contracts.

The technical committees were handicapped by the lack
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of adequate staffs. Victor Z. Brink, who had been assisting
the committee on auditing procedure, became a lieutenant
colonel in the Army. His work was taken over by George
Farrand, who had been an assistant in the research depart-
ment, until he, too, obtained a commission in the Navy.

Keeping the Members Informed

Massive amounts of information were sent to members of
the Institute during the war years, not only through The
Journal of Accountancy and The Certified Public Accountant,
but in special reports and proceedings of the annual meeting.
Such information varied from rules on gasoline rationing and
Selective Service regulations to highly technical requirements
affecting industries providing material to the government.

In addition, while transportation was difficult and meet-
ings had to be curtailed, Institute officials travelled with great
difficulty to various parts of the country for face-to-face dis-
cussions at meetings of state societies on problems with which
the profession was struggling.

Owing to a shortage of paper, the size of The Journal of
Accountancy was curtailed somewhat. Publication of the 1942-
43 Yearbook was omitted and the 1943-44 edition was con-
densed.

The 1945 annual meeting was cancelled because of trans-
portation problems and the unavailability of adequate hotel
accommodations. Instead, a two-day meeting of Council was
held in Chicago, to which presidents of state societies, com-
mittee chairmen, and representatives of other accounting
associations were invited. Elections and other official business
were conducted via mail ballots to the entire membership.

So extensively were the Institute’s resources and energies
devoted to war-related activities that the War Manpower
Commission officially declared it to be an “essential organi-
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zation” under the regulations. This was an unusual distinction
for a non-profit membership association.

The Institute’s Organization

When the United States entered the war the Institute’s staff
numbered 43 persons, including the director of research and
one research assistant who were on a part-time basis. By the
spring of 1943 the number had dropped to 32. Five former
staff members were serving in the armed forces, and others
had left for other reasons. Through strenuous recruiting ef-
forts, replacements were found, and by the end of the war
the total number had grown to 47, an all-time high.

Somewhat to the surprise of the Institute’s officers, the
membership continued to grow throughout the war. From
5,722 in 1941 it grew to 9,051 at the end of the fiscal year
1944-45. Likewise, the circulation of the Journal increased from
15,684 to 25,573.

While the war years were an ordeal for all concerned,
especially those in active military service, the profession as
a whole emerged from them stronger in every way than it
had been before.

The ordeal was reflected in the address of George S. Olive
as president at the 1943 annual meeting:

Those of us left in public practice have been loaded with more
complicated questions on which clients have needed our help than
have been presented since 1918—the intricacies of renegotiation,
wage stabilization, excess-profits-tax computations and plans for re-
lief therefrom, victory tax, withholding tax, declarations of estimated
tax liability, and trying to convince clients that Congressional talk of
forgiveness of a portion of the 1942 or 1943 tax really had the re-
sults of increasing their taxes for the current year rather than reduc-
ing their liabilities. With personnel much reduced and work greatly
increased, we have all tried to stretch out the hours and render the
best service possible.
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Victor H. Stempf, a partner of Touche, Niven & Co. in
New York, succeeded Mr. Olive as president. At the end of
his arduous year in office, he brought the following words to
the 1944 annual meeting:

Statesmanship in the profession looks beyond immediate selfish in-
terest or expedience toward the long-range development of the influ-
ence, recognition, and prestige of the profession, through unmistakable
service in the public interest. . . . It demands an awareness of oppor-
tunity and a willingness to act promptly, fearlessly, and diligently, as
have all of the Institute’s special wartime committees during the past
three years. . . . We are becoming more sharply aware that accounting
is a potent social force; that its use or abuse may radically affect the
destiny of our economy.

As the profession grows in influence, as it gains public respect and
recognition, so will it also become more and more the target of attack,
either by those jealous of its preferment or by the drooling wolves
before an imagined strike-suit feast. We must guard our right to
determine what are generally accepted accounting principles and
generally accepted auditing standards. As a profession, we have an
inalienable right to set for ourselves objective standards of independ-
ence, integrity, and competence.

Mr. Stempf was the only man to have served as president
of the three largest accounting organizations in the country—
the New York State Society of Certified Public Accountants,
the National Association of Cost Accountants, and the Ameri-
can Institute of Accountants. His influence was widespread.

Aftermath

Samuel Broad of Peat, Marwick, Mitchell & Co., New
York, succeeded Mr. Stempf as president. His tireless efforts
on behalf of the profession have been recited in the preceding
chapter. Throughout the war years, he had served as chairman
of the committee on auditing procedure.
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In his report to the members in the fall of 1945, Mr. Broad
said:

The accounting profession has had an important part to play in
the war effort and will continue to play an important part in dealing
with the economic problems which constitute a major part of the
aftermath. . . . More and more it becomes evident how fortunate we
are as a professional organization in having so many men with ability
and the qualities of leadership ready, even eager, to place their services
at the disposal of the profession. Perhaps it is because we are a
young and progressive profession and we all feel that we are going
places. Be that as it may, the steady and concerted work of our
committees, ably supplemented by the staff, shows in the significant
gains our profession is making in prestige and public esteem as the
years go by. ...

The economic struggles which have characterized western civiliza-
tion for the past centuries seem to be reaching a new peak. The
benefits from new inventions, from war-accelerated improvements in
manufacturing processes and machinery, and from lower production
costs, should be shared equitably among labor, management, consum-
ers, and the owners of the business, . . . There are wide differences of
opinion on this point and it seems logical that the first step toward
reaching an agreement should be to determine what are the under-
lying facts. We as accountants should, I believe, be able to be helpful
in reporting what the underlying facts are, provided we can convince
the parties as to our independence of viewpoint.

The influx of accountants into Washington during the war,
and their participation in war-related activities in all parts
of the country, plus appearances of Institute representatives
at hearings before Congressional committees and in confer-
ences with high officials of the military and civilian war
agencies had all given the accounting profession more visibility
than it had enjoyed before. Acquaintances were formed with
leaders from other fields of endeavor who were sharing the
management of the war effort. And these friendly relations
persisted for many years thereafter.

In addition, the members of the profession had perhaps
acquired increased self-confidence as a result of wartime ex-
periences. They found that they could hold their own—and

53



sometimes do better than that—in discussions with top-level
leaders from other disciplines.

Wartime manpower shortages forced accounting firms to
economize as much as possible in the expenditure of man-
hours. This led to intensive study of ways to use staff to best
advantage. A more analytical approach to auditing resulted.
Unnecessary detailed checking was avoided. Carefully selected
samples for audit tests became more prevalent. It was found
that much audit work could be performed prior to the year-
end, and the phrases “interim auditing” and ‘“continuous
auditing” began to come into usage.

Women were engaged as staff assistants on a larger scale
than ever before, and many of them remained in the pro-
fession after the war. It was, in fact, wartime necessity which
broke down to a large extent the prejudice against women in
accounting which had existed before. Thereafter their num-
bers grew quite rapidly, and it became no longer unusual for
women to be assigned to audit staffs.

Management Services

Perhaps the most important impact of the war on the
practice of public accounting was the application of mathe-
matical and systems approaches to the logistics problems of
the military.

At the outbreak of World War II in England, scientists
were called to the assistance of the Air Force to attack the
critical problem of co-ordinating the newly developing early-
warning radar system with Air Force operations. This in turn
led to investigations of the efficiency of the total communi-
cations systems. Similar systematic approaches were applied
later to other military problems and came to be designated
as “operational research.”

After the war, operations-research techniques were added
to the tools developed during the “scientific-management” era
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of the preceding years. Their scope was expanded by the
advent of computers. Operations research, alternatively called
“management sciences,” began to be used in industrial com-
panies on an increasing scale.

Accounting firms did not ignore these developments. Not
long after World War 1I, they began to offer “management
services” as a separately identified branch of accounting prac-
tice. These services differed little in purpose from the cost
accounting, systems work, and advisory services which ac-
countants had been offering clients for decades. But the new
mathematical techniques and data-processing facilities enabled
such services to be rendered at a higher level of sophistication
and often at less cost than would have been possible without
the new tools.

This field of management advice and assistance became a
steadily increasing proportion of the total volume of public
accounting services.

The officers of the Institute approached the post-war years
with optimism,

“The country may soon be thinking in terms not of re-
striction, but of expansion, full employment, full production,
new outlets for human activity,” said the secretary in his
1945 report. “Problems of a nature quite different from those
of the past three years may soon confront the accounting
profession. The Institute, as the profession’s instrument for
collective action on the national scale, should be geared to
deal with these problems as well as possible.”

Plans and programs were laid out for the years ahead,
embodying increased activity in the field of research, per-
sonnel recruiting, adult education, public information, and
many other areas. The period of explosive growth of the
profession and of the Institute was soon to begin. With it
came new and painful problems.
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CHAPTER 4

Pressure for Comparability

Of Earnings

As World War II drew to a close, fears were ex-
pressed about what might happen to the economy when peace
prevailed again. Memories of the depression were still fresh
in mind. Would a sudden drop in the production of war mu-
nitions throw millions of people out of work? Would the
millions of returning servicemen added to these mean wide-
spread unemployment, bread lines, and soup kitchens?

Henry Wallace, Vice President of the United States under
Roosevelt prior to the 1944 election, wrote a short book, Sixty
Million Jobs, urging the government to take steps to assure
enough work for the people.

A Congressional committee, the Temporary National Eco-
nomic Committee, heard learned professors testify that the
U.S. economy had matured, that capitalism had reached the
end of its frontiers, and that the country could not look for-
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ward to an expanding economy, but rather had to reconcile
itself to an equitable division of the wealth already available.

What actually happened astonished even the optimists. In-
dustry converted quickly from production of war material to
production of consumer goods. The strong pent-up demand
for goods and services, restrained by wartime shortages and
controls, provided an eager market for all that industry pro-
duced. Returning servicemen were easily absorbed into in-
dustry, or into educational institutions, supported by the G.IL.
Bill of Rights, which equipped millions of them for jobs on
a higher level than they could have attained before. The
accounting profession, incidentally, was one of the benefi-
ciaries of this farsighted program to provide higher education
for returning servicemen.

Before long there were 70 million jobs, not just the 60 that
Wallace had demanded and that many had thought a hope-
lessly optimistic target.

In short, the country embarked on an economic boom which,
with only minor interruptions, continued to the time of this
writing. Heavy doses of inflation accelerated expansion of the
economy at unprecedented speed. One aspect of the expan-
sion of crucial importance to the accounting profession was
the development of “people’s capitalism.”

Industry needed massive amounts of capital to expand plants
and equipment, which in turn created many new jobs and
thereby infused the economy with even more purchasing power.
The best way to raise that capital was to tap the savings of
the people directly. This was done by encouraging investment
in common stocks by people of moderate means. Under the
banner of “people’s capitalism,” the stock exchanges actively
promoted such investment.

For those who did not care to buy stocks directly, the mutual
funds offered opportunity to get into the stock market by
proxy, through periodic payment of what an investor could
afford.

Institutions also began to invest in equities more heavily
than before the war, when bonds had been considered appro-
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priate for trust funds of all kinds. As the pace of inflation
quickened, common stocks offered a better chance of being
paid off, through capital gains, without erosion of purchasing
power. Consequently, insurance companies, pension funds, uni-
versities, executors of estates, and private organizations of all
kinds—including the American Institute of Certified Public
Accountants—steadily increased the proportion of equity se-
curities in their portfolios.

These institutions, be it noted, were also custodians of the
savings—unspent dollars—of various segments of the public.

In 1940, it had been estimated, there were about four
million stockholders in the country. Even among this number,
there was a heavy concentration of holdings in the hands of
a relatively few wealthy people and institutions. But by 1952
the number of stockholders was approaching seven million,
by 1962 it hit 17 million, in 1965, 20 million, and in 1968
about 24 million, with no sign of faltering.

In one way or another, a large proportion of the American
people had a direct or an indirect financial stake in the stock
market. The economic, political, and social implications of
this situation were of unparalleled magnitude. Private invest-
ment decisions became a matter of national importance.

Focus on Earnings Per Share

How were these decisions made? Relatively few investors
were equipped, or had the time, to make a thorough analysis
of the financial statements, with footnotes, of the companies
whose common stock they intended to buy—to say nothing
of the equally important non-financial considerations affecting
the earning power of such companies: the quality of manage-
ment, shifts in market demands, changes in technology, and
many other factors.

The traditional formula for valuing common stock was to
apply a multiple to earnings per share. If earnings per share
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were rising steadily from year to year, a higher multiple was
considered justified; in other words, prospective higher earn-
ings warranted a higher immediate price. On the contrary,
declining earnings would suggest a lower multiple.

How were earnings per share determined? Obviously by
dividing reported net income by a certain number of shares.

Thus the net income figures appearing in corporate finan-
cial statements, audited by independent certified public ac-
countants, became a matter of national importance. And so
the accounting principles on which net income was determined
attracted more attention from the general public and its
spokesman, the press, than ever before in the history of the
accounting profession.

The emphasis in most discussions of the subject was on
“uniformity,” or, as most CPAs preferred, “comparability,”
of reported earnings of different companies. Since a decision
to sell a stock, buy it, hold it, or sell it and buy another was
based largely on reported net income figures, it naturally ap-
peared important to most investors that those figures be based
on accounting principles which would permit valid compari-
sons of the net income of one company with that of others.

The result was increasingly heavy pressure on the account-
ing profession—specifically the American Institute of Certified
Public Accountants—to eliminate alternative methods of ac-
counting for similar transactions which made such comparisons
unnecessarily difficult, if not impossible.

This mounting pressure came principally from five sources:
the SEC, the American Accounting Association, the financial
analysts, the financial press, and elements within the Insti-
tute itself.

However, powerful countervailing pressures also developed
among some corporate managements and organizations repre-
senting them, such as the National Association of Manufac-
turers, and the Financial Executives Institute (formerly the
Controllers Institute of America).

The Institute found itself in the middle—as one observer
put it, “in the eye of a hurricane.” A weaker organization
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might have panicked and, by trying to please everyone, have
compounded confusion. Or it might have abdicated respon-
sibility and run for cover. The Institute, however, resisted the
pressures from both sides, and conducted an agonizing reap-
praisal of its own position, which resulted in adoption of new
goals, new procedures and new sanctions. This was not ac-
complished without internal stresses and strains.

Pressure From the SEC

The Securities and Exchange Commission always had the
power to prescribe accounting rules of all types for companies
subject to its jurisdiction. The Commission, however, refrained
from attempting to prescribe uniform accounting principles
for industrial and commercial corporations, although it did
prescribe uniform systems of accounts for companies subject
to the Public Utility Holding Company Act of 1935 and for
brokers and dealers. Under the Investment Company Act of
1940, also, the Commission issued rules providing, as authorized
by the Act, for “a reasonable degree of uniformity in the
accounting policies and principles to be followed by registered
investment companies in maintaining their accounts, and in
preparing financial statements required pursuant to this title.”

For the general run of companies issuing securities to the
public, however, the Commission relied on a case-by-case ap-
proach in exercising its authority, as noted in Chapter 1.

Generally, the Commission enforced the Accounting Re-
search Bulletins of the Institute’s committee on accounting
procedure through deficiency letters or informal conferences
with officials of corporations who filed financial statements
deviating from the committee’s recommendations. In rare
instances the SEC disagreed with an Institute pronouncement
and refused to back it up.

On several occasions where the Institute had not yet issued
a pronouncement on a controversial point, the SEC took
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the initiative by issuing an Accounting Series Release which,
in effect, had the authority of a rule.

Keenly aware of their own responsibility for the protection
of investors, and of their own vulnerability to criticism, some
Commissioners and chief accountants expressed impatience
with delays in the Institute’s efforts to resolve important ques-
tions; and within the Commission, from time to time, con-
sideration was given to the desirability of enunciating compre-
hensive accounting rules under its general statutory authority.

Speeches by chairmen and members of the Commission
and by its chief accountants sometimes sharply criticized the
accounting profession and sometimes warmly praised it.
Whether the carrot or the stick was used, however, there was
always pressure on the Institute to do more, and to do it
faster, in narrowing the areas of difference in accounting
practice.

After only four years of experience with the Securities Act,
Commissioner George C. Matthews, in 1937, expressed some
uneasiness about the effectiveness of the permissive approach
to the development of accounting principles. He said that
where the accounting profession gave evidence of its capacity
and willingness to develop and apply proper methods without
evasion or undue delay, it should be encouraged to take on
the responsibility. However, while acknowledging that some
progress had been made, he suggested that there were ob-
stacles to early resolution of the numerous problems that
remained unsolved. Among other things, Mr. Matthews re-
ferred to “manifestations of environmental influences in the
work of accountants before us”—a tendency to rely on prece-
dent and authority rather than on the scientific method. On
this point he said, “The competitive nature of the profession
and its traditional affiliation with management make the ac-
ceptance of precedent dangerous. . . .”

Remarks of this kind were often the result of specific cases
which had come before the Commission. In one case, for
example, while all the Commissioners disapproved the ac-
counting, the majority believed that there had been adequate
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disclosure by footnote or otherwise so as to comply with the
statute and make a stop-order proceeding inappropriate.

As a result of such incidents, however, a major policy de-
cision of the Commission was reflected in Accounting Release
No. 4 issued in April 1938. This stated, in effect, that where
financial statements were prepared in accordance with ac-
counting principles for which there was no “substantial au-
thoritative support,” such statements would be presumed to
be misleading or inaccurate despite disclosures contained in
the certificate of the accountant or in footnotes to the state-
ments, provided the matters involved were material. The re-
lease further provided that even where there might be sub-
stantial authoritative support for the practices followed, they
would not be acceptable if the position of the Commission
had previously been expressed to the contrary in rules, regula-
tions, or other official releases, including the published opinions
of the chief accountant.

In commenting on this release, William W. Werntz, the
chief accountant, said in a speech to the Controllers Institute,
“In view of the contradictory practices which at the present
time have substantial support, it is to be hoped that any
statement of principles that is finally formulated will not
permit of such flexibility in application as to destroy the basic
comparability of financial statements resulting from their ap-
plication to business transactions of different issuers.” This
was an early official reference to the goal of comparability.

In 1939 Mr. Werntz said in another address that “much can
be done in the way of making uniform the principles followed
in the preparation of the statements. Accounting statements
are intended to convey information. In this sense accounting
is a language. Therefore, sufficient similarities must be ob-
tained between the financial statements of comparable com-
panies to enable the reader to make comparisons without first
having in hand a separate dictionary and grammar book for
each of the companies. Like a language, the utility of ac-
counting increases as its principles and definitions become
standardized.”
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In still another address in the same year he said, “There
are, I think, a large number of instances in which conflicting
methods have received support under circumstances that re-
sult in confusion and invite criticism on the part of the lay
reader if not the trained accountant.”

In 1939 also, a significant SEC ruling emerged from the
Interstate Hosiery Mills case, in which it was stated that the
management of a company subject to SEC jurisdiction had
the primary responsibility for the financial information filed
with the Commission. The Commission said:

The fundamental and primary responsibility for the accuracy of
information filed with the Commission and disseminated among the
investors rests upon management. Management does not discharge its
obligations in this respect by the employment of independent public
accountants, however reputable. . . .

Accountants’ certificates are required not as a substitute for a man-
agement’s accounting of its stewardship, but as a check upon that
accounting.

The emphasis in the case was on auditing, not accounting.
The Commission outlined the responsibility of independent
auditors for appropriate supervision of staff and for the review
of working papers resulting from the audit.

However, this holding also encouraged the prevalent belief
that management had primary responsibility for the selection
of accounting principles and that the auditor’s responsibility in
this regard was only to satisfy himself that such principles were
“generally accepted” or, in SEC terms, had “substantial author-
itative support.”

As the work of the Institute’s committee on accounting pro-
cedure began to produce tangible results (see Chapter 1),
criticism and exhortation by SEC representatives began to be
tempered with commendation. Jerome N. Frank, then chair-
man of the SEC, said to the American Institute at its annual
meeting in 1940:

I feel that we on the SEC and you in the accounting profession
can take pride in our constant efforts to improve the standards of
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corporate reporting. I feel confident that we have already made a
contribution so substantial that, even if the securities laws were to
become a dead letter, corporate reporting would never again shrink
to its former status. The stature of your profession has grown im-
measurably in the past few years. Your increasing independence is
the envy of other professions. Neither you nor we will ever attain
perfection, but I anticipate that we will spend a good many more
years on our joint effort to improve the quality and value of infor-
mation to security holders.

At the next annual meeting of the Institute, Chief Account-
ant Werntz was a speaker. Referring to the need for authorita-
tive expressions of fundamental concepts of accounting, he
said:

Now concrete results are appearing. The difficulties are well rec-
ognized and great. The formulation of propositions possessing wide
applicability is hampered by the variety and complexity of the busi-
ness events with which accounting is concerned. Furthermore, the
evolution of accounting, until recently, has been heavily, indeed too
heavily, pragmatic, producing a structure with internal inconsistencies
which have, nevertheless, been firmly cemented in place through long
usage. . . .

In spite of these difficulties, the past year has seen an important
contribution in the recent revision by the executive committee of the
American Accounting Association of its “Statement of Accounting
Principles Underlying Corporate Financial Statements.””*

Mr. Werntz described this statement as a consistent and
clear expression of accounting fundamentals—criteria by which
the propriety of solutions of specific questions might be mea-
sured. He went on to say that the American Institute had
approached the same objective—the improvement of account-
ing—by dealing directly with specific problems: “Such activity
is of first-rank importance, and the statements on accounting
principles contained in the research bulletins have been sig-
nificant contributions . . . . It may be hoped that the flow of

1This was the first revision of the ‘“tentative” 1936 statement by the
American Accounting Association described in Chapter 1.
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both kinds of statements and the discussion they engender will
rise rather than subside.”

All-Inclusive vs. Earning-Capacity

After World War II, no longer preoccupied with special
problems arising out of the war economy, the SEC focused
attention on the purpose of the income statement and the
contentions of those who supported the “all-inclusive” state-
ment or the “earning-capacity” approach.

Mr. Werntz concluded that no generally agreed-upon cri-
teria existed as to when an item might properly be excluded
from the income statement; that accountants had been willing
to certify statements excluding some items, either on the
basis that they conformed to their own views, or on the ground
that in the absence of effective criteria they were unable to
object; that by a choice between income and surplus it was
possible to vary reported earnings within very wide limits;
and that practice in the field was so devoid of any unifying
principle as to be readily susceptible of misuse and misunder-
standing, to the very probable detriment of investors not expert
in accounting matters.

Debate persisted for several years on the all-inclusive versus
the earning-capacity income statement. The latter involved
direct charges and credits to surplus of material items unre-
lated to operating results. George D. Bailey, who had become
chairman of the committee on accounting procedure, was a
strong advocate of “sharpening net income.” Mr. Bailey was
then one of the senior partners of Ernst & Ernst and head of its
important Detroit office. He had had a long and rich experi-
ence in accounting, and, in addition, was well informed on
economic, political and social trends. He was studious, imagi-
native and energetic—an unusual combination of thinker and
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activist. He had a casual, informal, pleasant manner which
concealed a will of iron.

He believed that net income should reflect earning capacity
—earnings from the regular business of a company, exclusive
of windfalls such as gains on the sale of a plant—and should
be determined in a way that would permit comparison of
results of one year with those of another, and the results of
one corporation with those of others, against the backdrop
of the economic conditions of the times. Properly applied, this
approach would facilitate comparability of earnings per share.

Over strong internal opposition, this concept was embodied
in Accounting Research Bulletin No. 32 and was defended by
Mr. Bailey, who had then been elected president of the Insti-
tute, in an article in The Journal of Accountancy for January
1948,

This bulletin, however, evoked a prompt response from
Earle King, who had succeeded Mr. Werntz as chief account-
ant of the SEC. Mr. Werntz had resigned his post in the
Commission to join the accounting firm of Touche, Niven,
Bailey & Smart, organized shortly before by the same George
Bailey. Mr. King argued that the procedures recommended in
the bulletin “seem to be susceptible to abuse, and may result
in misleading income and earned-surplus statements in conflict
with published rules and opinions of the Commission as well as
opinions of the chief accountant.” Mr. King also announced
that the Commission had authorized the staff to take excep-
tion to financial statements which appeared to be misleading,
even though they reflected the application of Accounting
Research Bulletin No. 32.

Samuel J. Broad had followed Mr. Bailey as chairman of
the committee on accounting procedure. In the first report of
the committee issued under his leadership, reference was made
to the controversy over Bulletin No. 32: “This controversy
has not been resolved by the issuance of the bulletin. Since
governmental agencies frequently rely on form rather than
substance, and since the all-inclusive concept is much easier
to administer, it is to be expected that pressure will continue
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to be exerted in favor of the all-inclusive concept in reporting
net income.”

It appeared to many CPAs that the SEC was obstructing
a step in the direction of comparability of earnings, despite
its frequent exhortation to move in that direction.

In 1950, the SEC circulated for comment a draft of a pro-
posed amendment to its Regulation S-X. One proposal was in
direct conflict with Accounting Research Bulletin No. 32.
It would have required that all items of profit and loss given
accounting recognition during a year be included in the deter-
mination of net income—in other words, making the “all-
inclusive” concept a rigid requirement.

This direct contradiction of the committee on accounting
procedure was greeted with indignation by Institute spokes-
men. In his address at the Institute’s 1950 annual meeting,
J. Harold Stewart, retiring president, stated as a major prob-
lem of the profession “the indication that government agencies
are leaning toward the imposition of rules which would estab-
lish accounting principles, rather than leaving the establishing
of accounting principles to natural development by business
and the accounting profession.”

Resolutions opposing the SEC’s proposed requirement were
adopted by the Council and by the membership at that annual
meeting.

Subsequently, a special Institute committee discussed the
problem with the Commission and reached a compromise
solution on the form of income statement: any special items
of profit and loss given recognition in the accounts during the
period, but excluded in the determination of net income, were
required to be included at the bottom of the income statement
after the figure of net income or loss. Such special items were
required to be added to or subtracted from net income, pro-
ducing a final figure to be captioned “Net Income and Special
Items.”

The committee on accounting procedure tentatively con-
cluded that this form should be considered acceptable. Some-
thing new and useful to investors had been added.
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Price-Level Accounting

Concurrently with the debate over the “earning-capacity”
income statement, another controversy raged on the subject
of “price-level depreciation.”

As the purchasing power of the currency shrank with the
increasing rate of postwar inflation, depreciation charges
based on dollar costs did not reflect the attrition of fixed-asset
values in terms of current purchasing power. Accordingly it
was contended by many accountants that profits were over-
stated.

George O. May was in the vanguard of those who advocated
conversion of depreciation charges to “current dollars” by the
application of an appropriate index of price-level changes.

Others, however, had grave doubts about the wisdom of
this proposal. It recalled the “replacement-cost” accounting of
earlier years, which had permitted manipulation of profits
by “writing up” and “writing down” fixed assets. The validity
of existing price-level indices as a substitute, in effect, for
actual dollar costs as a basis for depreciation was questioned.
Investors might be confused by financial statements presented
in terms of “might-have-been” dollars instead of actual dis-
posable dollars. So the negative arguments ran.

George Bailey, at this time senior partner of Touche, Niven,
Bailey & Smart, emerged as one of the leaders of this camp.
The SEC also let it be known that it had no enthusiasm for
price-level depreciation.

There were sound and persuasive arguments on both sides,
however, and there was no doubt that the subject was im-
portant enough to warrant thorough examination.

Accordingly, in 1947 the Institute appropriated the sum of
$30,000 and obtained a grant of like amount from the Rocke-
feller Foundation to sponsor a study of business income.
George O. May was the moving spirit in the organization of
a study group. The chairman was Percival F. Brundage, senior
partner of Price Waterhouse & Co., who served as president
of the Institute in 1948-49, succeeding Mr. Bailey. Mr. May
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was named research consultant of the group. The deliberations
of the study group occupied about five years. Its report was
published by the Macmillan Company in 1952 in book form.
Some 40 to 50 persons participated in the deliberations. There
was an executive committee of six, consisting of Mr. Brundage
as chairman; Arthur H. Dean, a prominent lawyer; Solomon
Fabricant, a prominent economist; Chester I. Barnard, a2 prom-
inent industrialist; and two other certified public accountants,
George D. Bailey and Samuel J. Broad. Other CPAs who
participated in the group’s deliberations were T. Coleman
Andrews, Carman G. Blough, James L. Dohr, Stephen Gil-
man, Howard C. Greer, Alvin R. Jennings, Hiram T. Scovill,
J. Harold Stewart, William W. Werntz, Edward B. Wilcox,
and Robert T. Briggs. Representatives of the New York Stock
Exchange, the SEC and other government agencies, as well as
economists, businessmen, and lawyers constituted the remain-
der of the group.

The major thrust of the report was that corporations whose
ownership was widely distributed should be encouraged to
furnish information that would facilitate the determination of
income measured in units of approximately equal purchasing
power. This, in effect, was advocacy of price-level accounting.
Among those dissenting to this approach was, significantly,
Earle C. King, chief accountant of the SEC. Other dissenters
were Messrs. Bailey, Blough, Werntz and Wilcox, and Charles
W. Smith of the Federal Power Commission.

The discussion in the report was generally conceded to be
of great value in bringing diverse minds to bear on the problem
of defining business income and in reaching some areas of
agreement, as well as in providing a basis for further studies.
However, the report did not bring about any immediate
change in accounting practice.

Meanwhile, the Institute, by means of a questionnaire,
sought opinions on price-level accounting of several hundred
prominent business executives, economists, investment analysts,
.and others. The responses showed wide diversity of views, but
a substantial negative attitude.
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In 1947, the committee on accounting procedure, after con-
sidering the available evidence, issued Accounting Research
Bulletin No. 33, entitled “Depreciation and High Costs.” It
concluded that a basic change in accounting treatment to
reflect changes in the purchasing power of the currency would
confuse readers of financial statements, but that the committee
would support the use of supplementary schedules, explana-
tions, or footnotes by which the need for the retention of
earnings to replace fixed assets would be made clear. For the
time being, though not forever, as will be seen in a later chap-
ter, the subject of price-level accounting was tabled.

Pressure From Academia

The tentative statement of accounting principles issued by
the American Accounting Association in 1936, and the 1941
revision, omitting the word “tentative”—which deletion was
noted with approval by the SEC’s chief accountant—also put
pressure on the Institute indirectly.

At first, the Association’s emphasis was not on comparability
of net income specifically, but rather on the need for a com-
prehensive, consistent framework of basic principles by refer-
ence to which specific questions of accounting procedure could
be settled as they arose.

Individual accounting professors criticized the Institute’s
“common-law” approach to the solution of specific problems,
without reference to a basic theoretical foundation. The editor
of the Accounting Review even accused the committee on ac-
counting procedure of rationalization, in its early bulletins,
to support practices already followed by accounting firms. The
fact that some of the Accounting Research Bulletins approved
alternative procedures which could not be reconciled from a
theoretical viewpoint also drew fire from some academicians.

In 1948 and 1957, the American Accounting Association
again revised its basic statement on accounting principles. The
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1948 revision was entitled “Accounting Concepts and Stan-
dards Underlying Corporate Financial Statements.” The 1957
revision was entitled “Accounting and Reporting Standards
for Corporate Financial Statements.”

The 1957 revision included a final paragraph on compara-
bility, which stated in part:

Because the effective use of financial statements involves inter-
period and intercompany comparisons, comparability of data over
time and among companies is important. The principal barriers to
such comparability are distortions resulting from price fluctuations
and variations in accounting methods.

As to price-level changes, the statement recommended that
supplementary data be furnished investors that would help
them in evaluating the significance of price fluctuations—at
least until reasonably uniform principles of adjustment for
price changes were commonly accepted.

On variations of accounting methods the statement said,
“Uniformity of accounting method is neither expected nor
necessarily desirable, but reasonable comparability of reported
data is essential. . . . When alternative practices in common
use give materially different results, the practice adopted
should be stated and the data required to achieve reasonable
comparability should be supplied.”

These statements, and the discussion they engendered, could
not be ignored.

Pressure From Analysts

As the number of investors increased, the need for expert
investment analysis and advice became more urgent. In re-
sponse, a group known as financial analysts emerged. For the
most part, they were employed by commercial and investment
bankers, stock-brokerage firms, and investment advisory ser-
vices, although some analysts served as independent con-
sultants.
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At first, most analysts were in the financial centers of New
York and Boston, and local societies were formed there. But
soon the numbers increased and other local societies were
formed in various parts of the country. By 1947, it was con-
sidered desirable to form the Financial Analysts Federation,
which, as the name suggests, was a national organization of
constituent local groups, not of individuals.

There were no standards of qualification for financial
analysts, and the somewhat loose, federation-type organization
offered little promise of establishing such standards. Accord-
ingly, under the auspices of the Federation, an Institute of
Chartered Financial Analysts was organized. After conferring
with the American Institute to learn how the Uniform CPA
Examination was administered, the Institute of Chartered
Financial Analysts set up a program of examinations and
preliminary requirements. Those who met the requirements
and passed the examinations, which included accounting sub-
ject matter, were authorized to use the title “Chartered Finan-
cial Analyst.”

The financial analysts were, naturally, keenly interested in
improving corporate financial reports. In their meetings and
publications, they called for more and better information.
Since advising choices among investments was their stock in
trade, they reacted favorably to the growing demands for ac-
counting principles which would facilitate comparability of
earnings per share.

By establishing formal co-operative relations with the SEC
and the American Institute, the financial analysts added their
friendly influence to the forces which were pressing for action
in this direction.

Pressure From the Press

Financial writers were beginning to publish stories, some
of them sensational, on accounting procedures which, in their
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view, failed to provide reliable information. One headline
read: “Phantom Profits Worry Foresighted Managements.”

“These articles,” said Earle King in a 1948 speech, “and
the language in which they are written, have an inevitable
tendency to discredit generally accepted accounting proce-
dures, the good faith of responsible corporate officials, the
competence of the independent accountants, and the safe-
guards afforded by a Securities Act which outlaws misleading
financial statements. Briefly, if the financial statements now
in current use present a false picture, we must re-examine our
principles.”

Yet, in 1949, an article in a well-known financial weekly
bore the heading, “Too Many Annual Reports Still Are
Guessing Games.”

The journalistic hunt was on. The press was becoming
aware that controversy over accounting principles made news
of interest to the financial community. And the raw material
of which such news could be made was soon forthcoming in
the speeches of a prominent member of the accounting pro-
fession—to be described shortly.

Pressure From Within the Institute

A growing uneasiness developed within the Institute in the
face of apparent dissatisfaction in various quarters with cor-
porate financial statements audited by its members, despite
the hard work and increasing influence of the committee on
accounting procedure.

Maurice H. Stans, then a member of the committee on
accounting procedure, who became president of the Institute
in 1954, expressed concern about the situation in an article
in The Journal of Accountancy in December 1949. He wrote:

. . it is important that we examine critically into the reasons why
corporate financial statements of today meet with such cynicism and
distrust. What is wrong with accounting as the public sees it? Could
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it be the fact that there is still no broad authoritative code of account-
ing principles? Could it be that the two principal accounting organi-
zations in the country take opposite positions on many basic issues?
. .. Could it be that there are still no fixed standards of minimum
disclosure for financial statements? Could it be that there is a great
variety of form and content in financial statements, making it difficult
to compare one company with another?

Similar questions were raised by other CPAs, but for some
years the discussions were kept within the bosom of the family.
Then, suddenly, the issues were thrust into the public domain.

In March of 1956, some members of the accounting pro-
fession were mildly stirred by a speech by Leonard Spacek,
managing partner of Arthur Andersen & Co., before the
Financial Analysts of Philadelphia.

The main theme of this speech was that depreciation provi-
sions should be adjusted to reflect decline in the purchasing
power of the dollar. This was a legitimate argument. George
O. May and many others had advocated the same change in
accounting. What irritated some of Mr. Spacek’s colleagues
were his remarks about the profession itself.

There are many people in the accounting profession who feel that
their obligation is fulfilled by reporting the figures and amounts taken
from the records of the company. . .. You may have heard the as-
sertion that income statements prepared in this manner conform to
the “generally accepted accounting principles” currently prevailing
as the policy of the American Institute of Accountants. Let me
assure you that it has not become heresy to raise the question, “What
are generally accepted accounting principles?” . . . Nor, in my view,
can an accountant excuse himself or his actions by seeking cover in
the shadow of a phrase which cannot stand re-examination in the
light of day.

The press happily reported this speech.

A little more than a month later, Mr. Spacek extended the
scope of his disapproval in an address before the local branch -
of the Controllers Institute of America in Chicago, entitled
“Accounting Has Failed to Prevent Major Misrepresenta-
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tions.” He referred to “antiquated accounting principles,”
applied to new facts and in the context of current business
realities. He compared members of the accounting profession
who reported history alone to coroners in the medical pro-
fession.

Besides advocating depreciation provisions giving effect to
decline in the purchasing power of money, he declared that
accounting principles had failed to make financial statements
informative where federal tax provisions were not related to
the income currently reported: “Borrowing tax deductions
from the future to reduce present federal income taxes rep-
resents an overstatement of present income.” He then said
that there had been failure to recognize the true financial
significance of long-term leases of certain types of property—
often motivated by a desire to avoid showing a liability for
debt on the balance sheet. He concluded, “The accounting
profession has not yet matured to the point where it draws
its principles of accountability from a judicial consideration
of the pros and cons of each issue.”

This speech received even wider publicity than its prede-
Cessor.

A few months later, in October 1956, Mr. Spacek spoke
before a commerce and industry luncheon in Chicago. Some
of the barbs in this address were the following:

I would like to tell you that our profession is standing steadfast
to our principles and responsibilities. This I cannot do. . . . I find
that the most serious problems of our profession are caused by our
own indulgence . . . proper accounting has never in any notable way
been the subject of advance planning by the profession or the public.
. . . We must wait for the catastrophe, because we do not have a
sufficiently strong or self-appraising accounting profession to right
this public wrong—before, not after, serious injury results.

As illustrations of the application of accounting principles
which produced results “out of balance with honest account-
ability” he referred to accelerated depreciation for tax pur-
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poses, stock options, lease-backs, and the effect of inflation
on reported profits.

He concluded that the accounting profession presently did
not have a means of solving these problems: the group before
which the problems were brought had no authority, and no
accountant was required to observe its conclusions; its mem-
bers consisted primarily of practicing members of the pro-
fession who in most cases should be disqualified because they
were interested parties; the profession had not developed
standards of accountability from which accounting principles
must be derived; and the arguments for and against any
position were not made or answered in public. He proposed
a court of accounting principles whose members were not
affiliated with the accounting profession and whose decisions
would be mandatory for the entire profession.

In August 1957, Mr. Spacek elaborated this proposal for an
accounting court before the American Accounting Association.
He asked what basis there was for alternative accounting
practices for the same transaction, even though the alterna-
tives fell within the loose framework of so-called “accepted
accounting principles.” Comparison of earnings with those
of other companies he considered a “dominant factor.” He
contended that the presence of alternative principles tended
to eliminate the preferable principles in favor of those less
desirable. He recommended an accounting court to establish
accounting principles and outlined a possible structure for
such a tribunal.

By this time many practicing CPAs were deeply disturbed.
While recognizing Mr. Spacek’s right to express his views on
specific technical questions, many of his colleagues resented
the free-swinging manner in which he attacked the account-
ing profession as a whole.

