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General Economic Indicators
for Business Planning
by EDWIN J. KLOCK
Manager, Economic Research and Forecasting Operation, Marketing Services, General Electric Co.,
Schenectady, New York

E

VERY BUSINESS CONT RI BU TE S T O, a n d is a l s o

affected by, the overall eco-

nomic climate. Decisions on sales budgets, plant and equipment requirements, manpower needs, and market development are influenced by external
economic conditions. Short -term forecasts of economic indicators are needed
to forewarn of impending changes of significant magnitude, either up or down.
Long -term forecasts provide essential guides for establishing basic trends and
help to avoid undue optimism or pessimism based on the current or short term view. Thus sound business planning, both short and long- range, depends
on forecasts or judgments concerning the local or national economic outlook.
So, in the first part of our presentation, we shall discuss briefly general economic indicators —what are available, their selection, their forecasting, and
their use. And, in this discussion, the emphasis will be on their application to
sales forecasting. As a preliminary I would like to point out that, for the sake
of brevity and simplification, the sequence of the talks traces forecasting as it
moves from economic research to marketing research and thence to the financial
people. Actually, in General Electric, we do not follow exactly this route.
Steps one and two are the same but, after economic research and marketing research have worked on the data, they are then given to another member of our
S E P T E MB E R , 1957
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marketing team, the marketing administration man. This individual coordinates the use of the economic data and industry sales forecast by each member of the marketing team who requires it in his individual planning. This
would include such marketing functions as sales forecasting, inventory planning, and so forth. Then, all this marketing information is given to the financial people.

Availability of Indicators
There are a great number and variety of statistics published which are helpful in determining where we have been and where we are today. For example,
the Survey of Current Business, published by the U.S. Department of Commerce, Office of Business Economics, here in Washington, has some forty pages
of business statistics in each issue. Other government agencies which provide
useful economic data include the Census Bureau, Federal Reserve Board, Bureau
of Labor Statistics, and Department of Agriculture. Then there are the valuable industry statistics issued by trade associations, trade papers, and newspapers. Also there are a few indicators, most of them comparatively new,
which may give a clue concerning the short -range future. To name just four
from various sources, there is the McGraw -Hill Survey of Capital Expenditure
Intentions, the National Industrial Conference Board — Newsweek survey of
capital appropriations, the National Bureau of Economic Research (Geoffrey
Moore) selection of leading indicators, and the Federal Reserve Board (University of Michigan) surveys of consumer finances, attitudes and buying intentions.
As would be expected, the data available vary in adequacy and reliability,
and so it is essential that one become familiar with each statistical series before
making use of it. For example, the industry statistics on steel production, automobile production and electric power, are probably more adequate and can
be used with more assurance than those on residential construction, inventories,
or savings. All of you are probably familiar with many of the key business
indicators which are frequently referred to in the papers, for example, the gross
national product and some of its principal components, such as personal consumption expenditures, private domestic investment and government purchases
of goods and services. Then there are the items in the national income accounts
such as personal income and disposable income. There is the Federal Reserve
Board Index of Industrial Production with its components of manufacturing
and mining. Manufacturing is further subdivided into production of durable
4
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and nondurable goods, and each of these, in turn, into industry groupings.
Indexes of prices and figures on profits and employment are also available, and
statistics on money supply and credit. Right now there is a great deal of interest and concern about the figures on present and planned expenditures of
government.
(As has been said, and I am afraid with some justification, everyone approves
cutting government expenditures, except for the particular items which affect
him. Unfortunately for some of us, however, it appears that among the items
easiest and most politically expedient to cut are the comparatively small sums
required to provide, not necessarily more statistics, but the up -to -date and widely
useful data which are needed as a sound basis for business planning. I am
referring, of course, only to those statistics on a national basis which private
business cannot collect. For example, the last Census of Business was postponed because of budget cuts and then reinstated only after the need for it
was clearly demonstrated to Congress by business concerns and such groups as
the American Marketing Association.)
Selection of Indicators
With such a magnitude and variety of economic data available, each business
has the problem of selecting and developing the indicators of most relevance
to it. This requires painstaking and thoughtful search. There must be a logical
relationship between the general indicators selected and the business you are to
forecast. The economist, or whoever is doing this work of selecting and developing indicators, must know the particular business concerned or have someone
working with him who does. For example, although the gross national product
figure is extremely useful and one of the best guides or benchmarks for determining the long -term trend and growth in the over -all economy, it may
have quite limited usefulness as an indicator of business for a specific industry.
This would apply especially to the short-term outlook. For example, gross national product was higher in 1956 than in 1955, but an accurate forecast of this
would not have been of much help in businesses tied primarily to housing starts
or to automobile production, which were lower.
For the long -term in particular, I would expect that such basic factors as
population, income, and labor force would be given major study and weighting. For short-term forecasting, more reliance would be placed on detailed and
specific indicators, particularly those which tend to have wide cyclical swings,
such as housing starts, purchases of producers' durable equipment, and consumer expenditures for durable goods. Usually a breakdown of broad over -all
SEP TE MBE R, 19 57
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indicators, such as gross national product and the Federal Reserve Board Index
and a look at each of the many component parts, is necessary to arrive at indicators of most significance for a specific business.
Applicability of Indicators to Forecasting
Although it is important to know where we have been and where we are
now, business planning necessitates looking ahead. In fact, in planning for the
future we inevitably, consciously or unconsciously, make judgments or forecasts of future economic conditions, and part of the risky job of an industrial
economist may be, as in our case, to make these forecasts. Since this takes time
and special talent, many companies subscribe to publications of economic research agencies and may also retain their personnel as consultants or to make
special studies. In fact we do this to supplement and reinforce our own forecasts.
There are many approaches used by economists and others in making forecasts of the over -all economic outlook and of selected components, and I do
not suppose there is any one best method. Whatever procedure is used, however, should take into account the fact that the various sectors of the economy

Incomes

DEMAND

I I PRODUCTION

Consumer Business Government

Output,employment,hours,
output per man -hour
by industries

— Expenditures —

(Gross National Product)

EXHIBIT 1
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are all interrelated and act and react on each other in varying degree. Therefore, we do not have the relatively simple job of looking at one or just a few
isolated items and projecting these into the future.
I would like to take a moment at this point to illustrate how we develop
forecasts within the framework of the gross national product and income accounts in the belief this will be of interest to you. The diagram in Exhibit 1
will serve to illustrate in a simplified fashion an over -all approach which we
have found helpful in arriving at forecasts of economic indicators. Our economy
can be thought of as a closed circuit, as illustrated here, with production of
goods and services creating incomes which in turn are used to purchase these
goods and services. We start by developing a forecast of demand for national
output by three principal sectors of the economy: consumers, business, and government.
To provide a basis for the forecast of consumer demand we have made a
detailed analysis and projection of population growth and of the increase in
number of households. These data are used in deriving preliminary estimates
of consumer demand from projections of historical growth of purchases per
capita or per household. Such estimates are prepared for many categories of
consumer expenditures —in durable goods, nondurable goods, and in services.
In like detail, we forecast business demand, which covers private new construction activity, purchases of producers' durable equipment, and inventory
investment. Finally, government purchases are forecast. Defense expenditures
are projected in the light of the best available information from the Department
of Defense and in accord with judgments regarding international developments.
With preliminary estimates of demand worked out, we then estimate the
levels of industry output and employment which would be indicated, allowance being made for rises in productivity. Projected wage, profit, and tax rates
are then applied to the output and employment figures to yield estimates of the
flow of income to each of the three main sectors of the economy — consumer,
business, and government. The income flow to each sector can then be checked
for consistency with the initial estimates of demand (or expenditures) of each
sector. In short, the economy operates as a complicated feedback system and
we attempt to check the feedback circuits to make sure that our forecast of various business indicators form a consistent pattern of interrelated estimates.
I have mentioned earlier that, as would be expected, the adequacy and reliability of statistics relating to components of the economy vary considerably
and that this should be taken into account in using them. Likewise, it should
help in the effective use of forecasts to know and keep in mind a rough idea
of the reliability of forecasts, since they also will vary appreciably. Some large
S E P T E M B E R , 1957
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economic quantities, such as population and residential and rural electric customers, are subject to small annual increments. They exhibit steady growth and
tend to fluctuate moderately about their growth trends. Other quantities, such
as employment and industrial production, tend to fluctuate more widely. Some
indicators have great cyclical fluctuations, for example, non -farm housing starts.
As would be expected, those indicators which are inherently more stable can be
forecast more accurately than those which experience wide fluctuations.
Unfortunately, for us at least, some of the more useful series are also among
the most difficult to estimate and have the greatest error, an outstanding case
being housing starts. For example, the heavy solid line on Exhibit 2, which
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EXHIBIT 2

has a logarithmic scale along the vertical axis, shows how widely the number
of non -farm housing starts have fluctuated in the past. As you will see, we
have attempted to project only a trend and average level from 1958 through
1976. In an attempt to forecast housing starts, some of the factors we take
into consideration in addition to new household formations shown here are the
following:
8
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I. Progressive obsolescence and wearing
out of older houses.
2. The increasing percentage of households with ability to purchase a new
house.
3. Continued movement to the suburbs and
migration to different sections of the
country.

4. Strong desire for a new attractive mod ern house.
5. Inconveniently small size of many early
postwar houses relative to the growth
and expected continued growth in size
of families.
6. Easy financing supported by government
guarantees.

The figure indicated for a typical year around 1976 is two million or approximately double the number anticipated this year. In this case, however, the distinct possibility of a considerable margin of error (at least plus or minus twenty
per cent) should be recognized.
Use of Indicators

Now that we have outlined what is available and considered briefly the
selection and development of general economic indicators we come to the payoff area, namely the use of these indicators. Although general economic indicators are useful for both long and short -term sales forecasting and business
planning, they seem to me to be particularly helpful and, in fact, essential, as
benchmarks or guides in forecasting long -term, say one or two decades ahead.
(In our first attempts at general business forecasting we projected five years
into the future, then stepped it up to ten, and last year the president of our
company stressed the need for planning ahead for an entire business generation. So we are now attempting to visualize the broad outlines of the economic
picture twenty years in advance.)
The effective use of some of these over -all business indicators warrants more
than a charting or correlation of the figures with sales of a particular business.
The implications of the figures and the relationships to your business should
be thought through and spelled out. Although there has been much talk and
probably general recognition of the need for taking into account population
growth, the January 1957 Economic Report of the President has this to say:
"Notable changes under way in the size and composition of our population
have important implications for the future which are not yet widely appreciated. A fuller understanding of their nature and meaning is essential for
timely public and private action to promote and accommodate economic
growth."
The significance of population growth and shifts is not confined to consumer goods businesses. For example, as illustrated in Exhibit 3, the fact that
the age group from which the labor force is drawn, that is ages 18 -64, will
represent a decreasing percentage of the total population is of special significance
S E P T E M B E R , 1957
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EXHIBIT 3

to electrical manufacturing and machinery industries. T o increase industrial
productivity and maintain growth and output in the face of a labor supply source
which is growing slower than the total population, implies growing markets for
electrical machinery and equipment.
Having selected the available indicators most relevant to your particular business, they are best applied with considerable care and judgment. To this end
we include a note of caution with each of the general business outlook reports
we issue to our company management. Since it seems pertinent to our discussion today, here is what we say to our people about use of economic indicators
we supply them for guidance in sales forecasting:
"The indicators included are those which are believed to be of widest usefulness throughout the company. For example, projections of disposable income and housing starts are useful in forecasting sales of some consumers' goods,
while the durable goods production index and purchases of producers' durable
equipment are good guides for forecasting certain producers' goods items. Such
general business indicators, however, must be used discriminatingly. It is probable that no single indicator will give an adequate basis for forecasting a par10
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ticular business, and some combination of pertinent indicators is likely to be
more effective. Also, except by chance, General Electric sales are not likely to
follow exactly the fluctuations in these indexes of general business.
"The degree to which any of these general indexes will affect General Electric business obviously will depend on how close the relationship of a particular
indicator is to the business or the industry being considered and also on a number of factors which govern the company's percentage of the available business,
such as the quality and price of the product compared with competition, and
the amount and effectiveness of promotional efforts. Sales of some lines may
increase despite adverse general business conditions, while sales of others may
decline more than general business indicators.
"In brief, these forecasts of the general business outlook, regardless of their
accuracy, do not provide any fixed or approved formula for gauging the sales
of a particular General Electric business. Rather, they represent a studied opinion of the business climate in which a particular business will operate, which
is one of the important factors to be considered in arriving at sales forecasts."

Summary
General business indicators provide a sound base for short and long -range
business planning. For this purpose, however, it is important to (1) become
familiar with and evaluate available indicators, ( 2 ) select the indicators most
pertinent to your business, (3) prepare or obtain forecasts of the relevant indicators, (4) recognize the margin of error in each indicator selected and in the
forecasts of these indicators, and (5) use them with confidence backed by experience and judgment.

