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Paradoxes in Applying
Profit Planning Doctrines
by NORMAN A. COAN
Manager, Sales Division Control Departm ent, Mar ath on Co rpo rat ion , Men as h a, Wisconsin

How to choose products to press for better profits? The present article
carries beyond the sweep of logic offered by proponents of single
measurement media —such as percentage charge on conversion cost,
marginal profit ratio on sales, return per machine hour, or product
gross or net profit —and introduces, in a provocative way, the complicating circumstances which render none of these soun d a s a so le determinant. A route to balanced use of the several doctrines is outlined.

John D. Rockefeller as saying, "I
chartered my course by figures. Nothing but figures. A you ng ma n who
wants to succeed in business should study figures, figures, figures, and apply
them to his business. Figures come first always." However, despite this primacy,
which may be acknowledged, nowhere is the paradoxial statement, "Figures cannot lie but liars (including those who do so unintentionally) can figure," more
applicable than where the industrial accountant attempts to show management
which of the company's many products are the most profitable. It is especially
in this area that the convert to a profit planning doctrine may unknowingly and
in good faith force a decision which will bring a result directly opposite to the
one intended.
EFORE ME IS AN ARTICLE w h i c h q u o t e s

B

No Place For Dogm a
The definiteness with which principles of profit planning doctrines are laid
down imply rules for their application which are flat, rigid, and static. There is
no surer way to discredit the doctrines, themselves. Principles and rules of application require most judicious use. They are but trend indices of the composite
reactions of many fluid and volatile factors working upon each other. Costs and
profit�amounts�related�to�costs�should�be�viewed�—�actually�they�should�be�intiJU N E , 1951
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mately sensed —as a kaleidoscopic mass of interdependent vital factors. Like a
house of cards, if one is touched all vibrate. Like a mass of dough, if squeezed
here it bulges there, if squeezed there it bulges here. Such similes create the
frame of mind necessary to cope with such amounts and existing profit planning
doctrines, the object being to marshal factors influencing profits into patterns
which will permit the result to be evaluated for the guidance of management.
The doctrines are guides to aid in doing this. Some indicate the direction the
flow of profit and the numberless profit factors will tend to take, some the
rapidity or velocity the flow may have, some the extent or distance the discerned
current might flow. Some purport to reveal exact results of all this movement
at a (purely imaginary) stationary point at current activity or above or below it.
However, no single doctrine or technique is a panacea for all profit situations.
No substitute exists for sound judgment after scrutiny of all fact surrounding a
particular set of circumstances.
This paper applies critically the techniques of four profit evaluating doctrines
to one set of product cost data to show that managerial judgment based upon
the results of but one can be erroneous. The four doctrines dealt with are:
I. Conversion cost profit upcharge formula.
2. Marginal balance or profit volume ratio.
3. Profit per (principal) machine hour.

4. Per cent (gross or net) profits by prod uct.

In addition to probing the limits of validity of the foregoing profit tests,
the material presented will also lead into part of the maze of facts, fantasies,
and fallacies which confront the management of a complex enterprise when it
decides to formally incorporate the principles of products profit evaluation into
its operating routines for the first time. This parade of perplexities is set off
against the hypothetical background of a reasonably well - regulated cost and
control setup. Obviously, the subject's complexity confines the presentation to
a segment of the overall problem and permits latitude in the choice of illustrations. Those given have been especially prepared to emphasize the nature of
principles dealt with rather than specific criteria for actual operations.
Case Data —and the Conversion Cost Profit UPcharge Formula
Many books relate to this doctrine under which it is accepted that optimum
results are obtained when all profit- influencing factors are equated at long -range
normal level of activity. This entails study of entire industries and determination
of the single enterprise's objective position within the industry. One wonders
what our economy would be like if all world trade were conducted under the
principles of this doctrine. Some employ this technique as near to its theoretical
1180
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perfection as they can obtain. Many use its principles not at all. Some use it as an
overall guide on an immediate or short -term basis. This will be illustrated here.
With this illustration, we will begin our examination of product profit planning
in the light of the several doctrines which have been cited. Consideration of
one will merge into consideration of the others and, as stated, the single set of
operating data now to be scrutinized, will serve for the entire presentation.
Regardless of the degree of perfection sought in the application, before the
conversion cost upcharge doctrine can be used, it is essential that management
make at least five major decisions:
I. How much (total dollar) profit is required?
2 . At what point will manufactured materials be treated as materials or as raw
materials and conversion effort in separate portions?
3. What upcharge is to be made on raw

materials and on manufactured materials
when treated as materials?
4. Will separate types of conversion effort
have different upcharge factors due to
risk, skill, patent protection, investment,
or other reasons?
5. At what activity level will the formula
be developed and applied to products?

Exhibit 1 gives a picture of the operating conditions of the mythical enterprise.
It is assumed to be now operating at the $50 million level and can expand to
$70 million without significantly affecting fixed charges. Lines A to D, B to E,
and C to F are the profit amounts at the three levels, being the normal results of
25 per cent marginal balance projected on the basis of current factors remaining
constant. For clarity, the basic chart data is shown below:

%

$70
M IL L IO N

2,400,000
2,100,000
7,500,000
6,000,000
27,000,000

$

$

$

2,000,000
1,750,000
6,250,000
5,000,000
22,500,000

2,800,000
2,450,000
8,750,000
7,000,000
31,500,000

2,500,000
1,250,000
3,750,000

2,500,000
1,250,000
3,750,000

2,500,000
1,250,000
3,750,000

5,000,000
10.0%

7,500,000
7,500,000
12.5%

$

7,500,000

$

$52,500,000

$

$45,000,000

$

$37,500,000

$

%

$60
M IL L IO N

$

Total fixed costs
Profit (Before taxes)
Profit (Of sales)

(75.0 %)

$

Fixed costs
Selling and administrative
Conversion -Type B
Conversion -Type A

4.0 %)
3.5 %)
12.5 %)
(10.0 %)
(45.0 %)

$

Total variable costs

$50
M IL L IO N

OF SALES
(

Variable Costs
Selling and Administrative
Conversion -Type B
Conversion -Type A
Purchased materials
Manufactured materials

7,500,000

$10,000,000
14.3%

To start on a quick decision basis to find out which of thousands of products
(counting styles, types, sizes, colors, quantity lots, and material variations as
products) are good or bad profitwise, it is decided to find out what upcharge
formula would result in the charted profits at the three levels, using a formula
embracing these salient (decided upon) features: upcharge for purchased maJUNE, 1951
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terials 8 per cent, manufactured materials 15 per cent (near market), balance
of profit to be derived from upcharge on conversion effort with Type B having
twice the upcharge of Type A.
Quickly bridging a wide gap by assuming selling and administrative expenses
apply equally to all products (don't do this in actual practice) , it is simple
mathematics to arrive at the results tabled below:

Total contributed by conversion upcharge

$70 MILLION

7,500,000 $10,000,000
5,300,000
4,900,000

$ 5,725,000

87.688%
2,938,000
43.844%
4,932,000

$

$

$ 7,870,000

$

71.562%
2,147,000
35.781%
3,578,000

4,530,000

$

3,775,000

480,000
4,050,000

$

400,000
3,375,000

$

9,500,000 $12,400,000 $15,300,000

$

$
$
$

$60 M IL L IO N

$

Contributed by conversion of Type B—% Upcharge
Amount
Contributed by conversion of Type A — */. Upcharge
Amount

$

Total contributed by materials upcharge

$

Contributed by Purchased Materials @a 8%
Contributed by Manufactured Materials Lia 15%

$

Total return required from formula on
manufactured costs

5,000,000
4,500,000

$

=50 M IL L IO N

Profit required Per Exhibit I and previous table)
Plus selling and administration costs

560,000
4,725,000
5,285,000
100.654%
3,724,000
50.327%
6,291,000

$10,015,000

Profit Leak When Upcharge Not Revised For Volume Changes
It should be noted that conversion of Type B requires 71.562,
7o,87.688%
and 100.654% upcharge, respectively, at the three levels, while conversion
of Type A requires 35.781 Jo, 43.844/0, and 50.327% as upcharges to obtain
the normal charted pattern of profits presumably inherent in increased volume.
Had use been made of the 71.562% and the 35.781% upcharges established
at the $50 million rate level and had these ratios been applied to costs at the
$60 and $70 million levels, the result in effect would have been unknowing
dissipation through price of $1,447,300 (line B -Y) and $2,894,000 (line C-X),
respectively. The shaded area A- B -C -X -Y portrays the effect of this tendency
and the formula data was worked out at the three levels largely to emphasize
this point.
The error is a common one, resulting from the use of short -range upcharges
on cost profit formula by those who cause the formula to be developed at one
level of activity and continued in use for price estimates built up from costs
throughout a long period during which volume increases and costs are revised
periodically. I have actually seen an instance in which the product price estimator used the same basic upcharge formula for ten years or more and, during
this period, the business expanded greatly and costs were adjusted annually or
oftener.
1182
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EXHIBIT 1

Let's Va r y the Upcharge For Better Profit at Sam e Volum e
For the remainder of this article, attention will be fixed on one volume. It
will offer a full complement of problems. One purpose of the conversion cost
upcharge formula is to permit planning of desired overall profit and the application of a proportionate share of the desired profits to individual products produced, regardless of the complexity of the line, so that products can be evaluated
on the basis of their individual contribution towards profit as related to the
common base formula.
Hence it may be decided that $5 million profit ( 1 0 . 0 % before taxes as has
been shown) at the physical volume represented by the $50 million level is
not sufficient. It is required to realize $8 million and the increase will be
obtained through price. (This is more easily done in this article than it is
in practice.)

The result would be sales at $53 million, profits $8 million
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APPLICATION OF PROFIT UPCBARGE FORMULA , RESULTING INDICATED SALES PRICES,
RESULTING % PROFIT, COMPARED MITE PRESENT PRICES AND PROFITS,
( All Date Stated as Per 101 units)
1R N Lo ts
Profit
C o st

Item
F u r e h a y e d Ma te r i a l
Ma n u f a c tu r e d Mtl.
Ce nv . Type B ( Op er . 1 )
C o -

501 L o t s
Co s t
I r r of lt

29 A L o t s
C o st
-fit

1OC14 Lots
Co s t � r o f i t

2501 Lots
Cos
of lt

8. 0 0E

$ 3. 20 0

. 2 56

$ 3. 2 0 0

.256

$ 3 . 200

$ . 2 56

15. 00%

14 . 5 0 0

2. 1 7 5

14 . 50 0

2. 1 7 5

14 . 50 0

2. 1 7 5

14 . 5 0 0

2. 1 7 5

14 . 5 0 0

2. 1 7 5

10 9 .0 6 %

1 2 . 19 8

1 3 . 303

5 . 966

6 . 507

3 .8 %

4.241

2 . 850

3 . 10 8

2 . 227

2.4 29

$

. 2 56

$ 3. 2 0 0 $

. 2 56

$

3. 20 0

$

Type A

OPer . (2J

3. 4 3 0

. Pe r. (3

4.680

3.532

Oi le r . ( 4 )
Ot h e r C o n v.
o r d e r Na n d i i

1. 9 4 9
1.200
4. 00 0

1. 4 1 4
1.200
1. 6 0 0

54.57% $T^1 53

8.521 $10-165

ots

TOTAL .

eA

2. 4 1 4

Formula Guide Selling
Price After Freight
A
Cu h Di sc ou nt
% Gr a s s P r o f i t

1. 8 0 4

2.959

2.844

5.540

$ T- M

$

1. i 4 6
1.200
400

4.613

7.511

4.150

$

T=

Price

34.8% $48.304

$60.209

$15052 $43.930 $10.104 $38.037

$41.334

3.572

3

Price

Price

30.0%

$

1. 0 9 3
1.200
560

.0

$69. 212

Present Prices After Freight

end Cash Discount

1.906

3.150

1.235
1.200
80 0

114 . 4076

AND PROFIT

2.075

Pri ce

Pri ce

27.3% $37.850

25.6%

$ 7.988 $34.767 $ 6.606

$35.760

$32.566

24.4f

$ 5.536

Profit Per LOW
P r e s e n t % Gr o s s P r o f i t

25.4

23.0%

21.0%

19.0%

17.0%

EXHIBIT 2
( 1 5 . 0 9 % ) before taxes and $12.5 million (23.59%) before selling and admin-

istrative expenses. This is shown on Exhibit 1 at point "O" for objective.
By computation, it is quickly determined that the upcharge formula to produce $8 million profits plus $4.5 million selling and administrative expense,
would be:
Pur ch as ed m a t er i al s

Manufactured materials
Conversion -Type B
Conversion -Type A
Total

BASE
$ 5,000 ,000

22,500,000
3,000,000
10,000,000
$40,500,000

% UPCHARGE
8. 0 0 %

15.00%
109.06%
54.53%

CONTRIBUTION
$
400 ,0 00

3,375,000
3,272,000
5,453,000
$12,500,000

However, this is over -all computation. A company does not usually sell
"over -all." It sells specific products.. Exhibit 2 shows the application of this
formula to the standard costs of a product sold in five quantity brackets and of
special design for each customer. The comparison of results for five quantity
lots of one product will illustrate the conditions which would be found also in
comparing five similar products and will better emphasize some points to be
touched on. For more easy comparison the costs for all quantity brackets are
stated in a common unit of 10,000 pieces.
Five operation costs have been identified separately. Only operation No. 1
1184
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involves Conversion Type B. Additional operations to the major four are
lumped as "other" and order handling (although it was stated that selling and
administrative expenses apply equally) has been shown separately to indicate
the preferred treatment of this type of expense and to bear on a special point to
be dealt with later. The costs for the several operations vary under each quantity bracket, due to the different setup or make -ready time of each operation.
This is a common occurrence in industry and will serve here to illustrate an area
of ambiguities in applying costs to products.
Right now, with Exhibit 2 at hand, it seems that all problems are solved.
New prices will be issued as developed by the master formula, for it has just
been applied properly to good standard costs for the product in its several
quantities. All that is necessary now is to do the same for all other products
in the line and the $8 million profit is ours. However, it is noted that although
the formula was tied in with an overall gross profit ratio of 23.59 17o,these five
1
differently -sized lots result in 34.8%, 30.0%, 27.37
o, 25.6%, and 24.4%
gross profit, respectively. (Of course, the remaining products must include a
number having a greater portion of costs composed of materials which would
result in a formulated markup producing less than 23.59% profit.) Also
noted is that the per cent of profit graduate downward as the quantity lots
increase. Why should some be sold at 24.47o and others at 34.8%? Why not
sell all of this product in 10M lots and make more profit? It was also thought
that the old price list adequately compensated for short runs versus long runs,
but the new formulated prices have increased the spread.
The truth of the matter is that —up to date — everything is in order. The
formula has been applied correctly and the results are as they should be. The
:anomalies in the figures are not imperfections of analysis but, if rightly used,
clues to product selection. The technique applied to all products will be worthwhile, for it will cause more searching questions to be raised about a number of
them. However, all decisions should not be made on this one basis. It is
decided to look further into this product.
Production Center Relationships Affect Costs and Capacities
It is found that the figures developed do not fully reflect the factors which
must be considered in sales and production choices. Assuming that Operation
No. 1 is the key and bottleneck operation, the activities of the other three centers
are (hypothetically) displayed in Exhibit 3 in relation to one hour's activity of
Operation No. 1 and for all five quantity brackets. The manner in which the
JUNE, 1951
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EXHIBIT 3

utilization of these center hours varies in relation to Operation No. 1 in the
separate quantities may well be noted. Operation No. 3 requires .926, 1.429,
1.956, 2.506, and 3.083 hours of availability to one hour of Operation No. 1 at
the different quantity lot of production. This relationship of the required
utility from one center in proportion to the others, can be quite definitely
worked out in the case of one product. However, when there are hundreds of
products, each using some (but not all) of the activity of fifty or more centers,
and when these products have varying demands upon the centers they do employ,
d e p e n d i n g u p o n size of the order —and further when it is zonsidered that some
of the fifty centers are major or bottleneck operations for some products and
only sub /or minor operations for other products —that area of ambiguity which
has been referred to assumes impressive proportions.
Usually, under conditions like these, practice is to set activity levels of the
separate centers in line with recent past experience. Thus the more active centers
may be set up upon something just short of full three -shift activity and others
will be set up on lesser activity, depending upon their average actual utilization
in the past. These activity levels peg the cost rate insofar as fixed costs are concerned and the resulting cost rates are applied to all products using the facilities,
regardless of the individual effect on the overall activity of these centers caused
by individual products. This is the area of uncertainties and vagaries inescapably present, even under quite modern techniques of applying costs to products.
Quite often the fixed charges of large captive steam or power plants are dis1186
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tributed to consuming departments in relation to departmental capacities to consume such services. The variable costs of steam or power produced are then
distributed tan consuming units on the basis of actual steam or power used. In
the area of smaller converting units, such as the centers illustrated here, there
has not yet (in my opinion) been developed a practical way to treat this cost
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reaction phenomenon. In theory, it could be worked out accurately but in the
usual actual practice, there are just too many interdependent factors to solve
simultaneously.
Not only costs but, in addition, production planning and actual physical
capacities are sometimes seriously distorted by the failure to recognize the full
impact of varying demands upon the different centers. In many instances of
change in overall operating rate or shifts in sales mix between products or
quantity lots of the same product, an enterprise finds that, where formerly it
had a rather staple operation of all centers, it now has some centers idle more
than half the time while others are overloaded to the point at which orders
must be refused or more facilities acquired.
Figures, Figures —and Four Profit Planning Doctrines
The foregoing material has, in a certain sense, been background, although it
has contained observations in and of themselves valuable in appraising attempts
to plan a profit course. The case data is now to be presented in a somewhat
altered form and related in one way or another to each of the profit planning
doctrines which have been mentioned. Exhibit 4 applies the same cost upcharge
formula used on per unit aAdard costs in Exhibit 2 to the same product costs
on an annual production level which has been determined by the production of
one machine of Operation No. 1 for a full 5,830 hours. For brevity, only 10M
and 250M manufacturing lot results are shown under the two groups of three
columns labeled (A) and (13). The columns to the right headed (C) repeat
the data for the 10M quantity lot production using adjusted cost figures which
absorb the same amount of fixed charges as are absorbed by the 250M quantity
conditions.
Referring now to only the (A) and (B) groups of columns, the costs of a
full year's operation under two conditions can be viewed in perspective. The
detail will be found in complete agreement with that portrayed in Exhibit 2.
Hence the respective product costs per 10M units are $45.157 and $27.028, the
same upcharge formula has been applied, the guide sales prices are $69.212 and
$35.760, the percentages are 34.761/,, and 24.42%, and profit per unit shows
as $24.055 in one instance and $8.732 in the other. All this is the same.
As additional data there are shown percentage marginal balance, and (in the
column headed profit per unit) the profit per machine hour for each of the four
centers and per thousand pounds of material. There should really be another
column showing the marginal balance per unit but it has been left out for sim1188
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plicity. For the 10M run quantities, marginal balance is an annual total of
$190,384 or $32.66 per Operation No. 1 hour for 250M quantity it is an annual

total of $368,654 or $63.24 per Operation No. 1 hour.
Now we really are in a mess of profit paradoxes. Despite what John D.
Rockefeller said, there appear to be just too many figures to place before any
hard - working management. You can pick your own bewilderment from the
illustration . . . but here are a few ready -made confusions just to stir things up
a little:
I. The figures are all developed from the
same conversion cost upcharge formula,
so why do not all the answers come out
the same?
2. If you are a per- cent -of- profit- by -products operator, you will say the IOM runs
with ;34.76% are by far better than
the 250M quantities with but 24.42 %.
Tchl Tchl Tchl Note the total annual
profit of $132,676 for your choice versus
the $263,770 for the 250M lots and likewise the $190,384 marginal balance
versus the $368,654 figure. And what
about your major bottleneck Operation
No. I. Do you want to run it for $22.76
per hour profit or $45.247
3. Or perhaps you are a dyed -in- the -wool
marginal balance man. Here again the
IOM quantities show 49.87 %, far better
than the 34.13% of the 250M quantities,
yet your choice on this basis alone
would result in smaller profits for a
years operation as compared to the
250M quantity.
4. Maybe you are a profit- per- machinehour or profit- per - pound- of- principalmaterial man. For Operation No. I you
do all right, for the 250M quantities

with the $45.24 per hour profit do
produce nearly twice the total profit in
a year's operation as the $22.76 per
hour profit of the IOM quantities. But
what about the profit per hour of the
other three centers? In all cases, the
return is less per hour under the 250M
operation than the IOM. Suppose the
sum of all orders for all products places
an impossible demand upon the capacities of Operation No. 37 The profit per
pound of material is 2.75 times greater
under IOM than 250M operation. What
if the supply of materials — either purchased or manufactured— became limifed and forced you to turn down
orders. Would you turn down the IOM
quantities or the 250M quantities?
5. You might be a total - profif- per -year man
(I think perhaps the best of all to be)
regardless of any old system or doctrine. But how are you going to know
which way to jump under all condiliorns
to obtain the most total profits possible, unless the determinants are developed to evaluate the effects of your
jumps. The techniques of the various
doctrines must all be employed in the
development of these determinants.