The newspapers were gleefully quoting his colorful phrases,
and it was feared that the result might be a loss of confidence
in corporate reports, which were actually getting better than
they had been—Ilargely due to the hard work of the com-
mittee on accounting procedure.
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The climax of the first phase of Mr. Spacek’s campaign
for “comparability” was an address before the Milwaukee
Control of the Controllers Institute, in which he acknowledged
critical comments from his fellow accountants and others on
speeches he had been making in recent months. He replied
with relish to the criticisms. “There is only one reason for
misleading financial statements. It is the failure or the unwill-
ingness of the public accounting profession to square its so-
called principles of accounting with its professional respon-
sibility to the public.” He quoted Oswald W. Knauth, former
treasurer of R. H. Macy & Co. and professor at Columbia
and Princeton, as follows: “Comparisons between two com-
panies in the same industry, and to a greater extent between
two companies in different industries and between entire in-
dustries, are so arbitrary as to be not only worthless, but
dangerous.”

Mr. Spacek then flung down the gauntlet. He accused the
committee on accounting procedure of yielding to industry
pressure on an important principle without public discussion.
He criticized the committee also for failing to issue bulletins
in the face of substantial internal dissent. Finally he impugned
the motives of members of a special committee of the Institute
appointed to investigate and report on divergencies between
generally accepted principles of accounting and the account-
ing practices prescribed for railroads by the Interstate Com-
merce Commission.

A wave of indignation greeted this speech.

Marquis G. Eaton, then president of the Institute, was
authorized by the executive committee to appoint a special
committee to investigate these charges, consisting of Maurice
E. Peloubet, J. S. Seidman, and L. H. Penney, chairman. This
committee made a thorough investigation, which included a
meeting with Mr. Spacek, a questionnaire to the members of
the committee on accounting procedure, a review of the pro-
ceedings of the committee, and personal discussions with the
chairman of the committee on relations with the Interstate
Commerce Commission. Under date of April 17, 1957, this
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committee submitted a 33-page report to the Council with the
following conclusion:

We do not find that there was any yielding to improper influences
by the committee on accounting procedure or the committee on re-
lations with the Interstate Commerce Commission. We do find that
the viewpoint of oil industry representatives in the case of the com-
mittee on accounting procedure, and a railroad representative in the
case of the committee on relations with the Interstate Commerce
Commission, was obtained. We find that there was nothing improper
about the obtainment of such viewpoint. We find that the obtain-
ment of such a viewpoint did not frustrate or impair consideration
on their merits of the technical subjects involved.

President Eaton thought something affirmative ought to be
done about the unfavorable publicity the profession was re-
ceiving. He was a partner of the firm of Eaton & Huddle of
San Antonio, Texas, and a man of unusual leadership capacity.
He decided that as president of the Institute he should re-
spond to the criticisms which had been voiced.

An invitation to speak to the Illinois Society of Certified
Public Accountants provided an opportunity to make such a
statement. The title of his address was, “Financial Reporting in
a Changing Society.” Some 50,000 reprints were sent to presi-
dents of listed companies, bankers, economists, educators,
business leaders, government officials, labor leaders and others.
After discussing the changing nature of the economy and the
importance of profit determination, Mr. Eaton said:

There is some reason to believe that this phrase—*“generally
accepted accounting principles”—suggests to the ordinary reader the
existence of some authoritative code of accounting, which when
applied consistently will produce precise and comparable results.
The appearance of precision is strengthened by the reporting of net
income in exact dollars and cents, instead of rounded approximations.

Now, we accountants all know that “generally accepted account-
ing principles” are far from being a clearly defined, comprehensive
set of rules which will insure the identical accounting treatment of
the same kind of transaction in every case in which it occurs. We
know that “generally accepted accounting principles” are broad con-
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cepts, evolving from the actual practices of business enterprises, and
reflected in the literature of the accounting profession. To be sure,
many of these principles have been formally defined or clarified in
the Accounting Research Bulletins of the American Institute. But we
all know that in some areas there are equally acceptable alternative
principles or procedures for the accounting treatment of identical
items, one of which might result in an amount of net income reported
in any one year widely different from the amount an alternative pro-
cedure might produce.

He cited alternative methods of inventory pricing and de-
preciation as examples and continued, “Yet, I suspect it would
come as something of a shock to some people to realize that
two otherwise identical corporations might report net income
differing by millions of dollars simply because they followed
different accounting methods—and that the financial state-
ments of both companies might still carry a certified public
accountant’s opinion stating that the reports fairly presented
the results in accordance with ‘generally accepted accounting
principles.’

Mr. Eaton mentioned the existing requirement of consist-
ency in the determination of income of a single company from
year to year, and went on to say, ‘“Perhaps comparability
among companies and industries is unattainable—perhaps it is
not even desirable. . . . In any event, the question whether
comparability in financial reports among companies and in-
dustries is the ultimate objective—and whether it is obtainable
—is fundamental to our problem. It seems to me that the
accounting profession should have the help of the business and
financial community in answering it.”

Mr. Eaton affirmed the willingness of CPAs to assume re-
sponsibility for their own opinions, but said that no one could
understand the significance of generally accepted accounting
principles without realizing that like the common law they
developed by the evolutionary process and that their develop-
ment would probably never be completed.

He concluded by stating that while the Institute had ac-
cepted the responsibility for leadership in the insistent search
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for better methods of financial reporting it could not assume
the sole responsibility for the result. Corporation managements,
he said, had the primary responsibility for their own state-
ments; government also shared responsibility; and bankers,
financial analysts, and others had some responsibility to advise
how financial statements might be made more useful for the
purposes they were intended to serve.

This address was intended to be a statement of position,
a candid acknowledgment of the limitations of accounting,
and an invitation to interested members of the public to
co-operate in the Institute’s efforts.

Immediate reactions were encouraging.

The president of the New York Stock Exchange wrote:

. .. it is the consensus of opinion that this is one of the most lucid
statements on the subject that we have seen . . . While the content of
financial statements is primarily the responsibility of the companies
involved—we believe that the accountng profession will be doing
a service both to itself and the investing public by championing more
adequate and, to the extent possible, more uniform and comparable
reporting.

The research director of a large labor union wrote that the
statement was “most welcome.”

The president of a small bank wrote, “We are so impressed
with the booklet that we would like to distribute a copy to
our staff. ...”

Scores of additional letters were received. But while the
speech clarified the problem, and the profession’s difficulties
in coping with it, the solution remained as remote as ever.
There were no volunteers to help the accountants pull their
chestnuts out of the fire.

Countervailing Pressure

While pressure for reasonable comparability of earnings
came from the SEC, the universities, the analysts, the press,
and from within the profession itself, a strong, though not so
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visible, countervailing pressure was persistently exercised by
some corporate managements.

It was not that these managements were against compara-
bility. They simply were against relinquishing their right to
present their financial statements in accordance with account-
ing principles which had stood the test of time and, as they
saw it, were best suited to the peculiar nature of their businesses.

Yet, whenever the committee on accounting procedure pro-
posed elimination of some alternative procedure theretofore
permissible, some companies were threatened with the neces-
sity of changing customary methods—and they often resisted.
Their resistance might be manifested directly, or through the
Controllers Institute, the Edison Electric Institute, or other
trade organizations.

After all, the SEC had stated officially that management had
primary responsibility for its financial statements. What au-
thority did auditors have to dictate to management the ac-
counting methods it must follow? So long as such methods had
substantial authoritative support, why should auditors hesitate
to give a clean opinion on the financial statements?

Furthermore, corporate managements were developing a
greater interest in the market price of their common stocks
than ever before. There were several reasons for this. Stock
options to executives gave them immediate personal interest
in the reported earnings of their companies. The continual
need for new capital made it obviously desirable to keep the
market price of a company’s stock as high as possible, and
this depended on reported earnings. Also, acquisitions of other
companies through exchanges of stock often seemed more
desirable than outright purchases. The higher the market value
of the acquiring company’s stock, the more advantageous the
acquisition,

In these circumstances it was to be expected that any
change in accounting principles that would result in reducing
reported earnings of a substantial number of companies would
be resisted with vigor.

The large corporations were not without resources and
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influence. They had access to the SEC, the stock exchanges,
and the press. In one dramatic episode, indeed, resort was
had to the courts.

The right of the Institute’s committee on accounting pro-
cedure to issue opinions on preferred methods of financial
reporting was challenged by a group of public-utility com-
panies in 1959.

The committee was proposing to issue a letter interpreting
the phrase “a deferred tax account” in Accounting Research
Bulletin No. 44 (Revised), “Declining-balance Depreciation.”
The letter said:

The committee used the phrase in its ordinary connotation of an
account to be shown in the balance sheet as a liability or a deferred
credit. A provision in recognition of the deferral of income taxes,
being required for the proper determination of net income, should
not at the same time result in a credit to earned surplus or to any
other account included in the stockholders’ equity section of the
balance sheet.

A group of utility companies obtained a temporary injunc-
tion against the Institute, in a United States District Court,
preventing the issuance of this letter. The companies con-
tended that the issuance of the letter would cause credit-granting
agencies, financial analysts, and others to question their inclu-
sion in the equity sections of their balance sheets of amounts
shown as “earned income taxes,” and that this might impair
their borrowing power and otherwise damage them. They al-
leged that in preparing to issue the interpretive letter the
Institute’s committee had not gone through the usual expo-
sure processes required by its own rules prior to the issuance
of Accounting Research Bulletins.

The executive committee of the Institute considered this
situation at great length. Some members of the committee were
inclined to try to work out some compromise with the utility
companies to avoid a fight in court. The majority felt, however,
that the power of the committee on accounting procedure to
issue Accounting Research Bulletins might be curtailed if the
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Institute avoided the confrontation. The precedent might tempt
other powerful corporations to take legal action whenever the
committee was about to issue a bulletin of which they disap-
proved. The final decision was to fight the matter out with
the utility companies, no matter what the cost.

A hearing was held early in May before a judge of the
District Court who held that “the purposes of the defendant
Institute are adequate justification, if justification indeed be
required, to permit the proposed communications.”

However, the judge issued a temporary injunction enjoining
the mailing of the interpretive letter pending a further hearing
by the Court of Appeals on a motion to be made in that court
for an injunction.

The Court of Appeals, in a unanimous opinion, upheld the
decision of the District Court, saying:

We think the courts may not dictate or control the procedures by
which a private organization expresses its honestly held views. De-
fendant’s action involves no breach of duty owed by them to the
plaintiffs. On the contrary, every professional body accepts a public
obligation for unfettered expression of views and loses all right to
professional consideration, as well as all utility, if its views are con-
trolled by other criteria than the intellectual conclusions of the person
acting. Absent of showing of actual malice or its equivalent, the courts
would be making a great mistake, contrary indeed to their own ideas
and professions, if they assumed to restrict and denigrate this widely
recognized and assumed professional duty.

However, the Court of Appeals reinstated the injunction
pending a hearing by a justice of the United States Supreme
Court on an application for further injunction. This appli-
cation was heard and denied by a justice of the Supreme Court
in July, who said that “in my judgment none of the questions
proposed to be presented in the petition for certiorari have
the prospect of commanding four votes for review.”

Thus, at considerable expense, the Institute asserted and
successfully defended its right to issue opinions on accounting
principles.

Yet frequent objections by corporate managements to pro-
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posed accounting changes could not be ignored by the com-
mittee on accounting procedure, and it necessarily approached
each problem with caution and deliberation. Nevertheless, it
had been far from unproductive during these hectic years.

The Committee on Accounting Procedure

The mission of the committee on accounting procedure
might have been described in 1939 as that of bringing order
out of chaos. Its members struggled manfully to deal with the
multitude of questions raised by the SEC and others to which
no authoritative answers had, as yet, been provided.

The transition of the national economy from a defense pro-
gram to a full war basis in 1941 gave rise to a multitude of
difficult accounting problems which had to be dealt with at
a time when numerous additional pressing demands were
being made for the services of accountants. Walter A. Staub,
who succeeded George May as active head of the committee,
carried the burden during those war years.

Mr. Staub was a senior partner of Lybrand, Ross Bros. &
Montgomery. He was a man of strong character and absolute
integrity, highly disciplined, and probably one of the ablest
technicians and hardest working members that the profession
had produced.

It was apparent that war conditions had greatly accentuated
the tentative character of corporate financial statements. Re-
serves were being created for various purposes, including pos-
sible postwar developments. Renegotiation of war contracts
introduced an additional element of uncertainty in the report-
ing of current profits. Later the termination of war contracts
raised similar problems. Accounting for income and excess-
profits taxes involved difficult questions, as did accounting for
fully amortized emergency facilities and for the recovery of
war losses.

At the same time the SEC was raising basic questions which
required attention, such as the propriety of charges to surplus,
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the write-off of intangibles, quasi-reorganizations, and other
matters which the committee could not ignore.

Also the committee’s attention was frequently distracted to
specific problems such as accounting for regulated industries,
notably public utilities, and financial reports required by the
Office of Price Administration.

A rapid turnover in its research staff greatly added to the
burdens on the members of the committee. In addition, they
were subject to many pressures. From time to time the SEC
disagreed with the committee’s views on specific problems. Oc-
casionally members of the Institute, voicing disapproval through
state society organizations, disagreed with the committee’s find-
ings. The corporations whose statements were affected by the
committee’s decisions also had to have their say. In the cir-
cumstances the committee deserved much credit for maintain-
ing a high level of productivity in an extremely difficult period.

After the war the committee reported with satisfaction the
engagement of Carman G. Blough as full-time director of
research and of Paul L. Graber of Tulsa University, Oklahoma,
as research assistant.

It was stated that the committee would hold at least four
meetings a year, and would experiment with two-day meetings
beginning at its next session. This report concluded with the
statement, “Right now there are more problems than time, but
progress is being made on many important problems.”

Between 1945 and 1953, the committee issued the following
Accounting Research Bulletins:

ARB No. 26 Accounting for the Use of Special War
Reserves

ARB No. 27 Emergency Facilities

ARB No. 28 Accounting Treatment of General Purpose
Contingency Reserves

ARB No. 29 Inventory Pricing

ARB No. 30 Current Assets and Current Liabilities—
Working Capital

ARB No. 31 Inventory Reserves
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ARB No. 32 Income and Earned Surplus

ARB No. 33 Depreciation and High Costs

ARB No. 34 Recommendation of Committee on Termi-
nology—Use of Term “Reserve”

ARB No. 35 Presentation of Income and Earned Surplus

ARB No. 36 Pension Plans—Accounting for Annuity
Costs Based on Past Services

ARB No. 37 Accounting for Compensation in the Form
of Stock Options

ARB No. 38 Disclosure of Long-term Leases in Financial
Statements of Lessees

ARB No. 39 Recommendation of Subcommittee on
Terminology—Discontinuance of the Use
of the Term “Surplus”

ARB No. 40 Business Combinations

ARBNo. 41 Presentation of Income and Earned Surplus

ARB No. 42 Emergency Facilities—Depreciation, Amor-
tization, and Income Taxes

In spite of all its difficulties, the committee on accounting
procedure was making a strong impression in the financial
community. Gradually its recommendations were being im-
plemented in the published reports of prominent corporations.
The increasing visibility of the profession, largely as a result
of the committee’s work, was reflected in an address by James
J. Cafirey, then chairman of the Securities and Exchange
Commission, at the Institute’s 1947 annual meeting. He said,
“History has thus thrust the accountant into a crucial role . . .
the accountant is no mere reporter. . . . Save in the simplest
kinds of business, he has been given a task which embraces
interpretation as well as mere recording. . . . Perhaps the sim-
plest way of putting it is to say that the accountant’s position
has become a position of power. In this regard history has an
even hand; with power she doles out responsibility.”

In a 1947 report the committee on accounting procedure
said, “Looking back over the bulletins that have been issued,
it is comforting to find that they have been pretty well ac-
cepted. Their use seems to be growing in those areas in which
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there were violent differences of opinion at the time of
issuance.”

While the committee had assumed a leading role, and was
making progress, there were several basic weaknesses in its
operation. First of all, it had inadequate staff help. While the
accession of Carman Blough had greatly facilitated the work,
the research assistants which he had engaged were also trying
to help the committee on auditing procedure and other tech-
nical committees. The resources of the Institute were still
limited, and it was receiving no outside financial support.

Carman Blough, in addition, was in constant demand as a
speaker at meetings of state societies and other accounting
groups. He was in a position to keep the profession, as well as
the industrial accountants, fully informed of the thinking of
the committees on accounting and auditing procedure, and the
problems which they had under consideration. This was im-
portant. Only if the profession as a whole and business man-
agement were well informed, could the committee hope to
have effective support in eliminating accounting practices
which had previously been accepted, in order to narrow the
areas of difference. Mr. Blough’s appearances as spokesman for
the Institute on technical matters had a profound influence on
practice throughout the country. The members respected him
highly, and were generally inclined to “do what Carman Blough
wants us to do.” ’

The result, however, was that much of the work of the
committee on accounting procedure had to be done by vol-
unteers—all busy men. The pace of progress, therefore, be-
came somewhat erratic. Many of the committee’s conclusions
were not supported by research in depth. If a two-thirds ma-
jority for a proposal could not be mustered, a problem might
be tabled indefinitely.

Finally, the Accounting Research Bulletins had no teeth in
them. It had been decided at the outset that the bulletins’
authority should depend on general acceptability, and that the
burden of proof should be on the accountant who departed
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from the conclusions. Each bulletin carried a footnote to this
effect.

Many of the bulletins were phrased in such a way as to leave
room for exceptions in special circumstances, and to stress the
necessity for professional judgment in their application. As a
consequence, except as the SEC or the New York Stock Ex-
change insisted on compliance, individual companies and au-
ditors were at liberty to deviate if they chose to assume the
burden of justifying their departure.

With the support of the SEC, however, the committee did
eradicate many undesirable practices. Most of the questionable
practices in evidence in 1938 had completely disappeared by
the early 1950’s.

Yet the committee hesitated on some occasions to make firm
choices among alternative procedures and was reluctant to con-
demn widely used methods even though they were in conflict
with its preferences.

Differences of opinion within the profession undoubtedly had
made it more difficult to reach firm, clear-cut conclusions.
Some of these differences occurred because the various parties
to the discussion were proceeding from different theoretical
assumptions. Some of the differences arose from differing phi-
losophies. These divergent philosophical positions have been
described in over-simplified terms in the phrase “uniformity,
flexibility and comparability.”

Carman Blough stated the situation accurately:

Some seem to believe that uniformity of accounting principles and
procedures is what is most needed; that rules should be established
in such detail that similar transactions would always be handled simi-
larly in the accounts. Comparability is their goal. Others believe that
such uniformity would be impossible, but firmly believe that much
more uniformity than we now have would not only be possible but
highly desirable. Still others consider uniformity to be highly danger-
ous. To them, subjective judgment in each case should govern; they
believe consistency, accompanied by disclosure, is of primary impor-
tance.

88



In spite of everything, the committee’s record was creditable,
and its influence significant.

In 1952, it produced a restatement and revision of the 42
bulletins previously issued, under the designation Accounting
Research Bulletin No. 43.

In the next six years it published the following:

ARB No. 44 Declining-balance Depreciation (Revised)
ARB No. 45 Long-term Construction Type Contracts
ARB No. 46 Discontinuance of Dating Earned Surplus
ARB No. 47 Accounting for Costs of Pension Plans
ARB No. 48 Business Combinations

ARB No. 49 Earnings Per Share

ARB No. 50 Contingencies

ARB No. 51 Consolidated Financial Statements

In the fall of 1959, the committee submitted its final report,
which was presented to the Council by its chairman, William
W. Werntz.

“Throughout the history of the committee,” this report said,
“its bulletins have increasingly been recognized as authoritative
by the profession, by the business world, by governmental agen-
cies and by the courts.” It noted that 124 members of the
Institute had served on the committee since its inception. The
list included many of the most distinguished members of the
profession, both from the practicing and academic branches.

The torch laid aside by the committee on accounting pro-
cedure was picked up in 1959 by the newly created Accounting
Principles Board, the genesis of which will be described in
the next chapter.
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CHAPTER 5

Time for a Change — The APB

AT the 1957 annual meeting, Alvin R. Jennings,
then nominee for president of the American Institute, deliv-
ered an address entitled, “How Can CPAs Meet Present-Day
Challenges of Financial Reporting?” Mr. Jennings had be-
come the managing partner of Lybrand, Ross Bros. & Mont-
gomery. For many years he had been active in the affairs of
the Institute and other professional organizations. He was
widely regarded as a thoughtful and articulate man of un-
questioned integrity and courage. In the light of the events
described in the preceding chapter, his address was listened
to with unusual interest.

“There are few, if any, undertakings in which the process of
self-examination is not helpful,” Mr. Jennings said.

He reviewed the history of the efforts to develop generally
accepted accounting principles, from the time of the cor-
respondence with the New York Stock Exchange, published
in 1934, to the time when he spoke. He praised the work of
the committee on accounting procedure, but expressed some
regret at its failure to enlist the active co-operation of in-
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dustry spokesmen: “The fault is not altogether ours—in fact,
I think it rests largely upon a failure of industry to acknowl-
edge in any major sense its own obligations, and a disposition
to interpret leadership by the Institute as an indication of
willingness to assume full accountability.”

Mr. Jennings advocated heavier emphasis on accounting
research:

In the field of medicine pure research is largely in the hands of
biochemists and other specialists, and not in the normal province of
the practicing physician. Techniques exist to test new drugs before
they are offered to the public. In law, the continued acceptability of
established concepts is tested each time a case goes to trial. We have no
comparable laboratory in which the new may be examined and tested
against the old. This is a serious handicap to creative thinking.

He suggested that development of accounting principles
should be regarded as in the nature of pure research; that an
adequate research organization should be provided; that this
research organization should be composed in part of staff
whose background would enable them to contribute the aca-
demic and industrial points of view; that industry and the
accounting profession should share the cost of the program;
that the research organization should carry on continuous ex-
amination of basic accounting assumptions, and develop au-
thoritative statements for the guidance of both industry and
the accounting profession; that statements issued by the re-
search organization should be submitted to the Council of the
Institute for approval or rejection of the conclusions; and that
upon receiving approval of two-thirds of the members of
Council any such statement should be considered binding upon
members of the Institute.

Mr. Jennings pointed out that research was a full-time job
and should be recognized as such. He questioned whether a
committee of volunteers could move fast enough to keep up
with economic and social changes affecting accounting and
financial reporting.

Referring to the invaluable assistance of Carman Blough,

91



soon to retire as director of research, Mr. Jennings said, “It
will not be easy, if in fact it is possible, for us to find five or
six Carman Bloughs. Yet I am convinced that is what is
needed, and we must set about it and do the best we can.”

Mr. Jennings concluded his address by reaffirming faith in
the concept of generally accepted accounting principles as nec-
essary to an objective determination of the fairness of financial
representations. He urged the accounting profession to accept
its fair share of responsibility for the identification of those
principles, but to take into partnership others whose roles in
the economy invested them with parallel interests in this proc-
ess. He asserted that accounting principles must be sufficiently
rigid to give meaning to financial reporting, but sufficiently
flexible to permit change when circumstances required. Finally,
he urged increased efforts to educate the interested public as
to the nature and unavoidable limitations of financial state-
ments.

A Fresh Start

This speech called for a new approach and a fresh start.
The profession was ready for it. A special committee on re-
search program was appointed, the chairman of which was
Weldon Powell, one of the senior partners of Haskins & Sells
and an acknowledged authority on accounting theory. Other
members were Andrew Barr, who had succeeded Earle King
as chief accountant of the SEC; Carman Blough, former chief
accountant of the SEC and then the Institute’s research di-
rector; Dudley E. Browne, a past president of the Controllers
Institute of America, and controller of the Lockheed Corpo-
ration; Arthur M. Cannon, professor at the University of
Washington; Paul Grady, a distinguished partner of Price
Waterhouse & Co.; Robert K. Mautz, of the University of
Illinois; Leonard Spacek, senior partner of Arthur Andersen
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& Co., whose interest in the subject had been clearly shown
by his speeches; and William W. Werntz, former chief ac-
countant of the SEC and at that time a partner of Touche,
Ross, Bailey & Smart.

This high-powered committee went to work immediately,
and by intensive effort was able to submit recommendations in
September 1958, only 11 months after Mr. Jennings’ address.

First, its report set forth some basic considerations:

The general purpose of the Institute in the field of financial ac-
counting should be to advance the written expression of what con-
stitutes generally accepted accounting principles, for the guidance of
its members and of others. This means something more than a survey
of existing practice. It means continuing effort to determine appro-
priate practice, and to narrow the areas of difference and incon-
sistency in practice. In accomplishing this, reliance should be placed
on persuasion rather than on compulsion. The Institute, however,
can, and it should, take definite steps to lead in the thinking on un-
settled and controversial issues.

The broad problem of financial accounting should be visualized
as requiring attention at four levels: first, postulates; second, princi-
ples; third, rules or other guides for the application of principles in
specific situations; and four, research.

Postulates are few In number and are the basic assumptions on
which principles rest. They necessarily are derived from the economic
and political environment, and from the modes of thought and cus-
toms of all segments of the business community. . . . A fairly broad set
of co-ordinated accounting principles should be formulated on the
basis of postulates. . . . The principles together with the postulates
should serve as a framework of reference for the solution of detailed
problems.

Rules or other guides for the application of accounting principles
in specific situations, then, should be developed in relation to the
postulates and principles previously expressed. Statements of these
probably should be comparable as to subject matter with the present
Accounting Research Bulletins. They should have reasonable flex-
ibility.

Adequate accounting research is necessary in all of the foregoing.
Pronouncements on accounting matters should be based on thorough-
going independent study of the matters in question, during which
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consideration is given to all points of view. For this an adequate staff
is necessary. . . . Research reports or studies should be carefully rea-
soned and fully documented. They should have wide exposure to both
the profession and the public.

The report emphasized the necessity for close co-operation
with industry, governmental agencies, stock exchanges and
other professions.

The committee proposed a dual organization for carrying
out the program, consisting of an Accounting Principles Board
and an accounting research division, whose director would be
responsible for carrying out the research program, with the
assistance of a technical staff.

Accounting Research Studies would be published, present-
ing detailed documentation and pro-and-con arguments on
controversial points, with conclusions or recommendations, and
illustrations of the application of principles. Immediate projects
of the accounting research staff were to be a study of the basic
postulates underlying accounting principles, and a study of
the broad principles of accounting. Project advisory committees
would work with the accounting research staff on each project.

Statements on generally accepted accounting principles
would be issued by the Board and would be expected to be
regarded as authoritative written expressions of what consti-
tuted generally accepted accounting principles. Ordinarily,
they would be based on Accounting Research Studies.

Statements on generally accepted accounting principles
would not be presented to the Council or to the membership
of the Institute for approval except in rare cases.

The Accounting Principles Board would, of course, super-
sede the existing committees on accounting procedure and
terminology. Previously issued Accounting Research Bulletins
would be continued in force with the same degree of authority
as before, unless and until the Board reviewed or revised any
of them.

A detailed plan of organization and procedure was presented
with the report.

The Council of the Institute approved with enthusiasm these
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proposals of the distinguished committee. The program was
embodied in a formal resolution of the Council known as the
“charter” of the Accounting Principles Board. Mr. Powell,
chairman of the special committee, was elected the first chair-
man of the Board.

The new program did not take precisely the form recom-
mended by Alvin Jennings in his 1957 speech. He had pro-
posed a quasi-independent research establishment, manned
by full-time accountants of high capacity—*six Carman
Bloughs”—and representing the viewpoints of practitioners,
academicians, and industrial accountants. As he conceived it,
this research establishment would be authorized to publish
studies for the guidance of the profession and the financial com-
munity. It would submit recommendations regarding account-
ing principles to the Council of the Institute, and if these
recommendations were approved by two-thirds of the Council,
they would become binding on all the members. The Council
would not become involved in the details of the recommenda-
tions, but would concern itself only with the broad principles
and objectives.

The new plan did result in the establishment of a semi-
autonomous research division, headed by a director who had
authority to publish research studies. The division had
a much larger budget than had been available before, and
accordingly a much larger staff. It was exclusively devoted to
the development of accounting principles, and had no respon-
sibilities to the technical committees of the Institute. This
much was new.

The Accounting Principles Board itself, however, was not
much different from the committee on accounting procedure
which it succeeded. To be sure, Council had approved a more
elaborate set of rules governing the Board’s procedures. Also
an innovation was the assumption that the Board would usu-
ally await the production of research studies before it made
specific recommendations on a given subject.

However, like the committee on accounting procedure, the
Council gave the Board authority to issue Opinions on its own
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authority. Its rules required a two-thirds vote of its members
before an Opinion could be issued. Dissents were to be pub-
lished. Each of the Board’s Opinions carried a note similar
to that which appeared on the earlier Accounting Research
Bulletins, to the effect that the authority of the Opinions
rested on their general acceptability, and that while it was
recognized that general rules might be subject to exception,
the burden of justifying departures from the Board’s recom-
mendations must be assumed by those who adopted other
practices.

The Board’s membership, originally set at 18, was soon
increased to 21 in order to distribute the workload more
widely through subcommittees. The result was that no Opinion
could be issued without the concurrence of 14 members. Thus,
the Board was unable to avoid the difficulties involved in hav-
ing 21 men sitting around a table, arguing about language as
well as substance in drafts of proposed Opinions. The pre-
sumption that the Board would await production of a research
study before addressing itself to a problem was also to lead
to delays.

Financing the new research program was a subject of ex-
tended discussion in the executive committee. Initially it was
decided to start the program with appropriations from the
regular budget of the Institute, and this was done in the first
year. As the costs grew heavier, however, it was decided to
call on the members for contributions pledged over a five-year
period. It was felt inadvisable to request contributions from
industry, as Mr. Jennings had suggested. With little difficulty
pledges amounting to about $875,000 were received from the
membership, enough to support the program for a five-year
period.

Dr. Maurice Moonitz, of the University of California, was
engaged as director of research. He was recognized as an out-
standing theorist of accounting. Dr. Perry Mason, a former
president of the American Accounting Association, was desig-
nated as assistant director of research.

96



The two men began to recruit a research staff.

The first year of the Accounting Principles Board, 1959,
was spent largely in getting organized. The research director,
however, launched six important projects—on basic account-
ing postulates, broad accounting principles, income taxes,
long-term leases, business combinations, and non-profit organi-
zations, Contracts were made with university professors to
conduct several of these studies, Project advisory committees
were formed to consult with the researchers.

Dr. Moonitz and Dr. Mason addressed themselves to re-
search with speed and vigor. A study on “The Basic Postulates
of Accounting” by Moonitz was published in October 1961.
In December of the same year, a study by Mason on “Cash-
flow Analysis and the Funds Statement” was published.

In 1961 the Board reported that it had not yet reached a
level of normal activity, since to a large extent its functions
depended upon the completion of Accounting Research
Studies by the research division.

The Board’s first utterance was an interpretive Opinion in
1962 on new depreciation guidelines and rules issued by the
Treasury Department.

A research study on pension plans was added to the agenda
of the research division.

In May 1962, a study entitled “A Tentative Set of Broad
Accounting Principles for Business Enterprises,” by Professors
Robert T. Sprouse and Moonitz, was published and widely
distributed. This study, however, included strong dissents by a
number of members of the project advisory committee.

Because of what were considered radical recommendations,
which would require basic changes in currently accepted prac-
tices, the Accounting Principles Board refrained from endors-
ing this study. Nothing more was done for many years
to implement the broad objective of establishing a framework
of principles within which specific problems might be dealt
with consistently.
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The Investment Credit

Just as the Board was settling down to work under the new
program and the research pipeline was being filled with studies
in process, the Congress of the United States unwittingly pre-
cipitated one of the most heated controversies ever to take
place within the accounting profession, and the most wide-
spread public criticism of the profession since the McKesson
case broke in 1938.

The Revenue Act of 1962 provided for an “investment
credit”—a reduction of income tax—equal to a specified per-
centage of the cost of certain depreciable assets acquired and
placed in service after 1961. The objective was to stimulate
investment in productive assets, thus creating employment,
increasing production, and sustaining the economic growth of
the country.

The Accounting Principles Board was faced with the necessity
of recommending appropriate accounting treatment of this
new phenomenon. From the theoretical point of view, three
concepts were possible: the credit could be considered a sub-
sidy, by way of a contribution to capital; a reduction in taxes
otherwise applicable to the income of the year in which the
credit arose; or a reduction in the cost otherwise chargeable
in a greater amount to future accounting periods.

There was no precedent to go by, and there was no time
for research in depth, although the research division, under
pressure, produced an unpublished memorandum in which it
was concluded that the credit should be regarded as a reduc-
tion of taxes otherwise applicable to the income of the year.
This was described as the “flow-through” method.

The members of the Accounting Principles Board split
widely on the issue. One group took the position that net in-
come should not be increased by investment in new facilities
in a given year—it contended that the credit should be
treated as a reduction of cost. Others argued that the credit
was a reduction of taxes payable in a given year, and should
be accounted for accordingly. In response to the counter-
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argument that this could distort net income and thus impede
comparability of earnings, it was asserted that many industries
were continually expanding their plants, and that the credit
would therefore be available year after year in any event. To
treat each year’s credits as reductions in the cost of assets,
to be charged against income of future years, seemed unreason-
able to proponents of this view.

At that time the Board included senior partners or manag-
ing partners of nine of the largest firms, three senior partners
of large local firms, three financial executives of corporations
(including one who had formerly been a professor of account-
ing), two eminent professors of accounting from large univer-
sities, the Comptroller General of the United States, and
Carman Blough, who had retired as research director. It would
have been difficult to assemble a more prestigious group.

It seemed essential to reach a conclusion by the end of 1962
in order that there might be some uniformity in approach in
annual reports for that calendar year.

Since there was no precedent, no established practice for
dealing with a tax credit of this nature, the situation offered
an ideal opportunity to establish one practice, rather than
alternatives which would obstruct efforts to compare the
results of one company with those of another.

But the Board members were unable to agree. The argu-
ment became an angry one, and personal tensions developed.

Corporate managements did not hesitate to make their
views known to the Board, to the SEC, and to their own
auditors.

It was rumored that the Treasury Department was strongly
opposed to any requirement that the investment credit be
spread over a number of years: the basis of this opposition
was believed to be a fear that the incentive to industry to
acquire productive facilities would be diminished if the credit
could not be reflected in profits for the year in which the
investment was made.

Shortly before the Accounting Principles Board issued an
Opinion on the question, but after the conflicting views among
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its members had hardened, the chief accountant of the SEC
wrote a letter to the Board expressing a preference for the
flow-through method.

Finally, at a meeting early in December, a bare two-thirds
majority of the Board was mustered in favor of spreading the
investment credit over the productive life of the related asset.
The majority was motivated mainly by the conviction that
reported profits should not be increased by the purchase of
productive facilities, and that only one way of accounting for
the credit should be permitted, rather than alternatives which
would impede comparability.

The majority’s conclusion was stated in the Board’s Opinion
No. 2, which, while voted on in December, was not printed
and distributed to members of the Institute until early in
January.

Seven members of the Board dissented, and three of them
announced that their firms would not follow Opinion No. 2,
since they believed that they could assume the burden of justi-
fying a departure. They expressed the belief that existing
generally accepted accounting principles preponderantly sup-
ported the treatment of the investment credit as a reduction
of current income taxes—the “flow-through” method.

The Opinion made an exception in the case of regulated
industries, principally utilities, when regulatory agencies re-
quired different treatment for rate-making purposes from that
recommended under generally accepted accounting principles.

The president of the Institute at this time was Robert E.
Witschey, head of the local accounting firm of Witschey, Har-
man & White, in Charleston, West Virginia. President Wits-
chey was greatly disturbed by the split within the Board and
the implications for its work in the future. He was also con-
cerned about the possibility that the Securities and Exchange
Commission would not support the Board’s conclusions in
Opinion No. 2.

Accordingly a conference was arranged with the full Com-
mission and its accounting staff late in December—after the
Board had voted, but before the Opinion had been published.
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The meeting was attended not only by Mr. Witschey, but by
members of the Board representing both the majority and
minority points of view.

Mr. Witschey made an opening statement, emphasizing the
long-range implications of the decision which the SEC might
make in this particular instance. He said, in part:

From the beginning, the SEC has had the legal power to determine
the accounting principles to be followed in financial statements filed
with the Commission. . . .

The Commission early decided that if the accounting profession,
through the American Institute, would put out authoritative state-
ments on accounting principles, the SEC would leave the initiative
with the profession—always reserving the right, of course, to exercise
its powers if the Institute’s pronouncements were not acceptable to the
Commission.

He said that this procedure had worked well and recalled
that there had been only a few occasions on which the Com-
mission had differed from the Institute’s conclusions. He
explained the reorganization of the Institute’s research pro-
gram and the objectives of the new Accounting Principles
Board, including ‘“continuing effort to . . . narrow the areas
of difference and inconsistency in practice.” In this effort, he
said, the Institute had always had the encouragement of the
SEC.

With specific reference to the investment credit, Mr.
Witschey readily conceded that there were legitimate differ-
ences of opinion as to how it should be dealt with, but stated
that the APB considered itself obliged to furnish guidance to
its members. In reaching its conclusions, the Accounting Prin-
ciples Board had followed its established procedures, including
wide exposure of the draft Opinion with an opportunity for
all interested parties to comment. He said that the Board had
also carefully considered the letter of the Commission’s chief
accountant, indicating a preference for the so-called “flow-
through treatment.” He also summarized the views of the
Board members in favor of one treatment or the other.
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However, he emphasized that the majority felt that alterna-
tive methods should be discouraged, on the ground that they
would increase the difficulty of making comparisons of earn-
ings of different companies. He pointed out that it would have
been much easier for the Board to say that in view of the
novel character of the investment credit it could not object to
any of two or more alternative treatments, but this would
not have advanced the cause of narrowing the areas of differ-
ence and inconsistency in financial accounting practice.

He urged the Commission to support the Board’s conclusion
that the investment credit should be spread over the life of
the related asset: “It should be helpful to you to have such
a body [as the Accounting Principles Board] available to
express its views on complicated technical questions with which
you must deal. To the extent that you find its conclusions
acceptable, the usefulness of the Board will increase, since
there will be all the more respect for its Opinions. If the Com-
mission permits alternative treatments, these difficulties may
be increased.”

Mr. Witschey concluded by stating that there were far
more important questions of accounting principle to be dealt
with in the months ahead than the investment credit, which
happened to be at the moment a “hot potato” largely because
of its immediate impact on current earnings of many com-
panies.

“It would be very helpful in my opinion,” said Mr. Wits-
chey, “if at this particular juncture the good and courageous
work that has been done by the Board should be found ac-
ceptable by your Commission. The psychological effect on the
business and financial public would be good. The encouraging
effect upon the Board itself would be good.”

Following this statement members of the Commission and
its staff questioned members of the Board who had accom-
panied Mr. Witschey, including the research director, and
arguments for and against Opinion No. 2 were repeated. At
the conclusion of the conference, the Commissioners promised
to take the matter under advisement.
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Under date of January 10, 1963, the Securities and Exchange
Commission issued Accounting Series Release No. 96, “Ac-
counting for the Investment Credit,” which said, in part:

In recognition of the substantial diversity of opinion which exists
among responsible persons in the matter of accounting for the invest-
ment credit, the Commission will accept either a method which re-
flects the investment credit in income over the productive life of the
acquired property, or a method which reflects 48 per cent of the in-
vestment credit (the maximum extent to which the credit can nor-
mally increase net income) in income as a reduction of the tax
expense of the year in which the credit arises, and defers the balance
of 52 per cent to subsequent accounting periods during which depre-
ciation allowances for tax purposes are reduced because the statutory
requirement reduces the basis of the property for tax purposes by
the amount of the investment credit. The amount of such deferral
should be segregated from taxes currently payable. The 100 per cent
flow-through to income of the investment credit benefit in the year
in which it arises will be accepted in the case of regulated industries
when authorized or required by regulatory authorities. In all cases
full disclosure of the method of accounting followed and amounts
involved should be made where material.

The release also stated that, contrary to its usual policy,
the SEC would accept qualifications in accountants’ opinions,
in cases in which departures from Opinion No. 2 made such
qualifications necessary.

