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Geari ng Accounti ng to Management Needs

by E. J. HANLEY
President, Allegheny-Ludlum Steel Corp., Pittsburgh, Pa.

industry will have to increase
I its capacity by 50 per cent in the next fifteen years
to meet the needs of our
T HAS BE E N FORE CAST t h a t t h e i r o n a n d s t e e l

growing population and its steadily increasing appetite for more steel per capita.
Further, it is estimated that fifteen years from now, the population of this
country will exceed two hundred million. The iron and steel industry, therefore, is not the only industry in these United States facing up to the challenge
and opportunity. It now appears that nearly every industry in the country is
confronted with this type of growth.
Needless to say, if it is to thrive and prosper, the individual company must
grow with the country. If it does not do so, it loses position relatively and,
more often than not, it finds itself by- passed completely by others whose increasing size has resulted in investments in more efficient, more modern equipment and processes. To fail to grow may very well mean to fail altogether.
How does a company grow? It grows by satisfactorily serving its customers at
a profit. By so doing it becomes attractive to investors and finds itself in position
to finance expansion in the market place if it wishes. It is, therefore, not shackled
to the praiseworthy formula of financing expansion out of earnings which may
well be completely inadequate to take care of a dynamic, rapidly growing company. Really, though, I am getting ahead of my story. I want to point out how
the accounting organization fits into the imaginative, stimulating, engrossing
job of helping management with its future plans.
JULY, 1933
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Keeping the Book —and Throwing It Away
First, I would like to pay my respects to the more conventional aspects of
the job of the accountant. Accounting provides, of course, the basic history
of what has happened. This is recorded, item by item, in the books of account.
It is then summarized in the profit and loss statement and the end result is
presented in the balance sheet. As we look at these statements, they are not at
all glamorous. Also, I am sure you would agree that, here and there, we need
a footnote or two to tell us what is behind the figures. Nevertheless, it is the
history of the company —in figures —and we must have it. It has been said
that history is a nation's memory. I believe we can paraphrase this by saying
that the books of account are a company's memory. Without such information
we would not know where we were and we would have little to help us in
looking ahead. This phase of accounting, you will note, has to do with recording what has happened. It is a continuous study of yesterday. True, it does
involve a forward look in the matter of depreciation policy, pension accruals,
and various other kinds of accruals and reserves. Yet these questions are all
approached from the standpoint of reflecting in the accounts certain charges
with a view to having the balance sheet correctly stated at the close of the
accounting period.
There is a newer phase of accounting, however, which has been rapidly
improved over recent years. It is that phase of accounting which relates to
internal transactions in a business. I refer, of course, to cost accounting with
all its helpful detail. Standard cost plans are now so well accepted that they
have virtually disappeared as an N.A.C.A. subject. With this phase of accounting, I would also include information relating to the budget for the current
period and all corollary cost reports. I would include our whole series of standard cost reports for the operating people. Budgetary comparisons for such
activities as sales, research, and so on, are regularly issued, too, as part of the
ordinary cost and accounting control reports. Reports relating to appropriations
for plant additions and improvements are of the same nature.
However, cost accountants on occasion have to throw away the book and
use their own imagination and ingenuity in the solution of management's
problems. A good cost accountant is worth his weight in gold. He is, incidentally, a fellow with observing eyes, convinced that he can find the answer
to almost any question. He has the ability to define his problem. He can separate the important from the unimportant. He is a diplomat. Moreover, he
knows his way around. This kind of a fellow does not stay put. He is always
looking around for new fields to conquer. For one thing, he finds himself
1364

N.A.C.A. BULLETIN

more and more often resolving questions as to the future financial results of
certain moves suggested by management. He begins to deal more and more
in futures. It is to be expected, therefore, that he will find himself becoming
more and more involved in the job of helping management keep abreast of
changing times. He begins to enter fields formerly pretty well pre - empted by
the statistician. In these fields, he finds himself dealing almost entirely with estimates and forecasts. This is the forward planning area of accounting. It is
where he begins to be completely involved in the future plans of the company.
And why should not the accountant move into and be helpful in this field?
Really, it is only a development of the art of budgeting and cost estimating.
In these fields accountants are peculiarly equipped to gather together and
summarize in an integrated whole the anticipated financial results of these
forward plans.

Cash Forecasting
As the ultimate objective of this phase of accounting, I would place the forecasts of cash as they relate not only to the current year but to some subsequent
period ahead, say five years. Cash forecasts, requiring as they do a projection
of the profit and loss statement and the balance sheet, make it necessary to do
forward planning for every function of the business for the period covered by
the forecast. If we have asked the sales department for an estimate of sales
for the period to be covered, we are in a position to obtain information from
our manufacturing and engineering departments concerning forecast changes
in and additions to physical facilities. Then, with the aid of heads of all departments, we are in a position to make some reasonable assumptions with respect to future selling prices and costs. About the only other major assumption
necessary relates to the probable trend in taxes. When all this easily described
but painfully accumulated information is gathered together and integrated into
a forward projection of the profit and loss statement and the balance sheet,
the necessary information for forward financial planning becomes instantly
available. Keeping the cash forecast up to date requires continuous re- appraisal
of forward plans. None of the estimates and few of the assumptions upon
which it is premised will be unchanged by the passage of time and the force of
circumstance. Consequently the cash forecast is really a fluid document, revised
frequently in the light of new happenings. At any time, however, it presents
the best thinking of the whole organization with respect to where the company
is going, how it is going to get there, and what it is going to look like while it
is on its way.
J U L Y , 1933
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Computers Ahead
Out of cash forecasting, or rather as a part of it, grow many corollary things
opening up larger and most interesting fields to the enterprising accountant.
To begin with, he is probably the custodian of the business machines department. just think —we used to call them accounting machines. Now we devote
a great part of their time to sales analysis work, which is principally statistical.
Some have found these machines useful to quality control departments, if they
have had anything to do with statistical analysis. Now we are beginning to see
newer, more versatile machines entering the accounting field. There are machines
which will do many things the accounting department wants and many things
management, as such, wants. They are peculiarly adapted, too, to solve quickly
some of the questions management will want answered in its forward planning.
I feel certain that these questions will relate to such intimate operating details
as optimum machine scheduling programs, inventory objectives, and control.
These machines will also help management reach decisions as to which of several
alternatives operating plans or machinery programs should be adopted. As we
go along, we will find other things that they will help us do. Any forward
looking accountant is watching the development of the electronic computer,
with a view of determining how soon he can justify getting his hands on one.
Once he has one available he will, I am sure, find himself in a position to do
still a better job of gearing accounting to management's needs.
Report Requirements to Satisfy Informational Requirements
There are a few very obvious requirements for accounting information and
reports that I feel I should mention. Most industrial accountants know them
well. Management expects these things as a matter of course. Yet sometimes
they are overlooked. For one thing, information supplied to management must
be accurate. However, this requirement does not preclude the inclusion of
reasonable estimates in its preparation. The accuracy which management requires is only that which permits it to reach sound conclusions and make sound
decisions. We have all seen accountants whose fetish for balance sheet accuracy
was such that they would have nothing to do with the preparation of sales statistics which certainly were sufficiently accurate to be a great help to operating
management, at least as contrasted to the alternative of no statistics at all.
Incidentally, this type of fellow finds it almost impossible to do very much
about future planning.
1566
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Also, operating management has to have information that is timely. By this
I mean two things. First, information should be available promptly. Profit
and loss and cost information which is available two or three weeks after the
close of an accounting period is worth little more than the paper it is written
on, so far as the taking of action is concerned. The data is so far removed
from the period during which the incidents giving rise to it occurred, that people
have forgotten the circumstances then prevailing. Information available a few
days after the close of an accounting period is alive and can be the basis for
taking action. The questions of timeliness and accuracy are related. It is certainly better to have information based on some approximations in time to take
action, than it is to have absolutely accurate information with the same lack of
glamor as the news in yesterday's paper.
Further, operating management has a right to expect intelligible information.
Not all the information going through the accounting department is of interest
from the standpoint of planning or control. Sometimes, however, those who
prepare reports seem to want to display all they know instead of selecting
the material really of interest. Besides, it is easier. A way has to be found
to separate the irrelevant. Such material detracts from the intelligibility and
usefulness of any report.
Reports should be readable. They should be attractive. Both these factors
add to their intelligibility. Every report should carry with it some basis for
comparison. I can think of nothing more useless than a mere tabulation of
figures without some comparative information for a prior period or a budget
of some kind. A reader has to have something readily at hand to help him in
his interpretation of the figures presented. If management has to supply its
own comparisons, it will soon be having its own report preparation department,
or a new accountant.
A word or two, also, about the form of reports. Where conclusions have been
called for, they should be tersely stated at the very beginning of the report,
substantiated briefly in the body. Charts and figures should be included where
they are appropriate. When the report is directed to an individual who prefers
data in the form of charts, I would expect that much of the data would be so
presented. Where the report is directed to a person who prefers tabulations of
figures, I would expect the report to take that form, whether or not the individual preparing the report liked one or the other method of presentation
better. The accounting department must try to assume the other fellow's viewpoint. The report should be prepared to be of use to him. How the accountant
likes it is completely immaterial.
J U L Y , 1933
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In short, the accounting organization is, or should be, expert in report making.
If it is not so expert, it should become so at once in the process of gearing
accounting to the needs of operating management. In this direction it is particularly appropriate that the accounting organization give great time and attention to the presentation of data to operating management. Every action taken
in carrying on a business is finally reflected in dollars and cents. Since the
accounting organization is the custodian of all the documents covering receipt
and payment of the company's funds, it is, perforce, the source of all financial
information, though not always the source of all wisdom. It is, therefore, the
single place in any business where authoritative information is to be found.
Its personnel, furthermore, is skilled in the handling of figures. They know,
not only what the costs have been on a particular project, but they have information also as to how to go behind these financial figures to gather and present
the facts giving rise to them. As a matter of fact, if they are really "on the
ball," if they are making the figures "live," they keep continuously close enough
to operations to know what is behind the figures.
Furthermore, including as it does the internal auditing department, where such
a department exists, the accounting organization is the logical group to investigate and prepare reports on special subjects, when needed. Then, of course,
there are such complicated accounting techniques as "lifo," which are understandably beyond the comprehension of any other people on earth besides the
accountants who dreamed them up or installed them. On such subjects operating
management is not only at the mercy of, but entirely dependent upon, the accounting organization for the establishment of inventory objectives. Close
liaison has to be carried on continuously with purchasing and operating management with a view to keeping inventories at the most favorable levels.

Where —and How —Does the Accounting Department Stand?
Needless to say the accounting organization's position is somewhat delicate.
In the ordinary course of its duties it cuts across every functional line. Fundamentally, the accounting organization is a service department and the better it
performs its job of gearing accounting to the needs of operating management,
the more it functions as an investigator and reporter. Do you recall the definition of a cost man as a fellow who is trying to assist someone who wants no
help by supplying him with information he does not want disclosed? To a degree,
this story illustrates the position of an accounting organization. It must continuously exercise good judgment and great tact if its reports are to be respected and used. This is the real reason why information must be accurate.
1568
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Inaccurate information is soon discredited and with it the one who was its
author. It is the reason, too, why the really useful accounting representatives are
those who can sell their wares, to wit, their reports, tactfully and effectively.
Too many times, I think, we find accounting department representatives antagonizing their customers, i.e., those who receive their reports.
Accounting department representatives are continuously tempted to step out
of character to the point of taking administrative action in the light of information disclosed in their reports. Ordinarily, it is not the function of an accounting department or any of its representatives to take administrative action outside
of its own department. The minute that this happens, antagonism and animosities develop and the real usefulness of the organization as an investigator and
reporter begins to diminish. I know many individuals who have stepped from
an accounting post into an administrative job, but this has involved a change
in title and a real change in assignment. I know of many places in which the
accounting department has meddled in administration to the detriment of an
entire organization. It is a great temptation to take steps, particularly when
action is delayed. Organization -wise, however, the accounting group should look
to the various administrative leaders and should prod them, if necessary, to
take the required action. It should not take upon itself the assumption of corporate -wide administrative functions.