SEP TEM BER , 1 957
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Use of General Economic Indicators
In Sales Forecasting
by CHARLES R. BROWN
Manager, Marketing Research, Apparatus Soles Division, General Electric Co.,
Schenectady, New York
ALES FORECASTING i s a r a t h e r l a r g e a n d

involved subject to cover in a short
period of time. When you combine this subject with the rather large and
complex organization of the General Electric Company, I assure you that the
picture of presentation is not greatly simplified. As you know, General Electric
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manufactures and sells a wide variety of electrical products which are purchased
by individual consumers, by manufacturers, mines, transportation companies,
electric utilities, government, etc. These products range from lamps such as
are giving us the light in this room to the generating equipment which produces
the electricity in the power house. The product may be an appliance which
you as individuals buy and use in your home or a jet engine for aircraft or an
intricate gunfire control which the Government buys for you and sends you the
bill at tax payment time. With this wide range of products and their sales problems, our sales forecasting covers a wide and varied field.
General Principles — Economic Indicators vs. Sales Forecast
Rather than attempt to cover just what is done in sales forecasting at General
Electric or to try to cover all kinds of sales forecasts, I shall confine my remarks to a few of the important principles involved and give a few examples of
how these may be used in making short and long -range forecasts of the availaable business. Let us first assume that you have the general economic indicators as discussed by Mr. Klock to give you, in necessary detail, a picture of the
general business climate in the past, in the forecast period, and also in any other
period ahead which may be expected to influence your business in the forecast
period. Also, we shall assume that you have proper information on the past
history of the available business for the forecast items.
Business Indicators vs Sales Forecast (Exhibit 1) shows some of the important steps in the use of general economic indicators in sales forecasting.
These are:
I. You must decide which items of general
business or proper combinations of such
items most directly influence your business, the item to be forecast. For example, in our case, certain electric utility
statistics, such as expected load growth
and other items affecting the utilities
needs for generating equipment, may be
used for sales forecasts of steam turbine
generators, while, for direct current
motors of certain ratings, the capital
equipment expenditures of the steel indusfry and of a few other industries may
be the best combination to use. In the
electrical appliance field, expected expenditures for consumer durable goods,
new housing starts, and many other combinations may give best results for a
particular item to be forecast.
2. Obviously, also, it is important to recognize the real nature of the selected indicators and what they indicate. Many
SEPTE11fBER, 1957

expenditure figures, for example, indicate bills paid for delivery of goods.
If these particular goods have a long
manufacturing cycle, then such expenditures may have little direct relation in
timing to the orders placed for these
same goods, although indications given
as to production output of these items
may be excellent.
3. Before attempting to establish any relationship over a period of time between the business indicators and the
forecast items, you should look for and
isolate variables of various kinds so as
to get the business indicator and the
forecast item on a common basis. For
example:
a. Do not attempt to line up a volume
indicator such as the Federal Reserve
Board Index of Industrial Production
with a forecast item in dollars when
the price of the forecast item has
13

varied considerably over the period
of past history used. Take the price
variations out. You can always get
the dollars back into the picture later
at the proper price levels if you need
to end up with dollars in the forecast.
6. Look for and isolate any growth
trends there may be in the relationship of the business indicator and
the forecast item, so that it can be
properly recognized in the forecast.
C. Many times people try to line up the
selected business indicators and their
own sales or orders without giving
thought to any variation that might
have occurred in their market position
over the years. Usually you can obtain a better result by using the total
available for the forecast item, rather
than your own sales, thus eliminating
one more variable of fluctuating per
cent of available.
These are enough examples, since we are
not trying to make everyone in the audience a forecaster. However, it is im.
portant to recognize that there are some
good reasons for getting the indicators

and the forecast items on a somewhat
similar basis before attempting to establish long term relationships.
4. After a considerable amount of work as
indicated by our discussion of the first
three items in Exhibit I, you are ready
to establish the year -to -year relationships of the selected business indicators
and the forecast items on somewhat
common ground. You must have enough
past data to establish the relationship
as one that has held over a considerable
period of time and is likely to hold for
the forecast period. If you have confidence in this assumption and have your
forecast of the indicator, you have a
reasonably good chance of establishing
a dependable range of future levels for
the forecast item.
5. The answer you obtain from such relationships may not be the final answer.
Usually you will have established a probable range within which the best answer
is likely to fall. Good business knowledge
and judgment must always be applied to
narrow this range and to select the most
probable level for the forecast.

EXHIBIT 2
14

N.A.A. BULLETIN

Example— Product A
Now let us look at an example of how such a procedure might work in
actual practice on Product A.
The top chart in Exhibit 2 shows the business indicator and its variations in
levels over a pre -World War II period and for five years after the war. This
is a composite indicator made up of elements of consumer durable goods and
capital goods in proportions proper to represent the sales influences in these
two major areas where Product A is sold as a component of items manufactured in both consumer durable goods form and in capital goods form. The
bottom chart shows the total number of Product A's that were sold (the available business) each year for each point or unit of the indicator. This chart also
shows that Product A has a definite growth trend over the years in relation
to the indicator. Although we show only a few years on the chart, this relationship has continued since 1922, each year keeping within the band of about
plus or minus fifteen per cent of the central tendency as shown on the chart.
These two charts in Exhibit 2 show what has actually happened. They
also show some interesting things about sales forecasting possibilities. For example, during the war, Product A was not manufactured and sold in past volumes for its normal peacetime uses, especially because many of its consumer
durable goods applications were not being made in any appreciable quantities.
So, when the war was over and peacetime productions of Product A were revived, the question of selecting proper levels for a forecast was an important
one. As you can see, if you had the proper level of forecast for the business indicator in 1946, you could from past relationships on the lower chart place
Product A in its proper spot for forecasting purposes. Later in the postwar
period, you can also see that the lower chart shows that Product A begins to
show some tendency to swing around a bit in its relationship to the units of the
indicator levels.
This condition illustrates another need in this forecasting work, the need
for greater and more detailed understanding of the business you are forecasting and of the nature of the business indicators you are using. For example,
in the first few years of the postwar period, the nature of the consumer durable index used as an important part of our composite indicators changed somewhat over what it had been before the war. For a time, the items on which
Product A were used as a component were a relatively more important part of
consumer durable goods than they had been previously. So Product A was
favored. Later there was a reversal of the favoring conditions and then, still
later, the general proportions of the various elements of consumer durable goods
SEP TE MBE R, 19 57
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settled back more nearly to their historical pattern. To the extent that such
things are known, allowance can be made for them in our judgments as to
where in the historical band we might place a particular year being forecast.
In businesses such as Product A, other items such as inventory situations can
and should be taken into account when picking a point within a historical band.
The year 1949 shown here is a good example of an inventory generated swing.
Salesmen and others pick up advance information on inventory changes not
only for items like Product A but also for the items on which Product A is
used as a component. For long -range forecasting, assuming that you have the
forecast of the indicator, it is unlikely that you would have sufficient specific
knowledge to select anything except the central tendency of the relationship of
Product A to each point or unit of the indicator. However, for short- range,
additional knowledge can help in better placement of the probable level of relationship of Product A to the indicator. To arrive at the total sales of Product A for any year, you would, of course, multiply the value of the indicator
shown on the top chart by the number of A's for each point or unit of the
indicator.

EXHIBIT 3
16
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The total number of items of Product A's by years are shown in Exhibit 3
based on:
The actual total number sold.
2. The total number resulting from multiplying for each year the indicator level by the number of Product A's per point or unit of the
indicator as shown by the central tendency of this relationship.
1.

To bring the annual calculated values closer to the actuals, it would be necessary to apply the specific knowledge and judgment each year as we have discussed before. The general relationships on this chart are what you might
expect to get if you were doing long -range forecasting by using the central
tendency of the relationships without any adjustments.
For many products or businesses, the general procedures just described may
be applied in using business or economic indicators as an aid to sales forecasting. However, the nature of most of the indicators that are available to
you is such that you may have some additional problems with forecasts for
heavy equipment items with relatively long manufacturing times after the receipt of an order. This problem occurs when you develop an interest in forecasting what the level of orders may be in a particular year.
Example—Product B
Annual levels of Prouct B are shown in Exhibit 4 in two ways:
I. How the shipments have varied over the
years in the past and a forecast for the
future. This forecast of shipments would
be prepared in the same general way
that we have already discussed for Product A.

2. Also shown on the chart are the variations in the annual level of orders for
Product B. To forecast these orders, you
could not use the same general approaches used for forecasting the ship ments by direct relationships to the selected business indicators.

When forecasting orders, you are not only attempting to forecast the requirements of customers for the delivery of Product B, but you also are attempting
to forecast the customer's buying psychology, especially as to the timing of his
placement of orders for these same items. Since history indicates that not all
orders are placed at uniform times ahead of when the shipments are needed,
the obvious method of assuming such a uniform lead time cannot be used to
give good results. Without going into any detail, I would like to mention
that many calculations can be made to narrow the range within which the order
level may be expected to fall. Among other items that are considered are the
past relationships of shipments, orders, and backlogs, together with future requirements for shipments. Careful calculations and considerations can narrow
the range within which the order level is most likely to fall. However, this
SEP TE MBE R, 19 57
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EXHI BI T 4

range can seldom be narrowed by such methods to the same extent that can be
done for shipments. Actually there can be a family of order patterns for a
particular pattern of shipments. On the chart for the year 1957, you see the
probable range that can be calculated for Product B.
Such additional things as the forecast direction of the indicator change and
the magnitude of such change can be used to assist in the judgments that are
applied to help arrive at the final answer or forecast. In addition, the judgments and specific knowledge of field sales and headquarters people, especially
on big jobs, must play an important part in the final decision as to what point
within the calculated range seems to be best.
Advantages of Using Economic Indicators in Sales Forecasting
There are sonic very real advantages to using economic indicators in sales
forecasting:
18
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I. Many forecasters have found that just
projecting their past sales into the future
does not give them dependable sales
forecasting results. They have found
that the level and pattern of expected
future general business conditions is
unlikely to be exactly the same as it was
in the past. Therefore, they must tie in
their own business with the new influences in general business conditions if
they wish to improve their forecasting.
2. If you have an appreciable number of
items to forecast, you can establish more
consistent relationships between items
with similar business influences than
could otherwise be done. For example,
our large steam turbine business, power
transformers, high voltage switchgear,
etc., are largely dependent upon the
growth of the electric utilities for their
business. Rather than have each of these

businesses use a different idea as to
what they think the future picture of
electric utilities will be, it is desirable
for all of them to use the same assumptions for future utility growth.
3. Forecasts are not infallable or unchanging. By consistently using future general
business patterns as guides, you are
afforded a better opportunity to make
any needed changes in your forecasts in
a uniform manner if it becomes obvious
that changes should be made in the
assumed general business picture on
which your forecasts were based.
4. By narrowing the field for judgments by
the use of relationships of the forecast
item and selected general business indicators, you should obtain a better
sales forecast than would otherwise be
possible.

For both short and long -range sales forecasting, it should be possible to improve forecasting results by the proper use of selected economic indicators and
established relationships of these indicators and the forecast item. Such work
can be of real help in arriving at a proper sales forecast of the business available for the forecast items. However, this work alone cannot answer all of your
forecasting problems. For best results, there is need for additional specific
business knowledge and good business judgment to be applied to calculated
values which usually narrow the judgment area.
Sales forecasting is an important part of business and successful forecasting
will pay real dividends. Much business success depends upon the over -all
planning that is done, not only on current production and sales but on future
business as well. The editor of a small newspaper in Iowa recently made this
wise observation "It takes as much energy to wish as it does to plan." Astute
business managers today must occupy their attention not only with technical and
scientific progress but with planning, both short and long - range. Good sales forecasting is a very important part of such planning.
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Sales Forecasts As A Basis
for Business Planning and Budgeting
by LOUIS E. WENGERT
Manager- Finance, Direct Current Motor and Generator Department, General Electric Co.,
Erie, Penna.

Some Of the procedures and techniques
used in the General Electric Company in developing the forecasts of general economic conditions and the available market for its products and services.
With so much attention today being given to electronic computers, it would be
fortunate indeed if this discussion could be devoted to an explanation of a
successful procedure for feeding such information into a computer to determine the future course of the business. Unfortunately for managers, no computer has yet been developed which can substitute for business judgment. The
task is not as simple as we might hopefully anticipate it may be in the years
to come. Management judgment will always be required to develop business
plans. The degree of success in executing them determines the extent to which
each business will share in the market.
With a reliable forecast of the total available market, a sales forecast for
the specific business can be developed. By anticipating its share of the total
market, the sales forecast could be calculated simply by multiplication. However, at this point, such a sales forecast is only an elastic yardstick. It will
reach final form only after sales planning is integrated with the organization,
marketing, engineering, production, financial and manpower planning to meet
the objectives of the business.
The sales forecast establishes the link between the external influences upon
the business and the internal influences which are determined by the specific
action plans of management. Management determines the specific objectives
of the business and proceeds to integrate the sales forecast with timely and
effective business plans to accomplish these objectives. Forecasts are, in reality,
dollar expressions of the integrated plans of all the functions of a business,
each of which is directed toward realization of common objectives. As a projection of the business into the future, forecasts represent management's judgment of the results which will be obtained by the execution of its plans to be
competitive and profitable in each of its product areas.