As it happened, most corporations chose to ignore the
Board’s Opinion No. 2, and to follow the alternatives permitted
by the SEC. In many cases the amounts involved were con-
sidered immaterial in relation to total net income of the
companies concerned. Neither the firms which agreed nor
those which disagreed with the Board’s Opinion took excep-
tions in cases where the flow-through method was used.
Opinion No. 2 became a dead letter.

As a consequence, the Board threw in the sponge. In Opinion
No. 4, issued in March 1964, Opinion No. 2 was amended by
stating that either the spreading or the flow-through method of
treating the investment credit was acceptable. Opinion No. 4
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stated that the authority of Board Opinions rested upon their
general acceptability, and that the conclusions expressed in
Opinion No. 2 had not attained the degree of acceptability
necessary to make it effective.

Five members of the Board, including Carman Blough and
Leonard Spacek, dissented from Opinion No. 4. Eight of the
majority assented with qualifications. These qualifications and
dissents reflected a wide variety of viewpoints. An impression of
internal chaos was created.

The prestige and authority of the Accounting Principles
Board had been badly damaged in its first effort to advance
the cause of comparability.

Field Day for the Press

The press had not been unaware of the controversy within
the Board. The accounting profession and the Institute became
targets for a barrage of public criticism unprecedented in the
profession’s history.

Business Week of January 26, 1963, published one of the
first dramatic articles, entitled “A Matter of Principle Splits
CPAs—Three of the Big Eight Accounting Firms Defy Their
Trade Group on Fundamentals of Accountants’ Role—A
Wider Squabble Might Bring Intervention by SEC.”

Reviewing the objectives of the Accounting Principles Board
and the varying positions on the investment credit issue, the
article stated that three prestigious firms had decided to ignore
the ruling of the majority of the APB in its Opinion No. 2.
This, said Business Week, amounted to “a calculated challenge
to APB authority,” which, in turn, was a reflection of a deep
split within the accounting profession. One accountant was
quoted as calling the position of the dissenting firms “prehis-
toric: this is the first time in my memory that a major firm has
thumbed its nose at the recognized authority in the profession.”

The article cited specific cases in which companies had in-
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creased earnings by accounting changes which were permissi-
ble within the existing framework of generally accepted
accounting principles.

The general impression conveyed by this article was that
of a profession confused and angry—unable to come to agree-
ment on its own proper role in conducting the independent
audit function.

The New York Times, The Wall Street Journal, Forbes,
Barron’s, Fortune, and many other publications had their say.
The “flexibility” of accounting principles was harshly criticized ;
the difficulty of comparing earnings of one company with
those of another was mentioned frequently; the question
whether auditors were truly independent of management was
raised more than once.

The SEC’s Position

In February 1963, Jack M. Whitney II, a member of the
Securities and Exchange Commission, made a somewhat
threatening speech before the Washington, D.C., Society of
Investment Analysts. He said in part:

A reliance upon “generally accepted accounting principles,” as de-
veloped by the accounting profession, has left a great deal of room
for variation in the accounting practices and principles observed by
companies, whether or not they are subject to the requirements of
the Commission. The unanswered question presented by this history,
to which analysts might well help us find an answer, is whether the
Commission’s restraint has been and continues to be in the public
interest and in the interest of investors. Do the disclosures of account-
ing principles followed, as contained in the prospectus, really make
it possible for an analyst to make a side-by-side comparison of two
competing companies’ earnings statements? I doubt it. I do not
suggest that unvarying application of uniform accounting principles
is a desirable end in itself. I don’t like straitjackets. However, we may
not have gone as far in that direction as we should.
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While it was made clear that Commissioner Whitney was
expressing his personal views, and not those of the Commission,
the quoted remarks were greeted with consternation by mem-
bers of the accounting profession, in view of the SEC’s failure
to support the Accounting Principles Board’s Opinion No. 2,
which would have facilitated comparability of the earnings
of competing companies.

However, William L. Cary, the chairman of the SEC, made
a more reassuring speech before the Financial Executives In-
stitute. Mr. Cary said:

The SEC has been criticized for not supporting the Accounting
Principles Board on the tax credit. . . . Regardless of the solution
there, you may be assured the Commission’s interest over the years
has been to support the accounting profession . . . in narrowing areas
of difference in financial reporting. This is still our view. . . .

We all recognize the limitations of accounting, that absolute
certainty is an absolute chimera—impossible to achieve. . . . Absolute
comparability cannot be achieved because managements will still
differ on basic practices—as, for example, how much money should
be spent in any particular year on maintenance, advertising, or re-
search and development.

Nonetheless, despite any difficulties, you and we should direct our
efforts toward accelerating the move toward uniformity. At the same
time we should strive to make our disclosures more meaningful so that
differences in accounting treatment are clearly brought out and better
comparison of companies is possible.

However, still another slightly different approach was indi-
cated by Byron D. Woodside, also a member of the SEC, in an
address before the National Association of Accountants in
June of 1964. He praised the accounting profession’s “import-
ant role as a self-regulatory institution,” and continued:

We thought the dismay with which our reaction to the investment-
credit episode seems to have been greeted, in some quarters, most
unfortunate. We intended no rebuff to the profession or the Account-
ing Principles Board. On the contrary, we have encouraged and
continue to encourage them in their work. We would caution, how-
ever, against the profession undertaking to do what you have always
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pleaded that we not do . . . The task you set yourselves to force
conformity on matters of accounting principles when there is not in
fact acceptability of conformity, I think, is an impossible one. . . .

Those who wish to compel conformity—or rather seek to have us
compel conformity—for only we in the final analysis have the tools
to enforce the law or to set enforcement in motion—will no doubt
be less than happy with this approach. What then are we left with,
say they, except education and persuasion?

The short answer in our field of activity, I think, is that these have
been the principal tools by which so much has been and continues
to be accomplished. They have been the genius of the administration
of the disclosure provisions of the *33 and ’34 Acts. With your con-
tinued assistance I think they are likely, in major respects, to remain so.

This message seemed inconsistent with earlier exhortations
by SEC spokesmen to speed up elimination of diversity in
accounting practices which obstructed comparisons among dif-
ferent companies. Was the SEC softening its policy? To what
extent would it back up the APB in efforts to eliminate alter-
native accounting practices?

Manual F. Cohen succeeded Mr. Cary as SEC chairman.
One of Mr. Cohen’s early speeches was before the American
Accounting Association in 1964. He, too, referred to the dif-
ferences of opinion over accounting for the investment credit,
and, in particular:

. . . the fact that the SEC, consistent with its administrative policy
on accounting matters, found substantial authoritative support for
a method of accounting different from that announced by the Board
as the majority opinion. The Commission was charged by some ob-
servers with an irresponsible act, but I can assure you that many
hours of study and discussion preceded the decision to accept either
of two solutions to this new problem in our experience. . . .

This episode has been discussed so vehemently that many persons
seem to feel we have withdrawn our support of the profession’s
efforts to narrow the areas of differences in accounting principles. . . .
This is not the case. It has been our practice for many years to cite
publications of the Institute as authoritative support. . . . Exceptions
have been rare indeed.
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These statements from the Commission permitted the in-
ference that the SEC would support Institute pronouncements
except when there was strong opposition to them and substan-
tial authoritative support for different conclusions.

In any event, the accounting profession was being made
the whipping boy in the public press for everything that was
wrong with corporate financial reporting. Corporate manage-
ments, held by the SEC to be primarily responsible for repre-
sentations in financial statements, seemed immune from attack.
Nor was the SEC itself the target of serious public criticism.

Leonard Spacek, who for many years had been waging a
crusade for greater uniformity in financial reporting, was es-
pecially angered by the turn of events. In an address before
the New York Society of Security Analysts in 1964, he stated
the position bluntly:

We have looked at the responsibilities of the financial analyst, the
stock exchanges, and the SEC. None of them assumes responsibility
for the adequacy and reliability of the financial information provided
for the investors. What about management—the corporate officer?

Everyone seems to agree that the corporate officer has primary re-
sponsibility for financial statements. Nevertheless, when a corporate
officer is called upon to take responsibility for the accounting his
corporation has made to stockholders, he invariably states that he re-
lied on the corporation’s public accountants to check the financial
statements and give their opinion of the fairness of the statements.
The corporate officer is not thereby relieved of responsibility for his
misrepresentations, but it certainly helps to relieve him of any charge
of negligence. . . . The investment community undoubtedly feels the
monkey is squarely and firmly on the accountant’s back.

The SEC Under Questioning

However, the SEC’s role was questioned at a Congressional
hearing. In 1963 and 1964, a subcommittee of the House of
Representatives Committee on Interstate and Foreign Com-
merce conducted hearings on “investor protection.” Specifi-
cally, the hearings were on proposed legislation resulting from
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the SEC investigation of the securities markets, which had
been conducted during the several preceding years.

One of the principal witnesses was Chairman Cary of the
SEC. In the course of his testimony he was questioned by
Congressman Harley O. Staggers of West Virginia, chairman
of the subcommittee, on the subject of accounting principles.
The following questions and answers ensued:

MR. StAaGGERS. Do you consider the financial statements now filed
with the Commission are on a sufficiently sound and uniform basis to
protect investors? . . . Who has the primary responsibility for the de-
termination of appropriate accounting principles to be followed in the
preparation of financjal statements?

MRr. Cary. I think I can say quite truly that we have co-operated
with the accounting profession very carefully on this subject over a
period of years. I would take it as a joint responsibility. Mr. Barr has
been working with them, I know, on an almost day-to-day basis over
a period of years—particularly the American Institute of Certified
Public Accountants. One of my colleagues says the ultimate respon-
sibility is ours, but I think in many areas we have encouraged them
to move ahead, and we have stood behind them. Sometimes we
have differed, but in general we have been going along with them in
many areas, and we have pushed them.

MR. Staceers. I think it is one of the areas in which we must
determine responsibility. Is it true that the Commission now accepts
financial statements from various companies following alternative ac-
counting practices with materially different results for similar trans-
actions, and a certifying statement that all of these practices are in
accordance with generally accepted accounting principles?

Mr. Cary. It is, sir. In other words, in some areas of accounting
there are more than one, shall we say, accepted accounting principles
applicable. In those cases we are in a position where we would accept
more than one. . . .

MRr. Stacgers. Do you consider that the Commission now has the
responsibility of determining whether the accounting profession has
taken appropriate action to determine adequate accounting principles?

Mr. Cary. I think we have that responsibility; yes, sir. And I
trust we are exercising it. . . .

MRr. StaceErs. Can you file with this committee a statement set-
ting forth what you understand to be the areas of accounting where
alternative practices could produce materially different results under
generally accepted accounting principles?
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Chairman Cary undertook to furnish a statement, and it
was subsequently filed with the committee by Andrew Barr,
chief accountant of the SEC, and reproduced as part of the
record of the hearings. He listed the following areas of ac-
counting where alternative practices could produce materially
different results under generally accepted accounting princi-
ples: (1) valuation of inventories; (2) depreciation and de-
pletion; (3) income-tax allocation; (4) pensions; (5) research
and development costs; (6) goodwill; (7) time of realizing
income; (8) all-inclusive versus current-operating-perform-
ance profit-and-loss or income statement. This list was accom-
panied by an explanation of the efforts of the accounting
profession and the SEC to narrow the areas of difference in
financial reporting.

Mr. Barr’s statement contained other illustrations of areas
in which alternative accounting practices existed: intercor-
porate investments; long-term leases; principles of consolida-
tion; business combinations; income measurement in finance
and small-loan companies and intangible costs in the oil and
gas industries.

The very existence of this public record was a warning both
to the SEC and the Institute to get on with the job.

The Council Acts

Institute members throughout the country were severely
shaken by the internal dissension and by the widespread and
sustained adverse publicity of which the accounting profession
had become the object. President Witschey, the executive
committee, and members of the Council were deeply disturbed.
It seemed that the profession was in crisis.

In 1963 President Witschey submitted a statement to the
Accounting Principles Board, and attended its meeting in
April of that year, in an effort to clarify objectives and reach
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agreement on procedures which would avoid repetition of the
experience with the investment credit.

After discussion at subsequent meetings, the Board, by a
divided vote, approved recommendations that members of the
Institute be required to direct attention to any material varia-
tion between the accounting principles followed and the princi-
ples which the Board had approved, and that the auditing
standards of reporting and the Code of Professional Ethics
be amended to assure compliance with this new requirement.
The vote on the motion was 11 in favor and eight against,
with two members of the Board absent.

Among other possibilities, the Board considered whether the
expression “generally accepted accounting principles” should
be altered. Despite existing uncertainty as to the precise
meaning of these words, however, the Board believed 'that the
phrase was so widely used that it would be unwise to change
it, and that such a change was not necessary to attain the
Board’s objectives.

The executive committee discussed this matter at great
length. In view of the ‘close vote within the Board, it was
resolved that the recommendations approved by such a slim
majority should not be forwarded to the Council at that time.

Later, however, the executive committee tentatively ap-
proved a proposal that Opinions on accounting principles issued
by the Board should be regarded as generally accepted ac-
counting principles, and that justification of departures from
such Opinions should be incorporated in opinions of inde-
pendent auditors.

Alvin Jennings had succeeded Weldon Powell as chairman
of the APB. Mr. Jennings appeared before the executive
committee to discuss this proposal from the Board’s viewpoint.

The proposal was then exposed to the members of the
principal committees involved, where a good deal of disagree-
ment developed.

After consultation with legal counsel and further discussions,
the executive committee finally issued modified recommenda-
tions to the Council in a special report dated March 14, 1964.
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This report was entitled, “Status of Pronouncements of Ac-
counting Principles Board.”

The thrust of the executive committee’s recommendations,
from which three members of the committee dissented, was that
“a pronouncement of the Accounting Principles Board, desig-
nated by it as embraced by this rule, shall be considered as
constituting the only generally accepted accounting principle
or principles in the subject area covered for purposes of ex-
pressing an opinion on financial statements, from the time it
becomes effective, unless and until such pronouncement is
rescinded by the Board or the Council.”

The report contained detailed provisions, including sug-
gested amendments to the Code of Professional Ethics and the
bylaws, for implementation of this recommendation.

Provisions were included to protect an 'auditor from being
required to express an opinion contrary to his own professional
judgment, and to protect an auditor who 'expressed an opinion
that statements conformed to generally accepted accounting
principles within the meaning of the term as used 'in a statute,
governmental regulation, or other legally controlling context,
provided that the auditor’s report in either case disclosed any
departure from an APB Opinion, with appropriate ex-
planation.

The executive committee’s report included lengthy argu-
ments both in favor of the proposal and against it.

This proposal was, of course, a radical change from the
existing provision that the authority of APB Opinions rested
upon their general acceptability; and from the policy declara-
tion in the report of the special committee on research pro-
gram, that reliance should be placed on persuasion rather than
compulsion.

Clifford V. Heimbucher of San Francisco had succeeded
Mr. Witschey as president of the Institute, and therefore as
chairman of the executive committee and the Council. Mr.
Heimbucher was senior partner of the local firm of Farquhar,
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Heimbucher & Company, San Francisco. A man of unusual
intellectual capacity, his demeanor was calm and unruffled. It
was his duty to preside at the meeting of Council at Boca
Raton, Florida, in early May of 1964, at which the executive
committee’s controversial recommendations were presented.

At this meeting the debate was the most animated, the
most heated, and the most extended which 'had ever occurred
at a meeting of the Institute’s Council.

More than 40 members of Council, committee chairmen
and members of the Accounting Principles Board participated
in the argument, which lasted approximately eight hours.

The motion presented on behalf of the majority of the
executive committee as a basis for discussion was as follows:

A pronouncement of the Board constitutes the only generally ac-
cepted accounting principle for purposes of expressing an opinion on
financial statements, unless and until rescinded by Council.

A spokesman for the majority of the executive committee
stated that the proposal was designed to accomplish three
things: (1) to give greater authority to Opinions of the APB;
(2) to define more clearly the role of the profession in pro-
viding leadership in the development of accounting principles;
(3) to strengthen and give meaning to the concept of gener-
ally accepted accounting principles, and to aid in eliminating
undesirable and unnecessary differences in accounting practice.

He pointed out that a profession had to set its own stan-
dards, and that where private groups failed to set standards
the government had stepped in to do it for them. He reminded
the Council that the SEC had statutory authority to prescribe
accounting principles, but so far had relied on the accounting
profession. However, he warned that if public pressure became
strong enough the SEC would have no recourse but to exercise
its authority.

He quoted from press comments, magazine articles, and
speeches, as well as testimony by the chairman of the SEC
at the recent Congressional hearing, to illustrate growing
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dissatisfaction with corporate financial reporting and with the
accounting profession.
He said:

Throughout this 25-year period, CPAs, business and financial execu-
tives, SEC spokesmen, educators and others have continued to say:
(1) financial accounting and reporting need to be improved; (2) too
many alternative methods and procedures are being used; (3) some
limitation on the number of accepted alternatives is desirable; (4)
some part of the solution lies in more carefully specifying “the prin-
ciples of accounting.” ...

“Generally accepted accounting principles” sound like something
definite. Actually it means substantial authoritative support. This in
turn indicates not only Institute bulletins and SEC releases, but also
practices of the business community, textbooks and authoritative
precedent. We cannot provide a satisfactory answer to the question,
generally accepted by whom—the Institute; the corporations which
are being audited; the textbook writers?

He said that the proposal before the Council would answer
that question by saying that when an independent auditor used
the term generally accepted accounting principles he would
mean what his profession said it meant, * ‘generally accepted’
by the members of the national organization of CPAs. . . .”

He continued:

It has been said that this proposal would substitute compulsion for
persuasion, but in this case, compulsion to do what? Only to disclose
deviation from generally accepted principles as the profession itself
will have defined them after consultation with representatives of man-
agement, the SEC, the stock exchanges, analysts, bankers and anyone
else who is interested. . . .

A spokesman for the dissenting minority of the executive
committee suggested that the Council bear in mind the dis-
tinction between objectives, on which there would be general
agreement, and the procedure for attaining those objectives,
which was the essence of the proposal before the house. He
warned against being swayed by general slogans or by fear that
something “terrible will happen” if the pending proposal
weren’t adopted. He continued:
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What does the present proposal do? In essence, the proposal is that
machinery be set up, the ultimate end of which would be to compel
us, under penalty of disciplinary action under our Code of Ethics,
to insert a qualification in our certificate when our own professional
judgment is that such qualification is unnecessary or undesirable.

He pointed out that members already qualified their opinions
when an Institute committee pronouncement had been vio-
lated and a client’s method did not have substantial authority
outside the Institute committee. The new proposal, he con-
tinued, would require qualification when the APB issued an
Opinion which was highly debatable, and when a method not
approved by the APB but which had other substantial authori-
tative support was selected by the client as more appropriate
for it and this decision was concurred in by the auditor.

“It is when the APB-approved methods are thus on the
ragged edge of not being generally accepted,” he went on,
“that you and I are to be compelled to state in our certificates
that its methods are the only generally accepted accounting
principles. Thus the change from the present practice, and the
only one called for by the proposal.”

He contended that approximately 95 per cent of the bulle-
tins of the former committee on accounting procedure were
followed in practice. Therefore, he said, the first condition for
compulsory qualification under the pending proposal would
be an APB Opinion which would be something of a “problem
child from the outset. Opinion No. 2 on the investment credit
is a good example.” The second condition for compulsory quali-
fication he said, would be when a client refused to follow the
APB: “The client has the right to do this, for the financial
statements are his, and he is the one that has to pay the dam-
ages if he uses an accounting method which a judge or jury
decides has damaged someone.”

The third condition for compulsory qualification would be,
he said, when the auditor did not agree that the qualification
should be there. Under existing conditions, if the auditor felt
that the Institute bulletin embraced the only acceptable method
he would qualify any departure from it.

115



The speaker declared that an auditor must state in his
opinion what he honestly believed, both as a matter of pro-
fessional integrity and in order to avoid the risk of liability. If
an auditor honestly believed that the statements fairly pre-
sented the financial position and results of operations in accord-
ance with generally accepted accounting principles, but if a
client adopted a method different from one recommended by
the APB, the new proposal would require the auditor to add to
his opinion a statement that the client’s method was not in
accordance with generally accepted accounting principles. This,
he said, would “violate the dictionary meaning of the words
‘generally’ and ‘accepted.’ ”

He reminded the Council that corporations had the respon-
sibility for their own financial statements and authority over
them: the threat of qualifications in auditors’ certificates would
not compel companies to change reporting methods which they
preferred. He continued:

A rash of ill-founded qualifications, based upon unhappy APB
pronouncements, could backfire on the profession in a manner fright-
ening to contemplate. We must remember that auditors’ opinions
have not been considered essential in this country in important seg-
ments of the economy—banks, railroads and insurance companies,
for example, as well as many small businesses. These companies have
made out pretty well, by and large, without the auditors’ certificates.
. .. I suggest to you that ill-advised qualifications in auditors’ certifi-
cates could weaken their value to the point where society could find
them dispensable and look elsewhere for the attest function.

For three successive mornings, sincere and able men offered
their views on the two positions which had been expressed.
Past presidents of the Institute, senior partners of accounting
firms, both large and small, and many members of the Account-
ing Principles Board itself took part in this discussion. The
views expressed were widely divergent.

Proponents of the motion argued that the Accounting Prin-
ciples Board could not accomplish its objectives if its pro-
nouncements could be ignored; and that the executive
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committee’s proposal required only that auditors report devia-
tions from effective pronouncements of the Board.

Some of the opponents expressed concern with what ap-
peared to be an attempt by the Institute to appropriate the
term “‘generally accepted accounting principles,” which they
considered to be in the public domain. Others attacked the
complexity of the implementing procedures suggested to give
effect to the basic proposal. Still others objected to the sub-
stitution of compulsion for persuasion.

Several proposed amendments to the motion were defeated.

Finally the following substitute motion was offered:

Resolved, That it is the sense of this Council that audit reports
of members should disclose material departures from Opinions of the
Accounting Principles Board, and that the president is hereby au-
thorized to appoint a special committee to recommend to Council
appropriate methods for implementing the substance of this resolution.

The motion was seconded. Discussion of the substitute motion
continued. Finally the question was called for. The vote was
124 members of Council in favor of the substitute resolution,
and 51 against it.

The chairman announced that in accordance with the reso-
lution he intended to appoint a committee of no more than
five distinguished leaders of the profession, none of whom was
on the executive committee and none of whom was or had
been a member of the Accounting Principles Board: he would
ask them to review the entire matter de novo, and the first
item of source material that he would give them would be the
complete transcript of the discussion at this meeting.

The Special Committee

On May 21, 1964, shortly after the great debate at the
Council meeting, President Heimbucher appointed a special
committee of which William W. Werntz was named chair-
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man. To the deep regret of all concerned, in the midst of the
committee’s deliberations Mr. Werntz suffered a heart attack
and died. J. S. Seidman was then named chairman of the
committee, which also included the following: Carman G.
Blough; Albert J. Bows, a recent chairman of the committee
on auditing procedure; Paul Grady, then the Institute’s direc-
tor of accounting research; John R. Ring, a recent chairman
of the committee on professional ethics; Maurice H. Stans, a
past president of the Institute; and Glenn A. Welsch, a recent
president of the American Accounting Association.

At the annual meeting of the Institute in the fall of 1964,
the special committee submitted its recommendations, which,
together with subsequent developments, will be described in
the next chapter.
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CHAPTER 6

Increasing Authornity of the APB

THE Council resolution adopted in May 1964, call-
ing for disclosure of departures from APB Opinions, established
a new and vitally important policy. Just how that policy was
to be put into effect was the question referred to the distin-
guished special committee appointed by President Heimbucher.

That committee labored hard and long throughout the
summer. At the Council meeting immediately preceding the
Institute’s annual meeting in the fall of 1964, the committee
presented its report.

The report stated that generally accepted accounting prin-
ciples were those principles which had substantial authoritative
support, and that Opinions of the Accounting Principles Board
constituted substantial authoritative support; however, sub-
stantial authoritative support could exist also for accounting
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principles that differed from Opinions of the Accounting Prin-
ciples Board.

The report continued, “If an accounting principle that dif-
fers materially in its effect from one accepted in an Opinion
of the Accounting Principles Board is applied in financial state-
ments, the reporting member must decide whether the principle
has substantial authoritative support and is applicable in the
circumstances.”

If the answer to this question were negative, the report said,
the member would qualify his opinion, disclaim an opinion,
or give an adverse opinion as appropriate; if the alternative
principle did have substantial support, he would give an un-
qualified opinion, but would disclose the fact of departure
from the APB Opinion and, where practicable, disclose its
effects on the financial statements. The member would make
such disclosure in a separate paragraph in his report or see
that it was made in a footnote to the financial statements.

Illustrative language for this purpose was provided.

It was further stated that Council’s action calling for dis-
closure of departures from APB Opinions was not intended
to have the force and effect of a rule of ethics, but rather that
of a standard of reporting practice, deviations from which
should have the attention of the practice review committee.

It was suggested, however, that further study should be
given the question whether the Code of Professional Ethics
should be amended to cover infraction of the committee’s
recommendations.

At the Council meeting there was surprisingly little oppo-
sition to the special committee’s proposals. Many of the 51
members who had voted against the basic resolution at the
previous spring meeting apparently felt that they could live
with the implementing provisions submitted by the committee.

After some discussion the report was approved by a vote of
163 in favor and none against, though a few may have re-
frained from voting.

The Institute’s annual meeting convened two days later. In
his address to the members as retiring president, Clifford Heim-
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bucher referred to the Council’s action and added the follow-
ing comment:

. . . None of us would claim that accounting practice today is final,
complete and perfect. None would claim that there is no room for
further improvement. Many accounting problems remain to be solved.
No single individual or organization has a corner on truth. These
problems will be solved by co-operative, democratic effort carried on
in an atmosphere of mutual respect and trust. Our profession should
and will play a leading part, but it cannot do the job alone. And it
cannot be done by fiat. The joint effort of many of the finest minds
is necessary. . . .

This action [by the Council] constitutes another and an historic
step forward in the long, continuous process of improving financial
reporting which has already brought us to the point where the Ameri-
can investor is the best informed investor in the world.

The special committee’s recommendations as approved by
Council, were published in a special bulletin issued by Thomas
D. Flynn, the new president of the Institute, under date of
October 1964, and sent to all members.

In May 1965 the special committee submitted a final report
to the Council, including eight major recommendations re-
lated to the composition, procedures, and activities of the
Accounting Principles Board.

Among the most important was Recommendation No. 2,
calling on the Board to recognize the objective that variations
in treatment of accounting items generally should be con-
fined to those justified by substantial differences in factual
circumstances.

This and most of the other recommendations were accepted
by the executive committee and the Accounting Principles
Board itself and were approved by the Council.

Action was deferred on a proposal that the new disclosure
requirement be incorporated in the Code of Ethics and on
another recommendation related to financing the Board’s
activities.

Clifford V. Heimbucher succeeded Alvin R. Jennings as
chairman of the APB. Encouraged by the Council’s expression
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of confidence, and the strengthening of the Board’s authority,
its members turned their attention to the numerous and com-
plex problems on its agenda.

Observations From the SEC

Immediately following the events described above, Byron D.
Woodside, a member of the Securities and Exchange Com-
mission, delivered an address before the fourth annual ac-
counting forum of Hayden, Stone Incorporated, November 18,
1965. Mr. Woodside had lived through almost the entire period
in which the SEC’s policies on accounting and auditing had
evolved. His observations were significant.

Mr. Woodside traced the history of the SEC’s approach to
accounting requirements, first stressing the Commission’s pow-
ers to prescribe accounting rules for registrants. Then he
eloquently expressed the importance of sound accounting:
“History, common sense and experience tell us that at the
heart of our whole system of securities markets . . . are faith
and trust in the honesty of corporate financial records, and
the honest, objective and timely distillation of those records
in published financial statements. . . . One who weakens that
trust without good cause does no one a service. One who
trusts a system which really is not serving well its purposes
may on occasion be deceived.”

Referring to early abuses which needed correction, he con-
tinued: “Most of the matters they mentioned in those days
as representing serious flaws in need of correction, and many
of the problems which then seemed to call for rules by the
Commission, have long since ceased to be problems or are
now rarely so. . . . Solutions . . . have been accomplished by
the operation of a system which I think has been quite effec-
tive despite the absence of the rule-making that then seemed
perhaps inevitable.” This “system,” he explained, was a deliber-
ate policy choice—a policy of co-operation with issuers and the
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profession in a case-by-case approach: “The accountants in
particular have asked for the opportunity to grow and de-
velop free of rules.”

Mr. Woodside then came to the question of comparability:

Consistency of reporting for different periods by the same issuer
has been emphasized. We have recognized, however, that, as between
different issuers which may or may not be otherwise comparable,
alternative accounting procedures with respect to a particular ac-
counting presentation might be employed if there was—to quote
Release No. 4 again—substantial authoritative support for the prac-
tice followed. I think it is fair to say that we have not sought to insure
as an end in itself that the financial statements of Company A were
comparable in all material respects with those of Company B. It may
be that Accounting Release No. 4 is too simple and unsophisticated
as a statement of administrative policy for a more complex age. It
may also be that we should have made greater use of our accounting
series releases for the purpose of announcing firm policies on more
accounting matters.

Most significantly, the Commissioner said it would become
increasingly difficult for the SEC to continue to rely on sub-
stantial authoritative support and the disclosure principle if
members of the academic and practicing branches of the ac-
counting profession continued to join other critics in empha-
sizing the noncomparability of corporate financial statements.

Mr. Woodside suggested strongly that issuers of financial
statements had learned to exploit the confusion about ac-
counting principles for their own purposes: “A not unusual
situation is one where the management goes off on an ac-
counting frolic of its own in its reports to the press or its
stockholders, when it knows, or could easily find out, that it
was following a practice not consistent with the best practice
in its own field.” Later this management would seek for and
perhaps discover “authoritative support” for what it had done,
he said.

On the efforts of the accounting profession, Mr. Woodside
offered friendly comment: “My review of accounting litera-
ture leads me to conclude that that literature reflects consid-
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erable voluble confusion. It is my impression that no propo-
sition can be proposed for discussion for which there cannot
be produced a multiplicity of plausible contentions reflecting
every shade of opinion.”

In short, this spokesman for the SEC seemed to be saying
(1) that financial reporting in which the public had confi-
dence was essential; (2) that most of the abuses of the early
days had been corrected; (3) that this had been accomplished
by the case-by-case approach, based on the concepts of sub-
stantial authoritative support and full disclosure; (4) that
comparability had not been the Commission’s primary ob-
jective; (5) that the approach of the past might be too simple
for a more complex age; (6) that the SEC felt the pressure
for greater comparability; (7) that management sometimes
exploited the authoritative-support concept; (8) that the con-
fusion and disagreement within the accounting profession was
not encouraging; and (9) that the SEC might have to engage
in more extensive rule-making unless the accounting profes-
sion got there first.

A Proposal for an Accounting Court

About a month after Mr. Woodside’s speech the firm of
Arthur Andersen & Co. published a pamphlet entitled, “Es-
tablishing Accounting Principles—A Cirisis in Decision-Mak-
ing.” This pamphlet had been in preparation for a long time.

An extensive preamble reviewed the sources of accepted
accounting principles, including the Institute, the SEC, and
the American Accounting Association, and concluded: “The
fact is that accounting principles have not been established
on a truly authoritative basis by anyone.” Accordingly the
pamphlet proposed, for discussion purposes but without rec-
ommendation, that consideration be given to creation of a
United States Court of Accounting Appeals.

Mr. Spacek, the senior partner of Arthur Andersen & Co.,
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had proposed an accounting court in speeches of previous
years, but had not presented a specific plan. The new pamphlet
contained a draft of a bill to establish such a tribunal.

The proposal envisaged a court of five members appointed
by the President of the United States, having jurisdiction over
accounting rules of the five federal agencies primarily con-
cerned with accounting principles—the Securities and Ex-
change Commission, the Federal Power Commission, the
Interstate Commerce Commission, the Civil Aeronautics
Board, and the Federal Communications Commission.

On petition, the court could review an accounting rule of
an agency and affirm, modify or reverse the rule or remand it
to the agency for further proceedings. All parties to the pro-
ceeding would be entitled to file briefs, and to be heard in
oral argument, subject to rules of the court. Appeals from
the court’s decisions could be made to higher judicial authority.

The court’s jurisdiction would not involve rate-making ac-
tivities, but would be confined to accounting rules.

This proposal was discussed in accounting circles, formally
and informally, but no official action was taken on it.

In a speech before the Temple University Accounting Forum
in October 1965, shortly before this pamphlet was released,
Mr. Spacek had advocated the establishment of an accounting
court in order to eliminate uncertainties as to the meaning of
generally accepted accounting principles. Another speaker at
the same meeting was Thomas D. Flynn, one of the senior
partners of Arthur Young & Company, who had just com-
pleted his term as president of the Institute. Mr. Flynn, during
his presidency, had worked hard in support of the Accounting
Principles Board. He had made numerous speeches to finan-
cial executives, bankers and other groups in an effort to secure
co-operation in the Institute’s efforts to improve financial
reporting.

When he and Mr. Spacek had finished speaking at Temple
University, the floor was thrown open for questions. A partici-
pant asked Mr. Flynn what the economic effect on the prac-
tice of certified public accountants would be if the accounting
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court proposed by Mr. Spacek were established. Mr. Flynn
answered the question by asking another—whether the pro-
liferation of laws and court decisions had tended to reduce
the income of lawyers.

The implications of this response were significant. If ac-
counting principles were to be established by government regu-
lation or judicial decision, there would still be room for honest
differences of opinion. But much more important, Mr. Flynn
pointed out that there would be a proliferation of intricate
rules and regulations designed to deal with a wide variety of
complex economic and business situations. There would be
substantial gaps between the literal interpretation of these
rules and regulations and a realistic view of the economic
facts which should be reported to the users of financial state-
ments—and just as attempts to simplify the Internal Revenue
Code have led to increasingly complex provisions, so would
the rulings and decisions of the Accounting Court lead to an
increasingly complicated mass of accounting precedents in
which only the expert could tread. Mr. Flynn went on to say
that there would be plenty of work for accountants in advo-
cating before an accounting court the promulgation of prin-
ciples which they believed superior to those proposed by others.
Once a court had established principles, he believed that there
would be even more work for independent auditors to inter-
pret the findings, and appraise the judgmental decisions which
must be made in their application in the circumstances of
particular cases.

But it seemed clear to many observers that while the ac-
counting profession would not suffer, the transfer of authority
to determine accounting principles from the private sector to
a government tribunal could have grave implications for a
free-enterprise economy.

At the same time it was not yet clear that the profession’s
leadership in the development of accounting principles was
secure. The concern of the SEC, and the differences of opinion
within the profession, raised doubts about the future course
of events.
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The Council’s resolution that departures from ABP Opinions
should be disclosed was generally regarded as a forward step.
But it was widely noted that up to that time the Board had
issued only six Opinions, two of which dealt fruitlessly with
the investment credit, and one of which incorporated as an
Opinion of the Board those portions of the earlier Accounting
Research Bulletins which were still regarded as authoritative.
In the six years of the Board’s existence, the progress in re-
solving major problems was not impressive in the view of
many observers.

Furthermore, there was as yet no certainty that the pro-
fession was united on a common objective.

Uniting on a Common Objective

Emotional tensions had been aroused which interfered with
clear communication. Those who were convinced that existing
obstacles to comparability of earnings must be removed were
accused by others of advocating ‘“‘uniformity” in accounting—
putting accounting in a straitjacket which would impede
progress.

Those who were opposed to “uniformity,” on the other hand,
were accused of advocating “flexibility” in accounting. Their
adversaries interpreted this as a desire to give management
the widest possible choice in selection among alternative ac-
counting principles, thus unnecessarily impairing comparability
of the results of one company with those of another.

Actually, neither group took positions as extreme as their
opponents inferred. Leonard Spacek, for example, was an out-
spoken advocate of “uniformity.” Yet it became clear that
when he used that word he was referring to principles as dis-
tinguished from methods.

He agreed with an earlier statement by Alvin Jennings that
criteria should be established to determine the circumstances
under which one method resulted in a fairer presentation of
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net income than another method: there could be wvarious
methods from which to select under such criteria, in order
best to reflect the circumstances, but there should not be al-
ternative principles.

In a 1965 speech Mr. Spacek said:

I would like to emphasize . . . that I am not talking about an
accounting straitjacket, or a detailed bookkeeping rule book which
would attempt to make dissimilar conditions or circumstances appear
to be similar. What I am talking about are accounting principles,
criteria and guidelines for use by industry and by accountants that
would represent a common standard and would be applied on the basis
of judgment to the wide variety of circumstances found in business
.. .. the variations in reported earnings and other financial information
would result more from variations in conditions and facts and not
so much from variations in accounting methods selected from the wide
assortment available today.

When Robert M. Trueblood was elected president of the
Institute in the fall of 1965, the heat generated by the debates
of the preceding years had not yet been fully dissipated. To
be sure, the report of the special committee on Opinions of
the Accounting Principles Board had been found acceptable
for the most part, both to the executive committee and to the
Accounting Principles Board itself, and on their recommenda-
tion the Council had approved it—including the significant
provision that the objective was to confine variations in treat-
ment of accounting items generally to those justified by sub-
stantial differences in factual circumstances. However, there
was still doubt whether this objective was acceptable to all
accounting firms, or indeed whether it would be interpreted
in the same way by all members.

Mr. Trueblood was chairman of the policy committee of
Touche, Ross, Bailey & Smart. He was a man of action, with
unusual intellectual attainments, which had been amply dem-
onstrated in a long period of service to the profession in many
capacities.

He decided to attempt a reconciliation of the opposing views.
Accordingly, he took informal soundings among partners of
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various accounting firms and other influential members, rep-
resenting both the so-called “uniformity” and the so-called
“flexibility” schools of thought.

To his great satisfaction, President Trueblood found that
there were broad areas of agreement. Essentially it was agreed
that the objective was to reduce the number of alternative
accounting practices not justified by actual differences in cir-
cumstances. It was also agreed that this could not be done
quickly over a broad range of problem areas, but that while
alternatives were being minimized progress could be made
through improved disclosure requirements. However, disclo-
sure requirements should not be regarded as a substitute for
the reduction of alternatives wherever this was logical and
feasible.

No one, it was found, advocated a uniform chart of ac-
counts for industry as a whole, or for specific industry groups.
It was agreed that the function of the Accounting Principles
Board was not to prescribe the details of accounting, but to
develop sensible criteria which in similar situations would
lead to similar results.

With this encouragement, Mr. Trueblood, in his capacity
as president, made a statement to the Council at its meeting
in the spring of 1966, which did much to clear the air. He
said, in part:

For the past few years I have been concerned, as you have surely
been, about the matter of accounting principles; about the questions
and criticisms appearing in the press; about the doubts which such
comments must arouse among people outside our profession; and
about the possible divisive influences which could develop within the
profession over the philosophical issues which seem to be of concern.

He cited comments in the press, including a quote from
the vice chairman of the First National City Bank, . . . the
accounting profession cannot say precisely—or perhaps even
approximately—what . . . generally accepted accounting prin-
ciples are.”

Mr. Trueblood spoke of the differences of opinion over the
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concepts of comparability and uniformity. He reviewed the
work of the Accounting Principles Board and expressed con-
fidence that it could do the job.

“Our overall objective,” he said, “clearly articulated in the
Seidman report, is to reduce the number of alternative prac-
tices not justified by actual differences in circumstances.” While
the Board was pursuing this objective, he said that progress
could also be made through disclosure requirements, but com-
pliance with Board Opinions as they were issued was of cru-
cial importance.

In conclusion, he expressed the view that disagreement was
not nearly so wide as publicity had indicated. He believed it
to be the unanimous view of the membership that the ob-
jective of the APB was not to get out a series of rule-books,
but rather to recommend accounting practices “which will
make like things look alike, and unlike things look different.”