Tailoring Reports
Reports to various individuals in operating management should be designed
with the particular audience in mind. The chief executive of a company is first
concerned with overall operations. He is also greatly interested in forward
planning. He wants to know at all times how current operations compare with
the plans which were made previously. However, he is likely to have particular
interests which change with the times. A year ago I had placed on my desk
before five o'clock every afternoon a summary of the total volume of orders
received for the preceding day. Operations were slow. My principal interest
at the moment was the volume of incoming business. Our operating plans,
purchasing instructions, and so on were on a day -to -day basis. Today, daily
order information is not of interest to me. Information concerning the volume
of orders received for a week is entirely adequate. On the other hand, because
we have a few places at which new equipment is in the early stages of its operation and, unfortunately, is not operating as well as it should, I am extremely
interested to know how we did on each of these units every day and for the
month. Consequently, I am receiving a report each day showing what is going on.
JULY, 1955
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The chief executive's staff? Well, the chief executive's staff wants information to help it do its job and it wants badly to be in a position to answer the
chief executive's questions. So the accounting department's problem is a bit
different, because this is a different audience. Reports to the staff of the chief
executive must cover, not only general matters, but must be backed up by more
detail relating to plants so far as manufacturing is concerned, to district offices
or product lines so far as sales are concerned, to products and even projects,
so far as research is concerned, and definitely to projects so far as engineering is
concerned. It is similar with the next tier of supervision in the operating management. Plant managers constitute an audience interested in the activities of the
plant, detailed to the point at which they can understand the progress of the
operations under their superintendents, and the superintendents in turn are interested in information by foreman responsibility.
In sales, below staff level, reports must be directed to district sales managers
and then to salesmen. In research, they must be directed to every phase of
research in accordance with organization responsibilities, and so also with reports for engineering and other departments. All these reports should be
presented, also, to show information relating to important phases of the business
—for example, product lines — within each of these responsibilities and all
should be expressed in terms which the particular audience can understand.
An Educational Aspect
Accounting has been referred to as having at least one of the aspects of a
science, namely, that of having a vocabulary totally unintelligible to the uninitiated. This should be borne in mind when consideration is given to the
audience to which a report is directed. For example, physical units as a measure
of expense and numbers of people as a measure of working force are much
more easily understood by the foreman than are standard dollar value of maintenance material or standard labor hours. This leads me to say a few words
about the educational responsibilities of the accountant who is gearing accounting
to the needs of operating management. Unless your audience understands the
limitations of the information you are providing, it is possible to get into a lot
of trouble. I do not have to emphasize that every cost figure is premised on
a great number of assumptions. I do not have to explain that, when these
assumptions are changed, the figure we have called "cost" changes. You recall
the old story defining a statistician as an individual who draws a straight
line between an unwarranted assumption and a foregone conclusion. The minute
that assumptions upon which a cost figure is based are changed, some recalcula1570
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tions are immediately in order. Operating management, if it is to be guided
intelligently by accounting information, ought to be acquainted with its limitations, and that is an educational job.
As a matter of fact, accounting information will be more useful and more
dependable when the accountant knows the purpose for which it is to be used
so that he can check basic assumptions involved in its preparation, to assure
that they are reasonable in the light of the job in hand. Perhaps this comes
under the heading of playing precisely to a particular audience. On the other
hand, it goes a bit beyond that, even, because it involves knowing the purpose
for which a particular audience wants to use the specific data. I believe that
the accounting organization which is really gearing accounting to the needs of
operating management will so condition its management that the latter will
ask the accounting organization for the specific information it wants. To put
it another way, operating management will acquaint the accounting organization with the purpose for which it wants certain information. It is almost a
prerequisite that the purpose be known to assure that the data is soundly put
together.
Something New Today —and Tomorrow
In gearing accounting to the needs of operating management, the accounting
organization is dedicated to help management to do its job better. To do this,
the accountant is continually challenged to change what he is doing, to contrive
new solutions to baffling problems, to make the information he prepares available earlier and in the most intelligible form, to help management plan the
future. This is why there is always something new in accounting. This is why
the job is different every day. This is why it is so exciting. I can assure you
there are tremendous opportunities in this kind of accounting and, incidentally,
out of this kind of accounting. I have seen many accountants, who have successfully geared accounting to the needs of operating management, move from
accounting posts to administrative posts, and I have told many of my friends
who have made this change that, although they are successfully getting away
from accounting, they will never get away from accounts.

JULY, 1955
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The Accountant's Contribution
to Long -Term Planning
by WILLIAM C. WICHMAN
Vice President and General Manager,
Industrial Power Components Division, General Electric Company, Plainville, Conn.
HE T OPI C O F THI S SESSION a p p e a r s t o m e t o b e e x t r e m e l y w e l l C h o s e n a n d ,

in my opinion, it certainly deserves a place on the conference agenda, because I have the deep conviction that no more important responsibility confronts our businessmen today than that which demands that each play his own
chosen role in the growth of our American economy. We are only beginning
to realize the full implications of that role. Has it ever occurred to you that,
just as our leaders in the physical science today have pretty well had to discard the pat formulas of their distinguished predecessors, so, too, the modern
economic theorist is quite ready to admit that the classical doctrines taught in
our schools so confidently fifty years ago were also over - simplified?
They have given place to the much humbler conviction that overall economic
behavior is a most complicated mechanism —that it is not static but dynamic —
and, most significantly, that the businessman himself can do a gr eat deal to
bring about the overall well being of the nation as a whole. This, in itself,
is a new thought for those who have been apt to visualize the businessman as
simply a trader who rose and fell with the business cycle —an economic opportunist who drifted back and forth with the business tides and whose capacity
to survive depended on his ability to trim his sails as he saw economic storms
brewing. In contrast to this earlier view, I think it is fair to say that today it is
well recognized that the businessman himself does much to influence our total
economic environment, that he is far from being a passive, bystanding spectator
and, by the same token, that his is a grave social responsibility, that of contributing to the stability and growth of the economy by deliberate, purposeful,
action.
There are four important keys to our joint business future as listed in Exhibit 1. They are:
I. An adequate understanding of
American economy.
2. An appreciation of its potential.

the

3. A strong belief in the principles and
practice of innovation.
4. Long -term planning by every individual
business enterprise.

Some Significant Features of the American Economy
This economy of ours has long been the envy of the world and the despair
of our enemies. Not only has America been the principal support of the Free
1372
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Kars,

but today we are almost single - handedly
World through two cataclysmic
providing the material to contain world -wide communism. Several characteristics
of this economy are pertinent to our present discussion. The first is the fact
that this country of ours, with only six per cent of the world's population and
seven per cent of its land area, consumes more than one -third of the world's
goods and services, and actually manufactures nearly half of all factory produced
goods. The second is the fact that real income of our 165 million Americans
exceeds that of 600 million Europeans, including the Russians. A third characteristic is the fact that (although exact productivity is most difficult to measure)
productivity in this country has constantly increased.
A third characteristic is the fact that (although exact productivity is most difficult to measure) productivity in this country has constantly increased.
In this connection, the chart of Trends in National Productivity (Exhibit 2)
shows two curves, first, national income per manhour for the past century and
as projected for 1960 and, second, industrial output per manhour since 1929,
extended at its average rate of growth through the next decade. The two curves
indicate with excellent correlation the steep rate of climb which has taken place
since the nineteen thirties and which is expected to continue. The lower curve
shows dramatically that productivity has been on the rise for the last century
and also that the trend of its rate of increase has been constantly upward.
A recent survey by the Twentieth Century Fund entitled "America's Needs and
Resources: A New Survey" is a mine of information for the student of American
economic trends. The first of two curves mentioned above is based on statistics
shown in that survey. The report has this to say about productivity:

is

"The prodigious increase in output per manhour over the last century and the
marked lead which this country holds over the rest of the world have not been achieved
by working harder or more skillfully. The causes have been a steady expansion of our
productive plant and our technological progress in devising superior techniques and
processes and more and better machinery to multiply human effort.
"The heavy capital investment in productive facilities and the lavish use of mechanical power are unquestionably the most important immediate causes of the high
and rising level of American productivity. Technology America's primary resource.
Without it all other resources would be economically non- existent.
"One of the most striking developments in existence in some industries is automation. American management has discovered that any repetitive task that can be done
by human hands can be done as well or better by a machine and, usually, far more
economically. Automation holds the greatest promise not only for industry but for
the worker."
One way of indicating overall American progress is shown in Exhibit 3
which discloses the trend of gross national product since the turn of the century. Here, both in the terms of actual dollars and in equivalent 1950 dollars
to remove the effects of inflation, is shown the tremendous growth in our naJ U L Y , 1955
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TO OUR

JOINT

B US I N E S S F U T U R E

(1)

ADEQUAT E UNDER ST ANDI NG OF O UR AME RICAN E CONOMY

(2)

AP P R EC I AT I O N O F IT S PO T E NT I AL

(3)

BELIEF IN INNO VAT ION

(4)

LONG -T ERM PLANNING
Exhibit i

tional output over the past fifty years. Again, we note a much steeper rate of
climb since the mid- 1930's. One would at first be inclined to imagine that,
having achieved present heights, our economy might now begin to "level off."
However, the Twentieth Century Fund survey indicates strongly that, although
our economy has become the strongest and most productive system in human
history, it still appears to have within it the potential of climbing at a quickening pace to far greater heights. One factor furnishing the opportunity for this
further increase is the prediction of the Census Bureau that our population will
grow by 1960 from our present 165 million people to about 177 millions.
Some indication can be had of the nature of the shifting pattern of age
groups in our population by reference to Exhibit 4, on which are shown the
relative changes in the two groups selected, "the dependent group, under age
1 5 plus those 65 and over," and "the working age group, ages 1 5 through
64." Although these are, of course, quite arbitrary distinctions, they can be
used in this connection with deep significance. It is seen from the chart that
the dependent group aggregated 32.4 per cent of our total population in 1940,
rose to 35.3 per cent in 1950, and is projected to become 39.1 per cent in
1960. Looking at this same fact in slightly different manner, the projected
1960 population will show an increase of 62 per cent over 1940 in this dependent group, as compared with an increase of only 19 per cent in the working age group. Here, therefore, it seems to me we find the crux of the challenge to the ingenuity of the American businessman, for on him rests a major
share of the responsibility for proper solution of this problem. On his performance, in this regard, our future rests. It can either result in the economy rising
to far greater heights or, on the other hand, this rising pressure, unsatisfied,
could simply result in social unrest and perhaps uncontrollable inflation.
1574
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This brings me to the next key to our future, a single word which, I think,
most aptly characterizes this dynamic American economy of ours today and spells
out in large letters our hope for the future. That word is innovation. Of course
I do not mean change just for the sake of change itself. Rather, by innovation
I mean the purposeful change of a product or of a service or of a method of
performing a function, which results in a net gain for our economy. The quotation I have already given, relating to the contribution of technology to our
national growth, is a most important phase of innovation. What we are doing
today about automation is another phase. A good look at the progress we have
made and at the American way of living makes it clear that we owe much
of our present material wealth to these innovations of the past —to those new
products and new ways of doing things which have now become commonplace
—and I think you will agree with me that our future depends largely upon our
continuing to show the ingenuity and the competitive spirit which have brought
us to this point.
One of the most encouraging aspects of our present situation is the degree
to which responsible business leaders, aided now by an impartial government,
conscientiously probe the potentials and opportunities and problems presented
to us by the future, attempt as best they can to set specific and definite objectives,
and then to generate plans which will allow their enterprises to grow and to
develop within the environment, as they visualize it. I am referring here to
long -term •planning by a multitude of individual businessmen, based by each
on careful analysis, in order to provide himself with a proper perspective for
determining his place in this vast scheme of things. Incidentally, this long range planning, in itself, plays a part in stabilizing our economy. This was recognized by Sumner Slichter in a recent article in the Atlantic Monthly, in
which he noted that capital spending in the furtherance of long -range planning
was an important bolster to the economy in the business dip so recently surmounted.
Far - Reaching Questions Which Must Be Asked in Planning
For purposes of discussion, let us define long -term planning as the process
by means of which the business manager or management team first arrives
at long -term objectives, then determines the cost of financing and the precise
methods and programs to be followed in setting up and bringing into successful operation the organization, personnel and facilities required to meet those
objectives. Now any expenditure other than for current operating needs requires some forecasting or a look into the future. Because of this many of us
J U L Y , 1955
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have fancied that, by placing the proper restrictions on the approval of such
projects, we were thereby accomplishing long -range planning. A great many
manufacturing concerns have prided themselves on the completeness of their
plant appropriation procedures and on the wealth of data required to accompany such requests.
Just for purposes of illustration, I am going to outline a procedure which
would have appeared strange to none of us a few short years ago. Let us assume that a plan for a new factory is going to be submitted to the board of
directors by the general manager. He is a man of great perspicacity. He
"knows" that the company needs this new plant. Now, there is no question
in my mind but that we can count on you, the industrial accountant, acting as
the financial man of this mythical enterprise, to present a clear financial picture
of the proposed undertaking from the data submitted to you. From your cross
examination of the marketing manager, volume and product mix estimates
emerge. Your manufacturing colleague tells you what the floor space and
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buildings will amount to, gives you a list of the equipment, estimates installation charges, and informs you of the length of time it will take to put all
facilities in place. Similarly, your engineering counterpart furnishes data with
respect to design and tooling programs. You are now enabled to assemble
a profit and loss statement which will show in all necessary detail the indicated
profitability of the proposal, the investment required (properly segregated),
starting costs and ultimate margins, break -even point, and the effect of variations in volume and product mix, so that estimated return or additional investment is carefully spelled out.
As I have said, such data are in good hands. I think, however, you will share
with me a real concern as to whether our procedure has brought out the answers to all of the really penetrating, fundamental questions which might have
been asked, questions upon the answers to which rest our real hope for realizing indicated volume and profits over the long pull — questions like these,
perhaps:

2.
3.

