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ED IT O RIAL D E P AR T ME N T N O T E
From ti me to time we li k e to p u bl ish a r ticl es in the Bulletin which
present new a nd possibly unorthodox ideas because of their stimu lating e ffec t a n d th e op port u nit y whi ch t hey a ffo rd t o re a der s to review
their own thinking on accounting subjects. T he first article in this
issue is of this type. In the Bulletin for Ja nua ry 15, 1936, we publishe d a n a r ti cl e b y Jo na t ha n N. Ha rr is e nti tl ed "W ha t Di d W e Ea rn
La st Month," which provoked considerable comment and some discussion in the Open Foru m section. In t h e Open Foru m section for
May 1 of this year we presented a question involving the cost of
new products using existing facilities, which resulted in several
letters of comment published in the Ju ne 1 issue. In each case the
proper handling of fixed costs was the point in controversy. T his
important su bject is given fu rther considera tion in Mr. Kohl's a rticle
in this issu e a nd we sh a l l be g la d to h a v e fo r possible publication in
the Open Foru m section the rea ction of ou r rea ders to the su ggestions
made in this article.
Mr. Kohl received his edu cation at the School of Comme rce o f the
University of Denver. He ha s been a ssocia ted with the Ga tes Rubber
Co. for twenty yea rs, and has served as Controller for the last
seventeen yea rs. Du ring this period his company has grown to the
point whe re it is one of th e ma jor ma nu fa ctu rers in the Denver a rea .
Whi le the proposal regarding standa rd profits, presented by Albion
R. Davis in the second article in this issue, may not be as new to
some of ou r rea ders a s Mr. Kohl's proposa l, it does represent a way
of think ing a nd a procedu re which is not genera lly found in indu stry
today. Mr. Da vis for the last nine yea rs ha s been Controller of the
American Hide & Lea ther Co. Hi s advanced edu ca tion was secured
at the Massachu setts Institu te of Technology from which he gra du ated with the B.S. degree in mechanical engineering. His bro a d experience has been obtained in the automobile industry, on the chief
engineer's staff of Stone & Webster, on the senior staff of Scovell,
Wellington & Co., as Wor k s Accountant for t he Wa lworth Co., and
in his present position. Du ring the wa r he was with the Ordinance
Depa rtment of the Arm y, expediting productions and procurement
of a rsena l equ ipment a nd wa r materials. As Cha ir ma n o f the special
Advisory Committee on Accou nting of the T a nner's Council of
America, Mr . Da vis ha s been a ctive in a movement to esta blish some
suitable form of accounting which would tend to rationalize profits
over yea rs of flu ctu ating prices. Mr. Davis is a cha rter member of
the Associa tion a nd is a t present serving a s Director of Pu blicity for
our Boston Chapter.
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WH A T I S W RO N G W I TH M O S T P R O F I T A ND LO S S
STATEM ENTS?
By Clem N. Kohl, Controller,
Gates Rubber Company, Denver, Colo.
GOING to treat this subject from the standpoint of an
IAM
assignment given to me by the President of our company a
good many years ago, when he called together a group of men
representing the various departments of our business and created
what is called the Board of Managers.
This board, consisting of fifteen members, represents the major
divisions of our company, namely, sales, advertising, production,
traffic, development, engineering, purchasing and finance. This
group meets regularly twice each week, and all major policies of
sales, advertising, purchasing, new products, markets, or any
money spending plan must be brought before this board and discussed before it can be put into effect. This plan was started
about nineteen years ago, and it has been followed regularly ever
since.
Making the Financial Department Responsible for Profits
To the representatives of the financial department, which includes accounting in all of its branches, was given this assignment— "You will be held responsible for the profits of the business."
Now when you get an order like that, the first thing you do is
to look over the accounting system and policies to see if the methods in use and the information available in the records are such
that they will disclose what, if anything, is wrong.
It also places upon the accountant the burden of showing what
will be the result if this or that is done, rather than simply reporting accurately what has happened after it is all over and nothing
can be done about it except to praise or to criticize.
The Problem of Fixed Charges
When we wish to determine what may happen under a given
set of circumstances, we come up against the old problem of fixed
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overhead, which has caused more difficulty than any other problem. I am sure that there have been many instances where the
fixed overhead has been the cause of a business going on the
rocks, because the accountant or the management, or both, have
not understood its effects upon the business.
While many factors contribute to the earning of profits in business, all other things being equal, the success of one business in
comparison with another depends upon the relative correctness
of the judgment of the executives. No matter how sound the
judgment of an executive may be, however, he must inevitably
arrive at incorrect decisions, unless the information upon which he
bases his judgments is accurate and complete.
It is no exaggeration to say that, in many cases, executive judgment on vital matters is not correct, due to lack of proper understanding of the effect of the fixed charge element in costs and
expenses. Consequently, the executive who has a complete understanding of the effect of fixed charges on the profits of the business which he is directing, has an immense advantage over his
competitors; this helpful understanding can and should come
largely through the efforts of the accounting department to state
the facts in their proper light, even though tradition or custom
may be violated.
Fixed charges should include all such charges as depreciation
in the factory, and administrative and fixed selling cost in the
distributing and sales department. I think a few examples will
illustrate the point. Here is one taken from a booklet written
by G. Charter Harrison, entitled "Why Most Profit Statements
Are Wrong," in which Mr. Harrison confirms our own experiences. It has proven very helpful in avoiding similar mistakes
in judgment.
Influence