Consider the Circumstances
I think that the questions and situations developed above point the way out of
the maze of paradoxes. Obviously there are good points inherent in all the
doctrines, but it remains the right and responsibility of management to employ
them properly. The factors bearing on a decision in a particular situation may be
far removed from the area of simple costs or control. Customer relations could
be the determinant, for it may sometimes be necessary to supply a large customer
with a small quantity of what appears to be a less advantageous product when
viewed solely from the figure standpoint.
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Also, complete understanding of market potentials and competitive capacities
must often be considered. In the illustration given, suppose the total consumption were limited and the larger portion of the business was done in the quantity
brackets below 250M, there being relatively few users buying in the 250M lots.
If (assuming it were possible) sales effort were directed to force all buying into
the large bracket because profit per machine hour is higher, the total output for
the market would then be produced in a much shorter activity span for the
machine centers. Under these circumstances, the costs, selling prices, and
marginal balance factors would be on a lower unit basis and, though the same
total quantities changed hands as formerly, there would be less business done
in terms of dollars. Is that good or bad? The question cannot be answered
apart from a specific situation.
Again, many of the decisions management makes could be right if capacity
were undersold and wrong if sales were at or above capacity. Computed at
capacity, marginal balance and per cent profit have about the same utility. Most
computations are below capacity. If actual work load of centers affected is below
capacity and there is a dearth of business, then marginal balance is the best
selector to use, for it measures the portion of the sales dollar retained to defray
fixed costs and contribute towards profit. At capacity or under duress in the
securing of materials, profit measurement on a sales dollar base can be completely erroneous. Here the profit per machine hour or per pound of material
might be the basis of judgment.
Further Ambiguities
Despite the foregoing counsel in the direction of intelligent consideration of
the complicating factors in profit planning, this paper is not entirely done with
introduction of complexities. The right hand group of columns on Exhibit 4,
so far not discussed, illustrate (although not on a scientifically exact basis) the
effect on the costs, prices, and profits of the operation under 10M quantity run
conditions when the costs are adjusted to absorb the same fixed charges as are
absorbed by the 250M quantity lots. It was stated previously that production
center cost rates were set on an average actual activity basis for a large mix of
products. The result, of course, is that the 10M lot operation is assessed less
fixed costs for Centers Nos. 2, 3, 4, and "other" than is the 250M quantity
operation.
If the illustrated product were an only product and the levels of all centers
activity had been set at the 250M lot machine utilization rate, then the Column
1190
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(C) data would be substantially correct. Obviously, since center activities were
set on average activity for many products, including this one, the true level is
probably somewhere between the 10M run and the 250M run machine demand
patterns. This means, then, that the more accurate method of costing the present
products would be to use the given standard machine hour rates at, say, the
50M lot pattern ---or somewhere between the 50M and 100M patterns —and
then to adjust those rates upwards for the quantity lots below the point determined on and downward for the quantity lots above that point. The effect,
would tie to increase the costs and, therefore, the prices of the smaller quantities and decrease the costs and prices of the larger quantities. To the degree
that this is not done, there exist theoretical discrepancies in many product
standard cost structures today.
Compare the Column (C) results with the Column (A) results. Operation
No. 1 is the same for rate and total variable and fixed costs absorbed, for this is
the controlling machine for the product. Operation No. 2 rate per hour increases from $8.47 to $15.63 when the total fixed costs assessed (or absorbed)
are made the same as in the 250M operation shown in Column (B). Operations Nos. 3, 4, and "other" react in the same manner as Operation No. 2.
However, order handling, intentionally featured in the exhibit for its characteristic reaction (within this area of ambiguities) behaves in a directly opposite
way from Operations No. 2, 3,4, and "other."
The same conversion cost upcharge formula has been applied to the base data
in Column (C) group as in Columns (A) and (B), yet all but one result is
different from the other two. The cost rates, cost per unit produced, total costs,
fixed costs, sales price, total sales dollars, marginal balance (amount, per cent,
per product, and per machine hour), total profit, profit per product, and profit
per machine hour and pound of material are different from those shown in
Column (A). Yet the per cent of profit is, for practical purposes, the same.
It took quite a bit of juggling of exhibited data to accomplish this result and
it was done for two purposes. The minor purpose was to augment the number
of possible profit selection factors to accentuate the paradoxial maze the profit
planner is almost always faced with. The major purpose was to lay additional
emphasis on the unreliableness of the per cent profit by product figure as a
profit selector determinant. For now, not only do the Column (B) results of
lower per cent profit prove out as better under most conditions than Column
(A) results with a higher per cent profit, but also Column (C) results with the
same per cent of profit as Column (A) produce $31,596 more of profit from
a year's output of Operation No. 1 than the operations of Column Group (A).
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Profit Planning: Formulas and Machines Will Never Do It Alone
It is hoped the article has accomplished its purpose of leading the reader into
a hall of many mirrors, each one of which reflects a different answer back, and
then leading him out to partial daylight again. Incidentally some of this light
may fall on the question of the particular utilities of actual and standard costs.
Theoretically, at least, there is general agreement that standard costs are easier
to work with than actual costs. Yet it has just been practically admitted that in
most cases it is impossible to arrive at a "for sure" application of standard costs
to diversified products. If it cannot be done with standards, then, as far as I am
concerned, it never has and never will be done with actuals.
One rule may have been developed, to be stated as follows, "If total maximum profit is the objective, then, under a given set of circumstances, it will be
found that the principles of various profit doctrines apply to different trend
reactions and, therefore, all of them must be understood and brought into use,
each in accordance with its own characteristics." In other words, actual profits
are the result of compound forces and activities. A number of these can be
measured and evaluated. Certain managerial decisions can be made to influence
profits to a better result. Further, the more factors brought to light, studied,
and used as basis for decisions, the better the overall profit result should be.
Some of the increments in elements affecting profits are of the type that could
be computed to a final answer only on the massive electronic calculators developed recently, which can digest astronomical computations. However, most
basic factors are, to a practical extent, within reach of the operator of an ordinary
office calculator. Their use —use alike of the calculating machine and the profit
planning doctrines — require a certain amount of knowledge on the part of the
operator. An experienced operator can punch the multiplier to several decimal
places in one end of a machine, the multiplicand to several decimal places in
the other end, press a button, and, while the machine whirs away grinding out
the answer, mentally estimate the result before the exact answer stands revealed.
The inexperienced operator pushes the buttons, chews gum and stares around
the brief time the machine takes to compute the answer, and blindly writes it
down as correct. Quite often the latter gets the decimal point misplaced or fails
to catch an error of carelessness in putting the original data into the machine.
So it goes with profit planning. Some 'operators" have a definite objective.
push the right buttons in an attempt to get it, and know when the result is too
far off from the objective. Others push the factors around blindly and are
pleasantly or unpleasantly surprised when the result pops up at them from the
old profit and loss statement.
1192
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A Trade Unionist Views Net
Income Determination
by SOLOMON BARKIN
Director of Research, Textile Workers Union of America, CIO

Challenged in this paper are charges included in income statements,
which benefit members of four groups characterized as entreprenurial.
It is contended also that associated enterprises commonly form sources
of additional enterprise income, not recognized under current practice.
The cost basis for stating inventories and fixed assets and for computing depreciation, is strongly championed.

are following a false lead in believing that mere simS plification of terminology
and improvements in the art of presentation of
OME B USI NE SS GR OU PS

financial statements will produce greater acceptance of their results and conclusions by workers and unions. Both steps are desirable on their own account,
but they do not address themselves to the fundamental suspicions and distrust
which workers and unions harbor. The latter are primarily interested in
ascertaining the ways in which the business and its owners and managers are
faring as compared with themselves.
A financial statement which does not clearly and fully disclose the manner
in which the owners and managers have benefitted and the changes in the
financial condition of the business in favor of the owning and managing
interests, cannot satisfy the worker or the union. Their primary interest is to
pierce the legalities of the business operation to get at a true determination of
the income enjoyed by proprietary and managerial interests, no matter in what
forms these gains may appear. This objective may meet resistance in the present
business framework, but, to the extent that it remains unsatisfied, suspicion and
dissatisfaction with financial statements will continue to prevail. Every attempt
to get workers and unions to accept substitutes will be of little avail.
Conventional Financial Statement Serves Ownership Purposes
The character of the present financial statement of a business enterprise
has been affected both by the legal system in which business operates and the
purposes which the statement serves. In the first place, each enterprise has a
legal form which establishes its separate legal existence. Its ties to other interests
and enterprises are severed unless it nuns afoul of some legal difficulties. These
ties remain hidden except as the ownership of stock and various relations to
other business enterprises are specifically enumerated and identified. The SecuJ U N E , 1951
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rities and Exchange Commission's disclosure rules provide only minor insights
into these interrelationships. The emphasis is on the independence of each
business and its financial separateness. This legal screen cannot satisfy the
trade - union's desire for realistic determination of the total income of the
entrepreneurs.
The second fact about the financial statement is that it evolved out of the
needs of the business interests of the proprietor- operator and then the various
specialized forms of entrepreneurship such as owners, investors, managers,
directors and creditors. The proprietor- operator fashioned the financial report
in the first place to serve his needs, which were to determine his income and
the value of his enterprise. As his functions were specialized and assigned to
different individuals, he insisted upon keeping the accounts to help determine
his final income. The other specialized entrepreneurial factors influenced
the financial statement in less significant ways. The report remains essentially
a statement of the value of the proprietor's rights in and gains from enterprise.
The effect of the proprietary interest was to make for great conservation
in the dominant types of accounting principles and practices. It has traditionally been the interest of the proprietor to secure a cautious rendering of his
accounts. This fact has been commented upon frequently by writers on accounting. Professor W. A. Paton has declared that the prevailing trend is for
accountants to "provide an understatement of assets by various means, and on
the other hand, (an) understatement of income." (W. A. Paton, "Accounting
Procedures of Private Enterprise," journal of Accountancy, Vol. 85, No. 4, April
1948, p. 279.) Gillman finds that the accountant is "ruled by the doctrine of
conservation" and therefore "decline to recognize income until such recognition
is clearly warranted, but, on the other hand, has a tendency to be generous in
recognizing costs, expenses and losses and including them in the profit and loss
statement, even though there may be some doubt as to the fairness of such inclusion." He concludes that "conservation has a tendency which is opposed to
the ideal of matching costs with income." (Gillman, "Accounting Concepts
of Profit," 1939, p. 130.)
The combined effects of these influences —the legal separateness of each
business, the proprietary approach, and the conservative accent in choice of
principles —has been a deep bias in current methods of accounting which makes
the financial statement suspect for collective bargaining purposes. The trade union movement is increasingly applying its leverage for a change in the basic
concepts underlying accounting theory and techniques. The nearer it gets to
the real job of seeking to effect a redistribution of income through the combined
1194.
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force of wage, price and production policy, the more intensive will be its
interest in a detailed recasting of the principles of accounting.
Trade Union Objectives in Financial Reporting
The trade union cannot be satisfied with current financial reporting because
it wants first to know what have been and what are likely to be the earnings
available for distribution to all parties, whether the amounts be determined by
contract or allocation of residual income. Its first objective is, therefore, to
obtain an income statement supplemented by balance sheet and supporting
schedules, which will first match costs and revenue for the period. The net
return should be calculated before the benefits are allocated to any entrepreneurial interest, whether it be management, directors, owning, or capital
supplying interests. If any financial gains are made by these interests through
direct or indirect business relations with the enterprise, the trade union wants
these also to be accounted for and included in the full income statement.
The second objective of the trade union is to be able to project these results
into the future and also, if necessary, to apply its judgment concerning the price
and product, and production policy to determine how these are affecting the
level of earnings of the business and therefore labor's ability to advance its
economic position. For this purpose, various types of supplementary production
and financial data are necessary. Unions are also concerned with the soundness
of business policies from the public point of view, particularly in the case of
companies with publicly regulated price structures and during periods of public
control of prices.
What Information Is Sought
To provide answers to these questions, the trade unions are asking for information which may not be offered to stockholders, directors, intimate interest
groups, governmental agencies and other bodies. But these facts are vital to
collective bargaining and, as such, become essential to the maintenance of
industrial peace and rational labor relations. The parties have learned, over the
years, that an ever - broadening number of types of information must become
available for collective bargaining. The National Labor Relations Board has
ordered employers to supply various types of data, such as job classification and
payroll lists; data on the production required of employees; piece rates, hourly
rates and employee earnings; private wage surveys and financial statements.
In connection with financial reporting, the Board has been most explicit in
JUNE, 1951
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the Southern Saddlery case decided on July 21, 1950. The Board held that the
"respondent, by maintaining the intransigent position that it was financially
unable to raise wages and at the same time, by refusing to make reasonable
efforts to support or justify its position, erected an insurmountable barrier to
a successful conclusion of the bargaining. We believe that such conduct does
not meet the test of good faith bargaining."
The Board, therefore, endorsed the instructions in the intermediate report
which defined the desired information as, "the amount of capitalization, the
amount and rates of dividends
and a financial statement or a statement
....
showing a breakdown of the amounts expended for the various items of manufacturing costs, including wages, raw materials, salaries of officials, depreciation
and overhead and /or information as will enable the union to understand the
respondent's position and to bargain intelligently thereon." (In re: Southern
Saddlery Company and Local 109, United Leather Workers International Union,
Case No. 10 -Ca- 636.)
Whereas the types of information ordered by a governmental agency to be
supplied by an employer to a union will be circumscribed by the nature of the
controversy, union demands for information will continue to broaden as its
efforts for real changes in income distribution become more pervasive. The
increased availability of intimate business facts to the union has disposed of
earlier fears that they would be promiscuously distributed to competitors and
injure the enterprise. The most privileged data are now being passed between
managements and unions on matters such as those referred to above and on items
such as new methods of production, production standards, product designs,
expansion programs, new products, etc. The private character of the data has
been strictly observed. They have been used for the discussion of mutual
problems. The safne trust is increasingly being shown in the presentation of
financial data.
Reconsidering The Financial Statement
As the new types of data and new forms of presentation and analysis develop
in collective bargaining, the accountant will have to play a special role. He
may be of help to the parties in their collective bargaining if he learns to
examine critically his own tools and helps define the biases and distortions
introduced into the recording by the power which management has hitherto
exercised over accounting. He must help define the assumptions, policies and
procedures employed in the determination of the concepts of income, the
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methods of allocating expenditures and the items which have been considered
as costs and incomes. Which of these tend to effect an understatement of income
and assets? What are management's, director's, creditor's and ownership's
incomes? What is the total income of the entrepreneurial group?
The Bureau of Internal Revenue has developed rules of accounting in the
light of the tax law and court findings. A similar body of rules and practices
must be developed for the preparation of accounts for collective bargaining.
These will be the accountant's guide. It is a broad subject. In this paper it will
be possible to consider only a few items which trade - unions will demand to
have reconsidered in current accounting practice.
Payments to Entrepreneurial Groups Not Proper Charges to Income

The first basic principle which unions will consider important in the reconstruction of financial reporting is the inclusion in the business' net income
of all income enjoyed by the executive management, directors, creditors and
ownership groups. These are not proper charges on operating income.
This point of view finds support in the development of our business system
and accounting procedure. It can best be understood if we first consider the
single proprietorship type of business. In this form of enterprise, the owner
performs all entrepreneurial functions. He supplies the capital and frequently
has no recourse to other capital sources. He also manages the undertaking and
assumes the risks. He determines the objectives, develops the plans, maintains
and operates the enterpise. Our accounting systems recognize that all salaries
and drawings and personal benefits gained by the proprietors are forms of distribution of the income and not costs to be charged to operations.
With the development of the corporate business system we have endowed the
business with a separate legal personality. This action has created an artificial
separateness for each enterprise. The structure has led to a system of accounts
designed to interpret the business operations in terms of the investor rather than
the basic enterprise itself. Contractual agreements on compensation for different
divisions of entrepreneurship have been converted into charges on the business
to simplify the determination of the gains enjoyed by the capital owners. The
latter's rights to residual gains became the point of vantage for the determination of the allocation of accounts. The later development of a corporate income
tax system strengthened these tendencies and the investor's point of view in the
shaping of the system of accounts.
This turn in business history has done violence to many earlier concepts of
business. The entire approach is a repudiation of the true meaning of rewards
JUNE, 1951

11 9 7

to entrepreneurship. An examination of the meaning of business ownership in
its original form suggests that it consisted of three functions, viz, the supplying
of capital and resources, the taking of risks, and the supplying of entrepreneurial and managerial skills. In the discussion of the theory of profits by
economists, these three divisions were recognized.
In attempting to describe the factors determining the rate of profit, an early
school held that profit was residual share after the payment of interest to the
proprietor for the use of his capital. The profits were the payment for the
entrepreneur's risk and services. Another traditional group of economists
claimed that in a period of perfect competition there is no residual share after
the payment of imputed wages and interest to the owner. Profits as a reward
for risk, they said, could not exist in a period of perfect competition. A third
group stressed the power position of the people who control the enterprise,
which enables them to exact charges for their performance. The people in
control may be the management or the actual owners. The determination of
the recipients of the benefits is primarily a matter of arrangement among entrepreneurial groups.
All persons in a modern business who perform any of the aforementioned
functions are members of the entrepreneurial group. The entrepreneurial functions have been separated and specialized in our highly complicated industrial
society. They are now exercised by four distinct groups. Unless all persons
performing any of these functions are included, we have not accounted for the
full entrepreneurial group. Some difficulties may arise in defining the position
of some individuals, but they are not insurmountable.

Stockholders and Creditors
These entrepreneurial groups will include, first, the stockholders who in the
modern corporation furnish. capital. They may not have been the original
suppliers of capital. Moreover, their risk has been considerably reduced in
the large corporation with its long -term existence. Their influence in the
enterprise has been reduced to a minimum. The wide distribution of the stocks
has resulted in the small stockholder knowing little about the enterprise, having
access to few facts, participating in the making of few judgments or policies
and having only the remotest relationship to the enterprises.
The development of adequate proxy machinery has improved the forms but
has not increased the significance of the small stockholder. Moreover, there are
various classes of stockholders who have different claims on assets, income,
1198
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the selection of management and the decision - making powers within the company. Despite this vast reduction in the significance of this group, the financial
statement continues primarily to seek to appraise the stockholders' equities and
determine their residual claims. Dividends paid them are not considered costs.
Labor unions are in agreement with this procedure.
However, the logic of the current practice must be carried further to exclude
as charges on income other stockholder expenses, such as the cost of stockholders' meetings, printing and mailing of statements, the professional fees
spent for the defense of the management against stockholders, and the costs of
the officers and boards of directors in defending themselves and their acts as
managers. These are really charges on the personal accounts of the entrepreneurs and not on the business.
The second entrepreneurial group is made up of the bondholders and
creditors. They are essentially similar to the stockholders. They supply capital.
The major distinction is in the priority and size of the claims on the business,
which in some cases merge directly and imperceptibly into the claims of preferred stockholders. The rights of bondholders and creditors to participation
in the determination of the management, in some instances, are superior to
those enjoyed by stockholders.
While the developments of business organization and the increased separation
between ownership and management have made a fiction of much of the
distinction between the two groups, accounting systems have continued to handle
differently the respective shares of income. One innovation required to meet
the unionist's point of view is to transfer interest items from a charge on net
income in the operating statement to the statement of reconciliation of net
worth and surplus account. This procedure would logically equate the returns
of the investor and the creditor. Economists have always contended that profits
partially reflect interest. This view would be sustained by this change in procedure. In fact, accountants have long been disturbed by the differences in the
treatment of the cost of borrowed and invested capital. Many have advocated
the inclusion of imputed interest as a charge in income determination. However, the procedure of excluding the interest on borrowed capital as a charge on
net income is more consistent and more useful in determining the net income
available for distribution to the entrepreneurial groups.
Directors and Executive Management
The third entrepreneurial group consists of the directors of a company,
whose functions must be so considered. They may not be selected from among
JUNE, 1951
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the stockholders and may not have substantial, if any, holdings, but directors
are a differentiated part of entrepreneurial management. As such, their compensation and rewards, usually in the form of fees and bonuses, must not be
considered as operating costs and charges on net income.
The fourth entrepreneurial group is the executive management. Under
present conditions, they may or may not be stockholders or financial creditors.
Nevertheless, they provide the primary entrepreneurial talent and skills and
shoulder the responsibilities. If there is any group in the modern corporation
which has taken over the principal personal services of the single proprietor,
it is this group of officers and operating officials. Their compensation and
considerations may be contractual in character, but that condition in no wise
changes the basic fact that their income has been included by economists in
the broad concept of profits and normally constitutes a large part of the earnings of the owner - proprietor.
According to the trade - unionists' concepts of the arrangement of the income
statement, the remuneration and compensation received by the executive management should not be considered a deduction from net income. This point
is supported by the increasing practice, under the stimulus of the Revenue Act
of 1950, to grant stock purchase options to executives. The forms of compensation for this group are most varied. They may be salaries, bonuses, stock
options, pension payments, life insurance, medical benefits, expense accounts,
automobile and home facilities, and purchase and discount privileges and educational advantages. The size of some of these are related to the company's profits.
None of these should be considered as deductions in the operating statement.
Entrepreneurial Income from Associated Interests
Income received by members of the entrepreneurial group from company
transactions with associated business interests should be included in gross
income. There must be included, not only the direct income from the enterprise
received by each member of the entrepreneurial group, but also all financial
gains derived by them through the associated business interests which maintain
business relations with the company in question. Unless this income is included,
the income made possible by legal fictions and personal positions will be
omitted. The real financial gains of the principals will be understated. A full
presentation of the company's net income available for allocation to the different
factors in the business must count these gains.
The importance of these incomes in the accounting of the specific enterprise .
has broadened considerably. Multiple business organizations for the same
7200
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financial interest have proven to be financially advantageous under many circumstances. Men who have learned to take advantage of the liberal attitude of the
court on "arms- length" relationships have succeeded in getting multiple business
organizations approved for tax purposes. They have then been able to use the
maze of accounts of these businesses to increase total charges which burden the
operating statements of the various companies. In other cases, they have been
able to shift incomes from one enterprise to another and have thus rendered
meaningless the accounts of any one enterprise.
Some of the devices prohibited, taxwise, for this purpose are outlined in
Sections 24 B and 45 of the Internal Revenue Code. Insofar as tax returns
are concerned, these devices are considered as susceptible of enabling the
principals to "siphon off profits, or to distribute earnings in the guise of expense
deductions or an anticipatory assignment of future income lacking germane
and genuine business motive." (C. Melvain, "Business Relations Between Stockholders And Their Closely Held Corporations," Illinois Certified Public
Accountant, Vol. XII, No. 2, March 1950, p. 22.) Some techniques used for
this purpose include the sale of appreciated property at cost to shift potential
gain or loss, transfer of tax free property with low market value, and sale of
property to stockholders and lease back to corporations.
Yet the Commissioner of Internal Revenue and the courts have upheld some
of these transactions and have characterized them as being promoted for legitimate business purposes and not dominated solely by tax - saving or income splitting considerations. These multiple business organizations may not have
been solely set up for these purposes but, when formed, they will have the same
effect. From the point of view of the trade union, they constitute a diversion
of income which must be accounted for and consolidated with the company's
direct income. Unless such amalgamation is effected, the statement for the
individual enterprise is rendered less meaningful.
It is also true that members of the entrepreneurial group have used their
positions with the enterprise to secure preferential positions and terms for
their other business interests. Men have served on the boards of directors of
companies to secure business for other enterprises. Officers and directors and
managers of companies have arranged for sales or purchases under conditions
and terms which have diverted profits to other concerns. Special rebates have
been granted to purchasers who are related to the management of an enterprise.
Men have made company's gains secondary to those obtained by other financial
interests of their own. In the textile industry, loans have been given to mills
by selling agents with the stipulation that the selling agent was to handle all
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sales, irrespective of the mills' best interest. There are other examples. These
gains are as much a form of distribution of business gains as those given directly to the entrepreneurial group. They divert an enterprise's earnings. They
must be included in the gross earnings.
Widespread Disclosure Called For
To obtain a full record of such gains, it is necessary to secure a full listing of
all members of the entrepreneurial group. The present disclosure rules of the
Securities and Exchange Commission are inadequate for this purpose. They
require a report on the stockholdings of officers and stockholders who own 10
per cent or more of the securities, and their sales and purchases of stock. To
obtain a more adequate listing, we would call for an enumeration of all stockholders who own 10 per cent of the stock or more, as well as the largest twenty
stockholdings if larger in number than the preceding list. A similar requirement
should be made respecting the bondholders and creditors.
A list should also call for an enumeration of the members of the board of
directors, officers and other executives who formulate important business policies.
In some instances, outside interests with substantial influence within the company, such as bankers and professional groups, may have to be enumerated,
since they so often secure special benefits through their position. (See R. A.
Gordon, "Leadership In The Larger Corporation," Brookings Institute, Washington, D. C., 1945.)
For each person so listed, there should be a record of each business interest
which maintains business relations with the specific enterprise. In connection
with each, there should be a full analysis of the relationship with the purpose
of determining the types of relationships and net income derived by the person
from this connection. Such reports would tend to discourage many current
practices. Moreover, they would permit the parties to determine the amount of
income of this type which should be truly credited to the account of the business
itself. These incomes will, at times, considerably increase the gross income of
the business enterprise.
Inventories Shpuld Be Priced At Actual Costs
A number of different accounting practices have been evolved to meet the
challenge of changing price levels. The desire has been to adopt a method
of value determination which in periods of changing prices will establish costs
for capital and current goods on essentially a replacement basis. Instead of
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recording the costs as they truly are and relying on subsequent study of these
results for their interpretation in the light of the accompanying circumstances,
accountants have been intent upon providing management with tools which
build into the statement reserves or allowances for probable losses.
The concepts have been shaped by the desire to be conservative and to
understate both income and assets. The increasing importance of the tax load
on business has reinforced these trends in accounting, but they are not approvable by unions in principle and run basically counter to the fundamental
objective of the accountant, i.e. to determine actual money costs. The definitions
of income must be worked out by all parties and not merely by the entrepreneurial group.
In the area of inventory accounting, the efforts at minimizing net income
through the pricing mechanism have gained special importance, as the method
of valuation has an important effect on the net income of a business enterprise
and produces a shift of costs of goods from one period to another. Trade
unions urge the use of the cost of the specific items consumed and charges
incurred during the income period. Companies which maintain careful cost
records can follow this approach. The other procedures are expedient departures
from this fundamental method. They are built on assumptions concerning the
flow of goods which may or may not coincide with the facts. They are shortcuts which distort profits and generally lead to misstatements of costs. Actual
total costs are the only proper data for the determination of the value of
inventory, whether the goods are raw materials, in process of production,
finished goods, or goods which have been sold.
"Lifo ", "Fifo" and Standard Costs Unacceptable
Special reference must be made to the last -in, first -out valuation technique
which has been recently widely adopted. It is designed primarily to eliminate
"unrealized profits from inventories" and to "cushion future potential inventory
deflation." During periods of rising prices, it has substantially reduced recorded
net income and the consequent tax burden. The supplementary reports which
accompany these statements suggest the tremendous sums which have been
planted in the company's accounts, designed to help it cover the costs of
declining prices in the future.
The "lifo" procedure is unacceptable to the trade unionist, even though
it has been approved in recent years by the Bureau of Internal Revenue for
tax purposes. The decisions of the Bureau are determined by the political
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complexion of our country and the tax laws and court decisions. They are not
determining for the trade union movement, which is concerned with defining
income for distribution purposes. In the same way, we cannot approve of
procedures which call for the write -down of inventory in periods of falling prices
or write -ups in periods of rising prices. The valuation of inventory at market
prices, first -in, first -out, normal stock, retail or standard cost methods are also
means of distorting the profit records. No part of the loss on inventory should
be absorbed before the units are actually disposed of.
These procedures also confuse management in the discharge of its own
functions and necessarily are a special handicap to the outside analyst. They
represent a predetermination of the allocation of the business income which
must be more properly considered in the bargaining process. The need for using
part of the net income to cover the cost of buying higher - priced replacements
may be an appropriate factor to consider, but it is no justification for valuation
techniques based on the assumptions of economic expansion and the protection
of current property rights which may not, at the time, be shared by the trade
union. The final accounting must not incorporate the results of fictitious inventory valuations as part of the operating accounts.
There is little need of emphasizing that special care must be shown by
accountants and auditors in their certification of the inventory, since so many
abuses have arisen in this quarter. Many auditors try to find short -cuts by using
company reports on physical units and prices of goods in inventory, without
adequate verification. Such reports do not increase confidence nor still doubts
and uncertainties.
Property Values and Depreciation Should Be Based on Cost
No change should be made in the value of property or property account or
in the methods of depreciation to account for changes in prices. Stemming from
the position outlined above for the valuation of inventory are trade -union
attitudes respecting recent suggestions for changing the treatment of exhaustion
of tangible capital assets in the light of rising prices. The American Institute
of Accountants, through its Research Bulletin No. 33 and its Committee on
Accounting Procedure, and the Securities and Exchange Commission, have both
disapproved of the steps taken by some companies to change the substance of
their published accounting reports. The absence of tax relief -through reevaluation of property accounts to current price levels or the correction of
depreciation charges by a price index or accelerated forms of depreciation to
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take account of rising prices, have held up the spread of these systems. Nevertheless, the agitation for such adjustments has persisted. Some economists have
given support to the movement in the hope that balance sheets could be corrected to a stable price level to permit their readier use in economic studies.
The trade -union attitude is basically unsympathetic to the maintenance of
accounts on any basis other than the actual original cost of the tangible property.
The depreciation charge must be considered as the means of allocating the cost
of a fixed asset over the life of the asset. Efforts to provide a theoretical underpinning for greater charges, such as the replacement fund or current- cost -of -real
goods approaches, must be eyed suspiciously as deliberate attempts to understate
the net income figures in order to prevent the public and labor from being
overly- impressed with the high profits earned by the companies.
It is in connection with the treatment of this item that there has been witnessed in recent years the most dramatic differentiation in the types of reports
prepared for the Federal Bureau of Internal Revenue and for the public. Some
companies have increased the values of their assets in their public statements
while lower values are used in their tax returns. Companies have failed to
indicate clearly that their income tax returns were prepared on a different basis
or, if they were so reported, they failed to provide particulars of the data
supplied to the government. Such practices can only breed further suspicions
of company financial reports.
Further Financial Statement Revision or Elaboration
The preceding material has indicated the major outlines of a trade unionist's
view on several phases of the problem of financial reporting. There are a vast
number of other issues which have arisen in the appraisal of financial reports.
There are many points at which the trade unionist will differ with the current
approaches, followed by the accountant. Certain charges (such as franchise
taxes —which are part of the capital investment — donations, contributions,
charitable undertakings, dues and subscriptions, and institutional advertising and
research and development costs not directly related to the business) should be
made directly to the surplus account and not to cost of operations. On the same
basis, all reserves (except depreciation and maintenance) should be allocated
from surplus. Greater care should be taken by the accountant to separate those
repairs and maintenance costs which should be capitalized from those which
are current costs.
Another focus of concentration in the trade union movement to better finanJUNE, 1951
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cial statements, will be upon the use of the data for analysis of labor cost and
projecting future financial trends. For this purpose, the trade unionist will ask
for considerable data not usually included in summary financial statements.
These would include detailed data on labor and other costs where these prove
vital, information on rate of production activity, physical production, break -even
point charts, pricing and production policies and trends in man hour output.
Among the other points of emphasis which appear in labor's consideration
of financial statements are the insistence on the need of full access to informaation, the desirability of extending the Securities and Exchange Commission's
power to require financial reporting at least of the companies specified in the
Frear Bill, need for full disclosure of the accounting principles employed in
a financial statement, adequate data to permit the realignment of the findings
as the basis of alternative accounting approaches, and the desirability of greater
uniformity in accounting procedure and terminology.
Recapitulation
The major interest of the trade union is in the determination of the proceeds
available for the various factors of production and an accumulation of facts
for projecting the rate of returns in the future. Current accounting techniques
have been shaped by the desires of the proprietary interest. The increased use
of specialized personnel in the performance of entrepreneurial functions demands
that their income from the enterprise and the benefits they receive through their
position be combined in determining the total net income of the company.
In the appraisal of the technical principles followed by accountants, the most
serious source of difficulty are the many current attempts to depart from the
cost bases of valuation. The general adoption of these principles would distort
the financial report and lead to an understatement of income. Financial reports
built on the cost basis of valuation will provide more meaningful and useful
facts. The determination of the use of the net income is a proper subject for
policy consideration and for resolution through the bargaining process.
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The Burden Problem In Government
Contract Costs
by LOUIS E. ZRAICK
Chief, Cost Accounting Section, Finance Division. New York Directed Operations,
Atomic Energy Commission

