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Mass Production — Durable Goods
Discussion Leader: WILLIAM H. FRANKLIN
Vice - President, Caterpillar Tractor Company, Peoria, Illinois

IM PLI FI CAT ION

AN D CLARIFICATI ON

of accounting practice and of the re-

S flection in it of industrial operations, keynoted the discussion which developed at this session, largely through citations of experience which, though
characteristic of companies in hard goods lines, were clearly not peculiar to them.
Control of the kind and number of reports issued, shortcuts in accounting work
(including penny elimination, application of statistical concepts, and arrangements for reconciliation of payroll accounts, to name a few touched on) occupied
the first half of the discussion. The same approach was followed in the second
half, for which the use and development of standards for clerical work and the
reduction of costs occasioned by physical inventory (largely through reduction
in frequency of such inventories) formed the initial topics. However, a substantial amount of time was then devoted to a different line of thought, through
consideration of the many -sided subject of company adjustment to changed
volume of operations.
The Problem of Report Proliferation
A comprehensive attempt to cut down on excessive reporting was disclosed
by a representative of a company in which the new president called for a copy
of all reports in all departments, with a thirty-day time limit for "reporting"
eliminations. This participant stressed the extent to which the volume of reports
prepared on tabulating equipment had grown unnecessarily. Another participant
described a committee approach to report evaluation and dwelt heavily on the
filing problem presented by file duplicates of reports, stored in various departments.
Another report reduction project, highlighting the need for continuing conSEP TE MB ER , 19 54
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trol, was outlined by a representative of a nonferrous metals company, who
stated that report volume climbed back after the first attack on it. The solution was to centralize duplicating equipment in order to have an intensional
bottle neck for report reproduction, where appraisal of need could be initiated.
It was ruled that the master copy of each report had to be approved by the office
procedures department. This instance elicited a case in which all reports are assigned a limited life, none longer than a year, and are "justified on a form
which is reviewed by several people," apparently when the set life - period is
expiring. Combined report and forms control, as carried out by a machinery
manufacturer, was then described. It was based on a survey of reporting needs
and form variants.
Following recitation of two cases of report elimination by failing to submit
certain regular ones or, in the second instance, of accompanying a report with
a query as to its usefulness, consideration of the topic of report control was
concluded with a discussion of savings realized. One participant reported the
saving of the work of three or four employees out of an original staff of fourteen. Reduction of a tabulating department staff from 58 to 38 was also reported.
Shortcuts in Costing
As an illustration of a device that had saved money in accounting, the discussion leader instanced use of over -all percentage of cost to sales price to get
cost of sales for service parts which run up to 75,000 in number, with as many
as 10,000 of these possibly included in a month's sales. He also described a
related shortcut for the cost of production of these parts. Standard hours for
all parts are accumulated for the month and converted to dollar cost in one
multiplication. If cost for a particular part is needed, it is calculated separately.
Other contributions connected with service parts handling and sale included:
attention to the small number of items accounting for the larger sales volume,
writing off parts to cost of sales when shipped to warehouses (a physical control maintained there), and skipping formal invoicing of replacement parts.
There followed brief references to accounting shortcuts achieved through
production accounting which charges half of the labor and overhead to the first
and last processes and ignores intermediate ones, through curtailing accounts
payable checking by statistical sampling, and through lightening recording labor
by means of penny elimination. Ten and twenty per cent clerical cost reduction
figures were cited in connection with the last -named technique. Some fifteen
or twenty companies reported its use to one degree or another. A showing
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of hands indicated that statistical sampling is availed of by a like number of
companies represented in the group.
Easier Handling of Payroll Bank Accounts
The method of having each payroll a separate bank account —and a variant
method under which different - colored checks are issued for each payroll and
segregated by the bank in posting —was outlined, with the statement that banks
will permit this practice and that it provides automatic payroll reconciliation.
An obstacle in one company was the personnel departments desire to have a
regular reconciliation of the account to provide identification of checks claimed
by employees to have been lost.
An alternative device, that of issuing bank drafts for each payroll and buying back from the bank daily those that had been presented, was called to the
group's attention as a company application of the same device, i.e., of handling
each payroll as a separate account.
During the foregoing discussion, one member had taken opportunity to report on a work simplification program headed by an administrator and involving
eight two -hour sessions for groups of twelve to fifteen "supervisors in the
accounting areas and then ... below the supervisory level." Heavy cost savings
were credited to this program.
This narrative may have served to turn the attention of the group toward
clerical work standards, which succeeded payroll handling as a topic, with about
fifteen individuals indicating that such standards are in use in their companies,
apparently without tie -in to incentives. Instances of work to which clerical
standards were reported to be applied included transcription and tabulating
operations (two instances apiece), order preparation, billing, receivable and payable posting, and timekeeping and payroll. With respect to order preparation, a
somewhat oblique touch of incentive was disclosed in salaries graduated according to production quotas.
There was mention of difficulties in determining standards for clerical work,
among them the variation in type of work, e.g., straight typing vs. copying,
and the situation in the tabulating department where an employee can supervise more than one machine but the full number are not available (credit for
production on the unavailable equipment was suggested). A certain stress was
laid on making progress toward stated volumes of production through observations which would approach, or even attain, time study accuracy. One discussion participant said that the greatest benefit of standard information related
to accounts payable had been facilitation of work scheduling or flow.
SEP TE MB ER , 19 54
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In turning from the topic of clerical standards, the use of music in offices
to stimulate morale was made mention of and, upon inquiry by the discussion
leader, it turned out that six or seven companies represented were using this
device.
What Price Physical Inventories?
In its general pursuit of shortcuts, the group discussion turned to the subject
of physical inventories. When it appeared from a show of hands that some
three quarters of the companies represented shut down once a year for physical
inventory, the discussion leader commented, "There is a subject that needs some
exploring." This viewpoint gained emphasis when it became clear that a complete physical inventory was taken by still other companies without shutting
down for it. A large company figures a cost of $800,000 for shutting down and
taking physical inventory.
It was pointed out that shut -down cost can be avoided if the shut -down for
inventory coincides with a shut -down for vacation purposes. There was description of a round - the -year inventory in which counts are made at low -stock
points and the inventory listing made from book records. In support of this,
a physical inventory to test the inventory arrived at by serial counts and book
balances was instanced, with the comment that more errors were found in the
physical inventory than in the records. Another discussion participant confirmed this from his experience with monthly and quarterly physical inventories,
saying that often inventories "turned in for the cost accounting department to
price are so filled with misunderstandings and miscalculations that
they are
...
not accurate within ten percent." An every- other -year physical inventory for
warehouse stock, where activity has not been great and experience has been
favorable, was offered as a partial solution to the broad question under discussion.
Here it was interjected that lock and key protection is an advantage in
integrity of inventories. A further question was asked as to whether a "one count" or "two-count" inventory should be taken. The companies represented
seemed to be about evenly divided as to practice on this point. One member
reported three counts. In closing the discussion on physical inventories, the
discussion leader reported, as to his company, that, because of war production, the years 1940 to 1946 went by without a physical inventory even though
intervening years saw a switch from job lot costing to standard cost.
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Volume Changes —What Then?
The remainder of the discussion period, while not deserting the area of shortcuts in costing and other accounting procedure, dealt with these and other aspects of cost accounting in the light of suitable responses to changes in volume
of business done by the company. It was apparent from indications developed
that, although some volume changes are anticipated in the downward direction,
quite a few of the companies represented expected to sustain or increase volume.
After suggesting, with minimum response, that the group might be interested,
in this connection, in isolation of variable and fixed costs or the effects of price
on volume, the discussion leader found substantial interest in the review of
make -or -buy decisions when volume has changed. This topic occupied the center
of attention for the remainder of the discussion.
Deciding Whether to Make or Buy an Item
One discussion participant stated that such decisions in his company are the
province of a manufacturing development department with a staff of industrial
and processing engineers and accountants, reporting to the separate departments.
An engineer spoke up to suggest a working rule of, "if you have capacity, make
it; if you have not got capacity, take a look; if you need the capacity, go get it;
if you can buy it cheaper, forget the capacity." The discussion leader suggested
that this brought up the thought that, where a company is operating below
capacity, there is a possibility it should make some items it is buying.
What to consider as items of cost in make -or -buy decisions was brought up.
One member thought that only "direct labor (plus fringe benefits) and direct
material" should be regarded "in the area of lower volume" but if we reach
the point of higher volume ... we do not interrupt the machine to produce
something we are normally buying on the outside. A showing of hands, at
the request of the discussion leader, indicated that about half the companies
represented use variable cost only, in make -or -buy decisions. Another participant
echoed the thought of the preceding one in stating that variable costs only
are considered when there is idle capacity but that return on investment is
the comparison basis when equipment involved is "filled to capacity." One
member suggested that a similar distinction in considerations could be made
between short and long -term make -or -buy decisions.
The foregoing comment occasioned a diversion of discussion to the equipment replacement problem and the work of the Machinery and Allied Products
Institute in this area was mentioned. Some comments were then addressed to
the topic of leasing rather than buying equipment. A five -year lease of electric
S E P T E M B E R , 1954
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trucks was spoken of by one individual, with no option to buy (hence, an expectation that the rental would be deductible for Federal income tax purposes).
It was pointed out that leasing equipment might be a means of making a Iimitedtime decision to make an item rather than to buy it, a sort of test of optimistic
manufacturing cost estimates.
After a review of reasons for not including in own manufacturing costs for
the purpose of comparison certain costs which are doubtless covered 'by the
vendor in his price, a member turned the subject in a slightly different direction by recalling a case in which his company's permanent cost study committee
reached a "make" decision but, before putting it into effect, contracted the
vendor and obtained a drastic price reduction —over 30 per cent in the case
described. The discussion leader commented, in this connection, that accounting
people can be of great assistance to purchasing staff in determining "what the
vendor's costs ought to be." Frequent requesting of price quotations from vendors was recommended.
The Multiplant Problem; Sundry Cost Considerations
The application of make -or -buy theory to the practice of multiplant companies was given attention, both as to the difficulty of ordering work done by
another plant or an outside vendor when own plant capacity is available and as
to the difficulty in setting an intra- company plant transfer price. Cost, dealer
sales price, and negotiated price were mentioned as alternatives for this. Crediting the selling plant with cost only was suggested. It appeared, as a consensus,
that one -third of the companies represented transfer between plants at cost,
with a few using negotiated price.
As a corollary to make -or -buy decisions, it was asked whether material standards were set on purchase prices or on an engineering investigation into their
proper costs. The former appeared to be practice. The discussion was carried
to its end, still on the make -or -buy topic, by a discussion of costs it was easy
to forget. In the case of making, it was pointed out that the cumulative effect
may be an increase of supervisory costs and, in the case of buying, that receiving,
storing and paper - processing costs may go up.
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Mass Production —Soft Goods
Discussion Leader: ERNEST A. CARLSON
Controller, Johnson and Johnson, New Brunswick, N. J.

discussion of Mass Production —Soft Goods
T opened on one aspect of cost control
and did not stray far from this broad
HE CONTRIBUTIONS TO THE

topic. Material usage variance and the control of assignment of productive
labor to nonproductive tasks together involved discussion occupying, perhaps,
the initial one -third of the session. Attention then turned to the general subject of providing for "cost relief" for supervisors in situations in which the
operation of control procedures would not recognize special conditions creating
adverse results. Extended interchanges in this area were followed by the topics,
in turn, of control of overtime worked and the control and charging of maintenance costs. Concluding topics, to each of which substantial attention was given,
were measurement of the costs involved when a volume of production is transferred to another plant (and other aspects of volume or location change in manufacturing operations) and the pros and cons of accepting low profit or loss
business.
Determination of Materials Consumed
A representative of the garment industry narrated a method through which
actual measurement of cloth used is recorded in the cutting unit on cards, from
which the accounting department later figures variation from standard. The
discussion leader suggested that process industries might have their own special
contribution to make to the subject under discussion, where "you cannot identify
usage so specifically." He pointed out that, in his company, a physical inventory
is taken weekly of critical materials and less frequently of others, as a basis for
computing consumption.
In response, the method followed by a chemical company in respect of cellulose acetate sheeting was described, for which the primary basis for consumption
measurement is the formula used, requiring, however, the confirmation of
periodic physical inventories. This example was followed by that of a paper
manufacturer who must trace production through "wood in the brush," sticks,
chips, pulp, etc. Here, it was reported, physical inventories are difficult at the
various stages and consumption measurement by various instruments is necessitated, with unexplained variances of frequent occurrences and of considerable size.
SEP TE MB ER , 19 54
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The discussion leader suggested that this instance pointed up the high proportion of material cost in processing industries and indicated his opinion
that this factor merited a certain degree of dramatic treatment in its control. As
a supplement to this viewpoint, a chemical company represenative commented
that apparent variances at in- process points to tend to level out over a period
of time. The paper company representative confirmed this, saying also that,
when variances appear, the foremen are called upon to check on all measuring
instruments and the manner in which they are used. The discussion leader commented that these points emphasized the value of "spending more time in the
plant."
A deceptive appearance of favorable consumption variances was reported by
a participant connected with a maker of women's shoes, the "catch" being that
the unused leather was in quantities of doubtful usability. To an inquiry as to
whether this did not signify too -loose cutting standards, figures were supplied
to indicate 'this was not the case but that, nevertheless, the unused cuttings
accumulated to considerable volume.
One member, describing a complete monthly inventory to check on usage,
supported this device as not costly in this instance, partly due to the arrangement of stock to facilitate it.
A discussion participant suggested that, where work -in- process is relatively
constant, material requisitioned might be taken as usage in continuous process
operations. He also suggested that taking of work -in- process inventory from the
book record of charge -ins to jobs might be a better practice than measurement.
A thought was advanced that a tracer to measurement of losses in process might
be the weighing of scrap containers.
To this comment there was rejoinder that in some processes (painting) and
some industries (hoisery), consumption of material involves inconstant yield
and that losses against standard and waste, so far as occurring, might not be
evidenced tangibly. The paper industry was also cited in this regard and distinction between yield and usage variance emphasized.
A chemical company representative returned to the topic of plant -floor control
of material usage and advocated "running down" variances by cause. He set
forth the conduct of these functions by cost engineers who as personnel, formed
a pool for assignment to line supervision.
Material Usage Reports
Discussion of material costs continued with a call by the chairman for a show
of hands for companies represented in which materials ran more than half of
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product costs. It appeared that perhaps this was true in a majority of companies
with whom discussion participants were connected.
As a supplement to discussion on material consumption control, reports to
effect it were exemplified. A representative of a cleansing tissue company indicated that continuous quality control records formed the basis on which material usage, as affected by variances from standard, was evaluated for cost control
purposes, multiplying the test sample by the total production. Another participant briefly presented the necessity of weighing product to specifications
daily in order to control variances which would otherwise accumulate, resulting
from either poor processing yield from raw stock or over - filling of finished
product containers. Daily yield variance determination in the making of film
and of paper, apart from monthly accounting for consumption, was also instanced.
Spot - lighting of waste accompanying material usage, whether provided for
in standards or not, was mentioned as desirable. This elicited the practice of
a baby foods manufacturer who establishes test procedures to watch correspondence of material processed with material in finished product. The individual contributing this detail commented that, in his company, labor and
material costs are related in a compensatory way in that, on occasion, greater
application of labor will permit satisfactory processing of lower grade materials.
Re- Assignment of Productive Labor Personnel
Another point of control, this time relating to labor, was proposed for attention by the discussion leader, who cited the fairly frequent use of productive
labor on nonproductive assignments, occasioned by such problems as shift loading, equipment downtime, etc. Budgeting total labor so that shifts from productive work do not give the false impression of enhanced direct labor efficiency
in the department, was reported by one participant. A representative of a
bakery called for the experience of others on the problem of crew -size needs
which change suddenly, resulting in idle labor paid for at average earnings.
A chemical company representative pointed to scheduling as the avenue
of solution, indicating that such idle time is kept track of in his company and
followed up through contact with production scheduling staff. Another participant described budgeting downtime by causes, followed by reporting of it by
causes. One member mentioned work order control of extraneous assignments.
In another instance, the supervisors were charged with obtaining 70 per cent
productive labor out of their calculated quota of assigned personnel. The discussion leader summarized the contribution on handling re- assignment of proSEP TE MB ER , 19 54
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ductive personnel by identifying this, which usually means excess costs as a
third category of labor, in addition to conventional direct and indirect labor.
The discussion moved over to another cost on which direct labor is used and
which must be kept track of by itself, i.e., labor expanded in the production
of samples. One member reported a column for this on the regular job cost
sheet. In another company, samples labor (which is paid for at double piece rates because of small quantities) is separately budgeted to avoid large labor
variances from this cause.
Interjected here was an inquiry on the relationship between basic pay and
production recording media. The representative of one company indicated
using an unrated copy of the time ticket to record production. The representative
of another reported paying for piece -work on the basis of production count.
Still another appears to utilize the "pay stub" for both production counting and
material control. Straight count of units produced from end -of- assembly line
vantage point was also reported, quite apart from the day -rate payroll in force.
Still another device indicated was production recorded through standard hours
accomplished for pay purposes.
Controlling Supervisors' Requests for Cost "Relief"
Providing "relief" for supervisors to recognize special situations in cost
incurrence which would otherwise turn up as adverse budget performance, engaged the interest of the group for an extended period of time. One member
reported special approval for unusual items of over $500 and, on approval and
completion, the transfer from departmental responsibility of material and labor
related to these items —work orders for experimental runs through the plant,
necessarily at a higher cost than usual, form a cost relief device also mentioned.
When one member mentioned a supervisory incentive based, in part, on
production and in connection with which certain problems are deemed to warrant relief if they would effect compensation unduly (the industrial engineering
department is the judge), there followed a general discussion on the personnel
relations wisdom of tying supervisors' pay in with workers' pay basis, as encouraging unionization of the former. This viewpoint was also opposed, especially in the report of a successful "productivity bonus" in which "supervision
participates a little more strongly than the factory employees."
Controlling Overtime Cost, Maintenance and Repairs
As a matter not distantly related to exercise of cost control by supervisors,
the vexations problem of control of premium overhead costs evoked a good
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deal of comment, with substantial expression of the viewpoints that the foreman is the one most likely to be able to do something about it, that the cost
should be isolated, that it is not always wholly a departmental matter, and that
calling attention to such costs dramatically often effects a degree of control.
One discussion participant threw in the thought that, considered as a variable,
overtime cost is offset 'by a reduction in such fixed costs as depreciation and taxes.
Discussion of maintenance was introduced by an example of the ballooning
of such costs when the departments were permitted to have their own staffs.
A description of maintenance procedure in a chemical company employing
23,000 was given. The feature is a division of the plant into areas to which
a portion of the maintenance staff owes special attention in each case. In the
budgeting of maintenance in this company, the distinction is made by size of
job rather than whether or not it can be classified as routine or special. Another
participant set forth several categories of maintenance. The representative of
an electrical manufacturing company indicated hewing to the classifications of
major and minor maintenance, with the latter performed by individuals familiar
with particular departments but under the control of the maintenance department. In a concluding comment on this topic, the discussion leader indicated
that, in respect of decentralization of maintenance, damage to effective control is
not necessarily done by decentralization of performance 'but, rather, of responsibility.
Following the above examples, there was some discussion of practice in charging maintenance costs, especially the effect on supervisors of burdening the department with an overhead element in maintenance cost.
Re- locating Production; Taking Marginal Business
A general discussion of the comparative costs of producing at (or changing
production between) two locations cropped up and involved warnings of costs
which might be lost sight of in the comparisons, particularly the effect of the
number of shifts over which the particular production is carried on. One member suggested that, if production at the new location represented two shifts
instead of three as at the old, the company should approach the problem by
looking back at the records for the period the old location was operating at
only two shifts.
The session closed with a spirited review of the considerations involved in
taking marginal business. A publisher's representative reported permitting the
sales department to sell lineage, the revenue on which was offset by required
outside printing, in order not to try to curb sales staff. At the other extreme,
SEP TE MB ER , 19 54
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it was reported, on behalf of a chemical company, that the management would
not 'take any no -profit business, requiring all prices to cover full cost. A shoe
company representative, on the other hand, reported profit contribution in
manufacturing in slack seasons at lowered realization. This also helped give
experience on processing new styles but it was conceded that customers try to
get price concessions extended to busy periods.
One instance of marginal price business taken to avoid seasonal shut -down
was given. Again, on the other side, the adverse effect in the brand name
electrical business of producing unbranded items for large sellers at low prices
was stated. A like experience of the hosiery industry was mentioned.
Concluding comments dwelt on the difficulty of reporting the effects of taking
marginal business, so that the point to which it could be indulged in might
be clear.
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Job Order Industries
Discussion Leader: CHARLES J. DOUGHERTY
Controller and Assistant Secretary, Eureka Specialty Printing Co., Scranton, Pennsylvania