of

Fixed Charges Illustrated

Mr. Harrison's illustration, slightly modified, is as follows:
"Let us assume that a man is hired to take charge of a business
which, during the previous year, has just broken even, and that
his contract with the company provides that he is to receive as
extra compensation a certain share of any profits which may be
realized. He takes over the business and accomplishes nothing
1208
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except to maintain previous performance. The sales are identical
with those of the previous year; the manufacturing costs and all
other expenses are also the same. When the profit and loss figures for the year are made up the business shows an excellent
profit and the manager receives a tidy sum as extra compensation
for what he has accomplished.
"This doesn't read like sense, of course, and yet in essential
respects situations like this can occur. The real profit situation
cannot have changed, obviously, under the conditions stated, and
yet, as noted, the accounts will show that a profit has been realized.
"To simplify the explanation let us assume that the company
in question manufactures only a single product and that the profit
and loss statement for the prior year was as follows:
$750,000
Sales- 500,000 articles @ $1.50
. . $1.00
. . . . . . . . . . . . . . . . . . . 500,000
Cost of Sales- 5 00,000 a rticles @

..............

$250,000
Gross Profit
..........tive
......
....................... 250,000
Selling and Administra
Expense

...............

Net Profit

........ ...............................

None

"Like every other business, this company is subject to fixed
charges in the factory, these totaling $ioo ,000 a year. The analysis
of the cost of sales figure of $5oo,000 above would therefore read
as follows:
Amount
$400,000
Va riable Costs
............ 100,000
Fixed Costs

...............

Total Cost

.................

$500,000

Total Costs
Cest
% of Total per Article
80
$ .80
20
.20
100

$1.00

"The new manager, being an optimistic individual, overestimated the number of articles he would sell in the following year,
and called upon the factory for a production of 75o,000 articles,
as compared with 5oo,000 articles actually sold that year. This
meant that the inventory, which at the first of the year was only
5 o , 0 0 0 articles, at the end of the year went up to 3 0 0 , 0 0 0 . Now
unless I am mistaken, under these circumstances the cost sheets
and the profit and loss statement would look like this:
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Costs

Tota ls . . . . . . . . . . . . . . . . . . . 8 0 0 , 0 0 0
Cost of Sales . . . . . . . . . . . . . . 5 0 0 , 0 0 0
Closing Inventory . . . . . . . . . . 3 0 0 , 0 0 0

To ta l
50,000
700,000

Per
Article
1.00
.93

$750,000
468,750
281,250

.9375
.9375
.9375

$

Units
Opening Inventory
50,000
Manufactu ring Cost...
. ....
..
. ..
..
. 7..
50 ,0 00

@

&

Totals
800,000
$750,000
.9375
.. . . .. . . . .. . . . .. . . .
Loss
Profit
Sales- 500,000 articles
$1.50
$750,000
Manufactu ring Cost —as above .................... 468,750

.....................

Gross Profit
$281,250
......................................
Selling Expense
a nd Administra tion
250,000
$

.................

Net Profit

......... ...............................

31,250

"Or under the ordinary standard cost system:
Sta ndard Cost Value of 750 ,0 00 articles a $ 1 , 0 0 . . . . . . $750,000
Actu al Manufactu ring Cost
700,000

........................

Sa ving in Cost

.... ...............................

$ 50,000

Profit & Loss
$750,000
Sales, as before
...
. ..
....
..@
.....
................ 500,000
Standard Cost of Sa
les
- 5..
00,0
00
$1 .00

............

Una dju sted Gross Profit
250,000
........................... 50,000
Add Cost Savings, as above

.......................

Adju sted G ross Profit
300,000
.............................
250,000
Selling & Administra tive
Expense

..................

Net Profit

$ 50,000,

......... ...............................
Now isn't it clear from Mr. Harrison's figures that with sales
exactly the same as in the previous year, the net profit must be
the result of the fixed charge element of the inventory increase of
25o,000 articles? And is it reasonable to give credit to our new
manager for having increased the profits $31,500 in one case, or
$50,000 in the other, by simply increasing production, thereby increasing the company's investment?
Further Illustration