Together with a discussion of overhead as it has been defined and
experienced, this article counsels clarity in procurement contract provisions and negotiations relating to allowable burden items and determination of burden rates. Included are comments on the contents
of Section XV of th e Armed Services Procurement Regulation. Th e
article closes with mention of sundry overhead rate bases for various
burden classifications. Th e views expre.rsed in this paper are the personal opinions of th e au thor, an d do not necessarily reflect the views
of any government agency.
N E O F T H E MOST INTRI CATE PROBLE M S

with which contracting officers of

O the armed services and the accounting staffs of contractors are confronted,
is that of applying overhead in connection with government contracts. Of the
three elements of cost, it is the most difficult to apply. This situation is not
helped by the fact that everyone seems to have his own understanding of the
meaning of overhead and what is included under this heading.
Just because it is a difficult term to define, it is helpful, wherever it is also
practicable, to have contracts set forth in detail the specific overhead items to be
included as costs. Another way is for the contracting parties to list the various
reimbursable overhead expense items in an appendix to the contract. However,
since neither of these courses is by any means availed of as a general practice,
the subject of overhead continues to be a moot one in defense contracting.
How Overhead Has Been Defined By Writers
Thus we are back to fundamentals and may find it helpful to consult accounting texts. The Cost Accountants' Handbook (third edition, Theodore Lang,
editor, 1947) says, "The term, overhead expenses, is commonly used as a synonym for burden. It is a collective term that includes all items of manufacturing
expense." In Cost Accounting Principles and Methods (Reitell and Johnson,
1937), it is stated, "Manufacturing overhead expense includes all of the expense
items entering into the cost of production, except raw materials and direct labor."
In an article, "What Is Overhead ?" (Ben C. White, %ournal of Accountancy,
June 1945) , the following appears, "Overhead expense consists of all costs
properly chargeable to the product other than the material which enters into
JUNE, 1951
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and becomes part of the finished product and the labor expended upon such
material to change the form, shape, or nature."
Many other definitions of overhead have appeared in textbooks and periodicals
on the subject. However, there is none to which the label of general acceptance
can be said to attach. Hence, we must take a look at both history and practice
to round out our brief glimpse at overhead and what it is considered to include.
How Overhead Has Been Applied in Industry
In the early days of cost accounting all the indirect costs of doing business
were accumulated and the total was referred to as overhead. Under this heading were shown all costs other than prime costs. Usually, only one plant -wide
burden rate was developed and used. Today, overhead costs are being accumulated by functions and this practice of modern industrial management is being
followed by many of the larger corporations. It has led to the development
of overhead by departments or cost centers in lieu of one over -all blanket
burden rate.
For the purpose of developing burden rates, the departments in a large industrial organization may be divided into two main groups, productive and nonproductive. The nonproductive departments may be further subdivided into
(1) departments which carry on the purchase, inspection and handling of materials, (2 ) departments which carry on functions of an engineering nature,
(3) departments which carry on functions of a selling nature, and (4) departments which carry on functions of an administrative or general nature. The
number of service department expense classifications employed in the operation
of a cost system varies with each plant. It is somewhat dependent upon the
scope of the activities, the size of the company, and the volume of business that
is being done.
Frequently overhead in a large industrial organization is classified primarily
by application. When this practice is followed, all of the indirect costs and
expenses fall into three main groups: (1) specific departmental overhead,
(2) general plant overhead, and (3) administrative, selling, and general overhead. This last group of expenses is often referred to as "secondary expenses"
or "commercial burden." In some plants in which process cost systems are in
use, one may find that the indirect costs are accumulated by the cost department
to show overhead for two types of departments, auxiliary and business departments, exclusive of fixed charges which are segregated.
We are reduced perhaps to stating that, in practice, one or more overhead
rates may be developed in large companies and that the choice and number, if
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more than one, will depend on the scope of the work and the magnitude of the
operations. Related to defense contracts, the departmentalization of burden
rates becomes quite important.
Many contracts with the government call for the performance of work in
several phases, and these types of contracts usually call for the services of more
than one department but not all. For example, the contract may call for the
making of a prototype, the redesign of this prototype with necessary engineering changes, and actual production. In instances of this kind, it is not unusual
to develop more than one overhead rate and to incorporate such rates in the
contract.
Overhead rates may be determined for manufacturing or shop burden, for
en g i n e e r i n g d e p a r t m e n t bu r de n , fo r ma te ria l h a n d l i n g bu r d e n , a n d fo r com-

mercial burden. Separate burden rates for other service departments may be developed if required. Factors affecting application of such rates to contracts and
methods�employed�in�so�doing�will�� be�discussed�in�this�article,�but�first�it�is
necessary to deal with the question of costs admissible as charges under contracts.
The Intricate Matter of Items Allowable in Cost
Certain overhead costs are considefed inadmissible for government contract
purposes and these must be eliminated when developing applicable burden rates.
The indirect expenses which are considered unallowable for contracts with the
armed services have been set forth under Section XV of the Armed Services
Procurement Regulation which became effective on March 1, 1949.
This section is not restricted to overhead and sets up standards for the determination and allowance of costs in connection with the performance of cost reimbursement type contracts, including cost or cost - sharing contracts, cost -plusa -fixed fee contracts and the cost reimbursement portions of time and material
contracts. Its principles may be applicable to fixed price contracts when these
include provisions for later review of operating results.
Section XV is subdivided into five parts and covers the following topics:
Part I— Applicability (types of contracts
and pertinent contract provisions).
Part 2— Supply
and
research
contracts
with commercial organizations.

Part 3— Research contracts with nonprofit
institutions.
Part 4— Construction contracts.
Part 5— Subjects affecting cost which may
require special consideration.

The provisions of Part 2, 3, and 4 are to be followed in connection with all
cost - reimbursement type contracts (including cost - reimbursement subcontracts
thereunder) except that, in the case of contracts having predetermined over JUNE, 1951
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CRECKLIS'P OF OVERHEAD COSTS

A.S.P.R. C.S. & R.N.P.R.
CONS.
-

A
it
SC

Armed Service Procurement Regulation
Commercial Supply and Research Contracts
Research Contracts with Non Profit Institutions
Construction Contracts

- Item Allowable per A.S.P.R.,
- Item Unallowable per A.S.P.R.
- Item Requires Special Consideration
by Contracting Parties
A. S .

C.S. & R .

ITEM OF OVERHEAD COST
Accident Insurance
Administrative Expenses
Advertising Products for Resale.........
Advertising -Trade or Technical Journals
Advertising -Help Wanted
Antitrust Litigation Expenses...........

A
A
U
A
A
U

Bad Debt Expense
Bond Discount. . . ...... ................
Bond - Fidelity on Employees.......... ..
Books - Use charge of four cents per
volume per year- based upon
institution population..........
Bonus - To obtain government contract...
Bonus - To employees
Bonus - To officers
Business Organization Membership........

U
U
A

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

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

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

U
SC
SC
A

Cafeteria Operations (Net Cost)
Camp Operations on Site
Central Office Expenses
Commissions - To obtain government contract
Communication 'Expenses
Compensation of Officers (reasonable)...
Consulting Services
Contingency Reserves
Contributions
Costs Prior to but incidental to contract
Deferred Compensation Benefits............
Depreciation Expense (see use charge)
Dies and small tools
Directors fees and expenses (reasonable)..
Dividend payments
Donations to charity

SC

Engineering - Manufacturing & Production..
Entertainment Expenses
Excess Profits taxes
Executive Committee fees & expenses.......

A
U
U
A

Freight
Financing costs. .
.......................
Federal Taxes on Income

A
U
U

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

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

...................................
...................
General Research Expenses
.....
.....:.....
Group Life, Accident, Health
Insurance
(provided contractor not beneficiary)
Holiday pay to employees

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

Improvement of working, conditions - employees
(usually of reasonable nature)

..........

SC
U
A
A
A.
U
U
SC
A
A
A
A
U
U

P.

R. (SECT.

N.P.R.
A
A

15

CONS.
SC
A
U
A

U
A

A
U
SC

SC

U
A

U
SC

U
SC

U
SC
SC
U
SC
SC
SC
U

U
U
SC

U

U

A
U

A
U

U
A

A

U

A

A

A

A

EXHIBIT 1
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CHECKLIST OF OVERHEAD COSTS (CONT'D)

Income Taxes.............................
Insurance (see group and bond)
Interest on borrowings

...........
...................
Jigs, tools and dips
.....................
Leave - Vacation, holiday,
sick.........

U
SC
U

SC
U

SC
U

SC

Legal expenses related to work under
contract (exclude cost of government litigation).
Liability to third persons
Library expenses (plus use charge of
four cents per volume per year based
upon institution population)........
Licence Fees (Employees).. .
Losses - On sale or exchange of capital
'
assets

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

.............,.........

Maintenance of plant (exclude coat of
maintenance on excess facilities)
Materials and supplies (not compensated
for as direct cost by government)...
Material handling costs
Memberships- In trade, business, or
professional organizations, not for
sales, credit, or political purposes
Military leave

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

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

Office and administrative services and
..
supplies
Operation and maintenance of physical
plant
Organization and reorganization expense
Overtime compensation

........ ...................
..............................
.................
Patent Costs
Pensions
..........................
Plant Protection......................
..............................

Recruiting and training of personnel..
Rental on fully depreciated facilities.
Research and development - general nature
Reserve for bad debts
Reserve for contigsncies
Restoration and clean up of site......
Royalty payments
Salaries - Heads of Instructional Depts.
Salaries and expenses - Deans of Schools
Salaries of Partners or sole proprietors
Selling Expenses - Not related to government contract
Severance
Sick leave....................
Supplies.(not reimbursed as direct cost)

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

pay ........................
...........................

Taxes (except income and excess profits
and financing),
Termination expenses
Transpottation costs
Traveling Expenses - must be reasonable
and be substantiated ( and not reimbursed as a direct cost)............

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

A

A

A

A
SC

SC

SC

A
A
U

U

A
A
A

A
A

A
A

A

A
A

U

A
A

U
SC

SC

SC

SC
A
SC

SC
A
5C

SC
U
SC

A
SC
U
U
U

SC

SC

SC
U
U

SC

SC

U
SC
A
A

A
A

A
SC
A

A
SC
A

SC

Use charge (see depreciation)

A
SC

SC
A

A
SC
A

SC
A

Vacation pay,

SC

Sc

SC

Wages - Partners or Sole Proprietor.....

SC

SC

Sc

....... o..................
EXHIBIT 1 (Continued)
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head rates, the applicable provisions of Section XV are to be used only as a
basis for negotiating these rates. (They are to be followed for all other items
of cost.)
In order for the principles for determination of costs as outlined in Parts
2, 3 and 4, of Section XV to be binding upon the government and upon the
contractor, the applicable principles must be set forth in the contract (or appended thereto) or specifically incorporated by reference in the contract. Any
contract may, to the extent deemed necessary in a particular case, expressly
provide for the allowance of any kind of cost referred to in Part 5 unless the
type of cost under consideration is specifically excluded under Part 2, 3, or
4 (whichever is applicable). Also, the contract with the government may exclude any item of allowable cost set forth in Part 2, 3, or 4 of Section XV.
Exhibit 1 has been constructed as an aid in interpreting the provisions of
these three significant parts of the section, with respect to allowable or unallowable items of overhead. This checklist, while not a part of the regulation,
is nevertheless a summary of the data contained therein presented in a more
compact and conveniently arranged form.
"Firm" Burden Rates or Provisional Rates?
In the negotiation of burden rates, contractors' representatives frequently
submit rates which are to be applied on direct costs incurred under the contract.
These rates are usually predicated upon past experience within the plant. Not
infrequently the contractor will request the contracting officer of the government to accept such rates as firm rates for a period of from six to twelve months.
They are then used as provisional rates for subsequent periods until new firm
overhead rates are developed and negotiated. Industry generally has preferred
to follow a policy of negotiation of overhead rates for a period not yet ended
and this procedure has been generally acceded to by a number of government
agencies.
However, because of the probability that costs will vary with volume, it
would seem advisable for contracting officers to accept provisional overhead
rates (for cost type contracts) and then to review overhead costs for the period
which has ended. Overhead rates should be finalized "after the fact" and should
be predicated upon an audit of the contractor's costs. In contract negotiations,
government procurement officers should reserve the right to review overhead
rates which have been tentatively agreed upon, at periodic intervals not to
exceed one year. This practice is now being followed by many government contracting officers.
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Direct Labor Dollar Burden Rates Most Frequent
The selection of a method of applying overhead may be determined by such
factors as ( 1 ) the estimated cost of the contract, ( 2 ) the type of cost accounting
system used by the contractor, (3) the nature of operations being carried on and
how they differ from those normally conducted and (4) the ease and convenience of obtaining overhead data from the books of the contractor.
The most popular method of overhead rate determination relates expense
to direct labor. Percentage of burden to direct labor dollars receives most frequent use. This method of overhead apportionment is often availed of in connection with government cost -type procurement contracts when labor is the
main productive element of cost. It is employed, for the most part, because
of the ease with which it can be applied. Not many industrial companies accumulate the number of direct labor hours worked in each department. Payroll
analysis along these lines is not always feasible. This method of applying overhead is seldom referred to in government contracts, even though it may be true
that overhead rates based on time (labor or machine hours) are generally preferred by cost accountants.
The unit method of apportioning overhead, is seldom provided for in government contracts, for the reason that few procurement contracts are entered
into with industrial companies which make only one product or a limited number of products of a uniform nature.
Applying Four Categories of Burden
The following paragraphs go into somewhat more particular than the immediately preceding ones and distinguish possible allocation bases applicable to
the several types of overhead.
Commercial burden—This group of expenses refers to the general and administrative costs of doing business. It may include officers' salaries and expenses, accounting, legal, and payroll costs, selling expenses, patent expense, and
sundry expenses of a general and administrative nature. Not infrequently it
will include an allocation of "home office" expenses.
A variety of methods may be used to apply commercial burden to government
work. Those generally found are ( 1 ) total manufacturing costs, ( 2 ) cost of
sales, (3) direct labor dollars, and (4) sales revenue. If the work to be performed under a government contract involves engineering work only, it is likely
that the commercial burden rate will be predicated on the basis of direct labor
JUNE, 1051
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dollars. Total manufacturing costs is the basis generally used for commercial
burden on production jobs.
The application of commercial burden rates frequently presents problems related to administration of the contract. Consequently, it is of the utmost importance that the contracting parties have a clear understanding as to what costs
will be subject to the commercial burden rate. Given below are examples of
items which may be fully reimbursable by the government (and excludible from
the commercial burden rate calculation if a base is used which would normally
include one or more of these items) :
I. The costs of all necessary equipment
and facilities, tools, dies and test equipment incurred by the contractor for the
performance of work under the contract.
2. The cost of any possible litigation, including court costs and reasonable fees
and disbursements, in actions arising

out of or connected with the perform ante of work under a government con tract.
3. Losses or costs not compensated by insurance or otherwise, actually incurred
by the contractor.