4.
5.
b.
7.

8.

9.
10.

Who are our real customers —and what
are their needs?
W ill our customers continue to need
our product or our service to the same
degree as before?
What are the future volume prospects
of our cusfomersl (This depends upon
the answer to another question —what
are the future trends of those factors
in the national economy on which the
businesses of our customers depend ?)
What other industries compete with
ours in serving our customers?
What is the trend in competition
among these industries?
Who is apt to win out?
Within our particular industry, who are
our competitors and how do we stand
with respect to them volume -wise?
(Another way of putting this, of course,
is- what is our percentage of the available volume, compared to that of
each of our major competitors ?)
What do we suspect as to our competifors' plans with respect to their
industry position as opposed to ours?
With respect to their plant capacity?
What is our trend with respect to industry or market position?
How does our product compare with

I

12.
13.
1.1.

15.

Ib.
17.
18.
19.

that furnished by competition?
Is our product satisfactory or will it
need changing? Do we have any
changes in mind for any other reason,
such as for the reduction of costs?
How long since our competitors
changed their product design?
W hen do we think they plan their next
design change?
Is the proposed factory pretty much a
one - product proposition or is it adaptable to change with changed product
design?
How about the availability of our
product to serve our customer needs as
they arise? Are we doing a good job
in meeting our customers' real needs?
How does this compare with the job
our competitors are doing?
Will we do a better job with the new
facility? Enough better?
What do we know about our competifors' plans with respect to improving their customer service?
How do we compare with competition
in regard to profitability?
Are our product costs in line with
theirs? Do we have cost leadership?
W hat are our competitors doing about
their cost situation?

With regard to the proposed location for the new facility, there are still other
questions. What kind of a community do we propose to move into with our
new plant? Is it one where we can expect to be able to recruit the number
and kind of people we will need over a long period? Is it one where we can
J U L Y , 1955
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expect to achieve our total labor cost objectives, giving due consideration to
employee effort, wage rates, productivity and attitudes? Is it a progressive community with respect to furnishing the services we will need as to power, water,
sewage, schools, etc.? Are the tax rates reasonable? Is the community well governed? How about the situation of our competitors with respect to community plant location? Are they as favorably located as we propose to be? What
are they planning to do about it, so far as we can tell?
On the whole picture, there are further points of inquiry. Is our planning
for this project complete in all details? Does it fit into the total plan for the
organization? Is it complete with respect to personnel, to product? Will it
stand on its own feet or will other supporting ventures have to be undertaken?
Is the transition well planned with respect to the meeting of customer needs?
Finally, is there any better use to which we can put our money and our talents?
Is this the kind of a business we should be in? Is this particular product a valuable one to I t s from the standpoint of use of both our honey and our talents?
Characteristics of a Sound Long -Range Plan
My reason for presenting this example has been to examine in some detail
the possible shortcomings of an approach to long -range planning which has
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been all too common in the past. Its principal defect is not that the basic
project is "wrong." Indeed, most of these undertakings are probably, actually,
long overdue and failure to undertake a project is, in some instances, worse
than getting it started with some imperfections. I am trying to illustrate an
unto- ordinated approach, to indicate that the idea for the project many times
stems from one man's intuition. He jumps to a definite proposal without alternatives —and then all of our good analytical work is drained into an effort
to analyze and even, sometimes, to rationalize that proposal. I am proposing,
in contrast to this, the thesis that a sound long -range plan should have certain
very definite characteristics, among which are the following set forth in Exhibit 5:
It must have, as its motivating force,
both that keen perception of the opportunities open to the enterprise
which results from the combination of
an understanding of pertinent business
patterns and relationships, and an aggressive and enthusiastic approach.
2. It must be set up to meet objectives
which reflect an understanding of the
facilities and resources at the disposal
of the management.
3. It must be sound and realistic. Furthermore, it must have a short -range
"handle ", that is, it must blend info
the day -to -day work of the enterprise.
4. It must be capable of being translated
into tangible dollar programs in order
to obtain proper financing.
I.

5. It must fit into the plans for the whole
enterprise and embrace all functions
of the busineess— manufacturing, engineering, marketing, finance, and employee and plant community relations.
6. It must be susceptible of frequent review so that continuous check -up and
revision are possible. It must be segmented so that it facilitates ready control and allows full play to "feed- back"
or self correction.
7. It should be as self - liquidating as possible in order to minimize financial
strain.
S. It must be presented in such a way as
to reflect the careful consideration of
alternative ways of achieving the desired results.

Setting Up Company Objectives —and Sub - Objectives
Now I would like to discuss somewhat specifically this matter of objectives
which has been mentioned several times. Properly used, the concept of objectives is vital to the successful conduct of a. business enterprise. Perhaps you
will agree with me that the objectives of a business should meet certain requirements. Exhibit 6 lists such requirements. They must be specific and tangible
and capable of being achieved with the resources, personnel and facilities that
can be mobilized for their accomplishment. This feature was mentioned in connection with the characteristics of a long -range plan just a moment ago, but it
bears repetition. Furthermore, I think you will agree that the attainment of
the objectives must be subject to definite measurements and, as accountants,
you will play a major role in that measurement. Also, of course, objectives
must be susceptible of being broken down into myriads of sub and even sub sub objectives, each of which can be accomplished by planned, individual action. It will also be agreed that, above all, planning to back up the objectives
J U L Y , 1955
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must be thorough. Finally, as conditions change, objectives will need to be
modified and plans changed.
A business firm has many worthy objectives. I am going to over - simplify the
procedure of developing them, in the interest of saving time. I am going to
say that profitability is the key objective and that the others complement it.
It is not necessary we discuss profitability in any detail, because of your familiarity with the subject. It is my own opinion that a sound profitability objective—
while it it will consider many subsidiary factors, such as net income to sales, total
return on invested capital, and turnover of capital, among others —can finally
be summed up in terms of residual dollar profits to the enterprise, net after
taxes, over and above a fair charge for the capital used in the business. While
profitability is the key objective, it will not be obtained without the achievement
of other equally tangible objectives. Broadly, these are market position, productivity, product leadership and employee attitudes and personnel development. Market position, itself, the 'volume- getting objective," is dependent
on product leadership and product availability at a competitive price. In order
to achieve product leadership, it is necessary that we know what product will
do the best job for our customer, recognizing, as many fail to, that he is not
really buying a product at all. He is buying a function to suit his own purposes
and needs and he will buy the product which best performs that function at the
lowest over -all cost to himself. Product availability is not stressed often enough,
in my opinion. It embraces not only the speed with which we put the product
in our customer's hands —it involves also our willingness to serve him in other
ways, important among which are the slight deviations or modifications in product which are necessary to him. The function of price is self- evident. In today's economy, price competition is taken for granted.
A productivity objective is necessary in order that proper costs be realized.
Without such costs, profitability will not be achieved. Here, of course, the
accountant really comes into his own and here innovation serves a most important purpose, because the introduction of new technologies, new methods, new
processes is the best possible way to achieve cost reductions. Accountants need
no admonition with respect to the accomplishment of cost reductions. I think
that N.A.C.A. has done outstanding work in pointing out to industry the manner in which these can best be accomplished. Closely allied to productivity and
vitally essential to it is the necessity for securing proper employee attitudes and
for the development of personnel, so that each individual can develop his highest abilities in the furtherance of both his own and the company's objectives. It
is recognized, today as never before, that the goals of a business are not going
to be attained without the full sympathy and active support of the work force
JULY, 1953
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and unless employees contribute their full skill, care and effort. The problem of
so motivating employees as to achieve this result is one of the most pressing
facing industry today.
We have now talked to some degree about what long -term planning is.
For purposes of contrast, let us consider what it is not. In a well run enterprise, long -term planning is not a separate procedure called into practice whenever it becomes obvious that some form of forward - looking expenditure must
be made. Quite the contrary, long -term thinking is an integral part of the
policy structure of the business, which automatically brings into play long -term
planning, along with short -term forecasting and the annual budget. The objectives which we have just spoken of— profitability, market position, product
leadership, productivity, employee attitude and personnel development —are
all of such a nature that we can set up short -term as well as long -term targets,
or goals, for their accomplishment. As a matter of fact, I can say from a certain amount of bitter experience that the only way to realize long -term objectives
is to be able to translate each of the myriad, closely interlocked plans for accomplishing them into answers to a multitude of questions like those set forth in
Exhibit 7:
I. Who will take what action? When?
2. Who will teach him how?
3. Why will he feel he ought to do it
quickly and well?
4. What facilities and materials will he
1582
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Broadening —and Lengthening — Application of the Budget Idea
Now, let us discuss the role of the accountant in this process. We will assume that the manager of finance is high in the councils of the general manager, that he is a full member of a team which also includes the managers
of all other recognized functions. At General Electric we call them marketing,
manufacturing, engineering and employee and plant community relations. Suppose we also assume that the accountant has been able to persuade the general
manager and his other colleagues (the latter equally important) of the need for
complete budgeting of all phases of the work of the business. Perhaps he will
be able to obtain recognition of several further propositions identified in Exhibit 8 and expanded upon as follows:
I. That, although the budget only states
the dollar objectives of the enterprise
for the coming year, the attainment of
these goals depends on realization of a
myriad of other equally tangible objectives which cannot be stated in dollars —for example, market position,
availability of product, product quality, shop safety —and that these, too,
must be budgeted.
2. That realization of the budget will be
much better assured if you tie in with
your reporting of actual performance
for each period (not less often than
monthly for any ifem) a forecast of
expected performance over the next
few periods. I am sure you have found
that a vigorously followed short -range
commitment is the prime control tool.
J U L Y , 1955

3. That no budget is, or can be considered to be, a substitute for the plan
of action the results of which it attempts to forecast. Stated in this
manner, no one can disagree. Actually,
it has been my own experience that
precisely here most budgets fall down
miserably. It should be the responsibility of every man who is responsible
for attainment of specified objectives
to back up his budgets and forecasts
to meet these objectives with the most
detailed and precise planning, the
down -to -earth "today and tomorrow"
type which answers questions such as
we have just discussed.
4. That the objectives budgeted represent
the honest convictions of the man
whose results are being measured. This,
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too, may seem self- evident but, if your
company is really practicing it, you
have made great strides and have gone
a long way to motivate your managers
toward better performance. Here,
again, this matter of planning is paramount. There must be some central
guidance of the budget in order that
financial objectives of the enterprise
may be consistent with overall needs

and capabilities of the business, yet
each manager or supervisor must feel
he has been given a "fair deal" and
that he can see his way clear to meeting his budget.
5. That the budgeting procedure extends
through the ranks of all members of the
organization who are responsible for
achieving results through direction of
the work of others.

To those who have spent a good deal of time studying the principles of
good organization it will, I think, be apparent that these remarks could have
been condensed into several short sentences. Place responsibility for decision making as closely as possible to the ultimate action. Give the man on the job
commensurate authority. Let him be held accountable for achieving the objectives he has set for himself by the measurement procedures formalized in the
budgeting and forecasting structure.
Let us take just a minute to discuss the mechanics of the preparation of this
budget. Accountants have master- minded its preparation, made up the necessary forms and schedules, and issued and explained instructions to insure
compliance with them. The marketing man will have prepared his forecast
of economic conditions affecting the industry so that he will know how much
volume is available. He will know his market position and have plans
for improvements, based not only upon his own sales efforts but also upon the
proposed accomplishments of his manufacturing and engineering colleagues
with respect to new or improved products, better quality levels, better product
availability. His pricing plans will likewise take into consideration the account1584

N.A.C.A. BULLETIN

ant's cost estimates. He will finally present four items which represent the collective commitment of his entire organization and which are, of course, backed
up by definite detailed planning:
I. Market position.
2. Physical volume bymonths.

3. Price level.
4. Marketing costs.

With the physical volume of sales thus established, the manufacturing man
can see what is required of him in the next year. He has already participated
in the forecasting of product changes and of better performance in improving
quality and customer service. Now he schedules his shop tentatively with the
budgeted volume, just to "try it on for size." If he lacks capacity, then he prepares alternative plans for getting it and discusses the matter in much more detail with the whole management team. He and his people prepare detailed plans
and objectives and he, in turn, presents the collective commitment of his organization in terms of:
I. Capital expenditures.
2. Other "non- normal" managed expenditures, such as starting costs for new
products.
3. All other manufacturing costs and expenses.