of Effect of Fixed Charges

A problem we found ourselves up against some years ago will
provide another example. No doubt many manufacturing plants
have similar problems, particularly if they diversify; in fact it
can happen in any kind of business. A number of years ago we
1210
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built an addition to our plant costing $i5 o,0 00 and equipped it
for the manufacture of garden hose. A lot of research work was
done, and after a while we were going along well, when suddenly
the bottom dropped out of the price structure until it was impossible to keep from going into the red on every order sold by the
sales department.
Finally we considered getting out of the garden hose business
in order to stop throwing in good money after bad; but after going into the matter thoroughly, we found that we had "hold of a
bear's tail and couldn't let go." It was the old problem of fixed
charges. The plant was a hose manufacturing plant and nothing
else. We had it, it was paid for, and the only possible way to get
our money back was to make and sell hose, because fixed charges
would go on whether the wheels turned or stood still. In fact,
if you have ever passed through some of the eastern industrial
cities on the train during the last few years, and have noticed the
idle plants with "for sale" signs on them, you must have received
the same impression that I did —that fixed cost might even be
greater when the wheels are not turning.
In our own case, if we closed the hose plant, the only thing that
would result would be the placing of a bigger burden of fixed
charges on the other departments, or writing off unsalvaged investments. In either case the effect on the balance sheet is the
same, except that the first method prolongs the agony.
What we finally did was this: We segregated fixed charges
from variable costs all the way down the line. Into fixed charges
we placed every cost that could not be eliminated by boarding
up the hose plant. When you use this procedure it is sometimes
startling to find how large fixed costs really are. After going at
the problem in this way the answer is obvious. As long as the
selling price exceeds variable cost, labor, material, and direct variable charges you cannot afford to quit, because any contribution of
selling price above variable cost becomes institutional net profit.
The result in our case was that we didn't quit the hose business,
and it is now, due to several factors, back in the black.
While this may seem to be an elementary and obvious analysis
and conclusion in this case, I am sure it is quite frequently overlooked by the accounting officer in pushing the sales departments
for new or extra business.
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Fixed Charges on Granting

of Credit

Let us look at this fixed cost problem from another angle, for
no matter which way you turn you are confronted with it. A
number of years ago we found a condition in our business similar
to one prevailing in many other companies, and one which has
been taken almost for granted between the sales and the credit
departments. The sales department gets an order and the credit
department turns it down because the customer's credit rating is
bad, etc.
We know that a credit man too often prides himself on and
measures his accomplishment for the year by the percentage of
losses to sales. He probably isn't entirely to blame for this, for
I believe the management usually places a lot of stress and weight
on this percentage figure. One reason for this is the fact that the
loss from uncollectible accounts is in actual practice the very last
expense (with the exception of income taxes) that a business has
to pay, and for that reason it stands out more vividly in our thinking. We may waste or spoil material in the factory, or we may
make a bad guess on an advertising expenditure, or we may fail
to land an order due to poor salesmanship —we accept that expense as one of the things that happen in business —but after we
have made and sold the merchandise and we have it on our books
as an account receivable, we cannot easily forget a write -off, because it is the last expense to show up.
A credit man is concerned with his per cent of loss; consequently the natural results are frequent differences of opinion between the sales and credit departments. Imagine a situation like
this: The sales manager has just received an order from one of his
salesmen; he takes it to the credit manager and says that he
doesn't think the order should be released, because the customer's
credit rating does not warrant it. The credit manager, in turn,
urges that it is worth taking a chance. Can you explain such a
seemingly reverse situation? Yet that is exactly what occurred
in our office a few weeks ago.
Such a condition would never have come about if the credit
manager had not had a full understanding of the operation of fixed
charges. Here is the way we were able to put over the idea a
number of years ago. The credit manager had given us his cus1212
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$ioo

tomary estimate of what his expected losses for the coming year
would be, in order that we might determine the per cent reserve
to set up for accounts receivable losses. With all due respect to
any credit man's ability to judge a customer's credit standing, I
am convinced that his judgment contains a large amount of guess.
In judging any credit risk there are two major fundamentals to
consider, ability to pay and willingness to pay.
The one hundred per cent good risk has both the ability and
the willingness to pay; the zero risk has neither ability nor willingness to pay. In between there are, of course, many fine distinctions, but I think I am safe in saying that a customer who
does not possess a great deal of ability to pay, but a one hundred
per cent willingness, is a better risk than one who has the ability
but no willingness.
So we said to the credit man, "Hereafter we are going to
judge your ability as a credit manager not on the per cent of
losses, but on the absence of orders turned down. Now in order
to help you to determine the amount of chance to take, here is
order from a
what we'll do. Let us assume you have a
prospective customer, and under the ordinary methods of judging
credits you cannot conscientiously extend credit:
The order a mou nts to . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100.00
Manufa cturing cost (labor, material and direct cost
only) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
50.00
Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50.00
Other Ordinary Costs
$10.00

Fixed overhead
Administra tion .......
........
Advertising
Wa rehou sing...........
.........
Bad Debt Reserve
....
Cash discount
.........
Salesman's expense
...
Delivery

5.00
5.00
3.00
2.00
1.00
10.00
4.00

..............