M

Y ASSOCIATES HAVE PRE SE NT ED

Budget and Forecast Procedure
In General Electric Company, business planning and budgeting for a particular product line are at the department level. At the present time, there are
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over one hundred operating departments in the company. These are the basic
building blocks in the company's decentralized organization structure. Each
operating department is organized, financed and staffed to achieve market -place
leadership within its assigned product scope. The management of the operating department is assigned to a general manager who has complete operating
responsibility for the business. The organization of a product department consists of those functional areas necessary to carry out that department's business.
These generally include marketing, engineering, manufacturing, finance, employee relations, and legal counsel.
It is the procedure that annually each department prepares, obtains approval
for and operates within a budget for the succeeding calendar year. At the time
of submitting its annual budget, the department also prepares and submits
for review operating forecasts of the business for each of the next four years,
as well as for the tenth year, the fifteenth year and the twentieth year ahead.
These budgets and forecasts are dollar expressions of the anticipated results
of the plans to meet the objectives of the business which have been set with
a clear understanding of market conditions.
The department budget is subject to the final concurrence of the group
executive, a member of the president's office. It represents, in effect, a one year management commitment for the realization of planned results. To assure
that the budget is a realistic appraisal of anticipated results, it is supported by
the details of planning in all functional areas. It reflects the effectiveness of
plans executed in prior periods, plans to be executed within the budget period
and plans to accomplish objectives in succeeding periods. Set up on a month by -month basis, progress in achieving objectives can be measured as actual results become available.
The forecasts are principally concerned with the sales volume, profitability,
product development, productivity, capacity, manpower, investment and cash
flow. The longer the range of the forecast, the less detail is available to support the objectives. The forecasts included with the budget direct the attention of management toward the establishment of long range objectives and
plans for their realization. The longer range forecasts are principally concerned
with sales levels and the capacity which will be required to support them.
Forecasting and planning are a continuous activity. Through the device of
short -term rolling estimates, supported by general economic indicators and estimates of the available market, major deviations from budgeted or forecast results are called to the attention of management. Based upon a continuing program of reappraisals of market situations, plans are modified to adjust to the
market needs. Deficiencies in planning are brought to light and corrective
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action taken. Unrealistic objectives are changed to reflect the true course of
the business.
Sales Forecast
In forecasting sales volume, it is essential that consideration be given to those
internal factors of the business which would prohibit realizing the sales forecast. Such factors may be limitations in capacity, distribution, manpower, products, cost level and other facets of business. These roadblocks constitute, to a
large extent, deficiencies in prior business planning or changes in market projection. In addition, competitor should be identified and their strengths and
weaknesses evaluated. Risks to be taken should be spelled out, and the technical feasibility of programs established. The timing of the introduction of
new products and the extent of penetration into the market should also be considered.
At General Electric, establishing short and long -range sales objectives is a
marketing responsibility. In developing sales potential, we classify the available market into two principal areas, served markets and unserved markets.
The served market includes all markets representing customer wants or uses
which can be served by the products presently being sold by the department.
Unserved markets, on the other hand, include all markets representing customer
wants or uses which can be satisfied by products which are not presently being
sold but which are within the assigned product scope of the department. Utilizing this information, plans are directed toward markets (both served and unserved) where we feel we can make a definite contribution and, of course, the
market must provide profit opportunity. This analysis affords the basis for
orderly entry into unserved markets which appear to have a satisfactory profit
potential. It also provides the basis for the orderly withdrawal from served
markets which do not appear to have sufficient profit potential to meet the
objectives of the department.
Product and Production Planning
Another phase of the activity directed toward meeting sales objectives is
that of product planning. Meeting sales objectives is, to a large extent, determined by the timely introduction of new products and redesign of present
products. To assure close correlation between product planning and the establishment of sales objectives, the product planning activities of the company are also assigned to the marketing function.
As an example of product planning, I would like to refer to a procedure
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which we use called the product calendar. All product developments, whether
new products or redesigns of present products to better satisfy specific customer needs, are identified as projects and logged on the product calendar,
which is maintained by the product planning activity of the marketing section. Under each project, the step -by -step procedure necessary to accomplish
the purpose is detailed and time schedules established for each phase of the
program. The calendar is reviewed on a regularly scheduled basis by department management. Each project is thoroughly analyzed in terms of its relationship to the market need, its feasibility and its priority. Through this procedure, product planning is a continuous program directed toward the realization of the sales objectives of the department. Product planning also helps to
provide objectivity and direction to the development and advance engineering activities by orienting their functions to the real needs of the customer.
The degree to which the sales forecast establishes the production schedule
depends upon the nature of the product. For custom -built equipment, where
manufacturing is started after receipt of the customer's order, the production
schedule, itself, determines the short -term sales budget. For standardized, off the -shelf products, production schedules are based entirely upon anticipated
sales. As production facilities generally account for the major portion of the
fixed costs of the business, sales planning is directed toward loading the factory to make maximum utilization of these facilities. Conversely, production
facilities may be a limiting factor on the ability of the business to take full
advantage of the sales opportunities.
Capacity Planning
In formulating plans, forecasts of the available business are essential in
order to provide production capacity sufficient to meet the demands of the
market. Productive capacity usually does not readily lend itself to adjustment
within the short -range period. It takes time to economically plan and put into
place additional capacity, whether the expansion plan requires new facilities
or rearrangement of old facilities. It is also important that investment not be
tied up in unused capacity, to the extent that this situation can be avoided.
In making its forecasts, the business correlates its potential sales volume with
capacity and initiates on a timely basis its facilities planning so as to have
capacity available at the time it is required to meet the anticipated market demand.
An example of this long -range planning in the capacity area is the recent
experience of the department with which I am presently associated. Five years
SEP TE MBE R, 19 57
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ago, direct current equipment in the range of one to seven hundred horsepower,
was manufactured within the company at 3 locations —Fort Wayne, Indiana,
Lynn, Massachusetts, and Erie, Pennsylvania. Opportunities for growth of productive capacity in those areas was limited, not only by the existing facilities
but also by the indicated growth of other departments in these same areas. To
realize the profit opportunities indicated by the industry forecast, a decision was
made to assign the product responsibility for this range of equipment to a decentralized operating department. This assignment included the responsibility
for organizing and establishing facilities in which the sales objectives for these
products could be realized. By reviewing the future plans of other operating
departments of the company, it was noted that the timing of the move of the
direct current equipment production coincided with the transfer of refrigerator
production out of Erie into Louisville. Further study disclosed that the buildings being vacated at Erie were suitable for motor production. Other factors,
such as labor supply, nearness to market and suppliers, were also favorable.
By forward planning in the capacity area, it was possible to utilize the buildings at Erie more economically than to build completely new facilities. The
company was also able to stabilize its employment in Erie, much to the benefit
of the community and of the employees involved. The consolidation of production at Erie was completed in December, 1956. It should be noted that it
has taken a period of approximately five years to conceive, plan and complete
a program of this magnitude. It is only through the long -range forward planning of capacity that we can be sure of having the facilities in place to meet the
needs of customers and realize optimum sales objectives.
Capital Expenditures
Planning for capital expenditures is, to a large extent, also dependent upon
long -range sales forecasting. One of the major factors taken into account in
considering capital expenditures is the payout period. This means the future
period in which the investment will return its original cost in cost reductions
or additional profits. By utilizing the market forecast, it is possible to select
and establish priorities for capital expenditures and direct the flow of available capital into areas having the greatest profit potential. To aid management
in establishing these priorities, we have initiated the practice of classifying all
projects into eight different categories. These may be described as follows:
I. Emergency or distress projects which
generally might be said to cover expenditures required to stay in business
or to preclude involuntary liquidation of
the business.
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2. Relocation projects. A substantial portion of General Electric's production is
carried on in multi - product plants of
large size. Occasionally, the rapid expansion of one or more of the departN.A.A. BULLETIN

ments located in such an area may require that one of the departments move
out in order to make room for the departments remaining. This is particularly
true, of course, if high employment in
the locality gives promise of a labor
shortage within a short period of time.
3. Profit improvement projects which would
include mechanization or automation of
existing methods of manufacture, manufacture of components presently purchased, and standardization of designs.
4. Expansion of facilities to provide capacity for planned increases in the volume
of existing products.
5. Expansion of distributive activities, requiring facilities to undertake distribu-

tion operations not presently handled by
the department.
6. Expenditures to provide or expand facilities in which to conduct research and
development programs for new or improved products, equipment or processes.
7. Facilities to provide capacity for the
manufacture or distribution of new products or to establish new product businesses.
8. General plant improvements to: provide
recreational facilities or other conveniences for the benefit of employees, minimize public nuisance aspects of industrial operations, and to improve the appearance of the plant.

The value of this approach lies in the lad that it is conducive to encouraging ourselves to examine opportunities for the expenditure of capital funds
in an orderly, logical fashion. Classification of the projects is, of course, only
the first step. We then evaluate them in terms of their impact on the business
plans before finally deciding on which will be undertaken and in what order.
Manpower Planning
Manpower is another area of business planning which has an effect upon
the realization of sales objectives. In fact, manpower may well be a more limiting factor in the successful execution of business plans than equipment and
facilities. Without the quality of manpower to originate and execute the plans
of a business, it cannot grow with the market and maintain its competitive
position. Plans to provide the management and technical manpower requirements to meet the growth and increasing complexities of business life are executed in a variety of ways. Some of these are company- sponsored training and
advanced educational courses, aids to educational institutions and financial assistance to students.
One example of business planning in this area, which I believe is somewhat
unique with General Electric Company, is the Management Research and Development Institute recently established by the Company at Crotonville, New
York. Projections, based upon historical trends and expected business conditions, indicate that the sales of the electrical industry will double within the
next eight to ten years. To meet the demands of this rapid expansion will require the accelerated development, as well as a substantial increase in number,
of management personnel. General Electric plans to help meet its requirements in this area through its educational programs at Crotonville, as well as
continuing manager development programs within and outside the company.
SEP TE MB ER , 19 57
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Another area of manpower planning in which the use of market forecasts
has brought about considerable improvement is in the stabilization of employment levels. Wide fluctuations have a deteriorating effect upon employee and
community attitudes, as well as increasing the direct cost of unemployment insurance and employee training. Utilizing market forecasts, production plans
are directed toward providing more stable employment levels and avoiding
seasonal and cyclical adjustments. By developing such techniques as free wholesale and dating sales plans and carrying inventory in periods of seasonally reduced sales activity, we obtain better employee and community relations, lower
turnover and lower labor costs.
Summary
Through the use of the short and long -range forecasts of the economic climate
and the available market, the business is able to ( 1 ) establish realistic objectives, (2) effectively plan the activities of the business to meet these objectives,
(3) obtain a measurement of its effectiveness, and (4) substantially reduce the
area of unavoidable risk. By continually reappraising the short and long -range
forecasts, the business adjusts its strategies and programs to obtain results that
will be in the balanced best interest of the enterprise.
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Profit Evaluation For Management
1. The Need For Profit Evaluation
For Sub - Divisions of A Company
by PAUL A. MAY
Controller, Mine Safety Appliance Co., Pittsburgh, Penna.

review serves as a backboard for full
Iinquiry on problems involvedthatinthisprofitbriefmeasurement
and evaluation for units
T SHOU LD BE POINTE D OUT

of a company and is not limiting in any manner to a full exploration of this important subject.
Units for profit determination might consist of products and product lines,
divisions, subsidiaries, and sales territories. In addition, there might also be considered industry groups, distribution channels, or purely financial arrangements
such as investments or financial dealings as related to rental arrangements or
foreign currencies.
Objectives, Type of Profit, Approaches
Objectives or purposes of appraisal of performance may be given as long -range
investment decisions, product emphasis or marketing policies, but these are not
all. There may also be geographical, tax, and consideration of incurred costs
such as raw materials and labor markets, that would govern the emphasis placed
on profit objectives.
We are next concerned with the type of profit that serves best in evaluating
the performance of units of a company. This means net profit (before or after
taxes), direct profit, i.e., before or after fixed costs, and the effect of unit profit
measures on the unit as well as on the company as a whole. It is also suggested
that it might be well to examine controllable versus non - controllable profit, as
well as profits which are not necessarily products of accounting, such as jobber
discount rates or, where available, market prices, to effect transfer of product
between units of a company. In certain instances, gross profit contribution might
best serve to define unit profits.
Last, but actually not least, we are concerned with the evaluation of profits,
especially as to the form most useful in accomplishing a coordinated overall
SEPTEMBER, 1957
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company effect that will best furnish a maximum profit to the company as a
whole. The scope and diligence of accounting programs are of small moment if
their resulting reports and statements cannot be evaluated by the unit manager
as well as general management as a fair measure of the former's contribution to the economic welfare of the business. Methods of evaluation are by dollar
amounts, a per cent of sales, or as a per cent of return on capital employed total
assets as opposed to net worth. Such studies can be presented as a trend, may
be related to budget or plans, and can be compared with other compatible units
of the company or, in some cases, with independent studies of competitors. Some
of the above methods of evaluation are not alternate choices but may well be
used in combination. For example, return on investment under the duPont
formula is closely tied to per cent of profit to sales and turnover of investment.

Need for Evaluation
We have now reviewed the broad nature of our subject and the areas and objectives to be explored. But the availability of such information does not imply
the need for profit measurement by units of a company. What then gives rise to
this need of management, whether or not always recognized, and what purposes
are served by evaluating units or subsidiaries of a complete corporate entity?
Basically, the need for profit evaluation of sub - divisions of a company arises
where management responsibility is decentralized, as it is desired to know the
degree of contribution of any unit of a business upon the whole. The effectiveness of decentralization is somewhat directly proportional to the degree to which
company authority has been delegated for both income and expense and, to the
extent that divisional management is given complete authority, a concept of
profit measurement grows both in need and effectiveness.
Since, genreally, profits are the criterion of successful achievement of all commercial organizations, the delegation of profit responsibility answers a need
of both corporate management and the divisional manager:
I. From a corporation standpoint, it furnishes a satisfactory and understandable
measure of the performance of the unit,
whereas responsibility statements may
bias the attainment of a satisfactory
profit by over - emphasizing the function
measured.
2. From the standpoint of the individual
28

given the responsibility for the opera fion of the unit, it provides an objective
measure of his performance which con.
tents him with the thought that management can readily credit his performance
by the same general standards that are
commonly familiar to all business executives.
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Divisional Profit Figures
The need, however, for setting up divisions of a company for profit evalution is best served where the manager is required to produce profits only to
the extent that his operations are controllable by him. As operations of subdivisions become more dependent upon related subdivisions in a company or
are allocations of costs or selling price, the need for carrying profit evaluation
to the net profit level decreases. As a matter of fact, in a study on "Centralization
vs. Decentralization," published in August, 1954, by the Controllers Institute
of America, it is said, "No evidence was found that decentralized profit and
loss statements are more effective than decentralized responsibility statements
in promoting profit consciousness." It may be observed, therefore, that, in those
areas where grave doubt exists as to the ability of the subdivision unit manager
to control the operation measured by profit, it might be well to consider the
development of a less expensive but equally effective method, such as budgets
or sales forecasts, to do the job of effecting profit control.
Nevertheless, profit control, wherever it is possible to clearly segregate responsibility, has a singular advantage. It measures the effects of all pertinent
forces acting upon the unit in terms of a single concept. It should be well
considered that the optimum sales objectives do not necessarily result in optimum
results. Moreover, minimizing expenses, such as in advertising or engineering
economies, is not always favorable to achieving a full share of market and,
therefore, creating the opportunity for greater profits through volume. Profit
evaluation provides, through proper targets and methods of profit evaluation,
a means whereby the division manager can exercise, to the benefit of general
management, a balanced judgment that will serve to maximize divisional profits
consistent with overall corporate objectives. We may conclude, therefore, that
profit segregations by units teflect the degree to which balanced judgment has
been applied to each subdivision of the corporation.
Profit evaluation by subdivisions or units of a company, as suggested above,
can generally be divided into two categories:
I. A basis for evaluating managerial performance.