4. His non-financial goals, e.g., product
quality, employee suggestion activity,
employee turnover, customer service,
etc.

Because you are all familiar with budgeting procedure, I shall not extend
this discussion into the other functions. It will now be clear to you that if the
marketing man is going to do his job, he must look ahead farther than just
next year, and he will tell you that he is doing so. Similarly, the manufacturing
man, the engineer, the manager of employee and community plant relations and
you, yourself, are thinking well into the future in his own functions and so is
the general manager. Is not this equivalent to saying that long -term planning is
going on at all times and in all organizations, and simply needs to be recognized, so that it can be coordinated, strengthened and systematized? You
should be able to sell the idea that, at the time the annual budget is prepared,
it will not be just for one year, but for five or ten years, in its more important
aspects. My own feeling is that the minimum number of factors which should
be budgeted for the long term are volume, market position, capital requirements
and gross margin for each product line.

Good Short -Term Planning Creates Demand for Longer View
You will find that, if the full implications of annual budgeting and short -range
forecasting are appreciated, the organizaiton will demand a formal system of
long -range planning just so each member of management may be certain his
J U L Y , 1955
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own functional objectives can be met. Let us assume, then, that the minimum
framework suggested above has been provided, that for each product line there
exists definite goals for the long term, as well as for the next few months and
the next calendar year, and that plans are actively being carried out in the
present to assure realization of those goals in the future.
You will find, too, that revision of these plans, where necessary, is accomplished easily and that the goals will no doubt have to be changed from time
to time. Let us pause here for a moment to consider the implications of this,
because it is of the utmost importance in the use of long -term planning as a
control mechanism. Assume that tomorrow your most aggressive competitor
announces he is going to locate a plant in an area you have always served at
some distance from your main factory. Your marketing manager states that
unless your plans are changed to include a similar venture (or at least a counter
measure which will in some way offset the effect of this move on the part of
your competitor) you, as a firm, will lose industry position, volume and profit.
Your management team must now either change its plan or revise its objectives,
because the goals will no longer be achieved under the old plan. Does it not
seem to you that a continuous plan, stretching from now into the future, subjected to the corrections which result from constant study of your business situation, is essential to maximum success of your enterprise?
There is shown at the bottom of Exhibit 6, already cited, a final objective.
This is the maintenance of an adequate balance between long and short -range
goals. Attainment of this objective will keep your "eyes on the stars" while
your feet are planted solidly on the ground. It is certainly no accident that the
"growth" industries today are those with a liberal sprinkling of forward -looking concerns constantly pushing forward their five or ten, or even 20 -year plans,
but meanwhile —by all of the financial yardsticks which you know so well —
are doing a fine job currently.
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Full Understanding of the Business Situation Is Needed
I am going to attempt to pull together the threads of this talk and address
myself again to the accountant's role in long -term planning, as summarized in Exhibit 9. First, of course, as the manager of a group of individual,
professional contributors, the accountant can bring to the long -term plans of
the concern all of his professional skills, for which he is so fitted by training,
education, experience and concept. I am referring here to such matters as careful examination of alternatives — bringing together the plans into a financial
whole, following through to make sure that effective control procedures are
established and, finally, of course, recording the results effectively.
Over and beyond this, however, the accountant as a member of the general
manager's team plays a most important Kole in long -term planning. Earlier, I
mentioned the national economy, because I think that only if we all have a full
understanding of the features in that economy which have made America great,
of the factors which encourage further growth, and of the dangers which must
be avoided at all costs, can we do our job as forward - looking business men.
Surely the accountant, with his flair for discerning underlying patterns and relationships as he delves into complicated masses of data, will be able to keep
his associates fully cognizant of the long and short -range implications of the
general economic situation.
Next, I have tried to stress the need for a proper understanding of the industry in which the concern finds itself, understanding of the problems which
that industry faces in its competition for the dollars of the customer. The extreme necessity for knowing exactly where the company stands in its own industry and what the competitors are doing about their own relative standings have
been mentioned. It seems to me that the accountant must be certain he has
access to all published reports about the concerns which make up the industry
so that he can help his general manager decide what strategy the company
should be following in its struggle to maintain or improve market position.
Further, I think it is important that the accountant have a thorough underJ U L Y , 1955
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standing of the principles of good organization and good business management
so that he can advocate the adoption of proper objectives and comprehensive
long and short -range plans to meet those objectives, with measurements which
will tell whether or not the proper amount of progress is being made.
I mentioned that we are inclined to over - stress dollar measurement. Here, I
think, the accountant must lean over backward to encourage his colleagues in
the other functions of the business to provide through their own organizations
the mechanisms for measuring the accomplishment of those other objectives
which are just as tangible, just as necessary, upon which, as a matter of fact,
achievement of the dollar objectives depend.
Finally, the accountant's thorough understanding of the principles of good
organization will lead him to stress constantly the need to give all members
of the organization appropriate responsibility and authority and to hold them
accountable for measured results. The accountant can advocate this both by precept and example, and he must do so, because, in the final analysis, it is individuals who perform actions and only through the properly controlled, coordinated and measured efforts of all will the ultimate objectives of the enterprise
be accomplished.
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Effective Reporting for Better Cost Control
by W. RANDLE MITCHELL
Vice - President and Controller, The American Pulley Company, Philadelphia, Pennsylvania

to present this paper and share our experience in the
field of cost control, and especially those cases where the procedures and
techniques serve to guide and motivate individuals in taking action, I realized
that any comments that I would make must be preceded by some explanation
about The American Pulley Company, the problems which we have faced in
the past, those of the present, and what lies ahead in the future as we see it.
In this respect, I am confident that the problems are not peculiar to our company but, rather, are shared by a large percentage of the companies represented
in N.A.C.A.
First, therefore, something about The American Pulley Company. We manufacture and sell on a national basis, twenty-three separate product lines. Our
normal sales volume varies between five million dollars and six million dollars a year. About sixty-five per cent of this volume is in mechanical power
transmission products, twenty-five per cent in material - handling products and
ten per cent in pressed metal stampings. Most of our product lines have many
sizes, varying from fifteen in one product to several hundred in others. By
way of illustration, in our two wheel hand truck line, we offer more than
fifty types and sizes to serve the many and varied requirements of industry and
commerce. Because of the large number of products offered for sale, the large
number of models and sizes in each of the product lines, some kind of local
warehousing is necessary. Therefore, about eighty per cent of our sales volume
is handled by local jobbers or distributors, with the remaining twenty per cent
being sold direct to the user or to original equipment manufacturers. We have
been in business nearly sixty years, our employment will average about five
hundred, our stock is publicly held, traded over the counter, and we have as
many shareholders as employees.
With the type of distribution which we have, namely, eighty per cent of our
volume being sold through the services of a middleman, we find it necessary
to make careful and constant sales analysis to determine whether or not we are
getting our proper share of the total available volume. Before we can judge
of this, we must find out, as best we can, what is the available volume. While
I will not go into detail as to the methods we follow to determine this availability or potential, I am mentioning it now, because it will appear in some
of the charts to be presented.

W

HEN I WAS ASKED
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THE 25 YEARS 1929 -1954
Minus Faefors —

Deep, prolonged depression.
Exhausting hot and cold wars.

Plus Faefors

—

Population increased nearly

1/3 .

Average Work W eek reduced 4 Hours.
Output per Man Hour increased 75 %.
National Production in Constant Prices increased 100 %.
Real Disposable Income per Capita raised nearly 50% on the
average.

EXHIBIT 1

Cost Control Involves Adjustment to Conditions of Operation
I am sure that we all know how important sales volume is in connection
with cost control. If we are operating at one hundred per cent of capacity,
our problems appear to be almost completely different from those which we
find if operating at fifty per cent of our capacity. It is my opinion that one
magic ingredient which we need at all levels is balance in our operations and,
in order to achieve this so- called balance, it is necessary that we, as cost accountants, look objectively at our responsibilities. Cost control with us, as with all,
is a broad field, and our job is to try to understand the broad as well as the
narrow implications, and to adjust our actions to fit the ever - changing character of its demands. Control of costs is not an end in itself but, rather, the
measure of the planning which precedes control. It is a study of relationships
and the development of sound judgments based upon the facts which are at
our disposal. We are a service organization and, to do our job well, we must
be trained and skilled technicians, qualified to report and interpret historical
and current cost data in the language readily understood by our associates and,
in addition, be able to make the kind of forecasts which our particular business
needs, in order to render the good quality service which our associates expect
of us.
We must know our costs, all of our costs, not only as direct material, direct
labor and overhead, as we usually see them set out in our cost records but, in
addition, the relationship of those costs to the prices which we charge our
customers for our goods and services. To properly evaluate a cost price rela1590
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tionship, it is essential that we know something about our markets, our competition and the economic climate in which we live. Let me illustrate for a
moment. During the past month, the president of one of our large steel companies reported that the steel industry would be called upon to provide by 1975
capacity for sixty-five to seventy million ingot tons to take care of the demand
for steel at that time, which he estimated would be about two hundred million
tons. In addition, he reported that the cost of replacing the facilities which
were installed forty to forty -five years ago were running something above nine
times the original installation cost. This is not a phenomenon which applies
only to the steel industry. It has, and is, happening to your company and mine.
The point that I am making is that, although classical and acceptable accounting concepts and standards may refuse to recognize economic changes which
are taking place— changes which do not take place in a sudden or dramatic
manner but more often in a well - ordered pattern —we, as cost accountants,
should be fully aware of their impact and their importance to our companies.
To ignore or deny them does not mean we can escape them, and we should
not fail to recognize them as part of our costs.

The Relevant Outlook for the American Economy
How can we recognize these economic changes which are constantly taking
place in our lives? Are they nebulous or mysterious or complex or involved?
No more so than the mass of cost details which come daily across your desk.
They do have a tremendous importance to us all, and the government will
furnish at a very small cost the basic data which you may need. You have
only to ask for it, read and think about it, and you will come up with the right
answer. To gain the proper perspective on our particular operations, we must
look at the industry of which we are a part and also at the general economy.
Those of us who remember the closing days of the 1920's will recall the
very optimistic and cheerful forecasts which, at that time, were being made as
to the future economic condition of our country. It was then claimed that we
were living in a "new era" and that the future held the promise of "a chicken
in every pot and a car in every garage ". The next thing we knew, we were in
the longest and most severe depression we had ever experienced. Yet, if we
look back over the past twenty-five years, while overcoming the twin disasters
of deep, prolonged depression and an exhausting hot and cold war, this is what
we find. It is shown also by Exhibit 1 :
I. Population increased nearly one - third.
2. Average work week reduced four hours.
3. Output per man hour increased 75 per
cent,
JULY, 1953

4. National production in constant prices
increased 100 per cent.
S. Real disposable income per capita raised
nearly 50 per cent on the average.
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THE 10 YEARS 1955 -1965
Plus Factors

—

Population can be expected to increase 25 million —about 2 1/2
Million Persons a year, equivalent to the population of
Louisiana or Maryland.
Labor Force increase only about 18 %, while population will
increase 19 %.
Children between the age of 10 and 18 will very likely increase
50 %.
Persons over 65 will increase 30 %, significantly faster than the
total population.
Approximately 4% of the civilian Labor Force will be temporarily unemployed as a result of technological changes and
normal turnover in a dynamic and expanding economy.
Another 3 Million Persons will be in the Armed Services.
Another 71/2 Million Persons seem likely to be employed by
Civilian Government, Federal, State, Local, as compared with
just under 6 Million in 1953.
At least another Million Persons now employed in agriculture
will move from the farm to industry or to other employment.
Average Hours of W ork are expected to decline, in the form
of a reduction in the work week by as much as 4 Hours by
1965, an increase in vacations or holidays of 20 -25 days per
year or some combination of the alternatives.
Continued intensive research and development, competitive
pressures, plus a continued high level of investment by indus -f,
try and agriculture are expected to make possible continued
spectacular advances in Output per Man Hour W orked. It is
assumed that Agricultural Output will increase 3% per year
and Non - Agricultural Industries about 2 1/ 2 % per year.
Residential Non -Farm Construction will probably increase from
$12 Billion in 1953 to $16 Billion in 1965. This is equal to
about 11/ 2 Million new Housing Units per year.
Business expenditures for plant and equipment are assumed to
amount to $60 Billion per year, approximately 60% over 1953.
Total national Production potential for 1965 could be about
$535 Billion at approximately present prices, an increase of
50% from present rates.