40.00

Net Profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10.00

That's the way this order looks institutionally and you have
authority to take it or leave it."
"Granted that it would be risky to accept it, because you haven't
set up a very large reserve for loss, let's look at it in this light.
Here you have an order for $ioo worth of merchandise already
1213
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manufactured and in the warehouse ready to ship. The advertising has been spent, the sales department has spent money getting
the order, and the fixed overhead and the administration cost
won't change one cent whether you accept the order or turn it
down. Looking at it in this way, let's see how much we have to
gamble with:
Ordina ry Net Profit
$10.00
Sa lesma n's Expense .. ............................... 10.00
Ba d Debt Reserve ( .
o.
r.
d.i.
n.a..
r.
y..
) .....
..
..
..
. ..
..
..
..
. ....
..
..
. ....
..
..
..
. ....
2.00
Wa rehou sing
3.00
..
.
.
.
..
.
.
.
..
.
.
.
.
..
.
.
.
.
..
.
.
.
.
..
.
.
.
.
..
.
.
.
.
Advertising
5.00
..
.
.
.
.
..
.
.
.
.
..
.
.
.
.
.
..
.
.
.
.
.
..
.
.
.
.
.
..
.
.
.
.
.
Administra tion
5.00
..
.
.
.
.
.
.
.
.
.
..
.
.
.
.
.
.
.
.
.
.
.
..
.
.
.
.
.
.
.
.
.
.
.
Fixed Overhead
10.00

...... ...............................

$45.00

If we allowed you to set up a forty -five per cent reserve on this
order instead of two per cent, would you take a chance ?"
The answer is usually, "Yes," and if the order is passed and
the customer pays, then the net profit on this order is not ten per
cent, but forty -five per cent. In other words, the gross profit
becomes net.
To start the idea off, we set up a special insurance reserve for
marginal receivables. The credit man continued to pass ordinary credits as usual, but every doubtful risk that would have
been turned down under ordinary circumstances was analyzed
in this manner. A special account was set up in which we placed
special reserves on each such order — sometimes ten per cent, sometimes twenty per cent, or even the limit of forty-five per cent.
Against this was posted the actual experience with that order.
After about two years of that we found an overwhelming balance
on the right side of the account. We went further and asked
for periodical reports and the complete files of all orders turned
down, even after this analysis, and reconsidered all turn- downs,
until finally "unshipped orders due to credit" became very scarce.
The result is that the credit manager has his foot on the gas instead of on the brake.
Not Enough Costs Treated as Fixed
I think these few examples are sufficient to demonstrate that
it is possible to get into some bad entanglements when we get
1214
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mixed up in fixed overhead. In fact I don't see how it can be
avoided. We have found it so difficult to avoid these that we
now cost our sales and inventories both ways, namely, on the
basis of "Service Manufacturing Cost," as we call it, which means
labor, material, and direct or variable manufacturing cost only;
and again at "T.M.C." or "Total Manufacturing Cost," which includes fixed factory overhead.
Generally, I do not think we are correct in distinguishing between fixed and variable charges, in that we are not liberal enough
in designating sufficient charges as fixed. Most costs which are
considered variable are, for all practical purposes, fixed to a going
concern. This is particularly true if a company operates on a
definite budget, or even though it may not operate on a standard
budget basis, if it does any forward planning at all. For instance, I believe the usual practice is to consider advertising as
a variable or at least a direct charge. We know, however, that
good advertising must be planned far in advance of sales, and
once a program has been determined there is little that can be
done except to go through with it. At least a good share of the
money will have been spent before it is possible to know whether
or not the advertising "clicks."
Then there is the matter of selling expense, which is also, at
least to a large extent, fixed, with the exception of commissions
and bonus. If a sales campaign is planned ahead at all, and it
must be to be successful, or if it is not a special campaign but simply forward - looking, the salesmen's salaries and traveling expense
becomes at least partially fixed, for it just isn't practicable to vary
sales expense with sales. We can name numerous others which
are often classed as variable or direct, but if we analyze them in
their true light, we'll find they are to a large extent, fixed.
I think it is absolutely necessary to make such segregations
and distinctions if the accounting officer is to be held responsible
for the net profits and is to become a "pusher" instead of a "holder
back."
Gains Flowing from Proper Understanding of Fixed Charges
Let us return to the example I used to show how a credit
policy can be effected:
1215
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The order amounts to . ............................... $100.00
:Manufacturing cost (labor, material and direct cost only) 50.00
Ba l a n ce . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50.00
Other Ordinary Costs

Fixed overhead ...
Administration ....
Advertising .......
Warehousing . . . . .
Bad Debt Reserve .
Cash discount .....
Salesman's Expense
Delivery . . . . . . . . .

