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ED IT ORIAL DEPART MENT NOTE
If trade and indu stry operate during the next few years in accordance
with the provisions of the codes which have been and will be adopted by
the va riou s tra de a nd industrial grou ps, it seems quite certa in tha t accountants in general, and cost accountants in particular, will be faced with unusual opportunities for public service and personal advancement. However,
these opportu nities will ca rry with them ra ther gra ve responsibilities. If the
accountant is to perform his proper service to industry he must be taken
into pa rtnership with mana gement. His will be the task of furnishing the
necessary fa cts a nd figures to gu ide ma na gement in formu la ting sound production, distribution and financial policies. If the facts and figures which
he furnishes to mana gement are inaccurate or incomplete, or if they are
not presented in such a wa y as to comma nd the a ttention and confidence of
management, his efforts will be wasted and his opportunities lost. T he
future looks bright. Cost accountants are needed. Indu stry is calling, but
it is calling only for the cost a ccountant who realizes the responsibilities of
his job a nd who studies and strives continu ally to fit himself better for the
task ahea d. He mu st fit himself to becom e one of the k ey men in business
organizations.
The first pa per in this issue of our Bu lletin is entitled "T he Cost Accou ntant as the Key Man in Sha ping Policies." Charles B. E. Rosa ne, the
author, received the B. C. S. degree from Northea stern University, School
of Commerce a nd Finance, in 191 6. He wa s gra n ted the de gree s o f B. B. A.
and M. B. A. from Boston University, College of Business Administra tion,
in 1917 and 1919, respectively, a nd in 19 2 0 he beca me a C. P. A. of Massachusetts a nd New Ha mpshire. Fr om 1921 to 192 9 he was a m em be r of t he
sta ff of Cha rles F. Rittenhou se & Co. of Boston, and since 19 29 he ha s been
Trea su rer of the Calco Chemical Co. of Bound Brook, N. J. Mr. Rosane
has been a member of our Association since 1920 and has alwa ys ta ken an
active interest in our work. This paper was delivered before a meeting of
our Newa rk Chapter.
Myron A. Lee, the au thor of the second pa per, entitled "Produ ction Control a s a Remedy for the Depression," was gra du a ted from Cornell University
in 1909, with the degree of M.E. In 1913 he received a degree of M.M.E.
at Cornell. H e was an Engineer with Western Electric Company, Ha wthorne, Illinois; General Electric Company, Schenectady, and McIntosh
Seymou r Company, Auburn, N. Y. H e was Assista nt Superintendent at
Thoma s -Morse Aircra ft Corporation, Itha ca , N. Y., and Indu strial Engineer
at the Gleason Work s, Rochester, N. Y. At present he is Professor and
Hea d of the Depa rtment of Indu stria l Engineering, Sibley School of Mecha nical Engineering, Cornell University. Professor Lee presented this paper
before a meeting of ou r Erie Chapter.
Robert D. Ha u n, the a u tho r of th e thir d pa pe r, ent itled, "Statistical Costs
and Accou nting Costs," was born in 1901. H e is a gradu _4te of T he Sta te
College of Wa shington and holds a Ma ster of Ar ts degree from the University of Chicago. He ta u ght a ccou nt ing a t t he Sta te College of Wa shington three yea rs and ha s been connected with the University of Kentucky as
Associa te Professor of Accou nt ing a nd He a d of the Accou nting Depa rtment
for the pa st five years. Du ring his tea ching he ha s a lso enga ged in the pra ctice of public accounting. H e is a Certified Public Accountant and Vice
President of t he Kentucky Society of Certified Public Accountants. H e is
the a u th or of " Ca n You Ana lyze a Sta tement?" Credit M(nahly, December,
1928. The paper here pu blished wa s delivered before a meeting of ou r Lou isville Chapter.
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T H E COST ACCOUNTANT AS T H E KEY MAN IN
SH APING POLICIES
C. B. E. Rosane
Treasurer, The Calco Chemical Company, Inc.
Boun d Br ook, N. J.
HAS been my privilege to be a member of our Association
ITsince
and to observe the outstanding achievements of its
192o