Jos-ORDER industries began with a discussion of the distribution of departmental overhead costs to the work centers. There then followed the topics of engineering cost for which methods of allocation to overhead and direct charges to specific orders were presented. The group then
turned to wage incentives and extensive discussion explored the problems of
such plans for indirect phases of production, methods of establishing group
incentive plans and handling of such cost in the cost center charges. Profit sharing was also briefly discussed as were the uses made of cost studies, methods
for predetermining customer requirements so that profitable jobs can be run,
and sales department review and criticism of cost reports and allocation methods.
The concluding discussion covered the concept of return on capital invested and
the own -or -rent question in different circumstances.
HE SESSION ON

Distribution of Departmental Overhead Costs
The group started with consideration of the methods and basis of distribution of departmental overhead costs to the work centers. The initial comment outlined a practice in which the direct costs of a job center include the
direct job labor, maintenance, depreciation and supplies. The indirect costs
of heat, light, power, storage, etc. are allocated on various 'bases. It was stated
"for example, merchandise stores or material handling is allocated on the basis
of the dollar value of the material going through the shop ". Personal property taxes are based on the valuation of either floor space or gross asset valuation. Other service departments are allocated on the basis of direct labor hours
created in these cost centers. The job centers in the above illustration are
further broken down into about four cost centers for making a distinction,
in the job costing, for the fabrication, assembly, weld and painting operations.
Further discussion brought out an illustration in which the cost centers would
be classified as "productive cost centers ", departments in cost centers such as
machine shops and maintenance departments with service production centers,
and a series of artificial cost centers or hypothetical costs centers which were
set up specifically to enable more intelligent distribution of costs. The latter
cost centers, for example, might include one which could be called floor
space, in which all of the costs that eventually are distributed to the departSEP TE MB ER , 19 54
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meets as rent are gathered. Another cost center which seemed to be useful was
one called labor expense or labor overhead in which all the fringe benefits were
gathered, which eventually could be distributed on the basis of a total labor
dollars in each of the cost centers.
Another participant then contributed a practice aimed to eliminate repetitive monthly burdens distributions "by the use of standard rates, in what
amounts to an overall standard, included in job cost for the assignment of
total overhead against the sales dollar income." Using much the same cost
centers previously described the system does not distribute the hypothetical
cost center cost but has instead a standard monthly burden rate for each productive and service department.
The point was stressed that, if you get the cost into the cost center and go
directly to the product cost without redistributing four or five times, you get
a much more accurate and controllable cost.

Engineering Costs

The discussion moved next to consideration of engineering costs peculiar
to specific job orders. The controversy as to whether such costs should be
treated as a direct cost item and allocated to the product on the basis of hours
used or whether it should be considered as a commercial expense which is
necessary to do that type of business, was 'brought up. A like problem was
stated by a company in the aircraft industry where the engineering costs are
sold to the Government in different forms. That is, in one case, they can
be billed separately and in others they must be included as part of the fixed
price in making a bid.
It was reported that one company divided its engineering into two basic
groups. The first is called the "panel engineering group ", which does the
actual engineering work on accepted orders, and the other is called "sales application group ". The latter's function is to assist the sales department in
preparing quotations and bids. It is this sales engineering work that is considered a commercial expense, that is, a sales expense peculiar to that type of
business. In each case, consideration must be made of the product, the method
of distribution and selling before the question can be answered. Distribution
of engineering cost to costs centers on the basis of total direct labor is another method used. This is practiced in a multi -plant operation with a large
number of parts being produced and has been checked out several times and
has been found quite satisfactory.
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A slightly different approach has been taken by one company that separates engineering work done for the sales department and puts into production
overhead only the engineering work done after the order is closed in preparing it for further factory work.
An illustration of handling engineering cost in the aircraft manufacturing
industry was given by a member of the group. He stated that one of the
methods of simplifying the distribution of engineering expense where it is
applied direct is "to space the operation between theoretical designs and
design and labor, and between four or five major categories within given
jobs. We have overcome the engineer's objections to having to fill out time
cards or to give a detail of what they are doing by asking them to inform us
of the job they are on in the phase of the job in which they are operating.
You can usually pin down a man's number or name to a group that will verify
that he is in a design group or theoretical analysis group and there you can
allocate his time."
Wage Incentives
The discussion on wage incentives was started with attention directed to
such incentives as might be used on indirect phases of operations like maintenance or stock handling. One member of the group stated that it had been
his company's experience under the use of wage incentives that more and more
"the tendency is to narrow the base of direct labor and to throw all of what
cannot be measured into overhead, thus getting away from the actual job cost
measurement ". Several others of the group also indicated that this was their
experience with wage incentives programs. In reply, another participant indicated his experience to be just the opposite. In his company more of the
charges are now to direct labor where, before, they had been charged as indirect labor. This had come about, he believed, because of the improved job
the industrial engineer was doing in breaking down the operations into segments.
Several comments were made concerning the conversion of an individual'
wage incentive plan to group wage incentive plans. The Scanlan Plan, as it is
used in several companies, was brought up, together with some of the pitfalls encountered through union demands. It was also pointed out that, in
the installation of the incentive plan (especially the group type), some of the
control aspects of individual measurements of efforts for productivity, may
be lost.
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Labor Distribution
The question of how to handle labor distribution when there is an incentive plan, was raised. In answer, an example was cited in which the production workers are divided into standard labor classification groups. The groups
rate is set by using the top rate under the union contract for each job classification and multiplying by an average efficiency rate of the group. The problem of allowances is handled by putting such uncontrollable policy allowances
as guarantee rate for new operations and shift premium in the above described
overhead rate.
Relationship with Industrial Engineering
Discussion developed on the relationship between the industrial engineering
department and the cost accountant in the installation and maintenance of the
wage incentive system. The initial comment stressed the necessity for the
two groups to find "a common meeting ground." It was said that the different views of the two departments could be reconciled in time, with proper
effort. The place of the cost accounting department, one member mentioned,
is to police the incentive plan from a cost control standpoint.
Offering a practice used by his company, one participant described how there
was, within its cost department, a standard setting group. This group is composed of two or three men, recruited from the industrial engineering department. They are called standard engineers. Their job is to establish and maintain current standards. It was stated that setting up this group brought about
close liasion and understanding between the time studies and methods group in
the manufacturing division and the cost accounting department.
How Detailed Should Cost Be?
Moving on to a new area, discussion developed covering the question of how
detailed cost information should be. Any simple business with one product
and small operation could use just 'one bookkeeper" but, as the company
grows in complexity, the job of costing grows. How detailed each cost has
to be is another matter. It was pointed out that it is not the cost accountant
that makes the detail but the complexity of the business and that the basic
purpose of the cost is to give the man who makes the cost reductions information or guidance in making those reductions. It was suggested that, in a very
small plant or small department, with adequate management, the line personnel
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can probably tell more about the costs and how to reduce them than a cost accountant can. A consequent comment was that the fact which should be uppermost is that the kind of cost information produced and the measurement of
the value of that information should be related to whether or not it gives management sufficient data which they do not already know, and need to know
to confirm their opinion of that phase of operation.
Anticipating Customers Requirements
One problem in the job order industries is anticipating customers' futute
requirements so as to be able to produce in economical lot sizes. One company approaches the problem by having customers give their requirements
several months in advance. The company then produces the product half
way and stores the parts in a "bank ", not performing the extensive operations
until just before delivery operations. It was noted that advance requirements
are more significant when received from large customers than the small ones.
There is, it was stated, one large possible pitfall in producing ahead in anticipation of customer demand, in that inventories tend to grow year after year.
This is partly because any slight change in the customer requirement may obsolete a portion of inventory.
Job Costing with Standard Costs
Certain companies experience the problem of having operations which are
too short a duration for reflection on time cards. An example is the photo
engraving industry or lithograph operation. It is necessary to job cost because each customer has a different product to be developed or produced but
it is feasible, rather almost imperative, that a standard rate be set for each
of the minute operations which are done and involve only a matter of seconds
or minutes.
Sales Department Scrutiny
A job cost sheet on completed jobs, when sent up to the sales department,
often contains costs not contained in the original quotation —items which have
crept in and which the sales department say "are not supposed to be there."
A first remedy suggested was to have the answer for justifiable additions before the cost analyses sheets go to the sales department. Another possible solution would be to have a sales representative sit in on production meetings.
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Also of prime importance is an educational program to get the sales application
group to adopt a uniform estimating procedure which ties in with the 'basic
cost techniques for developing costs on a job. In the case in which standard
costs, are used in the cost centers, complete information on current variances
of the various operations must be supplied to the sales estimators.
Rate of Return on Capital Investments
Through the interest developed by the previous day's talk on rate of return
on investment, the topic was discussed by the group. The point of what to
use as a base for such computation was mentioned and then the discussion
moved on to the make -or -buy problem. An illustration was given where, in
one company which operates two plants, opposite approaches are used. One
plant "makes it all and buys as little as possible while the other buys it all
assembles it and ships it." The question of renting or owning cars for company business was approached with a count of raised hands. The count revealed that about three quarters of the companies represented own the automobiles they use. The attitude of several companies seem to rest on whether
the fund invested in cars owned would earn more than the cost of the rental
if invested in another phase of the business.
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Processing .Industries
Discussion Leader: JOHN W. OLD
Humble Oil & Refining Co., Houston, Texas

there were representatives of a wide variety of
Iprocessing industries including
petroleum refining, production and fabricaN THE GROUP PRESENT,

tion of steel and aluminum, chemical manufacturing, 'brewing, tobacco products,
mining, pharmaceuticals, food processing, and automobile manufacturing.
Questions raised centered around costing of production and fixing responsibility for cost control. While these problems are common to all types of industry, it was evident from the discussion that conditions common in processing
industries — particularly continuous process operation and the prevalence of
joint and by- product costs —have a great deal of influence on costing techniques.
It was also evident that the cost accountant must keep in mind the purposes for
which costs are to be used, for otherwise his figures may fail to answer the
question at issue.
Costing Work -In- Process Inventory
The first question dealt with methods for costing work -in- process inventories in process type industries. The inquirer pointed out that cost accounting
textbooks describe methods for estimating stages of completion and for working out cost of goods -in- process, finished and sold, on a strict first -in first -out
basis. He then expressed doubt about the extent to which such methods are
used in practice. This impression was confirmed when various members of the
group described methods in use by their companies. At the same time, opinions were expressed to the effect that the accountant's training should include
the more detailed methods, because it is then easier to understand abbreviated
techniques for accomplishing the same purpose.
Among the reasons cited for use of short-cut methods were that work-in process inventory is often small relative to total inventory and that the quantity of product "in the pipeline" tends to be constant from period to period.
Several members of the group stated that they had simplified inventory costing by using standard costs. In response to a question, these members stated
that their use of standard costs had been accepted for 'both income tax and
renegotiation purposes.
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Fixing Responsibility for Costs
The group next turned to ways for fixing responsibility for costs in continuous process operations. Practices described brought out the need to obtain
certain 'basic data by responsibility centers for each shift, namely, production
figures, information on yields from important raw materials, labor usage, and
any other items subject to daily variation. It was generally agreed that, for
daily control, quantity figures are more effective and less expensive to obtain
than are cost figures. For longer periods, quantity figures are converted into
dollar costs, but the point was made that simply allocating total dollar costs
among three shifts fails to pinpoint responsibility. The discussion leader summoned up the comments on this question with the following statement:

will

will

"We have been talking about placing responsibility for costs. As cost accountants
in processing industries, we must recognize variances. We must keep our accounts
in such a manner that we
not only come up with the fact of variances, but
have within the framework of our accounting systems the means for determining the
why of those variances."
Assigning Overhead Costs to Products
Several different problems in assigning overhead costs to products were
brought out in questions raised by members of the group. The first question
presented a situation in a mixing department where some 400 formulas are in
use and the individual formulas differ widely with respect to both labor time
required for mixing and time during which equipment is tied up while tests
are being made. A costing rate based upon capacity measured in product units
had proven unsatisfactory because capacity of the department varied with the
mixture of the formulas produced each period. Other members reported that
solutions to such problems had been found in developing separate costing rates
for labor, machines, and any other important variables which caused costs of
the various products to differ from one another. That practical methods for
measuring cost influencing variables are not always easy to find was pointed
out by a member who cited, as an illustration, a case in which items of widely
varying shapes and sizes go through a chrome plating operation.
Following this same example, the applicability of such procedures was
questioned in circumstances where the amount of cost assigned to some products is not recoverable in selling prices of those products. The consensus of
comments made on this question was that the cost of a product should be determined independently of its selling price. In this way management knows
what the product costs are even though the costs exceed the selling price.
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Another aspect of overhead allocation was involved in a series of questions
dealing with product cost determination where a substantial amount of unutilized plant capacity exists. The manner in which this problem had been
met by several members present is indicated in the following quotation:
"We look at idle plant capacity as not a part of factory costs, but rather a cost that
is related to administrative decisions. If it is a temporary situation, it may reflect
into plant cost, but if management decides to abandon a certain part of facilities or
to go from a two -shift operation to a one -shift operation because of marketing and
demand reasons, we consider that as outside the realm of factory costs. It is something that plant managers are unable to control. We consider problems relating to
capacities as part of the administrative department's work (and the cost of idle ca.
pacity is treated) as other deductions or as administrative expense."
A contrary opinion was expressed by one member in the words quoted
below:

.