$10.00

5.00
5.00
3.00
2.00
1.00
10.00
4.00 40.00

Net Profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10.00
This analysis can be used very effectively by the accounting
officer to urge for more business. For example, suppose the
plant is not producing to full capacity, and we begin fishing around
to see what can be done. Let us assume that our only chance is
to break into a very difficult market; we decide that it would take
too much selling effort, and therefore the cost would be entirely
out of line. Here is where the accounting department can step in
and say to the boss, "We have ordinarily been spending ten per
cent for sales expense and five per cent for advertising, but if you
want to break into this particular market you can spend forty three per cent for selling and advertising and still break even. In
the meantime you are gaining customer acceptance and building
good will."

Profit Often Misstated
Perhaps you wonder what all this has to do with the title of this
talk, "What's Wrong with the Profit." Usually the first thing
that is wrong with profit is that it is too small, but quite often in
addition to that it is (due to certain practices) misstated. I have
sat in on discussions where the accounting and the cost departments, and perhaps a factory superintendent, have tried honestly
to properly allocate fixed charges to a certain product or department, and frankly 1 have yet to see a perfect agreement as to
how it should be clone, whether it is on the basis of labor, floor
space, investment, mill hours, or anything else.
1216
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It has always seemed to me that, in the final analysis, the fixed
charge marches on like time, particularly when a business does
any forward- planning. Therefore, I am going to make a radical
suggestion for your consideration and future discussion. I am
going to propose that we begin working toward the complete
elimination of all fixed charges in all cost calculations, and that
instead, costs be computed on the basis of direct or variable costs
only. I am going to further propose that all fixed charges be
placed in one group, and that we include in that group not only
the charges we ordinarily consider fixed by nature, such as depreciation, obsolescence, taxes, interest on investment, administration and similar accounts, but that we go further and include
such charges which are ordinarily classed as variable, but which
by our own planning and budgeting become fixed not by nature,
but by policy. I refer to accounts like selling costs (except
bonus and commissions), advertising, and all other such items
which are determined by forward- planning.
For all practical purposes these items become almost as fixed
as the first group, and I am sure you will agree with me that
there isn't any possibility of getting our money out of these accounts except by selling the merchandise we have manufactured
or bought, no matter how we treat them or what we call them in
our profit and loss statement.
Suggested Treatment
Here is the way I suggest that it be handled: Let us assume
that an organization will do a business of $ioo ,000 a month, or
$i,200,000 a year. The direct manufacturing cost, labor, material,
and strictly direct or variable cost runs fifty per cent of sales
price, and all other costs run forty per cent, or $48o ,000 for the
year. If you will assume for a moment that fixed charges march
on with time, the charges should run $4o, 000 a month.
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"
"
"

$600,000

"

$1,200,000

Total

"

60,000
50,000
50,000

"

120,000
100,000
100,000

20,000 Profit
70,000
120,000
"

October
November. . . . . . . . . . . . .
December . . . . . . . . . . . .

"

$80,000
60,000
80,000
80,000
100,000
100,000
120,000
120,000
140,000

"

Contribution to
Fixed Charges
$40,000
30,000
40,000
40,000
50,000
50,000
60,000
60,000
70,000

Sales
Ja nua ry
Februar y . . . . . . . . . . . . .
............
Ma rch
April .. .. .. .. .. .. .. ............. .. ..
May
..
Ju ne
Ju ly . . . . . . . . . . . . . . . . .
..................
Au gust
September. . . . . . . . . . . . . .

Unabsorbed
Portion of Fired
on Profit
Loss
($480,000 for Year)
$440,000 Loss
410,000
370,000
330,000
280,000
230,000
170,000
110,000
40,000
"

N. A . C. A. Bull etin

(Net) $120,000

" 10%

...........
If my contention that the only possible way to get our fixed
charge costs back is by selling the merchandise, then this method
clearly shows that until October we haven't made a dime. Doesn't
it seem that under this method the accounting officer has ammunition much more powerful than any kind of report which gets
all tangled up with fixed charges in inventory and cost reports?
From a vantage point like this the accounting officer, instead of
following, directs and leads.
Idea Is New But Not on Untried Theory
It would seem from this that the idea of treating fixed charges
in this manner is something new. Perhaps it is, generally, but
our firm started using that accounting method back in igr q; we
have been following it now for seventeen years and it seems just
a little strange to us that this method is only now beginning to
attract attention.
The point I'm trying to make is that the proposal of eliminating
fixed charges from the usual calculations is not an untried theory,
but a thoroughly tried, practical, down -to -earth idea.
1 know of a company which has been making all cost sheets on
that basis, calculating first the margin based on direct costs only
and showing the contribution to fixed overhead. I know that the
objection often raised to such a method is that it gives the sales
departments too much leeway to cut prices but this is simply a
matter of the right kind of supervision. The best way to control
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costs is by sufficient and proper supervision right on the job
where costs originate.
Fixed charges seem to me to be like our tonsils. They probably are good for something, but apparently we don't know what
it is, so we have them taken out and get along better. Fixed
charges are about like that —we have them, but we don't know
what to do with them. The best thing to do is cut them out of
our calculations; for I repeat again, there is no way to get our
money back except to sell merchandise, no matter how much we
try to distribute the fixed charges.
Let me say, in closing, that I am convinced that J the accountants desire to overcome the feeling so often expressed that the
accounting department is a necessary evil, and place it in a position where it can be a leader instead of a follower, the first necessary step is a radically different treatment of fixed charges.
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STANDARD PRO FI TS A ND ECONOMIC COSTS
By Albion R. Davis, Controller,
American Hide & Leather Company, Boston, Mass.
OF THE outstanding developments in the evolution of
O NEbusiness
management for the one -man concern of the horse and -buggy days of our grandfathers to the large, expansive, corporate setup of today has been the establishment of functionalism
in management.
No longer is any one man expected to know everything about
a business. No one man is burdened now with a multitude of
multiple responsibilities. Instead each key man is in charge of
one division or department which specializes in one phase of the
operations. Selling, purchasing, manufacturing, research, financing, office management, traffic, advertising, merchandising, personnel, public relations —these are all definite functions of modern
business and each has a different share of the big load to carry.
Even the work of the chief executive has become specialized
and today in many companies the administrative function is as
sharply defined as a separate entity and as narrowly restricted
in scope of effort as any of those just mentioned.
While much of this development of functional ization has been a
necessary concomitant of increased size, its real significance lies
in a more intelligent appreciation of the fundamentals of successful human endeavor and the basic laws of cause and effect. The
science of business management, like all the other sciences, has
come eventually to recognize the universal need of structural balance in an integrated whole.
Place