EXHIBIT 2

The characteristic persistence of Americans to look ahead, while helpful,
is not the complete explanation of our phenomenal progress. It is rather an
inherent eagerness to adjust plans and programs, to change traditional ways
of doing things, to work hard and, when necessary, to pick up and move in an
1592
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WAG ES

U. S. AVERAGE —ALL M AN U F AC T U R I N G

TOTAL
WAG E
COST

$

.57

FRINGES

—

1929

WAGES
PAID

$

YEAR

.57

%

HOU RLY WAG ES AN D FRINGES
OF
1929

100

1933

.44

.44

77

1939

.63

.05

.68

119

—

OF
°o
1954

1945

1.03

.06

1.09

191

1949

1.40

.16

1.56

274

1954

1.81

.30

2.11

370

100

1955 (Est.)

1.88

.32

2.20

386

104

1959 (Est.)

2.14

.48

2.62

459

124

1965 (Est.)

2.40

.60

3.00

526

142

AN N U A L W AG E COST —PER WORKER— ( I N C L U D I N G FR IN GES)
1955 (Est.)

$4,570

1959 (Est.)

5,450

1965 (Est.)

6,240

EXHI BI T 3

attempt to be more productive, to raise living standards, and to secure greater
f reedom.
Let us now look at the very recent past. As an illustration, let us review
the second calendar quarter of 1953, when. we were reaching new highs in our
economic life on a very broad front. This period established new all -time highs
in almost every sector of our economy. During the summer, expenditures for
defense were starting to be drastically reduced and a general attitude of uncertainty caused business leaders everywhere to look critically at their inventory
situations and to take steps to sharply curtail their purchases for inventory
purposes. The net result of these actions was to remove the equivalent of about
twenty billion dollars from the spending stream. In almost any period prior
J U L Y , 1955
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THE AMERICAN PULLEY COMPANY
PERIOD:

ANALYSIS OF SALES

GROSS
BILLINGS

NET
LESS
RETURNED BIL LIN GS
DELIVERED
GOO DS

117

STEEL PULLEY PRODUCTS
Transmission Pulleys & Bushings
Car Pulleys & Bushings
Conveyor Pulleys & Hubs
Total
WEDGBELT PRODUCTS:
F.H.P. Sheaves
Multi- Groove Sheaves & Bushings
Adjustable Diam eter Sheaves
W ed belts
Total
SPEED REDUCTION UNITS & BUSHINGS
MIS C. POW ER TRANSMISSION PRODUCTS
Hi-Torque Pulleys
Motor Bases
Shaft Collars
Ca rd Drives
Oth er
Total
M A TE R IA L H A N D L IN G PRODUCTS
Trucks & Parts
Barrel Cradles
Barrel Agitators
Truck W heels
Pile Shoes
Total
TOTAL LIST AND DISCOUNT PRODUCTS
PRESSED METAL & SPECIALTY PRODUCTS:
Reels & Spools
Job Stampings
Total
REPAIR JOBS AND MISCELLANEOUS
GR AN D TO TA L

z

Variances from Standard Costs (Scrap Sales
Unalloc ated)
Allow ances for Inventory Adjustm ent & Capital -Asset Replacem ent Fund

M
K

2

� 1

W

C
h

GROSS PROFIT FROM OPERATIONS

LESS
FREIGHT
AL L OW ANCES

NET
SALES
FOB
FA C TO R Y

° o OF
TO T A L
NET
SALES

SHOP
COSTS

ADD
DEDUCT

GROSS
PRO FIT

% OF
NE T
SALES

to the 1950's, this action would probably have had a very serious and depressing impact on our economic life. What happened? After a momentary pause,
during which the economy slipped less than three per cent from the 1953
high, we are, during 1955, again looking forward to a year which appears to
be moving in the direction of establishing another all -time record high.
What about the future? The data shown on Exhibit 2 was developed from
a talk given by Dr. Grover W. Ensley, Staff Director, Joint Committee on the
Economic Report, U.S. Congress, before the Eighth Annual Forecasting Conference, Chamber of Commerce of Greater Philadelphia, January 13, 1955. It
makes the following points:
I. Population can be expected to increase
about twenty -five million by 1965. This
is about two and one -half million persons a year, equivalent to the population of Louisiana or Maryland.
2. Although the population will increase
nineteen per cent in total during the
next 10 years, the labor force will increase only about 18 per cent. Children
between the ages of ten and eighteen
will very likely increase 50 per cent, and
persons over sixty -five will increase thirty
per cent, significantly faster than the
total populations.
3. Approximately four per cent of the
civilian labor force will be temporarily
unemployed as a result of technological
changes and normal turnover in a dynamic and expanding economy. Perhaps
another three million persons will be in
the armed service. Another seven and
one -half million persons seem likely to be
employed by civilian Government —Federal, State and local— compared with
just under six million in 1953. At least
another million persons now employed
in agriculture will move from the farm
to industry or to other employment.
4. Average hours of work are expected to
decline, in the form of a reduction in
the work week, by as much as four hours

by 1965, an increase in vacations or
holidays of twenty to twenty -five days
per year or some combination of the
alternatives.
5. Continued intensive research and development, competitive pressures, plus a
continued high level of investment by
industry and agriculture are expected to
make possible continued spectacular advances in output per man hour worked.
It is assumed that agricultural output will
increase three per cent per year and
nonagricultural industries about two and
one -half per cent per year.
6. Residential nonfarm construction will
probably increase from twelve billion
dollars in 1953 to sixteen billion dollars
in 1965. This is equal to about one and
one half million new housing units per
year.
7. Business expenditures for plant and
equipment are assumed to amount to
sixty billion dollars per year— approximately sixty per cent over 1953.
8. To sum up the domestic front, the total
national production potential for 1965
could be about five hundred and thirty five billion dollars at approximately
present prices, an increase of fifty per
cent from present rates.

That covers the domestic situation for 1 0 years. What about the foreign
situation? Free Europe has shown postwar economic growth of spectacular
proportions, which will continue. South America is on the threshold of an
unprecedented expansion. The Far East situation will be adjusted in the not
too distant future. The prospect for free convertibility of currency in the
world is appearing brighter each passing da:y.
Will all segments of industry and commerce bask in the golden sunlight
of continued future prosperity? We all know that, even during the most
J U L Y , 1955
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C O S T PRI CE STUDY
I N D U ST R I AL WH EELS

z

BASE
SELL ING
PRICE

PART N O .

500

5 x 11/2

1/2

13/4

#I

1.75

.40

.40

.50

1.30

1.95

600

6 x 1 1/2

3/4

2

#2

2.5

.50

.50

.55

1.55

2.32

720

7 x 1 3/4

7/ 8

21/4

IC

3.8

.60

.45

.70

1.75

2.62

810

8x2

7/8

2 3/4

2A

5.0

.70

.55

.90

2.15

3.22

AXLE
SIZE

HUB
LE NG TH

BEA RING
SIZE

LBS.
WE I G H T

DELIVERED
PRICE

C,
h
h
h
H

I

TO TA L
STAN DA RD
CO S T

DIAMETER AN D
TREAD W ID TH

F.O.B.
PRICE

MISC.
COSTS

BEARINGS

TREADS

R % ON
B.S.P.

Q U A N TI TY
SOLD
12 M O S .

O.E .M.

R° !. O N
B.S.P.

2.05

1.94

(99)

1548

1.99

(89)

2.35

2.27

(98)

2262

2.03

(88)

2.65

2.53

(96)

6142

2.27

(86)

3.25

3.09

(95)

2613

2.76

(85)

W here R °/ shows ( ) the amount is less than Base Selling Price.
EXH I BI T 5

glowing periods of prosperity and progress, some of us have very rough going.
We also know that, although we may reach the heights which have been indicated for 1965, the possibility of a dip or two during the future should not be
completely overlooked.
The Long -Range Significance of Wage Costs
Let us next examine wages because we all know there is a definite relationship between wages and costs and, over the long run, a similar relationship between costs and prices. Wage costs are shown on Exhibit 3. As can be seen
from the chart on wages, there have been continuing increases in the pattern
of wage costs during the past twenty-five years and there is every reason to believe that this will continue long into the future. The only reservation which
I have about the estimate for future years is that it is too conservative, especially as regards the column shown as "fringes ". From the pattern of changes
shown during the period 1929 -1954, it is not difficult to recognize the reasons
why replacement costs are running over nine times the cost of forty to fortyfive years ago for the steel company which I mentioned earlier.
In addition, wage costs are becoming more firmly fixed each year and it is
evident that we should recognize the implication of this trend and make plans
to adjust our operations to meet these changes which, I believe, are inevitable.
Over the long run, prices must reflect costs. While the future holds great
promise in terms of general economic health, competitive pressures will require that each company develop plans to improve product design, to minimize the labor content of its products, and to mechanize its facilities in order
to offset continually increasing annual wage costs. Automation and improved
material handling will aid in this direction, for the replacement of each worker
will save four thousand dollars to six thousand dollars per year. We should
establish long -range capital budgets for cost reduction, as more efficient production will hold down price increases and broaden markets.
Control Reporting Keyed to Realized Gross Margin
In our operations at American Pulley, our major concerns lie, as stated earlier,
in the direction of maintaining our sales volume in line with our position in
our industry and the general economic level of activity and to take the necessary action to earn a fair return on that volume. As regards earnings or, more
specifically, gross margin on sales billed, this is reported on a monthly report
which we described as Analysis of Sales and which is included here as Exhibit 4. I suspect this type of report form is generally used by industry. All
J U L Y , 1955
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PRODUCT SALES ANALYSIS
INDUSTRIAL WHEELS

AVERAGE MONTHLY SALES

TERRITORY

QU O T A

R%

R%

R%

R%

YEAR
1953

YEAR
1954

YEAR TO DATE
1955

2ND QUARTER
1955

$15,000

$11,000

(80)

$13,000

(87)

$11,000

(73)

$16,000

107

New York

20,000

22,000

110

19,000

(85)

18,000

(90)

24,000

120

Philadelphia

25,000

25,000

100

26,000

104

24,000

(96)

28,000

112

Boston

(

Where R% shows

)

Etc.

the period is less than Quota.

EXHIBIT 6

of the product lines which we sell are shown on the form. A report is made
for the current month and a second report for the year to date. As can be
seen from reviewing the form, there is information covering gross billings, returned goods, freight allowances, shop costs, gross profits and gross profits as
a per cent of net sales. The report shows the gross margin on a "weighted
basis" as regards to product mix, and the gross margin for each product line.
From the report, we can see whether or not the results which we are experiencing are equal to, better than, or worse than the results we expect from the
operation as a whole, and from each product line.
In order to evaluate each product line, there is prepared at least once each
year a rather detailed cost -price study similar in form to Exhibit 5 illustrating
cost -price data on industrial wheels. As this is examined and discussed by a
broad management group, the information shown spreads out quite a bit.
First, the part number is shown, then as complete a description as is possible,
including the wheel diameter, the tread width, the axle size, hub length, bearing identification, and the weight of each wheel. In order to save space, we
have shown all wheels as having a rubber tread and all with ball bearings.
On the charts which we use for control purposes, we would also include
wheels without rubber treads and with plain bearings, in order to provide complete data from which it is possible to properly evaluate the entire product line.
The next four columns cover items of standard cost.
In this particular product line, the cost of the bearings is equal to about one third of the total standard cost. The same is true of the cost of the vulcanized
rubber tread. Therefore, we select and show on each cost price study, the items
which have a distinctly significant influence on the total standard cost. If we
are to control the standard cost of this type of industrial wheel, it is obvious that
we must look carefully at the cost of the treads and the bearings as major
items of importance. Other product lines will, of course, show the kind of
cost data which will be helpful in reviewing the particular product. To arrive
at a selling price, there must be added to the standard cost the excess costs
which we incur over standard. These include general and administrative cost
plus an allowance for profit before taxes. The sum of all of these increments
results in a figure which we call a base selling price. It is the amount which
we should receive, on a weighted basis, from sales to all classes of purchasers.
The next column shows the published list price, the net f.o.b. price to a distributor and the "R %" yield when actual selling price is compared with the
base selling price which is developed on current cost data. Where the "R%"
is over 100, we are getting a price higher than the developed base selling price.
Where the "119o
" ' is less than 100, our return is less than the base selling price.
JULY, 1955
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PRODUCTION CHART FOR THE MONTH OF
JUNE 1955

PRODUCT

DATE

6/1

6/2

6/3

6/6

MONTH

Budget

10

20

30

40

200

Actual

(9)

21

33

(33)

220

Budget

20

40

60

80

400

Actual

25

(39)

(56)

82

(390)

Budget

15

30

45

60

300

Actual

(10)

32

47

(59)

315

Budget

100

200

300

400

2000

Actual

120

(190)

(190)

(190)

2100

—

A

B

C

Where postings are shown

)

—

(

D

production less than schedule to date.