.

.

"I think that charging some of these things directly to cost of sales raises the question of whether the inventory might be priced too low on the balance sheet, particularly in the instance of reducing from two shifts to one on a permanent basis. It
seems to me that now your product cost has gone tip
and consequently there
would be no cause for idle plant charge, but it should be charged to inventory."
General dissent from this view was evident in the group.
However, the preceding statements provoked comments to the effect that
no one solution exists for such problems because they must be considered from
the standpoint of different uses for cost data. Regardless of the ultimate disposal, it is essential to segregate controllable and noncontrollable elements in
cost, in order to furnish management with information by which it can see
what effects its actions will have. The prevailing opinion seemed to be expressed by the statement that "unabsorbed costs are costs and they belong on
the profit and loss statement but not in the cost of manufacturing the products
we are fortunate enough to be still making." Further comments were made
to the effect that this approach would help to avoid any tendency to price remaining products out of the market and to stimulate management to improve
the profit situation by finding uses for the idle capacity.
By- product Cos f i n g
Turning to a different subject, a member asked for suggestions with respect
to treatment of joint and by- products in determining product costs. In response to this question, another member of the group described his company's
approach in these words:

ry

pull

up

"We have two prime products and occasionally get additional products by fraction.
ating a single raw material. When we come
with a new product, we t to
some of the material cost away from the prime product and assign it to the new
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one, relating the material cost to the recovery we get. Our problem has been to
keep from getting too much cost tied up in a slow - moving inventory item. It is arbitrary, but if anybody has found anything more correct, I would like to learn that."

A representative from the petroleum industry then explained that in refining
petroleum "it is common practice to record on the books of account only the
basic distributions of labor and materials in their various categories. Thus the
accounting records for labor and material generally stop at the original distribution into the various cost centers which are represented by crude distillation units, cracking units, treating units, and the like. Having accumulated
the costs on accounting records at that point, virtually all of our cost accounting is on a statistical basis. We do not attempt to attach labor to gasoline
or to any other product or by- product.... We do try to get optional yields of
the various co- products and optional yields depend upon the current market."
Comments on these illustrations brought out the point that several different
questions are involved and different ways of computing costs may be needed to
provide the answers.
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Service Industries
Discussion Leader: HAROLD W. NICHOLS
Treasurer, Rochester Gas and Electric Corp., Rochester, New York

facilities was brought up to start the
W discussion. Expanding this toplant
include rent or purchase of equipment, the
HETHER TO BUILD OR RENT

group also considered depreciation problems and tax problems as they would occur when under a regulatory type operation. Turning to the problems experienced
with personnel, members of the group commented on pension plans and profit
sharing plans. From here the discussion went on to penny elimination and
the advantages and disadvantages experienced by some, especially in mechanized accounting systems. The question of setting standards for clerical operations brought out comments on workers keeping production records, publicly
posting production results, and the use of standards as a basis for pay for the
clerical worker.
Returning again to problems of personnel, an extensive discussion developed
covering coffee breaks, smoking in the office, tardiness, music in the office, air
conditioning, rest periods, vacation policies and group insurance. Brief discussion followed, covering the budgeting operations and the areas of controllable expenses and responsibility accounting. Labor distribution bases and
budgeting techniques were illustrated. The question of employee education
was introduced and comments were offered covering formal school classes and
several reading programs in use today. The group closed its discussion by reviewing problems of fixed asset or equipment inventory and maintenance.
Plant and Equipment
The group opened discussion on a question raised concerning whether a company should build or rent plant facilities. The question of return on investment
was brought up because many companies in the group have restrictions through
regulatory agencies on the amount of profit that they may earn. The point
that, where six per cent is allowed for a certain public utility, the rental costs
could be taken as an expense which would surely be greater than the depreciation allowance under full ownership of the property was discussed. Comments
from one member pointed out that such is not always the case and that it is
a problem which requires individual consideration, especially in light of the
tax implications and the new tax law.
Further consideration of the problem dwelt on the depreciation problem.
The possible methods which will come out of the new tax law were reviewed
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and one member felt that "the declining balance (method) would work against
us and not for us." It was stated that, where a declining balance was used
on the books, it may or may not, in the case of a utility, be allowable as a cost
in establishing rates. Even if such a practice is allowed and higher rates were
granted, the problem of creating greater reserves and then lowering rates when
the plant and equipment were written off, would arise. The result would be
a mere juggling of rates and having plant facility that you do not want to
retire and must use, with no write -off available. The strong influence of both
state and Federal Utility Commissions was mentioned and the lack of advantage, other than immediate tax reduction, unless rates could be raised.
One important comment that was submitted by one member of the group
reminded those in attendance that careful consideration of future operations
must be made when contemplating any revision of the depreciation method.
Pension Plans
a

general question concerning personnel, the topic
Introducing through
of pension plans was brought up and the effect of such plans on economic
and efficient operations. The practice of eliminating women, because of the
high rate of turnover, from any pension plan was mentioned as feasible because it was found that upon leaving they "cashed out" their policy immediately, thus eliminating any advantage of inclusion.
Several of the companies represented in the group use the contributory plan
and believe that the employee does not take advantage as readily as in a
liberal vested plan. Here the company does not get an advantage because such
it plan "is a bonus for leaving and the only way you can get it is to leave and
that is what a lot of them do." One possible solution was suggested in that
the company take out a policy, which is payable at retirement age, and this
reduces any immediate form of compensation.
When a company offers a stock purchase plan, it was suggested by one member that it should be tied in pretty closely to the pension plan. In his particular
company, it is a requirement that, to get into the stock purchase plan, an employee must be a member of the retirement plan for a number of years and
must remain a member while in the stock purchase plan. This system has a
tendency to bring about the desired results of keeping employees with the company.
Another company which uses a 40/60 contributory pension plan has a rule
which makes the employee ineligible for the plan until he is either 35 years of
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age or has five years of service. It is found that, with this age retirement and
the 60 per cent contribution by the company, `very few draw out and leave."
Penny Elimination
The elimination of pennies from the records must be done "right down to
the basic medium" or you cannot really save anything in this operation, was
stated by one member who had attempted cents -less accounting. Even with
such a plan the question of whether anything is saved is debatable, but such a
program has helped the posting phase, it was stated.
In the experience of another member, elimination of pennies had little advantage where punch card operations were used. This is because "in a mechanized system the original document that you are using is actually down to a
tabulating card . . and although you do summarize those
in an inter...
mediate point
you still use those detailed cards for other
supplementary
reports or special reports."
Other examples offered illustrated that penny elimination did not bring
about drastic reduction in personnel. As a matter of fact few, if any, are
dropped from the payroll but time is saved in not trying to add the figures to
the exact dollar.
Standards in Clerical Operations
The problem of establishing and reviewing standards for clerical operations was taken up next. One experince showed how forcing the initiation of a
work measurement program in a department can lower the moral of both the
workers and the supervisor considerably. It was pointed out that the size of
the operation has much influence on the program i.e., where you can pool your
typing and transcribing departments it may work but where one person has
several duties there may be no advantage.
What type of records to keep and who should keep them has been a major
problem in this area. In one case, the employees asked for transfers out of a
department because they were required to keep complicated time records of
what they did. Where one company has had success in using work measurement is in the billing department. No attempt is made to figure production
"of employees, of employee hours or by individual employees, but just by
major billing functions." The point was emphasized that such a program depends upon the operation. If the operation is repetitive, it has some advantage.
The use of standards has also proven valuable to some companies during a
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period of cut -back. It gives the employer some measurement of productivity
so that the inefficient may be let go first. It was pointed out, however, that it
is not always possible to do this if union influence is strong. Also recognized
was the fact that no two employees are alike and that you do not let an employee go just because his or her productivity rate is low.
This then brought up the problem of posting of production figures, so all
in the department might see them. In one company this led to considerable
discontentment among the workers. When a meeting of the group was called
to discuss the problem, it was stated that they "did not mind the figures being
kept but they did not want them posted on the board. They did not want
others to see their production figures." It was all right for the group supervisor to see the figures, and they wanted to see their own figures, but they
did not want to see each others'.
Other examples of work measurement programs in operations covered such
departments as the stenographic, printing and tabulating. The results obtained
in these cases varied all the way from decreased production because of the time
required to fill out the time tickets to nervous breakdowns because the employees worked so hard to beat the standard under incentive work.
Personnel Problems
A comment on the coffee break initiated an extensive discussion covering
this and many other personnel problems encountered. The time lost and the
abuse of the privilege seemed to be the major problems connected with the
coffee time. Some companies have endeavored to reduce the time loss by having a coffee cart brought into the office while others have set up vending machines. Some concerns have just removed the practice completely and report
that there was no great outcry although most of those present agreed that,
once such a privilege is granted, it is extremely difficult to take it away.
One member of the group pointed out that a study his company made
showed management that a fifteen minute coffee break in the morning and
in the afternoon was costing more than the two weeks vacation granted each
employee.
The problem of employees smoking while working was brought up, as was
the use of music in the office. The latter, it was felt by some, had a direct influence on the productivity of the workers and, in some cases, different kinds
of music were played in different parts of the office.
A review of vacation policies disclosed a wide variation of practices, with
most companies giving two weeks for all employees with the company less
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than 15 years, and three weeks thereafter. Sick leave was also discussed by the
group.
The practice of several companies in handling group insurance was discussed.
Both the contributory plan and the company- financed plan were mentioned.
One concern was even cited as furnishing polio insurance for all employees
free of charge. Different practices of sick leave accumulation and entitlement
were given, ranging from monthly to yearly rates and no carry-over, to three
year accumulation of sick leave.

Budgeting Operations
The problem of whether to approach budgeting on an overall or total basis
or on a departmental or unit basis was considered next. The initial question
desired information on the value of departmental budgeting against the cost
of increased clerical help that would be needed. The majority of the comments presented indicated that general practice was to budget down to a departmental level. Of importance also was the emphasis placed on responsibility
and controllability in the budgeting procedure. The idea of responsibility
stressed assigning to one supervisor all those costs —and only those —for which
he is responsible.
Several illustrations were given of cases in which departmental supervisors
actually do their own budgeting in that they budget "their number of employees, their man hours, both regular and overtime, and their other labor expense." In one company there are 256 responsibility groups which are budgeted. The actual expense is reported monthly and compared with the budgeted and a "foreman's analysis report" is prepared indicating the reason for
variations.
The use of the "five year forecast" was referred to and the experience of
one company given. This company had just finished working up its five -year
forecast, based on whether the market would warrant buying power or whether
plant facilities should be expanded.
Labor Distribution
In a brief discussion on labor distribution, it was mentioned that one company is switching to an average hourly basis from an individual rate basis.
From a show of hands it was found that only four other companies in the group
use the average hourly basis.
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Employee Education
Approaching the problem of employee education, the discussion considered
both the practice of paying for formal classroom work at a local school and
the company programs offered. Several companies pay part of the tuition of
an employee going to classes but usually only upon successful completion of the
course.
Several companies have attempted to run reading classes to improve employee productivity and find that, during the period of instruction, it is quite
successful but that shortly thereafter many return to their previous reading
speed.
Equipment Inventory
Methods of equipment identification through the use of metal plates, decals
or paint were discussed. The need for knowledge of equipment where - abouts
was stressed for charging jobs and inventorying purposes. The question of
tagging equipment was brought up and several members of the group mentioned that their companies followed this practice.
Office Machine Maintenance
The session was concluded with a discussion of methods of maintaining
office equipment. Several cited the use of service contracts as the practice
which would reduce space and equipment requirements. Others, however, gave
illustrations of companies which maintained an office equipment repair staff
to service all of their equipment except tabulating units.
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Finance And Insurance 'industries
Discussion Leader: ROBERT W. FISHER
Assistant Comptroller, First National Bank, Minneapolis, Minnesota

in the cost problems of this industry and manR ufacturing, the discussion opened
with consideration of the developing of
ECOGNIZING THE SIMILARITY