In conclusion, Mr. Trueblood said, “I am of good cheer.
I think that the criticism our profession has undergone has
not been without its blessings . . . we have made substantial
progress in improving the tools we use in serving society. And,
I am convinced, we are on the threshold of still greater
accomplishments.”

These remarks were received by the Council with great
enthusiasm. On motion duly seconded, it was resolved that
the president’s statement should be printed and sent to all
members of the Institute, which was done.

At long last there was hope that confusion over the goals of
the Institute in the development of accounting principles
had been resolved and that the profession had regained its
bearings.

Increased Pressure From the SEC

It was high time that the profession agreed on clear ob-
jectives,
SEC spokesmen had resumed their appeals for greater speed
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in the quest for comparability through elimination of less
desirable accounting practices.

In particular, Manuel Cohen, the new chairman, began to
take a tougher line than his predecessor. In 1965, he had said
in an address before the Investment Bankers Association:

While some action has been taken by the accounting profession, the
overall picture is not encouraging. . . . We are now considering some
limited action of our own in this area—action which is not designed
to undermine the efforts of the leaders of the profession, but rather
to emphasize to the entire profession the urgency of immediate and
effective support of those who are seeking sound procedures to obviate
unjustified differences in the treatment and presentation of similar
problems.

Mr. Cohen was undoubtedly referring to a pending deci-
sion of the SEC to issue a statement on the treatment of de-
ferred taxes on installment sales. This question was before
the Accounting Principles Board and, in fact, a tentative
decision had been approved, but in deference to spokesmen
for the retail industry, issuance of an Opinion on the mattet
had been deferred in order to give them an opportunity to sub-
mit their views.

Arthur Andersen & Co., however, had petitioned the SEG
to rule on the matter. The chairman of the APB had requested
the Securities and Exchange Commission to defer action, but
the Commission proceeded to issue Accounting Release No.
102, which settled the question, much to the dissatisfaction of
the industry most concerned.

In a later address before the Financial Analysts Federation
in 1966, Mr. Cohen referred to this incident. In preliminary
remarks he said:

The importance of comparability of financial statements is appar-
ent. Not only are statements used to compare the same company at
different time periods; they are used to compare similar companies
with each other and these comparisons can be of great significance.
. . . One of the principal obstacles to comparability of financial state-
ments has been the application of alternative accounting principles
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to similar sets of facts. . . . And we have looked primarily to the ac-
counting profession for formulation of those principles. . . .

The accounting profession has not resisted the freedom, and con-
comitant responsibility, given to it by the Commission to develop
accounting principles. There are many who believe, however, that the
accountants have not fulfilled that responsibility. Without minimizing
the difficulties of the task, and with no intention to criticize, it is fair
to say that the accounting profession has, in the past, been unable
to achieve uniformity in many significant areas of financial reporting
—that is, accountants have been unable to reduce significantly, if not
eliminate, the variety of accounting principles deemed permissible in
the reporting of similar financial conditions and results.

What is being done about moving more quickly toward the goal of
uniformity? Stronger leadership by the Commission is one avenue
being followed. An example of this is Accounting Release No. 102
issued a few months ago, dealing with the proper method of report-
ing deferred income taxes arising from installment sales. . . .

The American Institute of Certified Public Accountants had not
ignored the problem, but had up to then been unable to resolve it.
. . . A formal expression of opinion by the CGommission seemed called
for, and we obliged. . . .

Although Accounting Series Release No. 102 was used to resolve
one problem of uniformity, I do not believe it will be necessary for
us to use that device with great frequency—although the option is
always open to us. The extent to which action on our part is re-
quired will depend in large measure on the vigor and determination
of the Accounting Principles Board of the American Institute of
. Certified Public Accountants, which has the principal responsibility
of defining accounting principles to be used in financial reporting. I
am greatly encouraged by the current activity and progress being
made by the Board.

The warnings seemed to be louder and clearer, and they
were backed up by action. Later the Commission issued two
releases taking positions on accounting questions which were
under the consideration of the Accounting Principles Board,
but on which it had not yet acted. One dealt with reporting
by separate lines of business, widely thought to be directed
at so-called conglomerates, and the other dealt with the treat-
ment of convertible securities as residual securities in deter-
mining earnings per share.
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Industry Resistance

While the Accounting Principles Board eagerly sought the
co-operation of industry in eliminating unnecessary obstacles
to comparability of earnings, and while industry groups with
equal eagerness sought an opportunity to be heard on all Board
proposals, the result was more often opposition to proposed
Opinions than constructive suggestions for solution of pending
problems.

For example, in 1967 the APB exposed for comment a draft
of an Opinion on “Accounting for Income Taxes,” a major
problem area which had been prominently mentioned by
Andrew Barr, chief accountant of the SEC, in response to a
Congressional committee’s inquiry, as one in which diverse
practices impeded comparability of earnings. The proposed
Opinion dealt with two major issues: (1) allocation of in-
come tax on differences between taxable income and income
reported in financial statements; and (2) the investment credit,
which under Opinion No. 4 remained a sore thumb, with
alternative methods permitted in identical circumstances.

In preparation of the draft Opinion a subcommittee of the
Board had met with 24 separate industry groups and govern-
ment agencies, all of whose views were well known to the
Board and had been given consideration.

The Financial Executives Institute and other industry groups
organized letter-writing campaigns in opposition to the Opin-
ion. Almost a thousand negative letters were received by the
Institute, and copies of many of them went to the SEC. Most
of the letters objected to the Board’s proposal for accounting
for the investment credit, but significant numbers of them
also objected to the proposal for allocation of income taxes.

The firm of Price Waterhouse & Co. published a pamphlet,
which was widely quoted in the press, also arguing against
the Board’s proposal for comprehensive income-tax allocation.

Lacking assurance that the SEC would support a firm po-
sition on the investment credit, and unwilling to risk the
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necessity of reversing itself a second time, the Board dropped
the section dealing with this troublesome matter. Despite the
strong opposition to comprehensive tax allocation, however,
the Board issued Opinion No. 11, which decidedly narrowed
the areas of difference in accounting for income taxes.

On another occasion the fire-and-casualty insurance industry
mounted an all-out pressure campaign to prevent a technical
committee of the Institute from issuing an audit guide, cleared
by the APB, recommending changes in accounting practices
followed by that industry in order to provide better informa-
tion to investors—notably a matching of policy acquisition costs
with related premium income. The guide was published none-
theless, but not until after years of inconclusive argument.

Later, the American Bankers Association opposed a pro-
posed Opinion of the Accounting Principles Board which
would remedy widely criticized flaws in the financial reporting
of banks, particularly by requiring a net income figure after
charges for bad-debt provisions and losses on sales of securities.
The president of the American Bankers Association wrote a
letter to all member banks, advising them to accept qualifi-
cations in auditors’ reports rather than conform to the pro-
posed APB recommendation. After further conferences with
bankers and the bank regulatory agencies, however, the Board
issued Opinion No. 13 in 1968, applying to banks the same
income-reporting principles as those applicable to industrial
companies, as set forth in its Opinion No. 9. Acceptance of
this pronouncement by bankers and regulators was not ob-
tained until more than a year later, after implementation rules
were worked out through joint efforts.

Various groups, including investment bankers, also resisted
proposals by the Board relating to potential dilution of earn-
ings per share through convertible securities and warrants.
This problem was ultimately dealt with in Opinion No. 14 in
1969.

Few APB pronouncements escaped opposition from some
corporations or industry groups which would be required to
change their customary accounting methods. But the APB
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was facing the fact that it couldn’t please everyone. Its mis-
sion had been clarified; its Opinions had been given greater
authority by the Council’s resolution calling for disclosure of
departures from them; and the internal dissension triggered
by the investment-credit incident was subsiding. The profes-
sion was again united behind it, and the Board began to rec-
ognize that it had acquired real authority—and with it the
responsibility to move toward the announced goals in spite
of inevitable opposition.

The Press Keeps Score

Fully awakened to the significance of accounting principles
to the investment community, the financial and business press
kept close watch over the Accounting Principles Board during
the crucial years following its unsuccessful effort to deal de-
finitively with the investment credit.

Gradually, however, the highly critical tone of earlier com-
ment was modified. The successive Opinions of the Board were
reported with respect. Reference to “the influential Account-
ing Principles Board,” and similar expressions, appeared with
increasing frequency.

However, the public interest in the accounting profession’s
problems was highlighted by a few widely publicized law-
suits against accounting firms, involving well-known compa-
nies, in the mid-1960’."

The result was a series of articles mixing references to the
pending litigation with comment on the tribulations of the
Accounting Principles Board.

Rehashes of what came to be known in some quarters as

18Since at the time of this writing these suits have not been decided, any effort
to describe the issues, or the legal effect of possible decisions, would be inap-
propriate here. This must await the deliberate analysis of legal counsel.
For these reasons no chapter on accountants’ legal liability appears in this
volume.
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the “investment credit fiasco” appeared in many of these arti-
cles. Almost every prestigious financial or business magazine,
and almost every columnist who dealt with financial matters,
found it necessary to publish a critical re-examination of the
accounting profession in general, and its “generally accepted
accounting principles” in particular.

An editorial in Forbes magazine stated that “generally ac-
cepted accounting principles mean damn little.”

The same magazine later published a lengthy article en-
titled “What Are Earnings? The Growing Credibility Gap.”
“For decades the accounting profession basked in the highest
kind of public confidence,” the article began. “Now . . . a
barrage of public criticism has landed on the profession for
its highly flexible ‘generally accepted accounting principles’. . . .
What people are now beginning to understand is that these
earnings figures as determined under the so-called generally
accepted accounting principles are far from precise, nor are
they exactly comparable with those of other companies. What’s
more, they never have been.”

However, the APB was given credit for several strong Opin-
ions recently issued.

Under the title “CPA Under Fire,” The Wall Street Journal
published an article which said in part: “The independent
firms that audit the books for American business are now
under unprecedented attack, and their image of sober recti-
tude has already suffered damage that may take years to re-
pair. . . . The events of recent months . . . suggest that the
government, the courts, and the mounting pressure of adverse
public opinion may force them to move faster and further than
anyone expected—and in some cases, take the decisions out
of their hands.”

The writer said that the responses of the auditors to criticism
“seem like whispers in a whirlwind.” Latitude in accounting
principles was described as “wide as a whale’s mouth. . . . It’s
often impossible to meaningfully compare one company’s re-
sults with another’s.”

This article, however, did refer to increased activity on the
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part of the Accounting Principles Board, which was consid-
ering Opinions which “will have considerable force.” Refer-
ence was also made to the new requirement that auditors
should disclose departures from APB Opinions. However, the
article continued, “though the profession is trying harder to
clean its own house, the pace has been too slow for many
critics, notably the SEC.”

Under the title, “CPA Audits and Gobbledygook Guides,”
The Wall Street Journal published another feature article be-
ginning, “When a Certified Public Accountant audits a cor-
poration’s financial records, does his first allegiance lie with
the stockholders or with management?

“Most CPAs answer this decades-old question unhesitatingly.
‘With both,” they snap. Then they add that their basic duty
is to certify that the corporation’s annual reports conform to
generally accepted accounting principles.”

The article went on to question whether “the role the CPA
has carved out for himself conflicts with the basic reason his
job as independent certified public accountant was created in
the first place.” The writer suggested that critics of current
auditing practices maintained that the CPA should take on
the job of “policeman.”

Favorable reference was made to a recommendation of the
Institute’s executive committee that auditors be nominated by
audit committees of boards of directors, composed only of out-
side directors who were not a part of management. Such audit
committees could suggest changes of auditors, could check
whether undue restrictions were being placed on auditors, or
could advise the boards of directors whether questions about
financial statements should be reported to stockholders, stock
exchanges, or the SEC.

Critical articles also appeared in law-school publications. An
issue of Law and Contemporary Problems, published by the
Law School of Duke University, was entirely devoted to articles
on the accounting profession and its role in the development
of accounting principles. Several of the articles were highly
critical. Later, the Columbia Law Review published a lengthy
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note, written by law students, in which were extensive quotes
from articles in The Wall Street Journal, Forbes, and other
sources, putting the profession in a highly unfavorable light.
The conclusion of the authors was that the public was in-
adequately protected, and that heavier legal liabilities should
be imposed on the accounting profession. In still another article
by law students in the Washington Law Review, it was suggested
that if the Accounting Principles Board could set appropriate
standards, they would serve as a protection against liability to
auditors who observed them. The implicit conclusion, however,
was that if the Board did not make progress rapidly enough, the
courts themselves would have to decide what was appropriate
accounting in the circumstances of particular cases.

As late as January 8, 1969, The Wall Street Journal pub-
lished a lengthy article entitled “Frustrated CPAs—Accounting
Body Fails in Attempts to Change Some Firms’ Reporting.”
The article said in part:

.+ . Company resistance has led the accounting profession to back
down on several proposals to change the ways many companies tally
and report profits. . . . Some accountants fear the backdowns add up
to a serious setback for a seven-year-old drive by the American In-
stitute of Certified Public Accountants to standardize corporate re-
porting. . . . In the last year or so, the AICPA’s rulings have provoked
increasingly vehement protests from company officers. And the ac-
counting body has bowed to the pressure—too quickly, some critics
charge—in three cases.

The article listed the three cases: the proposal on the in-
vestment credit which was withdrawn from APB Opinion No.
11, the proposal for changes in the financial reports of banks
which was still under discussion, and the suspension and im-
pending reversal of the requirement in APB Opinion No. 10
of assigning value to the conversion feature of convertible se-
curities (the latter two being the subject of Opinions issued a
few months later).

After describing the impact that these Opinions would have
had on reported profits, the article continued:
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The AICPA’s failure to make this and the other rulings stick, points
up a basic weakness in its position: It cannot enforce its rulings
against a company willing to issue a report containing an auditor’s
statement of exception to some of the figures. . . . Some financial men

. are keenly disappointed that the AICPA backed down on these
issues. . . . Analysts think the AICPA could enforce greater uni-
formity if it were willing to fight. . . .

While these comments were not well founded, they pointed
up the fact that the Accounting Principles Board was making
a sincere effort to discharge its responsibility; and that cor-
porate management was partly to blame for the delays in mov-
ing forward.

Most significant was the implied acceptance of the Board’s
power.

The APB’s Achievements

The press and the public did not yet fully realize that the Ac-
counting Principles Board was making substantial progress in
the improvement of financial reporting, and in facilitating
comparability of earnings.

Off to a slow start by waiting for research studies, and
further delayed by controversy over the investment credit and
basic policies, the Board’s production was truly impressive in
the five-year period, 1964 to 19609.

Even before the action of Council in 1964, the Board pro-
duced two constructive Opinions. Under Alvin Jennings’ chair-
manship, the Board issued in 1964 Opinion No. 3 on “The
Statement of Source and Application of Funds,” based on
Perry Mason’s research study, to which reference was made
in Chapter 5. This Opinion received wide support in the finan-
cial community. The president of the New York Stock Ex-
change sent copies to the presidents of listed companies and
to all members of the Exchange, recommending that the Opin-
ion be followed in reports to stockholders. On the basis of
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this Opinion, also, financial analysts began to discourage fig-
ures indicating “cash flow per share,” as misleading to in-
vestors.

Also in 1964, the Board issued Opinion No. 5, “Reporting
of Leases in Financial Statements of Lessee,” extending dis-
closure requirements, and providing criteria for identification
of lease agreements which were in effect installment purchases
which should be capitalized. This Opinion did not satisfy
all critics of accounting for leases, but it was a step forward.

Under the chairmanship of Clifford Heimbucher, the Ac-
counting Principles Board underwent a partial reorganization
in 1965, following Council approval of the Seidman committee
report.

A new staff position was created—administrative director
of the Board—which was assumed by Richard C. Lytle, form-
erly the Institute’s director of technical services. He engaged
several assistants. This step relieved Reed Storey, who had
succeeded Paul Grady as director of accounting research, of
responsibility for assistance in execution of the Board’s func-
tions, and enabled him to concentrate on the production of
research studies.

The Board itself was divided into subcommittees, each one
assigned a designated subject on which to prepare recom-
mendations for consideration of the full Board.

A planning subcommittee was created to review projects,
schedule priorities, and fix target dates.

Arrangements were made for periodic meetings with the
members of the SEC and its staff, at which progress was re-
ported and pending problems were discussed.

A program was developed to encourage more effective par-
ticipation by industry and government agencies in the efforts
to improve financial reporting. This involved meetings with
many such groups and wider circulation of both research
studies and “exposure drafts” of APB Opinions.

All this added to the burdens of Board members. The num-
ber of Board meetings was increased—there were seven in
1966, each of them lasting three days. There were also, for

1490



example, 26 subcommittee meetings between September 1965
and May 1966.

But the work was not in vain. Results began to be visible.

The main job of the reorganized APB in 1965 was to review
the Accounting Research Bulletins produced by the former
committee on accounting procedure, and decide to what ex-
tent disclosure of departures from them should be made under
the Council’s resolution. The resulting Opinion No. 6, “Status
of Accounting Research Bulletins,” was issued in October 1965.

Opinion No. 7, “Accounting for Leases in Financial State-
ments of Lessors,” was issued in May 1966.

A major breakthrough occurred in 1966, with the publica-
tion of Opinion No. 8, “Accounting for the Cost of Pension
Plans,” and No. 9 “Reporting the Results of Operations.” The
pension Opinion greatly narrowed the range of methods of
accounting for pension costs, and eliminated “pay-as-you-go”
accounting by requiring accrual of provisions for pensions on
a systematic basis. This did away with many diverse practices
which had impeded comparability of earnings, and was hailed
by the chairman of the SEC and the president of the New
York Stock Exchange as a major contribution to improved
reporting. Favorable press comment followed.

The Opinion on results of operations was also favorably re-
ceived by the Commission, the Exchange, and, with a few
exceptions, by the press. This Opinion finally settled the diffi-
cult problem of treating extraordinary items and prior-period
adjustments without distorting income from recurring opera-
tions. Also for the first time Opinion No. 9 took the position
that the potential dilution of earnings per share by conversion
of convertible securities should be indicated in financial state-
ments.

Opinion No. 10 was an “omnibus” Opinion, covering a
number of specific items not deemed of sufficient importance
to justify separate Opinions.

In December 1967, in the face of strong opposition the
Board issued Opinion No. 11, “Accounting for Income Taxes”
(see pages 133 and 134).
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Opinion No. 12, issued in the same month, was a second
“omnibus” Opinion, dealing with six specific questions.

Thus, through 1967 the APB had published 12 Opinions,
in addition to a special statement, “Disclosure of Supplemental
Financial Information by Diversified Companies,” containing
preliminary observations on product-line reporting by conglom-
erates.

In the same period the research division had produced nine
research studies, of which a total of 362,000 copies had been
distributed. Eight additional research projects were in process.

Among the published research studies was the massive “In-
ventory of Generally Accepted Accounting Principles for Busi-
ness Enterprises,” written by Paul Grady while he was director
of accounting research. This study classified and explained the
accounting principles believed to be generally accepted—to
have substantial authoritative support—at the time of publi-
cation. The study served not only as a convenient reference
to analysts of financial statements, but as a basis for examina-
tion of areas in which diversity of practice existed and which
therefore needed the attention of the Accounting Principles
Board.

Opinions No. 13 and No. 14, issued in 1969, dealt respectively
with bank accounting, and accounting for convertible debt and
debt issued with stock purchase warrants, as mentioned pre-
viously.

The Board was well on its way to successful discharge of
its mission, and its prestige and authority were growing year
by year.

The Seaview Symposium

The increased authority of the Accounting Principles Board
was recognized informally at a Symposium on Corporate Fi-
nancial Reporting held in 1968 at the Seaview Country Club,
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Atlantic City, New Jersey. The participants were selected rep-
resentatives of the Financial Executives Institute, the Robert
Morris Associates, the Federation of Financial Analysts and
the American Institute of Certified Public Accountants. They
spent two days in discussion of accounting, auditing, and re-
porting problems.

This was the first occasion on which representatives of the
two principal suppliers of financial information, management
and auditors, confronted spokesmen for the two principal user
groups, investors and credit grantors.

While there was diversity of opinion on the extent to which
uniformity or comparability was possible or desirable, there
was agreement on one important point—that the Accounting
Principles Board was the only agency available in the private
sector to promulgate authoritative accounting principles, and
that it was eminently desirable to have the APB do this job.

Some participants suggested that management should have
heavier representation on the Board, but the prevailing senti-
ment seemed to be that it would be preferable to have the
Board principally made up of practitioners. This consensus
was accompanied by expressions from management people, as
well as the user groups, indicating a desire to have a voice at
the earliest possible stage in the development of Board Opin-
ions on specific accounting points.

The Accounting Principles Board had won its spurs.

To sum up, more than 30 years after the publication of the
Institute’s correspondence with the New York Stock Exchange
and the enactment of the securities laws, there was still no
authoritative, comprehensive code of accounting principles in
existence.

However, many undesirable practices in corporate financial
reporting had been eliminated, and far more disclosures of
significance to investors had been required. Consistency from
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period to period in the reporting of individual companies had
been enforced.

The concepts of general acceptability and substantial au-
thoritative support, as a basis for alternative accounting prac-
tices in similar circumstances, had been challenged, both from
within the profession and without. These concepts had been
challenged on two bases: one was that “the less desirable
practices tended to drive out the preferable practices, some-
what as bad money drives out good”; and the other was that
demands were growing for comparability among the statements
of different corporations. These demands were a natural con-
sequence of the growth in number of stockholders to approxi-
mately 25 million, and the rise of the financial analysts, whose
business it was to advise investors on when to buy, sell or hold.

All informed observers conceded that absolute comparability
was unattainable, in view of the judgmental factors inevitably
required in the application of accounting principles. By its
actions in 1964 and 1965, however, the Council of the Institute
in effect declared that unnecessary obstacles to comparability
should be eliminated. The SEC also, by its actions and utter-
ances, was making it clear that reasonable comparability had
become its objective.

By assuming greater responsibility and authority, the Insti-
tute, with increasing acceptance by management, bankers, and
analysts, and with the encouragement of the SEC, offered the
best hope of preserving the right of the private sector to de-
velop the principles underlying corporate financial reports.
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CHAPTER 7

Evolving Audit Responsibility

IN contrast with the turmoil in which statements on
accounting principles were developed, the enunciation of au-
thoritative guidelines for independent audits has been a steady,
orderly process. One reason for this, no doubt, is that the
extent and adequacy of their examinations are the responsibility
of the accountants alone, whereas management, auditors, and
regulatory bodies have shared responsibility for the representa-
tions made in financial statements. In the development of ac-
counting principles, therefore, management, the stock ex-
changes, and the SEC, as well as the accounting profession,
have had an influential voice.

Regulatory agencies, credit grantors, and investors, of course,
have concerned themselves from time to time with the quality
of independent audits, inasmuch as they added credibility to
financial information on which important decisions were partly
based. Generally speaking, however, these observers have been
less interested in the techniques of auditing than in assurance
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that audits resulted in financial statements on which they could
rely with confidence.

The accounting profession has always been keenly aware of
its responsibilities in the conduct of independent audits, and it
has responded promptly to changes in the environment which
indicated a need for extensions or refinements of auditing pro-
cedure.

In the early days of the profession in the United States, the
accountants had nothing but precedent to guide them. There
were no official statements on which to rely. It was in response
to a need voiced by the Federal Trade Commission and the
Federal Reserve Board that the first officially recommended
audit procedures were prepared by the Institute in 1917, in the
form of the famous Federal Reserve Bulletin, “Approved Meth-
ods for the Preparation of Balance Sheet Statements” (see
Volume I of this work).

As mentioned in Chapter 2, revisions of this bulletin were
issued in 1929, and again in 1936.

The existence of this 1936 revision, as indicated in Chapter 2,
was of critical importance when the McKesson & Robbins
case broke in 1938. It demonstrated to the public that the
profession had not neglected its responsibility to establish au-
thoritative guidelines for the conduct of independent audits.
Without them the Securities and Exchange Commission might
have found it necessary to fill the vacuum.

The McKesson case did result in the Institute’s promulga-
tion of “Extensions of Auditing Procedure,” as noted in Chapter
2, requiring physical observation of inventories and confirma-
tion of accounts receivable. This action made it unnecessary
for the SEC to consider prescription of additional audit rules.

The committee on auditing procedure, which had developed
“Extensions,” was continued as a standing committee, parallel
with the committee on accounting procedure, and it proceeded
to issue a series of “Statements on Auditing Procedure” similar
in form to the Accounting Research Bulletins.

However, the McKesson case had focused the attention of
the SEC on auditing more sharply than before. William W.
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Werntz, the chief accountant, in an address at the Institute’s
annual meeting in 1939 said: “In contrast to the time we have
spent on accounting principles, there have been few cases before
us involving the question of whether a reasonable audit was
made.”

He then discussed the underlying concepts of independent
audits, the relative responsibility of management and the in-
dependent auditor, the competence with which audits were
performed, the responsibility of the auditor for information
contained both in financial statements and footnotes, and his
responsibility for disclosures required in order to make such
statements not misleading.

The question of competence, he said, included the extent of
delegation to staff assistants, and the adequacy of supervision
of their work. He also stressed the concept of independence
which he defined as complete objectivity, freedom from bias,
and avoidance of any entangling affiliation.

Mr. Werntz also discussed the conditions under which au-
ditors were entitled to rely on systems of internal check and
control—“to justify reliance, it is implicit that the auditor
thoroughly inspect the system. . . .”

This speech led to the development of basic standards of
auditing.

The Concept of Auditing “Standards”

After consultation with the Institute’s committee on auditing
procedure, the SEC suggested a distinction between auditing
“standards,” on the one hand, and auditing “procedures” nec-
essary in the circumstances of a particular case to meet those
standards. The Institute committee agreed. Recognizing that
the distinction had not been clearly drawn in the official lit-
erature, the committee began the preparation of a statement
on auditing standards. The work, however, was interrupted by
more pressing requirements arising from World War IL.

147



Meanwhile the SEC in 1941 issued Accounting Series Re-
lease No. 21, amending Regulation S-X, which required
changes in the form of auditor’s certificate, one of them being
a statement as to whether “the audit was made in accordance
with generally accepted auditing standards applicable in the
circumstances.”

The Institute’s committee resumed the preparation of a state-
ment on standards as soon as wartime pressures were relieved.
In 1947 it published a special report, entitled “Tentative State-
ment of Auditing Standards—Their Generally Accepted Sig-
nificance and Scope.” Edward A. Kracke, a partner of Haskins
& Sells, and a member of the committee on auditing pro-
cedure, was one of the principal authors of this statement. Mr.
Kracke was a scholarly and articulate gentleman, dedicated
to his profession, and he had labored diligently over successive
drafts of this document.

The introduction began as follows:

Auditing standards may be said to be differentiated from auditing
procedures in that the latter relate to acts to be performed, whereas
the former deal with measures of the quality of the performance of
those acts, and the objectives to be attained in the employment of the
procedures undertaken.

Acknowledging that it was on the initiative of the Securities
and Exchange Commission that the representation as to stan-
dards was introduced in the accountant’s report or certificate,
the introduction stated that the distinction between standards
and procedures therefore needed to be drawn with greater
clarity in the official professional literature.

The tentative statement divided auditing standards into
three broad categories:

General Standards

(1) The examination is to be performed by a person or persons
having adequate technical training and proficiency as an auditor.

(2) In all matters relating to the assignment an independence in
mental attitude is to be maintained by the auditor or auditors.
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(3) Due professional care is to be exercised in the performance
of the examination and the preparation of the report.

Standards of Field Work

(1) The work is to be adequately planned and assistants, if any,
are to be properly supervised.

(2) There is to be a proper study and evaluation of the existing
internal control as a basis for reliance thereon, and for the determi-
nation of the resultant extent of the tests to which auditing procedures
are to be restricted.

(3) Sufficient, competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford a rea-

sonable basis for an opinion regarding the financial statements under
examination.

Standards of Reporting
(1) The report shall state whether the financial statements are pre-
sented in accordance with generally accepted principles of accounting.
(2) The report shall state whether such principles have been con-

sistently observed in the current period in relation to the preceding
period.

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

The text of the statement elaborated and explained these
three types of standards. The document in its entirety occu-
pied 43 printed pages.

In 1948 the membership of the Institute at the annual
meeting approved the statement. The word “tentative” was
then eliminated, and the original statement was supplanted by
a booklet, “Generally Accepted Auditing Standards—Their
Significance and Scope,” which was issued as a special report
of the committee on auditing procedure.

Procedural Guidelines

Up to 1948 the committee on auditing procedure had issued
22 formal statements on auditing procedure, seven of them
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related directly to wartime conditions, but the remainder ap-
plicable to auditing generally.

In 1947 a note had been added to the basic bulletin, “Ex-
amination of Financial Statements by Independent Public
Accountants,” as follows:

Parts of this bulletin, which was published in 1936, have been modi-
fied or superseded by the series of Statements on Auditing Procedure,
now more than 20 in number, issued since 1939 by the American
Institute of Accountants committee on auditing procedure.

A major addition to the official literature on auditing ap-
peared in 1948. The committee had made a comprehensive
study of internal control, and the results were published in a
special report entitled “Internal Control—Elements of a Co-
ordinated System and its Importance to Management and the
Independent Public Accountant.” This was a basic document,
designed to aid auditors in the difficult decision as to how
much reliance could be placed on clients’ records and, con-
sequently, the extent to which detailed checking could be
curtailed.

At about the same time, the committee initiated a series of
“audit guides,” describing audits of special industries, such as
securities brokers and dealers, the construction industry, and
savings and loan associations.

The committee also sponsored case studies, published by
the staff, illustrating audit procedures applied in actual ex-
aminations.

Altogether, this industrious committee on auditing pro-
cedure, in the decade between 1938 and 1948, under the chair-
manship of three distinguished members of the profession—
Samuel J. Broad, Paul Grady, and Alvin R. Jennings—made
an impressive record of progress in the clarification of auditors’
responsibilities.

This record was an example to successor committees, which
sustained the effort with distinction. By 1969 the number of
auditing statements had reached 41.
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Certificates, Reports, Opinions

The representation which the auditor made as to the scope
of his examination and his opinion on the financial statements
—variously termed the auditor’s certificate, report, or opinion
—obviously had a direct relationship to the responsibility he
assumed, and thus to his legal liability. As the responsibilities
of auditors were clarified and extended over the years, the
form of this representation underwent many changes.

The evolution of the auditor’s report in the United States
up to 1950 was described in a paper by George Cochrane, pre-
sented at the summer course of the Institute of Chartered
Accountants in England and Wales, at Oxford University, and
published in The Accountant (London), November 4, 1950.

Mr. Cochrane was the partner in charge of the United
States practice of Deloitte, Plender, Griffiths & Co., one of the
largest and best-known English accounting firms. He had been
a member of the Institute committee which conducted the
correspondence with the New York Stock Exchange in the
early 1930’s; he had also served as a Council member of the
Institute, and as president of the New York State Society of
Certified Public Accountants. In these capacities, and also as
a member of the Institute’s committee on accounting pro-
cedure, he had observed at first hand the developments of
which he wrote in the Oxford paper.

In an introductory statement Mr. Cochrane said:

Since accountancy as a profession was introduced into the United
States of America by British accountants during the second half of
the 19th century . . . the report which you [the British chartered ac-
countants] used in those days was generally adopted, even though
neither the American auditor’s responsibility nor his duties had any
statutory background. . ..

The absence of statutory provisions requiring the issuance of ac-
counts to stockholders, or the audit of accounts where they were
required to be submitted, resulted in examinations which varied from
a balance-sheet audit to a full detailed examination, although the
auditor’s report might be couched in the same words. . . .
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The form of report, which Mr. Cochrane said was generally
used from about 1900 until after World War I, read as follows:

We have audited the books and accounts of the ABC Company for
the year ended December 31, 1915, and we certify that, in our opinion,
the above balance sheet correctly sets forth its position as at the termi-
nation of that year, and that the accompanying profit and loss ac-
count is correct.

The word “certify,” Mr. Cochrane surmised, originated in
an early English court decision in the London and General
Bank case, in which it was stated that the auditor had to
certify that the balance sheet was correct.

Since there existed no authoritative statement of acceptable
accounting principles, and therefore no standard by which a
reader could judge the “correctness” of the financial state-
ments, this form of certificate left in doubt the auditor’s basic
responsibility, and exposed him to undefined liability. Accord-
ingly, in cases in which auditors questioned accounting methods
followed by clients, qualifications were inserted in the audit
certificate, such as “subject to such and such” or “on the
basis indicated.” These practices in turn left readers in doubt
as to the significance of the qualifying words.

Following issuance of the 1929 revision of the Federal Re-
serve Bulletin changes were made in the form of certificate gen-
erally used by the leading firms. Mr. Cochrane said that the
usual form was as follows:

We have examined the accounts of the ABC Company for the
period from January 1 to December 31, 1929,

We certify that the accompanying balance sheet and statement of
profit and loss, in our opinion, set forth the financial condition of the
company at December 31, 1929 and the results of operations for the
period.

This report omitted reference to examination of the books
and to “correctness” of the financial statements.

The decision of the New York Court of Appeals in the
Ultramares case (see Volume I of this work, Chapter 14) re-
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sulted in efforts to make it clear that the auditor’s report was
an “opinion,” and not a guarantee. Accordingly, the word
“certify” was eliminated. The form of report which then
came into general use was:

We have examined the accounts of the ABC Company for the year
ended December 31, 1931. In our opinion the accompanying balance
sheet and statement of profit and loss set forth the financial condition
of the company at December 31, 1931, and the results of its opera-
tions for the year ended that date.

The Institute’s correspondence with the New York Stock
Exchange in the years 1932 to 1934 resulted in an entirely
new approach to the accountant’s report (see Volume I, Chap-
ter 10). The objective was to make it clear that an auditor’s
examination consisted largely of testing and sampling, not a
detailed check of all transactions, and that the auditor’s rep-
resentation was a professional opinion rather than a statement
of fact. The concept of “accepted accounting principles” as a
standard against which “fairness” of presentation could be
measured was a sound innovation. The new affirmation of con-
sistency in the application of accounting principles from year
to year was also introduced. Furthermore, for the first time,
the new form of report was recommended as a “standard”
form, so that any deviation from its language would put the
informed reader on notice that there was something unusual
to be considered.

The new form of report, which was immediately widely
adopted, was as follows:

We have made an examination of the balance sheet of the XYZ
Company as at December 31, 1933, and of the statement of income
and surplus for the year 1933. In connection therewith, we examined
or tested accounting records of the company and other supporting
evidence and obtained information and explanations from officers and
employees of the company; we also made a general review of the
accounting methods and of the operating and income accounts for the
year, but we did not make a detailed audit of the transactions,

In our opinion, based upon such examination, the accompanying
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balance sheet and related statement of income and surplus fairly pre-
sent, in accordance with accepted principles of accounting consist-
ently maintained by the company during the year under review, its
position at December 31, 1933, and the results of its operations for
the year.

Then came the Securities Acts with their new provisions re-
lating to auditors’ liabilities, and a few years later the McKesson
case, resulting in the SEC’s investigation of auditing pro-
cedures. As a result the Institute modified the standard short
form of auditor’s report, as follows:

We have examined the balance sheet of the ABG Company as of
December 31, 1939, and the statements of income and surplus for the
fiscal year then ended; have reviewed the system of internal control
and the accounting procedures of the company, and, without making
a detailed audit of the transactions, have examined or tested account-
ing records of the company and other supporting evidence by methods
and to the extent we deemed appropriate.

In our opinion, the accompanying balance sheet and related state-
ment of income and surplus present fairly the position of the ABC
Company at December 31, 1939, and the results of its operations for
the fiscal year, in conformity with generally accepted accounting prin-
ciples applied on a basis consistent with that of the preceding year.

This report introduced the assertion that the system of in-
ternal control had been reviewed, implicitly justifying reliance
on the system in lieu of detailed checking, to the extent deemed
appropriate.

In 1941, as noted above, the SEC introduced the distinction
between auditing standards and auditing procedures. Conse-
quently the Institute recommended addition of the following
words to the first paragraph in the standard form of report:

Our examination was made in accordance with generally accepted
auditing standards applicable in the circumstances and included all
procedures we considered necessary.

It was soon noted that, since auditing standards were of
general application, the phrase “applicable in the circum-
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stances” was inappropriate in this context. Accordingly this
sentence was changed to read:

Our examination was made in accordance with generally accepted
auditing standards and included all procedures which we considered
necessary in the circumstances.

In 1949, after years of experience and after the Institute
membership had formally adopted the statement of auditing
standards, a further revision of the form of report was ap-
proved, as follows:

We have examined the balance sheet of ABC Company as of De-
cember 31, 1949, and the related statements of income and surplus
for the year then ended. Our examination was made in accordance
with generally accepted auditing standards, and accordingly included
such tests of the accounting records and such other auditing pro-
cedures as we considered necessary in the circumstances.

In our opinion, the accompanying balance sheet and statements of
income and surplus present fairly the financial position of ABC Com-
pany at December 31, 1949, and the results of its operations for the
year then ended, in conformity with generally accepted accounting
principles applied on a basis consistent with that of the preceding year.

This form of report remained substantially unchanged to
the time of this writing, except that the phrase “retained earn-
ings” was later substituted for the word “surplus.”

Influence of the SEC

The recommended form of auditor’s report was intended,
of course, to be used without qualification or exception only
when the auditor had conducted his examination in accordance
with accepted standards and had satisfied himself that the
financial statements were fairly presented.

In cases in which limitations were placed on the scope of
an auditor’s examination, or in which the auditor had doubts
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about conformity of the statements with accepted accounting
principles, the language used in auditors’ reports to reflect
these facts varied widely among accounting firms. In some
instances, such language was composed of what bankers called
“weasel words.”

Carman Blough, then chief accountant of the SEC, had dis-
cussed this problem in speeches delivered as early as 1936 and
1937. Among his comments were the following:

It is not uncommon for an accountant to present financial state-
ments and, in his certificate, point out certain facts of inclusion and
exclusion without expressing any opinion as to whether the statements
properly reflect the facts or not. . . . In our opinion, the protection of
investors requires that the accountant who, by a narration of facts
in his certificate, attempts to protect himself, should be required to
express his opinion with regard to the propriety of showing the facts
in the manner in which they have been shown.

Mr. Blough objected strongly to the phrase “subject to the
foregoing,” often used in the last paragraph of an auditor’s
certificate with reference to the preceding paragraph. “What
is the meaning of this expression?” asked Mr. Blough. “Does
it voice an exception or does it not? Some accountants who
use the term say, ‘No, we are not taking an exception; we are
merely calling attention to the fact that the foregoing com-
ments must be read in order to get an intelligent picture of
the financial condition of the company or the results of its
operations, but they are explanatory in nature and not quali-
fications.” Other accountants say, ‘Most assuredly we intend
to take exception. When we have stated a practice followed
by the client and then say subject to the foregoing, we mean
to say that our certificate is qualified by the matters previ-
ously recited.” If accountants cannot agree among themselves
as to the meaning of this expression, how can investors be
sure of the meaning intended?”

Mr. Blough also said, “Occasionally, an accountant seeks to
protect himself by including in his certification numerous quali-
fications and exceptions. [This] leaves the reader with the
feeling that there is more wrong than has been revealed.”
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Numerous qualifications and exceptions, he said, made it dif-
ficult to interpret the financial statements as a whole.

The Commission’s first rule on certificates had provided that
the accountant should state that he had, after reasonable inves-
tigation, reasonable grounds to believe, and did believe, that
the statements were true, and that there was no omission of
any material fact required to be stated therein or necessary
to make the statements therein not misleading, except as spe-
cifically noted. This form followed closely the language of
the statute.