EXHIBIT 7

The next column on Exhibit 5 shows the unit sales which have been made during the twelve months prior to the date of the cost price study. As is well
known, there is a definite relationship between volume and costs and, generally speaking, a standard cost system, at least as we use ours, has the characteristic of averaging cost differentials. We should go beyond our cost system and determine whether or not the volume of units sold, by sizes, is in
relation to the investment we must provide to give service on the sale of those
sizes. Our analysis will include an examination to learn whether or not the
sizes we offer for sale are in accordance with the current standards of the industry, and, if so, whether those standards are fully representative of the needs
of the industry. As regards this phase, trade associations can be very helpful.
If we have low volume sales on active sizes, then the sales department can
adjust its plans as to our share in industry volume. The last two columns on
1600
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Exhibit 5 show the net f.o.b. price to purchasers at the extreme discount and
the "R %" yield on such sales.
Exhibit 6 shows the sales of industrial wheels by sales districts. Here we see
for the first time a record of the actual sales billed, in relation to the quota
or potential sales volume of each sales district. Where actual sales are subnormal in relation to potential, the "R%" is shown in red. In connection with
cost price studies and market analysis reviews, while the present day historical
data is of immediate importance, we cannot overlook the pattern of the future.
We must examine all selling prices in relation to profit potential and, when
necessary, eliminate submarginal or unprofitable lines and keep our product
lines clear of all submarginal items. We must stress profits before volume and
keep a careful watch on return on investment. We must emphasize selective
selling to improve margins and to study carefully the implications of population factors and trends on the geographical distribution of salesmen, on distributor and dealer organizations, on our advertising programs and our sales
promotion efforts. Last but not least, by any means, we should step up our
product development and modernization and recognize at all times that, not
only price but quality and sound utility value will play a major part in our
business future.

Checking on the Maintenance of the Production Schedule
As regards our manufacturing control reports, Exhibit 7 is typical of many
which we use. It is a chart similar to the charts which are to be found in the
office of each of our production foremen. In our planning, we budget production in units on a daily basis. There is space provided on the chart to
show the products scheduled to be made, broken down by natural work centers.
The production is shown on a daily month -to -date basis. As shown by the
chart, if the total quantity scheduled for the month is two hundred and there
are twenty working days during the month, the budget will show a quantity
of ten for the first day, twenty for the second day, and ten will be added to
the total each working day until the chart shows two hundred at the end of
the month. Each day, as production is completed, the quantity produced is
posted on the chart. If that quantity is equal to or greater than the quantity
scheduled to be complete by that day of the month, a posting in black is made
to the chart. If the quantity is less than that scheduled to be complete by that
day of the month, the posting will be made in red. As these charts are on display in the foremen's offices, as well as the central production planning section,
needless follow -up is avoided.
J U L Y , 1955

16 01

A Bright Future

But There Will Be Many Developments

In summary, the future looks very promising, but each year will bring its
problems. However, on the whole, we may be entering into the first so called
normal period since the early 1920's. There will be more people, with more
wants and needs. They will earn more money, spend more money and save
more money. There will be continued geographic shifts and shifts among age
groups. There will be a growth in capital investment per worker, growth in
purchasing power by income groups, and continuing trend toward broader distribution of wealth and incomes. As producers, we must plan for the future,
we must step up product planning and research on a long range basis and, to
be successful, we must have real teamwork from the top to the bottom in our
companies. We must organize from within and keep all levels of management fully informed of our plans, our problems and our progress. The attitude which should govern staff people in this respect is one of maximum helpfulness to the line organization as well as general management. What is past
is prologue. Cooperative planning is but another phrase to describe the vision
that sees creative achievement before it is manifest and, when properly organized, we find that control is but a name for its direction. With the proper teamwork, we cannot fail to reap the harvest of its promise.
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Product Costing Up -To -Date
by C. OLIVER WELLINGTON
Partner, Scovell, W ellington 8 Com pany, New York, N . Y.

accounting has been u p o n i t s u s e in helping management to control the operations of the business. This will continue to be the
most important function of cost accounting, but we must not overlook the effect
that good product costing can have on the net profits. The wide - spread interest
shown in direct costing is evidence that cost accountants and business executives
are giving more attention to the costs of the various products made and sold.
Whil e we can see clearly the importance and value of good control over
manufacturing and operating costs, the importance of good product costs to the
successful operation of most businesses is not always so obvious. Good product
costs not only give a sound basis for inventory valuations but also furnish facts
needed by management in making decisions and in setting policies —in other
words for control of products. By control of products I mean maintaining the
most efficient apportionment of company effort between various activities, products or lines. There are two aspects of this. One is determining what products
you can make and for how much, the other is deciding what products you can
sell and for how much. The best profit results will come by keeping the proper

T

HE EMPHASIS I n c o s t

balance between the two.
It is obvious that we must have produce: costs which are substantially accurate,
which include all costs and expenses except those due to variances, and which
recognize all the real cost differentials among products. It is not so clearly understood that good product costs can help in deciding what to sell and for how
much. Very few concerns can set whatever selling price they desire without
worrying about competition. Usually, the sales department will say, "We know
we are not making much on this product but we have to meet competition ". The
obvious answer is to try to sell more of the profitable products but —and here so
many cost systems fail —if your costs are not sufficiently accurate the sales department may be led into promoting unknowingly the sale of relatively unprofitable products. No matter whether you believe your sales prices are set by competition or not, good product costs can contribute to product control and to
profits control.

Kinds of Cost Systems
For well over forty years I have been developing and installing cost accounting
systems and I have seen many improvements in product costing. It will be helpJ U L Y , 1933
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ful in our consideration if we 'briefly review basic cost systems. The classification
of cost systems into various types depends upon the product unit which is to be
costed. In job costing, cost is applied to a given lot, job or order, whereas, in
process costing, costs are applied to the production or shipments of the same
article or similar articles in a given period of time.
In job cost accounting, each lot of parts or batch of material is costed separately. Use of actual quantity and cost of each direct material consumed and actual time spent at existing rates of pay for direct labor on the product, together
with application of factory overhead at a rate, or rates, usually in proportion to
direct labor, result in a cost per lot and per unit which serves the purposes of
many businesses. Small plants handling varied special orders find job costs simple
and flexible. Similarly, a plant with a large line of products, each produced in
small quantities, may find that actual job costs are the most economical for it.
Process cost accounting is essentially a refined form of job costing, in which
the quantities allotted to each lot or job are determined, not in advance, but according to actual volumes processed in each plant department in each accounting
period. This method keeps much of the flexibility of job costs but takes advantage of relatively continuous production flow to reduce clerical effort and to
produce unit cost data without waiting for completion of all operations on each
lot.
Standard Versus Actual Costs
Although much has been said and written concerning the differences between
standard and actual costs, the only real differences between one method and the
other are:
I. The method of applying costs to products 3. The form of presentation of cost data.
made.
4. How cost information is used for control.
2. The timeliness of the cost information
produced.

It is not necessary to use all one plan or all the other. For example, many
companies which do not consider that they use standard costs do use normal or
standard rates for applying burden. Other companies may use standards in certain sections of their operations, particularly in those sections where it is very
difficult or impractical to keep individual time records for different jobs, lots,
grades or products.
Another partial use of predetermined costs, which is very helpful in speeding
up the obtaining of cost information, is to predetermine all elements of cost
which would otherwise delay the preparation of product costs until after the end
of each periodic closing. No attempt would be made to charge into the costs
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any small differences between the predetermined amounts and the actual amounts
as finally determined. Pensions, social security taxes, salaries (in some cases),
depreciation, various types of insurance, etc., lend themselves to this treatment.
Predetermining these costs, and also grouping them logically to obtain a cost rate
for the group, not only can speed up product costing but can also reduce the number of clerical computations necessary to carry through the cost accounting. For
example, all the costs in the nature of fringe benefits incurred in relation to
wages and salaries can be grouped together as one item, which might be called
"labor expenses ", and the total applied to product costs on the basis of an estimated rate per dollar of labor cost.
Although methods which produce actual or historical costs do not have all the
advantages of standard costs, their use is appropriate in some areas by companies which use standard costs for regular production. For example, the production of pilot models is usually costed on a job cost basis, even though operations in the production shop are measured on a standard cost basis. Maintenance work, because of its varied nature, is usually costed by work order. If a
separate department of a plant handles by- products or special contract work, the
low unit volume and infrequency of repeat orders may make an actual job cost
system the most useful and economical for such a department.
Each year additional companies decide to install standard cost systems. In
some cases this is simply because, with growth and experience, operations have
become sufficiently standardized so that predetermined costs are practical. Often
the change is made because actual costs have been giving only summary information, commingling efficient and inefficient operating results. Standards of some
kind, whether in the accounts or not, are needed to permit management control
by exceptions -- concentrating attention upon the exceptions where variances between standards and actual results indicate inefficiency, price changes, or other
deviations from planned operations.
Standard cost systems, whether applied on a job or a process basis, use predetermined quantities and predetermined prices of material, direct labor, and
burden to develop a fair unit cost for each product under an assumed set of
conditions. Since each element of cost is developed by analysis of each operation
in the flow of the product, a standard cost system provides also data on fair operating costs for each area of the plant, based on the volume of work performed
multiplied by the unit standard costs of operations performed. Detailed comparison of this standard cost of operating a department with the actual costs of
materials, wages, and expenses shows which operations are requiring an unusual
disbursement of material or labor and gives management information to be
used for control.
JULY, 1955
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In theory, standard costs are more economical clerically because unit costs are
not refigured each accounting period. However, their principal value is in the
development of prompt information, daily and weekly, as to where production
is less efficient than planned. If standards are up -to -date, further values appear
when alternative product decisions are being made, since cost information is at
standard, without reflecting non - recurring fluctuations in the item, operation or
facility under consideration.