officers in raising the standards of industrial accounting and in
educating its thousands of members in all of the industrial centers
of this country. I think that the reasons for this success have
been the high type of men attracted by the Association and the
tremendous value obtained in the exchange of ideas on the subjects in which all of us have such a keen interest. Consequently,
as members, we have a responsibility to uphold the work already
accomplished and to raise it still higher. And there is still much
to be done.
As you all know, our organization is devoted to the study of
the problems of the industrial accountant, and if we earnestly
undertake this study in conjunction with a large body, we will
profit by it and raise the standards of our work.
When we speak of "The Cost Accountant as the Key Man in
Shaping Policies" it may be presumed that the accountant we
have in mind is one truly skilled in all the branches of his work,
the recording of business transactions in an efficient and logical
manner, the clear presentation and interpretation of the results
of his work, and the direction of the methods of management
from the figures obtained. Our work, when properly done, gives
the basis for controlling costs. The accountant furnishes the
compass to steer the ship of management, and he has a profound
responsibility, as well as an exceptional opportunity, of bringing
together the other two main functions of management, production and sales, so that the three — production, finance, and sales —
may work together for a maximum of justifiable profit. In this
connection, we must learn to work with and lead the thoughts of
the production department and of the sales department when it
comes to costs. They can help us greatly and we can help them,
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but we must have their assistance to accomplish the maximum
results. The utmost cooperation of the three is essential.
The subject assigned to me begins with the words, "The Key
Man" —the man who holds the key to unlock or solve the difficult cost problems of the present day in order to guide management. I believe that we are assuming too much in saying that the
cost accountant is the key man, and I would rather say that he is
one of the principal key men in shaping policies, because it is
only the exceptional cost accountant who can also advise on all of
the problems of production and sales, and he can not often
weigh all of the intangible aspects of management.
Now, as to the responsibility of the cost accountant. As I
previously stated, he must first truly represent his title.
During the trying days which we are all passing through, I
am sure that many of you have had the experience of interviewing applicants for the position of "cost accountant," and I think
you will agree with me that it is with regret that we have seen
how loosely some men have taken unto themselves this title. I
would classify many of them, in justice to themselves, as cost
clerks, allowing that some of them are in the very embryonic
state.
As a next step, are we all agreed as to what we mean when
we speak of "cost "? There appears to be a great need for uniform practice. How many think of it as referring only to production costs? What about marketing costs, research costs, administrative costs and other costs not charged to production?
Is it not true that as the science of cost accounting has developed,
we have come to realize that the word "cost" refers to every dollar of expenditure incurred. We realized, of course, that it was
necessary for us to tackle our job in sections, and we first tackled
the question of production costs and have developed them to a
very fine point and have provided means of cost control in the
factory. But this is only one section of the costs which we
must account for and interpret.
In considering any given product, management should be shown
all of the costs and the final net profit of a product before intelligent judgment can be passed upon any question in hand. Consequently, if the real cost accountant accepts such a responsibility,
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he must have a firm background, a thorough knowledge of his
particular task, and a vision of what can be accomplished.
We have all heard it said that a salesman must first know his
product, and I say that a cost accountant must first know the
business in which he is employed. He should have a clear conception of all the costs involved in the business, and these he will
obtain only from the study of his job. Having done this, he will
be able to function as one of the more important key men in
shaping policies, because business policies are shaped with an
aiin toward profit and we must, as cost accountants, consider and
present the costs to be paid before profit is earned.
The proper and complete analysis of any problem will give
the answer, and if we analyze our figures we will be able to
answer the management's cost questions and guide them in making decisions based thereon. Also, we must have in our make -up
the ability to sell our figures, and not confine ourselves to figures
which are dry and befogged with rule -of -thumb accounting methods. To many, graphic presentation, as opposed to columns of
figures, is most effective. The figures must be humanized and
must be available promptly.
Our basic job is to record the business transacted as economically and as logically as possible. We should therefore study
the best methods of accounting for these 'transactions —both
mechanical and manual methods.
A short time ago I listened to an interesting talk on the subject of terminology and methods of distribution used in production cost accounting. Possibly, if I reviewed briefly some of
the thoughts expressed by that speaker, they may be helpful in
guiding your thought on this subject.
We all agree that there are three divisions of production costs:
( i ) materials, ( 2 ) productive or direct labor, and (3) manufacturing expenses, also referred to as "burden" or "overhead." If
we follow, more or less blindly, old cost accounting theories and
use these words without humanizing them, we fail to accomplish
our end. We should consider the reasonableness of our methods
of recording and distributing costs and strive to use the most
logical method based on the units of consumption in the case of
each expense.
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For example, in the chemical industry, where labor does not
play so important a part as in some of the other industries and
where manufacturing expenses are a rather large proportion of
costs, if we were to distribute overhead as a single item we would
arrive at results which might as well be thrown out the window,
and the cost accounting department closed immediately. We must
divide all of our manufacturing expenses into practical and logical groups and distribute them on the basis which applies in each
case. Steam, electricity, water, ice, repairs, laboratory services
and supplies can not be grouped and distributed on a common
basis. Therefore, we have classified them on what seems to us
to be the most common -sense basis and have distributed these
services as they are consumed by the divisions served.
These ideas are no doubt primary to all of us, but I mention
them as an explanation of the common -sense attitude which the
cost accountant, as we have been thinking of him, must have as a
background in attacking the rest of his job, which is the distribution of marketing, administrative and other costs.
We all realize that there are certain intangible factors connected
with the next step, and, therefore, where courage is lacking, we
have used more or less rule -of -thumb methods, such as dollars of
sales, and let it go at that. This is what some of us did when we
used to distribute all manufacturing expenses as one item and on
one basis. However, if we stop to analyze the situation we will
find that our figures fall into logical groups and that reason and
experience will dictate the bases for distribution. We have such
factors to consider as territories, trades, number of accounts, number of calls, size and number of orders, advertising subjects and
space purchased for such, manner of consuming various sales
services, and the time and expense involved in making sales. It
is possible to analyze these costs and distribute them on equitable
bases. This is a subject which we could discuss independently and
at great length, but I mention these to leave with you some of the
problems which are ahead of us.
Having agreed that we have the responsibility of applying
common -sense methods of recording and distributing the actual
costs sustained, we then come to our responsibility for their presentation and interpretation. This has brought into being that very
large problem of budgets and standard costs, because as we have
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presented and interpreted our recorded figures, we have found that
with related time studies and analyses, management needs to know
what should be the standard of operations. We have therefore
shown what has been expended in comparison with what should
be expended, and this has aided management in controlling and reducing costs in order that each division of a business may be made
most profitable.
In all of this work of presentation and interpretation of costs
we can benefit greatly by working with the production and sales departments. I have found that the men in the shops can give us
valuable ideas regarding the costs for which they are responsible,
and we can make our work more effective by cooperating with them
to the utmost. They must answer for certain costs that we record
and it is only proper that they should receive full explanation of
the charges made against them over which they have control. By
"playing the game" with them you will find that they will strive
continually to reduce those charges and "beat" their standard or
budget figures.
Likewise, a discussion of the problems of marketing costs with
the sales department, and of research and development costs with
the research department, will help us in solving the cost problems
related to those two functions of management. Oftentimes research and production are quite closely related, and the problems
of these departments will have to be considered with regard to
each other.
The effectiveness of all our work will depend upon the confidence we gain from the other management functions, and upon
the fairness of our judgment in handling the several cost problems involved.
So much for our responsibilities. Then, what are our opportunities?
I think that we have a splendid opportunity in bringing out uniform and standard cost accounting procedure within our several
industries. A great deal has been accomplished in this field but
there is still much to be done. Unless we as cost accountants can
make our particular industries talk the same cost language, we
will find that many misunderstandings will arise, with disastrous
effects on policies and profits.
As an example, I recently compared the manufacturing cost
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October 1, 1933