of Accounting

At last accounting is beginning to develop into a real and
definite function in the operation of business. Instead of just an
adjunct of management, it is now becoming a vital part of management. Instead of merely supplying, as a matter of routine,
information which common practice or federal regulation has established as being necessary or which someone wants or needs
or thinks they ought to have, accounting today is becoming more
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and more a distinct as well as an essential element of business. Instead of accounting being the face of the clock which simply tells
the time, it is becoming the balance wheel which regulates and
makes accurate time possible; not the whole works by any means,
nor even a very big part by itself, but nevertheless a very important
element, if real and sustained success in business is to be achieved.
In this light the accountant or controller becomes —no, not the
mainspring, but something still very valuable —the hairspring of
the organization. As such he must not only possess a real knowledge of the fundamentals of economics and of modern business
operations in general, but he must fit and be attuned to the particular business and organization of which he is an inseparable
part. In this connection he must always be mindful of the fact
that he can function only if the works as a whole are functioning
and the business is a going concern. As controller he does not
make the business tick, but as controller he should see to it that,
if the business does tick, it ticks properly and steadily.
Regulation Through Standards
The modus operandi by which the accounting function may exercise its regulatory influence in a business is the proper use of
standards. The use of standards in one way or another is not new.
Manufacturing cost standards, sales quotas, budgets, etc., are used
in many companies and much benefit has been derived from
them. The ultimate use of standards in business, however, implies
something a great deal more inclusive than any or all of these.
It must eventually include the regulation of a business to the end
that the business is forever in step with the economics of the particular current situation within which the business operates.
We are coming to realize more and more in business that profits
are only what we can save for ourselves out of the economic gross
margin which exists in our field of operations. In the last
analysis, neither selling price nor general cost levels are within
our individual control. They are governed by economic forces
which at any given time are as immutable as the tides. Success
can only come through our adjusting our particular operations
to these forces. The degree to which we are truly successful depends almost entirely upon just how completely and thoroughly
we adjust our efforts.
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Establishing a Standard Profit
Let us see, then, how we can establish our standards so that
the accounting function can best fulfill its true purpose in business, viz., regulation of efforts to the end that profits are adequate and continuous.
First of all, let us establish a standard profit. Essentially, the
real purpose of business itself is profit. Why shouldn't we, therefore, start our whole concept of standards from the profit end?
The minimum profit which any business should produce regularly is that which yields a fair return on the real investment in
that business. The real investment does not always agree with
the capitalization. In many instances capital has been conserved
in the books of account but not physically. Obsolescence and
even depletion are often improperly charged off. If necessary,
thorough engineering appraisals should be made of working plant
assets to establish real competitive sound values based strictly on
utility. Inventory accounts often include many items which, because of age, substandard quality or obsolescence should at least
be written down drastically, if not charged off altogether. In any
event a truly realistic value for basic investment should be carefully determined for our particular business before figuring the
yield in dollars and cents which is to be taken as a minimum
profit standard.
Three Factors Modify Minimum Profit
This minimum profit obligation should be increased for at least
three fundamental factors which are inherent in all successful
business operations.
First, provision should be made for contingencies. Business
hazards of one sort or another are practically inevitable. Labor
difficulties, changing markets, price wars, extraordinary bad debts,
obsolescence of equipment, unexpected competition, unintelligent
competition, government regulations, etc. are always in the offing,
and can only be met comfortably and successfully by having adequate reserves which have been created out of excess profits.
Secondly, provision should be made for adequately meeting the
problem of personnel. Man power is most vital to success. Unexpected as well as normal changes have to be met. Young blood
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of the right potentiality needs constantly to be brought into the
organization and trained. To be properly manned a business
needs to be over- manned most of the time. The price of such a
safety policy must be paid for out of larger than normal profits.
Thirdly, provision should be made for general research and
development. The successful farmer has long realized that he
must continuously plow back fertility into the soil from which
he regularly harvests his crops. Business must do the same.
Money must be spent for research. Conditions under which business exist are never static, but change continuously. While many
good ideas will come from the regular operating organization it is
not enough to depend on this source alone. It is best to establish a separate function with a specially selected staff. In many
instances the broad field of research is so diversified that several
such groups are necessary. Product studies are but a small part
of modern research. Marketing, sources of raw materials, labor
effectiveness, etc., all need equally intensive study by persons peculiarly fitted to such work.
Standard Profit Blust Be Competitive
After building up our standard of profit to include provision