departmental costs. The collection and allocation of service department costs
evolved into a brief consideration of budgeting in banking and insurance operations. Extensive discussion centered on work measurements and developing
standards in the clerical functions. The idea of using such standards for company organizational units was reviewed.
The discussion turned to mechanical accounting systems and reviewed
punched -tape as it is being used or could be used in banking and insurance
practices. Taking a look at the future, the group considered electronic accounting and its possibilities. The discussion closed with the group touching on the
topic of common language equipment.
Developing Departmental Costs
Discussion originated on a topic considered of importance by many in the
group. The development of departmental costs for producing departments
brought up the question of allocating service department costs. The following
observation was contributed to point out an important aspect of these costs.
One member said, "There is nothing different in distributing costs to cost centers in the banking (and insurance) business than there is in any other business. You set up a unit of operation which identifies itself by its function or
by its product —a service product in our case, of course —and then distribute
the classified expenses that occur in the institution to these cost centers."
The basis for distribution of service department costs was reviewed in this
discussion. If the function of the service department has any identifiable unit
of work which can associate its costs with a "production" department, maximum direct allocation should be made. In the case of one bank, it was found
that only ten per cent of the total service department costs cannot be assigned
by some direct means and must be allocated on an arbitrary basis. This small
percentage is then distributed on a total expense percentage allocation and it
is felt that there is no distortion in the resulting departmental costs.
One illustration presented pointed out that, in a company of a large enough
size, the allocation of such expenses could correspond with the budgetary unit,
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where the unit is composed of from five to one hundred people. This easily
can be done on a functional basis. However, where one person in a small
concern, may perform several functions, it is necessary to go into a time analysis
set -up.
As an instance of cost assignment, it was stated that, the allocation of the
"new business" department in a bank goes directly, where possible, to the
product served, as in the case of bringing in new savings accounts. The activity
of this department in connection with the development of national credits is
charged to the loan department.
Sales in the Banking Business
A brief series of comments followed, concerning a definition of what are
sales in the banking business. The need for a definite base in working up functional earnings analyses was stressed, upon the consideration that such a base
would serve to compare not only intra - company operations but also to facilitate
industry comparisons. It was stated that the bank is, in reality, in the business
of buying and selling money. The cost of this commodity is the interest paid
to depositors and the sales or income is the interest received. There are of
course, several functions which produce income from a service rendered (i.e.,
trust department, safe deposit department, and collection department) and their
income is the fee derived.
It was injected here that there are some who believe that in banking you cannot separate the buying (getting deposits) from the selling (making loans)
operations, so that a real definition of sales in this industry must include both
phases. Pointed out also was the fact that most bank income statements show
just one source of income, i.e., from interest, but that it is important to know
where the interest came from. At the same time, it is equally important to
know the source of the funds producing the income.
Premium on Bonds
Brief discussion evolved on a cost peculiar to the finance and insurance industries, i.e., premiums paid on bonds. The practice of classifying the cost of such
a premium as an operational cost was mentioned. The alternative, however, of
straight amortization evolved as a more popular practice. The practice was
more clearly stated by one member as "reduction in yield amortized against
interest."
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Work Measurement
The topic of work measurement was brought up by a question on how to
develop units of measurement in administrative departments. An example of
such work in a personnel division was cited. In this case units have been developed based on placements or transfers. The stress has been on measuring "hiring not firing," because until recently most of the industry has not been in a
position to release many from its clerical staffs. Measurements have been set
down for detachments and resignations by analyzing the processing operations
necessary.
One member of the group, connected with the banking business, related some
experience in this area by disclosing that outside of "our operating- administrative section, our comptroller- administrative section and the general administrative section ... we have found units of measurement for every operation in
the bank."
This bank does not, however, apply a measurement in the same degree in
each department. The question was indicated to be one of deciding whether
the difficulty of doing so is worth what is obtained in the end. It sometimes
involves the question of whether to run around with a stop watch or just ask
the people what they are doing and how long it takes and, on that basis, set
up work units.
It appeared that, in most cases, the best work units are a result of compromise. Both time analysis by methods men and employees contributed information on the job. This is considered adequate by most in that such work
standards are "not pertinent ... for salary purposes or for compensation purposes at all, so it is not necessary to know that it takes exactly so many minutes
and seconds to handle a given operation, and we don't attempt to do that."
The discussion brought out that the difficulty that most people have in connection with work measurement is that they think in terms of the factory work
measurements and time study. There is quite a gap to bridge in going from
factory to office operations. The suggestion was offered that maybe we should
"go back to the book," so to speak, and check on what we are trying to accomplish. Carrying this thought a little further it was mentioned that in making
an honest and accurate approach to work measurement, the goal is to determine
whether the productivity of a given unit is good, bad or indifferent, as far as
that activity is concerned.
The foregoing discussion led to a question on whether measurements have
been developed which would indicate the number of people which should be
assigned to various jobs in a smaller bank. Two examples were cited but it
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was noted that these analyses were made by and for a private concern and for a
specific job, so that the results were probably not applicable to every case. Another comment made brought out the idea that it is not the financial size of
the unit to be considered (in the case of a branch bank) but rather the factors
of the neighborhood and customers to be served, the primary operational functions to be performed, and the personnel required for those functions at the
volume anticipated, that should determine the total personnel requirement.
This same analysis would carry over into the insurance industry, in that much
would depend on the type of insurance offered as well as whether it was to
individuals or groups.
Standardizing Accounting Methods in the Industry
It was asked whether any efforts had been made to standardize the accounting methods in the banking industry. In response it was pointed out that little
had been done in this area and several reasons were given. Lack of influence
of the public accounting profession in the banking world was first spoken of,
in that banks are not exposed to public accounting guidance as other industries
are. As a second reason, it was explained that, although under regulatory
operations of a kind, such groups as the Federal Reserve System, the State
Banking Departments, and F.D.I.C. have not imposed compulsory types of
accounting, except in balance sheet reporting. It was asserted also that there
has also been a minimum of influence in this direction from the applicable
trade association.
Another important reason for lack of uniformity was cited. It was pointed
out that there is probably as much standardization among the one hundred
largest banks in the country as there is among industrial companies. There are,
however, such a large number of relatively small operations in banking in
which the only approach which must be considered is asset measurement, that
accounting procedures are of minor interest.
Comment was made that it is believed there is a little more in the way of
standardization of accounting methods in the insurance industries than banking.
This is, however, mostly the result of state regulatory influence.
Punch Card Accounting
Of general interest to the group was a discussion on the application and
developments of electric machine accounting to banking and insurance activity.
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In one concern, it was stated, one punch card equipment department is used
for handling weekly premiums and another department for the general accounting work, certain insurance accounting, loan accounting and other sundry jobs.
It was also brought out that the premium department uses the machines for
writing policies. Additional application in insurance concerns is in the area
of mortgage work, both city and farm, and the vast amount of actuarial work
required.
Also listed by members briefly as applications in their businesses were maintenance of retailers' notes receivable, payroll tax reporting, and agents' payroll.
Turning to the bankers in the group, as the above were illustrations from insurance men, an example of portfolios of investments being kept on punch cards,
was given.
Pre-punched Checks
The practice of issuing pre - punched cards as checks was brought up for discussion. Several banks have offered (to customers of sufficient size, as there
must be adequate volume) a service in which customers are furnished checks
which are eighty- column cards with the account number punched in them. The
customer makes out the check, issues it and, when it is returned to the bank,
the bank key punches into the check (or a work card) the amount for which
it was drawn. The bank then takes the cards, sorts, tabulates and reconciles
the payroll account before sending it back to the customer. The procedure
eliminates the bookkeeping, in the conventional sense, for this operation.
The advantages of such a system were recognized by the group although several were concerned over the physical size of the check which resulted from
such an operation. The idea that a dollar -size check would facilitate easier handling in the trays in commercial and retail handling was advanced.
Punched Tape Application
Turning to the use of the punched tape in clerical operations, it was pointed
out that there must be volume to make it pay. Another important consideration,
voiced in discussion, is whether the operation is centralized or decentralized.
One member of the group described a loan operation for which the typewritten
sheets are now originated at a point previously marked by preparation of a
loan analysis sheet. This analysis sheet was revised and a multi -copy form now
supplies a confirmation, office, and acknowledgment copy. The typing of this
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form also produces a tape which goes to the tab department and is used to produce the loan card with the name and address, and the original accounting card.
Relating two different discussions, one member indicated that his concern is
working on the possibility of edge - punching checks with the account and location code for faster processing and tabulating at a later date.
Electronic Machine Developments
Raising the point of electronic computer use in the industry, a discussion of
possible devices of the future was pursued. One concern has been looking into
the possible use of a high speed computer which would take a constant dividend rate and compute the check amount, as cards were going through, from
the share quantity previously punched into the cards and would print the
amount on the check. This, of course, it was mentioned, would require a high
speed printer.
In the banking field, the possibility of keeping checking account balances
and transactions on high speed magnetic tapes or magnetic drums to facilitate
the large volume now encountered by some banks was discussed.
Cost Saving Operations
The bank service of reconciling payroll accounts was again reviewed as a
method of cutting down on operations to save costs for both the bank and the
customer. Another possible area, where some felt additional costs could be
saved, is in the issuing of stop - payment orders, a matter involving both
mechanical procedures and the policy consideration of setting an amount as a
maximum point of the bank assuming liability for detecting duplicate payments.
This practice, it has been found, reduces the paperwork and communications
problem considerably and does not increase cost, to any significant degree,
through duplicate payments.
Standardization of Equipment
The need for standardization of equipment was mentioned just before completion of the discussion session. It was brought out that the punch card equipments of the various manufacturers could not be used in single installations.
The hope expressed was that, through common language, this might become
possible. It was also pointed out that the achievement of this objective would
eliminate being tied down to one manufacturer of equipment.
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Wholesale And Retail Merchandising
Discussion Leader: E. W. KELLEY
Controller, Macy's Kansas City, Missouri

with attendance
T about equally divided between these two marketing fields, experienced
active
HE GROU P DISCUSSION ON WHOLE SALI N G AN D RETAILI NG,

discussion throughout the allotted time. The opening topics which, like those
that followed, were punctuated by informative diversionary discussion characteristic of the spontaneity which emerges in successful group sessions, centered
around control and related accounting handling or evaluation of advertising
outlay and sales staff efforts and compensation. Mechanizing clerical operations
(with a weather eye out for electronic applications), the relative popularity of
available costing methods in retailing and wholesaling, frequency of physical
inventories, justification of cost control costs, use of the natural business year,
and accounting treatment of catalog expense were all at least touched on before
time was called.
What Mention of Advertising Touched Off
A suggestion that the productivity of advertising expense might be a worthwhile starting topic brought comment on cooperative advertising, a device in
which manufacturers share product advertising expense with the wholesalers
and /or retailers. The considerable interest which it aroused related primarily
to the question of its value to marketing companies. Representatives of two
companies reported an apparently inevitable "overspent" position on amounts
allowed.
In this connection, it was pointed out that the retailer often had to sell
beyond his expected volume even to recover in margin the amount he had contributed toward the advertising. In rejoinder, it was commented that the advertising had name value for the retailer, besides specific product value. Again,
doubt was raised by an assertion that the product angle of such advertising
usually worked to the advantage of competing retailers also.
The subject of advertising or display productivity, proper, was returned to
notice by a participant who, quoting a trade adage that one dollar of advertising would service ten dollars of sales (and suggesting this cost ratio to be
high), called for examples of volume as produced by advertising. One member,
designating his line as specialized, described a "floor traffic count" to determine
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what brought each customer in. The data so obtained appeared to be developed
from the initial inquiries of these customers for brand names, etc.
Talk of expense in absolute terms and in relationship to sales dollars caused
one member to question any approach which did not keep in sight available
gross margin on the product, as providing the only leeway for expenses of any
kind and for profit. This member displayed, and described the use of, a table
showing "the amount of gross profit produced by dollars of sales at the various percentage mark -ups on cost" and showing also the equivalent per cent of
gross profit on sales. He suggested that the table could be used to advantage
in appraising the appropriateness of advertising (or other outlays) in any segment of the business, e.g., product, territory, department.
Post- Scripts to the Discussion on Advertising
The discussion of co- operative advertising turned to its handling in costs.
One of the participants recalled an instance in which the charge for this advertising, billed to branches by the factory on applicable product invoices, was
included on the books as part of the cost of the merchandise as it was billed by
the manufacturer until the year -end and, through this handling, operated to
reduce salesmen's commissions.
The sales personnel relationship angle thus brought up evoked another experience narrative reflecting abandonment of a gross profit basis for sales commissions and substitution of a three -group product classification, into two of
which (those yielding highest profit) were worked similar charges (in effect)
against sales compensation, by application of a rate which gave consideration
to "freight allowances, co- operative advertising and everything else." It was
stated that the salesmen are aware, but are not reminded particularly frequently,
of the basis used.
The individual reporting this instance also indicated that costs supplied the
salesmen in connection with prices to be quoted, were built up to include a
variety of contingencies. He disclosed, likewise, that these prices, when used
for inventory valuation, are adjusted downward but that the higher figures are
used for cost of sales during the year. It was inquired whether this meant
deferring advertising costs in inventories. The response was to point out that
these costs are included in inventories for "protection" during the year but are
separated at the end of the year and the proper amount charged off to expense.
It developed in discussion that the common defense of practices such as the
foregoing is the narrow gross profit margins on which retailers and wholesalers.
especially the latter, operate. This aspect of the distribution situation generated
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several comments and counter - comments in which it was pointed out, first, that
a manufacturer's "net" may be as high as the outlet's "gross" (apparently
percentage of profit on sales) and, second, that, nevertheless a wholesaler's or
retailer's investment is lower, with the result that he may have as high a return
on it as the manufacturer has. It was also suggested that the situations of various groups of manufacturers vary in respect of return on sales because of
differing turnover rates.
The thought which appeared to be uppermost in the minds of the participants in this portion of the discussion was that, due to narrow margins, wholesalers —and perhaps retailers, too —were placed in a penny - pinching position in
which they must look around for economies and shortcuts (including those in
costing procedures). One member commented that "seventy -five per cent of
total expense (is) wages, salaries and commissions, and you do not have an
awful lot left to control." The implication that wage and wage - related costs
cannot be controlled was challenged by the discussion leader as "a firm advocate that there is no expense that is not controllable by someone." He made it
plain that "control" should by no means always be considered synonymous
with "reduce."
Productivity of Sales Personnel
Sales dollars less penalty for sales at discounts was the first device mentioned
in response to a call for examples of means of measuring effectiveness of individual members of a company's sales staff. The discussion leader cited it as a
practice of department stores to make sales productivity measurements in terms
of number of transactions, on the basis that the sales force is not responsible
for price changes. In answer to a later question as to whether this did not
"trend down price- wise," it was indicated that the character of items sold is kept
in mind.
A case of use of a comparative order -of- performance report on salesmen (so
arranged that each one can identify only his own performance) was described
by a discussion participant connected with a wholesale company. The same
speaker mentioned use of "industry figures compiled monthly and semimonthly"
as sales effort stimulants, as well, as apparently, an adjustment of remaining
quotas to recoup deficiencies in meeting projected sales totals.
Sales productivity achieved through incentives other than straight commissions drew attention as a development of the productivity measurement topic.
First mentioned was a five per cent commission for "exceeding the base pay
of the organization." This
approximately at break -even point
(set)

...
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appeared to mean that sales effort to the company's break -even point was compensated for by salary without commission.
A representative of a manufacturing company associated with the wholesale
business which it conducts, reported employment of a market extension, i.e.,
new business, sales force, the members of which are graded, as to performance,
by market research staff and recommended for promotion on this basis. The
compensation arrangement was described as salary for quota sales and commission for above -quota sales. Sales quota "subscription" by each salesman,
guided by sales management, was reported upon briefly.
A type of profit- sharing for sales department managers was given rounded
description by one participant. The plan set forth involves regarding the department as a business entity. It was noted that many items charged against
the departmental operation are determined elsewhere —such as rent, taxes, and
insurance —but the thought was developed that, as a whole, the setup encourages as to these costs, a kind of secondary control at the department level which
stands to result in economies through good housekeeping.
A question raised by a member from Canada dealt with the determination
of the number of "sales clerks . .. allotted to a particular department." The
discussion leader, undertaking to answer, described a portion of his company's
procedures under which such assignments are on a scheduled basis. He also
described a general review of department productivity, covering about one
hundred departments, jointly by service managers and merchandising managers.
It was stated that this review is not directly tied in with compensation of the
department manager which, however, was presented as related to a "bonus
based on an incentive plan which takes into consideration sales, adjusted by his
share of the market, and his gross margin performance."
At this point, there was interposed the subject of trends toward self - service
in retailing. This attracted a number of participants who reported developments in this area, among them hardware and toys.
Similar interested attention was gained by the knotty problem of controlling
trade -ins as a matter of sales policy and for inventory purposes, with comment
also on their relationship to sales commissions paid. A representative of a
musical instrument company reported valuation of trade -ins at a "cost" corresponding to estimated selling price, providing thus a margin for realization
upon re -sale. A standard trade -in valuation so set as to make it profitable to
departments to turn over at a higher figure whatever they take in, was also
reported. Practice in a hearing aid company was reported to be to write off
the amount allowed on a trade -in. The sales commission is figured on net price.
160

N.A.C.A. BULLETIN

Major Interest Evidenced in Automatic Equipment
There were pertinent suggestions but limited answers given to inquiries for
electronic or other automatic equipment to run out a desired sequence of accounting operations in the wholesale and retail field. A member posting receivables on automatic equipment desired something to get the invoice and line
breakdown as a by- product. The discussion leader pointed out the urgent need
for working the automatic punching of cards into the chain of processes, citing
this as a costly operation under prevalent present conditions. He also reported
knowledge of "four kinds of equipment that are either in research stage or on
the market" which, (as applied to retailing), when the price ticket is punched,
create a tape from which cards for other purposes can be automatically punched.
The implementing of unit controls in department stores through such means
was pointed out as a principal objective of related research by such companies.
Hopes were expressed for applications which would result in simultaneously
"punch(ing) the sale for the customer down in the store ... (and) charg(ing)
the account upstairs" or sending data even greater distances for automatic processing. Misgivings were expressed by individuals whose companies were contemplating methods changes but were confused by the uncertain present picture.
The question of training employees to use advanced equipment was also raised.
Inquiry was made for applications of the so- called magnetic drum for inventory control. The inquirer made mention of a possible mail order house application. Mention was also made of its use in airlines ticket reservation recordings.
How Do We Cost Sales in Retailing?
Alternatives to the use of the retail method of costing were discussed, on the
key thought that, although large retailers commonly use this method, "When
you leave the department store or the big central store field, you get into more
and more cost methods." Seven participants in the discussion indicated use of
other than the retail method and five of these represented multistore operation.
The remainder of the interchange in this general area dealt principally with
variant methods to cost sales, among them specific costing of sales invoices
(seldom used, apparently) and estimated gross profit. The latter was reported
used in several cases, applied by graduated sales classifications, representing
differing gross profit levels and sometimes excluding exceptional business from
these classifications in order to keep the groupings more accurate as entry bases.
,The relationship of costing in this way to the figure for merchandise inventories
was mentioned, with particular reference to the adjustment necessary to the
SEP TE MB ER , 19 54

161

figure based on physical inventory. A considerable portion of this discussion
concerned the percentage of adjustment required, with some uncertainty introduced as to the bases implied (sales, inventory) by the percentage figures cited.