Manufacturing or shop burden —This category of burden may include various
types of expenses. Those generally found are indirect labor, shop salaries,
operating supplies, expense tools, utility expense, depreciation, maintenance
and repairs, normal plant rearrangement costs, employee insurance and payroll
taxes, fixed charges of various types, and sundry manufacturing or shop costs.
The factors which determine what is included in shop overhead have been succinctly set forth in an N. A. C. A. publication (Accounting for Overhead —
Outline for Use in Program of Discussion Forums, 1947 -1948) which states
that this determination depends on "(a) the limits of the manufacturing processes, (b) the classification of direct and indirect costs, (c) accounting policy,
and (d) the type of accounting."
Most medium -sized and large organizations accumulate overhead costs by
departments and /or cost centers. They likewise summarize direct labor costs
on the same basis. Factory indirect costs are usually not accumulated under
shop orders and they cannot be directly identified with any specific unit (or
units) of product which are being made. Manufacturing or shop burden rates
are usually determined by dividing the overhead costs for each department or
cost center by the direct labor costs incurred in the department or cost center.
Material handling burden —In respect to this type of burden, the following
quotation is significant. "Some burden items may be more equitably charged to
products on the basis of material used than on labor hours or machine hours.
The expenses of storing and handling raw materials may have little or no
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relation to direct labor hours or machine hours." (Cost Accounting, Charles
F. Schlatter, 1948.)
The material burden rate may cover such functions as purchasing, receiving,
and the handling of materials. The total of the indirect costs of these departments may be related to the cost of materials used in the production and /or
engineering departments to obtain a material handling burden rate.
Engineering department burden —What is engineering department burden?
It may be said to include all the indirect costs and expenses of departments
which carry on quality control, model shop work, engineering, drafting, operation of a machine shop, and the operation of a standards laboratory.
Engineering departmental burden is usually expressed as a percentage of the
salaries and wages which have been incurred in the engineering department.
(Model shop burden is usually accumulated separately, and the total of such
indirect costs is usually stated in terms of a percentage of the wages which have
been paid to model shop mechanics.) Total engineering departmental cost will
have as its component elements materials, salaries and wages of engineers,
designers, draftsmen, laboratory mechanics, and model shop mechanics, burden
of the engineering department, and burden of the model shop.
A Place for "Meeting of the Minds"
It has been the main objective of this paper to draw attention, for the purposes of accounting for costs under government contracts, to the various subdivisions of overhead, to summarize quickly the subject of overhead rate development, to discuss briefly pertinent portions of Section XV of Armed Services
Procurement Regulation, and to point out the various methods most generally
used to apply overhead to government cost -type procurement contracts. The
general make -up of overhead costs in a number of departments was also covered.
In any article as limited as this must be, it is impracticable to set forth all
the necessary devices that will fit the widely varying situations which may arise.
Common sense must be used at all times by the contracting parties.
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Point- Rating for Reliable Service Life Estimates
by W. F. BENNETT
Assistant Controller, Reynolds Metal Co., Richmond, Va.

How long will the machine last, considering senescence, wear, service
exposure and changes in design, product, and production methods?
The present author believes that dependable evaluations can be made
of these six factors and their combined effect through a point rating
plan, applied in detail to a company's items of equipment, and that
eventuating depreciation provisions on a straight -line basis will have
enhanced factual soundness.

a method of predetermining the years of
T useful life of any given itemwith
of machinery and equipment, not with appliHIS ARTICLE DEALS SOLELY

cations of this information. However, a sound answer to the question as to how
many years a machine will be of use, may well strengthen straight -line depreciation as a method and counter a current inclination to introduce elaborate
arithmetical calculations of provisions for depreciation.
Particularly in the impending period of accelerated manufacturing activities,
it is highly probable that absence of reliable service life data would be keenly
felt and would inspire experimentation with depreciation methods. Published
tabulations of probable length of life (such as Bulletin "F") are usually based
on out -dated models of machines or otherwise refer to classifications which
clearly do not cover many specific current machines. Moreover, the experience
record for such tabulations is based on historical conditions which are not
likely to be repeated.
Service Life Predictions An Involved Matter
Here proposed is a method for estimating equipment service lives which
is not subject to the above - mentioned limitations, nor to those inherent in
engineering estimates. It is generally recognized that economic factors contributing to obsolescence should be properly evaluated and weighted, as well as
technical factors. Also, it should be apparent that engineering personnel,
qualified to predict technical factors, are not necessarily qualified to so evaluate
the economic factors.
The answer as to how many remaining years a given machine will be of use,
should be based on the consistent and unbiased prediction of the effect of every
pertinent factor by personnel qualified to evaluate each one. Obviously such
predictions will require adjustment as underlying conditions change, and the
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task of instituting re- evaluations as well as coordinating and weighting original
evaluations for each factor, obtained from the various qualified personnel, is a
task which normally and properly rests with the accounting department.
Proposed Point - Rating Scale on Six Factors
For this task, six machine life- factors of primary significance have been
selected and a "point- rating scale" constructed which provides for evaluating
and weighting each factor. Such a scale is outlined below and the factors
discussed individually in succeeding paragraphs, which are followed by material
on the practical use of the scale. The six factors are shown in three gradations
(the points measure use, not residual value) thus:
POINT -VALUE
FACTOR

I.
2.
3.
4.
5.
6.

Deterioration —from age
Expendability —from usage
Liabilities of location
Rate of change of machine design
Rate of change of product design
Rate of change of production methods
TOTAL POINT -VALUE

Corresponding years of useful
life (per Conversion Chart- Exhibit 1)

Low

5
5
3
5
5
5

Medium
10
10
5
10
10
10

28

55

8

3.3

Hi gh

15
20
10
15
20
20
100

Deterioration from age is determined by the physical characteristics of the
materials from which the machine is constructed. A rapid rate of corrosion,
fatigue, or other deterioration would justify high rating. Engineering handbooks tabulating physical properties of materials and metals should be consulted
for such properties of less common materials. Normal atmospheric conditions
anticipated if the machine is not in use should be determined.
Expendability from usage is determined primarily by the number and type of
moving parts and their friction characteristics. Chemical reactivity and other
aggregate stress of usage should be considered. Also the average constancy
of usage should be predicted, such as intermittent, 1 -2 shifts, continuous, etc.
Liabilities of location increase with portability and lack of safeguards against
breakage, fire, pilferage, etc.
Rate of change of machine design is usually determinable by established trade
practice of machine manufacturers. Textile machinery has a low rate of change
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of design, whereas electronic equipment has a high rate. Also, recently- established trades are subject to a higher rate of change than older well - developed
machine fields. For example, airplanes have a higher rate of change than trucks.
Rate of change of product design is similar to the preceding factors, except
that the product made on the machine is involved rather than the machine
itself. Hence, established trade practices of customers rather than the machine
supplier should be considered here. Standardized well - established products do
not warrant a high rate for change of product design, whereas a multiplicity of
recently- innovated products justifies high rating on this score. War -time products of little peace -time use would be rated in the higher brackets. This factor
is frequently determinable by sales forecasts which disclose lines or products
which will have reduced or perhaps negligible future demand.
Rate of change of production methods is independent of both the machine
supplier and the customer's demand for the products. It is partly an internal
matter and partly a technological one related to the industry as a whole. It is
determined by a review of the foreseeable changes in production methods for
the same end - products and corresponding use of differing machines and equipment. Normally, a company is committed to such changes well in advance of
major formulations of production plans, thus providing a basis for evaluating
this factor.
The foregoing factors and the weightings of one factor relative to another
in the sample rating gradations shown, are intended for application to items of
machinery and equipment which have a life of over one year. Items with more
imminent obsolescence or falling within classifications of assets customarily
expensed should be considered separately before point- rating is begun. It may
seem a difficult trick to set a point scale indicative -of factor values properly
related to each other. It is not so hard.as it would seem and a practical method
of getting started will be described further on. The point values established in
the form which has been displayed, are added to each other to obtain a total
which represents the composite effect of all factors on the life of a particular
machine.
The Conversion Chart
For the moment it will be assumed that the point- ratings for each of the
factors have been obtained by means of discussions with engineering and
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operating personnel, as well as physical inspection of the machines and their
locations. A permanent record form should be filled out, showing pertinent
data and each factor rating, as well as the total for the individual machines.
Similar machines should be compared with each other and comparisons should
be made with previous ratings.
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EXHIBIT 1

It becomes a simple matter to determine service life span. The predictable
years of useful life corresponding to the total point rating may be secured
directly from the Conversion Chart, Exhibit 1. There it will be noted that, for
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any total point rating from 1 to 100 across the bottom of the chart, the years
of useful life from 1 to 100 may be read on the left hand scale. The only
1
added data needed is the appropriate residual value (61/4%, 10% and 257o
lines are given) .
Although a theoretical explanation is not essential to the proper use of the
conversion chart which is really based on empirical data, the mathematically
minded reader will recognize that the function plotted on the log -log scale is
the conventional relationship of a constant percentage, reducing balance. That is,
Y- 1 — R1 /n
where Y is the point value (constant percentage)
and n is the years of service life
and R is the ratio of residual to orginal value.
To follow through a sample application, consider the following ratings
presumed to apply to a new automobile:
I. Inherent material deterioration (medium rating
applied because of exposure of paint and metal).
2. Expendability from usage (unquestionably high
bracket, unless not driven).
3. Inherent liabilities of location (high, but small
tools or fragile items would be higher).
4. Rate of change of machine design (new models every
year or two— medium with respect to machines).
5. Rate of change of product design (the product here
is passenger miles —no change).
6. Rate of change of methods and requirements (also very low).

POINTS
8
15
6
8
0
0
37

It is readily apparent from the chart that an item of equipment rating 37 points,
with a residual value of 61/4 per cent, commands a six -year service life.

Anchoring Equipment Ratings to a Rated List of Key Machines
At this point the reader may have a sense of uneasiness. One example has
been carried through quickly. However, the whole scheme depends on discerning gradations of six factors. Actually, the presence of these six factors
renders results simpler and more reliable. To guess a machine's life without
these factors set out, is to deal with them less intelligently as a composite of
elements. As a matter of fact, ten different people applying a rating scale will
normally obtain within one -half year of the same length of life for a particular
item. (Try it!)
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However, if the point- rating procedure for determination of useful life is
tried in a given company, it will help keep proportions straight if a key list
of machines is established at the outset. The key list should be carefully rated,
with the benefit of discussions with qualified personnel from each staff and
operating department involved. The list can then be used as a guide in indi-

Sample Rating of "Key" Machines As Individual Item Rating Guides

Tag
no-

Point rating by Tactors

Machinery and equipment
description

RATE OF CHANGE OF
y
O
•.i

m

r l pp
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c d

o
o

0
1.

Office We - portable

2.

Bench drill press

3.

25 H.P. Electric motor- A.C.

a o

i

1

0

Z: .0

v

P.
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E

Years
To t a l
of
point useful
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2

1

0

1

5

50.0

3

5

5

1

0

1

15

16.5

10

7

1

1

0

1

20
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4. Remelt furnace

5

12

3

3

0

2

25

9.5

5.• Rolling

mill

8

15

2

3

0

1

29

8.0

Turret lathe

7

10

1

5

3

3

29

8.0

7.

Bench oacillascope

5

5

8

10

3

1

32

7.2

8.

Electric lift truck

10

15

5

2

0

2

34

6.4

5

5

8

10

20

5

53

3.4

20

25

5

1

1

10

62

2.7

6.

9.
10.

Bench synchroscope
Fluorine reaction tank

All point assignments hypothetical

EXHIBIT 2

vidual machine ratings, in order to maintain uniformity, particularly if more
than one plan is involved.
An example of a key list for a metal working company is shown as Exhibit 2.
It should be noted that the ratings assigned are predicated upon a high military
production activity level, as well as particular locations. Identical machines
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under reduced activity or even in different locations within a plant may be
rated substantially lower. The sample life determinations correspond with
readings along the 61/ q per cent residual value line on Exhibit 1.
The caution should be given that the ratings can reliably reflect one point
gradations in values only if constant reference is made to the key list for each
rating factor as particular pieces of equipment are rated, not just for the total.
One useful check is to rate each machine on separate cards for each of the six
factors and then to arrange the cards in order of numerical point - rating to
determine whether or not there are any obvious discrepancies in relative
position.
As an illustration, Factor No. 1, Deterioration from Age, is reproduced
from Exhibit 2 in ascending point -value order as follows:
ITEM

Office safe — portable
Bench drill press
Bench oscilloscope
Bench synchroscope
Remelt furnace
Turret lathe
Rolling mill
Electric lift truck
25 H.P. Electric mo +or —A.C.
Fluorine reaction tank

FACTOR I
POINT VALUE

I
3
5
5
5
7
g
IO
10
20

Obviously, if the bench oscilloscope with its major component, cathode -ray
tube, had been rated lower than a simple bench drill press made of tool steel,
an unjustified relationship would have been established. The turret lathe, on
the other hand, involves a great number of finely machined parts which are
subject to surface corrosion, as well as deterioration of the winding, etc. of the
integral electric drive motor. These considerations warrant a higher rating than
either the drill press or the oscilloscope. The normal location of the turret
lathe, however, is not as severe as that to which the lift truck or the large
overhead electric motor is subjected. Therefore, a higher rating (for deterioration) is assigned to both of these. Further, a very high bracket with relation to
all the rest of the items is required for the fluorine tank (even if not in use),
due to the rapid corrosive reaction of the normal chemical coatings and
atmosphere.
Determining Remaining Life of Used Equipment
The procedures for point- rating susceptibility of equipment to physical,
technological and economic deterioration, which have here been described in
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some detail, normally apply to new machinery and equipment as purchased.
However, a number of occasions will arise when it will be necessary to rate
machines which have been used, either because of significant changes in underlying factors related to operating equipment or because of purchases of second
hand machines.
In such cases two alternatives are available. The first applies when the years
of expired life are known and requires, to start with, that the machin&. be
rated as if new (under the conditions which have actually existed), and that
the percentage of expired life be calculated on the rating. (For example, a
machine which would be rated for a 10 -year life and which is four years old,
would be 40 per cent expired.) This percentage should then be applied to
the rated life which the machine would have if new under current conditions.
If the machine were re -rated for 8 years as if new at the time rated and if 40
per cent expiration had been determined as above, the remaining life would
be 60 per cent of 8 years or 4.8 years.
The other alternative, which may be used if acquisition records of years
of expired life are not obtainable, is to consider the used machine as if it were
new today for the basis of rating, except that the point value of the last three
factors (rate of change of machine and product design and of methods) should
be increased in proportion to the imminence of obsolescence. Then the percentage of physical expiration of the machine life should be estimated by
inspection of the machine and deducted from the rated life new. For example,
a machine purchased second hand and rated for a 10 -year life new may be 30
per cent deteriorated. Then 7 years would be the remaining useful life. Depreciation over this period would be applied to the acquisition value.
A Desired End
The similarity of the proposed procedure to the techniques involved in job
evaluation will be recognized. Many of the principles found useful in job
evaluation may also be applied in point- rating equipment for useful life, such
as the utilization of committees and sub - committees for studies and consultation.
How long a particular machine in a particular company will give service
requires modification of generalized engineering data to take account of the
conditions of use, both external and internal, as related to the company. The
point - rating procedure here set forth offers a means of developing reliable
service lives which should commend themselves for use by the company and by
regulatory authorities alike.
J U N E , 1951
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THIS COULD GO ON AND ON
YO U DO N O T NE ED A CRYSTAL BALL to
diagnose your inventory problems, and it
will pay BIG dividends to spend a few
minutes, days or week s in taking inventory
of your inventory system. Try these• basic
tests for size:

I&A re those who do the requisitioning
setting forth clearly and adequately
what they want?
2. How many times does the part number or description change (through
errors in transposition of figures, etc.)
between the time of requisition and the
time of order?
3. Does the receiving department have
a clean cut manner of identifying materials as they arrive? Is the company
weak on receiving inspectors and receiving methods?
4. Is the part- numbering system so antiquated and thoroughly confused that
a magician with a doctor's degree
would become hopelessly befuddled?
5. What control is exercised by stores
issuing personnel in the matter of substitutions of material for items specified? Do they substitute without changing the stock number on the stores
issue slip or is there just general laxity
in issuing the right thing under the
right number? Or— possibly you have
avoided any part number in your system. If you carry your records by
part description only, additional errors are yours without any extra effort.
6. Are accommodations for housing inventories adequate or are eighteen
different items thrown in the same
drawer or bin because the stores man
has no other alternative? If, perhaps,
facilities for housing are adequate, is
there also a good locator system?
7. What happens to goods returned to
stock? An investigation of these mysteries is usually a highly entertaining
day's work.
8. Are receipts recorded in one unit and
disbursed in another unit, i.e., received
in drums and issued in gallons, etc.? If
so, what precaution is set up for equalizing the stock records?
9. Is the stock record card so complicated
and cluttered with useless information
that only a first class mathematician
can do the posting?
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10. Have you assigned reorder points foi
each item of stock? If not, why not"
They can be made to work. If yon
do use reorder points, how are they
established? Are they current?
I I . Who, in your top management is responsible for running your inventory
show?
(a) A production man who prefers a
10 year supply on everything —or
(b) A controller who believes the
greatest virture rests in an empty
store room —or
(c) No one in top management.
This may appear to be a poignant list
but even more additions can be made. Attention to the foregoing set of points
should assist, however, in effecting that 100
per cent improvement which can be made
in most inventory control systems.

J. E. SPRINGER, Ko1amazoo
SCRAP ANALYSIS —THEY MEAN IT
I N ALL REFR IGE RATION MA N UF A C TUR I N G

a number of compressors are
rejected at the final inspection because of
some defect which has not been apparent
du ring the assembling of the produ ct. W e
have found that a chart is effective which
plots the defects and graphically presents
the responsibility of various departments.
In some cases two or more defects were
found assignable on a percentage' basis between departments. In still other cases engineering accepted responsibility assignment for tolerances difficult or impossible
to hold to in produ ction.
The rejected compressors are placed in
our dismantle area, completely torn down,
and analyzed by the inspection department
to determine which parts or assemblies
failed to operate correctly.
CONCE RNS,
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For accounting purposes, each compressor is cha rged to scra p as it enters the dismantle area and scrap is credited for each
good part coming out. The net charge to
scrap is distributed to departments according to the number of reject parts chargeable
to each.
As a result of the dismantle analysis, the
production departments are given valuable
aid in preventing futu re defects.
JAMES R. ANDREWS, Evansville

REPORT!
A N AP P R O A C H TO C O M P E TE N C E in report writing is to distinguish types of reports in
an intelligent manner. In the course of our
chapter's discussion forum on internal reports, the following classifications were developed:

I. As to purpose —
a. Reports that are merely informative,
e.g., data for employees.
b. Reports for the interested "outsider ",
e.g., a production cost report for the
sales manager.
c. Reports indirectly actionable, e.g., to
general executives.
d. Directly actionable reports, e.g., to
the executive in control of the activity.
e. Provocative reports, e.g., troubleshooting material.
2. As to form—
a. Narrative
b. Semi - narrative
c. Schedules
Whatever the category, the good report
is limited to the presentation of the significance of the da ta compiled, supplemented
by such detail as is necessary either to
JUNE, 1951

give the reader sufficient background to satisfy himself that the points brou ght ou t a re
soundly based or to enable him to follow
the points made throu gh to further conclusions, or both. The accountant making the
report misses his major opportunity and
Shirk s his job to his rea ders if he does not
go as far as possible in digesting his data
and making its significance clear.
J. INMAN KIDD, Chattanooga

IS IT ALL TAXABLE?
TH E AM E N D ME N TS to the social
security law during 1950, certain payments
to employees were exempted effective January 1, 1951. If an employer is able to
identify the exempt payments, he may exclude them from the basis of tax in his
returns. One example is afforded by sick
pay and medical benefits, provided they are
paid pursuant to a plan or policy. The
larger the taxable payroll, the larger will
be the probable saving in a case of this
kind. The main question to be decided in
UNDER

a preliminary way is, "Does it cost more to
get the saving than the saving itself is
worth? ".
There are a number of other payments
which might be presumed to be taxable
but which in fact may not be. It, therefore, behooves payroll management to determine what additional records are necessary to take advantage of these available
savings. Two subjects for inquiry in this
regard are pensions and retirement pay and
retainer or standby pay. The Bureau of
Internal Revenue, U. S. Treasury Department, issued in January, 1951, Circular
E, "Employer's Tax Handbook ", which contains an informative tabulation on pages 6,
7, 8 and 9 pertinent to the foregoing. T his
circular was mailed to all employers early
this year.
MARTIN H. KOPP, New York
1225

Operating Under The New Excess Profits Tax Law
by J. H. LANDMAN
Attorney, New York, N. Y.

For the third time, and again due to the nation's military involvement in world affairs, corporate income is subject to an excess profits
tax. The author of this article describes principal features of the new
act, including alternative determinations of the excess profits tax
credit and particulars of the so- called "relief' provisions. He points
out a number of operating situations in which the tax may be expected to have least impact.

familiarize the reader with the
T excess profits tax law now on the nation'stostatute
books and to stress some
HIS PRE SEN T ATI ON , WHI CH IS IN T E N D E D

of its more important provisions, is divided into three parts. The first deals
with the general effect of the act, and with the earnings taxed, and with the
computation of excess profits credits, i.e., what are considered to be normal
—and not excess — earnings under the law. The second section relates to those
provisions which, primarily, are directed towards removing the disadvantage
under which corporations in certain situations will labor if the general provisions for determining excess earnings are applied without modification. The
third and final portion of the article points out some of the forms which
business setups and transactions may take, assuming bona fide business reasons,
if they are to be least burdened taxwise.
EXCESS PROFITS TAX EARNINGS AND CREDITS

The Excess Profits Tax Act of 1950, enactment of which was completed in
the opening days of 1951, increases the financial burden of about 70,000
corporations by some $3.3 billion. Many small corporations will be insulated
in whole or in a large part against the impact of excess profits taxes because
of the statutory credit of $25,000 against earnings. Furthermore, nonresident
foreign, personal service, personal holding, charitable, and western hemisphere
trade corporations are exempt. Similarly, government subsidies and certain
depletable essential resources, such as timber and minerals, receive favorable
excess profits tax treatment.
Rates And Dates
The excessive amount of earnings — excessive in contemplation of the law —
is subject to an aggregate tax rate of 7 7 % consisting of the 3070 excess profits
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tax rate and 4 7 % combined normal and surtax rates. However, it is provided
in the law that in no event is the aggregate income and excess profits tax rate,
as computed on the full amount of taxable income of a corporation, to exceed
about 62%. This limitation comes into operation as a practical matter when the
excess profits net income more than doubles the taxpayer's excess profits credit
plus $36,666.67. The rates which have been cited contrast with the 95°fo excess
profits tax rate (85.5% after post -war refund) and the 8 0 % overall limitation
rate (7 2 % after post -war refund) in effect during World War II. Annual
taxable earnings of $25,000 now represent the corporate jumping -off point, so
to speak. Earnings up to this amount are subject only to the normal tax rate of
25/0. Earnings above it are subject also to the 22 Jo surtax, which includes a
2Io increase under the new law, and the 3 0 % excess profits tax rate.
Both the addition to the surtax and the tax on excess profits go into effect
on July 1, 1950. The former applies only to fiscal periods beginning then or
later. The latter is applicable as well, in part at least, to years which straddle
July 1, 1950. Because income for excess profits tax purposes is annualized in
the case of short tax periods, and the tax is then apportioned, calendar year
1950 taxpayers are required to shoulder only half a year's burden for this tax,
and may expect that their over -all normal, surtax and excess profits tax rates
related to income for the full year will have an effective maximum of something
like 57°Jo. Although the excess profits tax act terminates on June 30, 1953, it
appears at the moment that it will be extended for many years to implement a
permanent defense program, even if we are not precipitated into acknowledged
war.
Income Subject To The Excess Profits Tax
In determining annual net income subject to the excess profits tax, short and
long -term capital gains and losses and net gains from the sale of business assets
are excluded, but not net losses from the latter and not casualty losses. Income
arising out of the discounting of long -term indebtedness and from the recovery
of bad debts deducted in non - excess profits tax years are also excluded. Interest
deductions on borrowed capital must be reduced by 75°Jo. Dividends in cash
from domestic corporations are fully credited, but dividends in kind are valued
at the distributor's basis, adjusted for gain or loss.
Instalment and long -term contract taxpayers may use, respectively, the accrual
and the percentage -of- completion methods of reporting to preclude the bunching
of income for excess profits purposes. For similar reasons, blocked foreign
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income is re- allocable to the years in which it was earned. Old long -term leases
with tax - includible rent provisions in the railroad industry are not to give rise
to excess profits, to the extent of taxes paid by the lessee, and bad debt reserves
in the banking business are to be treated as bad debt charge -offs for the purpose
of this law. In addition, the credits for dividends paid on certain preferred
stock of public utilities and the western hemisphere trade corporation are
deducted from normal tax net income.
The excess profits tax is imposed on the corporation's earnings in excess of a
"normal" yield, reduced further by the annual $25,000 credit mentioned and
by unused excess profits credits of other years. The statutory $25,000 minimum
credit, if more than adequate in a particular year, does not create an unused
carry -back or carry - forward. Following the pattern of the excess profits tax of
the World War II, "normal" income is arrived at on the basis of either earnings
experience or invested capital.