for these three important items, it should be checked to see if it
is competitive. Profits must be high enough to attract capital
on the one hand, yet not high enough to unduly stimulate unwanted competition on the other hand. As a rule profits should
be in proportion to the inherent risk involved.
In setting our final standard for profit we must, of course, establish it against a long range prospective. Temporary maladjustments must be allowed for. Short time variances are to be expected. Such variances, however, emphasize the need for real
judgment in setting the long term objective.
At the same time due consideration must be given to conditions within the particular industry in which we operate. Unless
our business dominates the industry rather completely we must
remain competitive if we hope to continue our operations successfully for very long. If the situation is really bad it may be due
to one of two things; either the industry has outlived its usefulness economically, or there is a preponderance of poor or unintelligent management. In either event the facts must be faced
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resolutely to the end that we take the proper course. If liquidation is inevitable, it is our responsibility to conserve our assets
rather than to waste them through continued unprofitable operations. Only if there is justifiable expectancy of tangible improvement should we plan to continue. Perhaps we need first to improve our trade association and stimulate group action. If our
industry actually serves a basic need, then there is probably a
way out of present difficulties provided there is enough left in the
way of resources to supply at least iron rations during the
struggle.
Establishing a Physical Volume Standard
Before breaking down our profit standard in terms of individual functions or operations, we must establish a physical volume
standard for our business. In this connection we must go beyond
mere manufacturing capacity. The actual limits to the capacity
of the management to properly administer the business must be
thoroughly recognized. The company's established share of the
volume available must also be definitely recognized, particularly
in the older industries. The question of diminishing returns must
be wisely considered from the standpoint of too much as well
as too little volume. The limits to volume set by available working capital must be most carefully determined. The limits of our
sales ability must not be overlooked. Radical changes in our
organization cannot be consummated overnight and in the meantime we must recognize all existing limitations. The availability
and reliabilty of our sources of raw materals must be ascertained
and evaluated as well as our supply of skilled and semi - skilled
labor. All of these angles are important in our determination of
normal volume. Plant capacity is very often not the determining
factor it might at first seem.
Standard Unit Profit
Our standard profit divided by our normal physical volume
results in a standard unit profit. It is recognized that the determination of the unit of operations is often extremely difficult. Usually, however, some common denominator can be determined after
sufficient thought and study. In many cases it is necessary to
weight various items in terms of a comparative scale. In some
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instances it is necessary to recognize that there is in effect a
merged situation which needs to be broken up into its component
parts so that each one may be considered separately as if it were
a distinct and detached business.
Establishing an Overall Standard Cost Allowance
After establishing our standard unit profit we must determine
the actual gross profit margin which exists or which we expect
will exist in our industry. What is the difference per unit between the purchase price of raw materials and. the sales price of
the finished product? What has been this difference in the past?
What will this difference tend to be in the future? What difference is it safe to expect during the next few turnovers of inventory? Finally, what is left after subtracting our standard unit
profit from this difference?
This residual which is left after deducting our standard unit
profit from the gross margin is our standard allowance for costs
of all sorts. If our business is to be successful, we must somehow
fit all our costs within this limit. Indeed, the very existence of
our business over the long pull depends on our being able to
so adjust our costs of operations.
In breaking down this overall allowance for costs into several
standards, we should recognize all the various different and separate functions of our business which are involved. In doing this
it is quite essential that each of these functions be considered
objectively. If justified at all, what should they cost? Not what
have they been costing, but what are they costing our smartest
and most successful competitors? In the end what can we allow
them to cost in our particular business?
Necessity is ever the mother of invention. If we tell our manufacturing manager that costs in his end of the business cannot
exceed so much, and he is convinced that we know what we are
talking about and, what is more important, really mean what we
say, he will immediately organize his best efforts to that end
without further argument. On the other hand, if we merely tell
him his costs are too high and we wish they might be lower, or
even that they must be lower, he will either try to justify his
present costs by carefully worked out time studies of things as
they are, or make a few changes and come back with some slight
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reduction feeling that he has accomplished all that should be expected of him. In either event the real objective has not been
reached. Similarly, the cost of selling, office work, purchasing,
and even administration will seldom approach rock bottom unless
definite allowable limits are prescribed in advance. Only by being convinced that, taken severally, these limits of cost for the
various functions of our business simply can't add up to over a
certain amount will we have the will to insist that satisfactory
results can and must be realized.
Examples