2. A basis for tactical decisions in areas of
products, markets, and investment.

In the former category, general management relieves itself of the more detailed
attention by placing a profit responsibility upon the shoulders of management
in subdivisions. It provides a means of coordinating the relative effectiveness,
corporate -wise, of the action of one managerial performance with other similar
responsibilities, and the coordinated effect upon the overall company. It generally places like things in like categories and improves the personnel relationSEP TEM BER , 1 957
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ships between general and line management in having a common ground for
discussions of the subdivision's contribution to the success of the company. This
responsibility can be given in varying degrees, as is suggested by Gordon
Shillinglaw in "Guides to Internal Profit Measurement" in the March -April
1957 issue of the Harvard Business Review. The following four points are
quoted from page 85 of that issue:
I. Sales margin, or total revenues less
total variable costs to make and sell.
2. Controllable profit, or sales margin less
all the division's controllable fixed costs.
3. Contribution margin, or controllable

profit less all other costs directly trace able to the division.
4. Net profit, or contribution margin less
some share of general management and
service center costs.

It will be observed from the points made by Mr. Shillinglaw that he emphasizes
controllable profit. He concludes in his article that controllable profit is perhaps
the most useful measurement of all.
It appears to me, however, that all of the above forms of presentation have
their advantages in the degree to which subdivision management is given complete responsibility in areas of selling price, acquisition of plant, and control
of operating expenses. It is not always easy to detach a single unit of a company,
especially where one division supplies products and services to another. Yet,
in many instances, control can be achieved where inter - dependent responsibilities are present, by the use of market values applied to the shipment of
products from one unit of the company to another.
Although it is considered that the basic need for profit evaluation of subdivisions of a company arises where management responsibility is decentralized,
it is suggested that, when used as a basis for tactical decisions in areas of products, market, and investment, profit evaluation can serve a most useful purpose.
Segregation of products, at least insofar as varia, le income and expense is
concerned, can assist management within a corporate or subcorporate area in
enhancing profits by emphasizing more profitable product groups. Other profit
areas can be developed to analyze markets or to measure rate of return on investment. A low profit rate on sales for a commodity requiring a high investment might lead to considerably different conclusions than to the same profits
achieved on low investment or high turnover of assets. Profits by market areas
may indicate the need for restricting or expanding sales distribution by geographical location. Such an analysis might also show the need for different
pricing policies based on profit evaluations of distribution points. By methods
available for optimizing profit situations and often through special studies of
specific areas of the business, it is possible to better direct the flow of capital
to more lucrative endeavors.
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I again wish to emphasize the desirability of using market figures as a basis
for evaluating the profitability of units of a company. This deviates to some
degree from accounting concepts, but quite often results in a more objective
evaluation of the unit profit of a single division dependent for its materials
on another segment of the company. I am referring to such things as market
values of raw materials or like products sold independently or the use of jobber
discounts in lieu of actual costs to evaluate profitability of company -owned
sales distributing units.
Relationship to Company as a Whole
In conclusion, divisional profits or the measurement of profitability of units
of a company serves its purpose to greatest advantage when it provides a means
of greatest profit opportunity to the company as a whole. As responsibilities
for these profits are delegated to individual managers, greater attention can be
given those units of the business evaluated through profits by each of the managers in charge. As compared with profit responsibility statements, profit
measurement provides a better evaluation of the composite effect of all factors
of profits without the bias of sales, costs or expenses. While there are some
technical difficulties in achieving an acceptable measure of profits, the technical
aspects can generally be worked out on a satisfactory basis. To the degree that
control or full responsibility for operations, both as to income and expense, is
delegated to managers of units of a company or to product line managers or to
any other measurable area of the business, profit evaluation techniques can better
serve the needs of business through the ability to pin profits to people. To the
degree that management creates profit statements but nevertheless withholds
authority, profit measurement will have correspondingly less value as an
effective tool of management.
To those managers who are effectively meeting the profit objectives of their
subdivisions, the rewards are great because of the willingness on the part of
general management to pay well where it is clearly apparent that management
is getting full return in tangible profits of subdivisional operations.
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2. Various Profit Figures and Their Significance
by RUSSELL B. READ
Planning Director, Westinghouse Electric Corp., Pittsburgh, Penna.

"Various Profit Figures and their Significance," it may be well
at the outset to define and limit the scope of the subject to a point where we
will all be thinking within the same area.
First, as not pertinent to our discussion today, we might exclude from consideration various different profit figures which are attainable by adoption of
basically different accounting concepts, such as "Lilo," different policies with
regard to fixed costs in inventory, different accrual policies and the like. Second,
even excluding those named, there are so many possible kinds of profit figures,
developed for so many purposes, that I feel constrained to limit my observations
to profit data which is more or less regularly required for planning and directing
the operation, omitting entirely the special profit analysis data that may be
required in long -range decisions such as major plant expansions or initiation
of new lines. These are special analyses, much aided of course if the right kind
of regular profit information is available. Third, our discussion pertains entirely
to the profit figures of one operating unit of a company. The pattern, for sake
of common understanding, could be an operating division of a company, with
no further "profit center departments" within the division but with two or more
product lines.
As a last qualification, let me further specify that I will direct my comments
not so much to the problem of evaluating the division management or other
key personnel as to the problem of developing information which
serve
as a guide to decisions which must be taken by the division management in its
job of maintaining and increasing profitability of the division. I might also say
that even in this limited area, it is not possible to deal with the subject very
thoroughly in the time allowed. It will be my mission therefore to enumerate
some of the kinds of profit figures and to suggest the different significance
of each.
will

N DISCUSSING

Four Levels of Profit
Mr. May, in his introduction to the subject, referred to the very excellent
article of Gordon Shillinglaw in the March -April 1957 issue of the Harvard
Business Review and noted four types of profit figures which will be pertinent
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R EL AT IO N SH IP O F F O U R T YP ES O F PR O F IT F I G U R E S
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C o n t r i b u t i o n Ma r g i n

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

Les s :

Non - Di vi si onal Ex pens e

NetProfit

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

....... ...............................
EXHI BI T 1

to the situation we have described, (namely, an operating division of a decentralized company. Actually, these are profit figures taken off at four levels
or steps in the progression from sales revenue to net profit. While numerous
additional sub -steps might be listed, I propose to use the four which have been
named as a basis for discussion. Exhibit 1 shows the relationship among them.
They are:
Sales margin

..........................Sales revenues less variable costs.

................
..........................Sales margin less division
.... ...................Controllable profit less all
margin
.........
abl e to t he division.

Controllable profit

"controllable" fixed costs.

Coptribution

other costs directly trace-

N et profit

...................Contribution margin less allocation of general com-

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

pany expense.

Net Profit
For purposes of discussion, we will start with the broadest or most inclusive
figure, net profit.
Net profit (after taxes) is the final result of the division's operations, after all
product and period costs, after a share of company general expense, and after
SEP TEM BER , 1 957
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taxes. In a decentralized operation, it provides the closest thing to the statement of an independent company and, if the corporate management is seeking
to establish in its divisions a climate paralleling that of an independent company,
it seems logical that this "final result" figure should be available. It is the payoff
figure and, when adjusted to show the cash flow, indicates the contribution of
the division to the corporation's ability to pay dividends. It is useful, also, for
example, in permitting the division manager to compare his results with those
of competing companies. It provides the first indication as to the general health
of the operation. Further, it expresses the results in terms of prime interest to
top corporate management and provides a basis for common understanding and
communication between corporate management and division management.
Some will argue that the usefulness of the figure as a measure of the division's
effectiveness is destroyed by the more or less arbitrary allocation of general
company expenses, which are beyond the direct control of the division manager.
Obviously, there is weight to this argument, although its validity will vary in
different situations. In many cases, the expenses in question may be at least
indirectly or partially influenced by the division manager. Where the division
manager thinks his allocation is high he will usually express his feelings in no
uncertain terms and this, in itself, may provide some built -in control toward
keeping these costs in line.

Contribution Margin
Regardless of the advantages or disadvantages of assessing general company
expenses, it seems sensible to bring through also a divisional profit figure determined before application of general company expense. This brings us to our
second type of profit figure. It has been termed "contribution margin" and it
expresses the profit after application of all costs directly traceable to the division. For short -term evaluation and for short -term decisions, this figure is
subject to some of the shortcomings of the net profit figure, since it reflects
an application of "committed costs" such as depreciation, property taxes and the
like, which are not controllable in the short run by division management. Some
or all of these costs may have stemmed from decisions of previous management.
However, to fail to recognize these costs would be to fail to recognize the
true condition in which the operation is conducted. It is certainly the responsibility of the manager to guide his operation over the long run in such a way
as to correct or modify these committed costs. Whether these costs are directly
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controllable or not, he must live with them and take from them the long -term
guidance which they may offer. My own opinion is that contribution margin
is a significant figure, both as a measure of division operation and as a guide
to long -range decisions.
Controllable Profit
The next step in narrowing the profit focus brings us to the third profit figure
— controllable profit —or the profit derived after deducting from sales revenues
the variable product costs and only those fixed costs which can be controlled by
the division manager. In other words, it eliminates from consideration fixed costs
which are "committed," such as depreciation and property taxes, and leaves
in the profit picture only those fixed costs which are subject to "managing."
Developing this controllable profit figure has a twofold advantage. First, it
states the profit over which the division manager can exercise immediate and
direct control in the sense that the costs are controllable by his decisions and
actions. Second, it encourages a better understanding of the division's costs,
since the determination of the figure forces a segregation between costs which
are controllable and those which are not. More specifically, it forces an analysis
of fixed costs as between those which are fixed by "commitment" and those
which are fixed by policy. I might say that, in my company, we have found this
segregation to be useful. We have adopted the term, "committed costs," for
the first type and "managed costs" for the second.
Possibly, the prime area for the exercise of balanced management judgment
is in the area of "managed" costs. Here are reflected the decisions pertaining
to the extent to which current revenues will be spent for future benefits. Decisions as to the level research and development, process planning, maintenance of properties, training and development of personnel, sales promotion and
advertising —these are decisions involving a sacrifice of profits today in the
anticipation of profits in future periods. Isolating these costs will permit management to watch their trend, to be alert to any deterioration in cost pattern,
to test anticipated benefits in proportion to proposed actions and to fix limitations
within which the activities giving rise to these costs must be controlled.
Sales Margin
In the quest for significant profit figures, there is one more area of great
importance in current operating decisions. This is sales margin, defined as the
profit figure which results after deducting from sales revenue only the variable
costs pertaining to the goods sold. This is the immediate indicator of problems
of price, production cost, and product mix.
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Obviously, this figure can be determined only if the overheads of the division
have been carefully classified as between those which vary directly with volume
and those which do not. Procedurally, a system of direct costing —in which only
variable costs are carried through inventory —lends nicely to regular determination of the sales margin figure. Otherwise it can be determined only by periodic
analysis.
Control and Planning Implications
As we have observed, each successive profit figure, beginning with sales
margin and proceeding through the several steps to net profits, is determined
merely by deducting additional blocks or categories of cost, each of which
implies a different set of problems and each of which is subject to a different
control approach.
The classification of costs which is forced by the determination of these
different profit levels, and the subsequent understanding of the impact on costs
and profits of price movements, wage and material changes, and different
volume levels, should provide a better basis for management actions. Inadequate
or deteriorating sales margin, resulting from an increasing ratio of variable
costs to sales may point to the need for better supervision, for better cost control,
for weeding low -profit items from the line, or for greater selectivity in sales
effort. On a longer range basis, a study of the trend of sales margin may indicate failures to cope with rising labor and material costs through better product
design or manufacturing processes. Such a situation might signal the need to
increase the "managed" costs of engineering and manufacturing in order to
realize the benefits of lower variable product costs.
On the other hand, a decrease in controllable profit, particularly in the face
of adequate sales margin, may indicate a growth in fixed costs out of proportion
to the benefits expected when the fixed costs were increased. It might lead to
a trimming of the "manageable" fixed costs to a level commensurate with the
current sales volume or it might spark the action necessary to increase the
volume to a level consistent with the fixed costs.
Decrease in contribution margin, the next level in the profit progression,
may have come about from an increase in "committed" costs beyond the ability
of the operation to absorb them. In drastic cases, correction might require
moving to a smaller plant. More likely, it will inspire action necessary to produce
a better plant load.
As suggested by the above, the nature of the problems indicated by the
various profit figures tends to shift from that of a short - range- operating nature,
36

N.A.A. BULLETIN

to that of a long- range - planning nature as we move from sales margin through
the progression to contribution margin. This might suggest that the sales margin
figure is required monthly and by product, while the intermediate figures —
controllable profit and contribution margin —might be superfluous on a monthly
basis but absolutely necessary at the time when longer range plans and budgets
are being formulated.
As indicated an examination of past profit - pattern developments may help to
Put the finger on the real problems of the division. But a profit pattern analysis
is of even greater value if applied to projected future operations in which anticipated conditions of volume, prices and wages are reflected. In this way, the
development of an unsatisfactory pattern may be checked before it occurs.
As a final point, it might be emphasized that no pat formula for profit figures
is likely to apply to all situations. Rather, it will have to be tailored to the needs
of the operation and the cost system in use.