After the Institute published the new form of report in
1934, this SEC rule was discarded. Its new rule read as follows:

The certificate of the accountant or accountants shall be dated,
shall be reasonably comprehensive as to the scope of the audit made,
and shall state clearly the opinion of the accountant or accountants
in respect of the financial statements and the accounting principles
and procedures followed by the person or persons whose statements
are furnished.

Mr. Blough noted that this provision, in effect, called for a
certificate similar to the Institute’s suggested form of report.

Reference has already been made to the 1939 speech by
Mr. Werntz, who had then become the SEC’s chief accountant,
which led to the formulation of auditing standards. The Com-
mission’s first proposals for changes in the form of auditor’s cer-
tificate to be incorporated in the amended Regulation S-X in
1941 were objectionable to the Institute in some respects, since
they appeared to expose the auditor unfairly to extended liabil-
ity. There were numerous conferences and much correspon-
dence on this matter between the Institute’s committee and
representatives of the Commission. The Institute’s counsel filed
a brief supporting the Institute’s position, in which they were
joined by three other law firms representing accounting firms.

The committee reported in the spring of 1941 as follows:

While the committee was not able, as a result of the various dis-
cussions and representations made, to obtain a favorable decision of
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the Commission on some questions raised, a number of changes were
made in the proposed rule which were considered by the committee
to constitute substantial improvements.

The Commission’s new rules required that the accountant
give a reasonably comprehensive description of the scope of the
audit performed; and that if any generally recognized normal
auditing procedure had been omitted with respect to signifi-
cant items, such omission should be stated with a clear expla-
nation of the reasons. Furthermore, it was required, as already
noted, that the auditor state whether the audit was made in
accordance with generally accepted auditing standards, as dis-
tinguished from detailed procedures. The Commission also
added a requirement that appropriate consideration be given
to the adequacy of the system of internal check and control.
It was additionally required that exceptions be clearly identi-
fied, and to the extent practicable the effect of each exception
on the related financial statements be given. Retroactive ad-
justments of the accounts of prior years were also required
to be disclosed.

When “Extensions of Auditing Procedure” was first adopted
by the Institute’s membership, it was not required that omis-
sions of the new procedures regarding inventories and receiv-
ables be disclosed if, in his judgment, the auditor found it not
practicable or reasonable in the circumstances to undertake
such procedures. The new SEC requirement that the omission
of any normal procedures be disclosed in the auditor’s report,
however, applied a standard to listed companies differing from
that applicable to others. Accordingly, the committee on au-
diting procedure recommended that disclosure be required in
all cases in which the extended procedures regarding inven-
tories and receivables were not carried out, regardless of
whether they were practicable and reasonable, and even
though the independent accountant may have satisfied himself
by other methods. This recommendation was adopted.
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Exceptions and Disclaimers

Statement on Auditing Procedure No. 1, “Extensions of
Auditing Procedure,” contained the following paragraph:

The independent certified public accountant should not express the
opinion that financial statements present fairly the position of the
company and the results of its operations in conformity with generally
accepted accounting principles, when his exceptions are such as to
negative the opinion, or when the examination has been less in scope
than he considers necessary. In such circumstances, the independent
certified public accountant should limit his report to a statement of
his findings and, if appropriate, his reasons for omitting an expres-
sion of opinion.

This pronouncement effectively eliminated expression of an
opinion “subject to” some general statement in the auditor’s
report affecting material items, related either to specific ac-
counting practices of the company—of which he might disap-
prove—or to limitations on the scope of his examination. No
longer was it permissible, either, for an auditor to take spe-
cific exceptions with respect to material items in the financial
statements, such as inventories or receivables, and express an
opinion subject to those exceptions that the statements on the
whole were fairly presented.

Even this requirement, however, left a loophole not im-
mediately seen by the committee on auditing procedure.

The loophole was plugged, largely as a result of a one-man
campaign conducted by Ira B. McGladrey of Cedar Rapids,
Iowa, to whom reference was made in another context in
Volume I of this work. Mr. McGladrey was a midwesterner of
pioneer stock who had started a small accounting firm in Iowa
some years after serving in the Army in World War I—a firm
which later became the large regional firm of McGladrey,
Hansen & Dunn. He was an independent thinker and a man
devoted to high standards.

He pointed out to the Institute that it was still permissible
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under the new rules for an auditor to state the scope of his
examination, and withhold an opinion if his examination were
limited or if he disagreed with a client’s accounting principles
—but without explaining to the reader the extent of the re-
sponsibility he did or did not assume. In long-form reports,
issued in conjunction with financial statements intended for
bank credit purposes, the audit procedures followed were fre-
quently described but opinions of the auditors were omitted.
The absence of an explanation of the extent of responsibility
assumed by the auditor could be confusing or even misleading.

Mr. McGladrey proposed an additional requirement: that
when an auditor could not properly express an opinion on the
fairness of the statements as a whole, he should clearly dis-
claim an opinion and explain why—for example, that the
audit was limited in scope, or that his exceptions as to account-
ing principles on material items made it impossible to state
that the statements as a whole were fairly presented.

After discussions with Mr. McGladrey, the committee on
auditing procedure was convinced that he was right. He was
appointed a member of the committee in 1946.

In 1947 the committee issued Statement on Auditing Pro-
cedure No. 23, which, in effect, stated that when the auditor
had not obtained sufficient competent evidence to form an
opinion on the fairness of the statements as a whole, he should
state in his report that he was unable to express an opinion
on the statements and, in disclaiming an opinion, give all the
substantive reasons for doing so. For example, when he dis-
claimed an opinion because the scope of examination was
inadequate, he should also disclose any reservations or excep-
tions he might have regarding fairness of presentation.

Statement No. 23 was greeted with misgivings and even
strong opposition in some quarters. A few state societies adopted
resolutions opposing the statement.

Mr. McGladrey, Marquis G. Eaton, Alvin Jennings, then
chairman of the committee on auditing procedure, and Car-
man Blough, then the Institute’s director of research, explained
the purpose of the statement at regional conferences and state
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society meetings in various parts of the country during 1949
at which they found a good deal of misunderstanding.

Many practitioners believed that Statement No. 23 required
a lengthy explanation of the omission of an opinion and
the reasons why, even in cases where they prepared financial
statements without audit and presented them on their sta-
tionery. Others were in doubt as to whether they could issue
long-form reports at all, when they were not able to express
an opinion on the overall fairness of the financial statements;
still others were doubtful whether they could issue a qualified
report in any case.

As a result certain amendments to Statement No. 23 were
made before it was submitted for approval at an annual meet-
ing of the Institute.

The restatement made it clear that an independent certi-
fied public accountant should not express the opinion that
financial statements presented fairly a company’s position and
results of operations, in conformity with generally accepted
accounting principles, when his exceptions were such as to
negative the opinion, or when his examination had been less
in scope than he considered necessary to express an opinion
on the statements taken as a whole. In such circumstances the
independent certified public accountant should state that he
was not in a position to express an opinion on the financial
statements taken as a whole, and should indicate his reasons
therefor. To the extent that the scope of his examination and
his findings justified, he could properly comment further as
to compliance of the statements with generally accepted ac-
counting principles in respects other than those which required
the denial of an opinion on the overall fairness of the state-
ments. The purpose of these assertions by the accountant was
to indicate clearly the degree of responsibility he was taking.

The restatement further provided that whenever the ac-
countant permitted his name to be associated with financial
statements he should determine whether, in the particular cir-
cumstances, it was proper for him to (1) express an unqualified
opinion or (2) express a qualified opinion or (3) disclaim an
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opinion on the statements taken as a whole. Thus, when an
unqualified opinion could not be expressed, the accountant
must weigh the qualifications or exceptions to determine their
significance. If they were not such as to negative the opinion,
a properly qualified opinion would be satisfactory; if they
were such as to negative an opinion on the statements taken
as a whole, he should clearly disclaim such an opinion. His
conclusions in this respect should be stated in writing, either
in an informal manner, as in a letter of transmittal bound with
the financial statements, or in the more conventional short-form
or long-form report. However, when financial statements pre-
pared without audit were presented on the accountant’s sta-
tionery, without comment by the accountant, a warning, such
as “prepared from the books without audit” appearing promi-
nently on each page of the financial statements, was consid-
ered sufficient.

The amendments to the original statement, and the educa-
tional campaign undertaken in the meantime, effectively elimi-
nated the opposition. Statement No. 23 was approved at a
subsequent annual meeting, and thereafter the substance of
the new requirement was incorporated in the Code of Pro-
fessional Ethics by vote of the membership by mail ballot.

The success of these efforts to clarify the auditor’s respon-
sibility and make his report more informative won the applause
of bankers, the SEC, and others concerned. The clients, for the
most part, wanted their statements audited in accordance with
the higher standards and were glad to pay additional fees, if
necessary, to permit their CPAs to conduct examinations of
sufficient scope to justify clean opinions.

Codification of Auditing Standards

and Procedures

So many statements on auditing procedure had been issued
in the intervening years that the 1936 revision of the Federal
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Reserve Bulletin, “Examination of Financial Statements by
Independent Public Accountants,” was rapidly becoming ob-
solete. In 1946 this bulletin was withdrawn. In its place a
pamphlet entitled “Audits by Certified Public Accountants”
was published in 1950. Because of its red cover, this pamphlet
was known as the “Red Book.” Instead of presenting the
elements of a specific audit program, the new publication
contained 56 pages of explanation of the nature of financial
statements, the significance of a CPA’s report, underlying
concepts of auditing, and typical auditing procedures.

Copies of the Red Book were sent to all members of the
Institute and to the presidents of all commercial banks in the
country. In addition, thousands of copies were sold. This new
pamphlet was enormously popular. It served as a basis for
discussions at meetings of state societies. The Robert Morris
Associates, the national organization of bank credit officers,
publicized it widely, and in a number of cities it was discussed
in depth at joint meetings of bankers and CPAs. The com-
mittee on auditing procedure said in its report in the fall of
1950, “The response this booklet has received appears to in-
dicate that it is filling a long-felt need for a brief statement
describing the CPA’s audit work.”

Between 1950 and 1962, eight additional statements on
auditing procedure were issued. At this point the committee
on auditing procedure decided that an official codification of
all currently effective pronouncements was needed. After
months of intensive work, the committee produced Statement
on Auditing Procedure No. 33, entitled “Auditing Standards
and Procedures,” with the unanimous affirmative vote of the
21 members of the committee.

This authoritative codification included the essence of the
preceding Statements on Auditing Procedure relating to the
responsibilities and functions of the independent auditor, gen-
erally accepted auditing standards and procedures, and re-
porting requirements. It became the bible for members of the
profession as far as auditing was concerned.

Between 1962 and 1969, the committee on auditing pro-
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cedure issued eight additional statements on auditing pro-
cedure, in addition to a special report on public warehouses.
These bulletins dealt with long-term investments, letters for
underwriters, inventory observation procedures, unaudited fi-
nancial statements, working papers, reports following a pooling
of interests, and subsequent discovery of facts existing at the
date of the auditor’s report.

Other documents dealing with auditing were also developed
by other technical committees or the Institute staff, with super-
vision or clearance by the committee on auditing procedure:
for example, An Auditor’s Approach to Statistical Sampling;
Auditing and EDP; “Audits of Banks”; “Audits of Brokers
or Dealers in Securities”; “Audits of Construction Contrac-
tors”; “Audits of Fire and Casualty Insurance Companies”;
“Audits of Savings and Loan Associations”; “Audits of Volun-
tary Health and Welfare Organizations”; and a “Medicare
Audit Guide.”

Compliance

It was one thing, of course, to publish standards and pro-
cedures, and another thing to see to it that they were generally
applied in practice. Unlike many other professions, however,
certified public accountants acting as independent auditors
were exposed to wide public view. The pressures to comply
with authoritative pronouncements were very great.

For one thing, generally accepted auditing standards and
procedures, including reporting and disclosure requirements,
were incorporated by reference in the codes of ethics of the
Institute and of many state societies of certified public ac-
countants.

A growing number of state boards of accountancy had also
adopted similar codes. Accordingly, a CPA who failed to com-
ply with the standards was liable to reprimand, suspension, or
expulsion by his national and state professional societies, and
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in many states was also liable to have his certificate suspended
or revoked. Furthermore, accounting firms which served clients
subject to the jurisdiction of the Securities and Exchange Com-
mission were questioned by the SEC staff about any lapses
from accepted standards which were visible on the face of
the statements or the auditor’s report. More seriously, such
firms could be barred from certifying further statements sub-
ject to Commission review if trouble developed and the SEC
found that there had been a material omission of accepted
auditing procedure.

Banks and the courts were two additional sources of pres-
sure for compliance with auditing standards.

The Disciplinary Machinery Works

An example of prompt and effective action by the profes-
sion’s disciplinary authorities occurred in 1962 in relation to
the widely publicized difficulties of Billie Sol Estes.

During the 1950’s and early 1960’s, the Department of Ag-
riculture acquired record stocks of surplus grains. It adopted
a policy of licensing privately owned warehouses—rather than
government-owned facilities—for the storage of such grains.

Requirements for a federal warehouse license included ade-
quate financial responsibility, which was determined by re-
quiring statements of the warehouseman’s net worth and
adequate coverage under surety bonds.

In 1959 Estes’ application for a federal warehouse license
was approved, partly on the basis of a financial statement which
later proved to show greatly inflated net worth, and a $200,000
surety bond. He rapidly expanded his grain-storage facilities.

In view of the greatly increased capacity of his grain-storage
elevators, when the license came up for renewal in February
1961, the Agriculture Department required an increase in the
surety bond and a “certified audit” of Estes’ financial condition.
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He presented financial statements bearing an opinion by an
individual CPA residing in a Texas city far from the base of
Estes’ operations, According to the report of the Congressional
subcommittee which investigated Estes’ affairs, this CPA “ac-
tually made no audit; he received $6,000 for copying figures
furnished by Estes on his letterhead.”

Estes was arrested following an FBI investigation in 1962,
and his empire collapsed, leaving creditors with losses of
millions of dollars. His dealings with the government led to
the Congressional investigation. Wide publicity was given to
the case, and the financial statement bearing the opinion of
the Texas CPA was prominently featured. The Wall Street
Journal of May 23, 1962, for example, carried a story with the
subhead, “Freeman Cites Public Policy; He Also Questions
Ethics of CPA in Estes Audit.” Actually, Orville Freeman,
Secretary of Agriculture, had already submitted to the Texas
State Board of Public Accountancy, and to the Institute,
information bearing on the financial statements which the
Texas CPA was supposed to have audited.

In a letter addressed to Billie Sol Estes, dated February 14,
1961, and signed by this CPA, the following statements were
made:

We have examined the balance sheet, presented in condensed form,
of Billie Sol Estes as of December 31, 1960. Our examination was
made in accordance with generally accepted auditing standards and
accordingly included such tests of the accounting records and such
other auditing procedures as we considered necessary in the circum-
stances; except that our examination did not include the generally
accepted auditing procedure of observing and testing the method used
in determining inventory quantities, prices and amounts.

By reason of the limitation of the scope of our examination as to
inventories, no opinion may be expressed as to the fairness of presen-
tation in the accompanying balance sheet of the financial position of
Billie Sol Estes as of December 31, 1960.

The attached condensed balance sheet indicated net worth
in excess of $13 million. Inventories were stated at approxi-
mately $942,000. The net worth was said to be greatly
overstated.
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Harsh things about the accounting profession were being
said in the course of the Congressional investigation.

The American Institute immediately announced that it was
conducting an investigation, Representatives of the Institute
went to Texas to interview the accused member, and subse-
quently conferred with the state board, which was also making
an investigation. It was learned that the CPA had actually
not made an examination of Estes’ books and records.

The CPA contended that since he expressed no opinion
as to the fairness of the statements as a whole he had not
violated any ethical standards. However, in a letter to the
Secretary of Agriculture and congressmen involved in the in-
vestigation, the Institute’s executive director stated:

A key requirement is that the CPA’s report should contain a clear-
cut indication of the character of his examination, if any, and the
degree of responsibility he is taking. . . . If the first part says that the
auditor made an examination “in accordance with generally accepted
auditing standards,” as Mr. —— s report did, the reader is
entitled to assume that the auditor tested underlying records and took
other appropriate steps, except as otherwise noted, to enable him to
form a judgment with respect to all important items in the financial
statements. . . . In the present case a reader of Mr. ______ s
report would be reasonably entitled to assume that the auditor had
done the necessary work with respect to all important items in the
balance sheet so far as they were in no way connected with the in-
ventory—for example, cash, securities, receivables, fixed assets, and
liabilities. . . . Since the inventory in this case was comparatively
small in relation to the other assets, a sophisticated reader might have
wondered why it was necessary for the auditor to refuse an opinion
on the statement as a whole. . . . However, this would not excuse an
auditor for saying that he had made an examination in accordance
with accepted auditing standards if, in fact, he had not made such
an examination, or for failing to state clearly his reasons for being
unable to express an opinion on the statement as a whole, if, in fact,
there were important reasons other than those mentioned.

This letter was quoted by the Secretary of Agriculture in
testimony before a Senate committee involved in the investi-
gations.
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The Texas CPA’s certificate was suspended by the Texas
State Board of Public Accountancy and his membership in
the Institute was immediately terminated by the executive
committee under a bylaw provision permitting such action
when a member’s CPA certificate had been withdrawn.

No change in auditing standards or procedures was indi-
cated by this case. The facts indicated simply noncompliance
with the standards. The Institute’s prompt investigation of
the matter, and the equally prompt action of the Texas state
board, diverted any further unfavorable publicity, which prob-
ably would have mounted in intensity as the investigation
proceeded.

Many less prominent and less dramatic cases of substandard
auditing or reporting were dealt with by the profession’s dis-
ciplinary authorities as a matter of routine.

Influence of the Banks

Informally and quietly the banks also served as a check
on substandard auditing. While no bank admitted that it
blacklisted accounting firms whose work was not up to stan-
dard, it was no secret that bankers used discreet influence to
persuade prospective borrowers to have their audits conducted
by accounting firms which were known to be reliable.

The Robert Morris Associates distributed to its members a
constant flow of material related to auditing standards and
procedures. In this it was encouraged by the Institute, whose
committees collaborated with Robert Morris committees in the
preparation of pamphlets and brochures which would help
bankers to judge whether financial statements offered to them
for credit purposes were up to standards.

These co-operative activities were broadened in 1966 when
a National Conference of Bankers and Certified Public Ac-
countants was organized at the suggestion of the president
of the American Bankers Association, which represented more
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than 15,000 commercial banks throughout the country. The
Conference consisted of representatives of the Institute and
of the American Bankers Association, some of whom were
also members of the Robert Morris Associates. This group held
a series of meetings at which current problems of mutual in-
terest were discussed. The conclusions were published in
brochures which were widely distributed among bankers. The
first was a booklet on “The Auditor’s Report: Its Meaning
and Significance”; the second was on “Financial Statement
Provisions in Term-Loan Agreements.”

Efforts were also made to encourage bankers to report to
the state societies or the Institute cases in which they suspected
that substandard auditing had occurred. For legal reasons,
however, it seemed impossible to work out satisfactory ar-
rangements for this purpose.

The Practice Review Committee

The Institute recognized that bankers and other outsiders
would hesitate to file complaints which might result in dis-
ciplinary action against CPAs. Accordingly it was decided to
create a “practice review committee” which was charged not
to disclose to the ethics committee any information which it
received.

This committee invited bankers and others interested to sub-
mit reports of CPAs which raised questions as to whether audit-
ing and reporting requirements had been properly observed.
Assurance was given that no disciplinary action would result.
Furthermore, the committee expressed no opinion to the per-
sons who submitted such reports. It communicated only with
the member who had issued the report, pointing out any appar-
ent failures to comply with accepted standards.

The practice review committee issued two bulletins, in 1966
and 1968, which were sent to all members of the Institute
engaged in public accounting practice. These bulletins indi-
cated the nature of cases in which failure to comply with the
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standards had been discovered. By providing members with
these examples, it was hoped that other members would avoid
similar errors.

Influence of the Courts

The legal sanctions to which all professions are subject also
constitute a powerful pressure on practitioners to comply with
authoritative standards. Litigation occasionally also discloses
specific situations to which no existing standards are applicable.
In such cases, judges or juries can make decisions which, having
the force of legal precedent, may thrust new standards on
the profession.

For the most part, the accounting profession in the United
States has averted the imposition of standards by the courts.
This has been accomplished either by issuing authoritative pro-
nouncements before the questions involved were raised in
litigation or by plugging gaps disclosed in litigation, through
official pronouncements issued promptly enough to acquire
authority before a legal precedent became firmly established.

There have been relatively few court decisions affecting
auditing in the United States, as contrasted with the massive
case law on the subject in the British Commonwealth, though
some of the few American cases have been widely publicized.

As mentioned previously, a few lawsuits against prominent
accounting firms, involving well-known corporations, occurred
in the mid-1960’s, and were the subject of much public com-
ment. Since at the time of this writing the end results were
not known, any attempt to analyze the facts and draw con-
clusions here would be inappropriate.

Of fundamental importance is the basic legal principle that
the standard of performance to which a professional man is
held under common law is that standard which may reasonably
be expected of his peers. This general principle was repeated
in a widely publicized case in 1968, in which the court said,
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“Accountants should not be held to a standard higher than
that recognized in their profession.”

Authoritative statements by a professional body, such as the
American Institute of Certified Public Accountants, are ac-
ceptable as evidence in court, and generally speaking are
likely to outweigh the testimony of individual experts. Com-
pliance with standards promulgated by a recognized profes-
sional body is therefore a strong defense against unjustified
claims. By the same token, failure to comply is dangerous.

This was brought out in 1965 in a case in which an account-
ant who was not a member of the Institute was nevertheless
held liable for failure to conform with standards which the
Institute had published.

The court held that a CPA firm, which, without a dis-
claimer, presented on its stationery an unaudited balance
sheet containing substantial errors, could not avoid liability for
negligence by claiming that the statement “merely purported
to reflect the condition of plaintiff’s books.”

The court found that the defendants’ failure to place any
qualification notice on the balance sheet clearly constituted
a violation of the applicable rule promulgated by the Institute
“which, without any doubt, fixes the existing and accepted
standards of their profession.”

Another case involved forged warehouse receipts which
were used as a basis for loans. The circumstances were ex-
tremely complicated. The committee on auditing procedure
undertook an exhaustive study of controls and safeguards
applicable to field warehousing and to the issuance of ware-
house receipts which banks accepted as collateral for loans.

The resulting 15-page special report, “Public Warehouses—
Controls and Auditing Procedures for Goods Held,” recom-
mended that the independent auditor of a warehouseman
study and evaluate the effectiveness of both accounting controls
and administrative controls relating to accountability for and
the custody of all goods placed in the warehouse; test the
warehouseman’s records relating to accountability for all goods
placed in his custody; test the warehouseman’s accountability
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under recorded outstanding warehouse receipts; observe physi-
cal counts of the goods wherever practicable and reasonable;
reconcile tests of such counts with records of goods stored;
and confirm accountability, to the extent considered necessary,
by direct communication with the holders of warehouse re-
ceipts.

The independent auditor was warned to apply such other
procedures as he considered necessary in the circumstances.
A portion of the bulletin was also directed to the warehouse-
man himself, with regard to internal controls, the receipt,
storage and delivery of goods, and the control of warehouse
receipts.

Thus another gap was plugged, so to speak, in the official
literature on auditing standards and procedures. The incident
illustrated the impossibility of predicting in advance all types
of situations, in all the varied types of industries, in which
established audit procedures might not disclose material facts
of concern to creditors or investors.

In another widely discussed case, an important question
arose as to the auditor’s responsibility to disclose errors in
financial statements on which he had already expressed an
unqualified opinion, but which he was asserted to have dis-
covered later, between annual audits. Even though the errors
were corrected in the subsequent annual audit, it was contended
that they should have been disclosed at the time of discovery.

The official literature was silent on this point. The com-
mittee on auditing procedure made an intensive study of this
difficult question in conjunction with legal counsel. The result
was Statement on Auditing Procedure No. 41, “Subsequent
Discovery of Facts Existing at the Date of the Auditor’s Re-
port,” issued in 1969.

This bulletin provided guidance—which of course was un-
available to the defendants in the case which prompted it—
to CPAs encountering similar situations, and provided those
who complied with it a defense against unjust claims.

In still another case, the trial judge suggested that the
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American Institute of Certified Public Accountants and the
Securities and Exchange Commission should revise auditing
standards and accounting principles to cover cases of the kind
before him: “That would be the way . . . to protect the public
from this type of risk.”

Protection Against Unjust Claims

Before World War II, a number of claims against account-
ants were made by surety companies because of the account-
ants’ failure to detect defalcations or other irregularities. In
these cases the client was protected by a fidelity bond and was
indemnified by the surety company which issued the bond.
The surety company, being subrogated to whatever claims
the client might have had against the accountants, would
sometimes attempt to bring a suit asserting negligence by the
accountants.

Despite repeated public declarations by the Institute that
the sampling and testing process, however carefully it was
conducted, would not necessarily disclose all irregularities,
suits of this nature continued. As a result, the Institute entered
into discussions with leading surety companies in the early
1940’s. It was pointed out that auditors commonly recom-
mended to their clients the purchase of adequate fidelity bond
coverage. The surety companies were paid adequate premiums
for this protection. The auditors, on the other hand, had
announced officially that their examinations were based on
testing and sampling procedures which would not disclose all
irregularities, and their fees were therefore less than they
would have to be if they were expected to extend their exami-
nations to the extent necessary to detect such irregularities.
It was argued that it was unfair for accountants to be the
object of claims by surety companies which had been paid
for protection against losses which the accountants had not
been paid to discover.
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The force of this argument was persuasive. Accordingly a
number of the most prominent surety companies entered into
an agreement with the Institute not to bring such claims
against accountants except in cases where an impartial com-
mittee found evidence of affirmatively dishonest or criminal
acts or gross negligence on the part of accountants. This
agreement was entered into in 1945, and in subsequent years
a number of additional surety companies subscribed to it.
Some later withdrew, but in a number of cases the agreement
forestalled claims against accountants, and it resulted in in-
formal settlement of others.

The Institute attempted to protect its members against un-
just claims from any source by engaging counsel to keep track
of all litigation against accountants, by offering to provide ex-
pert testimony on behalf of members against whom claims were
filed which the Institute believed were ill-founded, and by
filing briefs as friend of the court in cases which presented
questions of potential importance to the profession at large.

Over the years the Institute also negotiated with insurance
companies in an effort to assure that adequate liability insur-
ance would be available to its members, and periodically noti-
fied its members of the desirability of carrying adequate
coverage of this type.

In retrospect, it seems fair to say that, while the organized
accounting profession has tried to protect its members against
unfair penalties, it has also done everything within its power
to clarify the responsibilities of auditors, and to improve the
quality of independent auditing and reporting. The results have
been good. Independent audits in the United States improved
greatly in the 30-year period from 1938 to 1969.

No doubt, much more remains to be done. The development
of professional standards will always be an evolutionary pro-
cess. As the environment changes it will be necessary continually
to review, extend, and codify auditing procedures in order
to better serve the public interest.
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CHAPTER 8

The Concept of Independence

FOR decades, the phrase “independent audit” has
been used to describe the “outside” review of management’s
financial statements, and the person who conducts such a
review has been called the “independent auditor.”

The word “independent,” however, has various shades of
meaning, and the concept of independence, as it applies to
certified public accountants in their capacity as auditors, has
become over the years complex and somewhat elusive.

It seems probable that the term “independent auditor” was
first used in the sense of independent contractor—to distinguish
the auditor offering his services to the public generally from
an auditor employed by a company. The word “independence,”
as professional accountants came to apply it to themselves, was
generally assumed to mean integrity, honesty, and objectivity.

Independence was regarded as a state of mind and a matter
of character. Leaders of the profession constantly reminded
their colleagues that they must not subordinate their judgments
to those of their clients. Otherwise, obviously, audits by CPAs
would be little more than a check of arithmetical accuracy.

So familiar was this concept of independence within the
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profession that it did not seem necessary to deal with it formally
in the Code of Professional Ethics. To state that an auditor
must be independent would have seemed as unnecessary as to
state that he must be honest.

The “Appearance” of Independence

In 1932, however, it began to dawn on a few CPAs that
silence on the subject of independence might not be sufficiently
reassuring to the public. Just before enactment of the Securities
Act of 1933, the chairman of the Institute’s ethics committee
proposed, as noted in Volume I of this book, that a rule be
adopted prohibiting members of the Institute from being officers
or directors of corporations which they served as independent
auditors. While there was some support for this proposal in the
Council—indeed, it was even suggested that the proposed rule
be extended to prohibit a financial interest in a client corpora-
tion—the majority of the Council rejected it as unnecessary.
No doubt, the general feeling was that an auditor could be
just as honest and just as objective whether he served on the
board of directors or owned stock in the client company or
whether he didn’t. But the fact that the proposal was made
showed that some of the leadership was becoming conscious
of a need to preserve the appearance of independence, as well
as independence in fact.

After the enactment of the securities legislation, the SEC
promulgated rules providing, among other things, that ac-
countants would not be considered independent if they had
relations with clients which might subconsciously impair their
objectivity. Specifically it was provided that an accountant
would not be considered independent by the Commission if he
were an officer or director of the client, or if he had a sub-
stantial financial interest in the enterprise.

Thus the element of appearance, in addition to the element
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of actuality, was officially introduced into the concept of inde-
pendence as it applied to the accounting profession.

It was not until 1941, however, that the Institute introduced
a similar prohibition into its own rules of professional con-
duct. The new rule provided, in effect, that a member auditing
the accounts of an enterprise financed in whole or in part by
public distribution of securities could not be the actual or
beneficial owner of a substantial financial interest in the
enterprise; however, in the case of a company not financed in
part or in whole by the public distribution of securities, but
whose statements were to be used as a basis of credit, the rule
provided that a member could audit the accounts and still have
a substantial financial interest in the enterprise if he disclosed
such interest in his report.

This was a partial acquiescence in the SEC’s precedent.
Members of the Institute auditing publicly held companies
were subject to the SEC’s rule in any case.

The only thing the Institute added was the requirement that
an auditor of a closely-held company who had a substantial
financial interest in the enterprise must disclose it. Even at
this time no prohibition against service as auditor and also
officer or director of a client company was included in the
rule, despite the fact that the SEC had forbidden it for almost
a decade.

Meanwhile, the SEC had begun to issue releases describing
specific cases under its general rule in which individual ac-
countants had been found to be not independent. The first of
these was Accounting Series Release No. 2, dated May 6,
1937, in which it was held that an accountant was not inde-
pendent because he held stock in a client corporation, the
value of which constituted more than one per cent of his
personal fortune. ‘

This was the first definition of the word “substantial” in
the context, and it aroused indignation among some members
of the accounting profession. They resented the presumed
implication that a CPA’s professional judgment might be im-
properly affected by an insignificant financial interest. They
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still equated independence with integrity, and a challenge
to one seemed a reflection on the other.

However, in due course the Institute amended its own rule
so as to prohibit, in the case of publicly held companies, a
financial interest “substantial either in relation to its capital
or to his own personal fortune.” The rule continued to require
disclosure in the case of financial statements used as a basis of
credit if the auditor owned a financial interest of the same
magnitude. However, the Institute pointedly refrained from
setting a percentage limitation on the value of such financial
interest.

In 1944 the SEC, in Accounting Series Release No. 47,
listed and summarized 20 rulings on accountants’ independence
in specific cases. These ranged from fairly clear-cut situations—
in one an employee of the accounting firm concerned was the
controller of the registrant corporation; in another the account-
ant clearly subordinated his judgment to that of the client—
to other situations where it was not so clear that the relation-
ships were likely to impair independence.

For example, in one case an accounting firm was considered
not independent by the SEC because one of its employees did
much of the bookkeeping of the registrant. The Institute’s
committees on ethics and on auditing procedure disagreed.
Their conclusion was stated in a report of the committee on
auditing procedure to the Council, as follows:

Both committees were in agreement that if an accountant is in
fact independent, and if he has performed all the auditing proce-
dures necessary to supplement the information obtained through
keeping the books, he should be entitled to express any opinion he
may have formed. However, there was some uncertainty as to
whether the two committees were in agreement regarding whether
the accountant should disclose in his report the fact that he had kept
the books. After further consideration the committees have agreed
that this is a question which should be left to the judgment of the
accountant in the light of the facts of each case. The committees
believe that disclosure of the fact that he has kept the books is not
usually necessary.
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Independence “in Fact”

There is no doubt that the profession warmly embraced the
concept of independence in fact. It received great emphasis in
the “Tentative Statement of Auditing Standards” promulgated
in 1947. Under the heading, “Independence in the Auditor’s
Mental Attitude and Approach,” the statement said:

There is probably no concept relating to the professional auditor
that is today in greater need of elucidation than that of his “inde-
pendence” as that term is widely used. In the profession’s early days,
“hanging out his own shingle” sufficed for an outward mark of inde-
pendence, while the literature of his profession taught the simple
virtue of complete intellectual honesty as its essence. But progress
brought problemms, and one of them in the auditor’s realm was how
the attribute of complete intellectual honesty might be recognized as
something additional to the fact of his being engaged in professional
public practice. So there arose a quest for signs—signs by which any
lack of independence might be recognized.

. . . The profession has gradually compiled . . . precepts and con-
ditions to guard against the presumption of loss of independence.
“Presumption” is stressed because insofar as intrinsic independence is
synonymous with mental integrity, its possession is a matter of per-
sonal quality rather than of rules that formulate certain objective
tests.

The statement then cited five of the Institute’s rules of pro-
fessional conduct designed to guard against the presumption
of loss of independence: the rules on false or misleading state-
ments, contingent fees, financial interest in a client’s business,
commissions and brokerage from the laity, and occupations
incompatible with public accounting. The statement continued:

Independence in the last analysis bespeaks an honest disinterested-
ness on the part of the auditor in the formulation and expression of
his opinion, which means unbiased judgment and objective considera-
tion of facts as the determinants of that opinion. It implies not the
attitude of a prosecutor, but a judicial impartiality that recognizes an
obligation on his part for a fair presentation of facts which he owes
not only to the management and the owners of the business. . .
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but also to the creditors of the business, and to those who may other-
wise have a right to rely (in part, at least) upon the auditor’s
report, as in the case of prospective owners or creditors.

The spokesmen for the profession were concerned by the tend-
ency of the SEC to specify an increasing number of relation-
ships which would result in an accountant’s being considered
not independent—regardless of whether or not he was inde-
pendent in fact. They were reluctant to impose on themselves
rules against various relationships which might suggest to some
observers a lack of independence, even though the accountant
concerned was the soul of integrity and objectivity.

Even the rule against financial interest in a client’s business
had met with some resistance, despite the fact that the SEC
had already established it. Some accountants argued that they
did not lose their integrity because they held a few shares of
stock in a client company. And, of course, no one was accusing
them of losing integrity in such a case. The point was, what
would other people think—what would the public think?

The SEC, at any rate, was protecting itself by not accepting
“certificates” from auditors whose relations with clients would
appear to the public to create conflicts of interest.

In the old days it was not unusual for an accountant to
accept his fee in stock, particularly if the client was trying to
get established or was temporarily short of cash. Until the SEC
came along, there was no prohibition against serving both as
auditor and as a director of a client company, and this, too,
was not infrequently done. After all, directors were supposed
to represent the stockholders, and the auditors, too, recognized
a responsibility to report fairly to stockholders. Indeed, when
the Institute finally amended its rule to prohibit joint service
as auditor and director, many years after the SEC had pro-
hibited it, some English chartered accountants expressed sur-
prise and concern that their American colleagues would thus
limit their opportunities for service, and by the mere accept-
ance of such a limitation permit the inference that their
integrity might be impaired by the dual relationship.
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The Council Speaks

The growing concern in the United States about the ques-
tions on independence raised by the SEC, and its rulings in
specific situations, was evidenced in a statement adopted by
the Council of the Institute in 1947—the same year in which
the “Tentative Statement of Auditing Standards” was released.

The principal author of the statement adopted by the Coun-
cil was Samuel J. Broad, who had served as chairman of the
committee on auditing procedure, and as president of the
Institute in 1944-45. He was one of the most thoughtful stu-
dents of the auditor’s role.

This rather lengthy statement began by tracing the devel-
opment of the demand for independent audits, and continued,
“In the field of auditing, the certified public accountant is
under a responsibility peculiar to his profession, and that is
to maintain strict independence of attitude and judgment in
planning and conducting his examination and in expressing his
opinion on financial statements.”

Outlining the evolution of the independent audit in England,
the statement continued, “Historically, independence was the
first requirement ; the need for that was recognized even before
the need for technical competence; it was the climate into
which the profession was born.”

Referring to the changes in the American economy in recent
decades, the statement described the expanding scope of the
CPA’s services, including accounting assistance and advice to
business management in the installation of accounting and cost
systems, budgeting, internal control, and other fields of methods
and procedures. The great demand for the services of ac-
countants in tax practice was also mentioned.

“. . . The maintenance of mutual confidence which is nec-
essary in business relationships and transactions,” was empha-
sized as an important function of the CPA. “With the growth
of business enterprises the public accountant makes a vital
contribution in meeting the need for independent, impartial,
and expert opinion on the financial position and the results
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of operation. This is his unique contribution, a service which
no one else offers or is qualified to perform.”

Reference was made to the Institute’s rules of conduct de-
signed to insure independence, and to the SEC rules prohibit-
ing service by the auditor as a director, officer, or employee
of the client company.

The need for professional judgment was emphasized, and
it was stressed that the independent accountant should con-
duct his examination in accordance with accepted standards,
regardless of limitations of time or fee.

In other phases of his work, such as tax practice, it was said
that the CPA’s function was to prepare or assist the client in
preparing and presenting required information. Here the de-
cisions were not his, but those of the parties at interest. However,
“He should not distort the facts or omit to state any material
fact known to him which is required by the prescribed forms
or is requested by the interested parties.”

The statement concluded: “Rules of conduct can only deal
with objective standards and cannot assure independence. In-
dependence is an attitude of mind, much deeper than the
surface display of visible standards. These standards may
change or become more exacting, but the quality itself remains
unchanged. Independence, both historically and philosophi-
cally, is the foundation of the public accounting profession and
upon its maintenance depends the profession’s strength and
its stature.”

Tighter Rules by SEC, lllinois, New York

This statement was a useful declaration of policy and no
doubt had a strong influence on members of the profession.
It did not, however, prevent the SEC from tightening its
specific rules related to independence. In December 1950, the
Commission amended provisions of Regulation S-X in a num-
ber of respects. One change was the omission of the word
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“substantial” from the provision regarding financial interests
of accountants in client businesses. As amended the pertinent
sentence read as follows: “For example, an accountant will
not be considered independent with respect to any person, or
any affiliate thereof, in whom he has any financial interest,
direct or indirect, or with whom he is, or was during the
period of report, connected as a promoter, underwriter, voting
trustee, director, officer, or employee” (emphasis supplied).

It was understood that this change was made because the
Commission was tired of having arguments about what con-
stituted a “substantial” financial interest. The previous ruling,
that more than one per cent of an accountant’s personal for-
tune would be regarded as substantial, left open the question
why one and one-tenth per cent, even though a small amount
of money, was substantial, while nine-tenths of one per cent
was not substantial, even though it might amount to a large
amount of money in absolute terms.

In 1954 the Illinois Society of Certified Public Accountants
adopted a new rule of ethics prohibiting a member, or a firm
of which a member was a partner, from expressing an opinion
on the financial statements of any organization if the member,
his partners, or their immediate families living in the same
household, had a direct or indirect financial interest in the
organization in question. This in effect affirmed the SEC’s
-position, ignoring the distinction in the Institute’s rule between
clients whose securities were widely distributed and clients
whose statements were used for credit purposes, as well as the
distinction between “substantial” financial interest and “any”
financial interest.