N. A. C. A. Bulletin

sheets of two of our competitors with our own. Each of us had
a different basis for determining costs. As another example, one
of our salesmen recently claimed that a certain product which our
competitor was making was being made at the low cost of x cents
a pound, but on further questioning I found that he had been given
a cost of raw material and labor without any consideration for
what we call conversion costs —the cost of converting certain
chemicals into others. We therefore have a very real opportunity
in coordinating thought on this subject within our industry, more
specifically than our Association has for industry as a whole.
Then again we must not overlook the opportunity of analyzing
the total costs of doing business, so that management may realize
where the money is being spent. When a company is selling three
or four hundred different items the costs must be analyzed and
then grouped logically so as to show what it costs to handle each
group, as a means of proper control. The cost of producing and
marketing one group may be vastly different from that in the case
of another group.
Today we have the opportunity of showing management how
they can afford to go after certain business, by presenting clearly
the effect of volumes, which calls for the analysis of costs as between fixed and variable items. This involves cooperation with the
sales and production department work and leads into the field of
economics with which we all must have a working knowledge, both
as to its theory and application.
I hope that these comments will stimulate your thoughts on our
problems, and I will therefore repeat by way of summarization,
the main thoughts in my mind. We have a responsibility in knowing our job thoroughly in all of its ramifications, and in being able,
in an efficient way, to record business transactions, and to present
and interpret all of the costs. Until we have a clear and inclusive
conception of our responsibilities, and until we have realized the
opportunities which are ours, we cannot become the key men in
shaping policies. The key man must be able to open the door, but
he alone holds the key. How good a key do you possess?
If we properly apply ourselves to this task, we will be able to
assume our responsibilities and enjoy our opportunities in bringing
together production and sales, and in assisting management to control costs, which is a permanent necessity.
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CONTROL