3. Methods of Evaluating the Profit
by WILLIAM R. BRUNSON
Assistant Manager of Financial Accounting, Eastman Kodak Company, Rochester, N. Y.

manufactured by Eastman Kodak Company and the
A fields that theyproducts
serve are shown graphically on Exhibit 1. Our domestic
FEW OF THE

operations are carried on by subsidiary companies as well as by major divisions
of the parent organization. Within each of the major divisions, there are manufacturing organizations, each concerned with what we call a major product line.
Within each major product line there are individual product groups and each
of these product groups is composed of many individual products.
Like all businesses, our aim is to make a profit for our stockholders. This,
of course, is the only way that we can be of service to the community because,
if we did not continue to earn adequate profits, we would shortly be out of
business and a lot of people would be looking for jobs. Since we are in business to make a profit, management should have a basis for determining and
evaluating the profitability of individual products, groups of products, product
lines, division operations and operations of subsidiary companies. It is the job
of the accountants to keep management informed of the profit situation.
In the last analysis, the net profit after taxes is the most important figure to
management. This should be compared with the results of previous years and
the forecast of operations. However, total net profit after taxes is not directly
usable for control of operations by management. In order to be usable for conSEP TE MBE R, 19 57
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EXHIBIT 1

trol, net profit must be related to something. At the same time, we should
realize that the farther we go from results of operations of the corporate unit
down to individual products, the less reliable are the figures that are developed.
Net profit after taxes may be related to the equity of the stockholders in the
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business. The net return divided by the net worth of the company gives a ratio
that may be useful but only at the corporate level. Compared with similar ratios
for other companies, it indicates the effect of financial policies with respect to
the use of borrowed capital, and, compared with ratios for the same company
for prior years, it reflects the change in the over -all effectiveness of that company's operations. However, this ratio generally has no application in evaluating the performance of segments of a company's operations.
Relationships Relied on
Profit margin related to sales is the most commonly used ratio in judging
the profitability of various products or businesses and was the chief one used
by Eastman Kodak Company until recent years. It can lead to very erroneous
conclusions, however, as I shall illustrate later, but for the short -term look, I
believe that profit margin related to sales and compared with a forecast is still
the most desirable control measure.
For individual products, we can approach profit margin related to sales by
determining the cost -price relationship. That is the ratio of factory cost to net
selling prices. By the use of predetermined percentages that reflect the inherent
differences in product shrinkage, selling, advertising, distribution and administrative expenses, it is possible to refine this cost -price relationship so that a
figure representing the operating profit margin on sales can be developed.
For a product group, the gross profit on sales can readily be calculated by
comparing net sales income with factory cost after adjusting for the effect of
the changes in finished goods inventories. The actual gross profit per cent on
sales can then be compared with a forecast and previous years' results. The
comparison with the forecast, I feel, is the more significant. Earnings from
operations for a product group may also be calculated, if a reasonable allocation of sales, advertising, distribution and administrative expenses can be made.
The same ratios can readily be determined for a product line, and here the
results are probably more reliable as far as the calculation of earnings from
operations are concerned. For a division of a large company, earnings from
operations can readily be calculated and net income after taxes can also be calculated. Where the organization is a corporate unit, the net income after taxes
is more meaningful than in the case of an operating division.
I have outlined very briefly the various types of profit figures that we use at
Kodak and, in all cases, they can be related to sales to provide a control ratio
that is usable by management. However, profit margin on sales, either gross
or operating or net after taxes, does not take into consideration the investment
SEP TEM BER , 1 957
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necessary to generate this profit. When comparing and evaluating the results
of operations of unlike enterprises or enterprises with different degrees of integration as we must do at Kodak, profit margin on sales is not always a satisfactory ratio. It is normally expected that an operation involving buying and
selling only, for example, will earn a lower profit margin on sales than one
involving complex manufacturing operations and a large capital investment,
such as our film manufacturing. However, it is not unreasonable to expect the
most efficient performance of each type of operation to earn approximately the
same return on investment.

Return on Investment
Return on investment is a measure which, in one ratio, brings together with
proper weighting most of the diverse major factors relating to the earning power
of a company, plant, product line or product group.
The advantage of the return on investment ratio over profit margin was
well illustrated by the effect of a sudden cancellation in 1954 of a large government contract at our Camera Works. We recognized that this would have
a serious effect on the profitability of this plant and immediately prepared an
analysis showing the effect of the loss of this business. We were rather surprised to find that the profit margin on sales actually showed an increase for
the plant as a whole. Since this governmental business was contracted for at a
profit margin lower than that realized on civilian business, the loss of the military business increased the forecast profit margin on sales for the plant slightly.
The reduction in sales was proportionately greater than the reduction in profit.
However, because the investment could not be reduced in proportion to the reduction in earnings, the return on investment ratio dropped significantly,
thus indicating the adverse effect of this loss of business. Of course, the total
earnings showed a drop but, as I mentioned previously, we do not ordinarily
use total dollars as control measures.
As many of you know, the principles used in determining return on investment are still in the developmental stage. However, progress is being made.
At a recent A.M.A. workshop seminar with 16 companies represented there
was quite general agreement as to the principles to be used.
Return on investment can be readily adapted for evaluating alternative proposals relating to expansion, cost reduction projects, or make -or -buy decisions.
If this tool is used carefully with a proper understanding of its limitations and
in conjunction with other indices and ratios, it is my personal opinion that it
can be the most valuable single tool available for profit control.
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Accounting Problems of Multiplant
Operations
1. How Much Centralization or Decentralization
of the Accounting Function ?
by ROBERT A. MORGAN
Controller, Caterpillar Tractor Co., Peoria, Illinois

N O R I has all the answers that are required to determine how much centralization or decentralization of the accounting function should occur in companies with multiplant operations. As a matter of
background, Caterpillar Tractor Co. was incorporated in 1925 through the
merger of two predecessor companies. These companies operated plants at San
Leandro, California, and Peoria, Illinois, from 1925 until 1950. (During World
War II, a wholly -owned subsidiary, Caterpillar Military Engine Company, was
established to operate a government -owned plant at Decatur, Illinois.) By the
time I joined the Company in 1944, the Peoria operation consisted of 19,000
employees and the San Leandro operation consisted of about 900 employees.
Thus you can see that, at this point, the company was, for all intents and purposes, practically a single -plant operation. A new era occurred, starting in 1950
when the company built a plant at Joliet, Illinois. Since that time, through
purchase or building, we have added plants at York, Pennsylvania; Decatur,
Illinois; Milwaukee, Wisconsin; and Aurora, Illinois. We have acquired a subsidiary at Davenport, Iowa, and have announced plans for a new engine plant
just north of Peoria. During the past ten years we have increased our emergency parts depots from five to ten in number and have increased our wholesale parts departments from one to four in number. Subsidiary companies have
come into existence since 1950 in Great Britain, Australia, Brazil and Canada.
From this information, you can readily see that in the short span of seven years,
Caterpillar has become quite decentralized. Although the month -end accounting used to be the simple adding of data from Peoria and San Leandro, at last
count our consolidating working papers carried the results of fourteen sets of
books.

N
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Both Centralization and Decentralization
Each of our plants maintains its own accounting department which is responSEP TEM BER , 1 957
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sible for recording plant transactions. No sales are accounted for by the plants.
Completed machines are transferred to the inventory accounts of the general
offices and sales of machines become the accounting responsibility of the general offices accounting department. Each of the subsidiary companies also maintains its own set of accounts and prepares its own statements. Results from
these subsidiary companies are fully consolidated with the parent company each
month. Our parts departments, where they are physically attached to manufacturing plants, are accounted for by the plant accounting departments. Parts
departments at Morton, Illinois, and Denver, Colorado, are accounted for by
the general offices accounting department because it is believed that the accounting problems are small enough not to require separate accounting departments.
This is also true for the parts depots. Some of the plant accounting departments have internal auditing, office methods, and cost analysis staffs — others
have no staff activities. This difference occurs because of the size of the organizations or because of the types of problems encountered at the respective
locations.
As you may have surmised, Caterpillar has both centralized and decentralized
accounting responsibility occurring simultaneously. Decentralized accounting
is carried on under the direction of plant chief accountants who receive their
line authority from plant managers. (Functional responsibility for accounting is
centered in a vice president and is administered through the general offices
accounting department under the direction of the controller.) We have used as
our frame of reference in determining how much decentralization, a rule of
practicability modified by special circumstances, such as distance or complexity
of operation.

Advantages of Decentralization
We believe that there are four important advantages of decentralization. In
our opinion, decentralized accounting units can make significant data available
to operating management at a level where such data can best be analyzed and
made useful. For example, accounting for performance at the Joliet plant can
result in improved performance at that plant more quickly by having the information collected and reported at Joliet than would be true if this were done at
the general offices. Similarly, an expense reduction campaign started by the
plant manager at York, Pennsylvania, will be better interpreted if the accounting for that campaign is done by accounting personnel under the York plant
manager's direction.
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We also believe that certain functions in the accounting field must be per.
formed on the site, such as timekeeping and payroll preparation. Although
some of you may have advanced equipment that makes it possible for you to
perform either the timekeeping or payroll function from centralized headquarters, Caterpillar has not as yet adopted the use of such equipment. With this
nucleus of an accounting group located at decentralized units, we have felt
that it was appropriate to include accounts payable and statements work in that
same organization.
We also believe that decentralized organizations can assist us in our over -all
control and analysis work because they are working with smaller numbers and,
consequently, are able to make a more intelligent analysis of them. It is easier,
for example, to detect an increase in material costs in each of our plants than
it would be if such amounts were brought together into consolidated totals
where a netting effect might obscure the real trend. Most important of the
advantages that we believe accrue to Caterpillar when we have decentralized
operations is the personnel development that results. Each of our plant chief
accountants and his key personnel are charged with the responsibilities of a
more broad nature than would be possible in a centralized organization. Each
is more independent than would be possible if they were collected in a centralized organization. As a result, we are fortunate in having several times more
men to consider for promotion than would otherwise be true.
Disadvantages of Decentralization
Not all factors favor decentralization, however. We have found that data
are not always readily available for special questions asked by our top management folks. For example, last February we were asked to quickly advise the
executive vice president how many persons traveled for Caterpillar. To obtain
this answer we had to send telegrams to each of our plants and await their
answers. Moreover, the inconvenience of answering such a question is very
minor in comparison to the inconvenience that occurs on the average of once
a month when we are asked to make for management projections of sales or
production levels under various assumed conditions. Currently the answering
of such questions requires a highly- organized effort on the part of all accounting units, which is accompanied by a degree of uncertainty of the validity of
the answer and a high degree of uncertainty whether all necessary deadlines
will be met. We believe we have some possibilities of overcoming this particular difficulty but the project for it has not been completed.
In addition, our regular accounting activities could be completed in a more
timely manner if all accounting work were centralized. Our biggest bugaboo
SEP TEM BER , 1 957
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preventing us from closing our books and reporting our monthly results several days earlier is the need for clearing all interplant or intercompany entries
through the general offices accounting department. Until inter - organization
entries are cleared, summarization and consolidation cannot begin. Consistency
of accounting principles between organizations is another point which troubles
us as we consider centralization vs. decentralization. Minor examples of inconsistency have been brought to our attention and correction has been made, but
we are never positive that we will always be consistent.
Also, when it is necessary to make a revision to our accounting system, such
as was required in 1956 when we revised our standard cost system, detailed
written instructions must be prepared
that consistency is assured. In addition to written instructions, considerable time and effort must be expended in
personal contact with the various accounting organizations to make sure that
interpretation of such instructions is consistent throughout the organization.
There are a number of other points that we have thought about in the area
covered by our topic where we are not sure whether decentralization or centralization is the best answer. For example, we are sure that small systems improvements or office methods improvements can be put into effect more easily
in the smaller organizations. We are sure that the individual accounting organizations come up with a greater number of new ideas than a centralized group
might produce. On the other hand, examples have occurred where these organizations unnecessarily duplicated research and planning effort.
Regardless of decentralized responsibility, consistency has dictated centralized
training. This can cause some personnel problems.
We overcome some of these difficulties by frequent audits, special purpose
meetings of key personnel and frequent communication. As I said earlier, we
are not sure we have the correct or, at least, final solutions to many problems
in this general area, but are constantly striving for refinements which will result
in more economical, more timely, and more accurate accounting results.

2. Facilitating Reporting and Consolidations in
Multi -Plant Operations
by THOMAS D. LYONS
Comptroller, Allis- Chalmers Manufacturing Co., West Allis, Wisconsin

manufacturT ing plants in the United States, two in Canada, onehasin thirteen
England, and one in
HE ALLIS- CHALMERS M AN U F ACT U RI N G CO M P AN Y
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Australia. The home office of the company is located in West Allis, Wisconsin,
which adjoins the City of Milwaukee. Our business and operations fall into
seven major classifications, which comprise the seven operating divisions of the
company. They are power equipment, industrial equipment, general products,
nuclear power, construction machinery, farm equipment, and Buda divisions.
For administrative purposes, the first four of these operating divisions are combined into an industries group and the second three into a tractor group. Each
group is administered by a vice president. Further, the vice president of staff
operations directs and coordinates the various service divisions of the company,
and a vice president of finance, who is also corporate secretary, is in charge of
fiscal matters.
Broadly speaking, the sales of industries
products are handled through
seventy-two district offices located in the United States and seventeen foreign
offices or representatives, located throughout the free world. These offices are
staffed by technically trained people, and, for the most part, the shipment of
the products which they sell are made directly from a manufacturing location
to the customer. Inventories of certain products of this group, however, are
maintained at district and regional locations including, for example, distribution transformers, electric motors, voltage regulators, electric controls, and
power transmission equipment. Products of the tractor group are distributed
through 35 branch locations in the United States; a subsidiary, Allis- Chalmers
Rumely, Ltd., in Canada, which has seven branch locations; and 17 foreign
offices or representatives.

Stafemenfs Timefable
Normally, the financial statements concerning the operations of a given month
are completed and released to our officers and directors about the tenth working day of the succeeding month. At the end of each interim quarter during
the year, a summary financial report is distributed to the stockholders of the
company, and the annual report is released on or before the first of March,
each year. To hold to this timetable, all tractor branch operations are accounted
for through the twenty-fifth of the month, except at the end of the year when,
obviously, December 31 is observed, since we are a calendar -year company. In
accounting for plant operations in the industries group, we observe four thirteen week quarters, with the first two months of each quarter containing four weeks.
Generally, the accounting operations of our company are well decentralized
to all points at which we conduct business. For example, accounts payable, pay SEP TE MB ER , 19 57
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rolls, and customer invoicing are handled on a local basis. Unless there are
unusual circumstances, such as holidays occurring close to the closing date, the
summarized accounts— including trial balances of local ledgers, a recapitulation
of journal entries, and other required statistical statements —are submitted to
the general office of the company on the tenth calendar day of each month,
which permits the combining of all accounts for the corporation by the tenth
working day. The accounts of our foreign subsidiaries, with the exception of
Allis - Chalmers Rumely, Ltd., are not consolidated, however, but, instead, are
handled on an investment basis.
This describes, in a very general way, the manner in which we handle reporting and consolidations of our multi -plant operations. I have purposely avoided,
because of time limitations, speaking of some of the more special problems,
such as state, local, property, sales and use, and other types of taxes, property
records, insurance, and other subjects, each of which has its own special problems with respect to reporting and consolidations.