The Earnings Credit
Unlike the earnings credit of the earlier law, a corporation's earnings credit
is now based on the average of its income during its three best years (with no
year treated as less than zero) in the base period, which runs from 1946 to
1949. After taking 8 5 % of the average net income for these three years to
arrive at an earnings credit under the new law, the amount of the credit may
be increased by 1 2 % of half the net capital additions during 1948 and of all
such additions during 1949, but net capital reductions are treated as zero. This
carries out a practical assumption that investments in the first half of the base
period reflect themselves in base period earnings but that investments in the
latter half are not necessarily so reflected. The earnings credit is increased or
decreased by 1 2 % of changes in net capital after the base period. Such changes
include new equity capital and retained earnings in full but only 756/o of the
amount of loans — although even this allowance is a change from the former
excess profits tax law.
Under the earlier excess profits tax law, earnings credit corporations were
allowed 8t/0 on new equity capital after the base period but no allowance was
made for new retained earnings or borrowed capital. However, although under
this prior law, excess profits tax credits of earnings credit taxpayers were
diminished at the rate of 6 % for reductions in equity capital after the base
period, there was no provision for downward adjustment for net reductions in
retained earnings or borrowings.
It should be mentioned that base period income for purposes of the earnings
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credit is subject to adjustments comparable to those for the taxable year. However, losses from the sale or exchange of assets used in trade or business are
excluded from the corporation's base period net income, although they may
be included in the net income for its taxable year. Likewise, net operating loss,
properly adjusted, is allowable in the taxable year but is excluded from base
period income. Further by way of differences, there are no provisions for
excessive output from mining and timber operations, for the reallocation of
blocked foreign currency, and for payments to encourage exploration, development and mining for defense purposes, comparable to those in the taxable years.
There is a variation of the base period for fiscal period corporations with
years ending before April 1, 1950. These will ordinarily employ their last four
taxable years before that date as their base periods. Taxpayers with fiscal periods
ending April 30, 1950 and thereafter must use the prescribed calendar years,
1946 to 1949, inclusive, as their base periods.

In v es t ed Ca pi t a l Cr ed i t
As has been stated, the alternative method provided for arriving at excess
profits is to determine earnings above what is considered to be the normal
return on the capital invested in the venture. For this purpose capital includes
with reduction for inadmissibles as discussed later:
I. Equity capital at the beginning of the
taxable year.
2. Capital additions for the year.
3. Retained earnings.
4. 75% of loans.

S. A new concept referred to as "recent
loss adjustment" for "asset- approach"
as distinguished from "historical approach," invested capital credit tax payers.

The excess profits credit based on invested capital is, in general, an amount
equal to the sum of 1 2 % of the first $ 5 mi ll io n o f i n v e s t e d ca pita l, 1 0 0 of
th e ne x t $ 5 mil li on o f i n v e s t e d ca pita l, a n d 8 % o f a d d i t i o n a l a m o u nt s. Asset

approach invested capital credit taxpayers (see below) apply a rate of 1 2 % to
net new capital since the base period even if their total assets exceed $5 million.
Equity capital, capital additions, and loans require particular comment.
Under the law, they may figure in the determination of the invested capital
base only when they stem from legitimate business purposes. Borrowings must
be evidenced by instruments of indebtedness, including bank loan agreements,
and conditional sales contracts. It may be noted that, although only 50 % of
the borrowed capital could be counted as invested capital under the excess
profits tax of World War II, it is now taken into account to the extent of 7 5 %
fo r a ll t a xp a y e rs.
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As under the prior law, inadmissible assets are local, state and Federal bonds,
the interest of which is wholly or partly tax - exempt, and stock of domestic
corporations whose dividends are not includible in taxable excess profits. In
the past, the taxpayer could elect to treat Federal and state bonds as admissibles
if it included the interest of these obligations in excess profits net income. This
it could do to advantage by profiting on the difference between the invested
capital credit rates of 8% or 6% on the one hand and the borrowing rates of
2% or 3% on the other. However, the differential under the new law is so
great that Congress could not ignore it. Consequently, corporations are now
denied this option.
Two methods of computing the invested capital credit, the historical and the
asset approaches have already been referred to. The new excess profits tax law
offers these alternatives to taxpayers generally whereas the law in effect during
World War II usually required the historical approach except when records
were not available.
The fundamental difference between the two methods lies in the treatment
of deficits. In the historical approach, paid -in capital or paid -in surplus is not
decreased by net deficits in the event that deficits or loss years exceed earnings
of profit years. Under the asset approach, the invested capital credit is reduced
for net deficits incurred prior to 1946 or 1940 (whichever is more desirable to
the corporation) but not after these dates because of the "recent loss adjustment provision." Under it net deficits incurred after 1946 or 1940 (depending
on the choice of period for application of the adjustment) not only do not
reduce capital or surplus paid in at any time, and do not reduce earnings and
profits prior to these dates. Thus taxpayers with recent losses are favored by
the asset approach, while those with a long history of losses should prefer the
historical one.
A further difference between the historical and asset approaches to the
determination of invested capital credit relates to the application of the allowed
rate of return to net new capital since the base period under the asset approach.
A full 1 2 % return is allowed, even though the total assets break out of the
$5 million bracket to which the 1 2 % rate is otherwise limited. The result is
that asset - approach invested capital taxpayers resemble earnings basis taxpayers
as to treatment of net new capital after 1949, both enjoying return of 1 2 %
thereon. Invested capital taxpayers with the historical- approach as to post -1949
capital additions or reductions, invoke a rate of 12/0, 10/0, or 8 %, depending
on whether they are in the first $5 million, second $5 million, or 'over" bracket
of invested capital.
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Here again we may look back to things as they were. Under the excess
profits tax in effect during World War II, invested capital taxpayers were
allowed a return of 8 J6 , 6% 6 , or 5 % depending on whether they were in the
first $5 million, second $5 million or "over" bracket on the aggregate of equity
capital, retained earnings and 5 0 % of borrowed capital, and an allowance for
new equity capital at 1 2 5 % of these rates.
THE HARDSHIP PROVISIONS

The general relief provisions of the former excess profits tax law, known as
Code Sections 722, 721, 711 (b) (I) (H -K) and others, have been drastically
revised in the comparable sections now inserted in the Internal Revenue Code.
The new ones evidence a conscious effort to provide objective standards for
relief and remedy, and to avoid the speculative and doubtful procedures of the
earlier law.
Economic And Physical Abnormalities
The former Code Section 722 (b) (1) and (2), which offered relief for the
taxpayer's base period subnormal earnings caused by a physical or temporary
economic event has been brought forward in principle, although formulary
remedial methods have now been provided.
If the best 36 months of the base period of an earnings credit taxpayer in
existence throughout the period includes a profitless year or part of one, resulting from an interruption or diminution of operations, it may substitute for the
period in question, an earnings figure based on its industry's rate of yield on
capital as applied to its own capital at the end of that year. If more than one
of the three best base period years were subnormal for the reasons cited, the
taxpayer may effect a similar substitution by averaging its total assets in the
base period and multiplying the result by the industry's rate of return on capital,
to compute its average base period net income.
These substitutions must produce at least a 1017o improvement if they are to
be made use of and, incidentally, they nullify additional credit allowed earnings
basis taxpayers (as has been mentioned) for increase in capital in 1948 and
1949, for either of these years, should they be involved in the substitution.
By contrast, during World War II, when all four years of the base period
years figured in the earnings credit determination, the corporation could raise
the worst year to 75°76 of the average of the other three years, but any deficit
J U N E , 1951
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years remaining on this basis were not adjusted. Of course, in addition to this
specific remedial method, the taxpayer could seek relief, and obtain it in a
proper case, under Code Sections 722 (b) (1 ) or (b) (2).
Depressed Industries
Corporate taxpayers in industries recognized as depressed during the base
period also enjoy excess profits tax relief. Differing a good deal from Code
Section 722 (b) (2 ) (b) and Code Section 722 (b) (3) (A) as they stood
during World War II, a depressed industry is now defined as one in which
the average rate of return on total assets during the 1946 to 1948 period was
less than 63% of the rate for the industry from 1938 to 1948, inclusive.
Corporations qualifying for relief in the category being discussed are allowed
to calculate their base period incomes by multiplying average total assets during
the base period by 80% of the industry's average rate of return during the
period from 1938 to 1948. This substituted credit must be reduced for average
base period interest.
This relief is available only to taxpayers in existence on the first day of the
base period. Consideration is not given to whether or not the depressed condition in the industry was due to cyclical or other phenomena. The qualifying
test is formulary along the lines just described and the relief is automatic.
Changes In Products And Services
Code Section 722 (b) (4) of the excess profits tax law of World *ar II
made it possible for taxpayers to increase their earnings credits because of new
products which they had launched immediately before or during the base period.
The Excess Profits Tax Act of 1950 has its counterpart. However, it does not
have comparable provisions relating to changes in the character of the taxpayer's
business resulting from a change in operation or management, or to the difference in the ratio of nonborrowed capital to total capital, or to the acquisition
prior to the end of the base period of all or part of the assets of a competitor
to eliminate competition which had existed during the base period. Also, in conformity with the spirit of objectivity of the new law, the catch -all provision for
relief under the former Code Section 722 (b) (5) is completely omitted.
Eligibility for increased excess profits credits on the score of substantial
changes in products or services is limited to pre -1946 organized corporations
and to such changes during the last three years of the base periods of these taxpayers. The change must be responsible for more than 40% of a taxpayer's
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gross income or 33% of its net income by the end of the third (or earlier)
year, and the taxpayer's net income for any of the first three years in which it
seeks to qualify for this relief must be more than 25 % greater than its average
income for the base period year or.years preceding the change in product or
service.
If the conditions under which the taxpayer operates meet the cited conditions
before January 1, 1950, it may compute its excess profits credit by multiplying
its total assets on the last day of its base period by the average base period rate
of capital return in its industry. If qualification comes later the taxpayer may
compute its credit for the first year of qualification by multiplying its total
assets as of the last day of that year by the same rate. In neither case does it
enjoy an adjustment of credit for net capital changes in the base period, but
changes in capital for years following the new products or new service qualification will also change the excess profit tax credit.
Increase In Capacity
The former Code Section 722 (b) (4) made it possible for earnings credit
taxpayers to increase their excess profits tax credits because of a substantial change
in capacity immediately before or during the base period. The like provision in
the Excess Profits Tax Act of 1950 is much more demanding but, nevertheless,
omits much of the conjecture involved in interpretation of the earlier law.
To qualify for relief the taxpayer must have existed before 1946. In addition, it must have at least doubled its capacity in the last three years of the base
period, or increased its capacity and its physical asset cost 50%, or at least
doubled the costs of its total unadjusted facilities. Besides, the taxpayer must
be qualified for this classification of relief before the end of its base period.
Relief consists in being permitted to use a substitute excess profits credit arrived
at by multiplying the taxpayer's total assets for the last day of its base period
by its industry's average base period return on invested capital. No adjustments
are made for capital additions during the base period.
Corporations Formed In And After The Base Period
Under the current law, growing corporations organized during or after the
base period have new relief provisions. When a taxpayer's first three income
taxable years end in the base period, the industry's base period rate of return on
capital, applied to the taxpayer's total assets at the end of the period, is its
excess profits tax credit when adjusted, as in the ordinary instance, for retained
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earnings and for net additions or reductions to capital to and including each
taxable year as it comes along.
When the taxpayer's first, second, or third income taxable year ends after
the base period, its excess profits tax credit is determined independently for
each of those years by applying the industry's average base period rate of return
to the taxpayer's total assets as of the end of the year. The credit so determined
for the third year is thereafter retained, subject to the regular excess profits
credit adjustments for retained earnings and capital changes. Hence a new corporation is given three years of growth to reach the size class which is to have
permanent reflection in its excess profits tax credit.
Under the excess profits tax law as it existed in the early 1940's, corporations organized after the base period were required to use the invested capital
method of computing their excess profits tax credits. Those created during
the base period were allowed to use either the historical- approach invested
capital method, or the earnings method filling in the pre - organization portion
of the base period at 87o of their invested capital at the close of the base period.
In addition, companies having met specifications as growing corporations, even
if formed before the base period could have availed themselves of the Code
Section 713 (f) growth formula to increase their earnings credits to the best
base period years as a maximum. In all these cases, if the adjustments described
did not yield a normal base period net income, Code Section 722 (b) (4) might
have come to the taxpayer's aid.
Other Growth Corporations
Growing corporations formed before their respective base periods, have specially designed relief under the new law. They may compute their average base
period net income from the average income of the last 24 months or 12 months
' of the income of
in the base period, or of the last 6 months of 1949 plus807x
the first 6 months of 1950, or of the last 6 months of 1948 plus the income of
the first 6 months of 1950.
To qualify under any of these four alternatives except the last, there are two
avenues. One of these is applicable to companies up to a certain size. If the
taxpayer and its affiliates had total assets of not more than $20 million at the
beginning of its base period and, besides, its total payroll for the latter half
of the base period was 130% or more of the payroll for the first half, or its
gross receipts for the latter half of its base period were 1507o' or more of its
gross receipts for the first half, qualification is established. The other test, which
might qualify a taxpayer corporation of any size, provides that the net sales for
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the first half of the year beginning January 1, 1950, must, when doubled, equal
or exceed 150 jo of its average net sales for the calendar years 1946 and 1947.
Further, 40/0 or more of its net sales for the calendar year 1950 must be
attributable to a product or class of products of a kind not generally available
to the public at any time prior to January 1, 1946. Moreover, the amount of
the taxpayer's net sales of these new products for the calendar year 1946 must
be 5% or less of the amount of net sales for the calendar year 1949.
The fourth and final alternative for substitute computation of base period
net income for growth corporations in existence at the start of the regular base
period applies to a limited group of companies which qualify under the above
"net sales" test and also have an excess profits net income for 1949 which is
2 5 % or less of their excess profits net income for 1948. Such a taxpayer might
find it profitable to use as average base period earnings the aggregate net income
for each of the 12 months which falls within July 1, 1948 to December 31,
1948 and January 1, 1950 to June 30, 1950.
Supernormal Tax Year
Code Section 721 of the excess profits tax law of World War II, which
tended to spread for tax purposes abnormally large incomes not attributable to
the war effort, has taken on a similar form in the new law. Income arising
in a taxable year from claims, awards and judgments, from discovery, prospecting, and sale of patents and formulae of over 12 months' duration, and from
changes in taxpayer's method of reporting, may be reallocated over the earlier
years involved. This casting back of income is allowed if the income of the
abnormal class received in the taxable year, is more than 115% of the average
amount of this class of income during the four previous years. However, income
from the sale of tangible property arising out of research of more than 12
months' duration is denied such treatment.
Subnormal Base Period
The former Code Section 711 relief statute providing for the restoration to
base period income of abnormal nonrecurring deductions is also present in the
current law but has, similarly to the provisions relating to a super - normal tax
year, undergone some change. Judgments, intangible drilling expenses, development costs, casually losses and other abnormal classes of deductions in excess of
115%, of the average amount of deductions of such classes for the four previous
taxable years may be restored, provided that, in the base - period year in question,
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the deductions of these classes exceed 5°Jo of the average excess profits net
income for all the taxpayer's base - period years, computed without the elimination
of any class of deducitions. A deficit in any of these years is treated as zero
for this purpose.
As compared with former Code Section 711, the figure of 115% in the new
law substitutes for 1 2 5 % in the old, which did not include the 5510 limitation
just described. In addition, the former statute did tot permit the use of the
first excess profits tax year when necessary, as the new law does, to make up
the maximum of the four year standard. The two statutes are alike in that the
relief is denied if the abnormal deductions claimed are due to collateral economic
phenomena in the base period. Claim of abnormality is limited to the excess
over the same class of abnormality which makes its appearance in the earnings
computation for the taxable year.
Public Utilities
No special treatment was accorded public utilities in the excess profits tax
applicable during World War II. In the new excess profits tax law, a minimum
excess profits credit is allowed computed on equity capital, borrowed capital less
interest, and retained earnings. This credit is set at 7% after taxes for air
transportation, telegraph and telephone companies and at 6% for most other
utilities.
Operating Losses
Carry -backs and carry -overs for net operating losses and unused excess profits
credit were separate tax relief procedures during World War II. Now they
form an integrated relief technique. A further change is that, instead of a
two -year carry -back and carry -over, a one -year carry -back and a five -year carryover are prescribed. Since the operating loss carry -over for tax purposes was
lengthened by the Revenue Act of 1950, unconsumed operating losses of the
base period may be carried over to 1950.and 1951 in the case of earnings credit
and historical- approach invested capital taxpayers.
As stated at the start of this paper, the minimum $25,000 excess profits
tax credit may not give rise to unused credit applicable to an earlier or later
year. Taxpayers in this situation may elect to compute their net operating loss
deductions for all taxable years by taking their "recent loss adjustment" of their
base periods as their net operating loss carry-overs from their last taxable years
ending before July 1, 1950.
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EXCESS PROFITS TAX PLANNING

Financing the defense program and crushing the rising tide of domestic
inflation, are most worthwhile reasons for increasing tax burdens. However,
we run the risk of unintentionally destroying many a corporation in a marginal
position in their struggle for existence and survival in the free economy which
we champion. These companies may have inadequate net operating funds. We
must not forget that, until we havL acknowledged war, American industry is
still operating in a highly competitive society.
Consequently, it is essential, for the sake of such marginal corporations, to
reduce the tax impact to a minimum, in the individual instance. The following
are some ways in which this may be done. None will be appropriate to every
situation. All must be used within the spirit and letter of the law. These means
of tax minimization are, briefly, as follows:
1. Consideration may be given to functioning as partnerships. Such business
entities pay no taxes. They merely file information returns. The tax burden rests
on the partners. Hence the move might simply result in raising the partners'
individual incomes into still higher tax brackets and so jumping from the frying
pan into the fire from a tax point of view.
2. A plan for splilling of a corporation into a number of them or organizing
new ones might be entertained. Each entity would have to have its own
legitimate business purpose. The principal tax reward would be that each one
would enjoy an excess profits credit of $25,000.
While the organization of partnerships and
the multiplication of corporations have their
tax appeal, they bring in their wake the
threat of Code Section 45. If these entities
have no individual business purposes other
than fax minimization and do not deal
with one another at arm's length as they
would have to with strangers, the Treasury
has the right to reallocate the income and

expenditures of each so as to reflect the
correct earnings of the venture as a whole.
This would naturally have the effect of undoing the fax economy involved. The U.S.
Tax Court recently vindicated taxpayers
against the charge of violating Section 45
in the Berland'sl and Alcorn Wholesale
Co.= decisions.