The Need for Accuracy in Basic Data
Before any cost system can be really effective, adequate physical control must
be established over the processes, operations and materials with which the cost
system deals. Physical control must be secured of stores of raw materials, manufactured and purchases parts, and assemblies and work in process. The procedure for planning production, the method of routing and scheduling work,
the type of manufacturing orders to be issued, and points at which the product
shall be inspected and counted, must all be arranged so as to provide for efficiency and economy in operations. Reports of labor, both direct and indirect,
must show where and how the work is being done. Proper records must be
made of materials received and used, and the balances on hand.
The method in use must account properly for materials drawn from stock,
must distribute every dollar of wages, and record and allocate all costs and expenses so that they are properly included in product costs or charged to other
activities of the business. Because of their great importance, I have emphasized
these rather elementary but fundamental requirements for a successful cost installation and they must never be forgotten.
Recently we were called in to determine the reasons why a company was
losing money. In the course of our preliminary investigation we found that the
company maintained a cost system and that cost estimates had been prepared for
all products manufactured. The selling prices in effect should have yielded a
nice profit if the cost estimates were correct. The estimates for material were
accurate. The direct labor, most of which was piece work, was calculated
properly. The application of manufacturing expenses and selling and administrative expenses, which were made on percentage applications to the labor and
material costs, were accurate and represented approximately the actual expenses
being incurred.
The cost estimates for each item included an allowance for spoilage. Weekly
reports were prepared showing the reported spoilage for all items, and the
variances from the standard allowed were not great enough to account for the
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company's losses. We checked the methods and procedures used and found that
all spoilage was not being reported. An incentive plan had been installed some
months previously, but check points on the quantities claimed by the workers
had not been provided and no check was made of the accuracy of the counts.
We tested several of the important products and found that spoilage ran from
20 to 25 per cent, instead of the 10 to 12 per cent reported.
Let me repeat, no cost system can show results that are better and more
accurate than the data in the basic records. When I speak of accuracy in the
basic data and in the cost accounting I mean substantial accuracy, not absolute
accuracy. Substantial accuracy means the exclusion of all significant errors and
the inclusion of only significant details. Substantial accuracy also implies not
expending any time or clerical effort which will not pay for itself by the results obtained. These fundamentals of sound cost accounting, which I have
just reviewed, have not changed over my forty years' experience with cost accounting. They are just as important now as they have always been, and I have
found that cost accounting fails to do its job more often because of weaknesses
in these fundamentals than because the latest up -to -date techniques are not used.
Costs of Service Departments
One problem which has plagued cost accountants over the years is the difficulty of reflecting in cost distributions to and from departments the interrelationships between what we call service departments. The accounting department, for instance, carries on accounting service for the maintenance department but, in turn, the maintenance department handles repairs in and for the
accounting department. Such inter - relationships can, of course, be worked out
mathematically and, if a company has available the services of one of the new
electronic calculators, it can be done quickly. However, I raise the question
whether the mathematical working out of these inter - relationships has any real
usefulness after we obtain it. What we would be trying to do is to express the
costs and operating results of each of these service departments as though it were
operating as a separate business. In such a case, it would have to pay for all the
services it now obtains from other departments of the same company. Such departmental costs would be useful if a decision was to be made whether to
perform the service within the department or to purchase the service from an
outsider. Furthermore, even for such a decision, there are usually such large
elements of fixed costs buried in these figures that any overall cost, say per man
hour of accounting service, would be useless for deciding whether to buy such
service outside. In relation to product costs, the matter of importance is that the
costs of service departments find their way into the products which benefit by
J U L Y , 1953
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their efforts. Therefore, we are concerned with the costs charged directly to the
service departments, but not particularly interested in those that are merely redistributed.
In considering service department overhead problems, the cost of accumulating and distributing actual service department expenses to productive departments has a great bearing on the degree of accuracy which it is reasonable to
obtain under specific conditions. For example, in a company with which I am
familiar, maintenance costs are very heavy and represent a significant portion of
total costs. In order to achieve adequate control over the expenditures for maintenance, this company has adopted a job order costing procedure, utilizing
punched card methods. Consequently, very detailed distributions are available
as a by- product of this cost system for the maintenance division, whereas it would
not be economical to create such distributions merely for purposes of product
costing.
There is another real objection to the methods often used to account for the
costs of service and auxiliary departments. When costs charged to the service
departments are not segregated into fixed and variable components, it becomes
impossible, upon reallocation of these costs to productive departments, to segregate the total productive department costs into total fixed and total variable
components. In turn, it is not possible to determine what are the direct or variable costs applicable to products processed.
Furthermore, it is common practice to distribute or allocate the costs of service
departments to productive departments on bases which are affected by the activity of productive departments. For example, the costs of the personnel department are distributed on the basis of the number of employees in each productive department. The effect of distributing the relatively fixed costs in the serva variable base is that a flucice departments to the productive departments
tuation in the volume of activity of one productive department affects the service department costs allocated to other productive departments. For example, if
one department shuts down for an extended period, the costs of other departments which still operate are increased because they have to bear all the fixed
costs of the service departments, part of which were formerly carried by the now
inactive department.
A good method of coping with this problem is to segregate, after careful review, those costs of service and overhead departments which depend directly on
the activity of specific production departments, and then consider that the balances of the service and overhead department costs are in the nature of fixed
standby or facility costs. These standby costs may then be allocated on a relatively
unchanging basis to production departments in relation to the normal capacity
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of the respective production departments. The direct or variable portion of the
service department costs would be charged to such productive departments as use
the services, on a basis of activity or actual usage. Handled in this way, product
costs are not affected irrationally by chanf;es in the operating levels of the various departments in the plant.
Costs of Productive Departments
Departmentalization of factory costs is not a new subject, but it deserves continuing attention. As small plants grow in size and as new processes are installed
in larger shops, companies find that both cost control and product costing may be
improved or refined by sound departmentalization of both direct costs and overhead. However, the requirements for these two purposes are not quite the
same. For purposes of cost control, it is the organizational and operating group
which assumes importance as a separate department or cost center. Costs must
be accumulated and reported in such a way that responsibility for them and for
the related operations can be fixed and action taken. For purposes of product
costing, departmentalization is needed only where all products made do not go
through the same departments and have a similar amount of work done on them
in each department. For example, in a paper mill making newsprint only, no
better product costs will result from a careful departmentalization of the plant,
since a good unit product cost can be obtained merely by dividing the total
dollars of cost each period by the total tons of output. However, in a paper
mill making varied grades of paper, the proper segregation of departments assumes real importance for good product costing. We must be sure that sufficient
departments are recognized so that we will know any real differentials between
the grades and weights of various papers and the costs of any extras, special
finishes, etc.
Simplification in Accounting
In addition to the improvements in product costing which we have been considering, there have been many other developments in simplifying the work
necessary to obtain adequate product costs. For example, to eliminate the large
amount of clerical work often required to handle the transfers of costs from raw
material accounts to work in process accounts and from work in process accounts
to finished goods accounts, it has been found practicable to operate with a single
inventory control account. Material, labor and burden costs are debited to the
account from original sources and costs of goods sold are credited. The inventory classifications to be used for year -end statements can be compiled from the
J U L Y , 1955
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detailed data shown by a physical inventory. The degree to which the operation
of a single inventory account will be successful depends entirely upon the accuracy with which unit product costs are developed and variances therefrom are
segregated. Inaccuracies in unit product costing and variance calculations will
result in serious variances which will be disclosed only when a physical inventory is compared with the inventory control account.
The usual chart of accounts, which may be reasonably adequate for purposes
of controlling costs of operations, is often deficient in not providing for suitable product costing. Charts of accounts tend to be too complex or contain too
many breakdowns, although they sometimes combine dissimilar kinds of information so that the final figure in an account may be misleading. As an example
of complexity, where a large number of direct labor accounts have come into
use, we find that many closely - related operations which commonly follow each
other in sequence or are commonly performed within a given department and
by a given group, are recorded in separate cost accounts, although it is not possible to obtain an accurate reporting of the distribution of the labor time. The
cost accounting can be simplified and no useful information lost if these labor
operations are recorded in one or a few groups. Similarly, overhead charges are
often broken down into detail beyond any point of usefulness and a review of
the list may uncover many items which can be combined with others without any
loss in the usefulness of the accounts.
On the other hand, all too many charts of accounts do not differentiate between costs which are to be charged to products or positively identified with
individual products and costs which cannot be so identified and are allocated
to products only on some general basis. While this problem arises particularly
in connection with those costs that are not charged into inventory accounts in
the cost accounting, as, for example, packing and shipping, it also appears in
some elements of manufacturing. Costs and cost statements are much more useful and usable if the accounts to which such items of cost are charged are divided into two separate groups, one containing those costs which are to be applied specifically to specific products and the other those costs and expenses
allocable to products only in a general way.
A company with a wide line of products has recently completed a simplification of its standard costs. Previously, with detailed standards for every operation on every product, it found that keeping thousands of standards up to date
was a growing problem. In the plant in question, there were few fixed production lines for the continuous production of any one item and the majority of the
items were formed, assembled and finished in common departments. Which
departments handled each item naturally depended on the steps necessary to
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complete it, such as forging, grinding, case hardening, etc. Careful review of
the actual production flow showed that, in many cases, certain operations were
regularly followed in a fixed sequence of steps, regardless of the product in
process. Thus a group of operations could be considered a unit and a standard
applied as if to a single operation. This use of group standards, in place of
single operation standards, has cut down considerably the cost accounting work,
without appreciably reducing the control of costs.
Adjustments of Costs
Recently, accountants have been reviewing critically the meaning of the costs
used in the developing of selling prices. Obviously, cost is only one factor to
be considered in determining prices. Much weight must be given to competitive
prices and the reactions of customers and potential customers to various possible
prices. However, cost is basic, if only to determine whether there is any chance
of producing and selling a given item at a profit.
No matter what type of cost accounting is used, the consideration of proper
selling prices often requires adjustments of costs as normally reported. Even if
current changes in labor rates have not yet affected historical costs or have not
yet been incorporated in revised standard costs, such changes must be reflected
in costs used for pricing, so that goods sold this month may be replaced next
month without loss of profit due to increased labor costs. Similar adjustments
are necessary where principal raw materials are subject to wide swings in market
prices. The selling prices must reflect such changes, or else be either unprofitable or non - competitive.
If a company uses historical costs, it is often necessary to review these before
considering pricing, in order to eliminate non - recurring factors. Normal burden rates may be necessary in order to eliminate variations in fixed overhead
application, arising from variations in production volume. The normal should
be based on a volume of operations which can be maintained competitively over
a period of several years. Excess overhead per unit resulting from abnormally
low volume of operations cannot, as such, be sold to customers.
Where use and costs of machinery and equipment are significant factors in
operations —and they commonly are significant —an important adjustment to
consider in pricing products is the effect on costs of using current values of fixed
assets rather than the value of such assets when they were acquired. There are
two different needs for adjustments of this type. The first is to be sure that the
final cost figures properly differentiate between the respective costs of the company's own products. Even if you do not adjust the total depreciation to be
figured in costs to base it on current values of plant assets, you must be sure
J U L Y , 1955
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that each department and each product processed in that department is charged
with its fair share of the total depreciation costs as reflected on the books.
Equipment may be fully depreciated on the books but still used in operations.
Serious and misleading distortions of product cost differentials can result if some
products are charged with depreciation on equipment used to make them and
others are not.
The second need for adjustments of fixed asset values is for purposes of developing costs which can be compared with competitors' costs and prices. For
this purpose, consideration should be given to adjusting depreciation charges to
reflect today's replacement costs of plant and equipment. Many companies find
it advisable to charge depreciation into cost at different amounts than those
taken in the financial statements and for tax purposes, carrying in the periodic
profit and loss statement an offsetting adjustment. In general, if older equipment is in substantial use and if product costs do not contain depreciation based
on current replacement costs, it is advisable to adjust them accordingly.
Another kind of cost adjustment should be considered where the products
are being made on what I shall call non - preferred equipment. By this I mean
equipment that is partly obsolete, inefficient or poorly adapted to handle the
particular operations, which has to be used because the equipment best suited to
production of the product is not available for one reason or another. Customers
cannot be expected to accept price increases based on the increased cost of using
non - preferred equipment. It is advisable to calculate product costs for pricing
purposes as though the product were being made on the most efficient equipment.
By- product costing is also subject to refinements. The usual approach is to
credit the main product costs with the sales value of by- products produced, less
applicable administrative and selling expenses. This leads to difficulties if the
by- products are later sold at a lower market value. As outlined in an article in
a recent issue of the N.A.C.A. Bulletin, one company has developed a practical
compromise method. Current production of by- products is inventoried at 75
per cent of selling price and this value is credited to the main product. Later,
when by- products are sold, the remaining credit to the main product is based
on actual sale price, less administration and selling expenses. This results in a
more conservative calculation of the cost and profit of the main products and a
more conservative valuation of by- products.
The allocation of costs to products is influenced, in many instances, by factors
other than accounting considerations. For example, in a steel mill which produces rolled plates of various kinds and sizes, it was considered necessary to
establish plate costs for the different qualities of steel (that is, # 1 0 grade, # 2 0
grade, and so on) and also for specified gauge and width classifications. One of
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the problems involved in the development of reasonably accurate costs for
these several product categories is the fact that it is frequently necessary, for
reasons of inventory control and service to customers, to roll plates of a certain
specification from ingots originally produced in the open hearth furnaces for
a different quality of steel. The question then arises, to which category of sold
product should the costs of this "upgrading' and "downgrading" of ingots be
charged? In the case to which I refer, the charge for quality transfers is made
to the grade in which the sale is made but, in reporting cost of sales to management, this item of cost is shown as a separate figure.