3. How Much Detailed Information Above the
Plant Level
by FREDERICK J. HILSINGER
Controller, H. K. Porter b Co., Pittsburgh, Penna.

much detailed data should be readily
T available to the controller in order how
to facilitate management decisions. HowHIS DISCUSSION IS T O DE TE RM IN E

ever, before we concern ourselves with detailed data, how much and how little,
we should first take a good look at the kinds and number of reports we now
prepare regularly which set out information generally considered necessary to
operate and manage the business. If these reports are truly informative to the
managers of the business, the collection and uses of detailed data may not present too great a problem to the controller. What reports are necessary? Here
are a few:
1. Balance sheet and income statements,
corporate and divisional.
2. Profit and loss statements by commodity
or product class.
3. Inventory reports, particularly changes,
inventory turnover, etc.
4. Analysis of order backlog by product
classes.

S. Summary of capital expenditures against
authorizations.
6. Performance against budgeted expenses,
by major responsibility (operating, sales,
etc.)
7. Cash receipts and requirements forecast.
8. Statement of sources and disposition of
working capital.

All these reports are top management reports. We can detail these reports
and aim them at the division head or manager who is responsible for a particu46
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lar part of the company's operation. For example, we can provide analyses of
cost variances, daily and weekly cash reports, departmental performance reports
against budget, etc. When and if applicable, reports should show comparison
with previous periods, month or year, etc.
Factors Involved
Let us return to our subject for discussion. Naturally, the controller has
investigated any out -of -line figures which came to light when the various statements and reports were being prepared. He has the detailed data available to
satisfactorily explain the fluctuations in his figures. There are, of course, practical considerations in determining the amount of detailed data one may have
readily available. We must take into account:
I. The organization and composition of
management, its interest and knowledge.
2. The size and complexity of the corporation.

3. Type of industry.
4. Product lines.

All these factors determine the flow and kinds of information, detailed data
if you prefer, between the various departments of the corporation. Most important of these is the organization of management. Is the philosophy one of
centralized or decentralized authority and responsibility and to what extent are
these philosophies carried.
We are all familiar with the conventional organization structure. Vice presidents and managers are responsible for only one function of the organization,
such as production, engineering, sales, purchasing, etc. Naturally, there are
assistants to help each one carry out his job. The division manager may be
responsible only for the efficient operation of the plant. He never sees an
income statement or a balance sheet, only efficiency reports. Between the division manager and the top men, there are layers of assistants and staff people,
even staff departments, who require information from accounting and other
service departments in order to carry out their responsibilities. It follows, therefore, that the controller must in turn employ assistants to compile necessary
data in order to have fingertip information available to all who need it.
Detail at the Detail Level
Now let us take a look at our problem as it relates to a corporation with a
very decentralized philosophy of management. Let us assume that the general
manager of the division is completely responsible for his divisional activities
SEP TE MBE R, 19 57
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from personnel to production to sales, also that a very substantial part of his
earnings is predicated on income before taxes generated by his division. The
general manager has the authority and the responsibility, and he must make
money. This is the management philosophy of our company, the H. K. Porter
Company. How successful has Porter been while operating under this philosophy? Since 1947, annual sales have increased from 9 million dollars to
140 million dollars in 1956; net earnings have increased from 155,000 in 1947
to 7,600,000 in 1956; and common stockholders' equity has increased from
$2.95 per share to $37.04 per share.
In spite of this tremendous growth, the executive office of Porter has fewer
than 50 persons, including officers, assistants, clerks, and others. Porter has
more than twenty operating divisions, some of which are multi - plant, manufacturing and selling a wide variety of products serving industry in many fields.
Principal products are industrial rubber products, steel, refractories, non - ferrous
metals, fine wire, electrical wire and cable, wire rope, electrical goods, valve
fittings and hardware. In addition, we are presently constructing a chemical
plant to extract magnesium from sea water.
We could not possibly accumulate and have readily available at the top any
great amount of detailed data in order to provide fingertip service. Because we
operate the way we do, we do not need it. The division controller has sufficient detailed data on hand to help the general manager. Also, the division
controller prepares whatever analysis statements may be helpful in operating
the business. In Porter, accounting is greatly decentralized —the divisions prepare all accounting statements pertaining to the operation. These include balance sheet, income statement, profit and loss statements by commodity and
product class, inventory statements, property statements, manufacturing expense
statements, and others. The executive office calculates the income tax provision
on a corporate basis, consolidates, and prepares summary statements.
The dollar sign is the principal connecting link between the operating divisions and the executive office. All general managers must be able to understand
and interpret a balance sheet and income statement. My point is simply this.
Delegate authority and responsibility to the division. Judge division performance by profit generated by the division. Let the division manager and his
assistants share in the profits their efforts have earned. You will soon find
that all concerned will be talking the same financial language. Layers of staff
assistants will be unnecessary. Besides that costs money. There will be no need
for any great amount of detailed data above the division level.
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The Role and Responsibility of the
Cost Department
1. The Cost Department's Role in Profit
Measurement
by MAURICE J. DAHLEM
Partner, Price Waterhouse & Co., Los Angeles.

the cost department or as a representative of the conA troller, are you inreally
discharging your role in profit measurement? It is
S CO ST P EO PL E

interesting that the dictionary defines the word role as "a part or character performed by an actor in a drama; hence a part or function taken or assumed by
anyone." Looking at it as an accountant in public practice, I propose to cover
certain important aspects of your function in the drama of making profits. Let
me say, as a starting point, that no matter how sophisticated your system of
accounting may be or how excellent your accounting staff, a good look from
time to time at what is going on will disclose some phase of your role which
can be improved or sharpened.
Extent of Role
In a general sense, profits are the net result of revenues and cost. The subject of measurement of revenue is a field in itself and I will attempt to pass on
to you my views on the cost side of the equation, emphasizing the responsibility
of cost accountants for assuming the function of measuring at least costs and
expenses. Does this responsibility consist merely of using a system to record
and measure or does it include some responsibility for designing the system
and maintaining it in useful working order and as a productive activity? I
believe that your responsibility is for all these things. It is true that design of
the cost measurement system may not always fall entirely to you. Some companies call on independent consultants and engineers for this purpose. Others
have within their own management persons of broad experience and skill who
are competent to direct the work. However, even if you in the cost accounting
department do not directly perform the work, you can have considerable influence on the shaping of the system. And, when the need for revision or adjustment arises, you are usually called upon to carry it through.
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Let us review for a moment some of the fundamentals underlying the design
and revision of systems of cost measurement. What should the goals be? Logically, your first goal should be to determine what the needs of management are
for cost information. These will be the end results that our system must help
to provide. They must be sought out and evaluated for all areas in which
management operates with cost information. Product pricing, inventory and
expense control, tax requirements, government or trade group reporting —all
areas should contribute to the specifications of the system.

Costing Principles
Next, the framework of accounting principles and concepts which will meet
the specifications should be considered. Should we be guided solely by longstanding principles? Or should we also look into some of the newer concepts
developed from current problems and attempted solutions? If we are to meet
management's requirements we cannot afford to overlook any principles or concepts, new or old, which may help to give perspective and accuracy to the results
of our cost measurements. In the matter of inventory pricing, for example,
consideration should be given to using actual cost methods such as "lifo ", "fifo ",
average cost, and base stock as well as to standard costs, with direct costing included for good measure. Other decisions must be made as to where normal
capacity should be set, how to apply service department costs, how to dispose of
variances, and what to charge to cost of goods sold.
In one plant having highly mechanized facilities, the management was perplexed recently by the sizable volume variances which appeared in the statements each month. Investigation disclosed that the standards for the plant had
been set to include full output from every piece of equipment in the factory,
including the stand -by hand - operated shears as well as the huge automatic
presses on the main production line. Since it was never intended that all of
the equipment would be operated to full capacity at one time, there was bound
to be a variance produced when the plant operated at normal capacity. The
solution to the problem was rather obvious. The volume standard was corrected.
However, the fact that such an obvious error could occur in the cost reporting
of a company of national stature makes evident the need for careful checking
of all details and for taking nothing for granted.
Research and development costs, as well as general and administrative
expenses in certain circumstances, will require a consideration of deferral or
charge -off methods. Depreciation for cost purposes will involve a decision con 30
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cerning replacement cost or original acquisition cost as a base. Should the base be
depreciated by accelerated methods, with or without salvage value, will be a
further question. Each of these matters presents its own peculiarities in separating values between the balance sheet and the income statement. The individual
considerations in each instance must apply. Whether, for example, direct costing
constitutes "a good, solid, down -to -earth plan of inventory valuation" as one supporter claims or whether, as stated by a critic, it is "not safe or healthy" are
questions which each cost accountant must decide for himself after full consideration of the facts. However, the decisions made can influence materially
the amount of profit reported for one period as against another period. Studies
of business income in recent years are replete with reservations as to the impact
of "lifo" and depreciation accounting on company comparisons. The treatment,
for example, of research and development expenses may determine whether a
profit or loss for the period will be reported. A basic plan which relies solely on
historical costs rather than planned costs can result in the cost department being
relegated to the third string in terms of participation in management's search
for profits.
Participation in Profit Drama
Other principles to be settled in system design are the extent to which the
cost department will be able to take a part in operational analyses for the purpose of improving profits and the degree of internal control it will exercise in
other department operations. A cost department that participates in physical
inventory taking with plant personnel insures more accurate profit measurement
than one which does not. On the other hand, arbitrary costing methods followed by many companies do not leave the cost department with anything but
the mere mechanical function of processing purchase and sales documents.
The controller of a nationally famous electronics manufacturing company
recently informed me that "It has been my experience that cost people infrequently contribute to profit measurement and are generally concerned with mere
recording of costs and reporting of costs in summary form. The cost accountant who interprets his cost data for management to achieve an improved profit
position is a valuable but relatively rare individual." Comments such as these
point up the need for knowing, not only how to arrive at cost results but what
they mean and what can or should be done about them.
Efficiency of Cost Measurement System
Another important question to be answered is: What value have the end
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results of the cost measurement system in relation to the expense of obtaining
them? Selection of underlying principles should not carry theory to extremes.
It is a hazard in the "trade" that, in our close association with cost data, it is
sometimes possible to lose sight of the over -all goals. When this happens, procedures often become overly refined and results overly detailed —and cost
accounting branches out as an end in itself. Somewhat the same effect takes
place when the cost system of one company is adapted to the operations of
another. Results that were significant to the originator are often perpetuated
in the adapted system where they may be of little or no value.
We recently examined the operating reports furnished to plant foremen by
a California manufacturing company. The cost system used by the company
had been adapted from one developed by a successful competitor. However,
in the adaptation, much of the original system was merely imposed on the company rather than being fitted to its needs. As a consequence, terminology that
had meant something to the original user was carried over and applied in areas
where it was meaningless. Foremen's daily operating reports contained such
jargon as "daily performance data unfactored" to mean "standard hours earned."
Because the underlying data had not been fitted to the company's operating
conditions, the variances developed and the terminology used were meaningless, not only to the plant foremen but in large measure to everyone else in the
organization.
On the other hand, simplicity in the system should not be emphasized above
usefulness. There are many companies whose over - simplified cost systems can
be described more easily in terms of their inadequacies than their accomplishments. Failure to provide sufficient information by products, by types of expense
and by areas of responsibility is a frequent shortcoming. These systems are
usually changed when an aroused management seeks less vague answers as to
where the money went. Neither the overly refined nor the overly simplified
system is a good investment for management, either from the standpoint of
expense or results. From one it gets more than it needs; from the other less
than it needs.
In summary, the responsibilities of the cost department in designing or assisting with the design of the system of cost measurement are, I believe, first to
determine management's basic needs for cost data and, second, to select principles and concepts as a basis for the system, which can produce data with
accuracy and efficiency.
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Using the System
In the second area of responsibility of the cost department in profit measurement, that of using the system to obtain desired results, there are a number of
rather obvious responsibilities, most of which can be said to relate as well to
all accounting work. There is the need for accuracy, the need for timeliness in
producing results, the need for proper classification of expenses, and the need
for consistency in the use of basic principles. To these I would like to add the
need for efficiency in accomplishing results and the need for presenting cost
and profit data in understandable form to the user.
I believe that the cost accountant has a responsibility to see that the detailed
forms, methods and procedures used for arriving at cost measurements will
permit results to be obtained with minimum expense. I am sure that he cannot
be expected to be fully conversant with all areas in the field of accounting
systems but his specialized knowledge of costs and his usually broad experience
in accounting work qualify him, if not to perform the work in every instance,
at least to call attention to the need for it and to assist in its direction. Sales
and cost of sales statistics are often particularly vulnerable to this approach of
trimming the unused and unusable.
Devising reports understandable by the many users is an art itself, as you
know. Recently the planner of a standard cost system was overjoyed when the
plant manager sent the following note to his superior:
"As the installation . . . nears completion, it becomes evident what a
splendid plant management tool this (standard cost) system is. If a plant
manager put on a set of roller skates at seven in the morning and hustled
around to each department sixteen hours, making observations on all operations for both shifts, he would not know as much about the operation as he
can learn from one ten - minute review the next morning of his standard cost
reports.... A plant manager who has once tested standard cost would, I
should think, hardly want to live without it thereafter.... The full extent
of its usefulness to plant management is, I must admit, an eye- opener to me."
Conclusion
In closing, it seems to me this period of high volume and shrinking profit
margins has made product pricing and control of costs of more than usual significance to management. Re- evaluation by the cost department of its cost principles and of the adequacy of the data being provided will never be more important than at the present. It may mean the difference between profit and loss.
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2. The Cost Department's Role in Cost Control
by GEORGE C. LYON
Assistant Treasurer and Controller, Doehla Greeting Cards, Inc., Nashua, New Hampshire

controller (cost accountant) ever controlled a cost
S or cut costs," which"No
of course, is a negative way of saying that the role of
OM E O N E O NC E S A I D ,

the cost department in cost control is to furnish operating personnel with information by which they (the operating personnel) can take the necessary action
to control or to reduce costs and expense.
Cost accounting is a staff function and usually is found in the controller's
department, together with general accounting, budget work and sometimes
internal audit staffs. The principal function of the cost department include the
determination of anticipated (standard or budgeted) cost and expense, by cost
centers or departments, by product lines, by sales divisions or other areas of
operating responsibility; and the measurement of actual costs and expense
against these predetermined standards, usually by means of variance accounts
and reports. If the methods and procedures used are sound, deviations from
planned cost become tools of cost and expense control by operating departments
to correct the conditions causing the variances.
Design for Action
Reports issued by the cost department, which initiate action to control costs,
should be designed to perform their objective efficiently. This objective is to
inform the operating people who can take the required action. They should
not be designed to please or amuse accounting personnel with complicated
figures or obscure terminology.
If control reports are to be used effectively, they must be issued in time to
correct a condition before an expensive accumulative variance has piled up. It is
probably more important to issue reports promptly than it is to delay the issuance of the report to provide time to check and prove to "balance sheet"
accuracy.
However, cost control or "action" reports should be closely tied in with
actual costs as accumulated by the general accounting department, and there are
many methods by which the periodical statements issued by the general accounting department can be reconciled or tied in to the cost control reports by interim
cumulative adjustments. A cost report of any kind, which does not reflect
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actual costs as recorded on the books, will eventually become of doubtful value
to operating personnel.
In the determination of "planned" cost, or standards for all cost and expense
through budgets, forecasts or other methods, it is of utmost importance that
the responsible person whose performance is to be measured completely understands, approves and accepts the basic methods used to determine his standards.
If he understands how the standard was developed in the first place, and
approves the methods by which the standard is applied to actual costs, and if
he knows that the actual results are in fact actual and tied in to the books, and
if he gets this information promptly and in a form which he completely understands, he can control!
To summarize, our concept of the role of the cost department in cost control
is first to determine what the costs should be, based on information supplied by
and with the complete cooperation of operating people and, secondly, to furnish timely, concise, accurate and clearly presented information on current deviations from planned performance. The procedures, methods and mechanics of
doing the job right and the many and various systems in use are, we feel, quite
well understood by all industrial accountants, but the basic concept as summarized above is of primary importance.