Cost of Cost Control, Natural Business Year, Catalog Expense
How to know how much to spend for producing cost control data was a
question raised as the session drew toward its close. It was stated by the discussion leader as, "What in your opinion and what in management's opinion can
you afford to spend for cost control techniques, statistics, reports ?" No definite
methods of evaluation were provided, despite considerable discussion. The
representative of one company reported no success with a study which was aimed
at segregating routine and special costs of accounting data.
It was developed, however, that partial realization of the objective is possible
in companies in which, for example, the cost control groups may be divided
into two sections which deal, respectively, with routine and special project matters. For the latter group, evaluation of results of projects is possible, although
caution was given that expected results are sometimes mirages and the mirage
lasts until attention is no longer focussed on the project.
As reflecting the experience of two companies, unused methods work by
outside groups — costing $10,000 in one case and $25,000 or more in the other
—was reported. In one case it appeared that the reports initiated under the
program were dropped because not read and, in the other, it appeared that little
added information was made available to the company from the work done. A
general conclusion to this portion of the discussion was that cost control services
should be developed when and as a need of management was apparent.
The discussion turned briefly to the use of the natural business year, given
general definition by the participants. A vote taken suggested that about half
those present claimed their companies to be on the natural business year.
Accounting treatment of the expense of preparing catalogues got the final
moment of limelight. It was asked whether this item should be charged off as
incurred or whether it should be deferred to be charged off over a period of
time. Two types of catalogues were mentioned — annual catalogues and catalogues maintained by replacement or addition of pages (and including much
technical matter). In the latter case, apparent partial deferral was reported. In
the former case, immediate charge off was indicated in the instance cited.
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Direct Costing
Discussion Leader: STERLING K. ATKINSON
Professor of Accounting, Temple University, Philadelphia, Pa.

Direct Costing, with 185 in attendance -- -about
Tequally divided between on"direct
costers" and "absorption costers," but includHE GRO UP DI SCU SSI ON

ing many who agreed they did not fully understand direct costing and were there
to learn, — devoted most of the period to debating the relative merits of direct
costing and absorption costing. Little time was devoted to considering the practical problems in the installation and operating of the direct costing method,
although the chairman attempted on two occasions to turn the discussion in that
direction. It was apparent from the discussion that there was still a lack of
understanding of direct costing, and of agreement on its major features.
"Direct Costing" Defined
The discussion leader opened the session by commenting on the current and
continuing interest in the subject, as demonstrated by the large attendance at
the session. He recognized the differences of opinion among accountants on
direct costing, and said that this was to be expected because of differing conditions in different industries and companies. In this connection, he mentioned,
as factors influencing the viewpoints of individual accountants, the relative importance of inventories in different companies, the relative importance of fixed
and variable costs, the seasonal character of the business, the method of production, i.e., job order, process of mass production, and the backgrounds and attitudes of company managements.
He then offered a tentative definition of direct costing by suggesting that it
was a method which formally recognized on the books of accounts the distinction between direct costs and indirect costs in determining what costs should be
charged to products. There was objection from the floor to this definition on
the ground that the terms "direct" and "indirect" were indefinite. It was suggested that the definition be modified to describe direct costing as a method of
costing under which the product is charged with only those costs which vary
with volume and pertain to the product produced, with those costs which are
a function of time rather than volume of production being excluded from the
cost of the product. The group agreed to this definition.
In connection with the discussion of the definition, the point was made that
question of whether or not fixed costs are excluded from inventories is a quesSEP TE MB ER , 19 54
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tion associated with direct costing, but it is not direct costing. In the opinion of
this commentator, direct costing is a method for showing the relative effect of
fixed and variable costs on profits, and can be used whether the inventories are
stated at direct cost or at absorption cost. He expressed the feeling that too
much had been claimed for direct costing and stated that the same results could
be obtained through a good application of flexible budgets.
Benefits Obtained from Direct Costing
In response to a request that those with experience with direct costing comment on the benefits obtained from it, one member reported that the greatest
benefit in his company had been improvement in communicating accounting
information to nonaccounting executives. He stated that accounting information had value only when used, that executives without accounting training had
had difficulty in understanding and using accounting data developed under conventional accounting methods, but that understanding and communication had
been improved since the adoption of direct costing.
Another member stressed the same point by describing past difficulties in
convincing the sales department of the correctness of product costs, by relating
the decision to "get away from the guessing game we were going through each
year in establishing departmental burden rates" by changing to direct costing,
and by describing the satisfaction of management with the direct costing method
which had been in use since 1950.
Costs for Pricing Under Direct Costing
In response to a question on how products were priced under direct costing,
the explanation was made that, for most of the company products, the prices
were established by the market and not related directly to cost. He said that
the company's object in pricing was to obtain for each product the best margin
between variable costs and selling price as a contribution of that product to the
joint fixed costs of the business.
This led to the comment that one product might require six dollars worth of
labor and one dollar worth of depreciation, while another may require one dollar
worth of labor and six dollars worth of depreciation, with the result that prices
which are based on variable costs only might lead to a shift of sales to the product which gave rise to the most fixed cost without absorbing its proportioned
share of it.
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This comment was countered by the statement that the use of direct costing
methods did not preclude the development of full product costs for pricing purposes any more than the use of absorption costing precludes the development
of full costs for this purpose. Under both methods, a full product cost can be
developed statistically off the books. Under absorption costing, selling and administrative expenses are applied off the books, while under direct costing, all
fixed costs, including fixed production costs, are applied statistically.
This led to a discussion of the costs needed for pricing decisions and a rather
general agreement that fixed costs should be included on a normal volume basis.
As one member pointed out, "You can't price a pencil which others sell for five
cents at a higher price just because your plant was shut down by a strike for
half the year."
In the course of the discussion, one of the members stated that in his company direct cost consisted of direct materials and direct labor only. This led
to the comment by a proponent of direct costing that exclusion of all overhead
from products was as undesirable as the inclusion of the fixed portion of overhead. The first speaker said that he agreed with this viewpoint but explained
that all overhead had been excluded from product costs as a first step in overcoming the problems encountered under absorption costing and that studies were
being made leading to the inclusion of variable production overhead in product
costs.
In Defense of Conventional Costing
One participant said that he felt that direct costing had a place in industrial
accounting, but he felt that its proponents were claiming too much for it. This
led another member to express the feeling that the great progress which had
been made in product costing during the life of N.A.C.A. might be lost if
direct costing became general. He stated that much more progress had been
made in accounting for manufacturing costs than in accounting for selling and
administrative costs, and expressed the fear that the exclusion of fixed production costs from product costs might result in the neglect of such costs, as in
the case of selling and administrative expenses. Statistical application of fixed
production costs did not solve any problem, in his opinion, because to be useful
such application should be at rates based on normal volume as under absorption
costing.
This member also expressed surprise at the reported difficulties which management people are experiencing in understanding costs developed under absorption
costing. He referred to the favorable reception which absorption costing and
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normal burden rates had received from businessmen during the period when
they were being introduced, and suggested that accountants needed to give more
attention to explaining costing methods to management.
Are Fixed Costs Period Costs?
The tendency under direct costing to consider all fixed costs as costs of the
period was deplored by one member, who defined period costs as either costs
which were "over the dam," such as strike losses, or those which had nothing
to do with the activity of the period, such as selling and administrative expenses.
He argued that fixed production costs were not of either type, since they were
as closely associated with production as variable costs. He questioned the logic
of treating maintenance costs as product costs while excluding depreciation
(deferred maintenance) from such costs. He also asked why the pay of the
window washer and machine oiler should be charged to products, while the
superintendent's salary was excluded because it was a fixed cost.
Direct Costing and Government Contracts
A discussion of costing of government contracts resulted from the remark
by one member that his company was undecided on the adoption of direct costing because of doubt as to its use in connection with government contracts. After
some discussion, there appeared to be general agreement that the method of
costing used had little effect on government costing, because "they go by the
book," and the same costs were treated as allowable and unallowable under any
method of internal costing.
Who Determines What Is Good Costing?
Exception was taken to comments that direct costing was not an accepted
method of accounting for financial reporting and income taxation, on the ground
that these uses of cost information should not determine the costing methods
to be used. In the opinion of this member, "The decision on whether direct
costing is good or bad for a particular company will not be decided by the tax
men and the auditors. If direct costing is good, it will be put in by cost departments because it helps their companies. If direct costing helps, it will stay, if it
does not, it will be discarded like other things which have been tried." He
stated that while direct costing was not at present an accepted accounting practice
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for tax and financial reporting purposes, this does not prevent its use for internal
accounting and reporting purposes, and that acceptance for financial reporting
and tax purposes could be expected to follow its general acceptance for internal
management purposes.
This led to the question of what was accepted accounting practice in stating
inventories for financial reporting and to several comments on the wide variety
of methods and bases revealed by certified published reports.
Costing Intermediate Products
The discussion leader raised the question of whether direct costing would
result in a problem where intermediate products are transferred from one division to another. In reply, a member with an integrated company suggested that
the figures at which such products are transferred from one division to another
might be better solved under direct costing than under absorption costing, because under direct costing an analytical section of the cost department could
determine the proper transfer price without the restrictions imposed by a full
cost developed under absorption costing methods.
Direct Costing for Nonmanufacturing Companies
In answer to a question on the application of direct costing to nonmanufacturing industries, the opinion was expressed that direct costing was not applicable
because of the lack of inventories, an assumption of this participant being that
direct costing is a question of whether or not to defer fixed costs in inventories.
This opinion was questioned by another participant who told of the application
of direct costing in a local cartage company in New Orleans and said that an
article on that application would be published in the July issue of the N.A.C.A.
Bulletin. It was pointed out that, so long as you have both fixed and variable
costs, the direct costing method can be applied, indicating that the basis of
inventory pricing as stated earlier is a by- product of direct costing but is not
direct costing. He reported that the cartage company had found direct costing
most useful in pricing its services.
This led another member to illustrate the principle of direct costing by asking
for a show of hands by those who had developed special analyses of the effect
on cost of any action involving a change in volume, getting an affirmative answer
from about fifty of those present, and then pointing out that these special
analyses were an application of the principle of direct costing. He went on to
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state that under direct costing the information developed by the special analyses
would be available on the books and in the reports, eliminating the need for a
special analysis each time a new problem arose.
Insurable Values Under Direct Costing
A member reported that he had encountered as an objection to direct costing
the idea that insurance on inventories was based on book values, so that direct
cost inventories prevent a company from getting adequate insurance on inventories. Discussion resulted in agreement that insurance coverage was not limited
to book values but raised the question of proof of loss. This question was answered by the statement that neither direct cost or absorption cost on the books
would be accepted as proof of actual loss but that, under either method, the
necessary data could be obtained from the books of accounts.
Are Steam Costs and Vacation Pay Fixed or Variable Costs?
The session concluded with a lively discussion of whether certain costs —
specifically steam costs and vacation pay —were fixed costs or variable costs.
During the discussion, it was pointed out that the cost of producing steam
includes both fixed and variable costs, and the suggestion was made that the
fixed costs should be allocated on the basis of capacity to consume, while variable costs should be charged on the basis of actual consumption. Several of the
participants agreed that, unless some method of measuring consumption was
used, it was questionable whether costs of this sort should be allocated.
The discussion regarding vacation pay brought out many different viewpoints.
One member described how he had decided to treat vacation pay on direct labor
as a variable cost until he consulted the union contract, after which he decided
that it was a fixed cost. Later in the discussion, he explained that, in another
case, after reading the union contract he decided that vacation pay on direct
labor should be treated as a variable cost.
When a poll was asked for on whether vacation pay for direct labor was
considered a fixed cost or variable cost, the tie vote of 25 to 25 resulted. A
second poll limited to users of direct costing gave another tie vote of 10 to 10.
The ensuing discussion seemed to indicate general agreement with the idea
that vacation pay for direct labor might be either a fixed cost or a variable cost,
depending on the details of the individual situation.
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Standard Costs
Discussion Leader: ARTHUR C. CHUBBUCK
Partner, Patterson, ieele and Dennis, Boston, Mass.

the session by asking preliminary questions
T to ascertain what aspectsopened
of standard costs the group wished to discuss.
HE DISCUSSION LEADER

Response to these questions indicated a high degree of interest in the relationship between standard costs and budgeting. To provide the basis for subsequent questions, the discussion leader then called for a description of experience with this phase of standard costs.
Relationship Between Budgets and Standard Costs
A member of the group responded by describing his company's procedure in
the following words:
"We tie ou r entire bu dget program in with ou r development of standa rd costs. Standards are based on engineered time standards, engineered specifications for material
and standard material prices. Our standard burden rates are a by- product of our
monthly budget which is also used for control purposes and for measuring performance by the various responsibilities in factory departments."

He then continued by remarking that there has long been contraversary over
how often to change the normal volume and budget upon which standard overhead rates are based. Describing his company's practice, he said:
" W e do not change that normal from year to year. The only time we change is
when we expand the size of the plant itself or when we bring in additiona l facilities
over and above what we had when we first organized the plant. Some companies
change their normal level of operation from yea r to yea r based on a foreca st of sa les.
As a result, you get a large difference in standard costs, not du e to cha nges in price
or labor rate, but simply by changing your norma l from, let us say, 30 to 40,000 hours
per month to 50 or 60,000 hours per month."

Another member of the group then asked the discussion leader to call for a
showing of hands to determine the percentage of capacity most widely used as
a basis for burden absorption. The largest number of hands was raised for
the range of 80 per cent -90 per cent.
In contrast to the method of establishing the cost absorption volume at a
chosen percentage of capacity, the following approach was described.
" W e work on a different basis entirely, with different methods for job shops and
processing operations. On a job shop or ma chine shop opera tion we will develop ou r
normal on the basis that we shou ld get a 20 per cent return on investment, but the
minimum normal level of operation would be 5 days a week, 8 hours a day, less
vacation and holiday time. That ma y give a norma l level of operation for two shifts
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or one shift depending on what would be necessary to bring the 20 per cent return
on investment before taxes. On the processing mills, that is for example, pipe mills
where we run 24 hours a day, the normal level of operation is based on five days a
week, 15 turns, less the number of turns necessary for rebuilding the furnaces, less
holiday and vacation time."
An additional suggestion was made that normal or standard volume be
based on expected volume over a long period of time. Discussion of this topic
was concluded by a suggestion that absorption of fixed cost for inventory costing purposes ceases to be a problem when costing is adopted and that attention is then shifted to measuring the contribution made by current sales toward
recovery of fixed costs.

Flexible Budgets for Cost Control
The question then turned from burden absorption to measurement of performance by various responsibilities. It was pointed out that flexible budgets
are valuable for this purpose. The amount of cost that should be incurred for
a given volume is readily ascertained for items of cost which are fully variable
or fixed. However, there is a fixed component in many so called variable expenses, particularly when operations are at a low level. Clerks, foremen, and
crane operators' labor were cited as examples, the opinion of a member of the
group being expressed in these words:
"If you have to have a crane in the department, regardless of the level of operation,
as long as you decide to operate the department for that day on a eight hour basis,
then you should make an allowance to that supervisor for one crane operator for eight
hours and not for three, four, or twelve hours."