A S A RE M E DY F O R T H E
DE P RE S SI O N

By Prof. Myron A. Lee, Head of Department of Industrial
Engineering, Sibley School of Mechanical Engineering,
Cornell University, Ithaca, N. Y.
1832 a Parliamentary committee investigated British factory
INconditions.
They called Samuel Coulson as one witness. This
man, who had children working in the mills, gave this testimony:
Question: At what time in the morning in the brisk time, did
those girls go to the mills?
Answer: In the brisk time, for about six weeks, they have
gone at three o'clock in the morning and ended at ten, or nearly
half past, at night.
Question: Had you not great difficulty in awakening your
children to this excessive labor?
Answer: Yes, in the early time we had to take them up asleep
and shake them, when we got them on the floor, to dress them,
before we could get them off to their work; but not so in the common hours.
Question: What was the length of time they could be in bed
during those hours?
Answer: It was near eleven o'clock before we could get them
into bed after getting a little food, and then at morning my missus
used to stop up all night, for fear that we could not get them ready
for the time.
Question: Were the children excessively fatigued by this labor?
Answer: Many times. We have cried often when we have
given them the little food we had to give them; we had to shake
them, and they have fallen to sleep with the food in their mouths,
many a time.
May I again call attention to the date of this authentic record,
1832, one hundred years ago.
What a change has occurred in the relatively short span of one
hundred years! Our present situation has brought forth much
discussion of the proper length of working day and working week.
Previously, these discussions were based upon humanitarian,
ethical or physiological considerations. Now, the discussions con 167
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cern themselves mainly with the necessity of providing work for
all.
A graduate student in our department, dissatisfied with the prevailing type of discussion, which merely aired the author's personal opinions, has sent questionnaires to some i,5oo presidents and
general managers employing workers in all sorts of industries.
We have been surprised to see how great a majority of these employers favored either a six -hour day or a much shorter week.
In the field of production, changes of even greater significance
have taken place. Technocracy vies with murders and sports for
a place in the headlines. The social, financial, economic and perhaps even political adjustments which we must make are burning
topics of the day.
Those who have power and wealth must come to a realization
that the time has come for drastic, constructive, planned action, or
else chaos.
Recently a lady dressed in expensive raiment and covered with
diamonds left her limousine and addressed a time - honored women's
organization. The gist of her talk was that in these times of stress
the organization must take a firm stand against allowing the aliens
in our midst to disrupt our government. I have no particular
quarrel with her sentiment, but if history means anything, a few
parasites ostentatiously flaunting their wealth in these times can do
more harm than all the aliens in our midst.
The French Revolution, the upheaval in Russia, should certainly
teach us that a great army of starving unemployed will not indefinitely remain quiescent whether they be aliens or good American citizens. Our civilization is at best but a veneer. The time
comes when any man, if food be in sight, will take that food or
die in the attempt.
Just what is our situation? I know of no time in history which
parallels the present. We have plenty of food for all. We have
plenty of skilled workmen to produce all we need. We have plenty
of equipment to produce all we need. We have plenty of desire
for our products. The difficulty is that many of the people who
have the desire for products are out of work and therefore have
no money to buy them.
Conceive, if you will, a small community, self- contained and
self - sufficient, where such a condition existed. Send any cost ac168
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countant or industrial engineer trained in production control into
that community, give him complete authority and tell him to clear
up the situation. What would he do? He would be faced with a
problem fundamentally no different from the problem he has faced
for years in individual industries. He might of course have to
take a few emergency measures at first but he would soon complete a survey of the consumption needs and production capacities
of the community. He would then probably set up an accounting
and planning department for the community and start work under
an accurately planned procedure with budgetary control. In all
probability he would meet few problems the solution of which involved principles with which he was unfamiliar and which were
not fundamentally the same as the problems he had contended with
for years. I also do not believe that he would find the problem of
a medium of exchange an insurmountable one.
Even though the technocrats achieved a wide publicity for a lot
of facts which were not so, they did accomplish one thing. They
brought forcibly to the attention of the small proportion of the
public who ever indulge in thinking, a fact which had been patent
to many for some time.
We knew that improved production methods in manufacturing
and agriculture had made it possible to materially increase the output of both while decreasing the numbers gainfully employed in
these pursuits. This decrease in workers had however been largely
offset by increases of employment in other fields and, therefore,
while highly significant and meriting some apprehension, was still
not a cause for serious alarm.
The indictment of our financial system (the so- called price
system) is however apparently justified. We have been accumulating consistently year after year an ever - increasing burden of
interest payments. At present these payments are greater than
our factory wage earnings. Obviously, such a condition cannot
long continue. This enormous withdrawal from the production
cycle, not furnishing any appreciable immediate consumer demand,
could have no other effect than to break down the orderly production cycle.
In the December, 1932, issue of Factory and Industrial Man agement we find the statement that for the third quarter of each
of the years 1926 -1932 the wages of factory workers and the total
169
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interest and corporate dividend payments in the United States
were as follows, in millions:
1928

1930

$2,700
282
769

$2,590
597

$ 2 ,306
1,014

90 3
524

g1I

1,066

1,118

1932
$

Wages .......
Dividends . . . .
Interest . . . . . .

1926

In 1926 the third- quarter wage payment to factory workers was
2.53 times the sum of interest and corporate dividend payments,
but in 1932 factory wages in the third - quarter were 667o less than
in 1926, while interest payments were 4576 greater than in 1926
and the sum of interest and dividend payments was 1.82 times
greater than factory wages.
The accountant is, of course, familiar with the concept of capital as being synonymous with liability. As we build up capital on
the principle of compound interest we are merely building up liability or debt. The old economic concept is that this occurs during
prosperity, and then in the succeeding depression, capital (or debt)
is more or less automatically reduced or confiscated, and the
process repeats. This procedure might be justified if it were not
for the fact that the severest hardships fall to the lot of those in no
way to blame for the situation. It also appears that with proper
financial leadership the process is wholly unnecessary and unjustified.
This statement has been made, "You have to know what a situation is before you are in a position even to disagree as to the way
to handle it." We do not even now know definitely, quantitatively
and in detail what our situation is.
Quoting from The New York Times Magazine for Feb. 5,
1933, "By 1928 the United States had solved the first and most
difficult phase of the economic problem of mankind. It had learned
how to produce enough for everybody. That solution was a triumph of individual enterprise and initiative; no other force or
impulse had ever driven a people so far in so short a time. We
had attained the highest general standard of living the world had
ever seen. The spread of services and commodities had reached
a new level which represented the highest human plateau so far
attained.
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The mechanical side of distribution was on a par with production. Communication was up to the level of living. But when we
turned to the social side of distribution there were great discrepancies —peaks too high, layers too low, loafers at the top, loafers
at the bottom; even with a high median, millions of producers were,
so to speak, distributed against.
Here was the great question mark. The American system
worked better than any other, but that it worked far from perfectly was never more visible than at the peak of prosperity. Then
came 1929, with the maldistributed earnings of the system going
into speculation on a mammoth scale and stocks and sales and
values sky- rocketing until they hit the ceiling and exploded.
Evidently, the system was out of balance and had inadequate
safeguards. The crisis showed up many cracks, but demonstrated
above all that the fatal flaw in distribution was in the flow of
money and credit. The financial structure had not kept up with
the production structure; it belonged to a period long outgrown
and had not improved in fifty years. It did not balance, did not
synchronize. What should be merely the lubricant of the economic
machine had become the master in control, a master behind the
times and without wisdom to match his power, since all the other
banking systems in the world withstood the same shocks as ours,
and worse, without anything like our percentage of failures.
It follows that the next great step in the development of America is to invent financial machinery of distribution to match that of
production."
Is it possible that our schemes for production planning and
budgetary control which operate so successfully for an individual
concern may be extended to assist in a general reorganization of
the financial structure? If so, what would seem the most logical
method of approach?
In Mechanical Engineering, February, 1933, Mr. Edgar L.
Hermance in an article on, "Growth of the Trade Association
Movement" states:
"We have in this country about Soo national trade associations
of manufacturers. The trade association movement is only about
25 years old. Business men have had to learn how to work together,
which has meant both a radical change in habits and the setting up
of the proper machinery. Naturally, these bodies vary widely in
171
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effectiveness. The depression has hit them hard but has set some
of them thinking, and apparently there has been a fairly definite
shift from the concept of the trade association as a price - protection
agency to that of the trade association as a planning board for its
industry.
What we are witnessing is the extension of scientific management from the individual firm to the industry. In the efficient
company today facts have replaced guesswork. The business is
planned as far as possible into the future. The market is carefully
studied. Costs are known in advance. An attempt is made to predict the equipment that will be needed and the financing that will be
required. Budgetary control is an accepted institution.
If a trade association is ready to spend the money for a planning
department it would be possible for the staff to prepare a tentative
annual budget for the industry, and also a long -term budget. These
estimates would be discussed by the trade group, revised if necessary, and finally approved by the members as statements of general policy. Such a procedure appears to come within the present
law. There is no agreement. The association does not fix prices
nor set production quotas.
With an industry budget and a knowledge of its relative position, a company knows more accurately than it could know otherwise the amount of business to be expected during the coming
year. The company knows the range of prices in the industry. The
company presumably knows its costs in advance.
With these facts available each company can budget the largest
volume of production on which it can expect to make a profit. As
the year progresses and reports are received from the association,
the company can watch its relative position and intelligently analyze any change in this relative position.
In this type of budgeting for an industry, intelligent self- interest
and the pressure of group opinion replace agreement or direct
compulsion. The joint budget is a standard or measure of good
business practice. You do not enforce a millimeter scale, you
measure with it."
Is it not possible that this growth of planning and budgetary
control may reach a national scope. If it should be possible to present a balance sheet, a manufacturing statement, a statement of
profit and loss and a sales budget for the nation, would we not be
172

October 1, 1933

N. A. C. A. Bulletin

at least in a position to intelligently disagree as to the necessary
revision of our financial structure and the financial aspects of our
distribution problem? We might even be in a position to convince
a financier that 67c was not a law of nature.