3. The Cost Department's Role in
Developing Costs For Management Decisions
by HOWARD O. WILLIAMS
Assistant Treasurer, Adams- Millis Corp., High Point, North Carolina

have ably reviewed for us the roles of the cost
department in profit measurement and in cost control. In profit measurement the cost accountant is concerned primarily with the proper recording of
profit or loss for operations or transactions which have already occurred. His
work in this connection does not of itself yield any profit for his company. In
cost control, the accountant is working in the present rather than the past. He
is concerned with operations as they occur and in this function he is able to
render some assistance in the development of profits by means of cost reduction.
The cost department's most important role is that in developing costs for
management decisions. In this role the cost accountant is concerned with the
future and it is here that he finds his greatest opportunity to contribute to the
profit of his company. In many instances, however, we find that the cost accountant is content to work only in the past and present, in profit measurement and

M

R. D A HL E M A ND MR . L Y ON S

SEPT EMBE R, 1 957

55

in cost control and, therefore, does not realize the benefits of his greater
potentials.
Management, itself, is not blameless in this connection since many executives
actually do not know that the accountant is in a position to give them valuable
tools for planning. A business executive must have certain qualities, such as
energy, intelligence, initiative, character, personality, etc. Yet, if he has all of
these qualities and lacks the ability to make correct decisions, he will not become a successful executive. In order to make correct decisions two things are
necessary, information and the ability to use that information. Making decisions for business management usually involves a choice of two or more alternative courses of action, and, unless the executive has available the results which
may be expected from each course, he is not in a position to make his decision.
Since the majority of business decisions involve costs and accounting considerations, the industrial accountant is in a position to supply to his executives
the needed information. In most cases, he alone has access to the records and
statistical data necessary for the accumulation of the information. His education and training have equipped him with the ability to gather the facts needed
for a particular situation and to correctly analyze and interpret them. The most
important function of the industrial accountant should be that of furnishing
such information to management. This is his greatest responsibility and herein
lies his best opportunity for constructive accomplishment with his company. It
is, therefore, apparent that the cost accountant or the industrial accountant must
sell himself 'and his services to management so that the company, the executive
and the accountant can realize the results to be gained through the use of cost
accounting in management planning and decision.
For a few minutes, let us note a number of the various types of managerial
decisions which are based on cost information and explore the possible approaches to such problems. To arrive at a solution to a problem we must, of
course, have a tool with which to work and, since the costs available by usual
accounting methods, i.e., "actual costs," are not adaptable to all of our problems, we must select the proper cost concept to solve our problem. There are
many cost concepts and we cannot cover all of them. However, the most important for use in management planning and decision are these:
I. Full cost.
2. Direct cost or out -of- pocket cost.
3. Replacement cost.

4. Short run cost.
5. Long run cost.
6. Future cost.

Generally speaking, all costs determined for management planning should
be future costs. But please note that the costs in the above list are not entirely
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independent of each other. In fact, most problems will require a combination
of two or even more of them.
The Area of Pricing
Our most usual and most obvious problem is that of developing costs for
product pricing. Cost accounting is extremely important in decisions to drop
or to add items to a product line, but its importance diminishes when the problem is to set prices on already existing products. The product cost does not
necessarily set the selling price in a short -term market, which is also influenced
by competition, supply and other factors.
Although costing for pricing purposes will at times, depending on circumstances, involve the use of practically all of our before - mentioned cost concepts,
it is obvious that the ideal cost basis for pricing purposes is the use of full costs,
including replacement cost. A selling price established at or above this cost
will enable us to recover all cost, both fixed and variable, and will also provide funds for replacement of machinery and materials. However, because of
competitive conditions, supply and other factors, it may be necessary to develop
a cost at the other extreme —the cash out -of- pocket cost or direct cost. Here
all fixed costs are excluded and any selling price established above this cost will
result in a "profit contribution" through recovery of a part of the fixed costs.
Many times it becomes necessary to establish a selling price somewhere between these two extremes and, while management must have the knowledge as
to how far it can go in meeting competition, the use of this knowledge for
pricing must be made with full recognition of its effect on all prices. Policies
with respect to products having costs in excess of competitive market prices
should be predicated on, first, an attempt to reduce the direct cost of the product before contribution of part of the fixed cost by the reduction in selling price
and, second, substitution of a more profitable product. The establishment of
selling prices based on costs below full costs usually arises from the existence
of unused manufacturing capacity, and the effect of such prices upon the regular price lines and upon the regular volume must be considered.
Similar cost concepts and problems are involved in the preparation of cost
information for management's use in improving the product mix and simplifying the product line.
The Equipment Replacement Area
Another area in which accounting considerations are of extreme importance
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to the executive is that of making replacement decisions. Such decisions may
be divided into three major classes, i.e., replacements to:
I. Insure continuity of operation.
2. Improve quality.

3. Achieve cost reduction.

Replacement for continuous operation is usually made at the end of the economically useful life of the equipment and, thus, the decision to replace is
almost mandatory. Here it is the accountant's responsibility to determine just
what is the economically useful life by comparison of repair costs and maintenance as against increased cost of new equipment. Replacement to improve
quality, which may also be almost mandatory, involves comparison of expected
earnings from increased prices or volume as against cost of new equipment.
While the beneficial results of these two classes are usually rather simple to
evaluate, the expected savings from replacement for cost reduction become a
little more involved. It appears that the principal difficulty in calculations of
this type concern depreciation applicable to the present equipment. Regardless
of the present book value and the amount of depreciation actually being charged
against operations, the computation should reflect a depreciation charge based
only on the present cash value of the equipment and its expected remaining
useful life. If we compute the savings using only out -of- pocket costs or cash
costs, we achieve the same results but through a simpler calculation. Particular
attention should be given to production requirements. They should be stated
as accurately as possible and all estimates, including the costs for both old and
new equipment, should be related to this figure. Admittedly, the newer, more
modern machine will likely have greater productive capacity, but unless there is a
present need for such additional production or an indication of such a need in
the near future, it should be considered as a dividend and not as a part of the
cost savings.
Just as it is important that our calculations be based on accurate production
figures, it is also important that a proper appraisal of the time factor be made —
the estimated economical useful life. Other items which should be carefully
estimated are maintenance, power, supplies and material cost. Another possibility
which should be explored is that of changing or remodeling the old equipment
to make it acceptable by cost comparisons.
Expansion of Facilities
New plant and equipment or expansion of facilities involves the purchase of
long -term assets. In most manufacturing enterprises, these assets represent by
far the largest investment of funds and the investment can probably be recov38
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ered only through profitable operations. Because of this it is extremely important that all calculations be carefully prepared. Planning and the assembling of
cost information in connection with a proposed outlay of this type requires the
complete cooperation of all departments of the company involved — sales, engineering, cost, etc. First, careful engineering proposals and the costs applicable
thereto may be prepared for each of several different plans. Cost of operation
must be projected, giving full consideration to future costs and replacement costs.
Estimates must then be prepared as to the potential sales volume, prices, and
production. Here again the accountant must estimate costs for future estimated
pricing in order to arrive at the expected earnings for the new facility. Out -ofpocket costs are usually computed showing the effect on cash position and, as
is often the case, this element may be important because of lack of cash. In
addition, consideration must be given to various forms of financing: borrowing,
stock issue, bond issue, and the possibilities of sale and lease -back. In dealing with expansion of facilities the accountant must use most of the before mentioned cost concepts and it is his responsibility to see that the proper concept is applied to each element of the problem.
Deciding Whether to "Make" or "Buy"
In problems involving "make -or -buy" decisions the principal factor is a
comparison of your own costs with suppliers' prices. "Buy" costs involve the
simple matter of determining prices. Care must be taken to include freight
and handling costs as well as any special out -of- pocket purchasing costs. In
computing the "make" cost, we must first determine whether or not capacity is
presently available for the quantities involved. If the capacity is presently available, all fixed costs should be excluded from computations and only actual out of- pocket increases in indirect manufacturing expenses should be included. The
resulting cost plus labor and material will then be compared with the "buy"
cost. Here again, however, we must realize that other economic forces may
well direct a decision opposite to that indicated by the cost studies.
Other Decisions
Other areas where the accountant can be of assistance to management are:
I. Whether or not to change methods of
production.

2. Whether to drop or add sales territories
or sales personnel or customers.
3. W hat plant location to choose.

There are many others but these will serve as principal examples to stimulate
thought and discussion.
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Financial Reporting for Management
1. What and How Much
Financial Information is Required?
by BERNARD H. SEMLER
Vice- President and Controller, Freeman Shoe Corporation, Beloit, Wisconsin

developments in industrial accounting has been
O the extent to whichsignificant
the recorded transactions have been summarized into
NE OF THE MOST

one of the principal tools of management through reports. As we look back
over the last few years, we can all sense a very significant change in the general
conduct of business. Part of this change represents a development of what we
might call the "science of business management ". The significant characteristic
of this change would appear to be the importance placed upon the financial
aspects of business operations and the use of financial information in the successful conduct of business.
As a paralleling development, we have seen a recognition of the very strong
tool of management in the proper use of information available in financial
reports. It would, therefore, appear that the prime function of accounting
covers the broad responsibility of furnishing to all levels of management in as
timely and as useful a manner as possible all information which can be helpful
in the day -to -day control and operation of business. This is a far cry from the
historical "after the fact" bookkeeping that has characterized the accounting of
some years ago.
As we think in terms of the reporting of financial information for purposes
of this discussion, I would like first to eliminate completely all reporting related
to requirements for public consumption, such as stockholders, financial institutions, and government. The type of information generally furnished to these
groups does not provide the kind of information needed for operating management. We are, therefore, talking here about the "what" and the "how much"
of information available in accounting records for use in day -to -day business
operations.
Flexibility in Amount of Data Offered
As we attempt to analyze these factors, I would like to emphasize that there
can be no standard definition of required reporting at the management level.
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The degree of necessity will vary, not only with the size and nature of the business but even more so with the nature of the individuals filling the management positions. Members of maangement who, by prior experience and training, have acquired habits of working with detailed information, may well require considerably more in reporting. Even in these situations, however, the
challenge should be for accountants to present reported information in as brief
and comprehensive a manner as possible in order to place the proper emphasis
on those things that are of prime importance.
Probably one of the best illustrations of the degree to which the quantity of
reported information can vary is in the reporting of what we include in the
normal definition of a balance sheet. The conventional and still prevalent
method of reporting on these accounts is the development of one of the several
forms of a complete balance sheet. For operating management purposes, however, I would question the necessity and advisability of reporting all of the
details normally found on these statements. Of what significance, for example,
on a month -to -month basis is the knowledge of balances in such classifications as:
Stockholder equity.
Long term debt.

Property, plan} and equipment.
Deferred charges.
Special reserves.

It would seem that considerably more emphasis can be placed on the significant information by limiting this reporting to certain balance sheet factors,
such as:
Cash.
Accounts receivable.
Current investments.

Inventories.
Bank loans.
Accounts payable.