Setting Standard Costs
A question from the floor called for information on the development of
standard costs in a medium or small sized company. In response, a member

of the group described his experience:
"Operation schedules and bills of material established mainly by the engineering department are the basis for standard costs. In our company, we have an operation
schedule on every item produced showing materials and labor operations with piece
work or day work standards for labs. All materials and parts are listed and the list
is submitted to the purchasing department to determine prices they expect to pay in
the coming period. This determines the material price standards. On the operations
schedules, the standards department has established the number of hours per hundred
pieces needed to perform each operation and has converted this time standard into
dollars. With the two main factors, material costs and labor costs, so established it
is possible to start with a single part and proceed through an assembly until a finished
product standard cost is reached."
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A somewhat different approach to the problem of setting standard costs was
described for new products.
"Our job is to produce things that have never been produced before and we have
no historical data to refer to. Nevertheless, by conference between the operating
people who are going to have to mak e it, the engineers who have designed it, the
method engineers who have to provide the means of mak ing it, and the accounting
staff, we never let a product, no matter how new it is, go into production without
having set standards. Sta ndards are frequently not very good to begin with, but there
are a number of ways to approach this setting of standards and developing standard
costs. I think the situation you are working with will dictate to you the approach
you must take."

What Is Included in Standard Costs
A discussion of what is included in or excluded from standard costs disclosed a wide variety of practices. From the discussion it was evident that most
of these variations and practices are based on circumstances prevailing in the
individual company. Such circumstances often determine the most practical
way to handle specific items of cost. The use of standard cost for measuring
performance in cost control and for costing inventory may also determine inclusion or exclusion of various items from standard costs. These statements
are illustrated by the examples listed below which have been chosen from those
cited in the discussion.
Standard costs are based on piecework prices set in 1950 and these
standards are used for analyzing labor performance. For purposes of costing
shipments, standard costs are increased by a percentage factor calculated to include wage increases since the original standards were set.
1.

2. With respect to tightness of standards, a show of hands indicated that a
majority of those present use attainable standards.
3. A company which customarily incurs overtime includes the additional
labor cost for normally scheduled overtime in standard labor costs. Certain other
fringe benefit items which tend to vary with labor hours are treated similarly.
In contrast, examples were cited in which holiday and vacation pay are treated
as fixed charges and included in departmental budgets as fixed allowances per
month.
4. Setup time is in some cases included in direct labor, in other cases classified as indirect labor and charged to production through an overhead rate on
the assumption that an economic lot size quantity will be produced. Numerous
differences and methods in performing setup work, paying operators for setup
time, and variations in the amount of time taken by setup operations in compariSEP TE MB ER , 19 54
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son with production time were described as factors which influence the methods
of accounting for setup labor.

Disposal of Purchase Price Variances on Materials
Disposal of purchase price variances on materials was the subject of the
next question, with the request that discussion be from the standpoint of companies which buy at one time sufficient materials to cover requirements for a
long period in advance. Several members of the group responded by describing methods which they used.
Most of the methods separate price variance applicable to materials still in
inventory from price variances applicable to material consumed. This was accomplished in one example by charging or crediting a raw materials revaluation account with any variance at the time materials are purchased and by
transferring this variance to a purchase variance account when the material is
consumed. The balance of the latter account is charged off monthly. The balance in the former account has the effect of stating raw material in inventory
at actual cost. In other instances the amount of price variance written off
monthly is determined by the ratio between cost of goods sold and total value
of inventory. In some cases attempts to level the amount written off monthly
were reported. Another variation in this procedure was described in the following words:
"At the year -end we close the reserve for revaluation of material to arrive at actual
cost. Then in the following year we re- establish our raw materials standards based
on what the purchasing department expects to have to pay for those materials in the
forthcoming year. We re -open our standard material account at the new standard
figures and we readjust the balance of the material valuation account into the reserve
for raw material revaluation. Thus, in effect, we have closed at actual material cost
at year end and then we re -open at new standard cost. That is how we get from one
year's standard to the next year's standard."

Obtaining Labor Time Variances
Taking up the subject of labor variances, procedures for determining labor
time variances were discussed. This discussion centered around problems
created by frequent changes in shop operations and time standards for these
operations. It was pointed out that clerical costs tend to become large if cost
standards are revised whenever shop standards are changed or if detailed current recording of variances due to changes in shop standards is undertaken.
As a solution to the problem, it is proposed that production be costed at the
standards established at the beginning of the year and that any differences be172
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tween standard and actual hours be accounted for as a variance. Objection to
this proposal was raised on the ground that the resulting variance does not
measure performance of the operators. One member of the group then described his company's procedure for meeting this problem:
"We charge work -in- process at the interim standard and let the difference wash out
at the end of the year when we revalue our whole inventory to the new standard time.
By the end of the year we find that changes in time standards are compensating. Some
standard times have been increased, others have been decreased, and the whole adjustment is very insignificant to total dollars as compared with the cost of production
for the year."
Another member stated that in his company work in process is costed at 50
per cent of standard labor cost as soon as the work enters the first operation.
The 50 per cent figure is used because it represents the average stage of completion with respect to labor in the working process inventory. At the end of
the year, the inventory is then revalued to put it on a "lifo" basis. This adjustment is facilitated by not changing labor quantity standards at frequent
intervals. Under these conditions, quantity standards are used to determine
the hours of labor in the inventory and a price index is applied to that quantity to determine the "lifo" valuation figure.
Costing Inventory Under Multi -Plant Operations
The final question taken up by the group dealt with determining standard
cost for costing inventory when the same product is made at different locations having different standard costs. A member described his company's
method:
"We are on a complete standard cost system and use standard cost in evaluating the
plant inventories at each plant location. We revise these standards once a year. At
the end of the year the inventory is valued at both the old standard and the new
standard established by the year -end. We combine these dollar values from all our
plants which produce like products."
The same member then continued by explaining that, at headquarters, the
combined inventory is written down to a "lifo" value. The adjustment to
"lifo" is not charged back to the plants because "lifo" is not viewed as a manufacturing cost but as a cost incurred as a result of a management decision.
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Inventory Control and Valuation
Discussion Leader: N. MADISON CARTMELL
Cresap, McCormick & Paget, Management Consultant, New York, N. Y.

it appeared that a good cross section of job and
A process industry was represented.
The discussion dealt largely with the
S THIS SESSION OPENED

control aspects of the subject rather than with valuation and centered around
types of records to be used for control and the location and use of these records.
The keynote for this approach was provided by the discussion leader in stating that his outlook on inventory control incorporated the thought that if inventories are under control, production and a number of other management
activities are likely to be under control as well.
Approaching Inventory Control
On the organization of inventory control efforts, one member, connected
with a tobacco company reported a stock control committee which consists of
the assistant controller, the factory manager, and the purchasing manager. A
representative of an agricultural machinery company described an inventory
control committee participated in by the chief plant accountant. The committee, working with the plant manager, tries to establish lead times and other
standards. The objective stated was to keep inventory investment at a minimum,
because of the dollars involved, because of space limitation and because of a
high degree of obsolescence inherent in the inventory makeup. A member from
a manufacturer of heavy machinery acknowledged a problem similar to that
of the previous speaker in that the company is "fighting obsolescence every
day." He described an inventory control committee which sets up patterns as
to the amount of inventory required, not part by part but on dollar value
groupings. Sales forecasts and forecasts of inventory balances at the divisional
level are used. Accountants participate in these forecasts. Another participant, representing an instruments and machine parts manufacturer described
preparation of inventory budgets based on sales forecasts which are developed
into shipment forecasts based on inventory turnover.
It was indicated by the discussion leader that inventory valuation is not of
like importance in all cases. He suggested that possibly the higher the turnover
the less important the method used for valuation. He asked for a showing of
hinds on the question of how many companies represented had a six times or
more turnover per year. There was a response of fifteen or sixteen. Pretty
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close to half indicated a turnover between three and six times. A dozen or so
appeared to have a lower turnover.
At this point a representative of a machines tool and parts manufacturer
stated that his company's real problem is not high turnover or low turnover but
obsolescence and that management is less concerned with the size of inventory
than with the amount of obsolete items it contains. For this reason, dollar
value figures must be supplemented by specific detail as to obsolescence. Con siderablc further discussion ensued on the relationship between turnover and
obsolescence. It was pointed out that a high turnover, in general, minimizes
obsolescence but that it is possible to have an overall high turnover which is
concealing small portions of slow moving or obsolete items.
A member inquired in what way, where "lifo" valuations tend to reduce
profits for tax purposes, this affects base years for excess profits tax purposes.
It was responded that there are relief provisions which "if you dot all the
and cross all the t's" often permit current accounting to be put on a basis comparable to the base period. At this point, a member using the dollar value
method of "lifo" stated that he felt that "lifo" was offsetting the effects of inflation but was not taking care of volume variations caused by changes of efficiency or technological changes. He stated that the reason for this was that his
index relationships were on a "fifo" basis rather than a standard cost basis.
Seeking for Key Factors in Controlling Inventories
It was pointed out, with respect to shipment forecasts, that production programs, employment programs, personnel programs and inventory programs can
be built on a long -term basis on the figures, if reliable.
A member with an automobile manufacturing company stated that inventory
will not necessarily vary directly with changes in shipments. He said that he
wanted to ask if anyone present had experience in recognizing the non -variable characteristics of inventory through determining 'how a month's stock
would vary with different production levels or sales levels and still represent
acceptable performance. It appeared that, in his company, desired inventory
is expressed in terms of days' flow, say, eight days for an engine. If production
goes up fifty per cent, would that allow a fifty per cent increase in inventory?
He indicated doubt as to the accuracy of this conclusion and called for factors
or measures, injected into control, which recognize the fixed portion. He
pointed out that there is always a "pipeline," regardless of the level of pro duction. He suggested that there might be other factors of similar influence.
The inquiry was not answered as such but led to consideration of the guarSE PT EM BE R, 1 95 4
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anteed annual wage as a strong factor affecting inventory. The problem of
forecasting seasonal sales for inventory control purposes was offered. The commentator, connected with an agricultural machinery company, indicated that the
sales forecasting does not recognize an annual cycle but is tied to a shipping
forecast which may vary from quarter to quarter as prediction of the future
changes.
The discussion leader took this opjwrlunity to suggest that most businesses
have seasonal characteristics, expressing doubt that there was any company
represented (unless producing perishables) which attempts to produce in exact
accordance with its shipment curve. He advanced the belief that practically all
companies are endeavoring to level out production to some extent, recognizing
that inventories must increase at times and will be liquidated later. He suggested that this called for planning to come out at some particular level. A
pencil manufacturer was described as planning production to seasonal peaks
of finished stock as the governing factor. He asserted that his company has
"rather steady work throughout the year."
One participant reported necessity of carrying a balanced inventory of machine parts because of lower turnover and longer production time than assemblies, as example of factors influencing inventory volume. Another member,
whose company reviews forecasts and operations monthly, controls largely
through necessary lead time from machining to the final operation, not 'building
up a stock of semi- finished parts but working directly from stockpiles of raw
materials and feeding them right through to the line as production schedules
come through.

Industry Problems in Inventory Control
A member connected with a dental manufacturing company stated that, in
the precious metal industry dealing with gold, platinum, irridium, rhodium, and
like metals fluctuating sharply in value, it is desirable to control both quantity
and value. He gave two reasons for this: first, the metals lose themselves into
an alloy but it is still necessary 'to come up with a final answer from the quantity and value standpoints and, second, the market fluctuation is so great that
just a control on quantity is not enough. The discussion leader commented
that control may be tighter on the high -value items than on the low -value items
but conceded that "you have to come back to quantities so far as the actual is
concerned" and that, with changing prices, value alone does not tell the story.
A member in the chemical industry described a raw material ordering system
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in which the production rate is predicted three months in advance and the
usage of raw materials versus inventory is "spotted" for control.
In connection with purchasing policy for raw materials, a member whose
company makes synthetic fibers pointed out that different materials call for different policies. In the particular case, sulphuric acid is produced nearby and
orders can be placed twenty-four hours in advance of delivery. On the other
hand, certain intermediates require annual contracts or the supply is in jeopardy.
In between the two extremes are a range of items which might be ordered and
received in one week, three weeks or two months.
Another member in the same industry and connected with an integrated nylon
plant processing sixty million pounds annually reminded the group that a fibre
processing plant, a chemical plant and a spinning plant together create a complicated inventory problem. Certain shortages have been experienced as a result of processing difficulties. He said it had not proven safe to let inventory
go much below fifty per cent of the capacity of the raw materials storage or
full capacity of the intermediate storage. A part of this problem appeared to
be that of the difficult decision of how much of the finished product to make.
He said, "Just when is the time to tell management it is going to have to cut
back on production ?"
In response to a comment of the discussion leader that, if the sales forecasts
are good, they can aid materially in timing the cutback, the narrator stated that
the sales force is always optimistic and "can sell anything you can produce
until you produce it."
The last - mentioned point keyed the comment of a representative of an agricultural equipment company in which the responsibility of forecasting is assigned to the production control department rather than the sales department.
He stated, "We attempt to take a look at the past and then into the future
and ask sales to give us a spanking if we go astray. It has worked out pretty
well as far as keeping the forecasts in line with what is coming." Another
participant reported an annual sales forecast to get sales participation in the
program and a shorter forecast as a basis for procurement.
The discussion leader brought up the question of keeping production on
schedule, asking whether companies having established a normal or standard
work -in- process inventory in terms of days of work, should release more production orders to the shop than they can turn out during the period, as a forcing device. He also asked whether the opposite course might not be desirable,
i.e., keeping work -in- process down by holding orders back out of the shop
until the last minute so that the shop will be able to turn productive capacity
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over to the new order. A member with a gas welding and cutting equipment
company said it had been found that it does not pay to overload production
people. It may create a loss of production never to be recovered, due to interrupted How of production, excess scrap, poor quality and other factors. He
said, "We release to each operating foreman his work thirty days in advance,
but he may call for it according to the best scheduling he can arrange for his
own department."
A member here raised the question of how to handle marginal risk orders
which overload or disrupt regular production schedules and how to pay back
later for "time taken from the present" and thus tie sales and production capacity together.
Another discussion participant pointed out that the problem is a little different in a processing industry. There, most processing plants have an optimum feed rate at which they can get optimum yields. It presents a "neat little
problem of whether to forego the order or incur the yield loss."
Stock Records — Where and What Information?
After some discussion of the merits of locating finished goods records in
the production control or cost accounting units, the discussion leader summed
up by suggesting that, if the production program, releases, etc., are dependent
on production control and planning office, finished goods records should be
located there and co- ordinated with raw material procedures. A consensus appeared also to favor the production control department for the location of quantity records for component parts and work -in- process inventories." There appeared to be a difference of opinion as to whether raw materials records should
be kept in the production control or accounting departments.
A question was raised by one member with respect to the location of stores
records for raw materials and purchased parts and supplies. He stated that the
records were located at present in the production department but that the location was unsatisfactory and that the company was planning to move them
either to purchasing or production control departments. On a show of hands,
the consensus was in favor of production control, only one or two advocating
purchasing. One member also commented that in his company stores were referred to as expense items and the records for them are kept in the maintenance department. He stated that this arrangement had worked out satisfactorily.
The discussion leader asked how many companies used a stock record which
showed anticipated need, outstanding procurement orders, stock on hand, etc.,
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on a single record. A large number indicated the use of such a record. A member in a chemical company indicated that the position of each one of the principal raw materials was plotted geographically daily, weekly or monthly, as
needed. He stated that he learned about this method from an oil company
and that it has proven very satisfactory. A considerable discussion followed
regarding the use of maximum and minimum requirements on the stock cards
themselves. Several members expressed a preference for personal supervision
rather than the use of maximums and minimums and one member said he
found actual usage figures on each item for the previous six years very useful.
The question was raised as to whether or not cumulative totals on stock records may not in some cases be more useful than balance columns, the theory
being that procurements have to keep up with expectations and are easier to
follow on a cumulative basis.
How and When Of Production Schedules
Two thoughts were expressed about production schedules before time for
discussion ran out. The first was not to release production schedules too fast
or the shop may become clogged. The second point advised that schedules
should be made up in the production planning department.
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Budgeting
Discussion Leader: J. BROOKS HECKERT
Professor of Accounting, Ohio State University, Columbus, Ohio

on budgeting, with over 200 present, spent most of its
T time exchanging experience
on the way the budgeting function was organHE GROUP MEETING