Distribution and Administration Costs
The cost to make and sell, sometimes called the "full cost" of a product is the
cost figure needed for pricing purposes. Therefore, distribution and administration costs must be applied to products sold. It seems to me that cost accountants have tended in the past to ignore these costs of making and distributing
products which, for various reasons and in accordance with generally accepted
principles of accounting, are not included in inventories. Items of this nature
which are not inventoried can be charged to expense accounts as incurred or
accrued and then conveniently forgotten, unless it is necessary to make some
analysis or comparison. On the other hand, most manufacturing costs are
charged to the inventory value of products made and, therefore, cannot be forgotten but must be further accounted for. Product costs should include all
costs specifically and individually incurred on account of a given product or
group of products, even though such costs are not normally inventoried.
There are in some industries heavy costs for distribution through branch
warehouses or agents, as well as heavy costs for selling, and there are general
and administrative expenses of the business that must be considered in determining a total cost. We often find that there are substantial differences in
costs of distribution and selling, between different products made by the same
company, and that, in determining a proper selling price, it is often dangerous
to use averages, which may make a net loss appear to be a net profit.
Comments previously made in regard to methods and procedures for allocating manufacturing costs to products apply also to methods and procedures in
connection with the selling and distribution of products, but with some shift in
emphasis. There is a definite connection between orders received from customers
and the handling and control of finished stock and the issuance of manufacturing orders. In some cases, practically the only costs are those for selling, that is,
obtaining the customer's order, shipment being made direct from the factory.
J U L Y , 1955
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In other cases, finished stock is carried at branch warehouses or by agents and
there are substantial costs of distribution, in order to have the products available
for sale where and when required by customers. Therefore, the problems of
cost accounting in the field of selling and distribution are relatively complex
and their solution depends primarily on developing and making available all
possible pertinent facts, statistics and information and relating these to the distribution problems which must be met.
The objective in applying cost accounting techniques to selling and distribution expenses is to improve profits, not merely to reduce costs. In distribution,
cost accounting should determine the cost of selling to a given class of customers, in a given market, through given channel of distribution or by a given
method of distribution. Product costs are important for determining pricing
policies, market potentials and sometimes selling costs. Efficient distribution by
its very nature requires that each salesman and each section of the distribution
system markets a large enough volume to pay its costs. This goal is commonly
achieved by handling as many products as possible through each part of the system. For example, each salesman may sell a number of products, so that his
sales volume will support the cost of his calls. By its nature, distribution is
therefore often a joint cost problem.
Although few companies find it practical to develop specific costs of marketing each product, methods of allocation do not need to be completely arbitrary
and can be developed practically by product groups. Take, for example, a company which analyses distribution costs by type of distribution channel in order
to control such expenses. The required amounts of packaging, rehandling, absorbed freight, sales promotion aids, etc., differ with each channel. In such a
case, if the products sold through each channel are known, a reasonable application of distribution expenses to products can be made. This will result in
charging heavier distribution costs to the products distributed primarily in channels where packaging, sales aids, and warehousing are important factors, while
distribution costs of this nature will not be applied to items generally sold in
bulk lots to distributors or to members of the same industry.
Generally this allocation of distribution costs should develop total costs of distribution to be added to the costs of production of each line of product. The
application of distribution costs to each item of product within a line must be
arbitrary, since it is seldom practical to assign distribution expenses to specific
items. For example, costs of an advertising campaign may be directly applicable
to one product line, although no specific relationship appears between the advertisements and specific sizes and grades of the product.
In many situations, particularly those which involve substantial differences in
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distribution methods among a company's customers, it is important to know the
net profit on business done with individual customers or classes of customers.
The extent to which such analyses are carried, and the desirability of providing
the analyses as a regular part of the accounting routine or of making only occasional special studies, depends upon the needs of a particular company. For example, in a plant engaged in the production of heavy special weldments, which
uses a job order cost system, the gross profit by customer is easily obtained and
is shown as a supporting schedule in the monthly accounting reports. In addition, operating profit is calculated for classes of weldments, selling expenses
being distributed on the basis of salesmen's time reports and other records kept
by the sales department. General and administrative expenses are allocated on
the basis of sales dollars, for the most part, which in this case results in a
reasonably equitable proration.
In the newspaper publishing field methods of production and administration
cost analysis are being studied and installed, using the basic concept that costs
should be related to the two services performed by a newspaper —news and
editorials for the reader and distribution of promotional copy for the advertiser. Although some expenses like the editorial department and the advertising department can be applied without allocation, others must be distributed on
a reasonable basis. Paper can be charged on the basis of actual usage in columns of space occupied and most other allocations can be developed by similar
methods. As a result, it is possible to trace operating costs down so as to develop profit or loss on retail advertising per column inch Sundays and weekdays.
Direct Costing and Break -even Points
The most active discussion among cost accountants concerning product costing
has been about the merits of direct costing. This is merely a new name for a
Subject cost accountants have studied for years —the analysis of fixed and variable costs to obtain useful data for product decisions and for studies of break even points. The proponents of direct costing suggest that inventories and cost
of sales should be charged only with direct material, direct labor, and variable
overhead (such as supplies and service labor). Expenditures for fixed overhead, such as administration, rent, and taxes, should be considered as charges
to the period, not to the product, since they are considered to represent the cost
of remaining open for business, not the cost of specific production. In other
words, revenues and the fixed portion of expenses are matched by periods rather
than by product or service.
An important reason for the consideration of direct costing is the absence
in many cost systems of a reasonable segregation of variable and fixed overJ U L Y , 1955
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head. In many studies of alternative plans of producing or distributing products, it is necessary to know the direct costs (sometimes referred to as marginal
costs or out -of- pocket costs). When considering additional volume at a special
discount, such as by the sale of unbranded merchandise, the marginal cost of the
new business is a principal factor. Similarly, when deciding whether to make a
component or to buy it, marginal cost is more significant then total cost.
However, accountants are realizing that it is not necessary to change the
whole inventory valuation just to make marginal unit costs and marginal total
costs easy to study. If fixed and variable overheads are controlled separately
in inventories and in cost of sales, it is only a matter of rearrangement of report forms to show sales, direct costs, marginal profit, fixed costs, and gross
profit on all the statements for each product, each line, or each plant.
Recent experience with break -even charts and other uses of variable cost
planning has caused us to refine our thinking in this area. Generally, we regard variable costs as those which vary directly, or almost directly, with production. They are costs which can be expressed as so many dollars and cents
per unit completed. However, when these unit costs are combined in a forecast of operations in a future period or at a different level of activity or under
changed circumstances, results do not always support the theories used in the
forecast. If a change occurs in mix of products or of customers, it may be
found that unit costs of one product do not vary with its production volume
alone. Allocated costs vary with the activity of the service units reallocated
just as much as with activity of the products. They should be so identified in
the cost records, in order to avoid confusion with more specifically applicable
costs.
For practical working calculations, we often consider sales commissions,
delivery costs, and maintenance costs as variable costs of specific products.
Actually, sales commissions may vary with customers and they always depend
upon selling price, not on units produced. Delivery costs vary with customer
location, as well as with products shipped. Maintenance depends partly on
production volume but largely on management policy regarding preventive
maintenance and standards of workmanship. An item such as fuel may bear
a predictable relationship to product unit cost over moderate periods up to a
year, yet it may show no definite pattern in short periods such as a month.
Where product costs are used for decisions regarding production activity
over long periods of more than a year, many so- called "fixed" costs, such as
depreciation and supervision, may be variable costs, varying with the decision
made as to long -term production activity. On the other hand, where the same
product costs are used in considerations of short -run production activity, it
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may be found that indirect labor (and even direct labor) is a fixed cost, and
not one which will vary with the decision of management.
Our thinking about these variable costs has roughly paralleled the thinking
of operations research scientists. In general they do not try to consider basic
information as being suitable for many problems. Unlike accounting systems,
they develop data in a form suitable for solution of one question at a time. We
accountants are now finding that variable costs are not an answer to all questions regarding past and future actual and possible costs. We must adjust
them to fit the special circumstances of a specific problem, such as volume,
distribution, or prices, before attempting to use them to form our conclusions.
There has been so much writing and discussion regarding break -even points
that it is not necessary for me to consider further this useful tool of managerial
control. However, let me emphasize that the cost accountant must give consideration to economic factors and not merely rely upon the data he obtains
from the business records. There have been many instances in which break even points, or stop -loss points, have been developed and in which management, relying upon such calculations, has taken an additional volume of sales
at a low price because the manufacturing burden, administrative and selling
expenses have already been absorbed by the regular sales and production. Although such a plan of taking additional business below total cost can be demonstrated to work mathematically, it has often turned out to be fallacious
in practice. There is a very simple economic reason for its failure. Unless a
business enjoys a monopoly, reaching out for additional sales by cutting prices
will mean taking business away from competitors and it can hardly be expected that the competitors will stand by and allow such a situation to continue. It should be obvious that they will meet the reduced prices, in order
to retain their customers. The final result of the price cutting may show little
increase in the total sales. Rather, it may show that all of the members of the
industry are conducting their businesses at less profit or at an actual loss.
Profit
The selling price should cover manufacturing costs, distribution costs, administrative overhead and profit. Obviously, market and competitive situations often distort the relationship of mark -up or gross profit on related items,
and may cause large variations in the profit rates of different products of the
same company. Furthermore, depending on the difficulty of production, the
investment required, skill required, etc. different types of products typically
carry widely different percentages of gross margin. Business men cannot arbiJ U L Y , 1955
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trarily set their margin of profit where they would like to have it. Nevertheless, they should know approximately what such margin of profit ought to be.
There are a number of approaches to this problem. Some companies apparently believe that profit should be a straight percentage of sales value. Individual executives who are strongly sales- minded often think that way but,
except for strictly selling operations, percentage of sales is seldom a good
measure. Profit must be related logically to the economic functions performed
in making and selling the product. For example, in industries in which the
production is determined by the operation of certain heavy equipment, such as
rolling mills in a steel mill or paper machines in a paper mill, it may be most
logical to compute profit on the basis of dollars per machine hour. What such
companies are selling is their machine time. In some situations, profit should
be regarded as a return on executive ability and effort. In any case, where
the investment required to operate the business is important in relation to sales,
profit should be determined on the basis of return on investment.
As an example of the differences in viewpoints towards profits, I noticed
recently a statement by a representative of a publishers' association that paper
companies from whom the publishers buy their major raw material were making too much profit. He said their profits were more than twice as great a
per cent of sales as were the profits of the publishers themselves. However, if
lie had calculated the profits as a rate of return on the capital invested in the
business, he would have found that the publishers were making a greater rate
of profit than were the paper companies.
Accountants can make a most useful contribution by determining what is a
fair profit on the basis of return on investment. This is the result of two
factors: the profit margin on sales and the volume of sales in relation to investment. For example, the return on investment of 10 per cent for the year
may be the result of a 10 per cent profit margin on sales which are equal to
the investment or a 5 per cent profit margin on sales which are double the
investment or a margin of only 21 /Z per cent on sales which are four times
the investment.
The concept of profit as a return on invested capital is basically simple and
sound. However, problems are encountered in practice when one tries to relate the profit on a certain product or group of products to the investment required for its production and sale. First, there is an allocation problem in
trying to apportion jointly -used production facilities and working capital among
the products for which they are used. Second, there are many ways of figuring the value of invested capital. I believe that, for purposes of determining
product costs and profitability, it is advisable to consider production facilities
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at cost expressed in today's dollars, in order to eliminate inconsistencies due to
inflation. Also, the value of assets should be stated gross before deduction of
reserves for depreciation, because we should also eliminate inconsistencies due
to differing dates of acquisition. The working capital needed to support a given
group of products should be figured without deduction of current liabilities,
because we are concerned with the usage of the assets and not the sources of
financing.
Income Taxes and Exchange Losses
Traditionally, product cost accounting has assumed that income taxes are
a sharing of profits with the government and that exchange losses are not an
operating cost. A change in thinking is becoming necessary, especially for companies manufacturing in several countries. Income taxes are large and vary
from year to year and from country to country. We have been forced to consider them in determining the total cost and net profit of producing and selling
an item under a given set of conditions.
Top management and cost accountants cannot overlook the fact that, with
the present excessive United States taxes on income of corporations, a reasonable return on the investment requires calculation of a profit on sales more
than double that necessary if we did not have such taxes. The only source
from which income taxes of corporations can come is the difference between
the total of other costs and the sales prices. The corporation is, in reality,
acting as a collecting agency for the government. The corporation income tax
is a sales tax, although grossly unfair and unequal for different kinds of products sold and bearing most heavily on the most efficient companies. The increase in the rates of corporation income tax from 19 per cent in 1938 to 52
per cent at the present time is one of the principal causes of the great inflation. The general public may lack understanding of economics, but cost accountants and top management must have such understanding if business is to
survive.
Inflation in the United States has spurred the use of "lifo" in the costing
of materials and the use of depreciation based on costs in terms of current dollars instead of historical costs. In other countries where inflation has been
more extreme, it has become generally accepted accounting practice to adjust
the accounts for fluctuating currency values. In America companies with
foreign producing operations have found it necessary to include in product
costs the losses inevitably incurred in the use of currencies subject to government management of exchange rates.
J U L Y , 1955
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Basic Principles
In our consideration of product costs and cost accounting generally, we must
be sure that we are sticking to basic principles and are not being diverted from
the main track by new and novel ideas, or old ideas presented with new names.
No matter what plan is used, it is essential that the primary records of material
used and direct labor be reported with substantial accuracy. Later refinements
are useless unless the primary information is good. We should examine each
new suggestion for cost accounting with an open mind and ask ourselves some
questions. First, will it give results that are sound, both theoretically and practically? Second, how much will it cost in excess of present methods? Third,
is such cost justified, or can we obtain similar results in another way with less
cost?
The cost system should help the company to increase its net profits. This
means that the information obtained must be useful and it must be obtained at
a reasonable cost. What is more important, the information must be used. Good
information which does not result in executive action is of no value in increasing net profits. An important part of the responsibility of the cost accountant
is to see that everyone controlling operations, from each foreman up to the
president, gets promptly the cost information that he needs, appreciates the
significance of such information, and understands how he can use it.
We are faced with productive capacity in most types of business that can
be far in excess of probable consumption. Most large companies are extending their operations into fields which are comparatively new for them but in
which other companies have had many years of experience. Under these conditions it is more important now, than for many years past, that each company know the costs of each product and line of products. Errors in cost calculations, either errors in the principles followed or errors in the basic shop
information or the record keeping, may result in determination of product costs
and selling prices which are too high or too low. When these are applied to
thousands or millions of items produced and sold, the effect on net profits
can be very great. Sound management, realizing these facts, will rely more
and more on cost accountants to help in making decisions which will steer
the business on a sound course. We have a great responsibility and a great
opportunity for service.
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