3 . In some cases, where taxpayers expect to develop their excess profits
credits on the earnings basis, it might be well to yield in current tax deficiency
controversies with the Treasury Department over such issues as alleged excessive
salaries and depreciation rates for the years 1946 to 1949, inclusive. Such concessions tend to increase base period earnings and consequently reduce excess

profits taxes.
1. Berland's, Inc., 16 T.C. No. 24
2. Alcorn Wholesale Co., 16 T.C. No. 10
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4. By the same token, the 77% tax bracket corporate taxpayer might now,
with economy launch upon its long- deferred advertising campaign and expansion program, particularly if these costs are currently expensible rather than
depreciable over a number of years. Incidentally, advertising and promotion
costs may be capitalized, which election affects both the taxable and the base
period years. Its effect is to increase taxpayer's income credits and, to the extent
of greater accumulated earnings, invested capital credits. Consideration might
also be given to the adoption of pension and profit sharing plans, of " lifo"
inventorying, and of contingent stockholder- employee salaries.
5. The acquisition of deficit corporations can be valuable to effect tax saving.
Code Section 45, which pertains to the reallocation of earnings of several interrelated entities to effect more accurate tax reporting, has not always been asserted
successfully by the Treasury in cases where this has been done. Code Section
129 was intended to achieve what Code Section 45 frequently failed to do. It
denies the tax savings to the transferee when it secures "the benefit of a deduction, credit, or other allowance which such person or corporation would not
otherwise enjoy" where the primary purpose is tax evasion or avoidance.
It seems, however, that this restrictive statute is not applicable in the reverse
situation where the deficit corporation is the acquiring rather than the acquired
entity. Moreover, a statutory merger with, or the liquidation of the profitable
entity into the deficit one, according to Treasury Regulations 111, Section 29,
129 -3, does not invoke the prohibition of Code Section 129. This principle
has been concurred in by the Tax Court in the Commodore's Point Terminal
Corporation case.' In the Alprosa Watch Corporation case,2 involving a year
prior to the applicability of Code Section 129, the Tax Court, nevertheless,
took the trouble to declare, "That section (129) would seem to prohibit the use
of a deduction, credit, or allowance only by the acquiring person or corporation and not their use by the corporation whose control was acquired." The
thought in this dicta was repeated in A. B. and Container Corporation case.'
In the Stanton Brewery, Inc. case,* the Second Circuit Court of Appeals permitted a parent corporation to add to its own unused excess profits tax credit
the credit of its merged subsidiary. This novel tax law, predicated on the
theory of economic continuity, and is contrary to Supreme Court doctrine in the
1. 11 T.C. 411
2. 11 T.C. 240
3. 14 T.C. No. 102
4. 176 F (2d) 573
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New Colonial Ice Co. case,' that the operating loss of a taxpayer may be employed as a carry -back and carry -over by it and it alone.
6. There is at times tax economy in acquiring the assets of other taxpayers.
Multiplying corporations may have special tax advantages; acquiring, merging
and unifying them may at times achieve even greater tax savings.
If substantially all the assets of a business are acquired by merger or con solidation,2 or exchange for all or part of voting stock,3 the transaction is tax free. Consequently, if such a transaction occurs during an excess profits year,
the base period earnings experience of.the transferor is merged with that of the
acquirer, unless the transferor survives. For the year of the acquisition only a
proportionate part of the transferor's earnings credit is used. In addition, the
income credit and, for that matter, the invested capital credit acquirers will
consequently enjoy increased equity capital by the net value of assets over
liabilities and loans, and retained earnings, to the extent available.
Income credit taxpayers might also consider, after acquiring predecessors in
tax -free reorganizations, the alternate methods of computing income credits by
the use of growth, changes in products or services, base period subnormality
correction, increased capacity, new corporation treatment, depressed industry
adjustment, and back - casting of supernormal tax year earnings. Unlike the
prior excess profits tax law, corporate "split -ups" and "spin -offs" are entitled to
allocated parts of their predecessor's base period experience.
On the other hand, post -1949 taxable acquisitions of assets for cash will
not effect the acquirer's credit whether it be earnings or invested capital.
Of course, the future income of the acquirer might be expected to be augmented because of the aggregation of assets.
Where stock is issued for purchased assets as part of a taxable transaction in
an excess profits tax year, the acquirer's credit on either the earnings or invested capital basis will be increased commensurately with the fair market
values of the assets, which will ordinarily be their purchase price. It is significant whether equity capital or qualified indebtedness is employed to consummate the transaction.
Whether the acquirer is on an earnings or invested capital basis, if the tax
values of the assets of the acquired corporation so exceed their fair market
values as to be preferred, their acquisition must be tax -free and this can be
achieved by the above procedures. If the comparative values are in reverse, the
1. 292 U.S. 435
2. Code Section 112 (g) (1) ( A ) .
3. Code Section 112 (g) (1) (C ).
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transaction must be made taxable and therefore the above methods are contraindicated. However, when a corporation acquires 80% control of a taxpayer
and then liquidates it, the acquisition cost attaches itself to the underlying assets
in place of the transferor's bases.
7. Tax economies may be effected also by the acquisition of corporations,
apart from the specific subject of the acquisition of deficit ones. The credit of
the acquired corporation is not disturbed when its stock is purchased for cash.
An earnings and an invested capital credit corporation will sustain a capital
reduction, however, if acquisition occurs during an excess profits tax year because
of the increase in inadmissible assets, i.e., domestic corporate stock, resulting
from the purchase.
Similarly, the acquired taxpayer's credit is not disturbed if for its stock the
consideration is other stock in a tax -free transaction under Code Section 112
(g) (1) (b). On the other hand, the stock acquired would be additional equity
invested capital subject to a reduction because of the increase in inadmissibles,
whether the acquired taxpayer is on the earnings or invested capital basis.
An earnings credit parent, upon the liquidation of its subsidia-;-, will receive
none of the latter's base period earnings experience benefits if the acquisition
of the stock occurred for cash in an excess profits tax year. However, the liquidation of the subsidiary restores the parent's capital reduction, and eliminates
inadmissibles. Earnings and invested capital credit acquirers alike have their
accumulated earnings as part of their capital increased or decreased by the
subsidiary's comparable amount accumulated by it between the stock acquisition and liquidation dates. As already pointed out, since the subsidiary's stock
was acquired for cash during an excess profits tax year, upon liquidation the
parent acquires the subsidiary's assets including accumulated earnings and profits
at fair market values and not at transferor's bases.
If the subsidiary was acquired for stock rather than for cash, both types of
taxpayers sustain a loss in invested capital to the extent that at the date of
liquidation their investment in the subsidiary is greater than the tax value of
the subsidiary's assets. In the contrary situation, these taxpayers would enjoy
an increase in their invested capital.
8. Obviously, all excess profits corporations can reduce their tax liabilities by
acquiring more capital, increasing loans, and reducing dividend payments. It
would be tax -wise that these three policies, when employed, be motivated primarily by legitimate business purposes, which do not include tax minimization.
Enough has been said about the tax - attractiveness of additional capital.
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1
Allowing for a recognition of 75% of new borrowings at a 127o
credit for
excess profits taxes, and no interest deduction on 751yo of the loans for excess
profits tax purposes but full interest deductions for income tax purposes, it is
profitable to borrow. Taxpayers in the 77% excess profits tax bracket may borrow at a profit provided the interest charge for the loan is less than 6%. Even
at the 6% borrowing rate, the cost of borrowing would be a very small fraction
of 17o
' . Paying payables with instruments of indebtedness should constitute
bona fide excess profits credits for borrowed capital. This should be achieved
by borrowing from a bank to discharge obligations to creditors, or perhaps even
by satisfying merchandise and other creditors direct with appropriate documents
of indebtedness.
The retention of all corporate profits may now be prompted by the fact that
they are fully recognized at 121/o for excess profits tax credit. And there is little
danger in such a policy of running afoul of Code Section 102 relative to penalties for unreasonable accumulations of corporate profits when the taxpayer
participates in the current accelerated defense program.

9. If dividend paying programs, however, are to he continued either liherally
or more conservatively, corporations would do well to defer these payments until
at least 61 days after the close of their tax years. A dividend paid within 60
days after the end of a tax year reduces a corporation's equity capital and as a
consequence its excess profits credit because such a distribution is considered as
having been made on the last day of the preceding year. The date of the dividend declaration in the absence of a precise time payment is treated as the latter.
Earnings credit and asset - approach invested capital taxpayers stand to lose a
credit of'-12% on dividend payments. Historical- approach invested capital taxpayers sustain a loss of 12, 10, or 87o on such distributions depending on the
rate bracket of their total invested capitals.
CONCLUSION TO AN INTRODUCTION

There is no substitute for a mastery of the statute, Treasury regulations, and
later adjudications when one applies the Excess Profits Tax Law of 1950 to a
given corporation. If this introduction to the law succeeds merely in providing
the taxpayer with an orientation to the problem, the author will feel amply rewarded for his efforts.
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Before - the -Fact Control of Capital Outlay
by FRANKLIN L. METTLER
Controller, General Aniline Works Division, General Aniline and Film Corporation, New York, N. Y.

Capital outlays are costs of future years. They are incurred to maximize profits of those years and to consider obsolescence. As the pace
of industrial progress continues to quicken, after a century of progress
at a rate recognized throughout as increasingly rapid, these costs more
and more demand a type of control possible only before they are incurred. In this article the part that the industrial accountant can play
in making sure that appropriation requests are properly implemented
and savings estimates adequately developed and followed through, is
given succinct expression.
ONT ROL OF C OST S O R EXP ENS ES

in any area of corporate activity is obtained

C through the exercise of "know how" and the application of those techniques
calculated to obtain the optimum in benefits for each dollar expended. It
follows, therefore, that real cost control is obtained by those who have responsibility for the expenditures incurred. Ordinarily these are the foreman, superintendent, manager of research or sales, etc. For the most part the accountant's
role in cost control is restricted to furnishing some of the tools useful in
obtaining adequate control, i.e. compiling the reports which measure the effectiveness of the control job and in spotlighting the area where improvements can
be made. This might be termed "after- the -fact control," since the purpose of
the reports is usually to compare what was done with what might have been
done.
A Matter of Applied Foresight
When capital expenditures are considered, the shoe is on the other foot.
Here the accountant's responsibility for the exercise of control is primary, for
most managements assign this responsibility to the controller's department and
a major share of it falls directly on the cost accountant. It is his duty and
opportunity to apply direct before - the -fact control to a very important segment
of corporate activities. Exercise of this control is extremely significant. In fact,
it is difficult to emphasize enough the importance of adequate control of spending for capital additions. Many a firm which has lacked a realistic program of
advance control of capital expenditures has later found itself fighting a losing
battle in the control of manufacturing costs. The results may be delayed but
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they are inevitable, and are usually reflected in lowered profit margins or
losses, and inability to compete effectively with others in the industry.
Before we go further, it is well to point out that management has a responsibility to see that capital expenditures are maintained on a sufficiently high level.
In other words, in addition to the application of such controls as will restrict
expenditures for additions to worth -while items, management must see that
replacements are made on a schedule which will effectively guard against the
creeping paralysis of obsolescence. In this responsibility too, the accountant has a
share. He must constantly review the relationship of first cost to depreciation
and repairs, respectively, and must periodically issue reports which will show
these relationships currently, as well as the trend apparent from similar data
of the past.
He must know the historical ratio of repairs to first cost and depreciation
expense in his company and his industry and be prepared to comment intelligently on the reports he issues. It is necessary to watch for changes in the
useful life of similar pieces of equipment. Without a program of this sort,
alertly conducted, it is possible to incur ever - increasing levels of expense for
repairs, which result in unwise extension of equipment service lives beyond
real usefulness and, in effect, substitute an obsolete plant for one which is
modern and competitive. The need for spending depreciation funds for replacements must be forced on management's attention. Indeed, in these days,
more than current depreciation funds must be spent.
Two Media of Control
How do industrial accountants go about discharging their responsibilities for
control of expenditures for capital additions? Their duties are essentially quite
simple and can be briefed in two major classifications:
I. They must see that all pertinent data
is presented to management in such a
way that those responsible for authorizing the expenditures have a sound basis
for the exercise of judgment.

2. In appropriate cases they must prepare
a clear and complete savings statement
which will estimate the probable effect
of the expenditure on the firm's profit
and loss statement.

The Appropriation Request Must Speak Out
The first of these two duties often does not receive the attention it deserves,
with the result that the appropriation request is faultily prepared and assists
little, if at all, in the making of wise decisions. The cost man must act as the
liaison between the appropriation committee and the heads of such departments
as engineering, production, research and sales. He must exercise an aggressive
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sort of tact to see that these people say what they ought to say, i.e., submit all
the necessary and acceptable data.
For example, does the request set forth in clear, understandable language
what is proposed and why it is necessary? Has the sales manager estimated in
writing the volume he can sell and the prices at which he can sell it? Is present
capacity stated? Have the possibilities of obsolescence of equipment and, more
important, obsolescence of the product been considered ? Does the success of the
venture depend on either long or short -term contracts with others and, if so, is
provision for accelerated depreciation advisable?
These questions are typical of those which must be reviewed and answered.
They are very apt to be overlooked if the cost man does not take responsibility
for seeing that they are included. I do not mean that he must answer them.
That is not his job, but it is essential that he see that the proper, responsibile
official answers them.
In seeking answers to any one of these questions, it is possible for the cost
man to take a positive and constructive approach which will be of assistance
to all parties concerned. Consider, for example, the question of obsolescence
of the product. In not a few cases it will be found that the sales manager
has overlooked completely the possibility of obsolescence. What should be done
about it if he has? As an instance, assume the company is making a product to
be incorporated by the customer in a pharmaceutical, one of the new wonder
drugs. Furthermore, the customer is expanding his production and is asking the
company to expand its.
First, of course, the subject of product obsolescence should be so brought up
that it will be given the thoughtful consideration by the sales manager which it
deserves. Then, supposing that the estimated life of the product is three years
and the savings statement (see later discussion in this paper) indicates a pay
out in two years for the necessary equipment, after provision for accelerated
depreciation, it might be suggested to the sales manager that he seek an agreement with the customer for a somewhat higher price for two years, with provision for a realistic price reduction after two years. It might not work. On the
other hand, it might be looked upon by the customer as an entirely reasonable
request.
In any well- conceived system of control of capital expenditures, the chief
cost accountant or plant accountant ought to have available a checklist of items
to be reviewed whenever an appropriation request is prepared. In addition to
the items which already have been mentioned, this list ought to provide for a
check of:
1244

N.A.C.A. BULLETIN

I. The availability and price of raw materials.
2. The availability and price of labor.
3. Adequacy of transportation facilities.
4. State and local taxes.
S. Storage facilities.

6. Known or probable plans of competition.
7. Competitors' probable cost for the same
product.
8. Effect on future markets of dissimilar but
competing products.

This list is not necessarily complete but it indicates the type of thinking
which must go into a thorough review of any expansion into a new locality or
a new field and some of the points apply even to minor capital additions.
Preparing to Prepare Savings Statements
The points covered thus far, relating to appraisal of appropriations requests,
are important, the more go because they are so often overlooked and because
they are not always viewed by the cost accountant as his responsibility. However,
they are preliminary to a task which is even more particularly the cost man's
responsibility. This is the preparation of a realistic savings statement. Such a
statement is ordinarily the principal justification for expansion of fixed assets.
Fundamentally, the preparation of the savings statement is a simple job,
although it can be quite complex in those situations in which the manufacturing
process is also complex. Its purpose, of course, is to set forth clearly and
completely the effect on net income which will result from installation and
operation of the new facilities. For this reason, the statement should be prepared
on an out -of- pocket basis, since out -of- pocket costs are the only costs which
affect net income, comparatively speaking. Incidentally, this concept assists
handsomely in answering those sometimes troublesome questions as to whether
a particular item of expense is an out -of- pocket cost.
Here are some thoughts in connection with the preparation of the savings
statement:
Make certain that the estimate of cost
and income is related to the probable
volume, not capacity of the new equipment.
2. Take note that operating people tend to
estimate future costs too low. It is in
order to be alert to correct this bias.
3. Work up out -of- pocket cost factors for
each service department in advance.
Review and bring this data up -to -date
periodically. Such a procedure saves
much time just when it is needed most.
(Fuel component of steam and power
costs and labor cost of warehousing are
examples of such costs.)
4. Review each account in the chart of
accounts. Do not overlook such items as
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franchise taxes and use and occupancy
insurance.
S. Provide for incremental costs where
applicable. For example, a particular
installation may not require the addition of repair and maintenance personnel but several future installations will.
Direct repair costs tend to increase in
proportion to investment in an expanding plant. The same is true of warehouse costs, yard transportation, etc.
6. Include with the savings statement a set
of assumptions and comments which will
explain to management the general
basis on which the statement is pre - '
pared and the basis of estimating each
controversial item of expense.
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OPERATING EXPENSE SAVINGS STATEMENT
Basis - One Yeat's Cost

Present
Raw Material

Labor (Direct & Indirect)
Overtime Prem ium
Vac., W. C . , F . O . A . B . , E t c .
operating Supplies

Repairs & Maintenance
Depreciation
Tames & Insurance

Proposed

f $ 99,649
4,951
35.879
1,994
39652 �

$196,296 $284,936
31,028
1.669
2,402
749

17,715
6,092

3.542
1,015

1,922

Laboratory Department

13,994

15,927

Steam

7,644
641
534
3. 73
469
11,919
7,265
17,193

7.905
739
769
4,360
543
15,429
12,246
E0.393

Air
Refrigeration
Packaging

R&s
Supervision
Building Expense
Plant Protection

Personnel Service
Weighing & Lifting App
.
Water Cooling Tower
Piping
Power Feed Wiring
Dept. Expense
Transmission
TOTAL COST

10,949
9.291

394
5.455
50
1.010

6.19z
232
6, 10 1
166

13.295
14.961

1,510

f
f

t<

f

f

f

f
f
f

261
97
235
997
74
3,510
4.991
3.190

66o

242
7 , 593
187

Co st P er C w t .

$3 13 .0 2

$2 5 9. 2 9

104
1,100#

$ 9g.64g
4 951
f

1.994
1,140

65.2
99.5
g6.5

f

5,909
17,734

70.7
35.9
58.5
9.1
17.9
9.3
75.6

f

100.0
90.9

242

f

1,308

f
tt

f
f

185
35
209
91
13
326
3.769

135
10

1.492
21

$355.099 $516.573 f $155.475
200 .0 00

100.0
100,0
100.0

Cost
Effect

2.4 47
6,5so

5.532 —

1,145

Variable
P -gr-nL
Applicablei

1.933

1,449
4.105
249

11 4 . 4 0 0

Batches

266
9,o62
20,025

1,533
9.566
299 tt

Lbs. Produced

Lbs. Per Batch

1,140

26,777 f
26,107

.412

E l e c t r i c Power
Fresh Water
S a l t W ater

Difference

f $126.431

111
1.900;

EXHIBIT 1

What the Savings Statement May Show
Exhibit 1 exemplifies the principal exhibit in the savings statements prepared
in the company with which this writer is associated. It will be noted that it
starts on the left with a list of accounts designed to cover each item of manufacturing cost likely to occur in the manufacturing area for which the new
installation is proposed. Five columns are then provided which are largely selfexplanatory. These are: present expense, proposed expense, difference, per cent
out -of- pocket, and cost effect. In the first two of these columns are entered the
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SUMMARY OF ANNUAL SAVINGS
FOR A.F.E. 6-732
ADDITIONAL EQUIPMENT FOR THE PRODUCTION OF UP TO
40000 LBS, PER WEEK OF CELL BLU BB El CON PST

Additional
Expense

Additional
Income

Sales
(From Sales Calculation)
302,840
Manufacturing Cost
(From Attached Operating Expense Statement)

¢ 126,431

Selling Commission at 12.63%

38,309

N. J. & N. Y. Franchise Taxes (3,6% of Not Profit)
$

4,972
169,712

Net Increase in Profit Before Taxes

$ 302,840
$ 133,128

Taxes - 62%

@2

Net Increase in Profit after Taxes before
Deduction for Non - Recurring Expenses

Non - Recurring Expenses Chargeable to
the First Year's Savings
Coat of New Equipment

9

$

,50,589

$

5,200
257,000

Total Expenditures

$ 262,200

Number of Years in Which the Savings Will Pay
for the Expenditure for the Added Investment
Plus Non - Recurring Expenses

$
$

262,200 .

5. 2 years

50,589

EXHIBIT 2

total dollars of present and proposed expense. The "difference" extended by
the per cent out -of- pocket is, of course, equal to the "cost effect," i.e., the effect
on net income. At the bottom of the page, we show the present and proposed
volume. Therefore, although our figures are prepared to show total dollars, it
is a simple calculation for management to see the estimated effect of the proposal on unit costs.
We provide, also, a summary page (Exhibit 2), which shows the additional

' J U N E , 1951

1247

gross income to be expected from the installation, from which is deducted the
"cost effect" of additional out -of- pocket manufacturing costs as described. (An
amount is added if the "cost effect" is a cost reduction). Next is deducted the
total actual or incremental additional commercial expenses, such as distribution,
selling, research, and administrative costs. This results in total additional profit
before income taxes. Taxes are further deducted at the probable future rate.
The net result is the estimated annual saving, i.e., additional annual net income.
This amount, divided into the additional fixed investment, reveals the rate of
return of fixed capital, expressed in terms of years.
The pay out factor so obtained should be set forth on the savings statement.
It is of vital importance to management in evaluating the proposal under review
against alternative investment possibilities. In this connection, consideration
should be given to the nonrecurring first year's expense incident to the proposed
installation, of which there is some related to almost every investment. In my
company we do this by adding the nonrecurring first year's expense to the fixed
capital investment before calculating the return in terms of years.
In the case of major installations, it is well to estimate the additional working capital required and to calculate the rate of return on combined fixed and
working capital. It is not uncommon for working capital requirements to be substantially in excess of fixed capital. In such cases, the merits of the proposal
cannot be judged wisely unless working capital is included in the calculations.
Finally, the savings statement should be supported and made complete by
inclusion of a breakeven chart covering all operating situations which will arise
through operation of the expanded facilities. The inclusion of such a chart
assists the management in evaluating the proposal on the basis of volumes higher
or lower than that selected as a basis for the savings statement.
A Case for An Early Invitation
One last thought concerning the appropriation request and the savings
statement may well be offered here. I highly recommend that arrangement be
made with operating management to bring the accountant into the appropriation
request picture at an early stage when the planning is in the formulation phase.
It is at this point that he can be of considerable help to the planners and may
assist in avoiding the necessity of re -doing much work at a later date when the
whole job may be in a state of confusion due to an imminent deadline. It has
been this writer's experience that, all too often, the accounting department has
borne the stigma of holding an appropriation request beyond the deadline when,
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in point of fact — having been advised of the need for a savings statement only
at the last minute —the cost man properly sent the request back to the planners
for some forgotten piece of vital information which changed all the calculations.
Audit of Savings Statements to Induce Improved Control
To this point we have considered only the before - the -fact aspects of control
of capital expenditures. There is an after - the -fact side to this control problem,
too. This is usually handled by an audit of the savings statement, made at some
reasonable time —say six months or a year —after the new equipment has been
placed in operation. Its purpose is, of course, to ascertain how well those
involved estimated the increase in net return which was to be expected. The
audit can helpfully take the form of a savings statement prepared on the basis
of facts as they have existed since the installation, for comparison with the
estimates included in the original statement.
Conditions tend to change and basic assumptions used in the original estimate
are often found to be in error to a greater or less degree. These changes are
not always within the control of the operating people, so that it is often difficult
to judge the adequacy of the original statement and the competence of those
responsible for its preparation. To overcome these difficulties we prepare our
audit of savings statements in three columns. The first column is a repetition of
the original savings estimate. The second is the original estimate modified to
reflect changes in noncontrollable conditions, such as sales price (but not
volume), labor rates (but not labor hours), fuel costs (but not steam or power
consumed), etc. The third column reflects the actual savings based on actual
conditions.
With an audit program such as this, it is possible over a period of time, to
judge of the thought and care given to the preparation of savings statements
and the competence of those responsible for the preparation of authorization
requests and the estimates of costs involved. If it is not what it should be,
steps can be taken to see that it is improved. In other words, the before - the -fact
tool of control can be sharpened by application of the after - the -fact control
device.
The audit of savings statement, of course, is not enough. Control must be
exercised while capital additions are in process. Any well- designed system of
control of capital expenditures must provide for a periodic report of expenditures made against authorizations granted. This should show, at least, the
description of the appropriation, amount authorized, amount spent to date,
amount committed and per cent completed.
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Not infrequently amounts spent on individual projects exceed amounts appropriated. These over - expenditures, which are called over -runs in our company,
should receive the treatment accorded the original request. In brief, the overrun should be written up in such a fashion as to set forth clearly and honestly
the reason for the over - expenditure. It should be passed through the routine
and receive the same approvals as the original. In most companies policy provides that appropriation requests below a set amount can receive final approval
at local plant levels, whereas requests above the established figures must be
approved at higher levels. Occasionally, the amount of an over -run will change
an appropriation from one which can be approved locally to one which must
be approved at a home office. When this happens, the complete story—of the
original appropriation as well as the over - run — should be forwarded through
channels for higher approval. The reasons for this:
The Special Situation of Capital Expenditures Control
It should be plain from the present discussion that what is desired is a proper
basis for selecting the equipment to be purchased for replacement or expansion
and that, in the economic situation in which industrial enterprises exist, there
is an angle, to paraphrase a famous comment, of "Neither too much nor too
late."
But most of all, it must be emphasized that, in the purchase of capital items,
a company is acquiring a future utility —and salvage. These elements are as
real as the productive labor and re- operation represented by the amount of a
week's payroll. If salvage and re- operation, respectively, turn out to be disproportionately high, there has been ineffectiveness in equipment policy and
inefficiency in labor control. The latter can be quickly corrected. However, the
former is dependent on control exercised long periods of time "before- the - fact."
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Is Own Product Research A Current
Fixed Expense?
by DAVID S. MOFFITT
Accounti ng Staff , Connec ticut Ha rd Rubbe r Co., N ew Haven , Conn.

A quick, clear characterization for accounting purposes of the place
of the now usual management - sponsored product research and deve l o pm e n t prog ram i n ma n uf a ct u ri n g co mp a ni es, is giv en in th is
article. Th e a u t h o r a c k n o wl e d g e s at th e st a rt t h a t t h e matter of wh e n
and where to charge costs in this area is not one in which general

agreement has been reached.
%ORLD WAR II GAVE GREAT I M PE T U S t o i n d u s t r i a l

W
� /

research and development

work, particularly among smaller companies. For many years this work,
because of the expense involved, had been carried out almost exclusively by
larger firms. However, the military requirements of the war made it necessary
for nearly every company to engage in development programs in its own and

allied fields. The success of these programs in companies which had not previously conducted development work on their own, convinced many of the value
of retaining such programs as part of regular operations in the reconversion
period and afterward.

Alternatives in Accounting Treatment of Research
From an accounting standpoint, research and development costs during the
war could be applied to a specific contract or subcontract. After the war, considerable difference of opinion arose among accountants who had not handled
the problem in peace -time, as to the best disposition of research and development costs. Most of the confusion arose from the fact that research and
development costs fall into a "no man's land," not specifically covered by
generally- accepted accounting principles or, more exactly, covered by several
conflicting principles. Hence, the accountant can handle them "correctly" in
several completely different ways, depending on his own philosophy.
With the increase in the number of firms carrying on their own research
and development programs and with budgets for these programs running as
high as 20 per cent of sales in some instances, it seems to the writer that some
general agreement should be reached by accountants as to the disposition of
research and development costs, in order that management and stockholders
may better understand and appreciate this phase of business activity. Although
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such work may again have frequent application to military needs and related
contracts, the broader question should be resolved.
The two basic ways of handling research and development costs are as
current charges or as deferred or capitalized items. Whether charged off
currently as in the first case or over a period of time as in the second, final
disposition may be made to:
I. A customer's order,
2. General overhead,
3. Selling expense,

4. Product overhead,
5. Profit and loss as a separate item.

To date the method used has commonly varied among companies in the same
industry and even within companies.
Product Research Level Fixed by Management
In discussing the proper charging of research and development costs, it is
well to note that they have become fixed or quasifixed charges in most firms
and do not vary appreciably in relation to changed production. This has come
about in several ways. First, management decision to appropriate sums for
development work is usually arrived at in line with long -term company policy.
This policy is framed for the purpose of maintaining the company's competitive
position in industry and for supporting the growth of the business. Therefore,
appropriation of funds is made in most instances before it is known specifically
to which individual projects the funds will be allocated.
In the second place, research and development departments are staffed with
highly - skilled men, trained in the intricacies of the particular field in which the
company is engaged. Companies are extremely reluctant to release any of these
men, even in extreme internal economy drives, because of the cost of finding,
hiring and training them and because upon release they (most probably) will
find their way into a competitor's employment, with consequent degradation of
the competitive situation.
Thus, if an approach to the disposition of research and development costs
is made by studying the basic reasons for which such costs are incurred and
the manner in which funds are appropriated to cover them (rather than a study
of results achieved by various portions of such expenditures), the conclusion is
easily reached that these costs are fixed or quasifixed charges and should be
written off currently. This point -of -view is certainly the most conservative from
an accounting standpoint. From an operational standpoint, as has been noted,
it truly reflects research policy determination and the fact that research and
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development expenses tend to become fixed. The further fact that the results of
research and development are unpredictable, supports this viewpoint. It seems
unreasonable to capitalize the costs of a project when the chances are that the
only result will be a nicely bound report with little or no commercial value.
Product Research Chargeable as General Overhead
If we are correct so far, it would seem that research and development costs
— besides being fixed costs —are policy costs and should be included in general
overhead or, more informatively, as a separate item of the same character.
This may be difficult for many industrial accountants to understand because,
with modern accounting tools, it is very easy to segregate development costs
applicable to individual orders, products or sales propositions. There is a
strong impulse to believe that every cost which can be separated and distributed
to a particular item should be applied to that item. It may very well be that
this easy distribution has caused much of the confusion connected with the
question of disposition of research and development costs.
An example will help here. Let it be assumed that a company has successfully and at great expense developed a new product which is expected to
provide a large proportion of future sales. Some accountants would capitalize
the expense and charge it off against the product in future years. However,
this would give a distorted profit picture during the years of development by
eliminating a portion of the fixed research and development expense. It would
also distort the inventory picture in future years by adding to inventory, costs
which are in excess of the out- of -tbe- pocket costs necessary to produce the
new item.
On the other hand, if the expense of developing the new product is written
off currently as an item of general overhead or a separate profit and loss item,
the profit and loss statement for the development period will show the fixed
cost of the development work. Future inventories will show true costs of
production. And if, as anticipated, sales of the new product turn out to be
a large proportion of total sales, they can be expected to provide gross profit
to cover their share of the current development expense in the years in which
such sales take place.
Similarly, the costs of developing a special process or piece of machinery, if
capitalized and distributed over the production in future years, will hide the
fact that those costs have to be met during the period of development, whether
or not the program is successful. It would seem, therefore, more valuable to
JUNE, 1951

12 53

management and owners to see these costs reported as a separate, current item
on the income statement.
Research Sold in Contracts or Purchased in Patents
Research and development work for outsiders on a contract basis falls into
a different category. The costs incurred are not a result of company policy and
are not fixed. The reporting of these costs as costs of goods (or services) sold
is certainly justified. If the present mobilization trend continues, more develop ment work will be carried out on this basis, as companies shift from working
on their own problems to those of the military.
Then, too, the purchase of patents and completed developments should be
handled differently from research and development carried on as dictated by
company policy. In the case of such purchases, the actual value and life of
the expenditure to the company can be determined in advance. The cost is
nonrecurring and not fixed. These purchases can rightly be capitalized as assets
of a permanent nature.
A Comparison With Advertising Costs
In this paper, the writer has outlined the case for considering research and
development program costs as current, fixed costs, with the thought that this
basis might prove acceptable to a majority of accountants on examination of
the reasoning behind it. Under this reasoning, research and development costs
are regarded from the viewpoint of their incurrence rather than from the
developmental results obtained. Charging them off currently as a separate
item is a proper reflection of this viewpoint. The method is not widely different
from that used in handling advertising costs. The ultimate purpose in both
cases is to provide management and stockholders with facts truly picturing the
operation of the company.
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WORKSHOP

Planning And Preparing A Complete Chart Of Accounts
by PETER C. JUNG
Accounting Procedures Staff, Marathon Corporation, Menasha, Wisc.

and
I cost accountants that a definite need
T IS AGREED AM ON G FI N ANCI AL

exists for some type of account classification. In some instances, a list of
accounts is regarded as sufficient. In
large organizations it is conceded to
be necessary to assign to the accounts
numbers or symbols or a combination
of both. How complex a code to develop depends upon the size of the
business. At all events, it is recognized
that the accounts should be arranged in
logical order and some systematic
method followed in assigning the
numbers or symbols. However, the
preparation of this classification is
about as far as most accountants go
in this direction. For a small organization or company, such a classification or simple master chart of accounts
is probably adequate.
For larger companies the complete
chart of accounts should include, in
addition, a descriptive chart of accounts and an index to the accounts.
Briefly stated, the descriptive chart of
accounts is an analysis or written description of each account in the classiN
fication and includes a detail list
the items appearing in the account,'
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the source of entry, approvals required
on each document, and final disposition of each account. The index is, as
its name implies, an alphabetical list
of each item, type of expense or expenditure, and account name, fully
cross - referenced and followed by the
applicable account number, for use
where the item or type of expenditure
only is known.
G et t i n g Set

The planning, preparation, and installation of a complete chart of accounts can be compared to the writing
of a book. It requires a lot of thought
and careful looking ahead. Before the
job is begun and also during its progress, a written record should be kept
of all suggestions, changes, additions,
and ideas which come to mind or are
contributed by others. These notes
should be rough- indexed by account
name or subject matter and referred
to .a he work progresses.
uggestions should be grate nowledged, even though they
atpear practical at the time of
t, lso, if the suggestions are
ded in the final writeup, the
VfAN—
W
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MAS TE R C H ART OF ACC O UN T S

The first step in the preparation of
a complete chart of accounts is the
drafting of the account classification or
master chart. A complete list should
be made of all the accounts which will
appear in the final chart of accounts.
Classifications

The accounts should first be listed
by broad or major groups which
should follow the same sequence as in
the monthly financial reports. A suggested major grouping of accounts
follows:

1
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Research and development expenses.
Other income.
Other expenses.
Income taxes.

Each major group should then be
classified into minor groups. For example, balance sheet asset accounts
might be broken down into:
I.
2.
3.
4.
S.
6.

Cash
Marketable securities
Receivables
Inventories
Prepaid expenses
Plant and property

At this point, the minor groups are
further divided into control and then
detail accounts. The presence of both,
as all accountants and bookkeepers
know, speeds up the mechanics of
bookkeeping and permits greater ease
in preparing periodical financial reports. To illustrate, the cash group of
accounts would be classified as follows:
CONTROL
ACCOUNTS

Petty cash.

Cash in banks.

DETAIL ACCOUNTS

A detail petty cash account is set up for each
location.
Working funds — Payroll
accounts.
A detail account is
set up for each bank
account.
Working funds
Accounts payable.
A detail account is set
up for each bank account.
Depository accounts —
A detail account is
set up for each bank
account.

h Functional Designations
l

I. Balance sheet asset accounts.
2. Balance sheet liability and r
accounts.
3. Sales income accounts.
4. Manufacturing costs — materiel
S. Manufacturing expenses - 1 4
overhead accounts.
6. Selling expenses.
7. General and administrative i

8.
9.
10.
11.

—

suggestor should be so informed and
told why the idea was not used. Only
by inviting suggestions, acknowledging
them, and using those which prove
practical, will the compiler of a chart
accounts obtain the cooperation necessary to make the job a success. The
writing up of a complete chart of
accounts is not a one -man job but requires the whole- hearted support and
assistance of all personnel who will be
affected by the end product. Incidentally, the greatest benefit in the use
of the charts, descriptions, and index,
accrues during the time of their preparation and the preliminary discussions
with the personnel involved.

VEM11111yT

After the remaining balance sheet
esd income accounts have been simily treated, the accounts are further
ignated as primary and functional.
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(This classification is of more importance in the income and expense accounts than in the balance sheet
accounts) . The classifications so far
recognized have been generally primary in character and identify the type
or accounting subject matter of accounts, such as:
Petty cash.
Machinery and equipment.
Gross sales.
Direct labor.
Traveling expense.
Depreciation expense.

Functional designations, on the
other hand, relate the detail of primary accounts to departments, responsibilities, locations, etc.
I.
2.
3.
4.
5.
6.
7.

Sales division.
Manufacturing division.
Chicago plant.
New York sales office.
Converting factory "A".
National retail convention.
Annual sales meeting.

Number Structure

The next step is to assign numbers
or symbols to the accounts. Some accountants employ numbers, others use
letters, while still others use a combination of the two. The generally
accepted practice is to use numbers
and, therefore, this method will be
used in the following illustrations. The
primary account identification and
functional differentiation of the detail
accounts are achieved through two
series of numbers, each series beginning with one. The series are used
together, separated by a decimal point,
as follows:
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Primary Functional
0150.1200

The following list will more clearly
demonstrate the primary and functional account numbers. Using the sales
income accounts as an example, the
primary account numbers would be as
follows:
AC CO UN T
NO.

3000
3001
3002
3003
3004
3005

TITLE OF AC COUNT

Gross sales.
Deductions from gross sales:
Transportation.
Returned goods.
Price policy allowances.
Allowances— Others.
Cash discounts taken on
receivables.

In this case, the functional account
number would cover locations, as
follows:
AC CO UN T
NO.
DESCRIPTION OF L O C A TIO N

.010
.020
.030

Chicago plant
New York plant
Los Angeles plant

The control accounts for this group
and the detail accounts with their
functional designations, would appear
in the master chart of accounts thus:
CO N TROL

DETAIL

3000
3000.010
3000.020
3000.030
3001
3001.010
3001.020
3001.030
3002
3002.010
3002.020
3002.030

TITLE OF AC COUNT

Gross sales
Gross sales — Chicago
plant.
Gross sales —New York
plant.
Gross sales —Los Angeles
plant.
Deductions from sales —
Transportation.
Chicago plant.
New York plant.
Los Angeles plant.
Deductions from sales —
Returned goods.
Chicago plant.
New York plant.
Los Angeles plant.
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To illustrate the further use of primary and functional designations, the
master chart relating to direct labor
would be written up as follows:
CONTROL

4000

DETAIL

TITL E OF ACC OUNT

Direct labor
Chicago plant.
4000.010
New York plant.
4000.020
4000.030
Los Angeles plant

If the Chicago plant consisted of
several factories, the above account
number relating to it, might be elaborated in this manner:
DETAIL

TITLE OF AC C OU N T

4000.0I0 Direct labor— Chicago
plant
4000.011
Factory A
4000.012
Factory B
4000.013
Factory C

The above illustrations show account number applications by location
or plants. A like illustration extended
to application by responsibilities or
division (also functional features)
may be illustrated by the traveling expense functional account. The same
primary account number is used
throughout, with the suffix number denoting responsibility, as follows:
CONTROL

DETAIL

4100
4100.011
4100.020
4100.030
4100.100
4100.110
4100.120
4100.170
4100.171
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4100.220 Gen. & Adm.—
Legal dept. Manager
4100.221 Gen. & Adm.—
Legal dept. Others.
4100.300 Research Dept.
— Manager
4100.301
— Others

TITL E O F A CCO UNT

Traveling expense
Chicago plant A
New York plant
Los Angeles plant
Sales Division —Vice
pros.
Sales Division —Sales
manager.
Sales Division —Sales
service dept.
Advertising dept. —
Manager.
Advertising dept. —
Others.

Special Information

The above examples demonstrate
the flexibility of the "double" number
system. Both the primary numbers and
the functional numbers, if started with
0 0 0 1 , can go as high as 9999. With
respect to functional detail, this allows
for unlimited range in the breakdown
of locations, responsibilities, divisions,
etc. If, perhaps, a special trade meeting were to be held and it was desired
to know its total cost, a suffix number
would be assigned, appended to the
proper primary account. All charges
would be applied against the suffix
account number exemplified below:
109 Annual Meeting of National
Association of Packaging Manufacturers.

The various expenses incurred
would then be coded as follows to
make it possible to tell the total cost
of the annual meeting as well as the
amount of each primary type of expense.
AC CO UN T
NUMBER

TITL E O F A CCO UNT

4002.109 Indirect labor —
Annual meeting of,
4100.109 Traveling expenses
Annual meeting of,
4101.109 Entertainment expense
Annual meeting of,
4250.109 Telephone expense
Annual meeting of,
Annual meeting of,
4260.109 Stationery supplies

etc.
etc.
etc.
etc.
etc.
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DESCRIPTIVE CHART OF ACCOUNTS

When the master chart of accounts
has been finished, the next step to the
complete chart of accounts is the preparation of the descriptive chart. As
mentioned earlier, most accountants
and books on accounting stop with the
completion of the account classification. Although it is of primary importance to have a satisfactory account
classification, it is of substantially
equal importance to know and have
a definite understanding of what each
account comprises or, in other words,
an analysis or description of each
account.
Simultaneous Writeups

The writeup of descriptions should
begin with the balance sheet accounts.
However, before commencing the analysis of individual accounts, the master
chart of accounts should be thoroughly
studied and lists made of related or
contra accounts, as entire groups of
accounts should be written up at the
same time. For instance, when writing up receivables, the following group
of accounts should be included:
Customer notes receivable.
Customer trade acceptances receivable.
Customer accounts receivable.
Reserves against receivables —
(a) Reserve for doubtful and controversial accounts.
(b) Reserve for cash discounts.
Gross sales.
Deductions from gross sales.
(a) Transportation.
(b) Returned goods.
(c) Price policy allowances.
(d) Other allowances.
(e) Cash discounts.
Bad debt expense.
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Other examples of accounts which
should be written at the same time are
depreciation reserve and depreciation
expense, reserve for real and personal
property taxes and real and personal
property tax expense, etc.
Standard Terms and Paragraphs

A further preliminary move is to
establish standard terms and definitions, i.e., a sort of dictionary of standard definitions and standard phrases.
Once the standard terms have been
established, they should be strictly adhered to in all of the writeups. For instance, incoming invoices would be
classified as "vendor invoices" and
outgoing invoices as "customer invoices." Standard terms should be set
up, such as "check requests," "audited
vouchers," "journal vouchers," "vendor invoices register," as well as a
definition of each term. The aim is to
attain uniformity and standardization
in the descriptive chart of accounts.
In addition to standard terms, standard paragraphs should also be prepared, and typed up in duplicate. The
duplicate is turned over to the typist
assigned to do the description typing.
Thus, instead of writing out the standard paragraph each time it is applicable, it is necessary only to list the
standard paragraph number on copy
for typing. Care should be taken also
to make sure that where charges to one
account are direct credits to another,
the wording in both accounts is, where
1259

at all possible, repeated exactly.
Wherever paragraphs or parts of paragraphs are repeated in accounts, iden=
tical terminology should be used.
More Background Data

There are a few other preparations
to make before the description writing
can be started. One of these is to obtain a list of the names and titles of
all personnel at all locations authorized
to approve original documents, such as
purchase requisitions, check requests,
traveling expense accounts, vendor invoices, check vouchers (which, when
approved, become "audited vouchers "),
journal vouchers, etc. In each case the
person authorized to effect approvals
should be required to delegate, in writing, another person to approve them in
his absence. The approval of all journal vouchers covering correction of
previous entries or vouchers should include the approval of the person who
prepared the original vouchers, so that
the latter will be aware of the correction. When this information is in
hand, a list of all types of vouchers
and entries and the approvals required
on each, should be made up.
In addition, before writing the account descriptions, the ledger records
for the accounts must be referred to
and the following information obtained:
I. Types of entries recorded in the account.
2. Description of charges and credits.
3. Final disposition.
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This information is obtained for a
period of a year —or more where certain items do not occur annually. In
looking up the contents of each ledger
account, valuable information relating
to accounting procedure and practice of
the company is obtained or called to
mind. As each account is examined
thoroughly, changes present themselves
as desirable, such as elimination of accounts or combinations with others or
changes in related accounting procedures.
Writing the Descriptions

From the information which has
been collected, it should now be possible to write up the descriptive chart
of accounts. Where the balance remaining in an account at the end of
each month is normally a debit the
charges are listed first. Where the balance is a credit balance, the credits are
listed first. Exhibit 1 constitutes a sample description, ready for distribution.
The numbers in parenthesis, inserted
on the exhibit at the left of the paragraphs, refer to standard paragraphs
and may make apparent the amount of
drafting time saved by their use.
Several explanations are in order at
this point with respect to the writeups
exhibited. "Type of account" in the
upper center part is for indicating
whether a balance sheet or profit and
loss account is being described. The
words "corporate" and "plants" in the
upper righthand part denote the level
at which the accounts are kept. Certain
N.A.C.A. BULLETIN
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PUNTS

THIS ACCOUNT IS CHARGED WITH THE FOLLOMIG ITE01S ONLY:
1. Outside Attorneys Fees and Expenses accrue and payable;
2. Fees and Expenses of Outside Auditors and Accountants accrued and payable;
3. Other Consulting and Professional Fees accrued and payable.

The charges include the basic fees, plus all additional charges for traveling
expenses, meals and lodging, telephone andtelegraph.
The following types of fees are included:
1. Attorneys Fees and Expenses in connection with matters pertaining to patents,
excluding patent applications;
2. Other Attorneys Fees and Expenses;
3. Insurance Counselors;
4. Appraisals by public appraisal firms;
5. Consulting Engineers, Chemists, etc.;
6. Employee Screening Tests performed by personnel laboratories;
7. Outside Auditors and Accountants fees and expenses covering Audits,
Screenings, Consultation Fees, etc.
(2 )

The charges and credits are carried to the following detail accounts:
1. .010 Chicago Plant
2. .020 Now York Plant
3. .030 Los Angeles Plant
4. .100 Sales Division
5. .170 Advertising Departmnt
6. .210 General and Administrative — Accounting
7. .220 Legal Department
8. .250 Personnel Division

(3)

The charges and credits emanate from approved journal vouchers, check vouchers
and vendor invoices.

(4)
5)

THIS ACCOUNT IS CREDITED WITH THE FOLLOW IG ITEMS ONLY:
1. Credit adjustments correcting Wrors in the above c arges;
2. Refunds from vendors covering overpayments;
3. Charges to other areas and outsiders.

6)

(7)

THE CONTRA ACCOUNTS COVERING CHARGES A11D CREDITS ARE j4S FOLLOWS:
1. Acct. No. 1170 Miscellaneous Accounts Receivable;
2. Acct. No. 2015 Audited Vouchers Payable;
3. Various Plant and Division Accounts.

VA

(8 )

ISPOSITION OF ACCOUNT BALANCE:
The balance in the account, normally represented by a debit balance, is carried
forward until the end of the fiscal year, at which time it is closed out into
Acct. No. 2940 Profit and LKs s Clearing Account, which, in turn, is transferred
to Acct. No. 2930 Earned Surplus Account.