ized, the sources of information and methods used for both short- and long -term
forecasting, the use of budgets for cost control, and the way in which advertising budgets were set. A show of hands indicated that approximately three fourths of those present were associated with companies which had budgets of
one type or another.
Getting the Budget Started
In response to an inquiry on what was the first step in establishing a budget,
one member said that in his company the biggest problem had been to sell
management on the desirability of budgets and that it had taken three years to
accomplish this objective. A second speaker agreed that getting the cooperation
of management was a necessary and sometimes difficult first step but that their
greatest problem had been in revising the company's accounting system to provide proper departmentalization, a better chart of accounts and a separation of
fixed and variable costs. He said this revision of the accounting set -up was
necessary, both in securing the basic data for budgeting and in using the budget after it was established.
Organization for Budgeting
A question was raised as to who in the organization should have responsibility
for the budgeting function. When a show of hands was called for, about sixty
per cent of those present indicated that budgeting in their companies was carried on in the controller's department. In comparatively few of the companies
represented was budgeting assigned to other than the controller's or accounting
department. One member, in whose company budgeting had been started in
the shop by a group of operating engineers, commented on difficulty experienced in his company in getting the budgeting function transferred to the accounting department and applied to the company as a whole.
A member described the organization of budgeting in his company, where
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the budget department is in the financial control division and has an operating
control function, but where matters of policy relating to the budget are decided
by a budgetary committee of top management, made up of two vice presidents
and the heads of the four major divisions of the company.
The comment of one member that in his company the budgets for the year
were presented to the board of directors and, after approval, became the operating plan for the year, led to a request for a show of hands on how many companies require approval of the budget by the board of directors. The indication
that in only about one -fifth of the companies represented did the board of directors pass on the budget resulted in expression of some difference of opinion
within the group as to the need for board approval of budgets, particularly the
flexible manufacturing budgets. It was suggested that in many companies a budget committee which reports directly to the board passes on all budgets, and
that this may eliminate the need for board approval.
A question was raised on whether the budget department was a service department or whether it should make decisions and take responsibility for enforcing
the budget. The discussion indicated that in most companies the budget group
had a service function, with management developing the budget and making
decisions with reference to it based on reports prepared by the budgeting group.
Does Budgeting Pay?
One member referred to the detailed budgetary control which some companies
practice and asked whether in any of the companies represented an effort had
been made to compare the cost of the budgetary control program with the savings attributed to it. After two members had commented generally on the feeling that the program had saved many times more than its cost, another member
explained how a flexible budget program for nine main district offices selling
and installing machinery had enabled his company to survive the depression of
1929. Before the budgets were installed, these offices were spending $2,350,000 annually. The budgets, based on sales volume, resulted in a reduction of
expenses to $1,800,000 in the first year and to around $1,000,000 at the bottom
of the depression when volume was only thirty per cent of normal.
Another member estimated that his company's budgetary control program
had saved ten times what it had cost. The discussion with this phase of budgeting ended with the comment that, in the final analysis, the relation of results
to cost depended on the extent to which all levels of management made use of
the budget to plan and control costs.
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Forecasting —Short Term
A question was raised as to where various companies obtain information for
forecasting the sales trend for short -term budget purposes. The following
sources were mentioned:
1. Sales forecast by a market research group in the sales department.
2. In a company producing heavy earth moving machinery, the sales depart ment makes the forecast, based largely on information on appropriations
made by government agencies.
3. A company producing animal food has a small forecasting section which
relies largely on indices relating to the industry, such as the trend in
animal population of farms and the trend of farm prices.
4. In another company, a carefully selected group of indices are used, and
these are reported to the board of directors every six months and the
board makes the sales forecast.
5. In a company which has both standard price book items and special products for customers orders, the billings for special products can be based
on orders on the books. For standard price book items, a forecast is obtained from the sales department and reduced by a factor based on experience to adjust for the usual optimism of the sales department. Finally,
projected sales are compared with plant capacity which, in recent years,
has placed a limit on what could be produced and sold.
6. In addition to the sources previously reported, outside economists are consulted by one company. A request for a show of hands revealed that 10
of the companies represented consulted outside economists and nine companies made use of outside statistical agencies in developing their sales
forecasts.
Long -Term Budgets
The group devoted considerable time to the matter of long -term budgets. A
member connected with a department store pointed out that short -term forecasting for retailers was not as difficult as long -term forecasting because the trend
of retail sales tended to lag behind industrial production. He pointed out the
need for long -term forecasts as an aid for planning capital investments and
financing, and illustrated this by referring to a garage which his company had
completed recently and is already adding to. He pointed out that investments
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of this sort could not be made without having in mind where the company
would be in five or ten years.
A show of hands indicated that some 25 to 30 of the companies had formal
long -term budgeting. In response to the statement that the rapidly changing
economic conditions of recent years had made it difficult to forecast for more
than a year in the future with any degree of accuracy, it was pointed out that
the accuracy of the forecast was not as important as the impetus to long range
planning provided by formal budgets for as much as five or ten years ahead.
One member commented on the five year forecast which was prepared by her
company which had been in existence only nine years, and stated that one value
from such a forecast was the opportunity to examine the variation between
actual and forecast results and determine the reasons for them. A member in
the distilling business pointed out that they had no choice but to rely on longterm forecasts because their product was produced four or five years before it
was sold. He stated that the experience gained with long -term budgets had
enabled them to improve their forecasting.
A visitor from Denmark, connected with a telephone company, described
how his company's budgets are based on standards and forecasts, and said that
in addition to a five year budget, his company had prepared a twenty year forecast based on estimates of customers and traffic and in conjunction with a longterm shift to dial telephones.
Cost Control Through Budgets
The discussion next turned to the use of the budget for cost control and
several different approaches were described.
One member described the control of overhead in the manufacturing division
of his company where six cost control men, operating under the jurisdiction of
the vice president and general works manager, work with the supervisory force
in the shop to develop and apply weekly budgets. The budget director has
power to prepare all budgets, but division managers have the right to protest
to the president's office if they do not agree with the allowance provided. To
make the weekly budgets effective, it was found necessary to state the labor
load in terms of manpower instead of dollars. Each Thursday, the foreman is
given his loading for the following week in terms of workers required, by
classifications, and is expected to have this force on Monday morning when
checked by the budget representative. Shifts of workers from one job to another
or from one local plant to another are governed by a seniority provision in the
union contract. It was reported that this budget plan, while costing $50,000
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to $60,000 per year to maintain, had cut costs by about $600,000 during the
first year of operation. It is accepted by foremen and by the executives who are
covered by a management incentive remuneration plan tied to profits.
Another member reported that in his company the budgets had been made
effective through a foreman's incentive plan based on a three month's average
of results.
Another member described a completely integrated budget plan in his company and explained how compliance with the budget was obtained through
organization. Foremen, superintendents, managers and others prepare their own
budgets. These are reviewed by the individual above each, and finally passed by
the executive committee. Budget reports are reviewed each month by the individual to whom each foreman, superintendent and manager reports, and finally
by the vice presidents of manufacturing and sales with the executive committee.
A third member described the preparation of the monthly budget in a steel
foundry where, because of the nonstandard nature of the products, sales must
be forecast in dollars only. The budget is started by deducting from forecast
net sales, the desired profit margin and a forecast allowance for general and
administrative expenses. The balance represents a dollar budget for manufacturing costs. The fixed costs are deducted from this figure and the remaining
controllable expenses divided between the seven foremen in charge of cost
centers. A marked reduction of costs has resulted from this method of giving
each foreman a goal with an opportunity to vary his costs within the over -all
budget.
The Advertising Budget
A question was raised on whether the advertising budget was set at a fixed
amount at the beginning of a period or whether it was set as a per cent of sales.
One member reported that an allowance based on sales had been tried but had
been discarded in favor of a fixed amount, because the advertising department
tended to base its expenditures on forecast rather than actual sales, resulting in
over - expenditure when the sales budget was not achieved. A member with a
canning company stated that their advertising budget was based on production,
but the company was fortunate because production (canning) had been completed before the sales season started. A show of hands indicated that in about
one -half of the companies represented, the advertising budget was set as a flat
amount.
A representative of a department store pointed out that in the retail field it
was possible to plan and budget advertising on a percentage basis for staple
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items, but on style merchandise and special items no fixed amount or per cent
could be established. He stated, "you spend the amount for advertising that
you think will bring a return on your sales." As a result, fixed budgets are set
for seasons but are subject to frequent revision. Subsequent discussion indicated
that in most companies the advertising budget is a lump -sum budget with the
advertising and sales departments developing the detail within the over -all
allowance. A show of hands indicated that about one - fourth of the companies
represented used television advertising.
Key Men Incentives Tied to Budgets
In response to a question on how many companies had incentive pay for
foremen and superintendents based on budget performance, six members raised
their hands. One member reported that the recent application of such incentive
in his company had revitalized the budget plan and that foremen were now
much more interested than formerly in their actual expenses. Another member
suggested that an adverse effect might result because, often, the cause for an
excess expenditure is in another department. To solve this problem, two members said that in their companies they were planning to install incentive payment
plans for indirect departments tied to the accomplishments of the direct departments which they served, thus encouraging the indirect departments to work
more closely with the direct departments. The fact that some dissatisfaction
and arguments resulted from incentive plans tied to budgets was cited as evidence that such plans were effective in encouraging a cost - mindedness among
the foremen.
The Fifty -Weeks Budget
A question was raised as to the extent of the practice of preparing an annual
budget for 50 weeks, where it is the practice to shut down for two weeks, for
vacations. A show of the hands indicated that about half of the companies
represented had an annual two -weeks shutdown and that, in about a dozen of
these companies, the budget was prepared on a 50 week basis. Discussion indicated that in these cases the fixed costs for the year are spread over 50 weeks,
while under the 52 week they show up as a production variance for the two
week period of the shutdown.
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Accounting for Foreign Operations
Discussion Leader: RUSSELL E. WESTFALL
Secretary- Treasurer, Eli Lilly International Corp., Indianapolis, Ind.

on Accounting for Foreign Operations was
A limited to 32 participants,group
the discussion was lively and there was an exLTHOUGH THE DISCUSSION

tensive exchange of experience on matters relating to foreign operations.
Type of Operation
As a preliminary, the group decided that the term "foreign operations" referred to the operation of branches, divisions, or subsidiary companies in a
foreign company, and that they might omit consideration of exporting and sales
by American companies where receivables are in dollars and there was no problem of conversion of currency.
It was pointed out that a company might engage in foreign operations through
a branch or division of an American company, through a subsidiary incorporated
in the country in which operations are carried on, or in the case of North and
South America under the Western Hemisphere Corporation provision of the
tax law. The question was raised as to which of these arrangements was preferable, particularly in connection with operations in Canada. After some discussion of tax and other considerations, there seemed to be general agreement
that there was no definite answer to the problem because the answer would
depend on a number of factors which vary from one case to another. The discussion indicated that most of the companies represented in the group were
carrying on their major foreign operations through foreign subsidiaries incorporated in the countries in which located.
Maintaining Records
The discussion leader inquired whether any of those present had found that
restrictions and regulations in the countries in which they operated had interfered
with applying accounting methods and procedures consistent with those followed
by the parent company. The only interference reported was in connection with
a foreign subsidiary in Spain, where because of restrictions it was necessary to
revise the book figures in order to report in the form desired.
Representatives of two companies stated that they supply their foreign subsidiaries with their basic accounting manual, which was followed in the ac186
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counting departments of these subsidiaries. Others reported that aside from
insistance on a standard form for reports, the foreign subsidiaries were permitted to develop and use their own accounting methods and procedures. In
most companies, they endeavor to use native accounting personnel and have
generally found them well - qualified.
Audit and Control of Foreign Operations
The question was raised as to whether companies with foreign operations
have internal auditors to audit foreign subsidiaries or rely on audits and reports
from public accountants in the foreign country. The comments indicated that
most companies rely on audits by local public accountants. One member with
a company having 38 foreign affiliates said that his company had not had
traveling auditors, but that a recent visit by the company controller to subsidiaries in South America had revealed numerous cases where the foreign
subsidiaries could benefit from American accounting methods, suggesting a need
for traveling auditors.
In response to an inquiry as to how many companies duplicate in this country the records kept by foreign subsidiaries, it was indicated that this was not
a common practice, but that most companies depend on complete reports in
foreign currency, which are then converted into American dollars.
There was also some discussion about the feasibility of setting up on the books
of the parent company as a part of its investment in the foreign subsidiaries
an amount to represent the company's contribution in the form of "know- how,"
processes, and operating methods. It was pointed out that this might be of some
advantage if it were accepted as a part of the registered invested capital of the
subsidiary, but no experience with it was reported by those present.
Conversion from Foreign Currencies to Dollars
During a discussion of the problem of converting statements for foreign subsidiaries stated in foreign currencies into dollars, variations in practice were
reported. In some companies, the statements are converted by using the same
rate of exchange throughout the year unless there is an important fluctuation —
in one company a change of five per cent or more. Others use the current rate
obtained from The Wall Street Journal, The Journal of Commerce or the bank.
One company has each foreign subsidiary report in its monthly sales cable the
current remittance exchange rate. It was pointed out that these conversion rates
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were used in converting monthly statements in foreign currencies to dollars in
order that dollar statements might be presented to executives, that the methods
used were sufficiently accurate for this purpose, but were not acceptable to company auditors in the preparation of annual reports.
In connection with a discussion of the effect on the dollar reports of devaluation in foreign currencies, one member reported that in his company
quarterly forecasts were made, and that the actual figures were compared with
both the prior year's results and with the forecast. In the case of the devaluation
of the Mexican peso, this company was able to reflect the devaluation first in its
forecast figures, so that a comparison could be made between the forecast and
the actual results after devaluation. There was also some discussion of the
problem of converting Brazilian cruzeiros to dollars because of the differences
between the official, the unofficial and the free rate of exchange.
During a discussion of converting assets and depreciation from foreign currencies to American dollars, it was brought out that most companies convert at
the current exchange rate. When it was pointed out that this was a questionable method to apply to fixed assets and depreciation, a representative of one
company explained that at the beginning of the year his company had analyzed
assets by year of acquisition and instituted the practice of applying the rate in
effect on date of acquisition of each asset or addition. Another member stated,
that while application of the current rate appeared sufficiently accurate for conversion in monthly statements, the company did, for tax purposes, keep a record
of cost in dollars at acquisition and calculated depreciation and reserve in dollars, using schedule "M" of the tax return to reconcile these figures with the
book figures.
Inclusion of Foreign Subsidiaries in Consolidated Statements
Considerable difference of opinion within the group developed on the question of whether the statements of fully owned foreign subsidiaries should be
consolidated with the statements of the parent company for external reporting.
One member reported that in his company the investment in foreign subsidiaries
was carried at cost and that the only income of such subsidiaries included in the
report of the parent company was dollar dividends received, although in the
report to stockholders there was a footnote showing present value of the investment at current exchange rates. This practice was justified on the ground that
in view of the difficulty of receiving in dollars the investment in foreign subsidiaries any value placed on it was too tentative for inclusion in consolidated
statements. The practice was objected to on the ground that it failed to pro188

N.A.C.A. BULLETIN

vide full disclosure. This member argued for complete consolidation of wholly
owned foreign subsidiaries, but agreed that under certain conditions this might
be misleading, and that the supplying of supplementary information in the annual report was desirable.
A representative of another company said that in his company the statements
from subsidiaries in North and South America were included in the annual
report, but not the statements of foreign subsidiaries in other parts of the world.
However, his company does include in the back of its annual report a ten -year
statistical summary of balance sheets and income statements which include the
figures for all subsidiaries wherever located.
In a third company, all foreign operations are carried on by foreign subsidiaries of an international corporation. In this company, consolidated statements are prepared for the international corporation and for the combined international and domestic corporation on an estimated basis monthly and on an
actual basis quarterly and yearly.
Valuation of Inventories of Foreign Subsidiaries
The session closed with a discussion of the valuation of inventories of a subsidiary where these inventories have been supplied by the parent company prior
to a currency devaluation. The question was raised at to whether the inventory
should be written down to a point where it would realize normal mark -up when
sold, thus taking the loss during the period when devaluation took place, or
should be carried at cost and the loss taken at the time of sale. Preference was
expressed for the first treatment.
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Reports to Management
Discussion Leader: MERWIN P. CASS
Charles F. Rittenhouse & Co., New York, N. Y.

the session by stating that the theme of the
T session would be "Howopened
to present accounting reports in such a way that
HE DISCUSSION LEADER

management can understand and use the reports for control." He expressed
the opinion that while reports themselves are usually adequate, the accountant
needs to employ a bit of salesmanship to achieve more effective communication. A number of the group commented that "The way to sell reports to management is to give them reports they can read and understand."
Helping Monagemenf Understand Accounfing Reporfs
The discussion then turned to ways for helping management obtain a better
understanding of accounting reports. With respect to method of presentation,
the consensus of the group was that a combination of written and oral reports
is more effective then either used to exclusion of the other. The following suggestions were offered for making each of these methods of reporting more
effective.
Oral presentation of accounting reports is best made informally to
small groups sitting around a table. In this way, those present have
an opportunity to ask questions and clarify their understanding of the
material presented.
2 . A letter of comment should accompany written accounting reports. In
this letter, questions likely to arise in the minds of the recipients of
the report can be anticipated and answered. In particular, the letter
can explain reasons which lie behind changes in the figures shown in
reports.
3. By having the controller or other accounting representative present at
regular management committee meetings, accounting information which
is pertinent to the subject of the meeting can be presented and discussed. It was suggested that time consumed by such meetings can be
conserved by preparing an agenda beforehand and by setting a time
limit on discussion.
1.