A similar condition would appear to exist in the other conventional types of
reporting. The basic guide should be to provide to the various levels of operating management all of the information which is of value for control or action
purposes, with as little detail as possible. The challenge of continuing to
eliminate unnecessary bits of information to help place emphasis on those things
which are important should be uppermost in the development of reports.
One of the most significant improvements which has been worked into modern reporting is a comparison with a target. In the management use of accounting information, there must be a basis for determining "whether it is good or
bad ". The comparison with historical figures, while interesting, does not provide the operating controls necessary to influence current decisions. Thus, we
have the growth and development of budgets and forecasts which provide the
basis for comparison with actual results. This also provides management and
the accountant with the opportunity to follow the philosophy of reporting by
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exception. It is my firm belief that, as we improve on the refinement of budgeting and financial planning techniques, more and more of our reporting will
consist of reporting of the future, with the historical coverage limited to the
extent to which we have varied from plan.
The accounting records being developed with today's high speed methods for
processing detail produce a huge volume of information. Properly used, this
detail provides a means of analyzing and then reporting for management review and action the significant parts rather than the over -all picture. A breakdown of totals into reports which reflect results of particular product groups,
divisions, or other areas which can be measured separately, provides the type of
detail which management should have available in order to make sound plans
and decisions. An analysis by product classification on an "out -of- pocket" or
direct cost basis will point up the profit contribution from each section of the
business. It will also emphasize those areas which are not carrying their full
weight in the profit picture. This type of reporting leads to a general classification of what we might call "special reports ". The special comprehensive
report of a particular area generally is far more effective than repetitive details
on the same operation. I do not believe that accountants have used this technique nearly enough in demonstrating their own abilities to evaluate available
information and in providing management with the kind of special answers
which make for sound decisions.
The Key Role of Interpretation
The most significant part of operating reports is the interpretation and supplemental information worked into the presentation. Accountants should continually remind themselves that their work and responsibility only starts when
the figures are on the report. The close working relationship which the accountant should have with all of the figures, plus his analytical and objective approach, provides him with the best possible qualifications for interpreting the
results. To provide bare figures with no analytical interpretation presumes that
all readers have the same background that the accountant has obtained from
close association with the form and content and as a result, leaves the job less
than half done. The following are a few suggestions as guides for improving
the interpretive comments which accompany reports:
Some interpretations can be worked directly into the reports, themselves, genI. Be brief but complete.
2. Be specific.
3. Use simple terminology,
62

4. If results are bad, give reasons and
projection of probable future results and
corrective action which has been taken.
5. If results are good, give credif.
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erally in the form of ratios or percentages. One of the most significant of these
ratios, which also seems to need continuing emphasis, is the determination of
the return on investment. Many times it seems that the benefit from this measurement is lost because of the concern over the refinements in definition of the
basis for calculations. The consistent use of an established method, even though
it may liave some inaccuracies, would seem to far out -weigh any disadvantages.
As a simple illustration of summary control reporting, I would like to refer to
an illustration of a statistical data report (Exhibit 1) which we are presently
using to report on each of our 150 retail departments. The information is com-
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puted quarterly on a running annual basis and, except for daily control reporting on sales, provides us with all of the control information that we consider
necessary at the management level.
In summary, I would like to suggest the following "guideposts" for our further discussion of the "what" and "how much" of reporting:
I. Know the capacities and requirements of
+he recipients.
2. Eliminate unnecessary detail — it is not
necessary that every report satisfy the
accountant's desire to show figures that
balance.
3. Break down the totals when control or
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4.
5.
6.
7.

profit improvement possibilities are significent.
Report by exception.
Measure against a target.
Provide interpretive comments.
Use special reports and analyses for em.
phasis.
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All of the techniques used in reporting have but one main purpose —the
presentation of accounting information in such a manner that it becomes readily
understandable, provides adequate and reliable bases of judgment, and stimulates action. The historical value of accounting information is secondary to the
use of accounting as a management tool and should come as a by- product of
that use. No accounting information is of any value in the records. It must be
converted to useful purposes through reports or it is not worth having.

2. Methods and Forms of Reporting
by ALBERT J. BOWS
Partner, Arthur Andersen & Co., Atlanta, Georgia

financial information
T to top management groups and to boardsof presenting
of directors:
HERE ARE FOUR ACCEPTABLE METHODS

1. Verbal.
2. Written.

3. Charts, graphs.
4. Combinations of the above methods.

Two Situations
In deciding on the best method of reporting for your company you must size
up the conditions under which you will render the report, and the people with
whom you are trying to communicate. Let us look at the two most common
situations.
The first is that of a small or medium -sized company having informal management with limited time for reports but needing regular monthly financial
information. This is the typical situation for many of you. You have one or
two dominant individuals in your top management group. They may be sales
or production minded —and they find figures distasteful. They want the story
short. They are ready to act. They ask for your report whenever they find a
few minutes — perhaps on the tenth of the month, perhaps the twenty-fifth.
Under these conditions, a good way of reporting would be a verbal report
supplemented by brief written notes. These notes can be handed out to each
member of the group during the meeting. Management personnel can use your
notes to remember what was said and to make their own notes of needed action.
Be sure you cover all important financial and operating charges briefly. Analyze
between favorable and unfavorable factors. For example:
I.
2.
3.
4.
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Profits up or down —why?
Volume up or down —why?
Costs up or down —why?
Inventories and receivables, important
trends — why?

5. Short -term cash forecast, immediate
financing needs if any.
6. Forward sales position.
7. Any unusual situations, material short ages, price changes.
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This type of reporting can be very effective. Too many times, accountants try
to deluge busy managements with more information than they can digest. They
lose out and, in so doing, fail to convey any of their story.
The second is the case of the large company with formal management and
time for reporting scheduled in advance. Preparation time is adequate and
regular monthly financial information is supplied. This situation faces a number
of you. As your company becomes larger, the top management group frequently includes individuals with varied backgrounds: salespeople, engineers,
administrative heads, directors with outside interests. To try to reach each
member of a varied group requires a number of different methods of reporting.
One overall approach would be to furnish each member of the group in
advance of the meeting with a brief written report of the significant operating
results during the month. In the larger companies these reports would include:
I. Divisional profit trends, comparison with
forecasts.
2. Product profit information.
3. Forward sales bookings.

4.
S.
b.
7.

Capital requirements.
Financial condition.
Sales analysis.
Return on investment.

At the meeting, a verbal report can be made, accompanied by large, easily
read charts or graphs which convey the significance of the trends commented
upon in the written report.
By using verbal, written and visual -type reports for the varied group, the
chances are that each of the members of the group will be reached in one way
or another. The engineers will like the charts, the administrators will read your
reports, and the salespeople and outside directors will listen.
By submitting written information in advance, you will be utilizing the
talents of the outside directors most effectively. Most companies strive to obtain
outstanding businessmen to serve on their boards of directors. However, after
they are on the board, much of the benefits these men might bring to the
company is lost by compelling the directors to analyze comprehensive financial
information during the board meetings. Advance information gives the director
(and top management) the opportunity to come to the meeting ready for action.
Methods of Reporting
There are other considerations which can make the particular method of
reporting you choose more effective. Let us take a look at each method of reporting and see how each may best be utilized.
If you are to deliver your report verbally, prepare written notes. Try to have
your management hold the meeting in a conference room where telephone calls
and other interruptions can be eliminated. You need a receptive audience and
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good listening conditions. Convince your management that at least a few uninterrupted hours a month are needed for their own affairs. If questions are raised
at the meeting which you cannot answer, obtain the information promptly.
Have your assistant on standby for emergency information during these meetings. Have the courage to point out both favorable and unfavorable trends in
your operations. Be objective in your reporting. Point up danger signals:
I. Inventories accumulating.
2. Sales prices slipping.
3. Construction delays.

4. Inferior production.
5. Work slowdowns.

Remember, you are the watchdog for management. Nobody likes to report
poor results and management is looking to you for all the facts, both favorable
and unfavorable.
The key to a well written report is to be sure it is read! Confine your financial
information and statistics to the important facts. Screen out all information
which has no significance. Break tradition if necessary. Figures alone cannot
tell the whole story. Every financial report should be accompanied by short,
crisp comments on why important changes occurred or who is responsible for
good or poor results. Remember, most businessmen are extremely busy. One
of the most respected business executives I have known told me that he simply
cannot spend more than five minutes on any given subject during the day. If
you want to communicate with him, you must get it across in less than five
minutes. Accomplishing a few things each month is real progress.
Charts and graphs are now fashionable but, in your zest to prepare them,
be sure you do not get carried away. Many companies have made studies of the
effectiveness of their graphs. They find the graphs must be simple. Generally,
a graph should not contain over three simple lines; a chart should not have over
three breakdowns. Nothing is more irritating or less flattering than to try to
understand a chart filled with dashes and dots and fine lines and heavy lines.
The idea is to communicate, not to confuse. Keep your charts large, use colors,
and keep them up to date.
Finally, try to make all of your reports interesting. Make each month's report
a new one with fresh material, new ideas, new interpretations. Management is
always interested in how it is doing in relation to competition. Compare your
sales and profits with competitive companies. Show how your wage rates and
employee benefits compare with other companies in the areas in which you
operate. Keep special reports flowing to management on such important matters
as transportation and truck costs, distribution methods, selling and advertising
expenses. Effective reporting requires an understanding of your audience and
your business. It is the heart of your job and the key to management action.
It's worth doing well.
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3. Frequency and Timing of Financial Reports
by RAYMOND G. LOCHIEL
Vice President and Treasurer, Capital Airlines, Inc., Washington, D. C.

have been asked to talk on a subject having more
I personal interest Iandcouldconcern
to me than that of frequency and timing of
DO N OT B EL IE VE

financial reports. As a member of both management and the board of directors
of my own company and the officer responsible for the frequency and timing of
financial reports, I have given much attention to this subject and have done
everything in my power to impress its importance upon those within my department responsible for financial statements.
Audience Must Be Captured
As you know, no matter how much work has gone into the preparation of a
financial report, the effort has been wasted unless it finds a receptive audience.
There are many factors which determine whether or not a report will receive
the proper attention. Several of these, such as what and how information should
be reported and the methods of reporting, have already been discussed. In my
opinion the subject of frequency and timing should be given the utmost
importance because the other factors may have no bearing if the report is not
timely enough to receive initial consideration.
The preparation of every report should be considered carefully. In all cases
the report has to be received at that time when the information is wanted and
will receive proper attention. As these factors differ with each type of report,
depending on the subject matter, who gets the report, and what it is used for,
it is necessary to consider each report separately to determine what is the best
approach in each case. In other words, the report must be tailored to the needs
of the recipient, not the one preparing the report.
In taking this approach, a follow -up system must be maintained to study
the effect of the report. If the outcome is not as expected, the matter must be
pursued until a satisfactory solution is found. In no event can the accountant,
having prepared his report, sit back and consider his job completed. Actually,
his job is never finished. Even though he is satisfied, for the moment, that
each report is receiving the maximum attention and is giving management the
tools necessary to initiate corrective action, tomorrow the situation may change
to the extent that a new approach must be found. Although the establishment
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of a set schedule for preparation of reports may be desirable, changing needs
may dictate a change in reporting frequencies and schedules.
Periodic Reporting
The foundation of any reporting system is the periodic, recurring report on
the company's financial position and current operation. By this I refer to the
profit and loss statement, the balance sheet, and the supporting schedules thereto
as well as cost and statistical reports. The reports are usually prepared monthly
although, in certain instances, there have been arguments advanced for four -week
reporting periods. This period may have certain advantages from administrative
and control standpoint if the company places major importance in each period
having the same number of days. On the other hand, certain companies may
prefer reports having a longer period such as quarterly or semi - annually.
Each company will have to be governed by its own needs in establishing the
frequency of its periodic reports. In no event should a frequency be established without due consideration just because "most companies use that cycle ".
In my company these periodic reports are prepared for management and
the board of directors on a monthly basis. On the third day after the close
of the month, a preliminary estimated income statements is prepared. This
is followed up with complete reports within ten days when the exact details
are available. Both the preliminary and the detailed reports are reviewed at
our management meeting, while the complete report is an important subject
at our next directors' meetings. The preliminary income report is mailed to
the directors each month, as is the completed report in the months having no
directors meetings.
In most instances, these monthly or periodic reports are not enough. To
keep in touch with the day -to -day operation, management should have a daily
or weekly report of certain key factors such as sales, costs, probable earnings,
production and cash flow. In my own company we prepare for management a
daily report of operations giving revenues, expenses, profits and certain key
production data. This report is available the following day. At ten -day
intervals, this report is mailed to the members of the board of directors. In
addition, since we have cash flowing into the company in the form of local
deposits into sixty -five different banks throughout our system, our daily cash
position is of extreme importance to us. To maintain control, a daily consolidated cash report is prepared for my office and is available each morning for
the previous day. This report is made available to the members of the executive
committee of the board of directors on a weekly basis.
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Our company finds both reports invaluable as an aid in correcting unfavorable
trends and isolating trouble spots as soon as they develop. We believe that
many of these items would not be uncovered if we had only a monthly report,
as the day -to -day trends would be buried in the overall totals. These daily
reports also allow us to evaluate the many factors which affect airline operations, such as unfavorable weather, delayed trips and the effect of special types
of travel on certain days of the week or month. In any event, our company
considers these daily reports as one of our most important tools of control
available to management.

Accuracy vs Promptness
Any discussion of frequency and timing of financial reports would be
incomplete without placing emphasis on promptness. Accounting reports usually
decrease in value in direct proportion to the length of time it takes to compile
and present them.
This, in turn, brings up the question as to how "perfect" or accurate the
information should be. Should we sacrifice promptness in order to present a
report completely accurate or should we present approximate information
immediately after the fact? My own judgment, and I am sure the judgment
of a majority of you, is for approximate information immediately after the
fact rather than highly accurate information after it is too late to be of value
to management in taking corrective action. In this respect, accounting should
be the tool rather than the master and the accounting organization should be
geared to be of maximum service to management. To accomplish this the
accountant must continually strive to make the information he prepares available earlier.
In this connection, there are several approaches the accountant may take to
make sure that information will be available when it is still pertinent. Many
organizations have adopted the policy of issuing preliminary reports based on
estimated figures immediately after the end of the period. These reports can
usually be prepared by applying standard costs to basic production or sales
figures and adjusting for known abnormalities. It is surprising how accurate
these reports can be after several months experience has been obtained. In our
company as I previously mentioned, we have adopted this procedure of issuing
a preliminary report immediately after the end of the month and we then
follow up with complete reports the next week when the details are available.
There are several avenues available to us in our search for methods of
completing our finished reports at the earliest possible date. At the present
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time, there are several types of high speed mechanical equipment for transmitting and tabulating information available to us. In the next several years
rapid advances are expected in this field and those of us responsible for financial
reports should keep a close watch on developments. Other suggestions for
speeding up reports are the use of standard costs, the daily accumulation of
figures, early cut off dates for those elements which are fairly constant from
period to period and the use of estimates wherever any reasonable degree of
accuracy can be attained.
No matter what is needed to do the job of keeping management currently
informed, it is up to us to take advantage of all the tools available and be
flexible enough to change as needs vary. Unless we can do this, we will not
fulfill our mission as a vital cog in the management team but will be relegated
to the status of historians dealing in ancient history and concerning ourselves
with half- forgotten occurrences.
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