of Costs Adjusted to Allowable Figures

Many years ago Victor Hugo remarked, "People do not lack
strength, they lack will." It is the will to do that surmounts
many apparently insurmountable obstacles. As soon as radio
became a reality its commercial possibilities were easily foreseen,
provided a material with certain definite characteristics could be
found for tube filaments. Platinum was the only substance that
was suitable, but platinum cost $too an ounce. The cost of radios
using platinum would be prohibitive. The commercial development of radios was apparently an impossibility, all because a certain material didn't exist.
"No such material? All right —we'll make one!" So said the
Westinghouse Company and they produced Konal, an entirely
new material that was even better than platinum for this purpose
and which cost only a few dollars per pound. Thus an economic
standard cost for manufacturing radios was met and successful,
profitable operations were assured.
In the early days of the automobile the vibrating diaphragm
type of horn was developed. The first ones sold for $40. Competition soon brought the price down to $12 or $15 and some
business was done with the higher priced car manufacturers. Several horn companies approached Henry Ford to have him use
this equipment on his car. He told them that their price was
prohibitive. They figured on the large volume and came back
with the then unheard price of $5 per horn. Still Mr. Ford claimed
that the price was too high. In desperation they asked him to
state what price he would pay. He told them that he could pay
only go cents and, furthermore, he was convinced that a suitable
horn could and would be produced for that amount. It just had
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to be. Before many months a vibrating diaphragm type of horn
was standard equipment on all Ford cars. Not a very fancy job
to be sure, but good enough for the purpose. Economic standards
of cost had been met.
Way May Be Found, If Idea Economically Right
Perhaps these examples are somewhat exceptional, although
they could be multiplied many thousands of times. They do
illustrate, however, the principle that if an idea is economically
right, it can usually be worked out if there is but the will to do it.
So if our standard cost allowances, which we have developed
after first providing for a reasonable profit on the investment
involved, seemed impossible of attainment, let us not give up too
easily. Unless our business is unwittingly trying to bark up the
wrong tree, it is quite probable that a solution can be found if
we really try to find one and go about it intelligently. Seldom
do such solutions appear on the surface. We must dig for them.
The most valuable coal comes from the deepest mines.
Occasionally we may find that our standard cost allowance
is apparently higher than we need. Economically this may prove
to be equally as hazardous to the enduring success of our business as if our costs were too high. In the first place, too great
a profit attracts and stimulates the most dangerous types of competition. Often competition of this sort is distressingly unintelligent and usually it is piratic since it is based on envy of easy
money and not on a real desire to be of service. More important,
however, is the probability that too high a selling price is restricting our distribution and preventing our business from operating
in the broader market where it logically belongs —again a matter
of economic maladjustment from which we cannot help but suffer
eventually.
Accounting as the Balance Wheel

of Business

We stated earlier that accounting should be the balance wheel of
business which regulates operations to the end that business keeps
ever in step with the economics of the current situation. We
must also include the social implications of doing business. Business is not a laboratory experiment being conducted in secret
behind closed doors. Business is part of life, it is the very warp
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and woof of human existence in these modern times. As such
it must observe the rules and operate for the benefit of all concerned. The greatest rewards in the long run will come to both
capital and management for conducting business for the common
good. This is not mere sentimental altruism but sound business
sense.
In setting up our profitable standards for costs and for doing
business, let us therefore be mindful of the social obligations of
our operations. We must have the will to search and try until
we can find the ways and means to meet our economic cost standards without being tempted to take the easier short cuts which
lie along the paths of exploiting labor or cheating our customers
with inferior or unsuitable quality.
A Look to the Future
If this rough outline of the function of accounting in business
today seems to unduly emphasize or glorify the importance of the
position of the accountant or controller, it was not so intended.
Indeed the accountant today needs to walk humbly for he has far
to go and much to accomplish before he is ready to meet the
challenge which business now presents.
We must even greatly accelerate our pace, for business is ever
moving forward. Markets are forever marching past. New generations have new requirements and offer new and different opportunities for service. We must not only catch up with the
inherent requirements of our jobs as they exist at present, but
must also prepare ourselves for still greater responsibilities in
the future.
It is hoped that consideration of this line of approach to our
objective through first establishing in our mental process a concept of standard profits and economic costs, will prove worthwhile.
Many other lines of approach must also be covered. All in all
there is much to do before accounting can hold up its head and
point with pride. Business has never ticked the way it should,
and it never will until accounting becomes the balance wheel it
should be and the accountant or controller actually becomes the
hairspring which this balance wheel must have to perform its
function of regulation.
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