EXHIBIT 1
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inventories of finished goods, for instance, would be carried on plant level
books, while customers accounts receivable would appear only on the corporate level books. The other headings
on the form are self - explanatory.
Typing, Clearance, and Distribution

The charts are typewritten to permit multiple duplicating of forms.
After they are proofread, sufficient
copies are prepared for distribution in
tentative form. This initial distribution
should include all personnel interested
in and affected by the descriptions circulated, especially those who constantly
make use of the account classification.
It is not desirable to send out too many
descriptions at one time for review and
criticism. The results are best if not
more than a dozen are sent out in one
group. From experience it has been
learned that greatest attention is focused on the first dozen descriptions,
after which the interest of the reviewer
wanes.
When all copies have been returned,
the suggestions and criticisms made are
reviewed and those which have value
and are practical, are incorporated in
the revision of the original releases.
The revised descriptions are then sent
out to the following personnel for
final approval:
I. Controller.
2. Financial accounting department manager.
3. Manufacturing accounting department
manager.
4. Methods and procedures department
manager.
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In addition to the above approvals,
the writeups affecting the sales division
are approved by the sales division manager and those affecting manufacturing
division by the official in charge of
manufacturing operations. A list is
then prepared of all personnel who are
to receive the approved descriptive
charts of accounts and, after approval
of the list by the controller, the actual
distribution is made. The final releases, unlike the tentative drafts, are
by sections. For instance, all balance
sheet asset descriptions are released at
one time, followed by the balance sheet
liabilities and net worth, sales income
accounts, etc.
The writing up of the descriptive
chart of accounts is one job which is
never finished. It is impossible, especially when preparing the first draft, to
include all of the items that enter into
an account. Changes and ideas are suggested continually and unforeseen
questions will arise as to where an item
should be charged. Suggestions for
changes should be noted in pencil on
a master copy of the descriptions. Revisions should be discussed with interested personnel and final approvals received, as noted above, of the proposed
changes. Twice a year, or more often
if occasion demands, revised copies are
prepared of descriptions needing
change, and distribution are made.
INDEX TO THE CHART OF ACCOUNTS

The final step in construction of the
complete chart of accounts is the
N.A.C.A. BULLETIN

preparation of the index. If properly
compiled and cross - referenced, the index becomes an invaluable tool in the
hands of those who prepare purchase
requisitions and work orders, as well as
to other personnel who must determine
the correct account to which certain
items or types of expenditure are to
be charged. The index is compiled
from the information contained in the
descriptive chart of accounts. An alphabetical list is made of every item or
type of expenditure appearing in the
descriptions of each account. The items
are fully cross - referenced, as shown by
the following illustrative entries which
use information from the professional
expense account dealt with in Exhibit 1:
ACCOUNT NO.
5010
5010
5010
5010
5010
5010

Accountants, outside, fees and expenses
Appraisals by public appraisal firms
Attorneys, outside, fees and expenses
Auditors, outside, fees and expenses
Chemists, consulting, fees and expenses
Consulting, fees and expenses
Counselors, insurance, fees and expenses
Employee screening tests
Engineers, consulting, fees and expenses
Fees, accountants and auditors
Fees, attorney —legal
Fees, consulting and professional
Insurance counselors, fees and expenses
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5010
5010
5010
5010
5010
5010
5010

Legal fees
Outside accountants and auditors,
fees and expenses
Outside attorneys, fees and expenses
Screening tests, employees

5010
5010
5010

5010

If every item in each account is
similarly indexed and cross - referenced,
it can readily be seen that any desired
account number can quickly be determined, even if only a vague description
of the item under consideration is
available. The index is distributed to
the same personnel who were given
copies of the master chart of accounts
and the descriptive chart of accounts.
THE END

This completes the description of
the planning, preparation, and distribution of a complete chart of accounts,
the proper maintenance of which is a
continuous job requiring constant attention and revision to keep up -to -date.
This phase of the work is very interesting but requires diplomacy and tact,
affording one more illustration that, as
has been said before, the main attributes of a good accounting procedure
man are:
I. A sense of humor.
2. Perspective.
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A Small Steel Company Applies Standard Costs
by A. J. PENZ

Standards and Control Reports in Paper Manufacture
by G. R. CASE

Using Standard Costs for Control in Sugar Refining
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Estimated Standard Costs for Plastic Products
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Standard Costs in Wire Cloth Manufacture
by W. S. HILDEBRAND

Labor Standards for Rayon Finishers
by EDWARD NADZIEJKA
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THE

COST F O R U M

DISTRIBUTION AND CONTROL
OF COSTS OF INDUSTRIAL
AUTOMOTIVE EQUIPMENT

Editor, N. A. C. A. Bulletin:
TH E LARGE OIL RE FI NE RY needs almost
every type of motor vehicle produced, from
pick -up truck to giant self - propelled crane
and from two -door sedan to bulldozer. The
usage of these vehicles runs the gamut of
their capabilities. Recently one such refinery decided that the cost of operating
and maintaining its motor vehicles would
be distributed on the basis of utilization
rather than on a general overhead or
burden rate as had been customary. A review of this decision developed the fol-

lowing problems:
I. Maintenance, operation and investment varied with the type of vehicle.
2. An equitable basis for charging vehicle
costs was necessitated.
3. Some vehicles were assigned for use on
a monthly basis while others were
drawn from the plant pool at need.
4. The expense of operating the garage,
except for repair labor and material,
had to be prorated to the vehicles on
an equitable basis.
5. Detailed analysis of the elements of
cost for each of the several types of
vehicles was required for control pur-

5. The cost department was given a
monthly report showing equipment
classification, vehicle number, user and
hours of usage.
b. The monthly detailed cost ledger presented the operating cost of motor
vehicles by type. The cost of the
garage was identified as such.
7. The cost department was given a
monthly report showing dollars of cost
by elements on each assigned vehicle.
8. The cost by types of equipment was
segregated between assigned units and
pool units by elements of cost.
9. Garage expense was distributed to the
various types of equipment, both assigned and pool, based on the repair
labor in the several accounts.
10. The total cost of assigned units, including garage expense, was distributed
to the user.
I I . The cost of the light, medium, and
heavy pools, including garage expense,
was distributed to the respective users
based on hours of usage.
This system has proved to be flexible
enough to meet changing requirements. It
is adaptable to punch card accounting, satisfactory for control purposes (both as to
cost and usage control) and is amenable
to the projection of standard rates for
planning purposes.
MILTON D. BELL, JR., Baton Rouge Chapter

poses.

b. Cost incurred from

the use of the
equipment in connection with construction had to be identified and capitalized.

To solve these problems the following
procedure was established:
I. Each vehicle was numbered.
2. Vehicles were classified as light equipment, medium equipment or heavy
equipment.
3. Vehicles which were regularly assigned
were identified.
4. A log was introduced so that usage of
nonassigned vehicles could be estab.
lished.
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AN AUTOMOBILE MILEAGE
ALLOWANCE STUDY

Editor, N. A. C. A. Bulletin:
PROBABLY EVERY O N E

WHO

CO M P UTE S

an automobile mileage allowance rate has
his own favorite approach. Here is a study
made recently by our company. On the
basis of these figures, it was decided to
continue to allow six cents per mile for
occasional company use of privately -owned
autos. In addition to this allowance, the
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company pays cost of gara ge, parking, and
tolls. These figures seem roughly applicable
to many makes of automobiles. Slight alterations in the assumptions will be easy
for the reader to a pply. Actually, we were
guided somewhat by experience with a
Chevrolet sedan which cost us $ 1738 in
June, 1950, including heater, seat covers
and undercoating.

$

$

EXPENSES
VARYING
WITH
DISANNUAL TANCE
EXPENSE (15,000
(FIXED)
MILES)
Purchase price, average
annual depreciation
$325
Repairs and tires
50
75
Registration, taxes and license
47
Insurance for business use:
Bodily injury liability
I OOM /$300M
$40
Property damage $5M 18
Medical payments
7
Collision $50 deductible
47
Comprehensive fire and
theft
9 121
Gas at 271/2 cents per
gallon
(Assuming 15 miles per
gallon)
Grease and Oil at $2.50
per 1,000 miles
Winterizing and anti - freeze
Totals for 15,000 miles
in a year

275

38
15

$558

$388

Average cost per mile as
above (total $0.06131) $0.0372 $0.0259

If we divide the $558 fixed annual expenses by different assumed numbers of
miles driven, we have the following:
EXPENSE PER MILE AT VARIOUS MILEAGES
Annual
Fixed
Variable
mileage
expense
Total
expense
5,000
$0.1116
$0.0259
$0.1375
10,000
0.0558
0.0259
0.0817
15,000
0.0372
0.0259
0.0631
20,000
0.0279
0.0259
0.0538
30,000
0.0186
0.0259
0.0445
40,000
0.0140
0.0259
0.0399
50,000
0.0112
0.0259
0.0371
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For a different amount of annual fixed
expense, add or subtra ct the following cost
per mile for each ten dollars of increase
or decrease at the respective annual mileages shown:
CHANGE IN COST PER
MILE FOR $10 CHANGE
IN FIXED EXPENSES
$0.0020
0.0010

APPLICABLE
ANNUAL
MILEAGE
5,000
10,000
15,000
20,000
30,000
40,000
50,000

0.0007
0.0005
0.0003
0.0003
0.0002

The figures indicate that, if a ma n owns
a car for personal use, he has incurred
most of his expense by the very act of
owning it. He pays 2.59 cents additional
for each mile he drives. An allowance in
excess of 2.59 cents for any portion of his
milea ge measures his relative gain for each
mile for which the allowance is paid. If
he uses the car exclusively for business,
receiving 6 cents per mile, he will just
break even if he drives 16,364 miles in a
year. However, if h e is going to ha ve the
car for pleasure anyway, every single mile
of business use pays him 3.41 cents net
(0 . 0 6 -$ 0 .0 2 5 9 ).
These results will vary somewhat with
changes in the assumptions, but the figures appear to be fa irly representative of a
large proportion of cars currently owned
and used for pleasure and business.
BELMO N T W . AD AMS, Southern Maine
Chapter

AD V AN C E PL AN N I N G AN D C ON T R OL
OF M AI N T E N AN C E

Editor, N. A. C. A. Bulletin:
PER HA PS

ONE

OF

TH E

MO ST

FER TI LE

for the reduction of costs is to be
found in the maintenance department. The
work done by this depa rtment is performed
by skilled, highly -paid employees who often
FIELDS
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have to work overtime at premium rates,
and the equipment used is usually expensive. Plant shut -downs for repairs are even
more costly. Hence, efficiency and the
proper control of opera tions in the ma intenance department are especially important.
Accountants are not generally expected
to know much about maintenance. Engineers and production managers are entrusted with this responsibility and are
presumed to be exercising the vigilance
which enables our industries to turn out
matchless records of production efficiency.
However, the accountant's ability to plan
procedures and to control costs by such
planning can be especially valuable to management in reducing maintenance costs. One
of a plant accountant's more important
duties should be to assist the opera ting and
maintenance personnel at his plant to coordinate their efforts in planning and systematizing maintenance operations so that
they will be adequate, timely and efficient.
Although most plants' schedule their
maintenance work so that the semiskilled
labor is used where higher skills are not
needed and may also have spare or standby equipment for use when breakdowns occur, managements in relatively few plants
look ahead to future maintenance in any
sense which could be designated as planning.
A readily understandable example of advance maintenance planning is illustrated by
the maintenance charts furnished to new
car purchasers by some car manufacturers.
An excerpt from one of these charts is
shown below:
"Lubricate ..........................every 1,000 miles
Check master cylinder ....every 2,000 miles
Check wheel alignment ....every 5,000 miles
Tune engine completely
every
........ 10,000 miles."
Simple, isn't it? Yet, how many plant
maintenance departments have such a chart
for each machine in their plants, showing
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the work to be done to the machine at
planned intervals. Or, if such charts have
been prepared, the work may not be spaced
so as to keep the machines (and the maintenance department) operating at the lowest possible cost.
The accountant can, with the proper cooperation of plant operating personnel, prepare such a chart and assist in ironing out
the related scheduling. He can then take
the next step in maintenance cost control
by assisting in the determination of the
standard time required by each recurring
maintenance job. To illustrate this point
another example is taken from the automobile industry. Automobile repair work has
been studied (as indicated in the source
material we are using) and the following
standard required time has been determined
for the repair jobs shown:
Replace master cylinder
1.3 hours
Replace rear wheel brake cylinder .8 hours
Overhaul rear wheel brake cylinder 1.1 hours
Rreplace clutch and brake pedal
bushing
2.7 hours
Additional steps to be taken by the accountant to complete the control of maintenance costs wou ld be as follows:
I. Productive equipment, indirect department areas and service departments
should be adequately identified through
a reliable chart of departmental accounts. Where several units of productive equipment are combined in one
cost center, the individual items of
equipment should be identified, so that
the cost of maintaining each can be
determined.
2. Daily labor tickets should be summarized
in the form of a daily report which is
prepared by the maintenance department and signed by the maintenance
superintendent. This summary can be
used by the accountant as a basis for
distributing maintenance costs. The use
of a daily report places the responsibility for the control and reporting of
maintenance costs directly with the
maintenance superintendent. He has directed that the work be done and has
approved
(daily)
the expenditures
which have been incurred. He is, therefore, in the best position to answer all
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questions from others relating to the
correctness or the extent of maintenance
expenditures in any department.
3. Where the local management approves
the issuance of departmental expense
reports to departmental supervisors, it
is desirable to segregate the cost of
maintenance labor on these reports, so
that the operating department heads
can review it as a separate item and
confer with the maintenance superintendent if they have any questions.
4. A maintenance budget should be approved in writing by the operating and
service department heads as well as by
the maintenance superintendent.
5. Management should be furnished with
a report each month comparing actual
maintenance with budgeted maintenance
(showing both work done and costs incurred), so that it can see what was
accomplished in each department.
W. T. BRUNOT, Richmond Chapter
PERIODIC SURVEY OF MONTHLY
REPORTS

Editor, N. A. C. A. Bulletin:
ONE

DEVICE

WHICH

WE

HAVE

F O UN D

very useful in reducing costs in the operation of the controller's department, is a
periodic su rvey of reports issued by the department. All industrial accountants have
had the experience of being a sked for special information, of creating a special report in response to the request, and issuing
the information periodically thereafter, on
the assumption that the need was a continuing one. It may be that two or three
other na mes are arbitra rily added to the list
of recipients.
In fact, some accountants operate under
the mistaken idea that the more reports
they issue the more effectively their work
is being done. Perhaps, also, the creative
urge plays some part. However, regardless
of the reasons, the issuance of unnecessary
reports is a wasteful activity, involving not
only cost of preparation but also the cost
of time spent by executives and other re1268

EXHIBIT 1
cipients in reading and attempting to understand the contents.
Every two years, in the company with
which the writer is affiliated, a survey is
made of all reports emanating from the
controller's department. The most recent
survey utilized the form shown in Exhibit
1, which was distributed with every accounting report issued in the month during which the survey wa s made.
The survey process was instituted three
years ago and resulted in the elimination
of eleven reports and 189 copies. This
initial survey disclosed the possibilities in
periodic reviews of all reports issued. Not
only did it save considerable amount of
work and effort for everyone concerned,
bu t it a lso brought to light the advantages,
in some insta nces, of oral interpretations in
place of written reports containing statistics cast in a stereotyped form.
E. A. CARLSON, Newark Chapter

A COMPANY POLICY FOR INDIVIDUAL
MEMBERSHIPS IN ASSOCIATIONS

Editor, N. A. C. A. Bulletin:
I N M A N Y COM PA NI ES supervisors and
employees keenly feel the lack of a firm
policy with regard to the cost of memberships in business and professional organi-
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zations. In some cases memberships are
paid by the compa ny for a few individua ls.
In other cases membership in business and
professional organizations is regarded as a
strictly personal matter of the employee
and du es are not paid by the company.
Undoubtedly much can be said in favor
of each of these views, but ma nagement of
most progressive companies feel that the
company should encourage membership in
those organizations which will help the employee in the duties to which he is assigned
and at the same time prepare him for
greater responsibilities and advancement.
Under this viewpoint, the questions relating to payment by the company for such
memberships become what, when, how
much, and for whom —and how the company can ma ke su re that the employee will
use his membership to full advantage.
There are instances in which companies
have adopted plans that solve this problem
to the satisfaction of both the employer and
the employee. One plan which has worked
successfully embodies the following features:
I. The company management prepares an
approved list of business, engineering
and other professional societies which
management feels can contribute to the
benefit of the company and employee.
This list is revised annually.
2. Any individual who is engaged in work
in the field covered by a professional
society may, upon approval of his or
her immediate supervisor, join one of
the approved organizations and have
the company pay a portion of the dues
or subscription fee. The company agrees
to pay 75 percent of the annual fee,
the employee 25 percent. Publications
received under the membership remain
the property of the employee.
3. The company may recognize that membership in some associations is for the
benefit of many managerial employees
rather than a restricted few. In such
case, the entire annual fee is absorbed
by the company. An individual is designated to hold the membership and
be responsible for distribution of material to any interested individual. UnJ U N E , 1951

der this arrangement all publications remain the property of the company.
Under such a plan the employee is encouraged to obtain membership in appropriate professional societies. The company
can also be reasonably assured, because in
the ordinary instance the employee pays a
portion of the expense involved, that he or
she will maintain an interest in the organization and its activity. Further, by
establishing a definite policy, the company
can avoid charges of discrimination between
groups or levels of employees.
J. V. JAMES, Elmira Area Chapter
ADEQUATE AUDIT OF SALES
BRANCHES

Editor, N. A. C. A. Bulletin:
I N M A N Y O R G A N [ Z A T I O N s having sales
branches throughout the country, the ad-

ministration of the branches is the responsibility of the sales manager. If these
branches have occasion to maintain inventories, pay bills, invoice customers, write
their own payroll or otherwise have convenient access to the assets of the company,
the accountant should insist that controls
be established and enforced, or reasonable
protection cannot be expected.
These controls should include audits.
Procedures can be written to guide the
branch operations, instructions can be given
to branch managers and controls can be
maintained by the home office over paperwork issued at branches, but much of the
effectiveness of these techniques is dissipated without active follow -up in the form
of audits. Since, in many cases, branches
do not mainta in a complete set of financial
records (this being done for them at the
home office), these audits will be more concerned with the substance of operations
than with a review of the fina ncial records.
The audit program shou ld be set up with
adequate consideration for good accounting
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practice but, even more important, serious
consideration must be given to the control
points established in the branches themselves. A checklist should be prepared by
someone familiar with all the operating
practices of the bra nches a nd shou ld be designed to review the effectiveness of control at —and as limited to —these points,
job knowledge of the branch personnel,
adequacy of the branch management, and
the need for additional or tighter controls.
Once the checklist is prepared, it should
not be static but should he expanded or
modified as changing conditions dictate or
as the results of previous audits indicate.
The selection of a ma n to condu ct these
sales branch operational audits should be
made with consideration for his knowledge,
not only of the standard procedures, but
also of the purpose of the controls established through those procedures. If possible, although this is not imperative, he
should be an individual who has had previous auditing experience. Certainly, he
should be a man whose future is in accounting and has no aspirations to become
a salesman or sales manager. This is desirable to keep him "out of reach" of the
sales personnel whose branches he will
audit. Once the right man has been
chosen and trained, if necessary, in the operating routines of the branches, he should
confer with the sales manager, so that both
of them can review the program, to assure
acceptance of the results when obtained.
(It is importa nt that the bra nch a u dit program have the backing of the sales manager
because he will be charged with enforcing
recommended corrective measures when deficiencies are found.)
It goes without saying that the audits
must be conducted without any prior notification to branch personnel if a good cross section view of operations under normal
conditions is to be obtained. It is just as
obviou s tha t the first thing the au ditor will
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check, upon arrival at the branch, is the
petty cash fund for proof of cash, approvals, control, etc. The sequence of the
other operations to be studied depends, to
a large degree, on the type of product sold,
type of branch organization and other factors which differ from one company to
another and from one branch to another.
A suggested sequ ence might be a s follows:
I. Surprise pay -off of employees.
2. Review of handling of cash sales.
3. Check on control and protection of inventories.
4. Investigation of and check into maintenance of inventory records.
5. Test counts of inventory items.
6. Appraisal of shipping and invoicing routines.
7. Audit of accounts receivable, if maintained at the branch.
8. Test of inventory of fixed assets.
9. Inquiry into office management details.
a. Appearance of office (layout, etc.).
b. Existence (or not) of an up -to -date
procedure manual.
c. Obtaining and discussing samples
of local reports.
d. A look into the situation with respect to office machines, forms and
supplies.
e. Analysis of each key employee's
functions.
f. Review of adequacy and suitability
of fire and theft protection.
Many more items could be cited but the
list suggests the types of matters to be
reviewed. The auditor should use his checklist as a gu ide bu t shou ld not be restricted
to its subjects. He should be given sufficient latitude to follow -up any inaccuracies
or appearance of disorganization in operations, when they are disclosed through his
review. Upon completion of the audit it
is advantageous, as with financial audits,
to review the working papers with the
branch management to eliminate any misconceptions the auditor may have obtained
on any point and to give notice to the
branch management of any conditions requiring immediate action.
N.A.C.A. BULLETIN

The next step in the branch audit program should be the preparation of the report. This should be done a s soon as possible after completion of the audit, while
the "news" is still current and the interest
of the sales department is still fresh. It is
suggested that the report include only those
operations which warrant criticism, just to
keep it brief. It is also suggested that
every criticism be accompanied by a specific
recommendation for correction or improve-

operations which have been criticized, in
order to report progress since the previous
audit. It is important that each report be
answered by the branch manager and that
these answers be satisfactory to and followed up by the controller and the sales

ment.
The report should be directed to the
branch manager but copies should also go
t(,,, the sales manager, controller and any
other members of management concerned
with the internal operations at branches.
Auditors conducting subsequent audits
should review all reports of prior audits
and should pay especial attention to the

controller or where there is no accounting
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manager.
A program such as the one which has
been outlined here is most useful in an
organization where the day -to -day control
of the bra nches is ou t of the ha nds of the
representative at the branch. If one employee at the branch reports to the controller, he can perform some of the checks
mentioned but it would still be desirable
to have a branch operational audit program to supplement his efforts.
PAUL T. SHERWOOD, Binghamton Chapter
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32nd
HIGHLIGHTING the

year's ac tivities

Con f er enc e, c om mem or ati n g
indus trial ac c oun ting.

is

Annual International Cost Conference
the Ann ual Inter nati onal Cos t

thirty -two years of

Noot her

N . A . C . A . service t o

As s oc iation even t provides such a valu-

ab le c om bi nati on of p r of i t an d pleasure, c omb i ned with g o od fellowship,
f or all members avai ling themselves of the op p or t u n i t y t o par t ic i p at e.

Hear these timely topics

. . . .

INDUSTRIAL ACCOUNTING IN A DEFENSE ECONOMY
COST DETERMINATION FOR GOVERNMENT CONTRACTS
ACCOUNTING PROBLEMS OF RENEGOTIATION
THE ROLE OF COSTS IN A DEFENSE ECONOMY—Panel Discussion
VARIANCE ANALYSIS FOR REDUCTION AND CONTROL
OF MANUFACTURING COSTS
ANALYSIS OF NONMANUFACTURING COSTS FOR MANAGEMENT GUIDANCE
ACCOUNTING FOR SUPPLEMENTARY COSTS OF LABOR
SUPPLEMENTARY COSTS OF LABOR —Panel Discussion
THE EFFECT OF INVENTORY VALUATION ON PROFITS AND TAXES
THE EFFECT OF TAXES ON BUSINESS PLANNING

Discussed by these top speakers .. .
Charles E. Headlee. Controller, W estinghouse Elec tric Corp. . . . Earl R.
Uhlig, Controller, Glenn L. Martin Co. . . . Carman G. Blough, Research Direc tor, American Ins titute of Accountants . . . Harr y E. Howell, Consultant,
Munitions B o a r d . . . Mark S. Mas s e[, Partner, Bell, Boyd & Mars hall ... J ohn
Pugsley, Executive Vice President, Tennessee Coal, Iron & Railroad Co. . . .
Charles H. Gleason, As s is tant to the Executive Vice President, Sylvania Electric Products, Inc. . . . Ralph B. Knott, Vice President in charge of Finance,
Fibreboard Produc ts, Inc .... J ames E. Caldwell, As sis tant Comptroller, G oodyear T ir e & Rubber Co. . . . Robert S. Coons, Assistant - Secretary, Inters tate
B ak e r i e s C or p . . . . D a vi d Himmelblou, Profess or of Acc ounting, Northwes tern
U n i ve r s i t y . . . W a r r en L. J ohnson, Chief Ac countant, W rought W asher Manufac turing C o . . . . J ac k s o n W . Smart, Partner, Touche, Niven, Bailey & Smart
. . . J a m e s J . Mahon, Jr., Partner, Lybrand, Ross Bros. & Montgomery.
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