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Direct Costing Opens the Door to Profit Planning
by CHARLES REITELL
as its major purpose, the application of certain
T direct costing features to those
enterprises in which no inventories are inHIS PAP ER SETS FORTH,

volved. The application is particularly suitable to businesses in which a specific
job or a definite contract carries separate entity and for which costs and profits
for each are desirable. Such enterprises as contracting, distributor companies,
certain manufacturers' representatives, etc., are typical concerns. In fact, the
principles and methods, as well as the illustrative material used in this article,
are taken from the direct costing operations of members of a live and active
national trade association interested in home improvements. Other sources of
application also will be given as we move along.
The principles used, however, are not tethered to just job or contract costing. They are of particular value in determining:
1.
2.

3.
4.
5.
6.
7.

The establishment of budgets for indirect (fixed) costs.
The setting of standards for direct (variable) costs.
Determining the profit picture by different lines.
Determining the profit picture for sales territories.
Measuring and controlling branch operations.
Statistical analysis for determination of adding new lines, dropping
old ones, opening new territories, etc.
The accounting and statistical data for profit planning.

Once the reader catches the simplicity of the methods described, he is unimaginative if he is unable to see other and broader fields of application and
usefulness than are shown here.
The basic principles of direct costing are closely associated with inventory
evaluation, the outstanding characteristic being the keeping of fixed costs from
the inventory and, in turn, charging them into the monthly profit and loss accounts. Another feature of direct costing is the breakdown of costs into indirect
(fixed) and direct (variable) categories and the further separation of the so-

CHARLES REITELL,

Elmira Area Chapter, (Pittsburgh, 1924) has had an extensive career
in the teaching, business, and management engineering fields. Dr. Reitell has published
books and articles on accounting and management topics. Since his retirement from
Stevenson, Jordan and Harrison, Inc. lie has been Executive Director of the Zurn Foundation, Erie, Pa. and also has remained active as a management consultant. Dr. Reitell,
Past President of Pittsburgh Chapter and Harrisburg Chapter, also served as National Vice
President of N.A.A. in 1946 -1947.
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called mixed costs (semivatiables) into their indirect and direct components.
As will be seen later, it is this breakdown feature that makes possible the evaluation of each change in the four factors affecting profits and brings into being
the indirect and profit ratio by which cost control and profit planning are
achieved.
This paper is pioneering in nature! As direct costing, with its radical change
in inventory handling is in its infancy, many years must pass before general
acceptance, is achieved. And this same resistance or slow acceptance, no doubt,
will be found when direct costing is applied to non - inventory enterprises.
Nevertheless, profitable performance already has been achieved in applying
direct costing in non - inventory companies and those working in this newer
field are laying the ground -work for a lasting monument to progress in cost
accounting. To the author it brings to memory those pioneering days of standard costs when the proponents were considered either professional theorists or
,.nitwits" accountants, often both!
P R O F I T I N F L U E N C E S A N D P R O F I T M E A S UR E M E N T
P ro fit Meas u rem en t

. E l e m e n t s Af f e c t i ng P r o f i t

TH E TR A D I TI O N A L

TH E N E W

PROFIT
10}

A V A I L A BL E
FOR
IN D I R E C T S
k
PROFIT
30}

CO S TS
SALES
$1.00

90C

DIRECT
CO STS
i 0�

SALE S
$1.00

EXHIBIT 1

The Greatlnf erplay
We get precisely nowhere in attempting to determine the exact nature and
specific causes of changing earnings unless we understand the interplay of prices,
indirect (fixed) costs, direct (variable) costs and volume, as these factors affect
profits. The accompanying diagram (left portion of Exhibit I) shows the lay -out
of the problem. Nor do we get anywhere in controlling costs unless the indirect
(fixed) and direct (variables) costs are separated, with budgets set for the in6
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direct costs and standard costs for the control of direct costs. The goal of direct
costing, which points finally to cost control and profit planning, requires a complete insight into the interplay.
Let us now follow a detailed explanation of the method used in separating
these influences upon profits. A contrast of the old and new way of measuring
profit is depicted in the right portion of Exhibit 1. The traditional procedure
is to take the sales dollar and, after subtracting all costs, show what portion of
that dollar remains as profit. In contrast, take the same sales dollar and break it
down somewhat differently. Ask this question, "How much of this sales dollar
is left after the direct costs are deducted "? If the directs (variables) represent
70 cents, then the remaining 30 cents obviously must cover the payment of
indirect (fixed) costs and must provide profit.
The reader should realize that the $.30 and $.70 division shown is an arbitrary one. Obviously, different product lines and the operation of different sales
territories will result in different percentages. To illustrate, in beverage bottling
operations, a high- costed raspberry flavor may leave 11 cents out of the sales
dollar after direct costs are met, while club soda water carrying no sugar content may leave as much as 85 cents out of the sales dollar for paying indirects
and contributing to profits.
Exhibit 2 is an Indirect and Profit Chart of the Glenora Roofing Company,
compiled in the simplest form possible. Its purpose is to present:

EXHIBIT 2
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1.
2.

How the effect of each change in price, volume, direct costs and
indirect costs can be measured.
The ready manner in which the break -even point can be measured.

This chart is for the company as a whole. Tables for individual products and
for specific territories will be presented later. Exhibit 2 is based on the following:

Profit& Loss Statement
Net sales

$100,000

Direct costs

70,000

Available for indirects & profit

$

30,000

$ 30,000

Indirect and profit ratio

=

30 Jo

$100,000

Indirects
Net profit

20,000

$ 10,000

On the vertical scale, measured from zero, are shown the indirect and profit
scales, on the bottom horizontal the budgeted sales. The amount of indirects,
namely $20,000, is shown on the indirect scale to the left (X). The budgeted
indirect and profit ratio for the year is $.30 which, as said before, means that
30 cents of the sales dollar is available for paying off all the indirects and
providing profits. As the sales move across the chart, one must recognize that
the slope of Line XY gives the pace at which the indirects are being met and
the break -even point is reached, i.e., $66,667. The profit of $10,000 occurs
at a budgeted amount of $100,000 of sales. Should revenue show a favorable
total of $150,000, then a profit of $25,000 is indicated.
Specific changes in price, direct costs, indirect costs and volume are now
shown. First, as to indirects, assume that they are decreased to $15,000 from
$20,000 (Z). This can have no effect on the ratio but it does mean that the
break -even point drops from $66,667 to $50,000 (M). Next we have a change
of direct costs. Instead of $.30 left out of the sales dollar, we now show only
$.20. This moves the break -even point to $100,000 of sales. The slope of
this line is shown at XT. Now let us note changes in price. Assume the increases in prices have resulted in an indirect and profit amount of $.40. Then
the slope of the line is indicated by XN. Finally, the influence of volume is
seen when we increase Line XR to S, which would increase the profits $6,000
as a result of the increase in sales from $100,000 to $120,000.
The following gives a summary of the influence of each of the four factors:
8
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I . Changes in indirect costs make no change in the indirect and
profits ratio but make for a movement of the break -even point.
2. Changes in physical volume also mean no change in indirect and
profits ratio, the slope being the same whether XR to S or XR
to Y.
3. Changes in price make for a higher or lower indirect and profits
ratio, thus influencing slope of line (indirect and profits 30%
to indirect and profits 40510 XN)
4. Changes in direct cost make for a higher or lower indirect and
profits ratio, thus influencing slope of line (indirect and profits
3 0 % to indirect and profits 2 0 % X T )
One more feature of Exhibit 2 must be explained. The margin -of- safety
ratio shown at CD on the chart discloses in terms of per cent the amount of
drop in budgeted sales that can take place before the company suffers losses.
This ratio is compiled by subtracting the break -even amount from budgeted
sales and then dividing the remainder by these sales.
Applying the Principles
The data below represents an asbestos siding job for which the figures are
as follows (note that the form is the same as the one already illustrated) :
Sales
Direct costs
1. Material
2. Application labor
3. Salesman's comm.
Total direct costs
Available for indirects and profit
Indirects and profit ratio -30.10

$598.00
$196.05
132.20
89.70
417.95
$180.05
$180.05
$598.00

Indirects
of sales)
Net profit

149.50

(25 17o

$

30.55

The company's indirect and profit ratio for asbestos siding is 32 per cent.
Thus, $191.36 should have been available for indirects and profit and not
$180.05. Study indicated that this failure, amounting to $11.31, was due to
price change.
Another example gives the annual operation of a branch office in which the
same direct costing principles have been applied:
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Sales
Direct costs

$127.500

Ma t eri a ls

$41,280

Labor
Office salaries

38,740

Sa le sm en

2 2 ,1 0 0

7,200

Misc. branch expense

6,200

T o t a l directs

1 1 5 ,5 2 0

Available for indirects and profits
Indirects and profit ratio -9.4%
Indirects from central office
charged to branch

$ 11,980

Annual net profit of branch

$ 10,340

1,640

The standard indirects and profit ratio for the branch is 10 per cent. Analysis shows that the budgeted price was not attained because price concessions
were necessary on account of a new product line.
Still further examples will be helpful. Direct costing highlights the serious results that often come with price cutting. A common type of erroneous
thinking is that, if prices are cut a certain percentage, all that is needed to compensate for the loss is to increase volume a like percentage. As price cutting is
an attempt to gain volume from a competitor, it is important to measure how
far a cut can go before selling below costs. To drive home the results of such
percentage and attempted "volume grabbing," two cost cards from two different contractors are shown as Exhibit 3. For illustrative purposes a 10 per cent
alt in price with a 10 per cent gain in volume is used in each case. The effect
for the brick siding job is a slash in profit from $111.68 to $70.29, or $41.39.
P R O F IT E F F E C T S O F E Q U AL P E R C E N T A G E . C H AN G E S IN V O L U M E AN D P R IC E
Bri ck Si di ng
Selling Price:
20 Square s @ $ 38. 00
22 Squares @ 34.20

In s u l a t i o n

-3 0 . P r i c e
Present +10% Volume
$7 6 0 . 0 0
$752.40

Dire ct C osts :

Selling Price:
4 0 0 0 a q. f t . @ 20
4400 sq. ft. @ I q

Present

- 1 0 % Pr i c e
} 10% Volume

$8D0. 00
$7 ?2.00 i

Direct Costs:

Material
Labor
Sa le s Co mp. (12 %)
To t al Di r ect C o st

$ 228.80
138. 32
91.20
54 5 8.3 2

Av a i l a b l e f o r In d i r e c t s & P r o f i t

$ 30 1.68

Indirects
N E T P R O F IT

190. 00
$l
B

$249.68
90.28 .
5492. 11
$ 2 6 0 .2 9
19 0. 00
190.00
$ 70 .2 9

Material
Labor
Sa le s Co mp. (15%)
To t al Di r ect C o st

$260.00
232. 00
12 0. 00
lS� � 2 . 0 0

$286.00
255.20
118 .80
-$ 6-60- .- 0 0

Av a i l a b l e f o r In d i r e c t * & P r o f i t

$ 1 8 8 .0 0

$ 1 3 2 .0 0

120.00
6 8 . 00

120.00
S 12. 00

Indirects
N E T P R O F IT

EXHIBIT 3
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By careful analysis, one sees that, when you cut prices, you do not lower the
direct costs save for slight drop in salesmen's compensation. When you increase
volume, however, direct costs go up very much indeed, i.e., more material, more
labor, more hauling, etc. Looking at the insulation picture, the same principles
are found operating.
Once it is understood how price cutting to gain volume seriously affects
profits, one will move cautiously in price cutting activities. Also to be remembered is the fact that price cutting does not lull competitors to sleep. They
probably will meet the cut and, thus, everybody suffers. A study of these two
tables, taken from actual practice, should acquaint the reader with the importance of knowing price, cost and volume interplay. Ordinarily, such instances
are but a few of many hundreds. If the same price cutting is carried on throughout the company, it can readily bring the company to the brink of failure.
Some Management Controls Through Indirects and Profit Ratios
In this section of the paper, three further areas are presented. These show
some of the valuable results that come hand -in -hand with the use of indirects
and profit ratios. The first illustration is of value to the sales division of the
company. The following table gives the volume of sales of each of the product
lines. Also shown is the indirects and profit ratio of each line and the ratio of
its volume to the total volume:

1.1 %)
.8
2.6
2.0
13.2

27
26
24
22

163,000
105,000
121,000
183,000

15.2
9.8
11.3
17.2

19
15
12
11

112,000
101,000
64,000
10,000

10.5
9.4
6.0
.9

)
)
)
)
)

)

)

)

53.5ofo

)

10
11
12
13

)

6
7
8
9

19.7%

26.8Tfo

)

49
44
43
39
32

)

11,500
9,000
27,500
22,000
141,000

1
2
3
4
5

$

Product Line

Indirects and Profit Ratios and Sales Volume
c7o of Sales Total
Sales Volume
L& P. Ratio

$1,070,000
10 0 . 0 %
TOTAL
The table is arbitrarily broken down into three groupings. The first group,
having an indirects and profit ratio above 30 per cent, totals $210,500 and
represents 19.7 per cent of sales. The lowest group, with a ratio below 20 per
A P R I L , 19 58
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cent, represents a sales volume of $287,000 and 26 per cent of total volume.
In most companies where the author has worked, a ratio of under 20 per cent
is likely to portray a weak condition, while one over 30 per cent is attractive.
Let us not lose sight, however, of the fact that indirect and profit ratios must
always be evaluated in the light of sales volume. The following list gives the
four conditions of the ratio in relation to volume:
Condition 1—High indirects and profit ratio combined with high volume of sales gives the best possible results.
Condition 2—High ratio combined with low sales volume indicates
need of increased sales.
Condition 3—Low ratio combined with high volume of sales calls for
an improvement in price and /or a lowering of costs to improve the
ratio.
Condition 4 —Low ratio combined with low volume of sales presents
a serious situation. Intensive study should be made as to the advisability of dropping the line.
The second illustration covers important calculations in the opening up of
new sales territories. When proper marketing studies have been made covering potentials and forecasts for a given area, then the application of indirects
and profit ratio quite often becomes enlightening and useful. The following
table gives the prospective profit structure of a new territory. With a ratio of
44.25 per cent and a net loss for the first year of only $7,000, the project appears favorable. Thus both the ratio and volume of sales give the affirmative
answer as to going ahead:
NEW TERRITORY X
Net sales
Direct costs
Plant
Delivery

$180,000
$78,750
21,600

&

Available for indirects profit
Indirect and profit ratio
Indirect costs
Plant
Delivery
Advertising
Selling
Administration

$

100,350
79,650

44.25°Jo
$26,250
5,400
20,000

30,000
5,000

12

$

86,650

Net Loss

7,000

N.A.A. BULLETIN

The above analysis is suggestive. It calls attention to the much broader
scope that direct costing and indirects and profit ratio hold in store, namely, profit
planning. Although profit planning cannot be more than introduced in this
paper, nevertheless, in the next section there is shown in summary form the
relationship of the ratio to profit planning and the benefits that accrue.
The last of our three illustrations covers the distribution of the indirects
costs to specific objects. Cost accounting, throughout its history, has always
struggled with this problem of correctly allocating the so- called overhead expenses to different lines of products, to the many marketing areas, to the several production centers, and to the various branch offices. Even at present the
enigma of "how to do it" is disturbing to the more thoughtful cost accountants. Direct costing has inherited the riddle and in no small measure has contributed much toward its solution. There are different methods in practice that
give satisfactory solutions.
The first method, and one readily understood, is to do nothing. Under this
plan of procedure the indirect costs are written off monthly to profit and loss,
and without any allocations to products. This method of handling the indirects
is not so "crass" as it sounds. The matter at least merits discussion. The real
basic power of any product or any sales territory is portrayed by the indirects
and profit ratio. It is the factor that measures the profit sway of a given line of
product or a given branch or a specific sales territory. It is the high point of
each product of each market territory, and this is the place where sales management must watch, must control, and must guide for achieving successful operations. It is far more significant to see a product producing a 35 per cent ratio
coupled with a satisfactory volume than to try by this or that manipulation to
give the product its share of the indirect costs.
Doubt surely arises in the reader's mind on the thought that, by following
the above suggested method, the full cost of the product is unknown and thus
comparative costs with other lines or for pricing are not possible. However,
sales management, once the indirects and profit method is mastered, can readily
figure the effect of any price change in his product or that of the competitor
and, by so doing, register the result upon profits. The same figuring is at hand
in measuring changing cost influences.
Closely related to the problem of allocating indirect costs are procedures
for controlling them. There are real and outstanding savings immediately possible the very moment indirects are put under budgetary control. In order to
accomplish this, however, the management must be determined and effective.
The control budget should be on a monthly basis, extending for a year. Also,
the budget should be set for each indirect account.
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Direct Costing and Profit Planning
Much emphasis should be placed upon the fact that, in a progressive and
successful business, profit is not laid aside as a tag -end or left -over. It is not
some indeterminate result coming to attention only at the end of a fiscal period,
be it a month or a year. Rather, profit is carefully planned and is the first instead of the last consideration. Many managements will have to turn a somersault in their thinking to understand the value of this modern method of operation. Be it an inventory or non - inventory enterprise, direct costing furnishes
the essentials. By the separation of directs from indirects, by establishing
budgets for indirects and, lastly, by showing the profit - making power of products, job, etc., through the use of indirect and profit ratio, there is available all
determinants for successful profit planning.
The coverage attained through the working of the profit plan extends into
every nook and cranny of the company's operation. The direct costs which are
tied to specific products or jobs, coupled with the indirects which are related
to time and budgets, furnish the detailed data for building a sound plan. The
benefits of profit planning are numerous and wide -flung. Here is a list of the
more valuable contributions:
I.
2.

3.

up

4.

A profit plan establishes a specific goal of accomplishment.
A balanced program is assured. Over or under emphasis are ironed
out before operations are under way.
Actual performance is compared with the plan, making possible
the measurement of what was done against what should have been
done.
Targets are provided for every division of performance. As John
Dewey has said, "Men set
targets in order that shooting may be
more enjoyable and more effective."
The plan provides helpful information for the financial department. The setting up of cash budgets, the specific needs for working capital and fiscal scheduling, are all improved by the plan.
The plan is the basis for control. By measuring deviations from
the established goals, study and remedial action can be applied before off- standard conditions and bad judgments become established
practice.

5.

6.

In brief, profit planning demands that thinking be done before, not after,
the event. However, this paper would go far beyond the scope of its purpose
should it attempt to treat fully the topic of direct costing and profit planning.
It is sufficient for the time to realize that direct costing for both inventory and
non - inventory businesses reaches its full measure of success when, and only when,
its procedures make possible successful profit planning.
i4
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Diagnosing Some
Cost - Volume - Profit Relationships
by E. G. COX
Are fixed costs too
E high? Could we greatly improve our profits by increasing
volume? What
VERY DAY WE HE AR QU E STI ON S ALON G THE SE LI N E S:

are the risks we would run if we increased prices? How much more business
would we have to get to offset an additional expenditure? This is simply to
say that business is constantly faced with the problem of how to optimize profits.
There are three basic elements which comprise the profit we make —the price at
which we sell our product, the cost of getting that product manufactured and
into the customer's hands, and the volume of business which we realize. No
one of these is independent of the others. Cost is a determining factor in the
price we must get, price influences the volume of production, and production
volume has definite influences on cost. For a business to remain in business,
a proper or reasonable combination of cost, price and volume must be achieved.
Most people are aware of this relationship problem. Business is always trying to solve the problem and keep the relationships in balance. To do so, businessmen must understand the interactions and learn to measure and understand
them. This article is intended to add something to this understanding and will
make use of the breakeven chart, although such charts are only one of many
tools available to analyze operations and are only graphic illustrations of mathematical computations based upon a given set of circumstances.
Usual Form of Break -Even Chart
The break -even chart, as commonly illustrated, appears in Exhibit 1 . The
vertical axis represents costs and sales. It is normally expressed in dollars.
The horizontal axis represents volume. We could express volume in pounds,
gallons, feet, machine hours —any unit desired —but, because we often are
measuring the results obtained from doing a given volume of business in a
mix of several different products, we usually reduce volume to the one common denominator, sales dollars.
E. G. COX (Springfield Chapter, 1 9 5 7 ) , is Manager- Finance, Chemical Materials Department, General Electric Company, Pittsfield, Mass. H e has been associated with General
Electric since 1948, and has held positions as Traveling Auditor, Division Analyst and
Coordinator of Budgets and Operations Measurement in various components of General
Electric Company.
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The band across the bottom of the chart represents what are commonly referred to as fixed costs. Whatever we call it, this band represents the dollar
value of costs which will not change with volume fluctuations within a reasonable range. It is important that we realize that these costs are fixed only within
such a range (perhaps plus or minus 10 per cent) because, certainly if we
were operating at 30 per cent of full capacity, the fixed costs represented by
depreciation, taxes, insurance, supervisory personnel, expense connected with
plant expansion or other programs, or items of that nature, would be much
less than if we were operating at 100 per cent of capacity. There would be
much smaller differences between these costs at 90 per cent and 100 per cent
capacity, however. At zero volume, theoretically, the total costs which would
be incurred are only the fixed costs. However, at actual zero volume, they would
differ from what they would appear to be if our chart was devised to illustrate
our profit structure at, say, 85 per cent capacity, and they would not be the same
one year as they were in another year, because of the changes which we experience from year to year in depreciation, taxes, and other items.
The line which starts at the point where the top of the fixed cost band intersects the vertical axis and which runs at an angle, represents total costs. The
vertical distance between the total cost line and the fixed cost line represents
variable costs, i.e. those which go up or down directly with volume fluctuations.
Strictly speaking, there are no such costs. Not even material cost is directly
variable with sales because, at higher volumes of production, we can purchase
material in large quantities and get lower prices. For all intents and purposes,
however, many of our costs vary so closely with volume of production, particularly within a reasonably small range of volume, that we can, for practical
purposes, consider the variable costs to vary directly with volume. It can be
seen that, at any volume on the chart, the ratio of variable costs to sales is the
same.
The final line is the sales line. It rises at a 45- degree angle, representing
the increase in sales on the vertical axis produced by an increase in volume on
the horizontal axis, assuming that product mix and price stay constant.
We really are studying the effects to be encountered within a small volume
range such as that outlined by the vertical dotted lines on Exhibit 1 and the
extensions of fixed or variable cost lines beyond this volume range are really
only to set points of reference. As a whole, the chart provides a picture of the
dollars of sales, the total costs, the fixed costs, and the profit we will realize
within a reasonably small range of volume, assuming that all factors other than
volume stay constant.
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High- lighting the Relevance of Variable Costs
A further refinement of cost - volume -profit analysis is embodied in Exhibit
2. This is exactly the same break -even chart as Exhibit 1, except that now the
variable costs are shown at the bottom and the fixed costs are indicated to be
a band on top of the variable costs. If we consider the costs represented here
to be only costs of manufacture, the vertical distance between the variable cost
line and the sales line would represent contribution margin. The distance between the total cost line and the sales line would represent gross margin. This
gives a graphic definition of these two terms — contribution margin and gross
margin —as often used.