ST A T I S T I C AL CO S T S AN D ACC OUN T I NG COS T S
By Robert D. Haun, Associate Professor of Accounting,
University of Kentucky, Lexington, Ky.
with no little temerity that I appear before the members of
ITaISchapter
of the National Association of Cost Accountants in
the r6le of speaker. My attitude in this regard is founded upon the
high esteem in which I hold the National Association of Cost Accountants and its membership. No doubt you have many members
in your chapter here who would present my subject this evening
in a manner far more interesting and profitable to you than I will
be able to do it. I consider your invitation to me to speak as a dangerous gamble with the unknown. Your action in this respect reminds me of a story I recently heard about a real estate man. You
know real estate men are optimistically enthusiastic —or enthusiastically optimistic. This particular real estate man was unusually
endowed with this professional characteristic. He lived a long and
successful life and was finally called to his reward. He confidently
approached the Pearly Gates and applied to St. Peter for admission. St. Peter informed him he was sorry but the quota of real
estate men in Heaven was filled and he would have to wait until
someone left or the quota was increased. This was quite a shock
to the good Baptist realtor but he took it like a man and asked if
he might not be shown through Heaven. St. Peter consented to
this and escorted him about the golden streets. The real estate man
observed due decorum until they reached the centrally located city
square when he cupped his hands over his mouth and yelled
"They've just struck oil in Hell and prices are skyrocketing."
Within a minute all real estate men in Heaven had taken the skids
to Hell. "There is plenty of room now," observed St. Peter, "You
may stay." "I'm sorry," said the real estate man, "I think I'll go
to Hell myself; there may be something in that rumor after all."
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It is my hope your experiment with the unknown this evening will
not seem so scorching as these gentlemen probably found theirs.
At the very outset I wish to emphasize that I do not intend this
evening to suggest improvements in techniques or procedures to
you gentlemen. I feel that this would be the height of effrontery on
my part. What I do wish to do is to introduce for your consideration some "cost concepts."
In one sense cost accounting is simply accounting in detail. For
purposes of mathematical accuracy and proof, its records are tied
in with the financial accounting records. Its records of cost are,
therefore, in the main, based upon the dictates which govern financial accounting. These dictates or principles arise out of the purposes of financial accounting relating to the provision of information for credit and investment uses and the determination of income and profits available for dividends or subject to income tax.
It is cost determined in accordance with these principles which I
refer to as "accounting cost."
Someone, I believe it was Mr. Addison Boren, Past President
of the N. A. C. A., has said that cost accounting is I o % accounting and go°fo constructive guidance to management. At least I
think we may safely say that cost accounting is coming to this.
For this reason we are forced to an acceptance in cost accounting
of certain cost concepts not common to financial accounting and
which I, therefore, refer to as "statistical costs."
In the main, these statistical costs, because they disagree with
accounting costs, cannot be brought into the cost accounts. One
illustration of a statistical cost which is incorporated in the cost accounts occurs in the use of standard costs. With the use of standard costs there are found to be times during the year, in a seasonal
business, when the cost accounts record a smaller aggregate than
the total of costs applicable thereto according to the principles of
financial accounting. At other times the reverse will be true. Obviously, of course, even for a full year, the aggregate of costs based
upon the standards adopted would never be exactly equal to the
total of the year's financial accounting costs. A big cause of variance in this respect would be the relationship between the estimated
volume of production and the attained volume. I shall have more
to say on this later. The use of standard costs, therefore, involves
as I have said, the recognition of a form of statistical costs in the
.174
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cost accounts. In my opinion, this marks a definite stage in the
progress of cost accounting.
The age -old controversy over whether or not interest is a cost
illustrates in part the distinction I make between accounting cost
and statistical cost and the importance of the latter. Accountants
may argue from now to doomsday upon the theoretical inconsistencies of recording interest as a cost. There can, of course, be no
denial that the introduction of interest on investment into cost on
the books may overstate inventories and profits realized when part
of it remains in the goods on hand at the close of a period. It may
even indicate a profit when none has been realized because none of
the product has been sold. It is just as true that no profit is made
on any goods sold until the interest actually incurred and paid for
their production has been provided for. Whatever the decision regarding entering interest as a cost in the accounts, you can never
alter the fact that the business manager must take interest into account in formulating his policies. And this applies both to borrowed funds and to his own investment. And so, as a constructive
aid to management, cost accountants must provide a statistical cost
which includes interest. The computation of such a cost offers no
peculiar difficulties.
A somewhat different situation is met with in connection with
the treatment of the cost of utilizing assets whose value has
changed between the dates of acquisition and utilization. Financial
accounting, and cost accounting in so far as it ties in with the financial accounts, is averse, on the whole, to allowing such changes to
affect costs. I refer particularly to changes in the fixed asset
values, either increase or decrease, not resultant from operations.
Regardless of whether such value changes should be allowed to
affect costs in the accounting sense it appears that it would be sheer
folly from a managerial standpoint to continue to figure depreciation upon cost when present value is something else. When one is
faced with two alternatives —to realize upon an asset by sale or to
attempt to realize upon it through use —the wisdom of his decision to use it instead of selling it can be determined only by compelling his operations to return, in addition to other costs, an
amount on that asset equivalent to what he could have secured
upon its sale, and no more, before considering any gain has been
made. Or, in competition with other businesses using similar as175
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sets, your costs are not comparable therewith until both use the
same basis for the depreciation charge. Of course, such depreciation methods are not followed generally in accounting. However
they ought to enter into certain cost computations made by the cost
accountant.
Perhaps there is some relation between the business cycle and
this question of depreciation on cost or present value. Use of depreciation on cost in a period of rising prices leads to an overly
optimistic attitude, and in a period of falling prices to undue pessimism. I am certainly not here to recommend that accountants
adopt the practice of basing depreciation on present values in an
effort to, or with the hope of, thus ending business cycles. It does
seem to me, however, that there is a definite relationship here.
During rising prices business managers are made overly optimistic
and begin an orgy of business spending; investors overvalue their
investments, receive excessive dividends, and begin the sort of individual spending which existed in the late 20's. Such increase in
demand brings further price increases. The reverse is true as the
cycle turns the other way. That willingness to spend is basic to
high prices and good business is generally admitted. If proof of
this is needed one need go no farther than the recent appeals made
through the press exhorting everyone to spend and thus bring back
good times.
But I am digressing somewhat from my subject. It is not the
aim of accounting to show additions to cost occasioned by adding
to existing output. This is not so much because of any restrictions
imposed by financial accounting theory as by the belief that each
unit of output should bear a fair portion of certain indirect costs.
This is satisfactory when the apportionment of these indirect costs
is satisfactory.
It is not my intent to enter into a discussion of the methods of
applying burden in the accounts. You are all familiar with the
methods of apportioning these. We may presume they result in
reasonably satisfactory costs for accounting purposes. For purposes of measuring the advisability of taking extra business or
striving for it under any given set of circumstances, such methods
of computing costs of the added output are not so satisfactory.
What is important here is the added cost and this should include
176
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only that part of burden which is occasioned definitely by that output. In certain cases this may be practically nothing and in other
cases it may be more than is normally applied to similar products.
An illustration of the latter occurs when the plant is forced beyond
capacity to secure the added output. This added cost of added output, or its differential cost, as it is sometimes called, is purely a
statistical cost. It cannot be determined once and applied to all
units of additional output. Instead, a schedule must be prepared
showing what it will be under varying assumptions as to per cent
of capacity at which the plant is operating.
The striking thing about this differential cost is the fact that,
except for the first few units of output, it will usually be an increasing amount until the point where the added output has necessitated an absolute extension of plant. At this point, of course,
differential cost will take a sudden jump upward and then drop
off and begin its rise all over again. To illustrate: An output of
a thousand units may cost $4o,000 as against no cost at all if no
entry is made into the business. This is the differential cost of
those i,000 units over no units. 1,200 units may cost only $45,000.
The differential cost of the last 2 0 0 units is then $5,000 when we
consider the alternatives of producing r,000 or r,2oo units. Here
the differential cost is only $ 2 5 per unit. Had the alternative been
1,200 units or none the differential unit cost would have been
$37.50. Overhead costs have probably been increased only slightly
by stepping production up from 1,000 to 1,200 units. An increase
to 1,600 units of output may cause a still greater increase in overhead but probably not an amount sufficient to maintain the average
unit cost of indirect items. Assume the costs which vary directly
with production amount to $ 2 0 per unit. The $4o,000 cost of the
first I,000 units was then $20,000 variable costs and the remaining $20,000 was partly fixed and partly variable as evidenced by
the fact that 1,200 units cost $45,000 of which $24, 000 was direct
and the remaining $21, 000 was $I,000 more than in the case of
$32, 000 in direct cost
I,000 units produced. 1,600 units may cost
$24,000
in other costs making a total of $56,000. The differand
ential cost of the last 4 0 0 units is then $1l, 000 or $27.50 per unit.
The normal production of the plant may be r,600 units. Sav
it is 8 o fo of capacity. l 0 0 % of capacity, or 2,000 units, may then
be attained at a cost of $68,000 or a differential cost for the last
177
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units of $12,000, $3o a unit. Total unit cost on the total output is now $34•
It will be noticed that as we progress upward in production the
differential cost approaches the total unit cost. At 5 0 % of capacity
they were the same because the assumed alternative was not entering business. For the 2 0 0 units increase from 50 76 to 6o7fo of
capacity the differential cost was $ 2 5 as compared with $37.50
average total cost. For the 4 0 0 units increase from 6o lo to 8o%
of capacity the figures were $27.50 and $35. For the 4 0 0 units
increase from 8o% to l 0 0 % the comparison is between $ 3 o and
400