Some dissatisfaction with the new Illinois rule was ex-
pressed, both in the Institute and in Illinois, and at least one
prominent member resigned from the Illinois society because
of it. As it turned out, however, the Illinois society showed
foresight, The Institute was to follow its example some years
later—not without travail, as will be explained shortly. It was
difficult to justify a double standard of independence, one
for the SEC and another for companies not subject to its
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jurisdiction. In the latter category, mere disclosure of a finan-
cial interest, as the Institute required, was not likely to be
reassuring to third-party users of financial statements, who
could hardly be expected to appraise the significance of the
disclosure.

The New York State Society of Certified Public Account-
ants had also taken a step beyond the requirements of the
Institute. It had adopted a rule prohibiting joint service as
auditor and employee or director of an enterprise unless such
relationship was disclosed in the auditor’s report.

In 1959, Andrew Barr, chief accountant of the SEC, made
a speech before the Ohio State University Institute on Ac-
counting which attracted much attention.

Mr. Barr’s name has been mentioned on a number of oc-
casions previously in this narrative, but without adequate
background. He was a CPA, a member of the Institute, and a
member of its special committee on research program (see
Chapter 6). He had had experience in public accounting, had
taught accounting at universities, and had served on the SEC’s
staff before becoming chief accountant. He was a combat
officer in World War II. His technical competence, his judi-
cial approach, and his sincerity won the respect of the pro-
fession as a whole. The Commission depended on him for
advice on accounting matters, and his quiet influence on
policy was often evident.

In his Ohio speech Mr. Barr reviewed the evolution of the
independence concept, both before and after enactment of the
Securities Act. He referred specifically to the “double stand-
ard” in the profession’s ethical code—“permitting no sub-
stantial interest in a client with public distribution of securi-
ties, but only requiring disclosure of such an interest to private
lenders.” He cautiously suggested also that the code might be
strengthened by prohibiting joint service as auditor and officer
or director of the client.

“Any course of conduct by the profession which may have
the effect of undermining public confidence in the independ-
ence of accountants,” Mr. Barr said, “would destroy the useful-
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ness of the accountant’s work in the securities field. It is for
this reason that the SEC has vigilantly guarded the concept of
independence—so firmly in some cases as to bring criticism
from the properly constituted guardians of the profession’s
code of ethics. . . . I know that our intent has been to promote
the highest standards in one of the most important qualities
of the accountant in public practice.”

This speech did not go unnoticed by the Institute’s com-
mittee on professional ethics.

Facing Up to the Issue

It had become quite clear to that committee that the In-
stitute’s rule was obsolete, embarrassing, and possibly harmful
to the smaller accounting firms. The rule permitted joint ser-
vice as auditor and officer or director, and permitted auditors
of closely held companies to have a financial interest in such
companies, provided it was disclosed, while auditors of pub-
licly financed corporations were not permitted either course
of action by the SEC.

The Institute was indeed maintaining a double standard,
which not only gave the impression of philosophical schizo-
phrenia, but possibly suggested to outsiders a double standard
of behavior in actual practice.

The possession of a financial interest by a CPA in a client
of which he was independent auditor either did create an
appearance of lack of independence, or it did not. If it did
not, the proper posture for the Institute would have been to
oppose the SEC’s rule, and refuse to affirm it. If such a finan-
cial interest did create the appearance of a lack of indepen-
dence, then it could not be helpful to smaller accounting
firms for the Institute to encourage an assumption that they
were less independent than the larger firms which audited
publicly financed corporations. The same line of argument was
applicable to service as officer or director of an audit client.
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Off-the-record comments by metropolitan bankers indicated
uneasiness about the close relations of some local accounting
firms with their clients. Such uneasiness could only be height-
ened by the knowledge that some local firms owned stock
in their client’s enterprises, or participated in the management.
It was surmised that this uneasiness might well influence big-
city bankers, not personally acquainted with the smaller firms
concerned, to encourage borrowers to change accountants—
te engage firms that were subject to the stricter SEC rules in
the belief that they would afford greater protection to the
credit grantors.

In the spring of 1960, the Institute’s committee on pro-
fessional ethics proposed to the Council amendment of the
rules of conduct so as to prohibit any member from having
any financial interest in an enterprise for which he acted as
auditor, or from serving as employee or director of such an
enterprise. After lively debate, and in spite of strong oppo-
sition, a substantial majority of the Council voted in favor of
this proposal and recommended its adoption by the member-
ship. It was put on the agenda for discussion at the following
annual meeting to be held in Philadelphia in September 1960.

At the next Council meeting, immediately preceding that
annual meeting, an effort was made to have the Council
withdraw this recommendation. It was urged that the amend-
ment would work a hardship on many local practitioners who
had minor financial interests in client enterprises or served
on their boards. However, a motion to withdraw the recom-
mendation was put to a vote and defeated.

Two days later, at the annual meeting of the members,
a discussion of the proposed amendment took place which can
only be described as a Donnybrook.

The formal proposition was that the existing Rule No. 13
be deleted, and that a new rule be substituted for it, which in
substance provided that a member should not express an
opinion on financial statements of an enterprise unless he and
his firm were in fact independent with respect to such enter-
prise; that independence was not susceptible of precise defi-
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nition, but was an expression of the professional integrity of
the individual; that the member had the responsibility of
assessing his relationships to determine whether he might ex-
pect his opinion to be considered independent, objective, and
unbiased by one who had knowledge of all the facts; but that
a member would not be considered independent with respect
to any enterprise if he or any of his partners during the period
of the professional engagement or at the time of expressing
his opinion had, or was committed to acquire, any direct
financial interest, or material indirect financial interest in the
enterprise, or was connected with the enterprise as a pro-
moter, underwriter, voting trustee, director, officer, or key
employee. An exception was made with respect to director-
ships of charitable, religious, civic, or other similar types of
nonprofit organizations when the duties performed in such
capacity were such as to make it clear that the member could
express an independent opinion on the financial statements.
Thomas G. Higgins, chairman of the committee on pro-
fessional ethics, who was senior partner of Arthur Young &
Company, presented the matter for discussion. He conceded its
controversial nature, but contended that it was the most im-
portant matter before the ethics committee during the past
five years—as important, in his opinion, as Statement on Audit-
ing Procedure No. 23, and as important as the profession’s
decision many years ago not to advertise, both of which had
also involved much controversy. He reminded the audience
that if the members present at the annual meeting approved
submission of the new rule to a vote by mail ballot of all the
members of the Institute, the vast majority who were not
present would have an opportunity to express their views.
The practical effect of the proposal, Mr. Higgins said, would
be to preclude an Institute member from expressing an opinion
on financial statements if he were connected with the client
either by holding such a position as director or officer, or by
having a direct financial interest or a material indirect financial
interest in the enterprise. He pointed out that the proposed
rule was virtually the same as that adopted by the Illinois
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society six years before, and virtually the same as the existing
SEC rule.

Mr. Higgins stated four main reasons why the proposed rule
would be beneficial to the profession. First, he said there was
a pressing need for some general statement of the Institute’s
concept of independence: “For years the concept of independ-
ence has been the foundation stone of our ethical concept, and
yet the word ‘independence’ appears nowhere in the formal
rules of conduct.” Next, he said there was need for a uniform
standard of independence—it made little sense that there
should be two standards. Third, he contended that the pro-
posed rule would be helpful to all practitioners: the financial
public would be aware that every member was required to
adhere to the same exacting rule as all other members. The
real question, he said, was not so much the absence or presence
of independence in fact, but how third parties having knowl-
edge of the circumstances would react to the situation.

Finally, he referred to the increasing focus of nationwide
attention on conflicts of interest and standards of conduct in
public life: it seemed unlikely that any institution, including
the accounting profession, would escape scrutiny. The Insti-
tute, he said, should provide leadership by taking a definite
stand. He expressed the view that there could not be a bigger
boost for the accounting profession’s public relations than
newspaper reports that its national organization had taken a
positive stand against conflicts of interest.

Following Mr. Higgins’ remarks, a motion was made that
the proposed rule be approved for submission to the entire
membership for a vote by mail ballot.

Violent opposition was expressed. One speaker insisted that
the word “integrity” covered the situation adequately and that
it was unnecessary to make specific rules about independence.

Another member conveyed a resolution adopted by a state
society, to the effect that the proposed rule would impugn the
professional stature of the CPA and would be an effort to
legislate morality; further, that it was often in the best inter-
ests of a community, or a client, for a CPA to own a small
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number of shares of stock in a client corporation. This state
society recommended that the proposed amendment be defeated.

Questions were raised as to the meaning of “material indirect
financial interest.”

The proposal was attacked on the ground that the proposed
amendment would impose undue hardship on many practi-
tioners and would weaken many client relationships developed
over the years: where directorships or minor offices in client
enterprises were accepted as a matter of convenience, and in-
dependence in fact was not impaired, there was no valid reason
why such offices should have to be surrendered.

One member said, “I don’t think we should be compared
to a judge on a bench who hears both sides of the case, and
I don’t think we should be compared to an officer of New York
City who has taken bribes.” This remark evoked applause.

On the other hand, there was no lack of support for the
amendment.

One speaker argued that in fact the position of the inde-
pendent auditor was comparable to that of a judge. He asked
whether anyone would care to sue a corporation before a
judge who happened to be on the board of directors.

Other speakers said the main issue was what the public
might think, rather than whether accountants actually acted
with integrity or not.

Another member pointed out that the profession was grow-
ing rapidly: “We are all very proud of our accomplishments,
but it seems to me that as we grow in numbers we should grow
in stature. . . . I honestly don’t see how this organization can
put their own selfish interests and the way it affects their own
individual practices in front of the good of the profession as a
whole.” These remarks also evoked applause. The speaker
referred to the present controversy as one of the profession’s
growing pains, and compared it with the lengthy debate some
years before over Statement on Auditing Procedure No. 23:
“I am positive that if we adopt this rule on independence, a few
years from now as we look back we wouldn’t want to go back
and put ourselves in the position we were in before adoption.”
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Still another speaker said, “If you refuse to vote this rule,
you will place upon this profession one of the worst blots that
has ever been placed upon it.” He referred to the growing
public concern with conflicts of interest in business and govern-
ment: “The question here is, we have to show the public by our
actions that they have a right to put their confidence in us.”

Emotional tension mounted. A motion to table the pending
motion was seconded, but upon being put to a vote was de-
feated. Members stood up in various parts of the room, calling
for the floor, and raising points of order.

A suggestion that a straw vote be taken was shouted down.

It was moved that action on the question be deferred. This
motion was seconded.

After further discussion, the question was called for.

A motion was made that proxy votes not be permitted. This
was ruled out of order.

After more discussion, it was finally ruled that proxies could
be voted on the motion to defer, and that a written ballot would
be required. Ballot forms were distributed, tellers were appoint-
ed, and the members voted. The tellers counted the ballots
and reported that 372 members present voted for deferral
and 326 against deferral, and that 75 proxies were voted in
favor of deferral and 41 against deferral. The total vote was 447
for deferral and 367 against.

The failure of the meeting to approve the proposed amend-
ment was reported in some detail in the financial press, some-
times with sarcasm, always without sympathy. The publicity
was a source of humiliation to many members.

At the next annual meeting, in 1961, the same proposal was
resubmitted. In the meantime there had been ample opportunity
for discussion of the proposed rule at state society meetings
and elsewhere. Articles and correspondence had been published
on the subject.

An illegal motion to amend was ruled out of order, and a
motion to table was defeated. Several speakers strongly opposed
the proposed amendment; others strongly favored it.
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The previous question was moved and seconded, and adopted
by more than a two-thirds vote, thus cutting off further debate.

A written ballot was called for, tellers were appointed, and
the balloting took place.

The tellers reported that 916 of those present voted in favor
of the proposed amendment, and 130 against. Of the proxy votes
cast, 2,021 were in favor and 191 against. The total was 2,937
in favor and 329 against.

In the subsequent vote of the entire membership by mail bal-
lot, the proposed new Rule No. 13 was approved by more than
two-thirds of those voting.

Its sponsors could be excused for a feeling of relief and satis-
faction after their arduous campaign. But the adoption of the
new rule by no means settled all the questions about auditors’
independence.

Independence and Management Services

Even after the SEC had adopted its rules, it had taken the
profession 28 more years to ban completely the most obvious
relationships likely to raise doubts about the independence of
auditors. But the debate about “relationships” which might
mar the “appearance” of independence had barely begun.

The newly adopted Institute rule said, “A member or asso-
ciate, before expressing his opinion on financial statements, has
the responsibility of assessing his relationships with an enterprise
to determine whether, in the circumstances, he might expect his
opinion to be considered independent, objective and unbiased
by one who had knowledge of all the facts.”

'This invited challenges to independence of a far more subtle
and complex nature than those based solely on financial interest
or joint service as auditor and officer or director.

For some years there had been expressions of concern about
the extensions of CPA services into areas loosely described as
“management services,” “management advisory services,” or
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“management consulting.” This concern arose partly because
some of these services undertaken by some firms seemed unre-
lated to traditional accounting practice. But in some quarters
the question was raised whether close association of the au-
ditor with management, in the development of internal struc-
ture, procedures, and policies, might appear to outside observers
to put him in a position involving potential conflicts of interest.

The first widely publicized discussion of this matter appeared
in a monograph, The Philosophy of Auditing, by R. K. Mautz
and Hussein A. Sharaf of the University of Illinois, published
by the American Accounting Association in 1961—the year in
which the Institute’s new rule on independence was adopted.
The authors, after an extensive analysis, came to the conclusion
that management services—and, incidentally, tax services—
tended to cloud the appearance of independence of the CPA in
his capacity as auditor:

There tends to come a time in any arrangement for management
services when the mutuality of interest of the consultant and the
client become so significant that the accountant ceases to be inde-
pendent in the sense that we feel he should be for auditing pur-
poses. . . . Does anyone really believe that we can offer the man-
agerial consulting type of advice to management on a fee basis and
still appear completely independent to alert and intelligent outsiders?
More and more, independent auditors will work in the harsh, cold
light of public scrutiny; it will not be enough that we feel we are
independent and can convince our clients of the same fact. More
and more we will have to convince others. . . .

The authors’ recommendation was that the audit function be
sharply separated from other types of services rendered by an
accounting firm. This could be accomplished in larger firms by
separation of audit staffs and audit partners from those en-
gaged in other types of work. With respect to smaller firms, the
authors concluded that since very few of them “make what may
be called a public audit,” they should be permitted to carry on
as they were doing, performing a variety of services for their
clients as “general practitioners.”

To most practicing members of the profession, these conclu-
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sions were totally unacceptable. They seemed highly theoretical,
based on premises which were not in accord with the realities
of practice, and an oversimplification of a complex subject.

However, this monograph was followed by articles by other
professors expressing the same point of view. Discussion of the
subject was not made any easier by the semantical difficulties
involved in varying interpretations of the terms “management
services,” “advisory services,” or “consulting services”’—none of
which had ever been authoritatively defined.

It was disturbing to practitioners to learn that highly re-
spected members of the academic community had challenged
the propriety of services of a kind which certified public ac-
countants had been rendering for many decades—though not
until more recently under such descriptions as “management
services.” Neither users of financial statements nor the business
and financial community generally had expressed concern
about the relation of such services to audit independence.
Why these attacks from the academic community?

The Institute’s committee on professional ethics concluded
that some authoritative expression of opinion on this question
was required for the guidance of the membership. Accord-
ingly in 1963 the committee published its Opinion No. 12
on independence.

This opinion stated that normal professional or social rela-
tionships would not suggest a conflict of interest in the mind
of a reasonable observer. The committee cited the 1947 state-
ment of the Council of the Institute, asserting that indepen-
dence is an attitude of mind, but recognized that to maintain
public confidence it was imperative also to avoid relationships
which might have the appearance of a conflict of interest.
Opinion No. 12 continued:

The committee does not intend to suggest, however, that the ren-
dering of professional services other than the independent audit it-
self would suggest to a reasonable observer a conflict of interest.
For example, in the areas of management advisory services and tax
practice, so long as the CPA’s services consist of advice and technical
assistance, the committee can discern no likelihood of a conflict of
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interest arising from such services. It is a rare instance for manage-
ment to surrender its responsibility to make management decisions.
However, should a member make such decisions on matters affecting
the company’s financial position or results of operations, it would
appear that his objectivity as independent auditor of the company’s
financial statements might well be impaired. Consequently such situa-
tions should be avoided.

In summary, it is the opinion of the committee that there is no
ethical reason why a member or associate may not properly perform
professional services for clients in the areas of tax practice or man-
agement advisory services, and at the same time serve the same
client as independent auditor, so long as he does not make man-
agement decisions or take positions which might impair that
objectivity.

These assertions, however, did not satisfy all members of the
academic accounting community. The Accounting Review for
July 1965 contained an article by Arthur A. Schulte, Jr., then
associate professor of accounting at the University of Portland,
Oregon, entitled “Compatibility of Management Consulting
and Auditing.”” The article stated that Opinion No. 12 offered
no empirical evidence to support its contention that the ren-
dering of management advisory services by a CPA to an
enterprise of which he was also auditor would not suggest to
a reasonable observer a conflict of interest.

Professor Schulte had conducted a mail survey of 504 finan-
cial executives of 131 of the largest financial institutions, and
of 756 financial executives of 395 other financial institutions
randomly selected. Two hundred eighty-two responses were
obtained from the first group, and 383 from the second—in
both cases a response in excess of 50 per cent.

Ninety-seven per cent of the respondents attached special
importance to the CPA’s audit independence. Forty-five per
cent believed that management consulting did tend to impair
audit independence, and 55 per cent believed that it did not.
Analysis, however, indicated varying degrees of intensity of
these opinions. In summary, 43 per cent of the respondents
did not believe that management consulting seriously endan-
gered the CPA’s audit independence, 33 per cent believed
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that it did, and 24 per cent were somewhat undecided.

Dr. Schulte concluded that the results should be a cause
for serious concern on the part of the public accounting pro-
fession.

It was immediately noted by practitioners, however, that
Dr. Schulte did not define the scope of “management con-
sulting” as the term was used in his questionnaire. Nor did
it contain any explanation of the CPA’s role in performing
such services. It was, therefore, impossible to determine ex-
actly what the respondents to the questionnaire had in mind
when they answered, or the extent to which they had given
thoughtful consideration to the matter before answering. Were
they indeed reasonable observers “who had knowledge of all
the facts?”

Some of the questions in the questionnaire also seemed to
be of a leading character, which tended to evoke responses
which might not have occurred otherwise to those who an-
swered the questions.

Pointing out these two alleged flaws in the survey, spokes-
men for the Institute stated:

It is difficult to believe that reasonable observers—stockholders,
creditors or other users of financial statements, or the business public
generally—would see any conflict of interest in the fact that the
auditor, in addition to giving an opinion on the financial statements,
also applied his technical knowledge and skill to the improvement
of management’s planning, control and decision-making processes.

As a matter of fact, advice and assistance in improving clients’
accounting systems and internal controls have been normal functions
of auditors from time immemorial—functions which have never
raised any questions about independence.

Substantial benefits may result from combining the two functions.
Knowledge of audit requirements can be useful in many types of
management services, and the CPA must see to it that his recom-
mendations meet the tests he would impose as auditor. Since manage-
ment services are non-recurring, the audit fees are likely to be more
important to the accounting firm in the long run. A poor manage-
ment services job may risk the loss of the audit, but this tends to
improve the quality of the consulting rather than impair the inde-
pendence of the auditor.
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Acknowledging that the line between advising and deci-
sion-making could not be drawn positively, the Institute’s
spokesmen continued:

. . . It is possible to conceive of circumstances in which the
auditor who performs management services might not be considered
independent. The ethics committee has said that management
rarely surrenders its responsibility to make management decisions, but
if the auditor makes such decisions his objectivity might be impaired.
The important point is that there is no basic incompatibility between
the two functions. The auditor who also acts as consultant simply
has one more factor to assess in determining whether a reasonable
observer would regard him as subject to a conflict of interest.

As in so many arguments, the absence of definition of terms causes
semantic difficulties. “Management services” embraces a wide variety
of activities, and the phrase means different things to different
people. “Independence” is also susceptible to a variety of subjective
interpretations.

It is clear that a measure of confusion has been engendered within
the profession on this important matter. It has arisen partly because
of a tendency to extend to the ultimate theoretical limits the concept
that the auditor must not only be but also seem independent. . . . But
concern with appearances should not confuse appearance with reality.
Too much emphasis on relationships which might conceivably suggest
a conflict of interest to the most suspicious observer may be a dis-
service both to the profession and the public.

The result might be to deprive clients of valuable creative contribu-
tions to improved management which their auditors, through their very
familiarity with the clients’ business, acquired in the course of the
audit, are in a better position than anyone else to make. To split the
accounting profession into two segments—one a group of ivory-tower
auditors who did nothing but attest to the fairness of financial state-
ments, and the other a group of experts in management and tax
problems—would not only reverse the natural trend of accounting
practice which has evolved over a century of experience; it would
also add substantially to the cost of providing business with all the
professional accounting service it needs. . . .

To contend that a CPA acting as auditor should have no relations
with his client except those involved in his work as auditor, for fear
that the public might suspect a conflict of interest, would lead to an
absurd situation. The auditor would be working in a vacuum. . . .

These statements on behalf of the Institute in turn evoked
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critical reactions from Dr. Schulte and others. In July 1966,
the Accounting Review published an article by Abraham J.
Briloff, adjunct professor of accountancy at the Bernard M.
Baruch School of Business and Public Administration, City
College, New York, entitled “Old Myths and New Realities in
Accountancy.” This was only one of a series of articles deal-
ing with independence by college professors which had ap-
peared in various accounting publications in the preceding
several years.

Professor Briloff’s article, however, was notable for the fact
that he also had sent a questionnaire to members of the finan-
cial community, as well as to members of the practicing and
academic branches of the accounting profession. He found
that 53 per cent of the respondents from the financial com-
munity felt that the rendering of management services by CPAs
detracted from the significance of their opinions as independent
auditors. In his article he pointed out that he had met objections
voiced by Institute spokesmen: first, he had used the term
“management services” instead of “management consulting”;
second, he gave the respondents an opportunity to express their
views regarding specific services offered by CPA firms as aids
to management.

However, many of the specific services which he cited were
those likely to appear to outside observers as unrelated to
the accounting function, for example: “review all phases
of the business in connection with a plan to extend prof-
its"—only 28 per cent of the respondents from the finan-
cial community thought that this service should be rendered
by CPAs; “prepare an executive development program”—
only 3 per cent of the respondents from the financial com-
munity thought that this service should be rendered; “develop
a plan of executive compensation (including ‘fringe benefits’)”’
—only 29 per cent of the respondents from the financial
community believed that this service should be rendered;
“determine market potentials and plan profitable sales terri-
tories”—only 3 per cent of the financial community believed
that this service should be rendered; “analyze job functions
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and responsibilities of the entity’s personnel”—only 6 per cent
of the respondents from the financial community believed that
this service should be rendered.

There was no description of the precise role of the CPA in
any of these service areas.

Professor Briloff asserted that his research “confirmed the
existence of gaps between the understanding by the profession
and the corresponding understanding by the financial com-
munity,” and he referred to “the crisis in confidence, the crisis
in integrity which presently confronts the profession.”

At the annual meeting of the Institute at Boston in the fall
of 1966, Manuel F. Cohen, chairman of the Securities and Ex-
change Commission, was one of the principal speakers. In the
course of his remarks he showed that the debate about indepen-
dence and management services had come to the attention of
the Commission. He said:

It is a truism, but no less significant, to note that the integrity
and completeness of the required financial statements are the key-
stone around which is built the kind of investor confidence which
supports our capital markets. In recognition of this grave responsi-
bility, we have both expended considerable effort to define and
implement this requirement of independence. It may, therefore, be
appropriate for me to refer to the doubts now being raised in some
quarters about the independence of the accountant who provides
his audit clients with what is loosely called “management services.”

A recent book by Eric Kohler, an accountant well known to all
of you, notes that “A public accountant’s established services to
management have also come to be of the first order of importance.
These include the preparation of income-tax returns, or aid in their
preparation or review; and forward planning on such diversified
matters as budgetary procedures, costing methods, inventory controls,
incentive plans, and pension schemes.” These services may, in Mr.
Kohler’s words, be “natural consequences of the auditor’s developed
skills,” and may “contribute to a better background for succeeding
audits, as well as to better management.” So long as they are directed
toward those ends, they do not appear to pose a serious threat to
the accountant’s independent status.

However, a word of caution is in order with respect to what one
of your prominent members describes as “consulting services which
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cannot be related logically either to the financial process or to
broadly defined information and control systems, [such as] market
surveys, factory layout, psychological testing, or public opinion polls.”
And, I am disposed to add, executive recruitment for a fee. An
accountant who directs or assists in programs of this kind raises
serious questions concerning his independence when it comes time to
render to creditors, to investors and to the public his opinion on the
results of the programs. Public accountants should carefully re-
consider their participation in these activities lest their continuation
and extension undermine the main function of the independent
accountant—auditing and the rendering of opinions on financial
statements.

Mr. Cohen seemed to be saying that “management services”
related to financial processes or to information and control
systems raised no serious threat to independence. This was a
distinction which Professors Mautz, Schulte, and Briloff had
not made. Their findings seemed to condemn “management
services,” or “management consulting” as a field of activity,
without regard to the nature of such services.

Tentative Conclusions

However, an official response from the Institute to all these
criticisms seemed necessary.

Accordingly, a special ad hoc committee was established to
study the problem, under the chairmanship of Malcolm M.
Devore, a partner of Haskins & Sells, a former vice president
of the Institute, and at the time of his appointment a mem-
ber of the executive committee. With Mr. Devore were
representatives of the committees on auditing procedure,
ethics, management services, and taxation.

First, this committee read all the articles of which it had
knowledge on the subject of management services in relation
to audit independence. It corresponded with the authors of
all these articles to seek their additional views on the subject.
Messrs. Briloff and Schulte, who had based their criticisms
on responses to questionnaires, were invited to meet with the
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entire committee. Representatives of the committee also met
with the chief accountant of the Securities and Exchange
Commission to explore the matter further.

The committee then consulted representatives of groups
whose members made use of audited financial statements, in-
cluding the American Bankers Association, the Financial
Analysts Federation, the Financial Executives Institute, and
the Life Insurance Association of America. Officers of these
organizations were asked to suggest the names of members
who would be willing to talk with the committee on this sub-
ject. Most of the representatives of the four organizations
were not personally acquainted with the members of the In-
stitute committee. A full day was devoted to discussion with
four or five representatives of each of these four groups.

At the 1967 annual meeting of the Institute an entire ses-
sion was devoted to discussion of this problem. Dr. Schulte
presented his point of view; a financial executive of a large
insurance company, Mr. Frank Hoenemeyer, presented an-
other point of view; and Mr. Devore summarized the findings
of his committee to date. A summary of these talks was pub-
lished in The Journal of Accountancy.

After further analysis and discussion, the committee sub-
mitted to the executive committee, in August 1968, an interim
report which the executive committee authorized to be pub-
lished and sent to a cross-section of members of the profession,
including the academicians who had been most critical on
the subject, and the 16 representatives of the financial com-
munity whom the committee had consulted. With only a few
exceptions, the latter group approved the interim report.
From the practicing members of the profession there was also
general approval of the report, although the response was
small. Of a total of 1,200 persons to whom copies were dis-
tributed only 70 replied. The academic members for the most
part were not satisfied with the report but urged further
research on the subject.

The report first recited the steps the committee had taken
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to inform itself, and then submitted certain observations. First,
it found a substantial misunderstanding as to the nature of
management services rendered by CPAs and the manner in
which such services were rendered. Second, the committee
concluded that the subject was not susceptible to useful re-
search by means of questionnaires. Lack of understanding on
the part of recipients of the questionnaires as to the nature
of the services discussed, and the role of the accountant in
rendering them, posed one severe limitation on the value of
questionnaires. Also, the difficulty of phrasing questions so as
to elicit the desired information limited the usefulness of the
questionnaire approach to such a complex subject.

The committee found no evidence that the rendition of
management services had impaired the independence of CPAs
in fact, but that some users of financial statements believed
that such services created an appearance of lack of indepen-
dence.

It was noted that the chairman of the SEC in his speech
found nothing objectionable in management services related
to the financial process or to broadly defined information and
control systems, though he questioned such services as market
surveys, factory layout, psychological testing, public-opinion
polls, and executive recruiting.

The committee found difficulty in conceiving a sound
rationale which would justify the proscription of these latter
“so-called peripheral services,” since it was not clear as to
how each specific service might seem to impair the indepen-
dence of an auditor. The committee noted that such services
as psychological testing, public-opinion polls, and formal ex-
ecutive recruiting were rendered by relatively few firms, and
represented only a minor part of their practice.

The committee recognized that services not related to the
types of work which the public had become accustomed to
associate with accountants in the past might seem strange
and even inappropriate to some. However, this somewhat vague
feeling on the part of a limited number of observers did not
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seem to justify a proposal that this type of service be forbid-
den by amendment of the Code of Ethics.

The committee recommended exposure of two position
papers prepared by the Institute’s committee on management
services—one, describing the nature of management services
rendered by CPAs and their role in rendering such services;
and the second, indicating standards of competence in these
areas. It was hoped that these papers would clarify public
understanding of what CPAs did in this area, and how they
did it.

The committee also stressed the importance of having CPAs
avoid a decision-making role in their management advisory
work, and emphasized the necessity of strict observance of
the Code of Ethics in management services as well as in other
areas of practice.

The committee endorsed a proposal of the Institute’s execu-
tive committee that corporations create audit committees
composed of outside directors, which would recommend the
appointment of auditors, and discuss with them any problems
arising in the course of their engagement. The special com-
mittee suggested that if a CPA had any question about the
propriety of a particular service to management of a company
of which he was also independent auditor, he might discuss
the problem with the audit committee, or with the full board
of directors, to make sure that the stockholders’ representa-
tives concurred in the decision.

In view of the apparent lack of interest generated by the
exposure of this tentative report, the Devore committee sug-
gested to the executive committee that it may have over-
reacted to the criticisms of the several preceding years. While
no definitive answers to the critics could be given at the
present time, it was suggested that continual attention be
given to the questions that had been raised.

Fundamentally, it appeared that this type of problem
would have to be solved on a case-by-case basis—a common-
law approach rather than a statutory approach—since the
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circumstances in each case might have a bearing on the ques-
tion whether the appearance of independence would be likely
to be impaired or not.

In the 30-odd years between 1936 and the late sixties, tre-
mendous strides were made in clarifying the essential con-
cepts of audit responsibility. Standards were set up, acceptable
procedures were described, and the elusive concept of inde-
pendence was carefully re-examined. As these things were
done, the prestige of independent auditors rose steadily—the
public began to pay more attention to their reports and to
place heavier reliance on them.

As a natural result, the accounting profession became a
more visible target for criticism and challenge. The willing-
ness of the American Institute of Certified Public Accountants
to re-examine its own assumptions as to the profession’s proper
role in society, its standards, its procedures, and its traditional
ways of doing things was an essential contribution to progress.

While progress in democratic institutions requires consul-
tation on a broad scale before final decisions can be reached,
and therefore often seems slow, in retrospect the progress in
evolving audit responsibility over a mere few decades was
impressive. The acceptance of greater responsibility, while it
has its risks, is clearly the price of increasing public confidence
and broadening opportunities for service.
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CHAPTER 9

The Defense of Tax Practice

IN THE early 1930’s only a small proportion of the
nation’s citizens had enough income to require payment of
individual income taxes—despite the fact that the income-tax
law had been in existence for two decades. Business enterprises,
however, generally had income taxes to pay. Inasmuch as the
calculation of business income required accounting knowledge,
businessmen turned to CPAs in large numbers for help in
preparing their returns, and in dealings with the Bureau of
Internal Revenue. Tax practice had become a large part of
the total volume of professional accounting service.

Tax practice was an unfamiliar field for most lawyers, and
for a long time few of them paid much attention to taxes.
Indeed, many lawyers had their own tax returns prepared by
accountants.
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However, as tax disputes increased, and more cases were
taken to the Board of Tax Appeals and the courts, lawyers
began to be drawn into tax practice, and some of them began
to specialize in it.

As noted in Volume I of this work, the bar associations in
the early thirties made the first disturbing suggestions that
the tax practice of CPAs was in part, at least, an illegal in-
vasion of the field reserved for lawyers.

The first alarm was an unsuccessful effort in 1932 to
eliminate CPAs from practice before the Board of Tax
Appeals.

The second alarm was a bill introduced in Congress, which
would have limited the rights of non-lawyers to represent
others before federal agencies. This was also defeated.

However, similar efforts began to be made in the states,
by local bar associations, to limit to attorneys appearances
before state commissions and boards; and to confine to attor-
neys the preparation of papers or documents related to pro-
ceedings before such bodies.

Discussions between leaders of the two professions seemed
desirable. Early meetings between representatives of the In-
stitute and the American Bar Association resulted in nothing
but a polite exchange of views. However, the Institute created
a committee on co-operation with the Bar Association to give
continuing consideration to what seemed a growing problem.

In 1936 a New York court held that a non-certified ac-
countant had practiced law in giving advice on possible
recovery of state income taxes, and therefore could not re-
cover his fee.

The American Bar Association was actively supporting bills
in Congress governing the procedure of administrative agen-
cies. Some of these bills contained ambiguous language re-
garding representation before such agencies, which could have
been construed so as to limit the ability of CPAs to practice
before the Board of Tax Appeals and the Treasury Depart-
ment.
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The National Organizations Disagree

In 1936 the American Bar Association’s committee on un-
authorized practice of the law charged, in general terms, that
accountants were invading the practice of law by legal work
which they were not authorized to do. The Institute com-
mittee was asked whether it could control the members of
their profession, as did the American Bar Association. If
not, the lawyers indicated that they would have to obtain in-
junctive relief, if not legislation, in order to correct the situa-
tion. The Institute committee responded that the accounting
profession certainly could stop any improper practices by its
members, but that it was necessary to have specific complaints
before effective action could be taken. It was agreed that closer
co-operation between the committees of the two associations
would be desirable.

Later, two members of the Bar Association’s unauthorized
practice committee sent a questionnaire to corresponding local
bar committees inviting specific information about activities
of accountants which might be regarded as unauthorized
practice of law.

One month after the issuance of this letter, a joint meeting
of the Institute and Bar Association committees occurred in
Washington. The Bar committee’s chairman suggested that
if the two organizations could agree on broad principles cov-
ering the proper scope of activity of the two professions, a
statement might be released jointly for the information of
both accountants and lawyers. The Institute’s committee
thought this would be desirable.

There followed a discussion of specific questions. The first
was whether accountants should organize corporations, pre-
pare articles of incorporation, charters, bylaws, and minutes
of organization meetings. Institute spokesmen agreed without
hesitation that accountants should neither do these things
nor prepare papers necessary for corporate reorganizations,
such as resolutions.

Both groups agreed that neither accountants nor lawyers
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should solicit tax claims, and that accountants and lawyers
should not split fees on work which they did jointly.

A more difficult question was to what extent accountants
should give advice and opinions on taxation. The lawyers
suggested that advice on how to save taxes, or on matters
involved in tax controversies, would require interpretation of
statutes and court decisions, which they regarded as the prac-
tice of law. After discussion, there was general agreement that
it was necessary for both an accountant and an attorney to
be consulted in important cases of these kinds.

Practice before the Board of Tax Appeals was discussed.
The Institute representatives acknowledged that it was un-
wise for an accountant to attempt to argue a case before the
Board without the advice of an attorney, since, for one thing,
the rules of evidence applied; but they would not concede
that accountants should be limited to the role of expert wit-
nesses. The lawyers expressed the view that in appearances
before boards and commissions CPAs should confine them-
selves to the presentation of accounting data and should not
argue legal points.

The Bar Association committee undertook to draft a memo-
randum covering these points, to be submitted to the Institute
for review, with the objective of joint publication for the
information of both professions.

The draft of such a memorandum received by the Institute
committee stated a number of specific limitations on the ac-
tivities of accountants, including the following:

8. It is generally not prudent nor in the client’s interest for an
accountant to prepare and present a contested tax case before the
U.S. Board of Tax Appeals or any like administrative tribunal.

9. The division of responsibility between lawyers and accountants
in dealing with the tax problems of a client should be determined
in accordance with the following general rules: the accountant is
indispensable in making mathematical computations, in making audit
reports, in analyzing, scheduling, abstracting and marshalling the
contents of financial records and the results of financial transactions.
Questions involving the validity of statutory enactments, or regula-
tions, or the interpretation thereof, or the effect of a settlement
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agreement should not be answered by an accountant but should be a
subject for legal advice. Inasmuch as the rights of taxpayers are fixed
by the contents of protests or claims for refund, every such statement
should be prepared by a lawyer. Discussions with governmental au-
thorities with respect to accounting questions may properly be con-
ducted on behalf of taxpayers by accountants, but the presentation
of proofs and arguments belongs to the field of the lawyer.

The Institute’s committee took exception to the tone of this
memorandum and, in particular, to item 9. The Bar com-
mittee explained that the memorandum was submitted simply
as a basis for discussion—generally summarizing the lawyers’
understanding of the conclusions reached at the preceding
meeting.

The chairman of the Institute’s committee was Francis P.
Byerly, a partner of Price Waterhouse & Co. and a man of
superior intellect, pleasant personality, and calm self-confi-
dence.

Mr. Byerly expressed the view that it would be futile to
attempt to draw sharp lines dividing the activities of lawyers
and accountants in tax practice, which necessarily often over-
lapped. He objected to the one-sided manner in which some
of the points in the memorandum were stated. With specific
reference to items 8 and 9, he said that there would be diffi-
culties of application in practice—that accountants and law-
yers should co-operate in many cases, but that it could not
be conceded that the preparation of papers to be filed by
taxpayers in all cases was the exclusive field of the lawyer.

It was agreed that both groups should attempt to revise the
memorandum in line with this exchange of views.

One month later the Institute’s committee sent to the chair-
man of the Bar committee a revised draft, emphasizing that
the two professions were often required to work together in
the best interest of the client; and that it was impracticable
to formulate mutually exclusive definitions of the practice of
law and accounting. The draft stated that exclusively within
the field of law were the trial of cases, the drawing of docu-
ments, such as deeds, wills, trust agreements, contracts, etc.,
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and that exclusively within the field of accounting were the
examination of books of account and business records and
operations, and expressions of opinion on financial statements.
Tax work was said to be a field where the two professions
overlap. The importance of accounting in the determination
of taxable income was emphasized. When a tax dispute was
carried to the court, it was stated, the case must be handled
by an attorney; however, there were many areas which either
CPAs or attorneys were qualified to handle, and rigid rules
could not be laid down defining the role of each in all cases.

In April 1938 the Institute received from the Bar committee
a revised draft of a statement of principles, which prominently
alluded to a provision of Treasury Department Circular 230
to the effect that nothing contained therein authorized the
practice of law by enrolled agents who were not lawyers. The
draft stated that professional advice regarding legal rights and
remedies, or involving the application of rules of law to fac-
tual problems, constituted the practice of law. It also alleged
that professional representation of other persons before courts,
administrative offices, or agencies of government, in the asser-
tion of legal rights and remedies, constituted the practice of
law. Further, it was stated that whenever, in connection with
the defense or assertion of a taxpayer’s rights, there arose
questions, whether on the substance of law or procedure, the
solution of which required the professional knowledge and
skill of a lawyer, the decision could not properly be made by
laymen. -

In conclusion, the draft stated, the committee on unauthor-
ized practice believed that all the following activities consti-
tuted the practice of law: the conduct of trials before the
Board of Tax Appeals; the drafting of petitions, stipulations,
or orders incident to review of assessments by the U.S. Board of
Tax Appeals; the drafting of protests against tax adjustments,
deficiencies, or assessments; the drafting of claims for refund;
the giving of advice regarding the validity of tax statutes or
regulations, or advice regarding the effect thereof in respect
of matters outside of accounting procedure; and the representa-
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tion of taxpayers at conferences with administrative authori-
ties in relation to matters outside of accounting procedure.

The memorandum stated that these conclusions were not
concurred in by the Institute committee. The positions of the
two committees were obviously far apart.

The Bar committee indicated an intention to publish in its
annual report a statement similar to the draft submitted to
the Institute’s committee.

Mr. Byerly objected to premature publication of the state-
ment without an opportunity for further discussion before the
Bar committee assumed a unilateral position on this important
question.

Nevertheless, the report of the Bar Association’s unauthor-
ized practice committee was published. It contained the fol-
lowing statement:

It is the view of the committee that it is the practice of the law
to engage in any of the following activities: (1) to give advice
regarding the validity of tax statutes or regulations or the effect
thereof in respect of matters outside of accounting procedure; (2)
to determine legal questions, preliminary or prerequisite to the
making of lawful returns in a lawful manner; (3) to prepare protests
against tax adjustments, deficiencies or assessments; (4) to represent
a taxpayer at a conference with administrative authorities in relation
to matters outside of accounting procedures; (5) to prepare claims
for refund of taxes; (6) to prepare petitions, stipulations or orders
incident to the review of assessments by the U.S. Board of Tax
Appeals or any like administrative tribunal; (7) to conduct a trial
of issues before the U.S. Board of Tax Appeals or any like admin-
istrative tribunal.

A meeting of the two committees was held at Cleveland on
July 25, 1938, in another effort to resolve their differences.

Mr. Byerly took a strong position. He said that the Institute
committee disagreed completely with portions of the Bar com-
mittee’s report and that, since that report had been published,
the Institute’s committee must publish its own views on the
matter for the information of the accounting profession. He
expressed regret that a joint statement acceptable to both
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groups could not be published, instead of statements of con-
flicting views.

The chairman of the Bar committee assured the account-
ants that the Bar was not aiming at action against members
of the Institute or, for the most part, against CPAs, but that
many complaints had been received of improper practices by
accountants who were not certified. His committee’s report, he
said, had intended only to block out the general areas of the
subject matter for careful consideration; that the American
Bar Association would not be requested to approve or endorse
the report; and that the report could be altered if his com-
mittee was convinced that this was desirable.

Mr. Byerly pointed out that the publicity the report had
received might well encourage local bar associations to seek
injunctions against CPAs and members of the Institute, as
well as others.

He then suggested that the problem could best be dealt with
on the basis of complaints in specific cases, rather than by
broad statements of principle. He assured the Bar representa-
tives that the state societies and the Institute would be glad to
investigate any complaints of improper practices by account-
ants, certified or non-certified.

The Bar committee received this suggestion favorably.

The accountants then asked whether the Bar committee
would modify the conclusions in its published report, and the
lawyers agreed to give consideration to this possibility.

After discussion of specific points in the Bar committee’s
report—the accountants pointing out that interpretation would
be very difficult in the absence of definitions of “accounting
procedure” and “legal questions”—the meeting adjourned in
order to give the Bar committee an opportunity to reconsider
its position.

In the meantime the Institute committee decided to pre-
pare a letter to the Board of Governors of the Bar Association
objecting to the unauthorized practice committee’s report.
This letter was drafted.

When the two committees reconvened, the lawyers pre-
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sented a statement to the effect that the present report of the
Bar committee was subject to re-examination and clarifica-
tion, and that co-operation between the two committees would
be continued. Mr. Byerly then described the contents of his
‘committee’s letter to the Board of Governors of the Bar Asso-
ciation.

After the Institute’s letter had been presented to the Board
of Governors, publication of the whole story was authorized
on both sides. Mr. Byerly prepared an article entitled, “Rela-
tionship Between the Practice of Law and Accounting,” pub-
lished in The Journal of Accountancy for September 1938,
in which it was stated that the Institute committee could not
-agree with the Bar committee’s report; that the Bar committee
had indicated that its conclusions were necessarily general in
character; that it had been agreed to investigate complaints
in specific cases, and that co-operative activities would be
continued, including a re-examination and clarification of the
conclusions expressed in the report.

The 1939 annual report of the American Bar committee
reported the Cleveland meeting with the Institute’s commit-
tee, stating that no agreement had been reached on a general
statement of principles, but that co-operation in investigating
complaints had been arranged. Meanwhile, local bar organi-
zations were encouraged to confer with representatives of the
state societies of certified public accountants on the same issues.

Thus matters rested. No meetings of the national committees
took place during the next four years. The action shifted to
‘Washington and to the states.

Representation of Taxpayers

In the spring of 1939 Institute representatives met infor-
mally with members of the United States Board of Tax Ap-
peals, some of whom had complained about the manner in
which some CPAs had presented clients’ cases before the
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Board without associating themselves with attorneys. As a
result, the Institute advised state societies that while there was
no immediate disposition on the part of the Board to exclude
CPAs from practice before it, it would be advantageous if
CPAs were discouraged from trying cases before the Board
without the assistance of attorneys. In the July 1939 Journal
of Accountancy an editorial repeated this advice.

In 1941 a hearing took place before the Senate Judiciary
Committee on a bill to revise the administrative procedure of
federal agencies. C. Oliver Wellington, later to become a
president of the Institute, represented the accounting profes-
sion. This bill contained a provision designed to “regularize
the circumstances in which others than members of the bar
may properly appear before such agencies.” Mr. Wellington
pointed out the existing rights of certified public accountants
to appear before certain agencies, particularly the Treasury
Department, and argued that in the public interest these rights
should not be curtailed. Senator O’Mahoney, acting as chair-
man of the committee, assured Mr. Wellington that there was
no intention of altering the status of CPAs in their tax prac-
tice and said that there need be no concern about the possi-
bility of any change in that direction.

The 1942 Revenue Act provided that the name of the Board
of Tax Appeals should be changed to the “United States Tax
Court.” The House Ways and Means Committee insisted on
assurance that no matter what the name of the organization,
it would remain an administrative tribunal rather than become
a part of the judiciary. Representative Dingell of Michigan,
perhaps at the insistence of an accountant constituent, intro-
duced an amendment which was adopted, providing that prac-
tice before the Court could not be denied to any person because
of his failure to be a member of any particular profession or
calling. The Institute’s tax committee opposed this provision,
recognizing that while it might appear to protect the rights
of CPAs, it might, in fact, be detrimental in admitting to prac-
tice before the Court others than lawyers and certified public
accountants, who from the beginning had been given equal
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status and the exclusive privilege of practice before the Board
of Tax Appeals.

However, the bill passed with the Dingell amendment. The
Tax Court then announced, in effect, that since it could not
bar anyone from practice before it because of his failure to
be a member of any particular profession or calling, it would
have to set examinations for admission to practice. Lawyers
were exempted from this examination, on the presumption
that they were familiar with the rules of evidence and the pro-
cedures followed by the Court. CPAs, however, were required
to pass the examination. Efforts by the Institute to have the
Court restore the right of CPAs to admission without exami-
nation were unsuccessful.

As a practical matter, CPAs seemed to be fighting a lost
cause in their efforts to maintain an equal position with law-
yers in this particular forum—a position in which the account-
ing profession had taken great pride.

In 1943, five bills were introduced in Congress dealing with
procedure of federal agencies, all of which contained some
reference to practice before such agencies, and a few of which
were clearly adverse to CPAs, The Institute registered its op-
position to these bills, and was prepared to testify at hearings,
but Congress took no action.

Local Action

During 1942 and 1943, the American Bar Association’s unau-
thorized practice committee was comparatively inactive—
partly, no doubt, because of wartime conditions.

Local bar associations, however, were putting increased
pressure on the CPAs,

During the decade in which the controversy had been de-
veloping, the Institute received reports of pressures on state
societies in 14 states, which in order of occurrence were as fol-
lows: New York, Virigina, Louisiana, Minnesota, Missouri,
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Ohio, Illinois, Pennsylvania, Wisconsin, Arkansas, Colorado,
Connecticut, Rhode Island, and Massachusetts.

These pressures took various forms. In some cases efforts
were made to persuade CPAs to sign voluntary agreements
which would have limited the scope of their practice. On the
advice of the Institute that federal tax practice should be
dealt with at the national level, most of the state societies
refused to join in such agreements. Some bar associations in-
troduced bills in state legislatures which would have limited
customary activities of CPAs. The CPAs often opposed such
bills successfully. In other instances local tax commissions or
boards were persuaded to alter their regulations so as to limit
the scope of accountants’ practice before them.

The greatest danger, however, as it soon became clear, was
through action in the state and local courts. Accountants who
sued for fees for tax services began to find that they were
opposed with the contention that they had engaged in the
unauthorized practice of law. The courts had the power to
regulate the practice of law, and therefore to determine what
it was.

The local bar associations, accordingly, could apply to the
courts for injunctive relief. In 1943, the Lowell, Massachu-
setts Bar Association sought an injunction against a non-
certified accountant named Loeb and associates who had ad-
vertised their readiness to make out tax returns for a fee. In
the lower court an injunction was granted, forbidding them
from continuing to prepare tax returns, on the ground that
this was the practice of law.

The case was appealed to the Supreme Court of Massachu-
setts. The Massachusetts Society of Certified Public Accountants
filed a brief as a friend of the court, protesting the trial court’s
decision. The Supreme Court reversed that decision, stating
that the preparation of simple tax returns for individuals, with
which the Loeb organization was mainly concerned, was not
the practice of law. The Court, however, specifically left open
the question whether the preparation of complex tax returns
might constitute the practice of law.
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Formation of National Conference

Under date of January 5, 1944, David F. Maxwell, the new
chairman of the American Bar Association’s committee on
the unauthorized practice of law, wrote to Victor H. Stempf,
then president of the Institute. The letter referred to complaints
from all parts of the country that unscrupulous and untrained
persons were preparing income-tax returns to the detriment of
the public, and expressed the hope that present evils might be
eliminated by co-operative efforts of the Bar Association and
the Institute. Mr. Maxwell invited the Institute to send a
representative to the next meeting of his committee, to be
held in St. Louis, for the purpose of considering means of
eliminating such “unlawful activities.”

William Charles of St. Louis had succeeded Mr. Byerly as
chairman of the Institute’s committee on co-operation with
bar associations. He attended the meeting of Mr. Maxwell’s
committee and reminded the lawyers present of the numerous
discussions between representatives of the two organizations
in the past. Mr. Charles also suggested that the Bar establish
a committee on co-operation with accountants, instead of
dealing with the Institute solely through its “unauthorized
practice” committee.

Mr. Maxwell said that the Bar Association had formed “con-
ferences” with other groups, such as bankers and real-estate
brokers, to consider in a co-operative manner problems of
mutual interest. He proposed that the American Institute and
the American Bar Association form a National Conference of
Lawyers and Certified Public Accountants. This idea appealed
to Mr. Charles and his committee. The governing bodies of the
two national organizations also approved, and the National
Conference of Lawyers and Certified Public Accountants was
established a few months later. Representatives of the Bar
Association included a member of its board of governors, the
vice-chairman of its tax section, a representative of the admin-
istrative law committee, and two members of the unauthorized
practice committee. The Institute’s representatives included the
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chairman of the committee on co-operation with the Bar Associa-
tion, a past president and member of the ethics committee, the
chairman of the tax committee, a member of the executive com-
mittee, and the chairman of the committee on co-operation
with the SEC.

A joint release to the press announcing formation of the Con-
ference indicated that controversial questions would be mini-
mized. The presidents of the Institute and the Bar Association
were quoted as saying that, in modern times, more and more
the average citizen was required to seek the professional ser-
vices of both accountants and lawyers; harm and injury resulted
when such services were rendered by unqualified persons; the
American Bar Association and the American Institute had been
created to aid their members and serve the public; they had
continually raised their standards of practice, enforced codes
of ethics and insisted on higher qualifications; and that one of
the objectives of the National Conference would be to co-
ordinate the common efforts of these two great associations to
improve and expand the usefulness to the public of both.

In an atmosphere of cordiality evoked by these sentiments,
the first working meeting of the Conference was held at Phila-
delphia, May 6, 1944. A statement of objectives consistent with
the press release was adopted. Subcommittees were appointed
to study various problems and report back. One of the subcom-
mittees was assigned the objective of considering misunderstand-
ings involving fundamental issues between the two professions
and recommending means for disposing of them. The next meet-
ing of the Conference was set for September 10, 1944, in Chicago.

A Dash of Cold Water

The Institute members were encouraged by the friendly and
reasonable attitude of the lawyers at the first Conference meet-
ing. But their optimism was cooled when they received a copy of
the report of the American Bar Association’s unauthorized prac-
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tice committee, prior to the annual meeting of the Association
in August—one month before the coming Conference meeting.
David Maxwell, who was co-chairman of the National Confer-
ence, was also chairman of the unauthorized practice commit-
tee. The report of this committee referred to the Conference,
expressing the hope that it could agree on where the practice
of accountancy ended and the practice of law began. But the
report went on to say that since the Revenue Act of 1944 had
simplified income-tax returns for the average individual, there
was no further necessity for distinction between simple and
complicated income-tax returns. Preparation of all income-tax
returns, other than the optional ones for individuals with income
less than $5,000, should be construed as the practice of law, the
report declared. Hence local committees were advised to act
promptly to prevent unqualified individuals from preparing such
returns. Reference was made to the Massachusetts Supreme
Court decision in the Loeb case, leaving open the question
whether preparation of complicated tax returns was the practice
of law. The report said, “However, in the opinion of your com-
mittee this case may be used as authority in any suit to prevent
an unqualified person from preparing a more complicated tax
return under the new revenue law.”

At the September meeting of the Conference the Institute’s
representatives objected strongly and bluntly to the statements
in the report of the unauthorized practice committee, pointing
out that there was no reason why local bar associations would
not accept these statements as applying to CPAs as well as
others. Mr. Maxwell protested that this was not intended—
that by “unqualified individuals” his committee meant the so-
called “fly-by-nights.”

The lawyers were conciliatory. It was suggested that Mr.
Maxwell appear before the House of Delegates, and make a
statement for the record that the pertinent passages of his
committee’s report did not apply to certified public accountants.

After further discussion, the Conference adopted a resolution
to the effect that the public would be best served if income-
tax returns were prepared either by certified public account-
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ants or lawyers; that it was in the public interest for members
of each profession to recommend the employment of members
of the other in appropriate circumstances; and that CPAs
should not prepare legal documents such as articles of incor-
poration, bylaws, contracts, deeds, trust agreements, wills, and
similar documents.

Subsequently, Mr. Maxwell appeared before the House of
Delegates and made a statement that the recommendation in
his committee’s report was not pointed at certified public ac-
countants, whom the committee recognized as professional
men, qualified by education and training to prepare income-
tax returns. Rather, he said, the report was directed against
the thousands of unqualified persons engaging in this activity.

The Bercu Case

In April 1945 the Institute learned that Bernard Bercu, a
CPA and a member of the New York State Society, had sued a
client for a fee for services consisting of tax advice. The case
was dismissed by the court on plea of the defendant’s counsel
that Bercu was practicing law without a license. It was under-
stood that Bercu intended to appeal, and it was rumored that
the New York County Lawyers Association would enter the
case as friend of the court. All members of the National Confer-
ference of Lawyers and Certified Public Accountants were noti-
fied of this decision.

At the next meeting of the Conference it was announced that
Bercu would withdraw his appeal. In the circumstances, it was
the sense of the Conference members that no action was nec-
essary.

However, it was subsequently learned that the New York
County Lawyers Association was bringing injunction and con-
tempt proceedings against Bernard Bercu for having engaged
in illegal practice of the law by rendering tax advice for a fee.

Edwin Otterbourg was chairman of the New York County
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Lawyers Association’s committee on unauthorized practice of
law. He was also a member of the National Conference, and
co-chairman of a newly formed New York Conference of Law-
yers and Certified Public Accountants, organized by the New
York State Society of Certified Public Accountants and the
New York State Bar Association. The issues involved in the
Bercu case were never discussed on the merits either in the
National Conference or the New York State Conference.

The New York society undertook to help Bercu defend him-
self in the injunction and contempt proceedings. The Institute
agreed to assist the state society in defraying the costs involved.
The state society engaged as counsel Mathias F. Correa, a
member of a prominent New York law firm, and a lawyer of
superior intellect and long experience in trial work. In 1947
the case was tried. The trial court handed down a decision
favorable to Bercu, holding that he did not engage in the un-
authorized practice of law in rendering the services to which
the County Lawyers Association had objected.

The Association appealed this decision. In April 1948 an
intermediate appellate court reversed the trial court’s decision
and held Bercu guilty of unauthorized practice of law in giving
tax advice to a taxpayer who was not a regular client of Bercu.
The appellate court drew a distinction between giving an
opinion on tax matters to one for whom the accountant had
not made up the tax return, or performed any auditing or
accounting service, and a case in which such tax advice was
incidental to regular accounting services.

The New York State Society decided to carry the case to
the highest court in New York State, the New York Court of
Appeals, and the Institute promised continued backing.

Hearings were held before the Court of Appeals, but in the
spring of 1949 the court sustained without opinion the decision
of the intermediate appellate court. Thus it appeared that in
New York it would be illegal for a CPA to give tax advice to
a client whose income-tax returns he had not prepared or for
whom he had not rendered any other accounting services.

While the Bercu case was being fought, relations between the
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Institute and the American Bar Association became steadily
worse,

The CPA members resented the fact that some unauthorized
practice committees of local bar associations were attempting
to solve the problem by force—by resort to the courts—without
adequate consideration of the complexities of tax practice, and
the close interrelationship of law and accounting which it
involved.

It was feared that the national and state Conferences of
Lawyers and CPAs might be used to keep the accounting pro-
fession busy talking, while the unauthorized practice commit-
tees brought specific cases before the courts in order to build
up common-law precedents limiting the scope of the CPAs’ tax
practice.

The Drift Toward Conflict

In 1946 and 1947 efforts to arrange a meeting of the National
Conference of Lawyers and CPAs at a time and place satisfac-
tory to both groups were unsuccessful.

Meanwhile, several state bar associations issued statements
on tax practice which were regarded as hostile to the account-
ing profession.

Further, representatives of the American Bar Association
sponsored in Congress an Administrative Practitioners Bill,
which provided for enrollment of all practitioners before ad-
ministrative agencies of the federal government. Lawyers would
be accepted for enrollment on a showing of their professional
status. Others would have to conform with certain provisions
of the bill which could have created great difficulties for CPAs.
After careful study the Institute decided to oppose the bill and
to appear at hearings against it.

Shortly afterward another bill was introduced containing a
provision to make the Tax Court a court of record. At the
Institute’s request, this bill was amended to provide that no
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person should be barred from practice before the Tax Court
because of his failure to be a member of any particular pro-
fession or calling—a provision identical with that of the 1942
Revenue Act providing for the change of name from Board
of Tax Appeals to Tax Court. Bar association spokesmen at-
tacked the Institute’s amendment on the ground that it would
be an affront to the dignity of a court to be forced to admit
laymen to practice before it.

In 1947, John D. Randall became chairman of the American
Bar Association committee on unauthorized practice of law,
and co-chairman of the National Conference of Lawyers and
CPAs, succeeding Mr. Maxwell. Mr. Randall testified in favor
of the Administrative Practitioners Bill before the House Ju-
diciary Committee in July 1947, and what he said contained
no comfort for the accounting profession.

In 1948 hearings were held on both the bill to make the Tax
Court a court of record and the Administrative Practitioners
Bill. Testimony was presented by representatives of bar asso-
ciations and representatives of the Institute and several state
societies. The views of the two groups were in direct and some-
times sharp conflict.

The proposed change in status of the Tax Court was
dropped, leaving that body as before, an agency in the execu-
tive branch of the government. 1

The Administrative Practitioners Bill was completely re-
drafted so as to eliminate many points to which the Institute
had objected. Congress adjourned without taking any action
on this bill,

The Bar’s reaction to the Institute’s testimony was acri-
monious. The Unauthorized Practice News, a bulletin pub-
lished by the American Bar’s unauthorized practice committee,
described the Institute’s brief as “a masterpiece of innuendo,
specious pleas, irrelevancies, and evasions of the essential issue,”
and said that it did not “hesitate to belittle the legal profession.”

At this point the Institute prepared a statement of its posi-
tion on the controversial questions involved in tax practice,
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and published it in The Journal of Accountancy for March
1948. State societies were asked to encourage their members
to convey this point of view to clients and others interested.

The statement emphasized the difficulty of drawing a clear
line between the functions of lawyers and accountants in tax
practice. The important role of accountants in tax matters
over a period of nearly 40 years was stressed. The first re-
quirement for the preparation of an income-tax return, the
statement said, was the determination of income—basically a
problem of accounting. It was recognized that the services of
lawyers were necessary when legal problems arose and that
accountants should not attempt to settle questions such as domi-
cile, the laws applicable to trust funds, or the construction of
wills.

Co-operation between the two professions, rather than con-
flict, was called for in the interest of the public as a whole.

The Conway Case

In 1948 the unauthorized practice committee of the Ramsey
County Bar Association, Minnesota, brought suit for an injunc-
tion against a non-certified tax practitioner named Conway,
on the ground that he had engaged in the unauthorized prac-
tice of law in offering advice to a supposed taxpayer whose re-
turn Conway had been asked to prepare. Actually, the sup-
posed taxpayer was an agent of the bar association—it was
a clear case of entrapment. Some of the carefully framed
questions which Conway had been asked to answer involved
alleged “legal” questions, including whether certain money
spent on improvement of a building was deductible from earn-
ings, and whether produce loss sustained by frost and flood
was a deductible item.

The Minnesota Society of Certified Public Accountants de-
cided to enter the case in an effort to prevent a sweeping de-
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cision unfavorable to CPAs. Institute representatives conferred
with Minnesota society officers and legal counsel, and offered
the co-operation of the national organization.

Mounting Concern

The Institute’s Council in its 1948 report to the membership
made it clear that developments were viewed with grave con-
cern. The report stated:

The Institute was largely responsible for preventing passage of
two bills in Congress which would have restricted the activities of
non-lawyers to practice before federal agencies and before the Tax
Court. . . . It is already practically certain that bills to accomplish
the same purposes will be reintroduced. . . .

The decision of the [trial court] in the Bercu case, holding in
general that a certified public accountant might properly give tax
advice to persons other than his regular clients, was reversed in the
Appellate Division. . . .

The Institute has offered its co-operation to the Minnesota Society
of Certified Public Accountants in its effort to prevent a decision
unfavorable to the accounting profession in the Conway case. . .

Reference was also made to activities at the state level. The
Council’s report continued:

All these matters have introduced uncertainty and confusion in
the field of tax practice. The National Conference of Lawyers and
Certified Public Accountants has been wholly inactive for the simple
reason that there could be no hope of settling issues around the
conference table which had already been publicly thrown into con-
troversy before the courts and the Congress. Representatives of the
Institute have conferred with representatives of the Treasury Depart-
ment to consider the extent to which it may be possible for the
Treasury to take the lead in bringing order out of what threatens
to become a chaotic condition in the field of tax practice. Confer-
ences with the Treasury and representatives of the American Bar
Association are expected to occur in the coming months.
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Appeals to the Federal Government

In the fall of 1948, the Institute approached the Treasury
Department with a suggestion that consideration be given to
the possibility of regulating practitioners who prepared tax re-
turns, in somewhat the same manner as agents representing
taxpayers before the Treasury Department were regulated. The
Institute reasoned that preparation of federal tax returns, being
an integral part of the collection of the federal revenues,
should not be subject to the jurisdiction of state and local
courts—as in the Bercu and Conway cases—whose decisions
inevitably would vary widely with variations in the factual
issues presented. The recent trend of events might lead to
complete confusion as to who could do what in the federal
tax field.

A conference was arranged in Washington in November, at-
tended by representatives of the Institute, the tax section of the
American Bar Association, the Treasury Department committee
on practice, and the Bureau of Internal Revenue. After a full
morning of discussion it was the conclusion of the government
representatives that it would be impracticable to register, disci-
pline, or attempt to control the estimated 300,000 persons who
prepared tax returns for others. It was said that most of these
persons knew more about simple tax returns than the average
taxpayer did, and were therefore helpful to the Bureau in col-
lecting the nation’s revenues. It was clear that the Bureau did
not favor limitation of the preparation of tax returns to lawyers
or certified public accountants or both.

Thereafter, representatives of the Institute informally ap-
proached members of the American Bar Association’s tax sec-
tion, suggesting that relations between the two professions might
be improved if the Bar were represented by lawyers most
familiar with tax practice. This suggestion received a sympa-
thetic reception. The House of Delegates of the American Bar
Association adopted a resolution, which in effect instructed
the unauthorized practice committee to consult with the tax
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section on matters involving tax practice and relations with
certified public accountants in that field.

Another Blow

Without warning, under date of December 10, 1948, Mr.
Randall, as chairman of the national unauthorized practice
committee, sent a circular letter to all members of the House
of Delegates of the American Bar Association, and to the presi-
dents and secretaries of all state and local bar associations.
This letter stated that his committee refused to compromise
certain principles relating to the “practice of law” by CPAs
in the “tax law field,” and made the following declarations:

1. A CPA was not qualified to advise a taxpayer as to his
election of legal remedies—the Tax Court, a District Court, or
the Court of Claims—when a wrongful assessment was to be
contested.

2. A petition to the Tax Court was a legal document, and
an accountant who drew it was engaged in the practice of law.

3. A claim for refund might provide the basis for litigation,
and when an accountant prepared such a claim he engaged
in the practice of law.

4. The fact that CPAs were admitted to practice before
the Treasury Department did not authorize them to practice
law or to give legal opinions, and, in the opinion of the un-
authorized practice committee, the time had come, in the
public interest, to review the general rules of practice before
the Treasury Department.

5. Publicity put out by accountants had led the public and
some lawyers to believe that tax law involved only accounting

concepts.
6. The accountants’ societies had opposed the change of

the Tax Court to a court of record and had opposed the
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Administrative Practitioners Bill, which had been supported
by the unauthorized practice committee,

7. The committee believed that accountants were assuming
the function of lawyers in the areas described, and the legal
profession would not support any compromise or concession
on the basic principles involved.

Mr. Randall was advised informally that the accounting
profession disagreed with much of his letter, and that none of
these issues had been referred to the National Conference of
Lawyers and Certified Public Accountants for discussion. The
question was raised whether the National Conference could
accomplish anything useful if unilateral statements were to be
made on both sides.

The president of the Institute, then Percival F. Brundage,
also wrote to the president of the American Bar Association to
protest Mr. Randall’s action. The distribution of his letter to
members of the Bar’s House of Delegates and to officers of
local bar associations, Mr, Brundage said, would stir up antago-
nism between the two professions, and create the false im-
pression that CPAs generally were practicing law. Mr. Brundage
asked the president of the Bar Association to take steps to
avoid such unilateral pronouncements and to make arrange-
ments through which the issues could be discussed in good
faith by representatives of the interested groups.

The president of the Bar Association replied that the Ameri-
can Bar and its members were anxious to work in co-operation
with the Institute, and that he would take the matter up with
Mr. Randall.

There followed an informal exchange of correspondence
and a personal discussion with Mr. Randall, as a result of which
he expressed willingness to meet informally with Institute rep-
resentatives and representatives of the tax section of the
American Bar Association, to discuss all items in controversy
and to consider the possibility of restoring the National Con-
ference. This meeting was arranged for March 15, 1949, in
Washington.
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More Action on the Legislative Front

Meanwhile, a new version of the Administrative Practitioners
Bill was introduced in a form which, with a few changes, would
be acceptable to the Institute since it would not impair the
rights of CPAs to practice before federal agencies.

Carl McFarland, chairman of the administrative law section
of the American Bar Association, was the main supporter of
the bill. After discussion with an Institute representative, Mr.
McFarland agreed to the few changes which the Institute sug-
gested. Conferences were also held with the bill’s sponsor in
Congress, Congressman Francis E. Walter, who acquiesced in
the changes. One item of controversy was thus eliminated.

However, a new bill to make the Tax Court a court of record
was also introduced. Efforts by the Institute to include amend-
ments which would maintain the right of CPAs to file petitions
before the Tax Court were unsuccessful. Institute representa-
tives, therefore, appeared at hearings and opposed enactment
of the bill unless such amendments were made. While the
Judiciary Committee of the Senate reported the bill favorably,
it was not acted upon by Congress.

Since the filing of petitions with the Tax Court was con-
sidered a necessary step in many cases toward a reasonable
and prompt settlement of tax controversies in the Bureau of
Internal Revenue, the Institute gave thought to other possible
arrangements in the event that the Tax Court finally became a
part of the federal judiciary.

The House Ways and Means Committee, as the originator
of all tax legislation, was naturally interested in arrangements
for representation of taxpayers and settlement of tax contro-
versies. The Tax Court problem was therefore discussed with
Congressman Wilbur Mills, the chairman of that powerful
committee.

As a result, Congressman Mills introduced a bill providing
for the creation of an independent tax settlement board, em-
powered to settle controversies between taxpayers and the
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Bureau of Internal Revenue on a completely informal basis,
without the necessity of litigation. The Tax Court would re-
main as a channel which taxpayers could choose for formal
proceedings.

Resumption of the National Conference

At the March meeting of representatives of the two national
groups in Washington, Mr. Randall, Mr. McFarland, and
Messrs. Hamel, Kilpatrick, and Miller of the tax section of
the American Bar Association were present. All the issues
between the two professions were discussed.

There was agreement by both groups on the pending Ad-
ministrative Practitioners Bill with the changes made at the
suggestion of the Institute.

It was agreed to disagree on the Tax Court bill, though
without acrimony. The lawyers made it plain that they could
not accept the Mills bill providing for an independent tax
settlement board.

It was proposed that the National Conference of Lawyers
and Certified Public Accountants might resume effective ac-
tivity if the Bar representatives could include at least two
representatives of the tax section. Mr. Randall promised to
consider this suggestion.

After interim correspondence another meeting of the in-
formal group was held in June 1949. There it was agreed
that the National Conference should be reactivated following
the annual meeting of the American Bar Association in the
fall, that those to be appointed to the Conference should be
members of the two organizations who had not served actively
on the Conference before, and that the tax section and other
interested groups in the Bar Association should be represented.

It was also agreed that the National Conference should
request local organizations to refrain from litigation or legis-

229



lation hostile to either profession until the conference groups
had an opportunity to consider any dispute.

There was discussion of procedures in the pretrial settle-
ments of tax controversies which might protect the status of
CPAs, and remove their opposition to inclusion of the Tax
Court in the federal judiciary.

At a third informal meeting of the same group in August
it was suggested that a comprehensive statement be developed,
defining the area of agreement by the members of the reac-
tivated Conference on what normally constituted the proper
scope of activity of accountants and lawyers in the tax field—
and that controversial questions on which agreement could not
be reached be deferred for later consideration.

Following the annual meetings of the two national organi-
zations in the fall of 1949, the National Conference was re-
activated.

Three of the five lawyer members were present or former
members of the unauthorized practice committee, including
Mr. Randall and David Maxwell who, in the meantime, had
served as president of the American Bar Association. He was
named co-chairman of the Conference,

Percy Brundage, then senior partner of Price Waterhouse
& Co., who had just completed his term as president of the
Institute, was the other co-chairman.

A Statement of Principles

The first meeting of the reactivated Conference was held
in New York, December 19, 1949. All ten members were
present. A news release was agreed upon and issued to the
press, announcing the activities of the Conference and its in-
tention to formulate a statement of principles to serve as a
guide in disposing of disputes.

The Conway case in Minnesota, in which the Minnesota
Society of Certified Public Accountants had intervened, with
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the encouragement of the Institute, was still before the courts.
At this December meeting it was decided that the case had
gone too far for the Conference to intervene. This may have
been an unfortunate decision, since the case was to cause more
trouble later.

There was calm and friendly discussion of the several cur-
rent issues on which there had been disagreement, but it was
agreed that before attempting to deal with them an effort
should be made to formulate a broad statement of principles
governing relationships between the two professions.

Such a statement was drafted by a subcommittee in the early
spring of 1950, and after two days of editing and revision in
April the National Conference approved it without dissenting
vote. The co-chairmen were asked to seek approval of the
Council of the Institute and the House of Delegates of the
Bar Association.

In essence, the statement in its preamble said that lawyers
and CPAs were members of professions whose services were
necessary to business and that, while legal implications and
accounting aspects of business problems were separate, legal
and accounting phases were often so interrelated that they
were difficult to distinguish, particularly in the field of income
taxation. For the guidance of both professions the Conference
recommended six principles, which boiled down to the fol-
lowing:

1. It was in the public interest that assistance in federal
income-tax matters be rendered by lawyers and certified public
accountants, while each profession should encourage clients to
seek the advice of members of the other on proper occasions.

2. Either lawyers or certified public accountants could prop-
erly prepare federal income-tax returns; however, when ques-
tions of law or accountancy arose the respective practitioner
should suggest the retention of a member of the other pro-
fession.

3. Many proposed transactions involved the necessity of
ascertaining probable tax effects, and also required the appli-
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cation of legal principles: in such transactions the taxpayer
was best served by utilizing the joint skills of both a lawyer and
a CPA. Only lawyers should prepare legal documents, or give
advice on legal matters, or take the steps necessary to create
or dissolve different forms of business organizations. Account-
ants should not describe themselves as tax consultants or tax
experts, as lawyers were already prohibited from doing by
their canons of ethics.

4. Both lawyers and CPAs were entitled to practice before
the Treasury Department, but if in the course of such proceed-
ings questions arose involving the application of legal or ac-
counting principles the respective practitioner should rec-
ommend retention of a member of the other profession.

5. Under existing Tax Court rules, non-lawyers could be
admitted to practice, but in the interest of taxpayers the ad-
vice of a lawyer should be sought when a formal notice of
deficiency was issued by the Commissioner, since a choice of
legal remedies was then afforded the taxpayers.

6. Claims for refund might be prepared by members of
either profession, provided that where a controversial legal
issue was involved, or the claim was to be made the basis of
litigation, the services of a lawyer should be obtained.

The conclusion of the statement said that it was intended
to be tentative, subject to revision and amplification in the
light of experience. It was recommended that local co-opera-
tive committees or conferences patterned after the National
Conference should be organized in the several states.

This statement was submitted, discussed, and approved at a
meeting of the Council of the Institute a few days later.

On reference to the Board of Governors of the American
Bar Association, however, portions of the statement were ques-
tioned by members of the committee on unauthorized practice
of the law. A subcommittee of the Board of Governors studied
it during the summer, and then recommended that it be re-
ferred back to the Conference for reconsideration of the
passage dealing with tax advice.
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The Conference reconvened on February 8, 1951. Mr. Ran-
dall had again been appointed co-chairman for the Bar Asso-
ciation, succeeding Mr. Maxwell.

After lengthy discussion, there was unanimous agreement on
substitute language for the paragraphs in the joint statement
dealing with tax advice. The new language, in effect, stated
‘that lawyers and CPAs were often asked about the probable
tax effects of transactions, and that determination of tax effects
frequently was within the function of either the CPA or the
lawyer; however, when problems arose which raised uncer-
tainties as to the interpretation of law (both tax law and general
law), or uncertainties as to the application of law to the
transactions involved, the taxpayer should enlist the services
of a lawyer; when the case involved questions of classifying and
summarizing transactions in a significant manner in terms of
money, or interpreting the financial results thereof, a certified
public accountant should be retained; in many cases the skills
of both professions would best serve the public interest.

The group also agreed on a new section providing that when
a CPA learned that his client was being specially investigated
for possible criminal violation of the income-tax law, he should
advise the client to seck the aid of a lawyer.

The revised statement was approved first by the House of
Delegates of the American Bar Association, and then by the
Council of the Institute in the spring of 1951.

Hostilities Not Eliminated

While the Statement of Principles was being hammered
out, the trial court in Minnesota held Conway guilty of the
unauthorized practice of law in giving tax advice, and granted
the injunction requested by the Ramsey County Bar Association.

Conway appealed to the Supreme Court of Minnesota.
While Conway was not a CPA, the executive committee of
the Institute decided that an effort must be made to persuade
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the Minnesota Supreme Court not to decide the case in such
broad terms that the legitimate activities of certified public
accountants would be curtailed. With the permission of the
court, counsel for the Institute filed an amicus brief directed
to this end.

Thereupon the American Bar Association intervened as
another friend of the court and filed a brief supporting the
local bar association. The state society and state bar association
had already entered the case.

The sweeping arguments in the American Bar Association
brief apparently ignored the positions tentatively reached by
the National Conference of Lawyers and Certified Public
Accountants, and if sustained, could result in severe limitation
of the CPAs’ tax practice.

The 1950 annual report of the national committee on un-
authorized practice of law, while it mentioned rather briefly the
reactivation of the National Conference, also had a militant
tone. Triumphant reference was made to the Bercu case as
a landmark in the move to prevent the practice of law by
unauthorized and unqualified persons—this, despite the fact
that Bercu was a CPA. The intervention of the Institute, it
was said, had given the case national significance and delimited
the accountants’ permissible field of activities even outside of
New York.

The report also made favorable reference to the decision
of the trial court in the Conway case. It was said to have de-
termined that interpretation of income-tax laws, rules and
regulations, and court decisions was the exclusive field of
those licensed to practice law. Income-tax returns involving
questions of law alone or law and accounting combined, it was
said, were indicated by this decision as within the field of the
lawyer. The report was signed by John D. Randall, chairman,
and other members of the unauthorized practice committee.

The tone of the report was discouraging to the Institute
members of the National Conference, of which Mr. Randall
was a member,

In Massachusetts and the District of Columbia, local boards

234



of tax appeals had amended their rules so as to exclude CPAs
from practice before them.

The concern among accountants was growing into alarm.
The Institute organized a “task force,” consisting of the chair-
men of the committees on federal taxation and relations with
the Bar, with three members of the executive committee. This
group was authorized to take prompt action in case of emer-
gency, without necessarily awaiting meetings of the executive
committee or the Council. This step was considered necessary
because the many fronts on which tax-practice problems were
arising—in the courts, in Congress, in the Treasury Depart-
ment, in the states, and in the American Bar Association—
required continuous, co-ordinated attention and prompt de-
cision-making ability.

Mathias Correa, who had fought the Bercu case for the New
York State Society, was retained as special counsel by the
Institute in addition to its regular counsel, Covington & Bur-
ling, in Washington.

The December 1951 issue of the Unauthorized Practice News
contained an article entitled, “Co-operation Between Lawyers
and Accountants in Tax Practice” by Edwin M. Otterbourg, a
former member of the National Conference, which said, in part:

It was because both certified public accountants and public account-
ants assumed the right to engage in the general practice of tax
law that the Bercu and Conway litigations were instituted. . . .

The accountants refused to recognize that the well-settled prin-
ciples of what constitutes unauthorized practice of law. . . should be
applied in the tax field.

At long last the American Institute of Accountants. . . grudgingly
conceded that the foregoing was true in the income-tax field. This
completely disposed of the felicitous argument that “tax accounting”
depended merely on a certified public accountant’s knowledge of
“accepted accounting principles.”

Other speeches and articles by lawyers accused accountants
of practicing law. The Institute’s leaders feared that local bar
associations would be encouraged to attack certified public
accountants on a broad front.
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The gravity of the situation was reflected in Percival Brun-
dage’s report to the Council, as co-chairman of the National
Conference, in April 1952. He said, “Many lawyers find no
difficulty in persuading themselves that the bulk of tax prac-
tice consists of legal services which should be performed by
lawyers. Extremists in the legal profession publicly lay claim
to virtually the entire field of federal income-tax practice as
the exclusive domain of the lawyers, conceding only that cer-
tified public accountants may prepare simple income-tax re-
turns and perform the other accounting services necessary in
connection with income-tax practice under the general super-
vision of the lawyer. Fortunately, there are more moderate
views in the legal profession. . ..”

Referring to the National Conference’s Statement of Prin-
ciples, Mr. Brundage said, “This document does not answer
many of the specific questions which have been debated, but
it does, nevertheless, accomplish several other important
things.” He stressed the recognition that both professions had
a legitimate place in the tax field, and that questions of law
and accounting in federal income tax were interwoven and
overlapping. He continued, “The statement leaves virtually
untouched, however, the core of the controversy, which is the
question whether the determination of specific items of income
and expense is essentially a matter of accounting regardless of
the extent to which statutory rules, regulations, or judicial de-
cisions must be observed in such determinations . . . or whether
the application of law for any purpose, including the determi-
nation of taxable income, is essentially the practice of law.
. .. This question will probably have to be resolved sooner or
later. . ..”

Mr. Brundage also reminded the Council that local bar
associations might initiate punitive actions against CPAs if
they so desired, as in the Loeb, Bercu, and Conway cases, and
that state and local courts, “which almost by definition can-
not be expected to have an intimate understanding of federal
income-tax matters,” would find it difficult to understand the
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CPA’s position, and thus might easily be persuaded that the
income-tax field was essentially a field of law.

However, he questioned whether state and local courts had
jurisdiction over federal tax practice: “They have dealt with
it on the assumption that the practice of law is subject to state
regulation, but there are very solid grounds for the belief that
the federal courts might hold that the scope of activity of an
agent enrolled to practice before the Treasury Department, in
a matter involving collection of the federal revenues, is a mat-
ter of federal jurisdiction.”

While strongly advocating a sincere co-operative effort to
reach an amicable solution of the difficulties by direct negotia-
tions with the Bar, Mr. Brundage recognized that if the views
of the more belligerent lawyers prevailed the accounting pro-
fession must take whatever action was possible in self-defense—
if necessary, to take the controversy to the business public,
the taxpayers, who in any case must foot the bill. The im-
portance of maintaining good communications with the Bu-
reau of Internal Revenue, the Treasury Department, its com-
mittee on practice, and the appropriate members of Congress
was also emphasized.

Another Crisis in the Conference

In 1952 and 1953 the National Conference continued to
meet. It considered a number of cases involving fee litigation
in tax matters and resolved several of these situations. It came
to agreement on several peripheral policy questions. It re-
ported in 1953 that in 19 states local conference groups or
other co-operative relationships between lawyers and CPAs
had been established. |

The National Conference was actively supporting the Ad-
ministrative Practitioners Bill in Congress—as revised in ac-
cordance with the Institute’s suggestions.

At a meeting of the Conference in October 1953, however,
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a cloud no bigger than a man’s hand crossed the horizon. The
lawyers asked the accountants’ interpretation of the phrase in
the Statement of Principles, “uncertainties as to the interpre-
tation of law (both tax law and general law) or uncertainties
as to the application of law to the transaction involved. . . .”
The accountants interpreted the phrase to mean uncertainties
of tax law in the sense of purely legal subject matter as dis-
tinguished from subject matter involved in determination of
income to be taxed.

The lawyer members of the Conference disagreed. They
suggested that the quoted portion of the Statement of Prin-
ciples conveyed an entirely different meaning to lawyers gen-
erally. A subcommittee was appointed to consider the possibility
of interpreting or amending this part of the Statement.

A Change of Policy

John W. Queenan, one of the top partners of Haskins & Sells,
succeeded Mr. Brundage as co-chairman of the National Con-
ference.

At the meeting of Council in the spring of 1954 Mr. Queenan
reported soberly on several ominous developments. The pres-
sure for clarification of the controversial section of the State-
ment of Principles had become more insistent. The lawyer
members of the Conference were urging further concessions
which the Institute representatives were not disposed to make.

In the past year unauthorized practice committees in Rhode
Island, California, and Florida had launched attacks—two of
them in court, one of them by threat—on three major areas
of tax practice by non-lawyers: preparation of federal income-
tax returns, representation of taxpayers before the Internal
Revenue Service, and practice before the Tax Court. The pos-
sibility was foreseen that continuous efforts would be made to
chip away the CPAs’ tax practice through state court deci-
sions—each case being cited as authority in another, and each
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going a little further in curtailing the tax practice of non-
lawyers.

“It seems doubtful,” Mr. Queenan’s report said, “whether
this trend of adverse decisions in state courts can be checked
in the long run by purely defensive action in every case in
every state where the bar associations may choose to attack.”
It was suggested that the only effective solution would be to
have the federal government clearly assume jurisdiction over
federal tax practice.

To this end, it was reported, the Institute had proposed to
the Treasury Department elimination or modification of the
section of Circular 230 which provided that “. . . nothing in
the regulations in this part shall be construed as authorizing
persons not members of the Bar to practice law.” This provi-
sion had been cited by Bar Association spokesmen as meaning
that non-lawyers enrolled to practice before the Treasury could
not perform work which the state courts had decided con-
stituted the practice of law. It was noted that the American
Bar Association had already indicated its intention of opposing
the change in Circular 230 recommended by the Institute.

Federal legislation to solve the problem was also suggested
as a possibility.

It was also reported that a new draft of an Administrative
Practitioners Bill had been prepared by the administrative
law section of the American Bar Association, which ignored
completely the agreements made several years before, re-
sulting in elimination of provisions objectionable to the In-
stitute. The new bill was dangerous in many particulars. Ef-
forts to have it modified through negotiations had failed, and
the Institute had been notified that the bill would probably
be introduced at an early date.

The immediate question posed to the Council was whether
it was time for the Institute to take its case to the public, in
spite of reluctance to exacerbate the situation. It was recognized
that an appeal for public support might provoke retaliatory
actions on the part of the Bar Association.

Nonetheless, the Council, after extensive debate, approved
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an aggressive program to inform clients, friendly lawyers, and
other interested segments of the public of the accountant’s
side of the controversy, and to resist by all possible means leg-
islation that might limit the legitimate activities of CPAs in
tax practice.

Soon after, the prestigious public-relations firm of Earl New-
som & Company was retained to assist the Institute in carry-
ing out the approved program.

Arthur B. Foye, senior partner of Haskins & Sells, was then
president of the Institute. He co-ordinated the activities of the
“task force” with those of Mr. Correa as legal counsel, Mr.
Newsom as public relations counsel, and the executive director
of the Institute, in carrying out the new program.

The Agran Case

One month after Mr. Queenan had reported to the Council,
the Superior Court, County of Los Angeles, California, handed
down a decision in the case of Reuben Agran, CPA v. Morris
Shapiro et al. Agran had sued for a $2,000 fee for services ren-
dered in a tax matter, and the Municipal Court in Los Angeles
had ruled in his favor. The defendants had appealed to the
Superior Court, contending that Agran had illegally practiced
law without a license.

Agran was a CPA, which distinguished his case from the
Conway case, and was enrolled to practice before the Treasury
Department. Shapiro was a regular client, whose tax return
Agran had prepared, which distinguished his case from the
Bercu case. The service in question consisted of an informal
settlement with the Internal Revenue Service involving a loss-
carryback adjustment, which could hardly be considered a
substantive legal question. Nevertheless, the Superior Court
held that Agran had practiced law.

Most alarming to the accounting profession was the court’s
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citation of the controversial section of the Statement of Prin-
ciples recommended by the National Conference and approved
by the Council of the Institute in 1951. The court held that the
plaintiff undertook to determine the tax effect of the defend-
ant’s transaction, the ascertainment of which involved “uncer-
tainties” both as to the interpretation of the tax law and the
application thereof to the transaction in question. This the court
viewed as the practice of law, and noted that Treasury De-
partment Circular No. 230 did not authorize non-lawyer
agents to engage in such practice.

The net effect of this decision seemed to be that a CPA in
Los Angeles County was engaged in unlawful activities when
he rendered services which the United States Treasury De-
partment had specifically authorized him to render.

From the Institute’s point of view, this was the last straw.

Appeal to the Treasury Department

A conference was arranged in July 1954, with the Secretary
of the Treasury, George Humphrey. The Under Secretary of
the Treasury, Marion Folsom, and a member of the Treasury
counsel’s office were also present. President Foye headed the
Institute’s delegation.

Mr. Foye explained that Treasury Department Circular No.
230 gave accountants enrolled to practice before the Treasury
the right to represent clients in tax settlements. The Agran deci-
sion took that right away from an enrolled agent. The only basis
for the Agran decision was an interpretation of the ambiguous
provision of Circular No. 230, that nothing therein was intended
to give non-lawyers the right to practice law. It appeared that
there was a need to clarify the meaning of that section.

After questioning by the Secretary of the Treasury and fur-
ther discussion, he requested a brief written statement of what
the Institute regarded as the proper scope of enrolled agents
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in tax practice, and invited the group to discuss the matter later
with Under Secretary Folsom.

Soon afterward Mr. Foye submitted a one-page statement of
the proper scope of accountants’ tax practice before the Trea-
sury Department. A recommendation for amendment of the
ambiguous section of Circular No. 230 was also submitted to
Under Secretary Folsom.

Appeal to Congress

Further legal proceedings in the Agran case were expected.
The Conway case had been decided by the Minnesota Supreme
Court in favor of the local bar association.

The Institute had announced its intention to oppose the
new form of Administrative Practitioners Bill, supported by
the American Bar Association, until the objectionable provi-
sions could be eliminated.

The National Conference had been unable to agree on an
interpretation of the controversial section of the Statement
of Principles relating to tax effects of transactions.

The Institute’s executive committee concluded that a cha-
otic situation could be averted permanently only by Congres-
sional action. After discussions of the problem, Congressman
Daniel A. Reed of New York, then Chairman of the House
Ways and Means Committee, introduced a bill to clarify the
responsibility and authority of the Treasury Department to
regulate federal tax practice. This bill specifically provided
that no one could be deprived of the right to practice before
the Department because of his failure to be a member of any
profession or calling. In explaining the intent of his bill, Mr.
Reed referred to the unfortunate results that would follow cur-
tailment of the role that professional accountants had occupied
in tax practice for 40 years.

The House of Delegates of the American Bar Association
voted to oppose this bill.
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Appeal to the Public

With the expert assistance of public relations counsel, Earl
Newsom and his associates, the Institute published a pamphlet
entitled “Helping The Taxpayer—A Discussion of Current
Issues Affecting Professional Services in the Field of Fed-
eral Taxes.” This pamphlet was a simple statement of the
issues involved in the controversy with the Bar, and the ex-
tent to which the public interest was involved. The discus-
sion was illustrated by a graph indicating what happened to
federal income-tax returns in 1952: 54,000,000 returns were
accepted as filed; 1,200,000 required minor adjustments after
mathematical verification or examination; 714,000 required dis-
cussion at lower levels of the Internal Revenue Service; 35,000
required discussion at intermediate levels of the Revenue Ser-
vice; 9,400 required discussion at upper levels of the Revenue
Service; 1,200 cases were decided in the Tax Court; 636 cases
were decided in actual courts of law.

This pamphlet was distributed to all members of the Insti-
tute, who were offered free copies for distribution to clients
and friends, businessmen and influential acquaintances. Two
hundred thousand copies were so distributed. Recipients in-
cluded deans of law schools, key members of Congress, selected
government officials, and editors.

Later, a fifteen-minute documentary motion picture was
produced under the same title—"“Helping the Taxpayer’—
illustrating what certified public accountants actually did in
tax practice. It included a scene in which the advice of a
lawyer was sought in dealing with a question of general law
which arose in connection with a tax case. This film was widely
shown,

The pamphlet aroused widespread discussion throughout the
country. Many lawyers wrote to the American Bar Association
about it.

Among others, Erwin Griswold, Dean of the Harvard Law
School, read the pamphlet. He was moved to write a friendly
letter to Mr. Foye, as president of the Institute, indicating
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regret that the Institute had seen fit to take the controversy to
the public, but offering to be of assistance, if he could, in
facilitating a settlement of the matter.

At the annual meeting of the Institute in the fall of 1954,
Maurice H. Stans, of Chicago, senior partner of Alexander
Grant & Company, had been elected president to suceed Mr.
Foye. Mr. Stans had been a member of the National Confer-
ence. Arrangements were made for him to meet Dean Griswold.

Dean Griswold Acts

At this meeting, Dean Griswold asked a number of chal-
lenging questions, but was apparently satisfied by Mr. Stans’
responses that the Institute sincerely desired a peaceful settle-
ment of the controversy.

Dean Griswold had accepted an invitation to address the
Association of the Bar of the City of New York. He decided
to make the tax-practice controversy the subject of his paper.
His speech was an even-handed, dispassionate analysis of the
current position.

He described the organization of the CPA profession, and
suggested that CPAs had earned the right to a position supe-
rior to that of non-certified accountants and other non-lawyers
in tax practice. He disapproved of the Institute’s public-relations
activities and its support of federal legislation to establish its
position in the tax field. But he expressed the view that there
could be no sharp dividing line separating the functions of
lawyers and certified public accountants in the tax area. “The
two fields clearly overlap,” he said. “They shade into one
another with no clear line between them. . . . It may well be
appropriate for a certified public accountant to do things which
would be over the line for another with less status.”

This speech was published and was read by many lawyers.

Some months later, in August 1955, Dean Griswold spoke
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on the same subject before the tax section of the American
Bar Association. His recommendation was to cool the contro-
versy, to return to the Statement of Principles, and to deal with
specific problems by friendly negotiation.

He expressed the view that the unauthorized-practice-of-
law approach to the tax-practice problem was not a sound
approach. “Obviously,” he said, “there are many things in-
volving the law and its application which can and must be
done by non-lawyers. The practice-of-law formula is not a
safe and sound approach, it seems to me, if it is taken to in-
clude a rule that any matter involving application of statutes,
regulations and court decisions can only be handled by a
lawyer.” With reference to the Agran decision, Dean Griswold
expressed the opinion that the court had taken a too literal,
or semantic, view of the concept of practice of law.

On the other hand, the Dean raised questions as to the pro-
priety of the activities of accountants in certain situations. How-
ever, he observed that in actual practice members of the two
professions were experiencing little difficulty in working to-
gether, and that the accountants generally had not been limited
in the customary scope of their tax activities in actual practice.
“This is an area,” he said, “where it is extremely difficult to
lay down explicit rules.”

These speeches and subsequent activities by Dean Griswold,
who enjoyed great prestige in legal circles, helped greatly to
create a climate conducive to ultimate resolution of the conflict.

Another Effort at Peacemaking

When Maurice Stans was nominated for the presidency of
the Institute in the spring of 1954, he talked with Tom Boodell,
a fellow Chicagoan, who was then chairman of the unauthorized
practice committee of the American Bar Association, about the
possibility of resuming friendly discussions on the tax-practice
problem.
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In the National Conference negotiations had reached an im-
passe, and the two professions were fighting in the courts, in
Washington, and in the area of public opinion. A long-drawn-
out period of battle was impending, which was bound to be
unpleasant for both sides.

No sooner had Mr. Stans been elected president than he
received a congratulatory letter from Loyd Wright, president
of the American Bar Association, suggesting a renewal of ef-
forts to resolve the difficulties between the two organizations
by negotiation.

The two presidents met in Chicago early in December 1954.
Their personal views of the tax-practice problem appeared to
be not very far apart. Mr. Wright agreed to ask a newly
created Bar Association committee on professional relations,
headed by William J. Jameson of Montana, a former judge,
to meet with a group of Institute representatives as soon as
possible.

This new committee had been appointed by Mr. Wright to
try to work out a settlement with the accountants. It included
representatives of the tax and administrative law sections of
the Bar Association, as well as Mr. Boodell of the unauthorized
practice committee.

The Institute was to be represented by a new committee
on relations with the Bar, headed by John Queenan, but in-
cluding four members who had not previously been involved
in the controversy.

These two groups, it was assumed, could take a fresh look
at the whole problem, unhampered by prejudices or personal
antagonisms which might have been developed in the negotia-
tions of earlier years.

The two committees met in Washington on January 25,
1955. Agreement was readily reached on the desirability and
practicability of an agreement which would resolve the entire
controversy, and both sides felt that the local organizations of
each profession could be persuaded to accept such an agreement.

The lawyers agreed without hesitation that the accounting
profession had an important role in taxation which was wel-
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comed by the Bar and should not be curtailed. This generaliza-
tion was qualified by an indication that accountants should
not invade the field of law, and that the 1951 Statement of
Principles should be the criterion.

There was general agreement that CPAs should be permitted
to continue to prepare returns and represent taxpayers in pro-
ceedings before the Treasury. However, the lawyers felt that
CPAs should not practice in the Tax Court. They recognized
that below that level it was impossible to draw a clear line
between legal and accounting elements of tax practice.

There appeared to be agreement that it was necessary for
CPAs to interpret and apply the Internal Revenue Code and
related regulations and court decisions. However, the lawyers
cautioned that there were many matters in which CPAs should
not operate alone, and on which lawyers should be brought
into collaboration.

There appeared to be agreement that Circular No. 230 could
be amended to protect the rights of CPAs to practice before
the Treasury Department without limitation. However, the
lawyers felt that this should be done without eliminating the
proviso prohibiting non-lawyers from practicing law.

The Institute representatives agreed that legislation along
the lines of the Reed Bill would be unnecessary if Circular
No. 230 could be amended satisfactorily.

Both sides felt that joint machinery established by the two
professions could resolve any confusion as to the purpose and
interpretation of the Statement of Principles.

The Institute’s representatives agreed to support legislation
which would make the Tax Court a court of record if CPAs
presently enrolled to practice before the Court were protected
by a grandfather clause.

There was no objection to a reaffirmation of the Statement
of Principles, if it was understood that it did not define the
limits of the practice of accounting or the practice of law,
and was not intended to be used in court proceedings as had
been done in the Agran case.

The two groups agreed to support an administrative practi-
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tioners bill along the lines of the earlier Walter Bill, without
the troublesome proviso included in the pending bill that no
one not a lawyer should be authorized to practice law.

The next step was to draft an agreement covering all points
discussed, and place this agreement before the Board of Gov-
ernors of the Bar Association on February 19 and the House of
Delegates on February 21. A subcommittee was appointed to
draft the agreement.

During the following few weeks, under intense pressure, the
subcommittee, with the assistance of its colleagues, devel-
oped successive drafts of such an agreement.

Meanwhile, the Under Secretary of the Treasury had been
advised that the two organizations were making a sincere effort
to reconcile their differences.

The efforts to develop precise language reflecting the gen-
eral agreements continued right up to the eve of a meeting
of the two negotiating groups scheduled for February 18 in
Chicago, where the Bar Association’s House of Delegates was
to meet three days later.

At that meeting it was impossible to get full agreement on
precise language. The effort continued through the next day.
With each successive draft the proposed statement became
shorter, in an effort to eliminate controversial language and
to deal only with the essential elements of the problem. The
final effort consisted of four short paragraphs stating, in effect,
that both sides reaffirmed the Statement of Principles with the
understanding that it was not a definition of the practice of
law or accounting, and was not intended to be used in adversary
proceedings; that the Tax Court should become part of the
judicial system, but that non-lawyers already admitted to prac-
tice before it should be permitted to continue; that CPAs were
permitted to practice without limitation before the Treasury
Department; and that differences between the two professions
should be resolved by conference rather than by litigation.

At a final meeting on February 20 it became evident that
agreement even on this brief statement was impossible.

Subsequent information indicated that the five members of
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the Bar Association’s negotiating committee could have readily
reached agreement with the Institute’s representatives, but had
been unable to secure the acquiescence of other influential
members of the Bar whom they had felt obliged to consult on
the matter.

The Institute’s representatives left Chicago with a profound
sense of disappointment and discouragement.

Judge Jameson reported on behalf of his committee on pro-
fessional relations to the House of Delegates of the Bar Asso-
ciation. He said he had hoped to come before the House with
a definite agreement for approval. While this had not been
possible, he felt that progress had been made. He described
the discussions that had been held with representatives of the
Institute, and indicated the difficulty of reaching agreements
in the somewhat tense atmosphere that had developed, but
said that all parties had acted in good faith and that tentative
agreements had been reached on a number of matters.

In order not to hamper further negotiations, Judge Jameson
said, he would not attempt to explain to the House the areas
of agreement or disagreement at this time.

He did, however, discuss the question of what would happen
if no agreement were reached: “In that case,” he said, “the
accountants will press very vigorously for the enactment of
these two bills that are now pending in Congress. . . . They
have accumulated a substantial fund for that purpose. In fair-
ness to the accountants, I should say they are not using that
fund as a threat or anything of that kind, but we know they
do have a very substantial sum of money to spend for that
purpose. We can’t hope to match that in the event we get into
this controversy. What does that mean? It means we have to
spend some money, of course. . . . We hope that won’t be nec-
essary. . . . I think it would be, and I know all the members of
the committee agree, a serious mistake from the standpoint of
both professions, as well as the public, if we do have to get
into this controversy.”

He proposed that the special committee be continued, and
authorized to continue negotiations with the American Insti-
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tute of Accountants and others with respect to problems arising
in tax practice. A resolution to this effect was adopted by the
House of Delegates.

In April 1955, the Institute’s new committee on relations
with the Bar, which had conducted the negotiations with Judge
Jameson’s committee, reported to the Council. The report
said, “At the close of the first joint meeting on January 25
the way seemed clear for reasonably early settlement of any
differences between the two professions. Efforts to draft a
document, however, which would incorporate the points of
agreement reached at the first meeting were unsuccessful.”
The report went on to say that after further meetings it became
clear to the Institute representatives that settlement of the differ-
ences by mutual agreement had little chance of success at
that time. “The two groups failed to reach an accord,” the
report said, “on the issue which the Institute representatives
considered basic to any overall agreement, namely, clarification
of Treasury Department Circular No. 230 so as to make it plain
that certified public accountants may continue to practice
before the Treasury Department as they have done for 40
years.” However, it was stated that the discussions had con-
tributed to a better understanding of the respective viewpoints,
and that the way was clear for resumption of discussions if
either group should wish to offer a fresh approach to the
problem.

At the same meeting of Council a special committee on tax
practice, headed by Arthur Foye, which had replaced the
earlier “task force,” reviewed the entire situation. The outlook
was ominous, The scope of the CPA’s tax practice was seri-
ously threatened in several states. The California State Bar
had entered the Agran case. The new Administrative Practi-
tioners Bill gravely threatened practice by non-lawyers before
all government agencies.

While recommending continuation of efforts to negotiate a
settlement with the Bar Association, the committee advocated
another effort to persuade the Treasury Department to clarify

250



its regulations to protect the present status of CPAs. If that
effort failed, it was proposed to renew the effort to secure
federal legislation to the same end. As a last resort a review
of the Agran case, or some similar case, by the United States
Supreme Court might be requested.

The Council approved these recommendations.

The Treasury Acts

Mr. Queenan advised Judge Jameson, his counterpart in the
Bar Association, that the Institute was determined to press
for a clarification of the CPA’s position by amendment of
Treasury Department Circular No. 230. Dean Griswold had be-
come a member of Judge Jameson’s committee. It was agreed
that the two committees would draw up a joint statement out-
lining the positions of the two organizations with respect to
the proposed amendment. Messrs. Jameson and Queenan called
on Under Secretary Folsom in May and presented him with
this joint statement.

Soon after, H. Chapman Rose succeeded Mr. Folsom as
Under Secretary of the Treasury. Under date of August 8,
1955, Mr. Queenan wrote Mr. Rose a lengthy letter reciting
the history of the Institute’s request for clarification of Circular
No. 230, beginning with the meeting with Secretary Humph-
rey a year before, The letter explained the Institute’s position
in detail, and the reasons why it had been impossible to reach
an agreement with the American Bar Asssociation. Finally the
request for clarification of Circular No. 230 was renewed.

Subsequently, Institute representatives met with Mr. Rose
and other key Treasury officials to discuss the matter.

Bar Association representatives also conferred with Treasury
officials, explaining their position.

The matter came to a head in January 1956. Intensive dis-
cussions were held by Under Secretary Rose and associated
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Treasury officials with both Institute and Bar Association rep-
resentatives.

A draft of a clarifying statement which might be made by
the Secretary of the Treasury was submitted to both groups.
After careful study the Institute’s group reported that the state-
ment was wholly acceptable without any change. The Bar
Association group found parts of it objectionable and requested
an opportunity to review the matter at a meeting of the House
of Delegates. The Institute’s representatives urged Mr. Rose
to request the Secretary to act promptly, predicting that if the
matter were submitted to large groups on both sides agreement
would be impossible.

On January 30 the Secretary of the Treasury issued a state-
ment which was inserted as a footnote in the appropriate part
of Circular No. 230. The statement included the following key
assertions: “It is the intention of the Department that all per-
sons enrolled to practice before it be permitted to fully represent
their clients before the Department. . . . The Department be-
lieves this has been beneficial to the taxpayers and to the gov-
ernment, and that there presently appears no reason why the
present scope and type of practice should not continue as it
has in the past.” Referring to the proviso that nothing in the
regulations was to be construed as authorizing persons not mem-
bers of the Bar to practice law, the Secretary’s statement
said, “It is not the intention of the Department that this
second proviso should be interpreted as prohibiting enrolled
agents from fully representing their clients before the Depart-
ment.”

The statement expressed gratification at the co-operative
efforts of the legal and accounting professions, as illustrated by
the joint Statement of Principles Relating to Practice in the
field of Federal Income Taxation. The Secretary’s statement
concluded with the following:

The question of Treasury practice will be kept under surveillance
so that if at any time the Department finds that the professional
responsibilities of its enrolled agents and enrolled attorneys are not
being properly carried out or understood, or that the members of
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either profession are not respecting the appropriate field of the other,
it can review the matter to determine whether it is necessary to
amend these provisions of the Circular or take other appropriate
action.

In the view of the Institute’s legal counsel and its policy-
making committees, this statement clearly indicated the Trea-
sury Department’s intention to reserve the right to decide
what its enrolled agents could and could not do, and for the
time being to impose no restriction on the customary practice
of enrolled agents, regardless of the findings of state courts.

A basis for resumption of co-operative relations with the
American Bar Association was established.

The National Conference Reconstituted

The American Bar Association apparently accepted the Sec-
retary of the Treasury’s action as conclusive. Steps were im-
mediately taken to resume meetings of the Institute’s committee
on relations with the Bar and the Bar Association’s committee
on professional relations. By September 1956 the two commit-
tees had drafted a joint statement reiterating support for the
Statement of Principles and proposing machinery to resolve
differences that might arise.

By April 1957 the National Conference of Lawyers and Cer-
tified Public Accountants had been reconstituted, with the
membership of the two co-operating committees as members.
Agreement had been reached on a joint statement, “The Profes-
sional Relations of Lawyers and Certified Public Accountants,”
which had been printed and widely circulated. This joint
report included the text of the Treasury Department’s inter-
pretation of Circular No. 230, and the text of the Statement of
Principles. Copies were circulated among state societies of CPAs,
and state and local bar associations. Specific questions coming
before the Conference group had been settled without diffi-
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culty. Efforts were made to have local associations of both
professions adopt and approve the Statement of Principles
without change.

Peace and tranquility were being restored. Tensions were
being relaxed. An atmosphere of mutual confidence and co-
operation was being created.

John Queenan, who had been chairman of the Institute’s
delegation through the delicate negotiations of 1954-55, and
had maintained cordial personal relations with Judge Jameson
as chairman of the Bar’s committee on professional relations,
continued as co-chairman of the Conference representing the
Institute until 1961, when he was elected president of the Insti-
tute. He was then succeeded by Thomas D. Flynn. Judge
Jameson retired as co-chairman representing the Bar Associa-
tion in 1959, when he was succeeded by Dean Griswold, whose
attitude throughout had been judicial and friendly.

The National Conference was influential in settling contro-
versies which arose in a number of states, either through
threatened suits to enjoin accountants from the unauthorized
practice of the law, or through suits by CPAs for fees which
were defended on the ground of unauthorized practice. The
lawyer-members of the National Conference were influential
in dissuading some state or local bar associations from intended
hostile actions against the accounting profession. Gradually in-
cidents of this nature ceased, and the situation became stabilized
throughout the country.

One source of continuing irritation to members of the Bar
was the employment of lawyers by accounting firms. It was
widely suspected—and Dean Griswold in his speeches had
echoed the feeling of many lawyers—that lawyers on the staff
of accounting firms were permitted to do legal work for clients.

After discussion of this problem the Institute representatives
of the National Conference agreed that lawyers employed by
accounting firms should not be permitted to do anything that
the firms were not permitted to do.

In 1958, the Institute affirmed this position by adopting a
new rule of professional conduct reading, “A member in his
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practice of public accounting shall not permit an employee to
perform for the member’s clients any services which the mem-
ber himself or his firm is not permitted to perform.”

The Tax Court

Another question of continuing discussion was the status of
the Tax Court. The Bar Association strongly supported transfer
of this body to the Judiciary. The Institute maintained the
position that it would support such a measure if certified public
accountants already admitted to practice before the Court were
permitted to continue under a grandfather clause, or, alterna-
tively, if an informal tax settlement board were created before
which certified public accountants might represent their clients.

In 1968 the Institute’s Council resolved to support the trans-
fer of the Tax Court to the Judiciary provided CPAs already
admitted to practice would be permitted to continue, and
provided that if a small claims division of the Tax Court were
created, as had been suggested, CPAs would be permitted to
practice before it.

Administrative Practice Legislation

The Institute had been instrumental in blocking a series of
bills supported by the American Bar Association relating to
practice before administrative agencies of the federal govern-
ment. The main thrust of these bills was to permit lawyers in
good standing in their own states to represent their clients be-
fore any federal administrative agency without special enroll-
ment. Most of these bills also contained provision for repre-
sentation by non-lawyers under specified circumstances, but
sometimes subject to restrictions which might have handicapped
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CPAs in their tax practice or in informal representation before
other agencies.

Another bill of this type was introduced in 1964. Bar repre-
sentatives were unwilling to make changes which would satisfy
the Institute, and Institute representatives were obliged to
oppose the bill at hearings before the Committee on the Judi-
ciary of the House of Representatives. The state societies of
certified public accountants strongly supported the Institute’s
position by communication with their own Congressmen. The
proposed legislation failed to pass.

However, similar legislation was introduced with the support
of the Bar in 1965.

Efforts were made by the Institute to reach agreement with
the Bar Association on amendments which would protect the
CPASs’ position before the Treasury Department and other
agencies, but without success.

The critical hour was approaching. The Congressional com-
mittees were preparing their reports on the bill.

On August 30, 1965, Thomas D. Flynn, then president of
the Institute, and the executive director met privately with
counsel for the subcommittee of the Senate Judiciary Com-
mittee which had this bill in charge. After explaining the
reasons for the Institute’s position, Mr. Flynn stated that if
the bill were amended to provide specifically that certified
public accountants were entitled to practice before the Treasury
Department, the Institute would support the legislation, and
would do everything possible to neutralize any opposition from
other quarters. However, he said that if such an amendment
were not adopted the Institute would have no choice but to
mobilize all its resources in opposition to the bill.

The response was that if the Bar Association would agree
to such an amendment it would be included.

Mr. Flynn immediately telephoned the president of the
American Bar Association, who consulted his associates and
then informed Mr, Flynn that the American Bar Association
would not object to the inclusion of the desired amendment.
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On September 13, Institute representatives met with the
president, the executive director, and other representatives of
the Bar Association in Washington. Agreement was reached
on the precise language of the proposed amendment. The
entire group then met with Representative Willis of Louisiana,
the sponsor of the House version of the bill, who agreed to
accept the amendment on which the two groups had come to
a meeting of the minds. On September 15, the Senate Judiciary
Committee approved the bill, including the Institute’s amend-
ment. On September 23, the Willis subcommittee of the House
ordered the bill favorably reported with the Institute’s amend-
ment. The bill passed both houses of Congress and was desig-
nated as Public Law 89-332. It contained the following
provision, inserted as an amendment at the Institute’s request:

Any person who is duly qualified to practice as a certified public
accountant in any state, possession, territory, commonwealth, or the
District of Columbia may represent others before the Internal
Revenue Service of the Treasury Department upon filing with that
agency a written declaration that he is currently qualified as pro-
vided by this sub-section and is authorized to represent the par-
ticular party in whose behalf he acts.

Thus, after a struggle lasting over decades the status of CPAs
in practice before the Treasury Department was confirmed
specifically in a federal statute.

In the end, after 30 years of controversy, the Treasury
Department and the Congress had settled the matter. The
authority of CPAs in the tax field was firmly established. But
this might not have happened if the organized Bar had offered
massive resistance. It is a tribute to the restraint, the objec-
tivity, and the fairness of those leaders of the legal profession
who undertook to referee the controversy that no such massive
resistance developed. To those distinguished members of the
Bar the accounting profession is deeply indebted.
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CHAPTER 10

Education and Experience

ONE oF the first concerns of the organized account-
ing profession in the United States was the training of candi-
dates. The American accountants had no authority to require
apprenticeship training of the sort prevailing in Great
Britain, where the Institutes of Chartered Accountants were
accrediting agencies (‘“‘qualifying bodies). The only alterna-
tive seemed to be formal education plus experience in public
accounting.

The Institute’s predecessor, the American Association, at-
tempted to establish its own school of accounting, but failed.
More success attended subsequent efforts to encourage colleges
and universities to introduce courses in accounting. The num-
bers of educational institutions offering such courses increased
rapidly, but the scope, nature, and level of these courses
varied widely. There was nothing the national professional
organization could do about it except advise and exhort.

Since control of requirements for the CPA certificate was
in the hands of the respective state boards of accountancy,
preliminary requirements for the certificate also varied widely.
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For decades the emphasis was on experience. It was not until
the 1930’s that New York introduced the first requirement
of college education as a prerequisite for the CPA certificate.
Then it seemed necessary to define the kind of college edu-
cation that would be acceptable, which the New York au-
thorities did by specifying courses to be taken and hours to
be devoted to them. ‘

Foreseeing similar developments in other states, the Insti-
tute’s committee on education thought it would be helpful to
set up standards of education at the national level, which
might encourage uniformity throughout the country.

In 1937 the chairman of this committee was Professor Roy
B. Kester of Columbia University, an accounting teacher of
great prestige and author of a well-known textbook on
accounting.

Proposed Educational Standards

The committee’s 1937 report proposed that the Institute
(1) endorse four years of collegiate training as a minimum
educational requirement for professional practice, with a
specified number of hours devoted to professional subjects;
(2) formulate standards covering courses and their content,
faculty personnel, library and laboratory equipment, and
financial resources—these standards to be used as a basis for
rating the schools offering professional training in accountancy;
(3) encourage amendment of the state accountancy laws to
introduce higher educational requirements for the CPA certifi-
cate; and (4) broaden the CPA examination in accordance
with ‘the suggested program.

One member of the committee submitted a minority report,
objecting to the effort to put accounting curricula in a “strait-
jacket,” and also to the proposal that the Institute accredit
educational institutions.

However, the report was submitted to the executive com-
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mittee, which proposed to the Council a resolution endorsing
the majority recommendations. The Council debated the mat-
ter at length. The resolution was amended in some respects,
and finally was adopted with four members being recorded

as voting in the negative. The substance of the resolution was
as follows:

1. That the Council favored the highest practicable
standards of preliminary education, similar to those effective
in other professions, such as law or medicine;

2. That desirable standards were completion of a full
course in a college of liberal arts plus graduate work in ac-
counting;

3. That the Council favored college courses specifically
designed to train students for public accounting practice, and
approved the suggestions of the committee on education as
to cultural and professional subjects to be included in such
courses;

4. That the committee be instructed to develop standards
by means of which the Council might judge whether courses
in any given educational institution met with its approval;

5. That the CPA certificate should be available to can-
didates lacking formal education who met high standards of
apprenticeship training; and

6. That additional experience should be required of ap-
plicants for the CPA certificate who had not completed satis-
factory courses in accountancy of collegiate grade.

The committee on education was delighted with this recep-
tion. It proceeded to analyze the catalogues of schools which
were members of the American Association of Collegiate
Schools of Business. A questionnaire was also sent to the deans
of these schools to obtain supplemental information.

By 1940, however, resistance to the committee’s program
was developing. Many deans and accounting professors,
including influential members of the American Accounting
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Association, objected to the Institute’s proposal to develop
detailed curricula and standards for accreditation of account-
ing courses in the business schools.

Some practitioners also objected to the committee’s ap-
proach, but for different reasons. They felt that too little
emphasis was being placed on technical training, and too
much on “cultural” subjects.

From both dissident quarters there were rumblings of dis-
content at the Council meeting in the spring of 1940.

Meanwhile, efforts were being made through other chan-
nels to strengthen the Institute’s relations with the American
Accounting Association, representing the academic branch of
the profession. Several members of the Institute’s executive
committee met with representatives of the Association in
December 1939 for informal discussion of common problems
and the possibility of closer co-operation. Among the topics
of discussion were the CPA examinations, accounting educa-
tion, and accounting research. Thereafter the president of the
Association was invited to attend the spring meetmgs of the
Council of the Institute.

The executive committee then decided that, before the
committee on education published a list of schools meeting
the curriculum standards which the Council had approved,
an effort should be made to reach agreement with the Ameri-
can Accounting Association on such standards and that deans
of schools of business should be given notice at least a year
before publication of such a list. In these decisions, the com-
mittee on education gracefully acquiesced.

In 1941, T. Edward Ross, one of the founding partners of
Lybrand, Ross Bros. & Montgomery in Philadelphia, suc-
ceeded Professor Kester as chairman of the education com-
mittee.

Mr. Ross arranged a meeting in Detroit in September 1941,
which was attended by representatives of the American Ac-
counting Association, the American Association of Collegiate
Schools of Business, and the Institute’s education committee.
A complete stenographic transcript of the discussion was made.
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At this meeting it was concluded that the establishment of
minimum standards for accounting education would be very
difficult, partly because of the differences of opinion among
educators about the emphasis which should be placed on pro-
fessional subjects as contrasted with general cultural studies.

It was agreed that, at the stage of development which both
accounting practice and accounting education had then
reached, the most useful service which the Institute’s educa-
tion committee could perform was to report to educators the
experience of practitioners in employing graduates of various
types of accounting courses, and that the pedagogical problem
of preparing and adjusting courses of study to meet the pro-
fession’s requirements should be left to the educators.

To emphasize its determination not to meddle in pedagogi-
cal affairs, the executive committee decided in 1944 that the
Institute’s committee on education should be composed en-
tirely of practicing accountants, rather than including edu-
cators as in the past. Co-operation between practitioners and
educators was expected to be accomplished by working with
a corresponding committee of the American Accounting As-
sociation.

The new chairman of the Institute’s committee on educa-
tion was the same John W. Queenan who later played so
prominent a part in the events described in Chapter 9.

The previous educational program of the Institute, aimed
at uniform standards, was abandoned. A new program of
joint action by the Institute and the American Accounting
Association was presented, with emphasis on what the Insti-
tute could do to help the teachers; for example, by providing
instructors with records of actual cases in auditing, by pro-
viding special training for war veterans, by accepting students
as interns for a quarter of their collegiate year, by giving
younger accounting instructors an opportunity to obtain public
accounting experience, by developing staff-training programs,
and by encouraging students to prepare for the accounting
profession. To implement the latter suggestion a revision was
undertaken of the pamphlet “Accountancy is a Career for
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Educated Men,” which the Institute had issued in 1926 as a
recruiting device.

Matters of curriculum and teaching methods were left
completely in the hands of the academic fraternity.

The numbers of college graduates entering the profession
were increasing. The diversity of educational backgrounds,
however, was marked. Many of the candidates were liberal
arts majors, and many others were science or engineering ma-
jors. Less than half, it was estimated, were accounting majors.

From 1945 to 1951, the Inst