EXHIBIT 1

EXHIBIT 2

Another point which is demonstrated by this chart is that, given a constant
pattern of variable costs, the only effect that a change in fixed costs will have
is to raise or lower the break -even point as illustrated by the intersections of
the dashed lines and the sales line. If we increase our fixed costs but do not
alter our variable costs, we raise our break -even point from Volume A to Volume B. If we lower our fixed costs but do not alter our variable costs, we lower
our break -even point from Volume A to Volume C. These changes in fixed
cost could arise from many sources, but one common change could be the effect
of depreciation taken on our facilities. With new facilities, our depreciation
would be high. With old, low -cost or depreciated facilities, our depreciation
would be low.
Of course, given a set volume of business, we will lower or raise our profit
dollars if we increase or lower our fixed cost. A change in any cost at a particular volume will affect profits. But, regardless of what fixed costs are, if
the ratio of variable costs to sales remains the same, a given increase in volume
APRIL, 1958
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in both cases will produce the same dollars of increased profit in both cases.
For illustration, let us assume that a manufacturer has two separate factories
making the same product. Each factory has the same production capacity and
each has the same ratio of variable costs to sales. Each has been producing at
the same volume. One factory has a higher fixed cost than the other because
it is newer and has more expensive equipment and depreciation charges are
higher.
Management wants to produce more of the product but wants to do it at
only one factory. It also wants to get the greatest benefit in profits from the
increased volume. The manufacturing manager says, "Let's produce this additional volume at Plant B. It has larger fixed costs and it will give us better
margins if we can spread these fixed costs over a larger volume." The president
has just about decided to follow this suggestion, when the controller speaks up:
v.eusi.c cows •rm w

x r • i rsos s

"By producing this added volume at
Factory B, we will get a better ratio
of margin to sales on Factory B production, but it really doesn't make any
difference in total dollars of margin
which factory we use because variable
costs at both are identical. And here
r
is our proof. (offering Exhibit 3)
Variable costs are the same in both
factories. Total cost in Factory B is
higher than in Factory A because of
the magnitude of fixed costs. But regardless of which factory used, the
increased profits will be the same.
The increased profit at Point 1 on
EXHIBIT 3
the graph as compared to Point 1 -A is
the same as the increased profit at Point 2 as compared to Point 2 -A.
This would seem to establish that, with a constant ratio of variable cost
to sales, fixed costs will have no effect on the dollars of incremental
profit to be achieved by an increase in volume. Therefore, it is only
our variable costs which influence the incremental profits to be obtained
by volume changes."
Hence, let us look at the relative effect of variable costs on incremental
dollars of profit. Again assume we have two factories, each producing the same
product. Each has been producing the same volume. Each has the same productive capacity. Each has the same fixed costs. However, variable costs in
Factory A are at a higher ratio to sales than in Factory B. Management can sell
18
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additional product but wants to maximize its profits, and it asks the controller
which factory should be used. The controller advises using Factory B, (the one
with the lower variable costs) and presents the tabulated data at the bottom of
Exhibit 4 as proof.
P R O D U C T P R OF IT G R AP H S
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$1 ,00 0
850
150
100
50
$

Fac tor y A
Sa l e s
Var t a bl e co at s (8 5 % sal es)
Co n t r i b u t i o n m a r g i n (1 5 % . . 1 . . )
.,F i x e d " c o s t s
Gr o s s ma rg in

Vo l u me 1

Vo l u me Z
$Z, 000
1 ,7 0 0
300
100
200
$

Vo l urne 1

Facto ry B
Sal es
Va ri a bl e c o at s ( 6 0 % sa l sa )
Co n t r i b u t i o n m a rg i n (4 0 % sa l e s )
"F i xed" co st a
Gro ss ma rg in

$ 1 ,0 0 0
600
4 0 0
100
$ 3 0 0

Vo l u me 2
$ 2 ,0 0 0
1 .2 0 0
800
100
S 700

EXHIBIT 4

Note that the Volume 1 data for both factories are the same except for the
magnitude of variable costs and their relationship to sales. The Volume 2 increase in Factory A will generate $150 additional margin. The same increase
in Factory B will generate $400 additional margin. Hence the product manufactured in Factory B is more sensitive to volume change than in Factory A
because of the relative magnitude of variable costs and their relationship to
sales. Possibly this statement needs clarification. It may well be asked what is
meant by saying that the product at Factory A is relatively insensitive to volume. It means something quite definite. Gross margin would have gone from
$50 to $200 —an increase of 300 per cent. At Factory B, gross margin would
have gone from $300 to $700, only 133 per cent increase. Yet, for the same
increase in volume, Factory A gross margin increase will be only about 40
per cent of the increase which would be obtainable at Factory B.
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The same information may be examined graphically, as also shown in Exhibit 4. Here we have typical breakeven charts on two products, one of which
is relatively not sensitive to volume, as typified by Product A, and one relatively sensitive to volume, as illustrated by Product B. Note for Product A
that the total cost line closely parallels the sales line and the angle between the
two is small. Note that, for Product B, there is a greater divergence between
the total cost line and the sales line. The angle of divergence in both charts
is set by the relative magnitude of the variable costs as a ratio of sales.

Deriving Rules of Thumb
The general illustrations which have been given illustrate three points and
result in two rules of thumb, both given below:

I.

2.

Points
It is variable costs which determine the sensitivity of a product
in terms of incremental margins to be realized from a given change
in volume.
The graphs in Exhibit 4 are typical of two products--one which is
relatively not sensitive to volume change and one which is relatively sensitive to volume change.

3. Fixed costs, all other things being equal, will raise or lower the
break -even point and profits as they fluctuate. They will not affect
the sensitivity of a product to volume change.

1.

2.

Rules of Thumb
A business which has high fixed costs usually has low variable
costs, and fluctuations in volume result in wide fluctuations in
profit. This same business has a high contribution margin and
usually has a high "contributed" value (value contributed by the
business to the product, also described as value added).
High fixed costs are not an indication of good profit structure unless they have been incurred as a result of automation or mechanization which reduces labor content, have resulted from putting in
place facilities which make possible integrated manufacture, or
have come about through an increased capacity to produce a greater
volume.

Problems and Actions
The breakeven charts in Exhibit 5 reflect a product not sensitive to volume
change. Note in the left hand chart how closely the total manufacturing cost
line parallels the sales line. Note also the very low fixed and high variable
20
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EXHIBIT S
composition of manufacturing costs. This product is not profitable, has low
contribution margins, and is quite insensitive to volume. It certainly follows
the rule of thumb just given. Note that a 20 per cent higher volume, assuming
the same product mix and sales prices, would have resulted in only approximately $50,000 more margin and the product still would not have been profitable.
Since increased volume in this product (which had only a 21 per cent contribution margin in Year X) is not, by itself, the solution to making it profit-

able, we should examine what a selling price increase would mean. For purposes of illustration, I have charted in the graph at the right in Exhibit 5 the
effect of selling the Year X volume at prices which would have created 10 per
cent more sales dollars. Such a situation, had management been able to retain
its sales volume, would have created $135,000 additional margin. Stated another way, each one per cent increase in prices would have generated an additional $13,000 margin. About four per cent higher prices would have generated the same additional margins in Ye a r X as a 20 per cent increase in
volume.
It is unlikely, of course, that the volume could have been maintained at these
higher prices. Approximately 30 per cent less volume could have been sold at
10 per cent higher prices and the same dollars of margin would have been
realized as in Yea r X. T o the extent that 10 per cent higher prices would
have created a drop in volume of less than 30 per cent, larger margins would
have been realized. Certainly one point which is obvious from this analysis is
that any reduction of price to a customer to obtain a sale should have been very
A PR I L, 1938
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judiciously examined before making the price adjustment. Every dollar of
reduction through a price adjustment had to be offset by five dollars of incremental business at the lower price to break even, as follows:
Assume sale at going price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 100
Contribution margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
21
I f a W e m a d e a t . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 99
Con t r i bu t i on m a r gi n woul d be . . . . . . . . . . . . . . . . . . . . . . . . . . .
20
In order to make $21, we would have to sell at $105 at lower price
(21/20 = 105)
Besides increasing volume and increasing prices, there are two other means
available to increase profits in this type of product. The first is selective selling.
It is obvious that, if a given dollar volume of material is sold in a mix which
has a higher contribution margin rate, more income will be generated than if
the same dollar volume of material is sold in a mix with a low contribution
margin rate. The second approach is through reduced costs and, more particularly, through reduced variable costs. It is interesting to note that, had the
cost of manufacture been four per cent less, this product would have generated
the same dollars of gross margin as could have been obtained by 20 per cent
greater volume at the same selling prices.

G A M 9 1 1
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EXHIBIT 7

Exhibit 6 is the profitgraph on a second product. Let us pause for a moment
and examine the similarities of and differences between this product and one
we have just reviewed. Sales volumes for both products in Year X were essentially the same. The dollar magnitude of fixed costs for both products was essentially the same. But here the similarities end. The previous product was marked
by high variable costs, low contribution margin, and an insensitivity to volume
22
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changes. The second product has lower variable costs, a contribution margin
rate twice that of the first, and is very sensitive to volume change. A 20 per cent
increase in volume in this second product would have generated $120,000 additional margins, as compared with only $50,000 which would have been generated by the same volume change in the first product. Certainly, management
would want to obtain as high a price for this second product as possible but
must be constantly alert to the effect of price on volume. If necessary, management should be prepared to reduce price in order to maintain or increase volume.
Exhibit 7 is illustrative.
If a 2 per cent price decrease could have resulted in at least 4 per cent more
volume, the dollars of margin on this product would be unchanged. To the
extent that a 2 per cent price decrease would have generated more than a 4
per cent volume increase, additional income dollars would have been generated.
In the first product we discussed, a 10 per cent price increase would have to have
caused a 30 per cent volume decrease before total margins would have been
reduced. In this second product, however, only about 18 per cent volume
decrease at 10 per cent higher prices could be absorbed without reducing profits.
Certainly one cannot ignore the benefits of selective selling in this second product. This is a concept of which management must be aware in any product.
Business must also be ever alert to cost reductions. All that is needed to change
the profitgraph of the second product to one similar to the first is to suffer
price reductions without decreases in variable costs or to incur increased variable
costs without corresponding selling price increases.
Summing Up
We have reviewed theory and illustrations. Can we derive principles for
application in situations which may arise? I think that we may, and that we
may close this article with five principles which seem to me to stand out:
It is variable costs which determine a product's relative sensitivity
to volume change. High variable costs are associated with low
sensitivity, low variable costs with high sensitivity.
2. If variable costs stay constant, increases or decreases in fixed costs
alter the breakeven point. They will not influence the product's
sensitivity to volume change.
3. If variable costs can be reduced, even at the expense of increasing
fixed costs, a product's sensitivity to volume change will be increased.
4. Pricing for volume in a product with low variable costs is likely to
be wise. As variable costs become greater, pricing for volume becomes less and less advisable.

1.
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5. Without good knowledge of the variable cost structures of its
products, management cannot do an intelligent job of balancing
its cost volume -profit relationship.

A LETTER FROM FRANCE
Editor, N.A.A. Bulletin:
I have before me the April 1957 issue of the N.A.A. Bulletin in which I
read on page 1014, lines 4 and 5, "Logarithmic scales are never started at zero,
nor can negative quantities be presented." (Italics mine)
In theory, it is accurate to say that negative quantities cannot be represented
on a logarithmic base. It is possible, however, in practice, to do this very conveniently. In a book which I have just published on the subject of using graphs
in business, I give the method for accomplishing this and I enclose the pages
which deal with the question. Perhaps it will interest your readers to know
of this possibility.
St. Leu- La -Foret
February 19, 1958

r3

rz

ti

_2
-3

Charles Voraz

[Editor's note: Mr. Voraz enclosed the following excerpt
(and accompanying Exhibit) from the book referred to.]
"It is possible that some may have an interest in representing
a negative value on a semi - logarithmic base. How do you do this,
since the geometric progression (which this base uses) tends toward
zero without ever reaching it? One can overcome the difficulty
by showing below the usual logarithmic scale, a reversed logarithmic scale. The method (Exhibit 1) is to make the first interval
of each of the two scales coincide exactly. Only the value of this
first interval being Ion, one loses, ipso facto, the possibility of
representing (on the graph) any of the values included between
+ a n d — 1 0" except by plotting them along a common axis, but
this is fundamentally unimportant."

EXHIBIT 1
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Digest of N.A.A. Research Report No. 33

Current Practice In Accounting For Depreciation

Presented below is a digest of findings in a new N.A.A. Research
Study dealing with Depreciation. Members of the Association who
wish a copy of the full report may obtain one copy without charge on
request to the National Headquarters Office. A convenient order card
will be mailed to you in a few days for this purpose. Copies of the
report are also available to non- members at $1.50 per copy. Members
may obtain additional copies at the same price.

has been one of rapid change for most companies,
T necessitating replacement
of worn out equipment, modernization to take
HE POST -WAR PERIOD

advantage of technological progress, and acquisition of new facilities to accommodate expanded volume. At the same time, the reduced buying power of
funds made available by depreciation charges on old assets has often been
inadequate to meet costs of replacement. High income tax rates have also made
it difficult to retain enough cash from income to meet current needs for funds.
This study reexamines accounting for depreciation in the light of present day
conditions and points out trends that are emerging. Practices described in the
report are drawn from fifty-five companies.
Characteristics of Depreciation Cost
Depreciation differs from many other costs in that a lump -sum expenditure
is made for a series of service -years of productive capacity. If cost of this capacity is not fully recovered as the asset is used up, the loss on disposition has an
adverse effect on net income in a period subsequent to and unrelated to the
time of use.
The amount of depreciation cost applicable to individual periods ordinarily
cannot be traced directly to these periods, but it can be allocated with the aid
of certain assumptions. While assumptions underlying the various methods
can be rationalized, there is no way to prove that annual depreciation costs
resulting from one method are correct to the exclusion of annual costs from
alternative methods. Usefulness of the resulting costs for their intended purpose is the primary test applied in selecting a depreciation method.
APRIL, 1958
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Depreciation methods employed in the accounts have generally been those
methods elected and acceptable for federal income tax purposes. However,
depreciation cost is important for a number of purposes other than for determining taxable income. Purposes distinguished for discussion in the report
are: ( 1 ) providing funds for replacements, modernization and expansion; (2)
determining periodic net income reported to management and stockholders,
(3) determining product costs for purposes of pricing and sales emphasis;
(4) comparing alternatives in selecting and replacing depreciable assets. A
depreciation method which is the most advantageous one available for tax
purposes is not necessarily the best method for other purposes. The study examines widely used depreciation methods in terms of each of these purposes.
Determining Depreciation Cost for Income Tax Purposes
The study shows a strong trend away from the straight line method and
toward declining charge depreciation methods for tax purposes. Prior to 1954,
almost all of the fifty -five companies participating in the study used the straight
line method for both tax and accounting purposes. The Revenue Code of 1954
led most of these companies to review their depreciation methods and a majority
of the same companies elected either the sum -of -the -years digits or the declining
balance method for applicable assets in preparing tax returns.
Declining charge depreciation methods yield larger depreciation deductions
during the earlier years in an asset's life. With a single asset, tax benefits
received in the early years are subsequently offset by declining depreciation
charges. However, where a company has numerous assets which are replaced
as retirements occur, tax savings from declining charge depreciation are retained indefinitely. With continuing growth in the amount of depreciable
assets, additional tax savings occur. These tax savings are lost only if liquidation
of depreciable assets takes place. The report includes an illustration comparing annual and cumulative depreciation charges under straight line, sum- of -theyears digits, and declining balance methods during periods of growth, stability,
and liquidation of depreciable assets.
Depreciation Is a Factor in Financial Management
Keeping intact the capital invested in depreciable assets and providing funds
for replacements, modernization, and expansion are financial management functions. Depreciation policies and practices are important in the successful performance of these functions.
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Recovery of capital invested in depreciable assets must be made from sales
revenues during the economic life of the assets. In formulating depreciation
policy to attain this objective, both adequacy of depreciation charges and their
timing are important.
The study disclosed three distinct points of view with regard to what depreciation charges should accomplish. Briefly stated, these are:
1. Depreciation charges are adequate when they enable a company
to recover the number of dollars capitalized in the accounts when
a depreciable asset is acquired.
2. No profit has been earned until provision has been made in current
costs for maintaining a company's present competitive position and
earning power. Expenditures required to accomplish this objective
often exceed the amount of depreciation charges determined in
accord with accounting conventions and income tax regulations.
3. Current depreciation charges should provide buying power equal
to that possessed by dollars at the time originally committed to
depreciable assets now being depreciated. As a consequence of
inflation, depreciation charges on assets acquired some years ago
would have to be substantially increased in order to reflect the current cost of productive capacity being used up.
Generally accepted accounting procedures and tax regulations are based upon
the first view. On the other hand, management representatives interviewed
generally hold the other viewpoints. However, so long as depreciation charges
in excess of historical cost are not deductible for income tax purposes, a portion
of the funds needed to replace capital equipment must come from sources other
than depreciation.
Where there is opportunity for profitable use of funds in a business, early
recovery of capital from depreciable assets and postponement of taxes are advantageous. Dollars available today are worth more than dollars which will
become available in the future because current dollars can be invested now to
earn a return which compounds with time. Early recovery of capital in depreciable assets also reduces the risk that full recovery may not be possible.
These reasons have had a strong influence in convincing a majority of the companies participating in the study to elect declining charge depreciation methods.
Matching Depreciation Cost with Related Income
While rules established for administration of income tax laws do not govern
reporting of income to stockholders, practice in accounting for income usually
conforms to tax practice. Where declining charge depreciation methods permitted under the Revenue Code of 1954 have been adopted for tax purposes,
APRIL, 1958
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the same methods are also employed in the accounts by most of the companies
participating in this study. Apart from the advantages of keeping the accounts
in agreement with income tax returns, opinions were often expressed to the
effect that declining charge methods provide a better measure of depreciation
cost than does the straight line method.
Depreciation in Cost for Managerial Guidance
In most of the companies participating in this study, the same amount of
depreciation determined for over -all financial reporting purposes is also charged
into departmental costs. Where declining charge depreciation methods have
been adopted, these methods are usually thought to yield satisfactory departmental and product costs for internal managerial purposes.
In some companies, management feels that departmental cost comparisons
are obscured by concurrent use of different depreciation methods which give
different depreciation charges from period to period. In other companies,
management feels that product costs and product profit margins are distorted
by depreciation practices chosen for tax reasons. Where different depreciation
methods are employed in the general financial accounts and in the factory
accounts, the two sets of accounts are coordinated through a variance account.
An alternative method is to prepare statistical cost constructions apart from,
but reconciled with, the financial accounts. This practice is usually followed
when it is desired to include depreciation on current replacement value of
assets in product costs.
This study indicates that circumstances prevailing in each company need to
be studied as a basis for decision as to what depreciation practices are most
appropriate for various purposes.
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Providing Cost Information
for Labor Contract Negotiations
by HARTLEY W. VOIGT

T leaders, and professional staffs of economists, statisticians and lawyersskilled
who
HE

LABOR M OV E M E N T TODAY HAS LARGE FI N AN CI AL RESOU RCES,

can capably prepare economic analyses to support arguments presented by the
union at the bargaining table. Hence, many union negotiating committees can
now go into negotiations with facts and information to back up their arguments. On the other hand, the management group too often goes to the bargaining table almost completely unprepared. It is not unusual for a union negotiating committee to know more about conditions in the immediate geographic
area and in other plants in the same industry. This need not be. Management
should and can be just as well prepared as the union.
To prepare for negotiations, management should gather information and plan
its negotiation strategy. It should gather wage data, request information from
other companies, and study contract provisions. The next step is to plan the
negotiation strategy. Should management try to trade with the union for some
concessions? How much of a package increase should a company be prepared
to give, if any? What request is the union likely to make? These are all items
which need to be considered. Meetings of the company's negotiation committee
should be held to help coordinate the group's thinking. Another problem to
be considered is how much information the union will request from the company and how far management is willing to (or must) go. The National Labor
Relations Board and the courts have upheld the union's right to certain types
of information for bargaining purposes.

The Accountant's Role In Preparing for Negotiations
When the accountant is asked for information, his problem is how to present
it in the most logical and easily understood way. If it is not asked for, one
approach is to calculate the present fringe benefit costs and present them to
HARTLEY W. VOIGT (Fox

River Valley Chapter, 1 9 5 2 ) is Divisional Vice President of
the Blockson Chemical Division, Olin Mathieson Chemical Corporation, Joliet, Illinois.
He joined this company i n 19 5 1 as Accounting Supervisor, progressively advancing to his
present posi t i on. Prior to joining Blockson, Mr. Voigt was a Senior Accountant wi t h
Haskins & Sells.
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management with the explanation of their applicability to forthcoming negotiations with the union. Just before negotiations get under way he can present
revised calculations if such are needed. He can also offer to calculate the cost
of contract changes proposed during negotiations. The important part is to
show that he is willing and capable of providing information which will be
helpful. Generally the company's negotiators put in long hours, and have plenty
of problems to occupy them and are glad to have assistance in evaluation of
economic proposals and counter proposals. Sometime during negotiations or
while a strike is on, a company may use letters and newspaper advertisements
to communicate with its employees and the community. Any figures used should
be carefully checked by the accountant and he should be sure that he can prove
them if the need arises.
As soon as a contract is signed, the accountant should make certain that its
effect on hours worked, wages and fringe benefits is determined. He should
take immediate steps to provide an accumulation of relative data through the
company's records. Part of the information comes from the payroll records
and part from the general records. If the information is properly kept throughout the term of the contract, it will always be available for the company's use
in various ways. For example, an information program in the house organ
might include articles on pensions, group insurance and the other fringe benefits, giving as a part of the information given, the dollar and cents value of
contract benefits to employees.
Ways of Presenting Costs of Contract Provisions
There are various ways of presenting the costs of economic items in the labor
contract. The most common are:
1. Cents per hour worked.
3. Total annual cost to company.
2. Annual cost per employee.
4. Percentage of total payroll cost.
Each of the above has its place and it may be found desirable at one time
or another to calculate costs under all of them. Cents per hour worked and
annual cost per employee express costs in terms which everyone at a bargaining
table can understand and ones which mean something to the individual. Therefore, these are very effective ways management has of presenting information
to employees and to a union negotiating committee. When the information
is presented as total annual cost to company and percentage of total payroll
cost, it is difficult for the employee to relate it to himself and, usually, he does
not have the necessary information to evaluate its relationship to the company.
Percentage of total payroll cost is sometimes a useful way of showing the relationship between the various benefits and straight -time labor costs. However,
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it is a less significant way to state costs, because it neither shows the benefit to
the employee or the cost to the company.
In general, unions seem to prefer to express cost in terms of cents per hour
and management generally goes along with this method of evaluating benefits.
Perhaps the fairest way of presentation is to express the value of the benefits in
terms of cost per hour worked. This represents both the amount a company
has had to pay for each hour of work purchased from the employees and the
amount the employees received for each hour of work sold to the company.
However, this basis must often be modified when a comparison is contemplated.
For example, the Monthly Labor Review published by the United States Department of Labor, Bureau of Labor Statistics, reports average weekly hours,
average weekly earnings and average hourly earnings of production workers in
various industries. These statistics are often referred to by unions when a
company's rates are lower than industry average, and by a company when its
rates are higher than its industry average. In this publication, average weekly
hours means the total hours for which pay is received and includes hours paid
for holidays, idle time and vacations taken.
XY Z M a n u f a c t u r i n g C o m p a n y - H o u r s a n d E a r n i n g s of U ni on E m p l o y e e s - 1956
Compan y
BLS Ave rage
1. A v e r a g e h o u r l y e a r n i n g s
$ 2. 03
$ 1.94
2. A v e r a g e w e e k l y h o u r s
41. 1
40.5
3. A v e r a g e w e e k l y e a r n i n g s
$ 83 . 43
$ 78. 57
Ca l cu l at e d b y d iv i di n g t ot a l gro s s pa yro l l f o r un io n e mp l oye e s b y t ot al ma n
hours for uni on e mpl oye e s . Tot al gross payrol l i s t he t ot al pay be fore any
d e d u c t i o n s f o r s o c i a l s e c u r i t y t a x e s , w i t h h o l d i n g t a x e s , u n i o n d u e s , e t c. ,
an d i n c l u d e s p a y f o r o v e r t i m e , s h i f t p r e m i u m s , hol id ays, va ca t io ns , e tc.
T o t a l m a n h o u r s a r e t h e t o t a l h o u r s f o r wh i c h p a y i s re c e iv e d in cl udi ng
h o u r s p a i d f o r h o l i d a ys , v a c a t i o n s t a k e n , e t c .
..

C a l c u l a t e d b y d i v i d i n g a v e r a g e t o t a l m a n h o u r s p e r w e e k f o r uni on e m p l o y e e s
by ave rage numbe r of uni on e mpl oye e s .

3.

Cal cu l at e d b y m u l t ip l yi n g av e rage h o u rl y e arn i n gs b y av erage we e k l y h o u rs .

N ot e : T h e B L S a v e r a g e s gi v e n a r e f o r t h e B l a n k M a n u f a c t u r i n g I n d u s t r y a s p u b l i s h e d f o r D e c e m b e r 1956. T h e a v e r a g e s f o r t h e XY Z M a n u f a c t u r i n g C o m p a n y
were prepared on the same basis as that used by the Bureau of Labor Statistics.

EXHIBIT 1

Exhibit 1 is an example of the type of information the accountant might
prepare, using statistics from the Monthly Labor Review. This exhibit compares hours and earnings of the union employees of the XYZ Manufacturing
Company with the industry average. It is important to explain on the exhibit
the basis which has been used in making the calculations and also to explain
the calculations, themselves, even though it may seem elementary to do so.
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Economic Benefifs Provided by Confract and Law
Contracts today contain a great many economic items. In addition, a number of other labor cost items are required by law. The cost of many of these
are or can be accumulated by the accountant in the payroll and general records
of the company. The most common of these cost items are as follows:
1. Shift differential payments.
6. Group insurance costs.
2. Premiums for overtime and
7. Pension costs.
work on Saturdays & Sundays.
8. Federal O.A.S.I. contribu3. Vacation payments.
tions.
4. Holiday payments.
9. State and federal unemploy5. Payments for time not worked
ment compensation costs.
(call -ins, reporting pay, jury 10. Workmen's compensation
duty, meetings, etc.)
insurance.
The first five items listed above are received by the employee in his pay check.
He watches for them and makes sure that no mistake has been made in their
calculations. While he knows all about them, he may not have thought of them
in terms of cost to the company. This side of the picture readily lends itself
to explanation of costs to employees and their negotiating committees. The
last five items are in the nature of insurance and the employee does not receive
direct benefits until some situation occurs in the future. While he may contribute towards the cost of some of the benefits, too often the employee has no
idea of their cost to the company.
X Y Z Ma n u f a c t u ri n g C o m p a n y - L a b o r an d F r i n g e B e n e f i t s C o s t s P e r H o u r
W o r k e d b y U n i o n E m p l o y e e s - 19 5 6

1.
2.
3.
4.
5.
6.
7.

S t ra ig h t - t i m e pay
$
S h i ft d if fer en t i al p a y m en t s
P r e m i u m pay for o ve rt i m e
P r e m i u m pa y fo r wo rk o n Sa t u r d ay s , S u n d ay s & h o li d ay s
Vacation pay
H o lid a y pay
Id l e t im e p a y ( p ay m en t f o r
tim e n ot wo r ke d )
To t a l c o s t p e r h o u r o f w o r k $

C o st o f Frin ge Ben efits Paid to Oth ers
fo r Be n e fi t o f Un io n E m p l o y e e s

1.900
072
037

1.
2.
3.

098
. 081
.053

4.

. 005
Z. 246

6.

5.

O n l y p a y m e n t s m a d e t o u n io n e m p l o y e e s
and the h o u rs actu ally wo rked were used,
F o r ea ch it em t h e t o t a l a c t u al c o s t a s
sho wn in t h e p a y ro ll r e c o r d s w a s d i v id ed b y t h e t o t a l h o u r s wo r ke d .

Gro u p in su ran ce
P e n s io n p l a n
F . I. C . A. ( F e d e r a l o ld
age & su r vivo rs in su r an ce)
S t a t e u n e m p lo y m e n t c o m p en s a t io n
Fed eral u n em p lo y m en t
co m p e n s a t io n
W o r k m e n ' s co m p e n s a t io n
in su ran ce
'to tal cost per hour of w or k

$. 04 5
102
04 3
030
.

Co st of St ra igh t Tim e a n d F r in ge B e n e fits Paid to Union Em p lo y e e s

.004
.017
$.241

Co m p uted by d eterm inin g wh ich p art
o f t h e t o t al co s t ap p l i ed t o u n io n em p l o y ee s an d t h en d iv id in g t h at c o s t b y
t h e h o u r s w o r k e d b y u n io n e m p l o y e e s .

Gra nd t ot al cost of all be ne fits pe r ho u r wo r ke d

$2.48 7

EXHIBIT 2
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Example of Benefit Cost Calculation
An example of how the cost of fringe benefits might be presented is shown
in Exhibit 2. The benefits are shown in two sections, those which the employee
receives in his pay check and those which are paid to others for his benefit and
are not counted as earnings. Often it may be necessary to attach a second sheet
of explanations and interpretations. It is important for management representatives to know how the costs were determined and for the accountant to be
able to prove the figures if it should ever be necessary to do so.
Straight -time pay represents the amount paid at the employee's regular rate
without any premium payments or shift differentials. The average straight -time
pay can be calculated by dividing the total payments by the hours worked. This
method is preferable when figuring past costs. Another method is to average
the various rates by multiplying each rate by the number of employees involved,
adding the totals thus obtained and dividing by the total number of employees.
This method is useful where increases of different amounts are being considered
for various employees or classes of employees.
Employees working evening or night shifts are frequently paid a shift differential. This can be a rather sizeable figure for a company operating 24 hours
per day. If the proper segregation of this cost is made in the records, it is a
simple matter to figure it as a cost per hour worked. Premium payments for
overtime work and work on Saturdays, Sundays and holidays are payroll costs
that fall in the same category as shift premiums. In some industries, the employees work regularly Monday through Friday and normally work only eight
hours a day and forty hours a week. To companies in these industries, such
premium payments represent an insignificant cost. On the other hand, to companies in continuous process industries, where operations continue twenty -four
hours a day, seven days a week, such payments are quite costly.
The cost of vacation and holiday payments is generally easy to calculate but
the cost of vacation payments can be deceiving if total future costs are not
properly evaluated. In a relatively young company, the granting of three weeks'
vacation after ten years' service and four weeks' vacation after fifteen years may
make very little change in the company's immediate cost. However, the total
cost fifteen years later, when all present employees are eligible for four weeks'
vacation, may be prohibitive. Contract provisions may require a company to
pay employees for other time not worked when certain conditions occur. In
case of a call -out, pay for a certain number of hours may be required even
though the employee may work less than an hour. Meal allowances, jury duty
pay, and funeral leave are among the many items that fall in this category.
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Group insurance and pension plan costs are sometimes paid for entirely by a
company and sometimes the employee pays part of the cost. Either way the
company's cost needs to be calculated and projected. If any insurance dividends
or other refunds are made, these should be taken into account in the calculations. Depending on the makeup of a company's work force, future costs can
vary considerably from present costs. Recently a company, with the help of its
insurance carriers, calculated the future cost of its present group insurance and
pension programs. Management was quite surprised to find that, within fifteen
years, the cost of the programs would increase by an amount greater than the
company's current year's profit.
Certain payments for the employees' benefit, such as federal O.A.S.I. benefits, state and federal unemployment compensation and workmen's compensation insurance, are required by law rather than contract. These should be included in any calculation of employee benefit costs.
Some Costly Incidental Provisions
Discussion has been limited to the more common fringe benefits but many
others could be listed. For some the cost will be difficult to calculate but the
accountant can provide helpful information for most. Some of the most difficult
costing problems evolve from the economic effects of the operation of seniority
systems, job bidding and bumping systems, and concessions resulting in excessive job manning. The seniority clause in a labor contract may operate so that
an employee may be kept on a job which he is obviously not capable of handling.
It may specify that, when employment declines, senior employees may "bump"
into jobs for which they have no experience. A listing of the actual or estimated
cost of provisions such as these would probably surprise top management of
many companies. Once such clauses are included, it is a difficult matter to
negotiate them out of a contract.
Working Out The Information Beforehand
Management should prepare the blue prints for negotiations as carefully as
the blue prints for a new building. Planning, study and discussion are necessary. The accountant can and should be one of the architects working on the
blue prints. From his specialized knowledge, he can help avoid pitfalls. He
can analyze the costs, calculate the stresses of various proposals and possibly
suggest a more economical and sound plan. But it may be necessary for him
to offer his services and not wait to have them requested.
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A CASH PAYROLL WITHOUT COINS —by Raymond C. Voght*

T pay envelopes for some 3500of cash
emHE T AS K OF PR EP AR AT IO N

ployees at American Optical Company
encouraged us to seek a method of
preparing these "pays" without coins.
We could see that, if we could devise
a method of carrying out this idea, it
would result in a great saving in the
time used for putting up the cash in
envelopes, as well as reducing the
weight of envelopes to be carried by
the plant paymasters to the employees.
However, it would be necessary to develop a plan which would not violate
any law relative to the payment of
wages earned nor be subject to criticism by the union as a violation of contract provisions. It was decided that
rounding to the nearest dollar would
not fulfill these requirements. It was,
therefore, decided to increase each individual payment to the next higher
dollar.
Discussion of our problem with
representatives of the payroll machine
equipment company finally opened the
way to adopting the new method.
Two new items were added to the
pay statement:
1. A new item labeled "advanced
this pay" and
2. A new deduction labeled "advanced last pay ".
• Manager, Systems and Procedures,
American Optical Company, Southbridge,
Massachusetts.
APRIL, 1958

In the first week of operation, all
"pays" ending in cents were carried
to the next full dollar and the difference which had been added was
entered on the pay statement and
labeled "advanced this pay." Since
these advances varied from $.01 to
$.99, the average would be about one half dollar per employee. In the second week's pay statement, the item
entered in the first week as "advanced
this pay" was now entered as a new
deduction item labeled "advanced
last pay." An adjusted net pay was
then determined for the employee and
the procedure repeated for paying at
the next highest dollar value. The
payroll machine was programmed to
proceed automatically through the
procedure, once the employee's net
pay was determined.
The plan was successfully introduced by a program of plant communications through its newspaper
and it was very satisfactorily received.
It resulted in a speed up of preparation of pay envelopes and, in addition, brought about one unanticipated
advantage, in that many of the small
claims for shortages were covered by
the amount advanced, thus saving the
preparation of many special payments
of small amounts on pay day. The
"tentless" payroll is now well -accepted and the final settlement can
be made at the time of separation of
the employee.
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Changed Qualifications for Industrial Accountant
by RAYMOND B. JORDAN*

A

S

ACCOUNTANTS,

WE

HAVE

NOT

PREPARED

ourselves or ou r employees for the

advent of the revolu tion represented by the inroads which operation research,
with electronic data processing, is making in the industria l accou nting field. These
new methodologies are demanding personnel with a background starti.ngly different
from those of us who have entered the accounting field during the past quarter
century. Whereas a background of accounting and accounting studies was the prime
prerequisite for employment in the a ccounting field during the past deca de, the man
with such a background a s his sole "stock in trade" will disa ppear a s rapidly from
the American industrial scene as the "man in the green eyeshade" disappeared
during the days of our predecessors. The years immediately ahead will demand
men with mathema tics and engineering a s a ma jor field of study a nd with business
administration and accounting as a minor.
In order for us to meet the demands involved, we must prepare ourselves and
our employees through a serious program along the following lines:
1. W e must become acquainted with the new methodologies by attending
seminars and, if necessary and practicable, by a leave of a bsence from our
present positions to attend special schools to learn the techniques of electronic data processing and operations research.
2. W e must program on -the -job training to pass on to our employees the
information we have gathered in these special classes.
3. W e must sta rt now to properly eva lua te the capabilities of our employees
and to progra m required a ltera tion of staff skills "mix." The "doers" will
be eliminated by the machines; we will need in the futu re the men who
can tell u s "why it happened," not "what happened."
4. We must revise our ba ckground requirements on new employees to include
a basic knowledge of mathematics from algebra through integral calculus.
Too often our accounting employees, past and present, have been individuals who turned to the accounting field through failure to comprehend
mathematics, odd as that may seem to some. Such an employee will be
"lost" in the new field.
5. W e must think along the lines of employing also the man who possesses
the mathematical, engineering and possibly shop experience, with no accounting background whatsoever. On- the -job training can supply all the
accounting necessary.
The operations research and electronic data revolution is upon us. Let us honestly admit it and start now to prepare ourselves and our associates to meet its
demands.
*Manager, Cost Accounting, General Electric Company's Aircraft Gas Turhine
Division, Small Aircraft Engine Department, West Lynn, Mass.
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Efficient Accounting for the Small Company
by IRIS P. BERST

small business knows,
T perhaps better than anyone else, the problems oftosuch
an enterprise. In
HE ACCOUNTANT WHO HAS HAD EXPERIENCE

no other type of organization is there a greater demand upon his time. He is
responsible for everything from helping to formulate policies to the arduous
task of writing collection letters. His greatest hope for success lies in effective
planning and strict adherence to his established procedures. The training and
development of his staff, with growing faith in their abilities, makes possible
his accomplishments.
In our organization, there are two manufacturing companies operating as
separate entities and producing entirely unrelated products. Both are incorporated and have the same management personnel. Company A is the original
firm, and Company B a recently formed enterprise. The diversity of record
requirements of the companies is indicated by the following data:
Company A

Company B

Cost accounting
Inventories

Tools, dies, plastic and
rubber molds
Job cost
In- process only

Employees
Annual sales
Individual sale

$400,000 to $600,000
$50 to $3,000

Electro- magnetic
instruments
Product cost
Raw, in- process and
finished
7
Approx. $50,000
$300 to $800

Product

Office personnel

35

Combined
3 management 1 accountant
2 clerks
1 engineer

Our situation is not exceptional. In our community, there are approximately
six hundred firms with office staffs of less than five persons. Since we are operating in a high -wage industrial center, it is difficult to secure sufficient trained
workers and still stay competitive. Many local tool and die firms are too small
to employ a company accountant or are engaged only in contract sales where
IRIS P. BERST (Dayton Chapter, 1949) is affiliated with The Diamond Tool and Die
Company, Dayton, Ohio. She has been associated with the small tool and die industry
for the past sixteen years. Mrs. Berst is an immediate Past President of the Dayton Chapter,
American Society of Women Accountants.
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the office work -load is small. However, our company is principally engaged in
time - and - material orders because of special ability in experimental work. Hence,
complete cost and accounting information is extremely important. Moreover,
when Company B was acquired, we found a great need for additional help
but also found we could not afford it, as the new company's sales volume was
small. We were then faced with the challenge of maintaining adequate accounting records for both companies, of providing a great deal of cost information,
and of supplying reports, charts, and graphs to management, with the same
small office staff. Furthermore, our office personnel needed a great deal of
additional bookkeeping and accounting training.
We do not use machine bookkeeping, because the work -load consists of many
different operations. Adapting these diverse operations to machines would be
prohibitively expensive. Our solution to these problems was the establishment
of identical journals and work papers for the companies, to promote the easy
flow of accounting data. Variations in costing methods are the only fundamental differences permitted in the accounting for the two companies.
Adapting the Journals
Each company has five journals, i.e., cash receipts, cash disbursements, sales,
purchases, and general journal. The cash receipts, cash disbursements, and
purchase journal are conventional in their setup. A feature of our system,
however, is that all information needed for accurate posting is inserted on the
posting media (remittance advices, suppliers' invoices, etc.) by use of rubber
stamps. This is to organize the information. Accounting distribution is indicated by the accountant on the posting medium. With very little guidance,
either clerk can make the entries without any further help and when the time
is available for doing it. The clerk is required to initial the items posted so
that, in the event of error, the proper person can be approached for explanation
or correction.
The sales journal was set up to provide information needed for renegotiation
and for management reports. The work was arranged so that all pertinent
information is available at the time of the original entry. This includes the
amount of the sale, the type of sale, and the amount of profit on each job.
We consider that showing the job profits in the sales journal is very important.
It is accomplished by having the cost clerk record the job cost at the time of
invoicing, when the job cost sheets are also closed. (This procedure is used
for Company A only, since Company B does not maintain job cost records.)
Sales reports for management are prepared showing sales by types, by customers,
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and in total. The profit or loss on total sales to each customer is also shown.
Totals are available from the monthly sales reports and are accumulated on
customer cards so that yearly reports may also be made with little additional work.
The reports can be prepared by any one of the office staff who has the time. We
know the sales volume and percentage of profit or loss for every customer we
have had since the establishment of these records. After the initial setup of
customer cards, maintaining of these records has meant only adding the current
totals at year end to the previous accumulated figures.
The general journal was set up in the "repeating entry" style, with all the
entries typed prior to the start of our year. This eliminates monthly work
except to insert the proper figures as they become available. In the case of the
entries which do not vary from month to month, all twelve monthly figures
are filled in at once. Repeating entries are used for payroll figures, payroll taxes,
indirect labor, accruals and bank charges.
Work Papers, Closings, and Regular Reports
Before the beginning of each fiscal year, full sets of work papers are prepared and are available for the accountant when needed. As an example, payrolls are recorded on the payroll worksheet each week. Payroll figures are thus
always current and can be totaled for journal entries the day following the
final pay period. The payroll worksheet is shown as Exhibit 1.
P AY R O LL S U MM AR Y W O R K SH E E T

Ac co u nt s

Wee k e ndi ng 2 - 1 *
P aid date
2 -5

Direct labo r
Execu tive sala ries
Offic e sal aries
F . O. A. B. L a z e .
In c o m e t a x w i t h h e l d
Ho spital insu rance
D u e f r o m e m p l o ye e s
Cash fro m bank

Wee k e nd i ng 2 -2 1 *
P aid date
2 -26

$5,411.40
1,050.00
15 0.00

6,158.52
1,0 5 0 .0 0
1 5 0 .0 0
62.63
97 9 .3 6
58.60
45.75
5,431.99

Mo nt hl y T o t a l .
De bi t
Cre dit
22,268.96
4,20 0.00
6 0 0 .0 0

57.71
1,125.04
60 .4 0
90.00
5,989.08

247.65
4,07 1.37
24 4 .2 0
27 3 .0 7
22,098.27

* C o l u m n s f o r w e e k s e n d i n g F e b . 7 an d 1 4 o mi t t ed .

$

In d i r e c t L a b o r
62 1.60
Engi nee rin g sa lar ies
In d i r e c t l a b o r , o t h e r
-0Janit or se rvic es
12 3.75
2,29 9.15
P r em iu m la bo r
Ma ch i n er y re pa i r s
74 .2 0
Bu i l d i ng m a i n t e n a n c e
-0$3,118.70
Di r e c t l a b o r

Ac c r u e d P a yr o l l
w/ e 2 -2 8
Feb.
$ 1 8 5 .0 0
Engineer ing eat.
$
74 .0 0
Di r e c t l a bo r
5,848.28
1,949.43
Execu tive sal.
1,050.00
42 0.00
Office s alaries
1 5 0 .0 0
60 .0 0
Ac c r u e d w a g e s

$

To t al
De b i t
Cre dit
2 5 9 .0 0
7,797.71
1,4 7 0 .0 0
21 0 .0 0
$ 9 ,7 3 6 . .7 1

EXHIBIT 1

Information for management reports is recorded as soon as the data becomes
available. Exhibit 2 shows a portion of the figures which are kept always available for report purposes. In addition to the special report information, work
papers are prepared for the monthly financial statements. The trial balance is
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W O R K S H E E T S F O R M A N A G E M E N T R E P O R TS
W o rk s h e et f o r R e c ap o f S ales an d H o u rly R et u rn P er Ma n H o u r W o r ke d

H o u r s S o ld

L a s t Ye a r
To t a l
S a le s
Sales P er Ho u r

Th is Ye a r
To t a l
H o u r s S o ld
Sales

S ales
Per Hour

Jan u ary
Feb rua ry
C u m u l a t i ve
March
C u m u la t ive
W o r k s h e e t f o r B u r d e n R a t e D e t e r m i n a t io n
M a n H o u r s S e ll in g E x p e n s e
So ld
To t a l P e r . H r .

Ad m in is tra t ive
To t a l
P e r. Hr.

Fa c t o ry Ove rh e a d
To t a l
Per Hou r

To t a l
Per He

Jan uary
Febru ary
2 mo nths
March
3 months

Re c ap - I n d ir e ct H o u r s W o rk e d
Jan u ary

Febru ary

March

Ap ril

May

Ju ne

Ju les

et c.

Un c la s s if ie d
J an it o r s ervice
R e p a ir s t o m a c h y .
P re m iu m lab o r

EXHIBIT 2

taken directly from the ledger in the same form as the finished statements. Any
necessary adjustments are made on the work papers, balanced, and totaled on
the side of the sheet. The previous year's figures, which are used for comparative purposes, are inserted from time to time as "fill-in" jobs. Typing of the
financial statements is simple, since no rearrangement is needed before typing.
In conjunction with the monthly financial statements, we furnish to our management certain other information on balance sheet comparisons, sales by customers, hourly return per man -hour worked, and makeup of the burden rate.
In order to facilitate preparation of these reports, mimeographed forms are
prepared, so that we need to insert the figures only on each month's report.
The figures are taken directly from work papers, and are typed in triplicate
so that each director has his own copy for study. Comparative figures are
shown wherever possible. Exhibits 3, 4, and 5, illustrate these monthly reports,
(and Exhibit 7 to which specific reference is given later).

Special Reports to Management
In addition to general and cost accounting information, the accountant also has
the responsibility of presenting management with special reports when the
need arises. Selecting the proper media for presenting accounting information
then assumes prime importance. We are continually seeking the presentation
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BA LA NC E SH EE T CO MP AR IS ON S
Dis t ri b u t io n o f New P ro f it :
Op erating capital
Bu i ld i n gs , m a c h i n e r y , eq u ip m en t
Lo n g t er m l i ab i li t y
Net p ro fit

March
1957
1958
$ _5 7 , 1 6 4
$ 57 , 52 1
134, 005
17, 086

13Z,115
14 , 6 s 6

Ratio - Cu rren t As s ets to C u rren t Liabilities
La st month
Current assets
$ 150,816
C u r r en t l ia b i l it i e s
92,559
Rat io
1.63
C ap it al S t o ck - Bo o k Val u e:
Original price
Recapitalization,
Ja n. 1, 1958
Bo o k v alu e s:
Jan. 1, 1958
F e b . 2 8 , 19 58
Increases:
S i x m o n t h s t o F e b . 2 8 , 19 58
M o n t h o f ,F e b . 19 58

Increase
(Dec r eas e)
$
357
( 1,890)
2,400
$ 78 0

Th i s m o n t h
$ 137,851
80, 330
1.72

35 0 s h a r e s , n o p a r v a l u e

$ 50 . 0 0 p e r s h a r e

35 0 s h a r e s , s t a t ed va lu e

100 . 0 0 p e r s h a r e

35 0 s h a r e s , n o p ar va lu e
350 s ha r e s , no p ar value

497. 38 per s h a r e
499. 86 per s h a r e
2.48 per share
1. 3 8 p e r s h a r e

EXHIBIT 3

which will be most effective in a particular situation . Most accountants have
known the frustration of having laborious efforts on a difficult report com-

REC AP O F SALE S (F eb ru ar y)

Cu st omer
Compa ny
Company
Company
Compa ny
Company
Compa ny
Company
Company
T otal

A
B
C
D
E
F
G
H

Tota l .
Sales
$ 3 3 , 4 1 7 . 37
6, 87 3 .8 4
21. 0 0
36.00
4, 265.60
33 .6 0
4 7 1. 0 4
10.44
$45, 128.89

P r e v i o u s Mont h T ota l:
$ 38 , 4 2 0 . 1 8

Job
Profits

Pr o fi t
Percentage

Nu mber of
I t e m s so l d

$ 6 , 2 8 0 . 18
7 2 1. 00
3.62
7. 22
3 0 3 .9 6 Lo ss
- 097.86
90
$6, 806. 8 2

18. 7%s
1 0 .4 1s
17.21,
20 . 0 0/s
7.1% L oss
-020. 7 01,
8. 6%
15. 001,

114
11
1
2
8
1
3.
1
141
n �

$ 5,301.67

13.7 0%

106

EXHIBIT 4

rletely ignored. Only the accountants seemed to understand the importance of
the figures shown! In our organization, management never disregards accounting information on the basis of personal whim. However, unless the report is
understandable and clearly shows the problems involved, our management, too,
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No v e mb e r
D e c e mb e r
C u mu l a t i v e
J a nua ry
C u mu l a t i v e
Fe brua ry
C u mu l a t i v e
March
C u mu l a t i v e
Ap r i l
C u mu l a t i v e
Ma y
C u mu l a t i v e
J une
C u mu l a t i v e
J u ly
C u mu l a t i v e
Au g u s t
C u mu l a t i v e
Se p t e mb e r
C u mu l a t i v e
Oc t o b e r
C u mu l a t i v e

Ma n Hrs .
So ld
6,721
6, 5 9 4
13,315
4,7 5 1
18,066
6, 31 3
24 ,3 79
6, 06 8
30,447
6, 61 2
37, 059
6,254
43 , 31 3
7, 5 4 8
50;861
5, 51 2
56 ,3 73
5, 94 5
62 , 31 8
5,438
67 ,7 56
5,8 41
73 , 59 7

Last
Year
To t a l
Sa le s
f 40 , 17 3
34 ,0 95
7 4 , z6 8
31 ,5 08
105, 775
37 ,3 03
143, 078
36 , 01 7
179, 096
37,601
21 6, 69 7
43 ,2 71
25 9, 9 68
40,418
300 ,3 86
37 ,0 13
337 ,3 99
48 , 5 9 7
385 ,9 96
55 , 31 0
44 1 ,3 0 6
58 , 05 9
49 9, 36 5

Sa le s pe r
M a n Ho u r
f 5.98
5. 1 7
5.58
6. 6 3
5.85
5.9 1
5.87
5. 9 3
5.88
5. 6 9
5.85
6.92
6.00
5.35
5.9 1
6.72
5. 9 8
8.17
6. 19
10. 17
6.5 1
9.94
6. 7 9

_

HO U R L Y R E T UR N P E R M A N H O U R S W O R K E D

M a n Ho u r s
So ld
6,9 91
6, 29 9
13,290
5, 3 1 6
18,606
4,864
23 ,4 70

Thi s
Year
To t a l
Sale.
$ 35 , 6 9 1
29,651
65, 3 42
39 ,4 82
104,823
32,111
136,935

Sa le . pe r
M a n Ho u r
--f -5 I 1
4.71
4.92
7.43
5.63
6.60
5. 83

N O T E : M a t e r i a l us e d wa s
r e mo v e d f r o m the mo n t h l y
sale. figures
before
c o mpu t i ng
ho urly
return.

EXHIBIT 5

will fail to "get the message." When personalities are not involved, it is up
to the accountant to find the medium most effective for the specific problem.
Three examples of such special reports are presented in the paragraphs which
follow.
There is a special report on factory profits (Exhibit 6). High -cost areas
make it necessary to keep close correlation between sales and costs. In the
labor market, the jobbing shop must complete with large concerns which can
offer much more stability and job security to the worker. The small shop must
offset this factor by offering higher compensation. Usually this higher compensation is the result of overtime work. The premium paid for overtime
hours must be absorbed in overhead. During especially busy periods, when
much overtime work is required, this item causes factory expenses to soar. More
than one company has closed its doors because it failed to control this expense.
Another important element of overhead is the cost of small tools and supplies.
During one particularly high - volume period, we often discussed the effect these
items had on the factory profit. However, our discussion had little influence
as long as management presumed that all such expenditures were necessary. In
order to present the picture more forcefully, the graphs shown in the upper
half of Exhibit 6 were prepared. We began the preparation of the graphs
during the second month of the year and continued for the rest of the year.
Early in the year a dangerous situation was revealed. As costs were then brought
under control, the resulting progress was emphatically evident from the course
of the charts during the remainder of the year.
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CHART REPORTS
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EXHIBIT 6
RE CAP OF S ALES ( 6 mont hs)
Profit
Pe rce n tage
37. 8%
10.8%
12. 5%
10. 510
16.6%
15 . 8 % L o s s
15.8%
9. 2 76
8. 1 0/ 0
7. 8 %D
23. 9 %p
8. 7%
18.4% Loss
11 . 7 % L o s s
9. 3 %p
4. 5%

Percent of
T o t al S al e s
11%
1. 68 %D
7.32%
6. 12 %p
33. 58%
3. 39%
.12%
.03%
.371,
17.22%
.68%
.04%
1 6 . 3 1 %D
10.22%O
2 . 8 1 %D
100.00%
.

Job
Profi ts
52. 57
22 8. 0 3
1, 143.74
799. 82
6,953. 32
669.48 Loss
Z4. 00
1.96
36.88
1,691.o2
202.23
4.13
3,745.23 Loss
1, 492. 85 Los s
328. 36
$5,558.50

$

Total
Sale s
139. 00
2, 10 0. 00
9 , 1 2 9 . 14
7,633. 05
41, 850.21
4,225.00
151. 45
Z1. 30
457.95
21 , 46 7. 1 1
844.88
47.41
20,334. 2
12, 733. 04
3,508.05
$ 1 2 4, 64 2 . 1 1
$

Cust omer
A Com pany
B Company
C Company
D Company
E Com pany
F Co mp an y
G Company
H Company
I Company
J Com pany
K Company
L Com pany
M Company
N Company
O Company
Total

EXHIBIT 7
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AN A L YSI S O F L O S S E S O N S A L E S TO I N D I V I D UA L C US TO M E R S ( 6 m o n t h s
F C OMPANY

S a le s - $ 4 , 2 2 5 . 0 0 :

Loss - $669.48

F C o m p an y i s a n e w c u s t o m e r w it h n o p r io r ex p e ri e n c e fo r co m p a r is o n s .
S a le s d u ri n g 19x x co ve re d o n e o rd er on ly fo r a p l as t i c m o ld . It is re co m m e n d e d t h a t
m a n ag e m e n t d e t e r m in e t h e ca u s e o f t h i s lo s s , as n o fi g u r e s a r e a v ai l a b l e t o p re s e n t t o
m a na ge m e nt .
M COMPANY
Th e f o llo w in g m o n t h ly f ig u r e s in d i c a t e t h a t b u s in e s s w i t h M C o m p a n y
s h o ws a co n s is t en t l o s s t h ro u gh o u t t h e p e rio d . All f ig u r es s h o w n ar e fo r p l as t i c m o ld s
o r rep ai rs an d a d d it io n al wo rk o n t h e in it i al o r d er . It is s u gge s t ed t h a t n o t ice b e t aken
t h a t o r d e r s f r o m t h i s c o m p a n y r e p r e s e n t 16. 3 % o f t o t a l s a l e s .
S ales
P r o f it
Sep tem ber
- $- 1, 8/ 7. 50
$
38. 06
Octo ber
520. 00
324. 36 L o s s
No ve m be r
13 , 4 3 5 . 8 7
1,869.72 Loss
December
4, 30 4. 89
1,645.23 Loss
Janu ary
-0-0February
246.26
56 . 0 2
S ix m o n t h t o t al
$20 , 3 34. 52
$3, 745. 23 L o s s
N COMPANY
Al l p r ev io u s s al es t o N C o m p a n y h a ve s h o wn b et t er t h an a ve ra g e p r o f it ,
an d t h e lo s s -s h o w n f o r th e s i x m o n t h p e r io d r e p r e s e n t s t h e ef f e ct o f o n e s a l e w h e r e a
l a r g e l o s s o c c u r r e d . S a l e s t o t h e N C o m p a n y r e p r e s e n t 10. 2 % o f t o t a l s a l e s . T h e
fo ll o wi n g f igu res in d icat e ou r ex p eri en c e w it h N C o m p an y :

Pro fit
$3,416.08

Sep tem ber
Octo ber
No ve m be r
December
January
Febru ary
Six m o n t h t o t al

528. 00
-06,279.00
5, 386. 04
-0540. 00
$12,733.04

57.02
-02,290.89 Lo ss
637. 77
-0103. 25
$1,492.85 Loss
$

S a le s
$20,477.60
$

To t a l p r e c e d i n g y e a r

EXHIBIT 8

In still another instance, we found that charts were the most effective medium
or, to be more specific, over - expansion. Oral discussion, written reports, or
financial statements did not dim the glow created by the dream of the proposed
program. Then we presented the facts in picture form, showing the results
of our spending on the current operating capital. The result was a complete
re -study of the plan and a return to a sound financial structure through a longterm program. The lower half of Exhibit 6 is illustrative of the report which
proved effective.
Very often charts are not detailed enough to give management the true picture of a particular situation. As we have mentioned, we prepare an analysis
of sales and job profits by customers each month and on an annual basis. One
report covering a six month period showed a number of losses which demanded
explanations. Exhibit 7 is the report which started our investigations and
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Exhibit 8 the report on our findings. We studied the individual sales involved
in each case, and the circumstances peculiar to them and prepared a special
report. Management was thus furnished with the information needed to make
sound decisions in handling future business from the companies involved.

Living Up to The Accountant's Part In Management
It is evident that accountants play a greater part in management today than
ever before. If we are to assume new responsibilities, we must also solve the
problem of having sufficient time for them. It is no longer enough just to
record the operations of a business. We must also have executive ability in
planning the work, delegating the authority, keeping informed and getting
results. In no other field of accounting is there a greater challenge than in
small business. These modern techniques are mingled with old, so few individuals are responsible for so much, and pride in the profession is not lower
because of the size of the business.

A SHORTAGE OF GOOD ACCOUNTING GRADUATES
by LEONARD A. OLSON*
T ■H E

N U M B E R A N D Q U A L I T Y of accounting
majors being graduated from our colleges and universities has troubled me for
a long time. I have also noted a discrepancy
between published statistics on the supply
of accountants and the demand for account-

1

ants as expressed by industry, government,
and public accounting. According to the
following table, the percentage of accounting graduates to the total number graduated
from all fields shows a tendency to rise
slightly over the years:

Degrees conferred as a Percentage of
Total Degrees Conferred, Years 1951 -1956
Major Field
Accounting
Biological sciences
Education
Engineering
English
Fine arts
Healing arts
Physical sciences
Social sciences
All others

1951 -2
2.58
3.37
18.97
9.20
4.24
5.48
7.13
3.66
25.59
19.78

1952 -3
2.42
3.18
20.18
7.93
4.16
5.49
7.91
3.42
24.84
20.47

1953 -4
2.55
3.20
19.41
7.62
4.29
5.43
8.06
3.37
26.07
20.00

1954 -5
2.74
3.15
18.52
7.86
4.59
5.68
8.11
3.66
26.92
18.77

1955.6
2.84
4.04
22.68
8.45
4.60
4.80
7.02
3.75
28.04
13.78

100.00

100.00

100.00

100.00

100.00

Source: U. S. Department of Health, Education and Welfare
* Certified Public Accountant and Provost of Rider College, Trenton, N. J
APRIL, 1958
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It would seem, therefore, that accountants
are being graduated in increasing numbers.
On the surface one might think this satisfactory. However, year in and year out,
we hear cries from industry, government
and public accounting firms for more good
starting accountants. The answer to this
contradiction is found, it seems to me, in
two facts:
I. Industry is growing at a faster rate
than we are training accountants.
2. We a re not a ttra cting to the accou nt.
ing profession men of the calibre desired.
Between 1951 and 1956, the gross national product in the United States increased
by 20 per cent. The nu mber of businesses
has increased by 185,000 or 4.5 per cent
(even though 1,930,000 businesses have
been discontinued.) In 1956 only 8,828
accountants were graduated. Considering
that not all of these graduates enter the
accounting field and that ma ny of them are
compelled to seek employment in other
areas when they find they lack the ability
sought by the profession, it becomes clear
that only a handful remains to satisfy a very
large demand.
The matter of quality is important. I
think that, in practically all colleges and
universities, accounting has been getting
students, with few exceptions, from the

46

sixtieth percentile on down. This condition
stems, in part, from the fact that the general public and high schools in particular
have not as yet recognized accounting as a
profession. In high school when a student
displays academic ability, he will be advised
to pursue study of science, engineering,
medicine, etc. On the other ha nd, if a student in high school expresses a desire to
study accounting, he will be advised to take
the commercial course along with any other
subjects required for admission into the
college of his choice. People generally fail
to realize tha t the good accountant toda y is
a well - educated man having had courses in
the arts and sciences as well a s tra ining in
the business subjects.
I believe that the colleges, working in the
conjunction with the professional accounting
organizations, should embark upon an extensive program of education, informing
the public generally and the high schools
specifically, of the real nature of accounting
as a profession, the calibre of the individual who can qualify, his educational requirements, and the fru its of the profession.
To give such a plan momentum, industry,
and public accounting firms should offer
scholarships to high school graduates who
can qualify, and should subsidize accounting
training in the colleges. It is granted that
something along these lines is being done,
but not to the extent necessary and it is
already a little late.
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Paper Company Meets Inventory Challenge
With Better Product Costs
by JACK J. COOPER*

of paper mill accounting practices.
T Methods of cost accounting which were considered
either impractical or unHERE IS A FLUID SITUATION IN THE AREA

necessary some years ago have now become urgently needed in order to keep
pace with the growth of more complex and diversified product lines. A prime
example of this in one company is its accounting for and evaluating of in- process
and finished inventories. This is of vital importance in an accounting system
which historically has used actual rather than standard costs for monthly operating statements. In spite of this special requirement, the application of modern
data processing methods, plus imaginative use of the statistics which they produced, has enabled the company to reduce physical inventories (taking) from
one- per -month to one - pet - quartet without losing monthly inventory valuations.
At the same time, extensive refinements have been made in the analysis and evaluation of a complex product inventory.
This company is an integrated, multi -plant operation producing items in many
different paper categories, including coarse and fine papers, plain and printed,
waxed and parchmentized, single sheet and laminated product packaging papers,
and a full line of consumer specialty items. The normal in- process and finished
goods inventory is equal to approximately a month's production at various stages
of completion. It should be pointed out that the plant belongs to an industrial
category best described as somewhere between a process and a job order industry.
The product, although made by a standard process operation up to a point, is,
nevertheless, customized for individual customer needs at some point in its manufacture. This is the reason that in- process inventory becomes much more of a
problem than that in normal process industries where the product line, however
lengthy, is subject to standardization from beginning to end of processing.
Less than five years ago the great variety of the mill's products, when considered as inventory-in- process, were condensed to separate categories of plain and
print papers produced at each of two mills and of waxed, parchmentized, and
specialty papers. Physical inventories were taken each month by these categories
* Manager, Cost Accounting and Control, KVP Co., Kalamazoo, Michigan.
APRIL, 1958
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and the items were evaluated by average costs. At times when inventories were
low and relatively static, when the product mix within these categories was stable
and when the production each month was generally representative of the inventory content, the income statement and operating analysis were not seriously distorted by the over simplification represented by these broad product groupings.
However, with the development of profit analysis, product analysis, and complete product costing, it became apparent that, regardless of the practical difficulties involved, a more detailed itemizing and evaluation of the in- process inventory was required.
Stage -of- Completion Costs; Inventory Predictions
Since a complete analysis of operations flow would be necessary for this, the
job was beyond the scope of general accounting. Two experienced cost estimators, who had just completed operations analysis for use in product cost estimating, were assigned the task of developing from "scratch" a workable system of
evaluating in- process and finished inventory by stages of completion. This, of
course, had to be tied in to the physical capabilities of the counting of inventory
by mill personnel and the correct identification of the product in its several stages.
For several months this evaluation of the inventory was performed manually by
these estimators using the established key component costs and tabulating them
on each item of inventory at the cost center in which it was found. At this stage
in the development of the inventory evaluation procedure, this company had progressed from five basic category costs to about 500, which represented several
thousand individual items different from others in some, if minute, respect. A
ready check of the accuracy of these costs was obtained by costing the monthly
sales, using the same costs and comparing with actual cost of production.
A major result of the research thus begun for inventory costing was the
knowledge gained merely by opening up the content of the in- process inventory
in terms of product. As in all accounting innovations, in which a break is made
from a long- accepted but inadequate procedure, the initial change in principle
generated a continuing search for refinements in method. The possible gain
from inventory analysis both as to dollar value and unit content would affect all
phases of financial and manufacturing planning. While the opportunity was
great, the difficulties were also formidable. More detailed costing necessitated
more accurate counting, particularly on those physical inventories which did not
have the benefit of the yearly outside audit. Selling the manufacturing people
on the idea of more careful and more complete counting was not the least of the
obstacles in the way. The measure of success in this respect co ld only be as48
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certained by developing a method of predicting the relative amount of inventory
in several broad categories so that the overall accuracy of the inventory counting
could be verified. Hence, coincident with the refinement of the costing procedure, there was also developing a means of predicting the count to spot any
error in the physical count.
In order to establish the need for rigidly inspected inventory - taking to use
with detailed inventory pricing, the inventory analysts perfected a statistical input output inventory control and tested it monthly for a 12 -month period. The statistical method used to predict or forecast the inventory balances is unique in
that it has no relation to the commonly accepted "book" or perpetual inventory
procedures. There are no laborious stock transfer records or individual stock
cards involved in the procedure. Instead, a key inventory analyst, working with
other mechanically tabulated statistical items such as production reports, purchase
records, sales reports, and the last previous physical inventory records, completes
the statistical prediction of the inventory balance at the period closing. Compared
to the monthly physical inventories, the statistical inventory was noticeably more
stable. Using an audited physical inventory figure as the base, inventories were
estimated for succeeding months. On the next opportunity to take a really thorough physical inventory, with the plant shut down and a complete audit check
made, it was found that the physical inventory came into line with the estimated.
On the next occasion, when such a comprehensive physical was possible, the
physical again fell into line with the estimated.
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Quarterly Inventories, Rather than Monthly
It was at this point that the cost accountants went to management with the
suggestion that monthly statistical inventories were preferable to monthly physical
inventories unless rigid auditing was performed each month similar to that exercised at the year end. That is, the danger of distorting operating information
was less when the statistical method was used. Monthly physical inventories were
then dropped (shown by end of dotted line on Exhibit 1) and estimated figures
used for interim months within a quarter. The first check against this system took
place when a thoroughly audited physical inventory was again taken. The count
from this physical inventory, compared with the estimates which had been made
for three months without the benefit of any physical figures, showed a variance
of less than two per cent between the two compilations. The inventory pricing
and counting procedure now shapes up like this:
1.

Three quarterly physical inventories and one fiscal year -end audited
inventory are taken annually.

2.

Monthly inventories are statistically predicted prior to the month's
end and firm figures are calculated with final end -of -month statistics.

3. Physical inventories are counted and evaluated in maximum product detail; inventory is itemized to the limit of physical capabilities
and priced accordingly through a machine calculating method
which allows product identification to a maximum of 480,000
items.
4. Interim monthly inventories are calculated to the maximum degree
of product detail afforded by sales, purchase and production statistics and are evaluated through the use of standard product groups.
This means that, within broad product groups, the product mix is
fixed at the last quarterly physical level.
However, in order to achieve accurate evaluation of in- process and finished
inventories in this complex converting operation, it was necessary to standardize
procedures concerning:
1. Practical product identification — selecting product nomenclatures
which accurately describe basic product types and whatever variable
distinctions may affect product value.
2. Isolating and costing in- process goods at the stages of processing
through which they have flowed, rather than by physical location.
3. Standardizing units of measure which adapt most readily to physical counting and statistical analysis.
N.A.A. B U L L E T I N

4. Accurate and centralized preparation of production and sales statistics so that data required for establishment of valuations, as well
as control data for count- check, may be obtained.
Product Cost Differentials for Pricing
When accurate physical counts or detailed statistically accurate inventory records became available in this way, the inventory evaluation was refined and
expanded to match the detail which was practical in the counting procedure.
This method of evaluation is to cost in- process inventories at current material
cost and "normal" converting rates. This is identical to the costing procedure
for pricing the company's product on the sales market. The method has been
extended to the point of establishing cost differentials among products in considerable detail so that changes in the content of the inventory may be reflected
correctly in the total valuation. This tends to reduce the possibility of variations
in inventory volume adversely affecting the period cost of sales figures. As the
valuation became more and more sensitive to fluctuations in content mix the
stability of the inventory valuation was more assured and the cost of sales was
closer to the actual cost of producing the goods sold in a given period. As an
example, the company produces a printed and waxed outer wrapper for cereal
packaging customers. The cost analysts have outlined the following processes
through which this product flows:
1.
2.
3.
4.
5.

Papermaking
Supercalendering (smoothing the surface)
Printing
Waxing (applying wax coating)
Rewinding (cutting down size of roll to customer requirements
and winding roll tighter)

Because of the limitations of inventory counting, it is impractical to attempt
to count each of many customers' products found in the inventory. However,
it is possible to count this particular product in a group of which the basic
characteristics of all components are the same with regard to costs of producing.
These "common denominator" characteristics are:
Type of paper used for printing
wrapper
Type of wax used as coating paper

Coverage of printing and color
used
Size of finished roll
Packaging of finished roll

In order to price the product accurately in relation to other products, it is
necessary to develop costs both of the materials used and of the operations
APRIL, 1938
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through which the product flows. These data are developed through the use
of current usage of materials and current productivity at a normal level of operational activity. Data developed in the above procedures are stored by product
material cost and processing operation cost per unit in the form of punched
cards, to await combining with physical inventory count cards.
Disc ipl ined In ven tory Co unt Pro ced ure
Supervision of the physical count of the in- process inventories, it was found,
should rest with the same people who are responsible for the evaluation of the
inventory and the statistical count - check. In this way the procedure for counting
and the form, design and use of the inventory records may be determined by the
requirements of the end use of the inventory, that of financial analysis. The
counting is under the direction of the inventory analyst. Both quarterly and
year -end inventories are carefully scheduled and prepared, with clear instructions delivered verbally to key mill personnel followed by written instruction
sheets. New items of inventory are analyzed and tagged for inclusion in proper
categories. A team of financial division personnel is assigned as roving advisors
to assist mill personnel in correctly
identifying items. Because exactly the
same procedure is followed on each of
the four quarterly inventories, the
problem of briefing inventory - takers
on unfamiliar details is reduced in
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complexity. Previously, a different procedure was used on the once -a -year
audited inventory than on all other
monthly counts, with the result that
once again each year many forgotten
details had to be brought to mind
again. The details of a quarterly operation as less easily forgotten.
The basic inventory record is a pre numbered ticket with a carbon copy
(Exhibit 2 ) . Departmental designations as to area are applied before the
tickets are distributed (in the case of
this exhibit, wax rewinders is the des -

EXHIBIT 2
52

ig na te d a r ea .)
N.A.A. BU LLETI N

A close check is kept of all the serially - numbered tickets given to the inventory
takers in each area and all used and unused tickets must be accounted for when
the inventory is completed. The inventory -taker applies the grade, basis weight,
and color data, then checks the applicable stages of processing, and indicates
the tonnage. Similar material located in physically adjacent areas may all be put
on one ticket, as in the case of the 14 rolls in the exhibit. Tabulating codes are
applied by the inventory analyst team after the physical count is completed. This
not only insures accuracy of the most complicated and most important items
bearing on costs, but also provides a final check on all other detail on the tickets
before it is too late to reexamine questionable items.
Completed inventory tickets are key - punched and combined with pricing decks
to calculate the period inventory count and valuation. The entire procedure,
both as to pounds and dollars, is a mechanical one from this point on. The results are several summaries of components of the inventory in terms of units by
cost centers, costs by material and processing components, and by degree of
finishing. Techniques involved in the tabulating procedure for extending inventory weights to determine tonnage by grades, grade groups and material components, as well as for detailed pricing and evaluation, are basically standard for
this type of application. Since this company utilizes punched card accounting
methods for sales analyses, maintenance stores and labor distribution and production reporting, this inventory application was a logical complement to these procedures.
Coping with Circumstances Imaginatively
In summary, this company has taken advantage of modern mechanical data
processing not only to process inventory but also to properly analyze inventory
content and valuations, through the use of speedily processed statistical data
from other sources. The results of this statistical double -play have been not
only significant cash savings in man -power at inventory periods but also vastly
improved operating information as well. This experience seems to indicate that
the real value of data processing installations, whether mechanical or electronic,
integrated or isolated, is in the imaginative application of the results to other
challenging problems.

APRIL, 1958

33

MANY STAFF GROUPS IMPLEMENT PRODUCTIVITY
by FLOYD M. RUNDLE*

W

HENEVER

WE

}TEAR OR READ

about "cost reduction," we are
confronted with statistics intended to
prove important gains in efficiency in
industrial operations. The layman is
led to conclude that the build -up of
the white collar force is related to a
behind- the -times method of doing accounting work. Who among us will
use the available ammunition to combat these misleading data?
We must admit that rapidly expanding industry, diversity of operations, mushrooming statistical reporting, additional "welfare plans" and
governmental embellishments of one
kind or another, have added to the
Topsy -like growth of the clerical force,
in spite of the accountants best efforts
to minimize this growth. However,
we should be prepared to clarify the
entire complex situation and to show
that not all of the growing white collar
force is due to accounting. Here are
five growth areas which quickly come
to mind (there are, no doubt, many
more) :
A growing group of white
collar workers are made up of
those who now keep vital statistics concerning the very

• Accounting Manager, General Services
Dept., E. 1. du Pont De Nemours & Co.,
Wilmington, Del.
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machines that have made industrial workers more efficient. Their efforts produce
maintenance records, performance charts, parts replacements
schedules, not to mention
more adequate fixed asset records.
Methods groups of all descriptions have been organized to improve industrial
operations.
3. Training staffs for indoctrination and development of
more effective industrial workers have been expanded.
4. Personnel forces have grown
to implement dozens of industrial relations plans and to
develop others.
2.

5. Clerical groups have sprung
up "all over the place" to relieve operating supervision of
paper -work time.
It is not my purpose to debate the
necessity for any or all of such groups.
Let us assume for now that vital needs
are being served. The point is that a
large segment of the expanded white
collar force performing new services
for industry cannot be blamed on the
accountant. Will someone initiate a
study to prove it? Perhaps it will include positive findings which would
disclose accountants to be an increasingly productive element in the economy.
N.A.A. BULLETIN

Large Opportunities in Accounting
For Small Business
by C. OLIVER WELLINGTON

T

HE N E W AN D DRAMATIC DE V E LOPM E N T S

In data processing and in highly

refined management control techniques are applicable only to large busi-

nesses, for small business cannot afford this expensive "hardware" or a large
executive staff. Nevertheless, there is a need for the improved application of
accounting to small business and there is much that can be accomplished.
The small businessman may not be able to justify the latest technology in
office, plant or store, but he does have certain advantages when competing with
large organizations. The small business can be more flexible. It can offer
specialized service and adjust to the customer's requirements without major
revisions of policy, and frequently without going through many channels.
Imagination can be used most advantageously in the small business. Its personnel
can recognize an opportunity and act upon it quickly and effectively. Management personnel can keep close to the operations and can judge trends, customer
satisfaction and the abilities of personnel directly without relying solely on the
opinion of subordinates and upon reported information. Accordingly, a small
business operating in a limited geographic area or a limited type of market is
frequently more aware of market conditions than the larger organizations.
Further, management can know its people and, through a tightly -knit organization, can create a real and honest sense of "belonging." The long -term success
of a small business generally demands that these advantages be used to the fullest
extent.
Even within a uniform definition of size, such as sales dollars, number of
employees, etc., businesses vary significantly in complexity. These comments
are directed primarily at businesses that have grown to the point that the
owner or manager can no longer effectively exercise control by walking through
the plant and by negotiating all purchase contracts and sales orders himself. The
small business I have in mind requires that some information be forwarded to
management by reports and relies on some degree of organization. Cost and
C. OLIVER WELLINGTON, New York Chapter (Boston 1 9 2 0 ) is Senior partner of Scovell,
Wellington & Company, a firm which was founded in 1910 by Clinton Homer Scovell,

National President of N.A.C.A., 1925 -26. Mr. Wellington, a CPA in Massachusetts, New
York and several other states is Past President of the American Institute of Certified
Public Accountants and Past President of the Association of Consulting Management
Engineers.
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profit making decisions are, to some extent, made by persons other than the
owner or the manager.
The foregoing reference is in recognition of the tendency of the typical small
business to be dominated by one individual. The importance of one man is both
one of great weaknesses and great strengths of a typical small business. Such
a man frequently has outstanding talent. He may be an engineer whose
ingenuity has designed devices which created the business. He may have a sales
background and the ability to "sell anything." Only in the rare case would he
be trained in accounting or be, by nature, accounting- minded. When this man
has built the business on the basis of his most outstanding skill, he will be
tempted to pay little attention to its other aspects.
Unfortunately, he frequently thinks of accounting only as record - keeping overhead, which he reluctantly accepts, and of the accountant as only a bookkeeper.
If accounting is to make an effective contribution to the enterprise, this image
must be changed. The accountant in a small business must be, first of all, a
businessman with a general grasp of the operation of the business and of the
elements which are most essential to its success. Only then can he be an
effective specialist.
What Does Management Need to Know?
It is unfortunately true that in many businesses the accounting function is
primarily concerned with keeping historical records. In order to make a full
contribution to a small business, the accounting function must be designed to
produce information which can be used by management for effective planning
and control of its operations. The exercise of control involves the procedure
of measuring actual results against some idea, plan, past performance or standard.
It always exists in some form, no matter how imperfect. Any small contractor,
such as a painter or carpenter, even though he keeps no records, knows what he
wants his men to do on a job, and about how long it should take them. Control
is inconceivable without some such guide or plan against which the results can be
compared. The exercise of control basically involves:
Measuring results against some standard, plan or goal. The standard may be past performance or future expectations reduced to
something concrete in terms of dollars and units.
2. Fixing responsibility for results.
3. Action on the part of those responsible for operations and expenditures.
Whenever a management control accounting system is planned, it must be
designed to fit the real needs of management. In a small business, this point
1.
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becomes even more important, since we are usually dealing with a specific
individual of definite likes and dislikes. We must recognize that a good control
system is one that is used by management. If the personality of our key man is
such that the information we plan to produce will not be effectively used, nothing will be gained from the system. This is not to say that the accountant should
not compile the necessary data but, basically, the system must be suited to the
personalities of the key men.
For example, accountants have developed terminology which enables them to
express complex concepts in short phrases. If management just does not understand "favorable volume variance," why not call it "gain from the use of equipment at a higher level than anticipated." A cash flow statement may be more
readily understood than merely an income statement. If management feels
uncomfortable with figures, graphic presentations can be used to advantage. I1
labor constitutes the major item of controllable expenses, perhaps we should
simply report labor data —such as actual and standard hours, labor cost in total,
or actual labor cost per unit of product— rather than also to itemize supplies
and other cost elements. In short, we should consider all devices which will
present the facts to management so that they will effectively use them. The art
in designing such a system lies in recognizing which information is most relevant
and which methods can most effectively be applied.
The growth rate of the business is another major consideration. Many small
companies, particularly in fields such as electronics, experience rapid growth
and high profits for the first few years of their lives. Many of these apparently
highly successful enterprises then begin to lose money and fail. Often a reason
is that the rate of growth has greatly outstripped the development of management controls. The small company that will some day grow into a large company
is well aware of this and has begun to develop management controls before the
lack of them creates a major problem. Hence, when a management control
accounting plan is being designed, the anticipated growth of the enterprise
should be considered. Obviously, it is much more desirable to anticipate the
need rather than determine it from a drop in profits! The same type of foresight
should be applied to the consideration of anticipated changes in the nature of
the business.
Budgeting and Small Business
The technique of management control most universally applicable is budgeting. Although budgeting is used by many more large companies than small
ones, the need is often greater in the small company. Just to put plans into
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execution, the large company must have them reasonably well thought out, since
many departments and individuals are involved. The typical small businessman
is not forced to formalize or communicate his plans to the same extent. He
generally has objectives for the business outlined in his own mind but, if he
fails to formalize them, he often finds that the final results are less than expectations because he has made decisions which are inconsistent with his basic
objectives. He may, for example, have failed to anticipate financing requirements and may have authorized expenditures which make the profit objective
unattainable.
Budgeting is applicable to all types of businesses, since all businesses plan,
spend money and receive income. The type of budget to be used depends on
the nature of the business and the management. A flexible budget will, in
most instances, more accurately reflect and assist in operation than a fixed
budget. The latter, however, can be used very effectively for planning purposes
under certain circumstances, and even for cost control. It is far better than no
budget at all. In either case, the comparison of actual results measured against
the budget will highlight the points at which our plans were inaccurate or our
actions did not agree with our plans. Management is then in a position to
analyze these further, in order to adjust future plans or to take corrective action
on the situation.
Although cost control is an important function of budgeting, the main
value of budgets for small businesses is in requiring management to record
plans and objectives and to convert these plans and objectives into dollars.
This soul- searching process can be most enlightening. It will often reveal that
an objective will not be achieved unless special steps are taken, and it permits
this action before it is too late.
The creation of cost consciousness among the responsible members of the
organization is another important gain to be made through a budgeting program. A deficiency in control may exist for a long period of time unnoticed
but, when its effect is expressed in dollars, action is often taken. Even if no
reductions in the present cost levels are achieved through a budget program,
the issuance of cost data to key men works to control "creeping overheads."
It is much easier for a supervisor to say to himself and to management that
another employee is needed if he is not asked to think of the effect on the
company's cost and profits.
Fitting Cost Accounting to the Type of Business
Cost accounting is often thought of as applicable only to manufacturing
businesses, but there are many other areas for its application. It is certainly
S8
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important for a direct mail house to know the cost of typing and mailing
letters prepared by present and alternative methods. There has even been more
attention lately to the application of cost determination to retailing —a field
which has always thought in terms of total department or store costs. Classes
of items have traditionally been sold at a standard mark -up. However, when
this mark -up is applied to items, we find a very large difference between the
dollar margin received on low- priced items compared with the high - priced
ones.
A furniture store, for example, may have a margin of $10 on a lamp and of
$100 on a sofa. Does this difference in any way reflect the difference in the
cost of getting each of these items into the hands of the consumer? The discount houses obviously do not think so, for they have been disregarding the
mark -up pattern quite effectively, much to the consternation of the traditional
retailer. This is not an easy problem and will not be resolved quickly. It may
very well be a justifiable expenditure of time for those concerned with a retail
business to make some investigations into the cost of selling various items.
It does remain true that cost accounting is most applicable to manufacturing
and has developed mostly there. With budgeting, it combines to form one instrument of management control. In addition, good cost accounting must provide
product costs both for purposes of inventory valuation and for control of products. Control of products means maintaining the most efficient apportionment of
company effort as between various activities, products or lines. There are two
aspects to this. One is determining what products the company can make and
for how much. The best profit results will come by keeping the proper balance
between the two considerations.
It is obvious that a company must have product costs for inventory, which are
substantially accurate, include all costs and expenses except those due to variances, and recognize all the real cost differentials between products. It is not so
clearly understood that those product costs can help in deciding what to sell
and for how much. Very few concerns can set whatever selling price they desire.
Usually, the sales department will say, "We know we are not making much on
this product but we have to meet competition." The obvious answer is to try
to sell more of the most profitable products but —and here so many cost systems
fail —if the costs are not sufficiently accurate to truly differentiate between products, the sales department may be led into promoting unknowingly the sale of
relatively unprofitable items. Whether you believe your sales prices are set by
competition or not, good product costs can contribute to product control and to
profits control.
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Standard Costs and Small Businesses
Many accountants for small business appreciate the advantages of standard
costs, but are afraid to use them because they believe them to be too complex and
expensive in operation. Of course, standard conditions must apply in order to
effectively use standard costs. With this one reservation, at least some standard
cost principles can be used by most manufacturers. Many shortcuts to reduce
clerical work can be applied. Some of these shortcuts theoretically reduce the
accuracy of the cost procedures but, since we are not dealing with an exact
science, we can still apply them if we first determine the possible size of the
inaccuracy and evaluate whether it is immaterial enough to be disregarded.
Average wage rates, for examples, can often be used within a department or
group without significant distortion. Penny elimination can be used by carrying
only even dollar amounts in our expense accounts and by throwing the cents into
a penny elimination account.
Modifications of the complete standard cost plan can often be used. Purchase
price standards and the resulting simplicity of raw material inventory valuation
are applicable to many businesses. Standard hourly cost rates can be used in a
job cost situation where it is not desirable or practical to set standard production rates. If a product consists of a group of relatively standard parts combined
with special parts in order to meet the variations of the product required by customers, a standard cost system can be used for the specials and final assembly
work. We have had occasion to apply "average standard costs" to businesses
where each product within product line groups varies slightly to meet customer
specifications.
This is a situation which is not uncommon in the electrical and electronics
industries. Operating a complete standard cost system may require review of
many parts and assemblies to determine the applicable standards, since a new
group of part numbers is often issued to describe the minor product variations.
For example, using a slightly longer bolt on a subassembly may create a new
subassembly part number, a new intermediate assembly part number and a new
final assembly part number. In many engineering drawing numbering systems,
the nature of the simple change is not clear from the new part numbers themselves. We must now review these parts to determine the applicable standard
and record it in a manner that can be used by clerks to apply to reported production.
If the cost significance of these differences is small and we are faced with a
great number of them on orders of relatively small size, the cost of maintenance
of our standard cost system may become disproportionate. This problem can
sometimes be handled by disregarding these minor variations and using an aver60
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age standard cost. Such a procedure, of course, has some real dangers. We cannot measure production efficiency as accurately as if we reflect all variations.
If we only assume that the variations are minor in cost (when this is not the
case), we may produce cost information which is unsound. Even if our assumptions are sound today, the product mix and the nature of the product itself may
change as time passes, and the assumptions may no longer be valid. This is a
technique, therefore, to be used with great discretion and judgment.

Telling the Truth Through the Cost System
No cost system can show results if the data in the basic records are wrong.
Errors can creep into the system of even a well - controlled company. In a paper
mill, we noticed some inconsistencies between the materials charged into process
and the production made on each of several paper machines. Investigation revealed that, in order to relieve a critical production situation, the engineering department had installed a pipe line from one machine to another which was used
to transfer excess material between the machines. Erroneous cost reports had
been turned in for several months.
Similar errors may be noted in valuations of plant and equipment, distorting
depreciation and operating costs. In one instance, two similar machines were
being used on the same operation and product. One was new and the other had
been purchased in the middle thirties. The cost of the new machine was twice
that of the older one. In developing burden rates for the two machines, the
company used actual costs as the value basis for allocating depreciation, taxes and
insurance. The result was that, while there was little difference in the production of the two machines, there was a marked difference in burden rates.
The foreman, though not responsible for fixed charges in his department, knew
of the difference in rates and, not understanding why it existed, assumed it cost
the company more to operate one machine than the other. The result was that
the new machine was frequently idle and the old one was kept running, with
frequent repairs and adjustments.
Errors of this type are not rare. With most companies using historical costs
in their valuation of plant and equipment, there are many distortions. Fixed
charges play an important part in the long -term policies and success of a business, since they must be recovered through the selling prices of the products.
With the marked reduction in the value of the dollar that has taken place durthe last twenty years, historical costs give misleading cost information. To eliminate this, the more important items of plant and equipment should be studied
and valued for purposes of determining fixed charges at what we may call current productive values.
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The Costs of Management Controls

was

There is a natural and sound reluctance in many small businesses to add to
the costs of management by producing control information. It is true that all
expenditures of this type should be justified by the anticipated gain, but we
must avoid assuming, without careful consideration, that a control device will
riot pay its way. The sound application of improvements in systems and procedures will often make such practical and will frequently succeed in reducing
office costs for existing operations. The small business can even use integrated
data processing. Whenever we utilize our original source document for a multiplicity of purposes, we are processing data in an integrated manner. Carbon
paper is an example, Translucent masters, spirit duplication, the preparation of
order masters in the field by salesmen, and many other methods are also instances. It is not necessary to employ computers or punched tape in order to
apply the philosophy involved.
Although there are many items of accounting equipment which can be used
effectively by small business, such as edged punched cards, bookless bookkeeping,
and bookkeeping machines, good procedures depend primarily on thorough
analysis and the application of imagination rather than on equipment. Since few
small businesses can justify a system and procedures staff, individual departments
frequently determine their own procedures, with resulting duplication and inefficiency. The appointment of one executive to act as a coordinator for systems and
procedures is sound organization for almost all businesses. The accountant, as a
logical candidate for this position, must strive to be aware of the alternative
methods available for solution of a problem.
The procedures used by many small businesses were installed because a particular equipment or systems salesman arrived when a problem
being considered. Rarely has adequate thought been given to other possibilities. Frequently, too much reliance has been placed on the salesmen's skills. There is no
doubt that the companies in the equipment field have made significant contributions to techniques for processing data, but it must be remembered that the
salesman's prime responsibility is to sell his products and that one cannot expect him to perform as a management consultant. To obtain the most successful use of business equipment and systems and the most help from salesmen,
company personnel must clearly define the job to be done and use the salesman's
knowledge of his own product to supplement their grasp of the problem.
The Accountant and the Company's Success
Since the small businessman is not usually trained in accounting, the accountant has an important function to perform in assisting the manager in understand62
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ing the financial statements which record the results of his operation. The element of depreciation, in particular, tends to confuse the non - accountant. There
is a tendency for small businessmen to think of earnings in terms of cash and
to conceive of depreciation as a device for the reduction of income taxes. This
type of thinking has been encouraged by the inflationary circumstances of recent
years when machinery in use for a long period of time could sometimes be sold
in the current market for more than its original purchase price. The accountant
for a small business is faced with an important job in creating in the minds of
management an awareness of depreciation as an expense.
Accounting analysis techniques have many applications to the problems of
management. The accountant can perform an important function by considering a proposed decision in financial terms and expressing the effects on profit
of alternative plans and suggestions. He can point out the volume of sales required to operate under proposed expansion and can determine the net effect
of proposed investments. He can be of great assistance in pricing decisions,
not merely by presenting cost figures but, also, by demonstrating that different
price levels will have different effects on both sales and profits. Action taken
by competition to meet a decreased price level will often mean that the proposed higher volume will not be achieved. However, in businesses where there
is a high degree of product differentiation, changes upward or downward can
often result in increased profits. The accountant, armed with the information
produced by his cost accounting and budget systems and his knowledge of the
business, can often be of great assistance in demonstrating the possible effects
of these decisions.
Contributions of this sort to the problems of management require that the
accountant have sufficient data to make the analyses. We have already discussed
some of the systems used to provide this type of information and also to provide
information directly to management for control purposes. We have shown that
these controls can often be an effective aid to management in increasing profits.
They tend to increase the importance of the accounting function in the business.
We must be careful, however, to avoid short - sighted self- interest. We must design our control procedures so that they fit the business. We must recognize
that, for all its deficiencies, the business which is run in the "hip pocket" of the
owner - manager may often achieve "management control" at the lowest possible
cost. As we add techniques of cost accounting, budgeting, production control,
material control and the like, we use costly space and add the expense of people
and equipment.
For the very reason that a company would not normally abandon its successAPRIL, 1958
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will

ful efforts in cost accounting and budgeting and other control techniques for a
small cut -back in business, we must be aware that, when we install them, we
are raising fixed costs and must proceed in a practical manner. Each installation,
of itself, may have no important effect on the expense structure but a combination of several procedural installations may often be significant in its impact on
cost. We must also keep in mind that these techniques tend to make operations more formalized. If a key advantage of the business is its flexibility, care
should be taken to avoid installing control systems which will limit that flexibility.
It must be remembered that control is not a problem to be solved on paper.
It is a human problem. Part of that problem consists in knowing what action to
take, in knowing the "significant facts" and being certain that they are not miscellaneous lots of more or less useful information but are necessary for the purposes of securing real control. When there is in operation a control plan designed to fit the needs of the business, management can be assured of the effective execution of its plans. This result will be greatly aided by a control of expenses by comparison with a budget. Weekly and daily reports of selected key
items, sudi as direct and indirect labor, materials and production,
add to
effective control. Cost accounting itself can be designed to provide management
control information which is complete enough to form the basis of decisions.
An intelligent approach to procedures can minimize the costs of obtaining this
information. When accounting is applied to a small business in this manner,
the result can be achieved that was well expressed by one manufacturer in saying,
"My entire organization has become cost conscious."
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Better Accounting for Fixed Expenses
In a Seasonal Business
by PHILIP KREGER
associated with a company which manufactured aluS minum awnings. IInwasaddition
to the factory in Buffalo, there was a retail
EVERAL. YEARS AGO

sales room there and one in Long Island. We also had a wholesale sales department which sold to distributors and dealers throughout New York State and
Pennsylvania. The business was highly seasonal at retail and wholesale levels.
The company ran into a problem which, I think, is prevalent in all seasonal
businesses. We reached our volume peak in July and, after some drop in August,
the remainder of the year represented months of exceedingly low volume. About
the middle of August we would come up with an interim statement of earnings
which might show a profit of $70,000. Since we would be operating at below
the break -even level thereafter, I always added a footnote giving my estimate
of how much we were going to lose in the remaining five months, so that the
board of directors would not get too excited over earnings to date.
Still, this did not seem to me to be sufficient. Since this loss for the remaining period might be as much as $30,000, I always felt that the accounting presentation, although in keeping with generally accepted accounting methods, was
just playing tricks instead of giving out factual information which could be used
as a guide by management. I tried to develop a method of presentation which
would anticipate the year -end losses in our monthly presentation during the peak
months.
First, let me give some of the statistics. These are not actual figures, but are
merely representative. On Exhibit 1, 1 have charted the average monthly voltime in terms of percentage of total sales volume for the year. Also charted is
the cumulative sales percentages. Our peak was reached in July, our August volume was considerable, but the balance of the year showed negligible volume.
We treated our retail outlets as if they were distributors and billed them at
wholesale prices. Thus the chart represents the activity of the factory at the
wholesale price level.

PHILIP KREGER (Buffalo Chapter, 1940), is member of the staff of Samuel Goldman,
C.P.A., Buffalo, N . Y. He was formerly Office Manager and Assistant Comptroller of
Permalite Metal Awning Corporation, Buffalo, N . Y.
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EXHIBIT 1

360,000

sq u a r e

feet of

awnings during the year, our standard
costs fo r rent wa s 3 .3 3 ¢ p e r foot. By

budgeting all administrative and selling expenses we could arrive at a standard administrative and selling cost per
foot. The actual expenditures for each month could be charged first to an
asset or prepaid expense account and then charged into costs at a fixed rate per
foot. However, this devise had one major defect. If we were to underproduce
during a given month, that is, produce less than our budget production for that
month, the effect would be to build up an asset of unamortized costs which
would tend to overstate the monthly earnings. Similarly, overproduction would
tend to overstate the expenses.
Something else was needed. We reasoned that, since we expected to produce
FIXE D CO ST ALLO C AT IO N TO MO N TH S O N SALE S VOLUME % ,
% of Annu a l
SALES
$1 8, 7Z 0
23,400
32 ,76 0
4Z , 1 2 0
56 ,1 6 0
70 ,2 0 0
102 ,9 60
56 ,16 0
28,080
18,720
9,360
9,360
$468,000
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5
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144 00
18000
25200
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54000
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$

9936
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Fixed Expenses
Percent age -wise_
$

69 12
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12096
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144 00
72 0 0

14904
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4968
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36 0 00 0

4968
$248400
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6

43200
21600

4
2
2
10 0 %

Variable Expenses

69 1 2
34 56
34 56
5172800

EXHIBIT 2
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4 per cent of our annual production during the month of January, we should
charge 4 per cent of our total fixed expenses to the month of January. That
method would produce a volume variance if we produced more or less than the
budgeted footage and, if we closed out the variances monthly, the net effect
would be to charge the month with only 4 per cent of the expenses, regardless
of the production schedule. Variable and fixed expenses so allocated to months
appear in Exhibit 2. This seemed to make sense. Since regular monthly payments amount to 8.3 per cent of the annual expense, the excess would be set
up as a deferred charge in any month in which we budgeted less than 8.3 per
cent of the annual production, and the differences would be asborbed in those
months in which we budgeteed more than 8.3 per cent of the annual production.
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EXHIBIT 4

On Exhibit 3 I have charted the fixed expenses cumulatively as incurred. To
that I have added the budgeted variable expenses and have charted the total
fixed and variable expenses. On the same chart, I have shown the cumulative
income for the year, as budgeted. This predicts an operating loss for the first
three months of the year, with a cumulative break -even at April. Then profits
begin to accumulate until August when they reach approximately $70,000, after
which they shrink back to $40,000. This is the old situation, described earlier.
Then, on Exhibit 4, I have plotted the same income figures, and also cumulative
variable and fixed expenses, but these are taken upon the proposed percentage
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allocation basis. It will be noted that the shape of the costs line approximates
that of the income line. Profits start right from January and gradually build up
to their peak in December. This is as it should be for understandable accounting presentations. One month is too short a period for which to compute earnings of a company with an annual seasonal business. We must use the complete cycle, which is a year. However, if we must prepare interim reports, we
should base these reports upon the annual results instead of the monthly results.
Satisfactory Representations to Management and Creditors
One might argue that I have not done anything except to shuffle the figures
around so as to eliminate the loss periods. The total income for the year is
the same and the total expenses for the year are unchanged, so what has been
accomplished ? I feel that there are several things accomplished by this method.
The most important thing is that a picture is presented which is more pleasing
psychologically and, since most decisions are based upon the psychological attitudes of management and others, it is important that the best possible picture
be presented without distorting the facts or being o'er- optimistic. It makes more
sense to tell management in August that the company has earned $40,000 so
far and can look forward to an additional $4,000 by the end of the year. It is
confusing to management when we say that earnings have been $70,000 so far,
which is $35,000 after taxes, but that after the company loses another $30,000
there will be $20,000 left after taxes. It is this sort of double -talk by accountants
which has led management to look to engineers for guidance.
The point can be demonstrated by examining Exhibit 3, representing the
former accounting practice. If we start with August, we have a cumulative profit
of $70,000. From September to December we lost approximately $30,000. In
January and February, we lose an additional $8,000. Usually in December or
January our working capital had become so depleted, as a result of months of
losses, that we found it necessary to apply to the bank for a working capital loan.
The bank examined our statements and found that we had lost $30,000 in the
past four months and expected to lose an additional $8,000. The final loan was
based upon personal guarantees rather than upon company earnings.
If we had used the presentation in Exhibit 4, in which profits begin to show
up right from the beginning and the loss months are eliminated, I think the
bank would have been willing to go along with us, even though our annual
earnings picture remained unchanged.
Accounting Procedure Easily Aligned to New Practice
The mechanics of operating the system are simple enough. All administrative
and selling expenses are posted to regular expense accounts in the general ledger.
68

N.A.A. BULLETIN

At the end of the month, the budgeted portions are transferred to the administration or selling expense accounts and to the prepaid expense accounts; the balance is transferred to the variation accounts. Exhibit 5 demonstrates this. For
example, as set forth in the exhibit, let us assume that our office supplies budget
is $1,000 for the year and that our budgeted expenditure for the month of January is $60. We would budget the $60 as follows: $40 (4 per cent of $1000) to
expenses and $20 to prepaid expenses. Since the actual expenditure for the
month was $100, we have a budget variance of $40 which is charged to unfavorable variances.
O f f ic e S u p p l ie s
1936

Jan.

31

Ac t u al Ex pe n d itu re s

VR

10000

1956
J a n . 31

Bu d g e t e d E x p e n s e
P rep a id Ex p en s e
Bu d g e t V a r i a n c e

J
J
J

4000
000
4000

.1

F a c t o r y S u p e r vi s i o n ( D e t a i l A c c o u n t i n F a c t o r y L e d g e r )
1956
J a n . 31
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VR

10000

1956
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J
J
J
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4300
17 00

J
J
J

4000
43 00
17 00

J
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F a c t o r y C o s t s ( G e n e r a l L e d g e r C o n t r o l Ac co u n t
1956
J a n . 31

Actual

VR

10000

1956
J a n . 31

Bu d g e t e d E x p e n s e
P rep a id Ex p en s e
Bu d get Varian ce

Bu d geted Facto ry Ex p en ses (Gen eral Led ger)
1956
J a n 31.

Bu d ge t e d

J

40 00

Overab sorbed

J

2000

J a n . 31

Ab so rb ed

EXHIBIT 5

To charge the entire $60 over - expenditures to prepaid expenses would be
to understate the expenses for the month. To charge $20 to prepaid expenses
and the balance to expenses, would give us the same profit and loss as the method
described, but it would not point up the causes for variation between the budgeted and actual profit for the month. The method illustrated maintains the
principle of charging off -season expenditures to prepaid expenses and, at the
same time, preserves the principle of charging excessive expenditures to an expense variation for immediate write -off.
Factory expenses can also be controlled in the manner, as is illustrated in the
lower portion of the exhibit. Here the assumptions are as follows: factory
APRIL, 1958

69

supervision annual budget $1000, budgeted expenditure for January $83, actual
expenditure for January $100; budgeted production for January, from Exhibit 2,
14,400 feet, actual production for January 21,600 feet. The actual expenditures
are posted to the factory costs control account in the general ledger and to the
detailed expense accounts in the factory ledger. The total expenditures for the
month are broken down into the budgeted expense, budgeted prepaid expenses,
and budget variance as before. This produces, in our illustration, the $40 debit
to budgeted factory expenses. Since we produced 21,600 feet instead of the
budgeted 14,400 feet, our absorption will be $60 (150 per cent of $40 budgeted), which will produce a volume variance of $20 (unfavorable). The net
result will be to break down our actual expenditure of $100 into the following components:
Total expenditure
Less: Deferred charges

$100.00

Chargeable to January

$ 57.00

Budgeted expense
Unfavorable budget variance

$ 40.00
17.00

Charged to January

$ 57.00

43.00

The $20 volume variance can be treated in the usual manner. Some accountants treat it as a reduction of total costs, some as a special income item, and
others carry it to the end of the year. I prefer to show it as a reduction of current costs. The system can be further refined, if desired, to break down the
budget variance of $17 into rate variances and overtime variances.
Bringing Realism to Bear on Seasonal Situations
To sum up, an interim statement based upon the principle that all costs are
related to volume of production spreads the total costs over the total production
on a unit of production basis. Costs in excess of the budgeted costs for each of
the periods are broken down into two categories. These are budgeted costs in
excess of allocable costs and actual costs in excess of budgeted costs. The former
are deferred as prepaid expenses and the latter are written off as expense variances. Manufacturing costs and administrative and selling costs are treated alike.
The net result is a profit line which approximates the shape of the income line
and gives a more realistic evaluation of the operations of the interim period.
In effect, it defers early -in- the -year expenditures when they are applicable to
mid -year production.
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Local 776 Recognizes its
Financial Responsibilities
by E. G. SCOVIL
HE U N FAV ORABLE P U BLI CI T Y I N T HE PRE SS RE CE N T LY ,

resulting from Senate

T investigations of the accounting of funds of certain labor unions, has un-

doubtedly raised a question in the minds of the public as to the integrity of the
affairs of unions not under investigation. Inasmuch as news of a favorable tone,
in this respect, appears to be seldom publicized, it is time that something was
said for the unions that recognized their responsibilities and conduct an honest
stewardship of financial affairs for their members.
Organizational Structure of the Union
Motion Picture Film Editors, Local 776, International Alliance of Theatrical
Stage Employees and Moving Picture Machine Operators of the United States
and Canada, is a non -profit corporation under the laws of California. The local
has the authority to exercise full and complete control over its own affairs, provided that it does not take any actions or adopt any laws which conflict with
the Constitution and By -Laws of the Alliance. At this time the local has approximately 1,400 members.
In accordance with its by -laws, the local has twenty -four directors, elected by
its members by secret ballot. Directors are elected for a term of two years just
prior to the annual meeting. The terms of office are so arranged that twelve di
rectors are elected each year, to preclude having an inexperienced 'board. The
officers of the local consist of president, vice- president, secretary, treasurer, and
sergeant -at -arms. The officers are elected annually by the members. Except for
the president, all must be elected from the board of directors. The president
cannot be a director and is elected from the members at large. He presides at
all meetings of the members and of the board of directors but does not vote
unless there is a tie. He may hold office for two years but is not eligible for
re- election for another two years. None of the directors or officers receive any
remuneration other than that their dues are waived during the period that they
hold office.
The full -time paid staff of the local presently consists of a business agent,
E. G. SCOVIL (Los Angeles Chapter, 1948) is engaged in the public accounting field in
Angeles, California. A C.P.A. in California, Mr. Scovil was previously with Price
Bulletin, has also authored
Waterhouse & Co. Mr. Scovil, a previous contributor to the
articles published in other publications.
Los
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an assistant business agent, a bookkeeper, a cashier- stenographer and a general
clerk. For all practical purposes, the day -to -day activities of the local are in the
hands of the business agent, who is hired under contract by the board of directors.
According to the by -laws:
"The business agent shall be the representative of the local in all
matters affecting its welfare and, in particular, it shall be his duty to
represent the local, together with its individual members, in matters
of dispute arising out of violation of contracts for employment and to
procure employment for unemployed members. He shall be guided
by policies established by the members and /or the board of directors,
and shall be answerable to the members and /or the board of directors
for matters which have been referred to him for action."
The business agent or any other member of the paid staff is not authorized
to sign or countersign checks of the local. Among other things, the by -laws
provide that the president (or the vice - president in the absence or inability of
the president to act) shall "sign checks for the expenditures of monies of the
local which expenditures have been approved by the members or the board of
directors," and that either the secretary or the treasurer "countersign, with the
president, checks for the expenditure of monies of the local." The Treasurer's
duties include:
"furnish or cause to be furnished an accurate report of the financial
condition of the local when required by the members or the board of
directors, and to procure an annual certified audit of the financial status
of the local in compliance with the requirements of the constitution of
the Alliance."
Much of the management work of the local is accomplished by committees
which report to the board of directors. These committees are appointed by the
president. Prominent among the standing committees is the finance committee.
Minutes are kept for all meetings of the members, board of directors and the
committees.
The accurate maintenance of the membership roster is the key to the accounting control. It furnishes the basis for determination of dues and initiation fees
to be accounted for. The by -laws provide that, if applicants for membership
have met certain requirements, their admission to membership is finally subject to approval at a regular membership meeting. Quorum requirements are 200
and a two - thirds majority vote of members present at the meeting is required
for election. Members elected are listed in the minutes of the meeting and this
provides the accounting authority to add the names to the membership roster.
Any change in status, such as an inactive member going on honorary withdrawal
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or going into the armed forces, reinstatement of member holding honorary withdrawal card and termination of membership, are required to be recorded.
Functions of the Independent Auditor

in

The local retains an independent certified public accountant on an annual
basis. Auditing procedures include obtaining direct confirmations from members with respect to their initiation and dues balances. In addition to auditing
the financial statements, the certified public accountant supervises the preparation of income and expense budgets, attends the quarterly meetings of the finance
committee to interpret figures and to explain variances between budgeted and
actual figures and generally to act in an advisory capacity. His services also inthe election of
clude receiving the secret ballots by mail from the members
officers, tabulating the ballots and reporting the results to the board of directors.
It is apparent that Local 776 is not large enough to justify the full -time employment of a controller or financial executive. However, its organizational
structure has provided the means for practical controls over income and expenses. Whether or not the means for such controls are utilized is, of course,
the problem. It is believed that the retention of a certified public accountant on
a throughout- the -year basis has made this less of a problem.
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EXHIBIT 2

Accounting Records
Local 776 maintains its books and records on a calendar -year basis. The books
of original entry (cash receipts record, cash disbursement record and general
journal) are posted currently. The general ledger accounts appearing in the
Chart of Accounts (Exhibit 1) are posted and balanced at the end of each
month. Financial reports, consisting of Statement of Assets and Liabilities (Exhibit 2) Statement of Income and Expenses (Exhibit 3) and Summary Statement of Cash Receipts and Disburse STATEMENT Gr tNGOME AND EXPENSE
ments (Exhibit 4) , are prepared at
Aluat
the end of each quarter of the year.
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It is not the purpose of this particular case study to go into all the
routine accounting procedures and
methods followed in recording the
day -to -day transactions of Local 776.
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However , it is the intention to highlight in succeeding paragraphs some
of the salient features of the account in g system, pa rticu la rly

the co nt ro ls

effected through budgeting procedures.

Cash Procedures
All cash received is deposited intact in the bank on a daily basis. Controls
for the amount of cash to be accounted for are discussed in connection with
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SU M M AR Y ST AT E M E N T OF CAS H R E C E I P T S AN D D I S BUR SE ME N T S
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EXHIBIT 4

budgeting of dues income and initiation fees to be received. All cash disbursements, except for minor payments from an imprest fund, are made by means
of a voucher check. As previously mentioned, these checks require the signatures of two officers. Vendors' invoices and other supporting data are seen by
the officers at the time they sign the checks. Payments from the imprest fund
(petty cash fund) must be supported by signed receipts and other appropriate
documentary evidence; these petty cash disbursement vouchers are seen by the
officers when they sign the checks reimbursing the fund.
Initiation Fees Receivable
When membership applications are accepted, the applicants must deposit with
the local an amount equal to one -half of the applicable initiation fee. These
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funds are deposited in the regular bank account and the amounts are credited
to deposits received from applicants for membership. Five groups of initiation
fee rates are in effect and the amounts are graduated according to the earnings
of members in each of the following classifications:
1. On call and feature editors.
2. Head sound or music, head
libr aria ns, sound effects,
music or trailer editors, assistants and librarians.

3. Cartoon editors.
4. TV station editors.
5. Apprentices.

An apprentice program is in effect for training beginners and, as the members advance in classification and in earning power, they are required to pay
higher initiation fees and higher dues.
Upon the induction of new members elected as already described, initiation
fees receivable account is charged with the applicable amount of initation fees
and initiation fees uncollected is credited with the same amount. Deposits received from applicants for membership is now debited for the total deposits
(which represent one -half of the initiation fees) pertaining to the members
inducted and initiation fees receivable is credited for the same amount. The
unpaid balances of the initiation fees are collectible at the rate of $12.50 per
member per quarter. As these balances are collected, the receivable account is
credited.
At the end of each quarter, initiation fees uncollected is debited with the total
collections received on account of initiations and the contra credit is recorded in
initiation fees collected - current year. After so recording the cash collections of
initiation fees as permanent capital, the offsetting balances in the receivable and
"uncollected" accounts should be in agreement. This amount represents the uncollected initiation fees and should be in agreement with the supporting detailed
accounts of individual members' balances.
Initiation fees are accounted for as a direct credit (on a cash basis) to a permanent capital account, initiation fees collected. Because the by -laws provide
that dues shall be collected to "defray normal operating expenses ", initiation
fees are considered as permanent capital and not as income available to meet
operating expenses. As to amount, it is a simple matter to budget most of the
cash to be received from initiations for each quarer. It involves multiplying
$12.50 by the number of members having to make payments on their initiation
fees. To the current quarter's initiation payments, there must be added other
amounts receivable for increase in initiation fee rates for members who have
improved their status by advancing to a higher classification. For example, the
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budget of January 1, 1957 for the initiation fees to be collected during the
quarter ended March 31, 1957 was computed as follows:
$5,575.00
Initiation payments, 446 members x $12.50
Amounts due because of increases in initiation fee rates, etc. 1,157.75
$6,732.75
Budget for quarter ended March 31, 1957

As of March 31, 1957, the actual cash received from initiation fees was
$6,559.50 or $173.25 less than the amount budgeted. The budgeted and actual
figures are reconciled as follows:
Budgeted, as above
Add:
Collections received in advance of date due
Collections arising from reinstatements

$6,732.75
375.00
459.50
$7,567.25

Deduct:
Members going on withdrawal
Members suspended
Members delinquent
Actual initiations collected

$201.00
62.50
744.25

1,007.75
$6,559.50

Dues Income — Billing and Budgeting
Dues are billed quarterly in advance. Hence it is appropriate that income
from this source be budgeted upon the same quarterly basis. The dues are billed
to the members for a quarter according to the applicable wage bracket group
of the members. There are presently five of these wage bracket groups, in the
same manner as for initiation fees, each having a specific rate per quarter. The
budget for the quarter ending March 31, 1957 was computed as follows:
Members
per rolls
Quarterly January 1,
1957
dues rate

Weekly Wage
Brackets

A
B

From

To

$301.00 $400.00

C

231.00
176.00

300.00
230.00

D

101.00

E

0

175.00
100.00

&

Group

up

$31.00
25.00
19.00
15.00
12.00

Total members paying dues

Amount

591
147

$5,301.00
6,375.00
4,560.00
8,865.00
1,764.00

1,404

$26,865.00

171
255
240

continued
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Add: Group classification increases
for prior quarters and
delinquent balances

613.00
$27,478.00

Members not paying dues
Directors and officers
Business representatives

25
2

Total members of the local 1,431
As of March 31, 1957 (close of first quarter of 1957), the budgeted income is
reconciled with the actual dues income received as follows:
Budgeted dues income for
quarter ended March 31,

$27,478.00

1957

Add:
Classification increases
Reinstatements
Paid in advance
New members initiated

349.00
782.50
124.00
60.00
$28,793.50

Deduct:
Classification decreases
Members suspended
Members on withdrawal, etc.
Deceased
New board members dues waived
Delinquent balances

$207.00
173.00
106.00

—0—
113.70
473.00
1,072.70

Actual dues income received

$27,720.80

Withdrawal Renewal Fees
Honorary withdrawal cards are issued to members when they leave the jurisdiction of the local's activities. Members may leave to undertake other kinds of
work or to take a leave of absence for various reasons. In order to obtain a card,
a member must write a letter to the local stating that he or she is no longer working under the jurisdiction of the local and requesting honorary withdrawal status.
It is required that the member have paid his or her dues and initiation installment
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for the quarter in which the withdrawal is effective. The honorary withdrawal
card is good for three years and can be renewed for additional three -year periods
by the payment of $25. A tickler file is kept for withdrawal renewal fees,
according to due dates, and the budgeted income from this source is based upon
such records. If, subsequently, a person desires to return to the local on an
active basis, his or her reinstatement requires the payment of the following:
1.

Dues for five quarters, including the quarter in which reinstatement
is requested (at rate in effect when going on withdrawal or upon
reinstatement, whichever is higher).

2.

Per capita tax for the remaining time on withdrawal, i.e., total
quarters on inactive status less the five quarters for which dues are
paid as above.

3• Any unpaid initiation fee balances.
Members going into military service are put on withdrawal and, during such
period, their dues and related per capita tax are waived by the local and alliance
from the date of withdrawal until 90 days after discharge from military service.
Per Capita Tax
The local must purchase from the Alliance per capita tax stamps for every
active member for each quarter at a cost of $4.50 each. Purchases are usually
made prior to the applicable quarter and the expenditure, usually in a round
figure, since the local has to estimate the stamps needed, is charged to a prepaid
account and expensed each quarter. In addition to the per capita stamps relating
to specific quarters, the account is charged with per capita stamps purchased
that are applicable to prior periods in connection with reinstatements of members who have been on honorary withdrawal. At the end of each quarter, the
local must file a quarterly report with the Alliance. In addition to this report, a
schedule of per capita charges pertaining to reinstated members, together with
a payment therefor, must be rendered. The total active membership figure on
the quarterly report to the Alliance must be in agreement with the membership
roster and other records of the local. Among other things this report shows data
as follows:
1.

Number of members last reported (per previous quarter report).

2.

Number of members now in good standing.

3. List of members inducted, suspended, expelled, deceased since last
report and of those receiving withdrawal cards.
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Expenses
The principal expenses of the local are represented by salaries and wages and
I.A.T.S.E. per capita stamps. Salaries and wages represent about 51 per cent of
total expenses and per capita stamps about 23 per cent or, together, about 74
per cent of the total expenses. As with dues, expenses are budgeted on a quarterly
basis and, with the exception of a few minor expense items, the budgeted figures
are usually very close to the actual figures.
Some Requirements Under Labor - Management Relations Act
Under Section 9 (f) and (g) of the National Labor Relations Act, 1947
(Public Law No. 101, 80th Congress, 1st Sess.) as amended October 22, 1951
(Taft - Hartley Law), certain reports (Labor Organization Registration Form
R -1) containing financial and other information are required to be filed by labor
unions with the United States Department of Labor. Subsections 9 (f) (A) and
9 (f) (B) provide for the initial filing of the following data:
Subsection 9(f)( A )
( 1 ) the names of such labor organization and the address of its principal place of business.
(2) the names, titles, and compensation and allowances of its three
principal officers and of any of its other officers or agents whose
aggregate compensation and allowances for the preceding year
exceeded $5,000, and the amount of compensation and allowances
paid to each such officer or agent during such year.
(3) the manner in which the officers and agents referred to in clause
( 2 ) were elected, appointed, or otherwise selected;
(4) the initiation fee or fees which new members are required to pay
on becoming members of such organization;
(5) the regular dues or fees which members are required to pay in
order to remain members in good standing of such labor organization;
(6) a detailed statement of, or reference to provisions of, its constitution and by -laws showing the procedure followed with respect
to (a) qualification for or restrictions on membership, (b) election of officers and stewards, (c) calling of regular and special
meetings, (d) levying of assessments, (e) imposition of fines, (f)
authorization for bargaining demands, (g) ratification of contract
terms, (h) authorization for strikes, (i) authorization for disbursement of union funds, (j) audit of union financial transactions, (k) participation in insurance or other benefit plans, and
( 1 ) expulsion of members and grounds therefor."
80

N.A.A. BULLETIN

Subsection 9 (f ) (B)
filed with the Secretary of Labor, in such form as the Secretary
may prescribe, a report showing all of (a) its receipts of any
kind and the sources of such receipts, (b) its total assets and
liabilities as of the end of its last fiscal year, (c) the disbursements made by it during such fiscal year, including the purpose
for which made, and
(2) furnished to all of the members of such labor organization copies
of the financial report required by paragraph (1) hereof to be
filed with the Secretary of Labor.
Subsequent filings with the Secretary of Labor are covered by sub- section
(g) of Section 9 which requires annual reports as a condition of certification by the National Labor Relations Board. The union is required to furnish
these annual financial reports to all of its members. The distribution of such
financial data can be accomplished in several ways. Local 776 mails copies of
its annual financial statements to each of its members prior to its annual membership meeting. At the annual meeting, the Treasurer reads the financial report
to the members, who are then given the opportunity to ask any questions and
receive answers pertaining to the report.
(1)

Federal and Sfafe Tax Status
Under Section 501 (c) (5) of the Internal Revenue Code of 1954 and Section 23702 of the California Tax Law, Local 776 is exempted from federal
income tax and State of California franchise tax. Labor organizations must
establish their exempt status under Section 501 (c) (5) by filing an exemption application (Form 1024) with the District Director of Internal Revenue
of the district in which they are located. An exempt labor organization is required to file an annual information return (Form 990) on or before the 15th
day of the fifth month following the close of the annual accounting period.
Local 776, being on a calendar -year basis, is required to file its return on or
before May 15th. Corporation claiming exemptions from the California State
franchise tax must file an Application For Exemption From Tax (Form FT -190)
with the Franchise Tax Board. Labor organizations are among the exempt
organizations which are required to file annual information returns if gross income exceeds $25,000. The return (Form 199) is required to be filed with the
Franchise Tax Board under the same time limit as for the Federal return.
Pension and Health and Welfare Plans
The members of Local 776, together with the members of other locals serving the Motion Picture Industry in Hollywood, come under pension and health
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and welfare plans which are jointly administered by the employers and the
unions. The operation of these plans under the joint administration of both
parties has proved very satisfactory and might well be a reliable guide for others
to follow in the proper handling of such trust funds.
A Responsible Administration
It appears that labor organizations are an integral part of our present -day
economy. Some union leaders have abused their position and authority but it is
not fair to judge all by these few. Possibly the present laws governing labor
organizations are not strict enough and lack "teeth" as far as enforcement is
concerned, and maybe now legislation is required to protect the union members,
particularly with regard to welfare and pension funds. However, it seems that,
if all labor organizations conducted their financial affairs as Local 776 does,
neither the members nor the public would have too much to worry about.
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Converting from Conventional to Direct
Standard Costs
by WILLIAM A. THORN
conventional standard cost systems really beD olieve that basic costs "won't work,"
or do they resist the direct cost approach
ACCOU N T AN T S N O W USING

because they lack understanding of the details involved in operating a direct
cost system? If this latter reason is the one why more companies are not using
direct costs, then it may be possible to gain a few "converts" from this discussion.
Having used conventional standards as well as direct standards, our experience
should be of help to others. If conventional standards are employed, the conversion is quite minor. A greater change is involved if any other cost system
is employed. But, even then, the changeover is not difficult. After all, a direct
cost system is simply the integration of standard costs with flexible budgets and
the direct costing technique.
An undersanding of detailed flexible labor and expense budgets should help
place on common ground those using any other type of cost system than standard
cost, in order that they may better understand the later comments on the technical differences between direct standards and conventional standards. Let us
understand clearly from the start that the major difference between direct costs
and conventional standards lies in the accounting treatment of fixed expense as
related to:
1.

Product standard cost cards.

2. Activity (or volume) variance.

3. Cost of sales.
4. Inventory evaluation.

5. Profit and loss presentation.
In the remainder of this article, we will take up these points in order.
Product Standard Cost Cards
When setting up a conventional or direct cost system, specific steps are followed to develop a flexible budget for labor and expense for each productive

(Knoxville Chapter, 1955) is Plant Controller of the Berkline
Corporation, Morristown, Tennessee. Before joining Berkline Corporation in 1955, he was
associated with the Management Engineering firm of Stevenson, Jordan & Harrison, Inc.,
New York. Prior to this, Mr. Thorn was employed by various manufacturing organizations, specializing in standard cost system installations.
WILLIAM A. THORN
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NUDGET WAS DETERMINED AS FOLLOWS:

I

TOTAL

CONSTANT

VARIABLE

TOTAL OUDOET

EXHIBIT 1

and service department in the plant, based upon forecast volume. Exhibit 1 is a
form of budget data sheet used to determine a monthly allowance for each
account in each department. Expense is classified as constant (fixed), mixed or
variable. The decision to call an expense fixed, mixed or variable is made in
several ways, such as by judgement, scatter charts, arithmetical calculations of
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FIS CA L. YEAR

BY
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NO.
9901
9902

AC C O UN T

NO.
OF

NAME

PIERS
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BUDG E TE D
UNITS

IRECT D. LAB. FOR
LABOR D EXP

DOLLARS

'

DIRECT LABOR - MEASURED
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TOTAL

F
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NO.
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—

F -V-
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FIXED
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VARIABLE
PORTION

BUDGETED
DOLLARS

EXPENSE _
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Th is Co l u mn
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Overtime Premi u m

Pr o -r at ed Ser vi ce :

—

C l e r i c a l ..
Ma t e ria l H a n d lin g
In s p e ctio n
Cleaning
Ot h er S ervice
R e p a i r s & M a in t . L a b o r

To t a l i n d i r e c t L a b o r
R e p a i r s & M a in t . M a t ' l.
P r o d u c t S u p p l ie s

Bo i l e r R o o m
M a in t e n a n c e S h o p
Stock Room
General Plant
To t a l S e r v i c e

—
—
- -

TO TA L F O R C O STI N G
C O S T I N G R A TE S

To t a l D i r e c t E x p e n s e

�

—

EXHIBIT 2
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high and low production and costs, least squares, etc. We use scatter charts,
combined with judgement. The important point is to establish the budget allowance with fixed expense separated from variable expense.
Upon completion of budget allowances for each account in a department,
summaries are prepared using a form similar to Exhibit 2. Subtotals develop the
labor and expense for which the departmental foreman is directly responsible.
In addition to direct expense, all service department budgets are pro -rated to
productive departments, using such factors as pounds of steam, square foot area,
payroll dollars, number of employees, etc., selecting the base most appropriate
to fairly distribute the service involved. The budgeted pro -rated expense is
posted to the departmental summary sheet and added to budgeted direct expense,
t o o b t a i n t o t a l st a n d a r d o p e r a t i n g c o st s fo r e a c h p r o d u c t i v e d e p a r t m e n t (i n c l u d -

ing plant services), still segregated between fixed and variable expense.
Standard costing rates are obtained in each department for fixed expense
and variable expense by dividing forecast volume into respective totals of direct
and pro -rated fixed and variable costs. The resulting departmental costing rates
are posted in the upper right hand corner of Exhibit 2 for use on standard cost
cards. The form, used in a conventional system for costing parts or su bassemblies, indicates how the standard costing rate is applied to units of measurement to obtain labor and expense costs of manufatcuring for each cost center
through which the part must pass. However, the costing rate is not segregated
between fixed and variable expense when used on the cost card, even though
the segregation is available from the budget summary sheet.
At this point, the first difference between conventional standards and direct
standards develops. A conventional system includes fixed expense as part of
the departmental costing rate, thus including fixed expense in the product cost.
A direct cost system excludes fixed costs from product costs by using only the
variable portion of the departmental costing rate. Exhibit 3 shows a parts cost
P AR TS CO S T CAR D
ITEM

SYMBOL

STANDARD
VALUE
I UNIT I NET %LOSS411053 ►RICE AYdIMT
I

UNIT
MATERIAL DESCRIPTION

STYLES

TOTAL MATERIAL CO3T
DEPT
D1KCCY LAB011 AMDLIPEM3E
11

L u m b e i *Y a r d e

12
13
16

Dr y Ki lns
Ro u g hi n g Mi l l
P a r t s Machi ning

iI1D�

YMI

[X

NE

TOTAL

_

TOTAL DIRECTLABOR L EXPENSE
TOTAL MATERIAL, LABOR L EXPENSE
PARTS - COST CARD

EXHIBIT 3
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card used in a direct cost system. It differs from the card used in the conventional system only in the costing rate. As standard costs are developed for
component parts or sub - assemblies, they are accumulated on a product cost sheet
similar to Exhibit 4, for direct standard costs. Again, the difference between the
conventional form and the one shown is the exclusion of fixed expense from the
costing rate on the latter.

STANDARD C05T SHEET _
Date N0.

SPECIA
SYMBOL

ITEM

M
I I
s
Frame finishint

I

OT
PC

0 1 it

VARIABLE LABOR B EXPENSE
COSTING
AMOUNT
RATE

MATERIAL
PRICE

AMOUNT

S. A. L. N.

MATERIAL
VAR. LABOR
i EXPENSE

Dv
Set rever se

+ ds
Upholstered

1

1
I

-

Gr
h
C/ M Ra i -

1
STEP -UP PER GRADE
C/M RATIO
SELLING PRICE

DE SC RI PT I O N

STYLE NO.

EXH I B I T 4

There is no radical change in the handling of accounting detail. In either
system, source documents of payroll distribution, vendor invoices, supply requisitions, charge memoranda, etc., are used to collect the actual costs of direct
and indirect labor, repairs and maintenance materials, product and operating
supplies, etc. Cost ledgers are set -up for machine or hand posting to accumulate monthly actual expense by account for each department. No attempt is made
to classify actual costs as to fixed, mixed or variable, in either system. A cost and
variance statement is used to summarize the actual expense for the month and
year to date, and this form may be employed in a conventional system or a direct
cost system.
Availability of the Profit /Volume Ratio
Despite absence of extensive differences, we have uncovered a new operating tool. Because fixed expense is eliminated on product cost sheets, a new
86

N.A.A. BULLETIN

tool for measuring the profitability of specific products is made available. This
is called the profit /volume ratio, obtained by subtracting total variable manufacturing expense from net sales price to obtain profit contribution and dividing
this by net sales price. The higher the p/v ratio for each product, the more
profit contribution becomes available to pay off fixed expense and contribute
towards profit. If a master profit plan has been prepared forecasting sales, profit
contribution, expenses and net profit, with a consolidated p/v ratio for all products, then the standard p/v ratio for each product may be compared to the master
profit plan to determine whether or not the specific product will contribute its
fair share to the total profit goal for all products.
The conventional product cost sheet does not permit this calculation of p/v
ratio because fixed costs are hidden in the total material, labor and expense costs.
Thus, the only check possible on the profitability of the product is to calculate the
indicated net profit as a percentage of sales price.
This relationship is entirely misleading to everyone concerned with management, from the president down. It may persuade a company to push a product
which would result in net losses instead of net profits. For example, look at the
following figures and ask yourself, "which product should I push ?"
Product B

$1.00

$1.00

.70

.80

&

Sales price
Manufacturing cost:
Variable fixed —
(segregation unknown
in conventional systems)

Product A

$

.30

.20

$

Gross profit

20%

307o
1

go
l on sales price

$1.00

$1.00

.40

.30
—

.40
.30

—

Sales price
Manufacturing cost:
Variable
Fixed

$

4
Obviously, Product A, returning a yield of 307o
on sales price,
would appear to be the answer. But let us change the presentation to
the direct cost method:
Product B
Product A

$

$

.60
.70
Profit contribution
70%
6017o
P/V ratio
Here we find that our original thinking was wrong and that Product B is
the one to sell. The reason is that not one dollar of company profit can result
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until the entire cost of fixed expense for the year is paid off. In order to pay it
off, profit contribution is needed in as large amounts as possible, as quickly as
possible. Then all of the profit contribution will become actual profit when fixed
expense has been absorbed at attainment of a break -even sales volume.
One comment usually heard when an accountant is objecting to direct costs
is, "How can I be sure that sales department will price a product sufficiently high
to allow for fixed expense, if fixed costs are not included on the product cost
sheet ?" The first answer to this question is that rarely are sales prices established
for a product solely on the basis of a product cost estimate prepared by the accountant. Usually, market demand and competition are the influencing factors
in the setting of sales prices. The product standard cost sheet reveals the expected profitability of the product at the sales price established and then sets off
a chain reaction, when necessary, to reduce manufacturing costs by redesign,
specification changes, method studies, etc. if the indicated profit does not meet
management's expectations. The second answer is to use the new tool of p/v
ratio developed in a direct cost system as described previously. For example,
assume that careful forecasting has resulted in a master profit budget of the
following figures for the period:
Net sales
Variable cost of sales

$9,500,000

Profit contribution
P/V ratio

$2,375,000

7,125,000

25%

p/v

If a
ratio of 25 percent or more develops for each product being costed
on a product standard cost sheet, under the direct cost procedure, then it is
logical to believe that the master profit goal for all products will be achieved,
because the whole is equal to the sum of its parts.
Naturally, if actual variable expense or actual fixed costs are not controlled
within the budget limitations, a loss in actual profit can result, regardless of
the p/v ratio indicated on product standard cost sheets. The control of actual
expense within budget limitations is a very important part of the accountant's
over -all job. The attaining of profit goals is, by no means, just one more task
for the sales department alone. The entire company, working as a closely -knit
team, must concentrate on the attaining of profit objectives. Direct cost systems
provide additional tools for all concerned to assist in reaching profit goals.
Activity (or Volume) Variance
Returning again to standard costs as conventionally handled, the determination of current budget allowance on the cost and variance statement, for the
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DEBIT

CKEDI

actual volume attained, is accomplished under either system by multiplying ratio
of activity by the variable budget allowance originally established for forecast
volume. Ratio of activity is obtained by dividing actual volume attained by
normal volume budgeted. Fixed expense is allowed in the budgeted amount.
The variable portion of a mixed account is multiplied by the activity ratio and
added to the fixed portion to determine the total current allowance.
In a conventional cost system, it is not necessary to label the current budget
allowance for each account on the cost and variance statement as fixed, mixed
or variable. Only the total budget allowance, by account, is needed to compare
to the actual expense and then figure the variance. In a direct cost system, a
slight change in technique takes place on the pencil worksheet of the cost and
variance statement. The current budget allowance amounts for each account are
marked, F or V, to indicate fixed or variable. The fixed portion of a mixed
account is shown separately from the variable portion in the budget allowance
column. This is done only on the pencil copy. When the statement is typed, the
current budget allowance for each account is shown as a total figure, with no
segregation of fixed and variable expense indicated.
The reason for doing this is obvious when Exhibit 5 is studied. This is a
work -sheet used in a direct cost system to develop the journal entry for the
charge to inventory account for variable manufacturing labor and expense earned
at standard rates, to record the variance on fixed and variable expense, and to
credit the manufacturing control account for the total actual expense. The current allowance section is sub - headed "on variable ", "on fixed ", and "total ". The
difference between "total actual expense" and "current allowance — total" represents "total variance ", Column 7. Reference to the pencil copy of the cost and
variance statement permits selection of the variance on fixed expense accounts
and this total variance for each department is posted in Column 8, and subtracted from Column 7. Thus, Column 9 represents the variance on mixed and
variable expenses.
In a conventional standard cost system, the difference between actual expense
and current budget allowance is called controllable variance. The difference
between direct cost recovered at standard rates and the current budget allowance would be classified as volume variance and must be used on the profit and
loss statement to adjust standard cost of sales. In addition, total labor and expense earned at standard, including both fixed and variable costs, is charged to
inventory account. A direct standard cost system requires no volume variance
account. Refer again to Exhibit 5, Column 4. The total current budget allowance on fixed expense is not charged to inventory. The debit is made directly
to profit and loss account and this is a major difference between the two sys90
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tems. Direct cost advocates believe that fixed expense, such as depreciation, taxes,
insurance, etc., are "time" or "period" costs and not inventory charges. The
theory is that depreciation, for example, is a constant cost of operating a business, whether one unit or a million units are produced.
Those accountants who have tried to explain profit or loss to top management during a month of high sales and low production, realize how difficult it is
to describe the effect on cost of sales and monthly earnings of over or under absorbed fixed overhead. One advantage of a direct cost system is this elimination of activity (or volume) variance on earnings statements, because management then receives an accurate picture of corporate earnings in direct relation to
actual sales of the period.
Costing Sales; Inventory Valuation; Profit and Loss
To this point, we have two technical differences between conventional and
direct cost systems:
1. Fixed costs are eliminated from parts and product standard cost
2.

cards.
Current allowance on fixed expense is charged to profit and loss
instead of inventory account, thus eliminating the activity (or vol-

ume) variance account.
A third difference develops when costing sales in a direct cost system. Only
the standard variable manufacturing expense unit values are used to cost the
actual volume of sales to customers. This figure is obtained from the standard
cost sheet, Exhibit 4, the "total variable manufacturing and shipping cost" line.
A fourth difference is in the valuation of physical inventory quantities. Again,
only the standard variable manufacturing expense unit values are used to extend
quantities of goods on hand. Of course, the elimination of fixed expense in the
valuation of inventories causes the loudest objection to converting to direct
standard cost systems. Until such time as the Internal Revenue Service approves
this method, accountants will have extra work involved to re- evaluate year -end
inventories to include fixed expense for tax reporting purposes. But this once -ayear adjustment should not be sufficient cause for a company to miss the potential
advantages of direct costs for twelve months of internal control reporting.
The fifth and final step necessary to convert from a conventional standard
cost system to a direct cost system develops in the presentation of monthly earnings.
The left -hand portion of Exhibit 6 shows the captions for the usual format
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C O N V E N T I O N A L S TA TE M E N T
OF PRO FIT AN D L OSS
G r o s s S a le s
L e s s : R e t u r n s & A l lo w a n c e s
Ca s h & Tr a d e D i s c o u n t s
To t a l D e d u c t io n s
N e t S a le s
A c t u a l C o s t o f S a le s
(A)
Gro s s P ro fit
Ad m in . & S e llin g E x p e n s e (B)
N e t O p e r a t in g P r o f it
Oth er In c o m e & Ex p en se
(C)
E a r n . Be f o r e I n c o m e T a x
Re s e r ve F o r I n c o m e Ta x
N e t E a r n in gs

S T A TE M E N T O F P R O F I T A N D L O S S
D I R E C T C O S T BA S I S
E q u iv a le n t Un it s S o ld
Gro ss S ale s
L e s s A ll o w a n c e s
N e t S a le s
Va ria b le C o s ts :
Mf g . & Sh ip . at S t d .
V a r i a n c e o n M f g . & Sh ip .
Mf g . & Sh ip . - A c t u a l

&

S e l lin g C o s t s a t S t d .
Co mm iss ion s
R o y a lt ie s
Bo n u s
Cash Discou nts
V o lu m e D is c o u n t s
To t a l S e llin g a t S t d .
V a r ia n c e o n S e l lin g
S e ll in g C o s t s - A c t u a l

C o s t o f S a le s & V a r ia n c e s ( A )
S t a n d a r d C o s t o f S a le s
Man u f ac tu rin g Va rian ce s:
Mat e ria l P r ice
Ma t e ria l Us a ge
C o n t r o l, L a b o r a n d E x p e n s e
Vo lu m e Va rian ce
I n ve n t o r y A d j u s t m e n t s
C h a n g e in S t a n d a r d s
A l t a v i s t a P la n t
S y y r n a P la n t
To t a l M a n u f a c t u r in g V a r i a n c e s
A c t u a l C o s t o f S a le s
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EXHIBIT 6

in a conventional standard cost system, for summarizing sales, cost of sales and
profit or loss. All costs on this statement include both fixed and variable expenses. Standard cost of sales is adjusted for the several manufacturing variance
accounts, including volume variance for over or under - absorbed fixed overhead.
There is no check possible on the actual profit contribution made toward paying
off fixed expenses. Questions will be asked about low profit during months of
high sales and low production, because volume variance confuses the earnings
picture.
The right -hand portion of the same exhibit presents profit and loss statement
captions used in conjunction with a direct cost system. The segregation of fixed
and variable expense has been maintained throughout the entire procedure.
Therefore, it is possible now to show the standard variable cost of sales, the
application of variable variance, the actual variable cost of sales, the actual profit
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contribution and the actual p/v ratio. Fixed expense is deducted from profit
contribution to obtain manufacturing profit or loss. Some companies prefer to
prorate the fixed expense to sales classifications, in order to determine manufacturing profit by class of sale, but they do this only on the profit and loss statement by various methods of allocation.
This presentation of earnings is clear and factual. No questions can arise
about unabsorbed fixed expense, because there "ain't no such animal ". Fixed
costs are "absorbed" completely. Profit is truly profit for the actual sales made
during the month. Actual sales realized may be compared to break -even sales
budgeted, in order to determine if the point has been reached at which all profit
contribution is actually all profit. The p/v ratio may be compared to the master
profit plan.
Little Inconvenience for Great Gain
When we, as accountants, analyze the technical differences between the operation of a conventional standard cost system and a direct standard cost system,
we find nothing, in the detail involved, about which to become alarmed. The
changes required can be easily incorporated into the daily routine by an alert
accountant. In summary, the conversion steps necessary are as follows:
Develop parts and product standard cost cards, using only variable
expense for costing rates.
2. Charge current budget allowance on fixed expense to profit and loss
account, instead of inventory account, thus eliminating activity (or
volume) variance.
3. Cost sales at the variable expense costing rate only.
4. Evaluate physical inventory quantities at the variable manufacturing
expense rate only, eliminating fixed expense from this rate.
5. Revise the presentation of monthly profit or loss, in order to maintain the segregation of variable and fixed expenses and thus give to
management a factual picture of monthly earnings for sales made
during the month.
If an accountant's objection to direct costs has been caused by lack of understanding of the handling of technical details involved in operating such a system,
it hoped that this discussion will serve to convince him that, in the final analysis
the operation of direct cost system is really not so different after all! In the
same breath, I might add, "But widely different in the control information made
1.

available to management!"
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Acc ounting and the Analysis of
Financial Data
Edison E. Easton and Byron L. Newton,
McGraw -Hill Book Co., 330 Weil 42nd St.,
New York 36, New York, 1938, 449 pp., $7.

The road taken by the authors of this book
winds through accounting as such, its application to businesses of various types, and
"special areas of accounting." Analysis is
then taken up in relationship to financial
statements, supporting data, use of ratios,
and budgetary planning and control. The
work is directed to "nonaccountants for a
comparatively brief coverage —of accounting
and statement analysis."
Practical Financial Statement
Analysis
Roy A.
F oulke, McGraw-Hill Book Co., 330
Wu t 4 2 n d S t ., New York 36, N . Y. , Fourth
Edition, 1937, 712 pp., $10.

Designated as a "completely up -to -date reference volume," this new edition by a veteran analyst of individual businesses and
industries relates many of the methods of
analysis currently in use to company or
industry data and supplies case material and
reflections of experience with analysis and
its results. Balance sheet and income statement ratios (each numerous) are given separate sections of the book.
Control of Non manufacturing Costs
American Management A.uociation, 330 Wert
42nd St., Ne w York 36, N . Y . , 1937, 142
pp ., Pap er Bo un d, $3 .

Reflecting papers given at a conference last
May, this report of proceedings touches on
many topics of significance in management
accounting, including "Expense Control in
a Cha nging Business Environment," "Some
Unusual Devices for Reducing Office Costs,"
"Controlling Paperwork and Accounting
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Costs" and "Work Sta nda rds and T heir Relationship to Methods Study." Most of the
papers are case studies or have case background.
W ork Simplif ication
Robert N . Lehrer, Pren ti ce -Ha ll, 7 0 Fi lt h
Ave., New York 22, N . Y . , 1937, 394 pp.,
$6.93.

Detailed, broad, and basic in its approach
(which includes electronic data processing
in its scope), this text ranges from consideration of human nature to work simplification programs and methods, dealing consistently with the various aspects of man
and effort in business activities. It is perhaps largely addressed to engineers, includes
case examples and is thoroughly illustrated.
Engineered W ork Measurement
De lm ar W . Karger a n d Fra n kli n H . Ba yh a ,
The Industrial Prem , 93 Worth St., New York

13, N . Y., 1937, 633 PP., $12.

The subject of methods -time measurement
is here comprehensively treated in the interests of futherance of scientific management, the origins and development of which
occupy the introductory section of the book.
Time and motion study techniques are given
central attention, with the setting of standards and their use in labor cost control
(as an engineering application) accorded
emphasis as a mong the principal results of
use of m -t -m. The concluding chapter bears
the title "Management of Methods and
Labor Control."
Time and Motion Study
Ralph M . Barney, Jo h n Wi l e y & Soni, I n c.
44 0 Fou r t h A v e . , N e w Yo r k 16 , N . Y . , Fo u rt h
Edition, 1938, 663 pp., $9.23.

"New materia l" and "more diverse illustrations" are named as the principal objectives
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of this revised edition of a volume first
issued twenty yea rs ago and earlier revised
in 1940 and 1949. It is a comprehensive,
detailed, and well - illustrated text, largely

in the engineering field but of interest to
accountants in connection with its relationship to standard costs and clerical operations.

Articles
The Marginal Income Concept In
Cost Accounting

Price -Level Depreciation and
Replacement Cost

Alphonse Riverin, Cott and Management, February 1958.

Wendell P. Trumbull, Accounting
January 1958.

A summary article on this now well -discussed but still surprisingly current topic,
Professor Riverin's paper covers identification, acceptability, advantages, and disadvantages of direct costing, with tabular
exhibits to show its characteristic results
and usefulness. The author also recognizes
a number of problems raised by adoption
of direct costing.

Process Cost Control Systems
E. B. Nitchie, Chemical Engineering, October
1957.

Chemical operations are the specific area
dealt with in this article on construction of
systems for the control of costs. It is a
detailed, well - illustrated paper concerned,
among other things, with the u se of standard costs and flexible budgeting, and with
effective reporting of variances.

A Direct Labor Budgeting and
Scheduling System for Research
and Development Activities
E. Nelson Drake, Business Budgeting, February 1958.

In line with its title, this article comprises
a description of a thorough -going system,
with frequent progress checks, for keeping
track of the completion and related costs vs- budget status of projects for research and
development, against the background of cost
plus fixed fee contracting for the government.
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Review,

The a u thor of this a rticle does not omit to
consider that adjustment of depreciation to
reflect replacement cost has its special applicability in a period of declining a s well a s
rising prices. Contending also that "the
real objective of income determination is
the rate of return on investment," lie suggests that correcting the income statement
"calls for price -level adjustment of plant
and other asset accounts."
Useful Formula for DDB and
SYD Depreciation
John H . Myers, Accounting Review, January
1958.

In this brief paper, the author notes that
"most of us accountants have long since
allowed our mathematics to grow rusty"
and "sets out some formulae tha t will enable the non - mathematician accountant to
compute" provisions, without tables, for
"double - declining balance and sum- of -theyear's- digits" methods of depreciation.
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