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SOME OBSERVATIONS ON THE RELA TION
BETWEEN FINANCIAL AND TAX
ACCOUNTI NG PRACTICES .

Those who discuss ths subject of tax accounting and financial
mmqumtumm.mmmt.mmm
ences between the two systems, That is natural, Such a discussion
@h“mhmmmmmmuamt. However,
partisanship in such arguments is not too unlike the fiotional
leopard — it seems to change its spots according to circumstances,
Since 1 have to deal mostly with financial accounting, it is usually
in discussions of questions in that field that I hear about tax
accounting, Jitrangely enough -~ or perhaps ot so strangely — I am
told quite oftem that a particular accounting wmethod camnot be followed
because it would not be acceptable for tax purposes and that to insist
upon its use would mean that two sets of books (in addition, of courss,
to cost records and other interpretative records) would have to be
kept, On the contrary, when & proposal is made to require in
finanaial accounts the use of a method or of amounts accepted for tax

purposss, I an frequently told that the method or amount in question

i3 one of those things you have to do or use for tax purposes, but is
not, of course, the sort of thing that can be used in financial accounts,
Toummorhum{mmmguntwotﬁmspimm

1/ 1 shall use the term "financial accounting” as a shorthand way of

referring to the body of accounting prineciples and methods followed in °
presenting financiasl statements to stockholders and investors,
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choosing our "authorities®". Certainly I have cited tax accounting

requirements as support in numerous discussions snd have denied their
relevancy in other fields,

To obtain a proper perspective of the relation between tax and
financial accounting, it is necessary at the outset to recognize that
the two fields arse perhaps 80% or maybe 90% consistent, That area of
similarity is in the long run a good deal more important than the -
remainder in which practice is not consistent, It gives ground for
hope that the area of dissimilarity can be narrowed, It invites also
the conclusion that =any of the differences are the direct result of
essentially different objectives and problems in the two fields, If
tﬁgt conclusion is sound, and I think it is, no satisfactory appraisal
of differences can be n#dz and no logical recommendations for
eliminating differences can be arrived at without a rather careful
determination of just what those differences are. As accountants,
you are well aware of the fundamental goal of financial accounts ——
the pressntation of a fair and informative report, businesswise, on
the condition of ths business and the results of its opmtiéna. The
other speaker tonight, Mr, Tarleau, is far more compestent than I to ’
explore the objectives and problems of tax accounting. Nevertheless,
I would like to call attention to one or two things which, in my
judgment, do account for (and justify) many of the differences between

the two systems,
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The power to tax income from whatever source derived as set
forth in the 16th amendment is broad, leaving to the legislative tranch
the decision whether to tax all incoms alike or whether to tax different
forms of income in different ways or at different rates, The Congress
may also determine whether to tax all of the income from a particulsr
source as such or whether to permit the malking of certain dedustions
therefrom, As is evident from the most casual reading of the tax code,
all of these prerogatives have been exercised by the Congress, Dividends
received by corporations, for exsmple, are taxed differently from their
operating revenues. Deductible items are specified at times in general
terms; in other instances in very specific language. ‘corta:l.n categoriss
of @Mtwes - charitable items for example, or politiocal contri-
butions — are permissible deductions only in limited amounts or not at
2ll, Special forms of deductions quite unrelated to any tenets or
principles of accounting are sometims s authorised for particular
industries, as, for example, percentage depletion, The impact of ths
tax law is sometimes softened by special forms of relief provisions in
an effort to do oquity in meritorious cases, In other instances, the
privilege of dedustion for tax purposes is withheld where the expenditure
in question is repugnant to public policy, Also, by virtus of changes
in tax rates, or even in methods of taxing, in accordance with ths need

for revenus, a very great -phuii :La\lu.d upon the time when items are
deductible — dedusticn in one period rather than another (even with
the benefit of éxisﬂ.ngurrybuhmdoarryfmrdn)nyruﬂtin
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wholly dissimilar tax effects depending on the relative levels of
income and of taxes, Finally, it is apparent that in the drafting
and interpretation of tax statutes, neither Congress nor those whe
advocate particular tax provisions have felt obliged to exclude frem
conaideration broad matters of public policy and national econemis
health with the result that the tax law is often so drafted as to
encourage certain types of activity and to discourage thl;lo I have
no desire nor would it be appropriate for me to seek to put in issue
the merits of such policies, I only point out that they are points
of view or considerations which miy and often do necessitate or at
least result in tax requirements that are different frcu those generally
agreed upon as appropriate for financisl purposes,

In éontra.lt to these considerations involved in revenus tills,
financial accounting is primarily designed to report what happened
when it happened. Expenditures that have resulted in no benefit or
the benefit from which has been received are no less & charge against
current revenue because they may have been improper or illegal or not
a "necessary business expense”, It is not for accounting to asccord
them different treatment than other expenses, except in the matter of
classification or in the recognition of possible rights of astion agdnlt
those responsible for the expenditure,

A second major contrast springs from practical considerations,
partially dus to fluctuating tax rates, It is apparent that to permit
tax de@uctima'on the basis of conjecture as to possible future expenses
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or losses unsupported even by broad experience ratios or other data
on like transactions of the business in the past, would enable un~-
warranted shifting of "expenses® and "losses" into high tax and profit
years and out of low tax and profit years, Hence, it is generally true
that losses and expenses are ordinaﬂ.ly recognised only upon the basis
of an external event such as a sale er its equivalent, For financial
purposes, on the other hand, there is every reason to attempt a fair
approximation of slowly accruing losses and expenses long before they
have been absolutely and finally determined. This point of view has
been firmly expressed by the Commission in various cases, of which the
best é;;:"{:perhaps the Associated Gas and Electric opinion, It may
be pointed out, too, that even with benefit of the cury—&ck)mry-
forward provisions taxation is still fundamentally a periodic affair
so that losses and profits of different years are not fully offset,
Financial accounting on the other hand is a continuous process so that
the losses of one year are offset against the profits of another through
the permanent equity aécounts. That offsetting process is interrupted
only by the disposition or perhaps reorganization of the/ business,

In one respect ths development of tax accounting principles has

its nature tax accounting requires a rather comprehensive and dota;lod
set of rules, regulations, published interpretations and opinions, In
addition there are embodied in tax procedure well established means
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for placing disputed issuss before the appropriate tribunals for final
decisions, More important, the interests of the parties, in terms of
dollars and cents, are so immediate and important that the oourts,
including the Supreme Court, have had innumerable opportunitiss to
decide, and to discuss in their opinions, those issues which are
controversial. In contrast, the instances in which matters of finanoial
accounting have come befors the courts are rare, indesed, However, the
considered opinions rendered in tax. cases ars a valuable part of the
discussion of financial accounting questions, a part that has not, I
m, been fully utilised in daliberations over the merits of
financial accounting practices. Such dscisions must, of cowrse, be
nﬁprouclud,with soms caution to determine whether the decision in the
particular case was teundod on special considerations of the revemws,

‘not germane to financial accounts, such as those I have mentioned

earliocr. To all those who view accounting as a series of cenventions
devoid of and unrelated to any fundamental principles comparabls teo,
let us say, the law of gravity, such court decisions must be controlling —
at least under owr law that is the traditionsl method of settling disputes

" on the facts or on the interpretation to bs acsorded social and business

conduct. Yo those who asaribe to accownting principles somsthing mere
than the status of oonventions, perhaps a status akin to eoconomisc
principles, the opinions of the courta must nevertheless stand as
authorities not lightly to be disregarded.

The fact that there are differences betwesn the tax and finencial
accounting practices of a particular company is itself a fast that must
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be given due considersation in the preparation of the financial state-

. ments, Much attention has been givem to this prohlem in recent years

by all interested in scoomting matters — and soms owrious and nevel
solutions have been proffered. In scms respsots, at least, tie
existence of the problem is dus to & refusal or failure on the part
of financisal acoounting to acespt ome of the prineiples of tax ao-
counting. 1 have in mind the question of surplus charges versus
inocons charges. mmmmémmm_n_l_orm
taxable incoms all of the dedustille items — the balanse being net

- taxable inocozs. hﬁmdnmmamm.mdiudhw

to arrive at scms estimate of what might be termed "but for® profits —
mtu,mtm'msm«-wmm-mur-mmtw
some fixed assets wers scld at s loss, or soms bends were refwnded o
some payments made to insugurate & peasion plan, or some additional
taxes were lsvied, The "but fers” are either put in a ssparate ssotimm
of the inocome statemsnt or tucked swmy in s statemsnt of surples, And
80 a problem is created, The "but for® incoms is not what is tamable -~
and the taxes paid or %o be paid are thus not in the expested ratio

%0 the reparted income, And sc we find & mechenims develeped whish -
either charges the "but for" incems with '
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"but Tor® texes or else, leaving taxes "as is", charges the income with
80 much of the items carried to surplus as is necessary (when added to
the taxes payable) to arrive at the "but for"™ income less the “but for"
taxes., Tonight is not the time to discuss the merits of this particular
controversy since it is little more than an interesting side issue to
the main topic <~ financial versus tax accounting, It may be observed,
however, that an attempt to arrive at "regular® or "normal" or "expected”
sarnings is considered by many to be a function of financial analysis
rather than ef accounting — though perhaps it is something best done
by accountants, At all events, the manner in which I have presented
the issue may perhaps serve to indicate my own view, which I think is
also that favored by the Commissioneg

Occasionally, the effect of tax accounting is such as to pose
very substantial and difficult problems to the financial accountant,
I will cite twe cases, one actual and one potential, In a recent case
a company had acquired all of the outstanding stock of a closely-held
company for, let us say, $1,000,000 cash. Immediately on acquisition
the new subsidiary declared and paid to its new parent a cash dividend
of $1,000,000, leaving it with net assets of about $1,000,000, Of
these only about half were long term fixed assets whose worth might be
said to be subject to some —— though in the particular case apparently
not much ~- uncertainty, The reason given for such a transaction was

that by this means the vendor stockholders would have a capital gain
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" for tax purposes who‘rou had they sought to obtain the sccumulated
profits of the company directly they ‘onld have been treated as ordinary
taxable income and would have been taxable at very high rates. But to
the financial accountant the question was, should the stock be carried
in the accounts of the new parent at sero (cost $1,000,000, less a
$1,000,000 dividend paid from acquired surplus) even though the sub-
sidiary had sound assets after the dividend of $1,000,000. On the
facts of the particular case a statement was accepted in which the
stock after the dividend was carried at approximately $1,000,000.

The potential case will be far more widespread, Many companies’
engaged in war work will find themselves in the postwar period with two
plants, only one of which can be used, One of these will be the prewar
plant, relatively obsolescent and uneconomical but carrielf in the
 accounts at depreciated cost., The other will be a modern and efficient
plt erected for war work and ocarried at sero —- since it was
amortized for both tayhnd financial purposes at 20§ per year because
it had qualified as an emergency facility under Sec. 124 of the tax
law, If the o]d. plant is scrapped or sold, as seems most likely, we
are left with the perplexing question of whether the company should
thenceforth reflect no plant in its statements and report its income
without any depreciation charge., Or should the remaining plant be
“written up® to its apparent value; contrary to what is generally
accepted as sound accounting practice, to show assets at cost less

depreciation, .
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“hers is ample ovidence tlat tax accounting requirsments and
decisions have lad a direct influence on financial accounting practice,
tio not refer at this lute date to the chan'gea brought about at the
time income taxation was begum, but to its present hlflﬁamc on current
juestions, 1n general, this influence tukes two forms — one, determ-
inations nude as to factual yuestionsj the other, determinations as to
ratters involving brosd questions of accounting theory, Perhaps the
est example in the latter group is a final determination that wunder

the lém%mmmmt somaething 18 or 48 not incomes -—— as was the case
in the Lisner v, Hacombar und related decisions, In view of the

language of the lbth/qrmemhmt, that decision would seem to be fully
Linding on accountants,.

“rere are xany cxamples in the other category, It is not at
all uncarmion in filings with the Cormission to encounter adjustments
that are rade to bring tho books into agrevment with Tresswry or court
decisions as % deprecintion provisions, bad dsbt allowances end so en,
Oon the other hand, perticularly in the utility field, companies used
pretty consistently to take a good deal more depreciation for tax
jurposes than thay would acmit should be taken for financial purposes,

1n more recent years, through the effarts of regulutery agencies and
in-
us the/sdequacy of reserves accumulated for finanaial purposes became

more and more evident and 50 easily cemonstrated, there has been a

widesread tendency to increase the annual financial charge for deoreciation

-
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to about the sume figure as ia talksn for tax purposes.

One tax accounting praotice that has heen questionsd from
the financial scoounting viewpoint is the use af the so-called specifis
cortifiocate method of determining gain or loss on the disposition of
sesourities. The quupi.un becomes particularly acute in the fisld of
investment companiss where rsported results may be materially different
depending on whether the aspecific certificats method or some other
method is used. Securitiss of a given class or seriss are idmmtioal
in all their legal rights or privileges and consequantly they should,
in my opinion, ardinarily be handled as a fungible group for which
an average cost procedure is most appropriate. The erratis results
that can be achisved under the specific certificate method seem to me
wholly at odds with the homogeneous nature of a block of securities
‘and with the principles of financisl sccownting. Certainly, the
spesific cartificate plilosophy is not the customary approach in
acoounting for other fungihle goods. Nevertheless, the special tax
laws applicable t0 investment companies are of such impertance in the
finanoial affairs of the company and in the payment of dividends that
tod.hnhn.mtm:pnﬂumotmmmm
- presentation of financial statements of such oompanies except ty way
of sxplanation, '

In sews problems it is difficult to determine which mystem has
affected the other. This seems to be the case with the LiFO inventorymethed,
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While it first appearsd, I balieve, in financial Seseumting prectics,
it ws therw limited % a relatively few kinds of oompenies. Afver
moﬁw&iﬁmmycﬁmﬁmmuaf-m
restristed types of ocmpaniss. lore recently, a change im the tax
requirements o permit its muh wider use has resulied in its adoption
in 3 wide wariety of kinda of btusiness where theretofwre that methed
was not considered at all applicable. 1t 18, of courss, (o be dssired
timt campanies will employ & method of inventory acoowmting that will
2a8rly and roasonably neasure the balance of the inventary at the year-
ond s wall as the ocost of goods sold during the year. Sinos the
wmmuwumunwmma
particular comany have not yet bem clearly and firsly formlated,
the Comdasion has beent slow to object where companies have changed
%o thils method. Howsver, it is to ba presumsd that compsnies who
alift to the method have made & firm dsoision that will not be casuslly
altered.
‘mnammmmmammmamm—
particularly finuoial 2000mtants — have influsnoed tax requiremsnts.
Under a reoent Treaswy ruling the profit on war contrects Serminated
r«mmdmmmuumtmmmm&
youar of tarmination rether than of settlemsnt. While the point mxy
not have busn Leyond dispute, it ssemed to be the consensus prior to
the above ruling that swh profit was taxable in the yesr of ssttlememt.

-
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For finsncial purposes such trestment seened wseund in that 1t mde
the realisation of profit relsted primarily %0 the expedition with
vhich a elain was roessed and S the peesidlity of delay in obaining
necessary Govertment appreval rather $ham 40 the work dene farr whish
the jrofit was paid. These omaiderntions ware wyed by mny se-
ocomntants directly amd tlxough the prefessisnel soeistiss. The ruling
u.IW,d.hm—thMM

To swewrise: nxiuit.ehwimwm-oota
finanaial accoumnting preactiocs — that is, ons followed in preparing
- finanaial statements for use by stockbalders and investers — showld
Be Judged not ly whether it is generslly acoepted ly sccowntants or
WMMMWMW.MW
to the reasonabiensss of the result it schieves in pertraying
‘WMMMMIdﬁ.M. Under this
stendard the Commission has repeatefly held that acoomting principles
tiat uwre mscund oarmot be mads proper Wy a vote of stoockhelders, a
resolutien of & board of directars, o the previsions of the charter
wmm. ' * . ,

The fact that a particular prectice is widespread or is
supported by individusl scoomtants and accomting orgmisations, or
is required for a partioular pwpose is otwiously important md oftem
contrelling. But in the ond, sn accomting practice or prinoipls is
no sownder than the reasoning on which it is based,

< o