$34•

Now if we attempt to produce beyond so- called capacity we will
probably find the differential cost of added units to be larger even
than the average unit cost at capacity. Say the total of 2,200 units
is $77,000. This is an average cost per unit of $ 3 5 and a differential cost for the last 2 0 0 cars of $9,000, or $ 4 5 each. This increase
is due to the unusual costs incident to overtime, extra repair and
maintenance costs, etc.
Now it has been profitable to increase production up to 1oo7o
of capacity. In fact a greater profit per unit is made with each
successive increase in output, assuming a constant selling price, so
long as the differential cost of added units was less than the average cost of the entire output. With the last increase a lessened
profit per unit is unavoidable as the average cost per unit has been
increased.
Here, then, is a statistical cost which would be highly useful in
certain circumstances and whose importance varies with circumstances. Its computation by most businesses would establish a
point beyond which it is unprofitable, from an immediate dollar and -cents standpoint, to press output. It also emphasizes the lost
profit through production at low ebb. Of course, this needs no emphasis at present. The desirability of producing at or near normal
capacity is, of course, well known to everyone, but a mathematical
valuation of this desirability is better than a mere recognition of it.
I venture to say the most value attaching to such measurement
would appear where the alternatives are capacity production or production at more than capacity. It is so natural to feel that the
more business done the more profit there is that it is difficult to
see the possibility of loss through taking still more business in cer178
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tain cases. Of course, there is always the fact that the business
may be simply building up its trade preparatory to expansion of
plant. It appears to me that even here the question still remains
whether it is advisable to take more business when by so doing a
profit may be turned into a loss.
In a great many cases the effect of increased output may be a
decrease in selling price for the product. This complicates the question of the advisability of increasing production but does not detract from the value of differential costs relative thereto.
The possible effect of reducing selling prices for the purpose of
securing more business is very closely related to what I have just
said. I realize I am now entering upon a troublesome issue. Mr.
C. R. Stevenson, of Stevenson, Jordan and Harrison, at the 1927
International Cost Conference of the N. A. C. A., presented a
paper on the question: "Shall business be taken at or below normal cost of production ?" The consensus of opinion of Mr. Stevenson and of those attending the conference was that, in general,
such practice was undesirable, except for such purposes as to dispose of seasonal goods; goods subject to style changes; obsolete
merchandise; and goods which the firm is discontinuing. As a result of the paper and discussion the Conference adopted the following resolution with which I may refresh your memory:
Whereas, as a result of our deliberations, we are convinced
that the practice of selling at or below normal cost is destructive and unfair except for the purpose of moving defective
or obsolete goods;
Be it Resolved—That we deplore this practice and urge every
man engaged in business to adhere firmly to a price policy
which shall yield a reasonable profit over normal cost; that
we believe the true purpose of competition is to bring about
a lowering of normal costs through greater efficiency; that we
urge every business to develop and install standard cost
methods so that these policies may be intelligently applied;
that we urge every man to recognize the fact that he is part
of the industry in which he is engaged, that his individual
success depends upon the success of the industry of which
he is a part, and that whatever he does affects not only his
business, but his industry; that business exists for the service
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and good of the many and not for the selfish benefit of the
individual.
And, further, in view of the fact that our present laws make
it difficult for the men engaged in an industry to cooperate
for mutual and public benefit,
Be it Resolved—That we earnestly urge our Congress to investigate the effect of the Sherman and Clayton laws in the
light of present conditions, and the benefits which might accrue through new laws which would aid in cooperation and
elimination of destructive competition.
In the light of this action by your national body in 1927, I hesitate to say anything about the need for differential costs for use in
considering problems involving price cutting. However I shall take
the plunge and attempt to avoid committing myself on the question of price policy.
If a business is to secure more volume by cutting selling prices,
the differential cost of that added business should be compared
with what it brings in, to test the wisdom of such action. The
differential cost in this case is still further from accounting cost
than anything I have mentioned yet. It should include in addition
to the added outlay incurred by reason of such production, the reduction in proceeds from sales which would have been made without the reduction. For example, suppose it costs $ 4 , 0 0 0 to produce i , 0 0 0 units and these can be sold for $ 4 o , 0 0 0 . By cutting the
selling price to $37.50 it will be possible to sell Zoo more units for
whose production the added outlay is only $ 5 , 0 0 0 . The differential
cost of these Zoo additional units is $5,000 plus $2,500, the loss
in income on the other i , 0 0 0 units. This total of $7,5oo must be
compared with the income from sale of these 2 0 0 units to determine the profitability -)f their production. Since cost and income
are the same it would appear to be the better part of wisdom to
produce only i , 0 0 0 and sell them at $ 4 0 , 0 0 0 as by so doing the risk
of failing to sell all the output is reduced and the market is not
"spoiled." This spoilage of the market appears to be the greatest
evil in price cutting.
The alternative of cutting prices to maintain production or instituting a complete temporary shutdown may sometimes arise.
180
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Here, the differential cost of producing the output desired, where
continuing production is not the same as in my illustration of i,000
units, is an alternative to not entering business at all. Now the
business has been started and even a shutdown cannot eliminate
all costs. We may assume depreciation, interest, taxes, insurance,
etc., which will continue during complete inactivity, to be $io,000.
Then the differential cost of the first i,000 units is the difference
between $4 o, 00 0 and $io,000, or $30 each. It will therefore be
profitable to continue producing so long as $30 or more can be
secured for each of the i,000 units. And this is true, regardless
of the other advantages of keeping together the working force,
holding customers for future business, etc.
It does not follow from what I have said that i,000 units is the
point at which production should be pegged. This could be determined only by computation of several differentials for different volumes to determine the most advantageous point in view of probable prices.
Is all this too theoretical for use? I think not. Dealing, as accountants do, with what appear to be very precise measures of
value, and expressing ourselves in absolute terms, we are apt to
convince ourselves our results are all absolutes and unquestionable.
We therefore feel that cost is a single precise and definite thing for
all things and for all purposes. Such thinking needs occasionally
to be jolted.
Cost, even in the accounting sense, is, after all, a very indefinite
thing in many cases. Its determination involves the distribution of
many costs incurred by the business in general, over items no one
of which can be said to have definitely occasioned any particular
part of it. Our procedures often amount to nothing more than a
process of averaging. You may call the results costs if you like.
But is the cost identical on two pairs of shoes when a slow and
inefficient employee is employed on one, and a capable fellow on
the other? Or is the cost occasioned by a by- product in any way
dependent upon what it will sell for? Does a unit of electrical
power produced at the peak load actually cost the same as another
produced during slack hours?
After all, the sort of costs which the cost accountant can prepare
from data at hand but which often cannot be tied in with his actual
accounts may be the most real of all. Certainly, for some of the
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purposes for which cost accountants are employed, such costs are
the most useful.
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