Additional comments brought out the point that success in selling the accountant's ideas to management calls for an understanding of management's
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problems on the part of the accountant. Moreover, the accountant needs to
express his ideas in the language used by the individuals who are in a position
to utilize accounting information. As stated by one member of the group, "The
biggest difficulty often stems from the fact that accounting reports are stated
in terms which the accountant understands but management does not."
Discussion of means for accomplishing the foregoing objective led to formulation of the idea that the controller, treasurer, or other executive in charge of
accounting is a member of the management team and, as such, stands in a position where he knows both the purposes and goals of management as well as
sources of information available in the accounting records. He should, therefore, be able to choose and interpret the information which will help management achieve its goals. As expressed by one member of the group, "If the
accountant knows and understands management's goals and also the people
who need the information, it should not be difficult to determine what kind
of reports will achieve the purpose." It was also pointed out that the same
approach can be followed at the plant operations level if the plant accountant
keeps closely in touch with plant management and operations. A member of
the group explained that his company had attempted to foster close contact
between plant accountants and plant management by first training accountants
in production processes and then by locating the local accounting office in the
plant and adjacent to officers occupied by plant management.
Techniques for Improving Effectiveness of Reports
Members of the group mentioned a variety of techniques which they had
used to make accounting reports more effective. Among these techniques were
the following:
1. Use of round numbers (e. g. $5,000 instead of $5,389.32) where pre-

cise statement of the additional digits is not significant to those who
will use the report.
2. Brief daily reports to supplement monthly reports.
3. Methods for calling attention to figures that reflect conditions needing
management's attention. One member of the group reported use of a
pencil to circle such figures and to write brief marginal comments on
printed reports.
4. Supplementing figures with charts.
In the course of the discussion, questions were raised with respect to management's willingness to accept accounting information in the form of charts
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and graphs. Comments indicated that charts are widely used and preferred
over figures by management in many companies. However, a variety of suggestions were offered from the experience which members of the group had had
in initiating the use of such visual devices for communicating accounting information.
First among these suggestions was that the accountant should utilize techniques of salesmanship, such as getting management sufficiently interested so
that it will adopt the new ideas as its own and the timing of changes in reporting forms to coincide with times when management is interested in and receptive to change. In addition, it was suggested that new methods of reporting
be introduced gradually, with expansion of the program as those who use the
reports learn to understand new methods of presentation. The need to consider
the background and needs of management at different levels was stressed as
another important aspect of reporting accounting information. In this connection, the fact was stressed that key positions are held by men whose education and experience has been in sales and production rather than in accounting.
Consequently, the accountant must use language that these men can understand.
In contrast the latter point provoked comment to the effect that accounting
is the generally accepted means for expressing the financial operations of a
business and that operating management needs to know something about it.
The burden of the discussion which centered around this idea was that the accountant should accept a responsibility for educating his colleagues in management to a better understanding of accounting. Among the methods used for
furthering this aim reported by members of the group were exchange of personnel between accounting and other departments and a budget program which
emphasizes teamwork between accounting and other departments.
Achieving Timeliness of Reports
Before closing, the discussion shifted to methods for obtaining adequate
and timely cost information without at the same time incurring an excessive
burden of clerical expense. Representatives of several companies having multi plant operations described applications of mechanical equipment for transmitting and tabulating figures. Other suggestions offered for speeding up the
process of closing were use of predetermined burden rates, accumulating figures
daily, early cut -off dates for requisitions and other items which are fairly constant from month to month, and careful scheduling of closing operations.
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Goverment Contract Problems of the Prime
and Sub - Contractor
Discussion Leader: HARRY E. HOWELL
Principal, Howell 8 Co., Washington, D. C.

contract problems covered a broad range of
T topics of interest, from the allocation
and allowance or disallowance of
HE SESSION O N GOV E RN M E N T

specific expense items to more general discussions of government contract regulations and procedures. The discussion leader introduced the subject by stating
that he had hoped that during the "cold war" an opportunity would be presented to develop a form of contracting which would materially reduce the
amount and complexity of work involved in complying with government regulations. He stated, however, that, in his opinion, there has not been developed
anything that is really new or helpful in terms of reduction of the work or
expense required of the businessman handling government contracts.
Contract Price and Type
Contributions from the floor began with a general description of contract
price setting. The member speaking said that most of his company's contracts
are on a negotiated price basis and, when the sales department brings in a
project, the contracts department prepares a quotation estimate. The quotation
estimate is then released to the accounting department, the production control
department, the engineering department and the methods and manufacturing
department. Each department has a specific function to perform and that of
the accounting department is the development of overhead. There are four
classifications of overhead: general and administrative, material overhead, engineering overhead, and manufacturing overhead. Overhead rates, piece rates,
direct labor rates, etc. are developed by the accounting department.
A pricing group is set up in the general accounting department and this
group has the responsibility of co- ordinating the information and determining
whether the price looks reasonable. when satisfied that this is the case, a review is held with the heads of engineering production control, methods units,
etc., of the estimate details and it is determined whether or not the proposed
price (including reserves for contingencies) is suitable for submission.
In response to an inquiry by the discussion leader as to what extent in
pricing members present use already established burden rates as contrasted with
use of anticipated rates, it was stated by one member that his company develops
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a forecast rate every six months, based on the previous three- months period.
This rate is projected into the next six months, adjusted to higher or lower
production forecast. It was commented that, in this connection, there may be
a distinction between a company doing a continuing flow of business with the
government and a company with a one -time contract. In the latter instance,
the discussion leader indicated, there is usually considerable argument concerning the rate and the Government has difficulty in accepting prospective rates,
particularly if they are higher than the preceding period. He also indicated
that, if once the Government is convinced that there is a continuing relationship, a projection of overhead rates and a recasting of them on a sound basis,
it may well lead to an easier way of handling the work.
Some discussion ensued as to whether it was possible to negotiate a fixed
overhead rate which would not be further adjustable. It was stated that the
General Accounting Office had written several strong reports on the subject,
contending that the Government had lost out on such contracts, due to unforeseen volume increases sustained by the contractor. The attitude of the Department of Defense, it was pointed out, is not necessarily the same. The discussion
leader said he favored use of a fixed overhead rate as a means of getting back
to a risk basis of doing business —not only a profit basis but a profit and loss
basis.
Instances of increase in the number of fixed price contracts being used were
asked for. It was responded by a member with one of the large auto manufacturers, that the latter has apparently changed its policy from using redetermination contracts to using fixed price contracts. In respect of such a trend,
if it exists, the discussion leader suggested that the more level production conditions of the present may make it desirable to turn from a pattern of price redetermination—in which the government shares the risk and reduces the profit
—to one of fixed prices in which the contractor assumes the full profit risk.
He suggested that this may well be an opportune time to reappraise the
status of government contracting in individual companies and to consider moving to the simpler form of contract.
Can You Take Profit on Tooling?
An impression was voiced that no profit could be taken on tooling for contracts (an Army and Navy form appearing to exclude this cost from the profit
base, was cited). The discussion leader said he had not heard of any rule
along that line. Another member stated that his company had just had one or
more terminations of contracts involving specially designed and purchased tool194
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ing. This cost was listed on the face of the settlement proposal and profit computed on a basis including it, without disallowance resulting. An additional
member mentioned that his company was allowed a fee on tooling cost in a
cost - plus -fee type of contract.
The discussion leader called attention to the importance of account classification and titles truly descriptive as aids in establishing allowability of costs
and facilitating audit of them.
Inter -Unit Pricing Where One Unit Is Prime Contractor
A considerable discussion arose on the subject of inter -unit pricing bases,
as related to government contracts. One participant reported that his particular
department sells a considerable portion of one defense product outside the
company on a fixed price contract basis. The rest in identical or very similar
form is sold to other units of the company. The division has been trying to
convince the Air Force that it ought to be permitted to sell to other units of
the company at the same price as it sells to outsiders, this price to be allowable
in contract costs including the product. Another member reported selling from
one division to another on the net wholesale published price and writing into
its cost plus contracts the basis of transfer to be used.
The discussion leader then pointed out that, in selling to other units of the
same company, there would be no advertising and no selling expense and much
would depend also on whether parts or the whole product were being sold.
He commented that distributor parts price lists were well out of line in the
automotive field when large quantity government orders were received instead
of the minimum orders usually received for auto replacement purposes. He
agreed, nevertheless, that the thing to do is to set a reasonable price represented
by appropriate discounts from list prices and write it into the contract as a basis
of transfer, the proposal to do so being subject to government scrutiny.
It was asked why a producer of defense products could not enter into a
prime contract for each division so that each can furnish components to the
other divisions on a contract basis. The discussion leader suggested this might
be done but doubted it would affect the need for justifying reasonableness of the
price to the Government. Another member stated that his company sells to its
outside customers against competition on a strictly fixed price and indicated a
company viewpoint that competitive price ought to obtain in "selling to ourselves." There was a suggestion from the discussion leader that this might
be proper commercial practice, no matter the markup, but that the philosophy
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is strongly present in government contracts that it is not right to make excessive
profits out of defense and thereafter the practice would not preclude audit
review.
The subject of inter -unit pricing was pursued further by a member who
cited a representative from the Navy Department as indicating that all intercompany profits through every corporate level are carefully examined. The
experience of this member's company has been that dealings with subcontractors
are more satisfactory than with prime contractors, which often, it seemed,
"argue with the Government with one hat on and put another hat on to negotiate with the subcontractor." He stated that, in his company, the accountant
attends the procurement committee meetings to co- ordinate with others before
representatives go into redetermination negotiations with prime contractors.
The discussion leader expressed the feeling that it is a "mistake" for prime and
subcontractors to get into a "tangle," since the issue can and should be resolved
by the government.
Disallowances on Subcontracts
One member asked to know what to do about disallowances on subcontracts
going into his company's prime contract. Arbitration of the difference as a
dispute was suggested, for decision on appeal. Other than that, it was suggested to fix the point of discussion of the difference with the contracting
officer responsible (if the differences turned up under advisory audit under a
fixed price contract) who, it was thought, would be the officer responsible for
the company's prime contract.
Three Points in Termination
Experience in collecting pre - manufacturing expense on a contract terminated
before production has been started, was called for. A member answered that
his company establishes separate burden centers for material handling expense,
purchasing department expense, and storage department expense and collects
it on termination. The discussion leader recommended the total cost method of
termination in which the entire plant and equipment preparation costs, starting
up costs, hiring costs of engineers, drawings, etc., are lumped and deducted
from the credits allowed for inventory retained and then from credits for inventory the company was permitted to sell. In substantiating expenses claimed,
the discussion leader reported time records very useful, e.g., in the purchasing
department, the engineering department, the stores department, the accounting
department and all the way up even to the top executive offices, especially
where there is commercial work and a number of different contracts with several
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branches of the service. He stated that time records are kept not for regular
accounting use but as primary records created at the time the contract work is
being done, so that, in case of argument, there is information at hand. He said
that he had found this type of document carries a lot of weight.
One member wanted to know if anyone present in the group had experienced
termination under a letter of intent? A fixed fee contract was contemplated in
his company's case but was never formalized. The discussion leader doubted
whether a letter of intent could be terminated without going through the steps
necessary to negotiate the contract. A member wished to know how to get
starting load costs allowed in termination. The discussion leader recommended
early separation of these costs.
Incentive -Type Cost Reimbursement Contracts
A member asked about the range of applicability of incentive -type cost reimbursement contracts. The discussion leader pointed out that, although such
a contract must be susceptible of a reliable target price being established, the
applicability of the incentive device has been broadened by provision for
amending the target price under certain circumstances. He stated that, if agreement can be reached on the elements making up the job and a target price set,
then an incentive can be worked out in which savings over the effective price
can be apportioned, part to the Government and part to the contractor.
Some experience with incentive type contracts in the electronics field was
reported by a discussion participant, indicating that his company has completed two such contracts and has filed costs for redetermination. This member
stated that the incentive arrangement has increased profit rate by taking into
consideration the savings that the company shares along with the Government.
In summary, two points were made with respect to an incentive type contract:
1. If you use it on a small contract or one of a group of other contracts,
it is a big job to segregate the costs and avoid audit difficulties.
2. In an incentive type contract involving redetermination of target price,
the company takes any loss as compared with the original target price
and shares any saving below the amended target price with the Government. Once the settlement is made, the auditor can possibly come
in and cut the target price, further reducing the incentive.
About Section XV ASPR; "True" Depreciation; Renegotiation
Current and continuing efforts to revise Section XV ASPR were described
by the discussion leader, who feels that it should apply only to cost -type con SEP TE MBE R, 19 54
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tracts, and that contractors should have the responsibility of providing an effective cost system. He also stated that Section XV without revision, no matter
how much it is disliked, has stood long enough and is rigid enough so that an
independent accountant can examine accounts and make a perfectly honest report
that the Government should accept, based on its provisions.
The idea of establishing so- called true depreciation as a contract charge was
mentioned but there was no indication that the concept had yet been serviceably developed.
After a comment, responsive to a member's question, that the date of legal
obligation to refund an amount under price redetermination determines its incidence for tax purposes, there was discussion on the prospects of amendment
of the 1951 Renegotiation Act. This was indicated as probable. There was a
showing of hands to disclose companies represented which have had 1952
profits renegotiated. It was stated that many cases for that year are still open.
Extent of Industrial Accountants' Responsibility for Contracts
There was a general discussion within the group on the subject of responsibility of cost accountants for legal phases of government contracts. It was felt
by many that the cost accountant may be as closely connected with government
contract work as anyone else in the plant. He has to know the provisions of
the contract in order to accumulate the costs and he is equipped to understand
the provisions. However, it was also felt that, if an accountant were to assume
full responsibility for the contracts, he would be assuming a responsibility
representing a default on the part of executive management. It was thought,
therefore, that he should co- operate with the contract department. the legal department, the engineering department and others concerned but should not assume responsibilities beyond his professional ones.
Allocation of Overhead
The final topic to which attention was devoted was allocation of overhead.
A member instanced rates by classes of machines, with variations due to sizes
and types of machines. He stated that the navy cost inspector refuses to accept
these rates (yearly average). It was felt that the inspector was in error in insisting on departmental instead of machine -group rates. This assertion was based
on the accepted "rule" that, if the contractor's cost accounting methods are in
accordance with good accounting practice and produce a sound result, they
should stand. The member who raised the point said that, in this case, the
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result would have been to the Government's disadvantage and "they went around
and talked to each of our department heads and recomputed our general and
administrative expense on the basis of what they thought those departments
could contribute to this government contract," yet would not accept a contract
charge on this basis from the cost department's activity. The case was then
generally discussed as the meeting closed.

SEP TEM BER , 1 934

199

� �

