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The Changing Cost - Volume- Profit
Relationship
by WILSON SENEY
as "a look at the economy as a whole to assess the
influences on costs, prices and profits of various trends ... and the effect
of such trends on business operations and decisions." If I possessed the ability
to assess correctly the effects of economic trends on costs, prices, profits, and
business operations and decisions, it would be wonderful. But I do not have
that ability. Therefore, with all prudence, I shall settle for something less.
What I shall try to do in this paper is to summarize the current thinking of
business managers about the trends in the economy, and to describe how their
thinking is reflected in the ways in which they plan and operate their companies.
Like any summary, this one will neglect the rich variety of individual practices,
and also will be subject to errors of interpretation by the summarizer.
These comments about the thinking and practices of today's managers will
be presented in the following sequence:
HIS TALK IS ADVERTISED

1. Long -term trends
2. The current situation
3. The impacts of long -term trends on the thinking of business managers
4. How managers are planning and controlling cost - volume -profit
relationships.
LONG -TERM TRENDS

In order to grant the validity of long -term trends, it is first necessary to recognize that they are firmly based on the relatively unchanging forces of human
nature.
The most fundamental fact about human behavior is that men and women
grow up, meet each other, get married and have children. This is the ultimate
basis of all the statistics on population, family formations, and numbers of
WILSON SENEY, New York Chapter, 1950, is Senior Consultant with McKinsey & Company, Inc., New York. He has previously been associated with Container Corporation of
America, Marshall Field & Co., and Hallmark Cards. He was Controller of the Univis
Lens Company prior to joining McKinsey. Mr. Seney authored many articles dealing with
management planning and control, and is a frequent speaker on these subjects.
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households in the economy. It is also fundamental that people consume. Within
the limits of ability to pay, they satisfy their wants for goods and services, and
increase their standard of living. Thirdly, people think. And because they
think, the body of knowledge is increased, including that part of the body of
knowledge which makes possible technological progress. Lastly, people develop loyalties, which are sometimes fierce loyalties for the groups of which
they are a part. The dominant loyalties of our day take the form of national
patriotism. Conflicting patriotisms lie behind today's continuing power struggle
among the leading nations of the world.
It is reasonable to assume that these fundamental facts of human nature will
not change in any foreseeable number of years. People will continue to have
children, to consume goods and services, to push back the frontiers of knowledge, and to promote conflicting national interests.
What are the long -term trends, based on human nature, which are commonly recognized by economists, business analysts and other people who have
spent some time looking at the future? They may be listed as:
Expanding markets
Technological progress
3. Increased productivity
4. Increased investment
5. Continuing world power struggle
1.

2.

Expanding Markets

will

Expanding markets reflect both rising population and rising standards of living. It is estimated that the population of the United States
grow from
170 million today to 220 million by 1.975. This is an increase of almost 30
per cent in less than 20 years. And populations in many parts of the world
are increasing at even faster rates.
The rising standard of living in the United States can be gauged by comparing increases in gross national product with increases in population. During
the period from 1939 to 1957, gross national product in terms of constant dollars has increased by 113 per cent, far outrunning the increase in population of
30 per cent during the same period.
Technological Progress
Technological progress has been increasing at as increasing rate. All of its
know that man first flew a heavier - than-air machine in 1903, and that now, only
55 years later, we are talking seriously of trips to the moon. The rise of mass4
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production and automation techniques, and the development of new and improved materials, are too well -known to require discussion here.
Increases in money spent on research and development are impressive. A
National Science Foundation survey shows that in the three years from 1953
to 1956 expenditures for research and development by industry and government increased 76 per cent from 3.7 billion to 6.5 billion dollars. A recent
McGraw -Hill survey predicts a 50 per cent increase in such expenditures between 1957 and 1960.
But most impressive of all is the statement of a Harvard University scientist who points out that "90 per cent of all the scientists who ever lived are
living today ". He goes on to say that these men "are just as clever on the average as the men who preceded them and they are better trained." It staggers the
imagination to contemplate the discoveries and applications which are promised
by the tremendous scientific efforts being exerted today.

Increased Productivity
The third long -term factor, increased productivity, of course, goes hand -inhand with the expanding markets mentioned earlier, because what is consumed
must be produced. We have already noted the growth in gross national product.
Increased productivity has played a large part in achieving increased gross
national product. In manufacturing enterprises, product per employee has increased by more than 50 per cent during the last 30 years. And it is estimated
that it may increase by another 40 per cent in the next 20 years.

Increased Investment
Increases in productivity come about largely as the result of investment in
more efficient sources of power and equipment.
Investment in capital goods per worker increased over 25 per cent (in constant dollars) in the few short years between 1950 and 1957, according to National Industrial Conference Board figures. And this is a continuing trend.
McGraw -Hill forecasts that machine capacities will double by 1975, while the
labor force will increase only 35 per cent.

World Power Struggle
These sound like large increases, but they may not be large enough when
competition with foreign nations is taken into account. As recently as World
War II, the U.S. Steel Company alone —just one company —could produce more
SEPTEMBE R, 1958
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steel than the entire Soviet Union. It therefore comes as something of a shock
to read this statement released by Mr. Allen Dulles, head of the Central Intelligence Agency:
"During the first quarter of the year, for the first time in history, the SinoSoviet bloc produced more steel than we did." The statement goes on to say
that the Soviet economy is growing at a rate of about 6 per cent per year; that
our own economy is growing at a rate of about 21/2 per cent per year; and that,
unless we increased our own historic rate of growth, the Soviet economy will
be larger than ours in another 20 years. I doubt that we shall sit idly by and
watch this happen.
SHORT -TERM TRENDS

At the moment, short -term trends are running counter to long -term trends.
This gives each of us the opportunity to stop and review our convictions about
long -term trends. To mention just a few short -term conditions:
1. The population trend is faltering. The birth rate in the United
States in 1958 has dropped 2.5 per cent from the 1957 rate.
2. The expanding market is not expanding. This is, we have during

the last few years built plant and equipment which can turn out
more goods and services than consumers are currently willing to
buy.

will

3. Our economic ability to absorb technological change is less than it
has been during the last several years. When a manager has substantial money invested in usable plant, he seriously considers replacing or improving that plant only if he can foresee a profitable
return on the new investment. This is reflected in a marked decrease in capital expenditures. A recent Government survey indicates that capital expenditures for 1958 will be 17 per cent below
the expenditures made last year.
4. The psychology of inflation has weakened. There is considerable
discussion among the experts on whether or not inflation
continue. Many managers are uncertain about future prices for their
products.
In this situation, managers are not going to build plants to produce more
goods when people seem bent on buying less goods, and possibly buying them
at lower prices. However, this does not mean that they have changed their
basic thinking and approaches. Every manager has constantly before him the
challenge of achieving two separate and sometimes contradictory goals: maximizing profits and minimizing risks. Neither long -term trends nor short-term
situations repeal these two objectives. Timing and emphasis may shift, but the
basic objectives of profit and security do not change.
6
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In talking with businessmen, one receives the impression that they are reviewing and deferring plans, not deserting them. They are counting on the resumption of long -term trends, and they are planning harder than ever to be
ready to hit the uptrends at the proper time. Therefore, as a practical matter,
we can talk about the impacts of long -term trends on business thinking with
only passing regard for the short-term situation.
IMPACTS OF LONG -TERM TRENDS ON BUSINESS THINKING

Three major factors are playing more and more important roles in business
thinking:
1. The increasing length of the planning cycle
2 . The increasing pressures of cost - volume -profit relationships
3. The increasing acceptance of change as a way of life.
The Planning Cycle
Over the years, a marked lengthening of the planning cycle has occurred.
In many companies, five to seven years may be required to complete a full
planning cycle. By full cycle, I refer only to the carrying out of a program
which begins with product development; which follows through the design and
building of plant, and the penetration of the market; and which ends when
production and distribution on a profitable basis have been achieved.
The longer the planning cycle becomes, the greater is the possible margin of
error. The planner is forced more and more in the direction of imagining the
future, and less and less in the direction of being disciplined by actual transactions in the market place. And penalties for guessing wrong may be drastic.
But with full recognition of this, businessmen are accepting the fact that they
have to plan for longer and longer future periods.
Cost-Volume -Profif Pressures
Managers show an increasing awareness of the need for careful planning
because of the pressures created by long -term trends on costs, volumes, prices,
and profits.
In the cost area, the costs of original investment are critical in most businesses. Technology and economics have combined to force the costs of investment upward. This trend can be seen, for example, in oil refining. Years
ago, refineries were built to process crude oils in amounts of 5,000 barrels per
day or less. But modern refineries are built to process 100,000 barrels per day
SEPTE MBER, 1958
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or more. At the same time, the refining process has become more complex.
Originally, it was limited to the application of heat to crude oils and the consequent separation of the crudes into products of different gravities and viscosities. But modern refining is a very complicated process of separating and
recombining the molecules in crude oils. This of course requires much more costly
original equipment, and much more expensive maintenance and repair activities.
There are many non - capital costs implied in capital investment, which are
Just about as fixed as the investment itself. And these costs are increasing, also.
The refinery maintenance activities just mentioned are one example. Other operating costs which fall in the same category include basic warehousing and
inventory- handling costs; the fixed expenses incurred in operating transportation facilities such as truck fleets; advertising, promotion and field selling expenses required to penetrate and hold markets; and many other operating expenses, and development and shake -down expenses.
A third type of costs which looms large may be called going- concern costs.
These costs exist as the net result of past management decisions. They include
the salaries and expenses of management, the fixed cash costs of existing facilities, and all other expenses involved in being ready to do business when there
is business to be done. At least three causes have conspired to increase the dollars spent on going- concern costs.
The first cause is the practice of spending overhead dollars to reduce direct
costs and to improve profits. For example, dollars spent for sales supervision
have often improved sales results. Dollars spent for industrial engineering and
cost accounting have often increased productivity.
The second cause is the philosophy of social responsibility which business has
adopted. This philosophy has grown partly because business leaders themselves have promoted it, partly because labor unions have pressed for it, and
partly because Government has legislated it. This philosophy is reflected in a
host of expenses - -employee welfare costs, social security taxes, pension fund
contributions, the guaranteed annual wage, donations to community activities,
and corporate income taxes.
The third cause of increased going - concern costs is the sheer weight of record- keeping. Federal, state and local regulations have complicated the recording and reporting of sales transactions, inventory valuations, payrolls, depreciation charges, cost allocations, pricing decisions, and almost every figure a business keeps. And, quite apart from government requirements, many businesses
have developed statistical practices in such areas as market and sales analysis,
economic lot size studies, and rehirn -on- investment forecasts. And when recR
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ords are kept and analyses are performed with the help of punch -card or electronic installations, crelical costs tend to become more fixed and less variable.
The fourth type of costs on which business spends large sums may be called
future development costs. Management spends present dollars for future returns in such fields as basic research, product and process development, executive development, and experiments with alternative marketing techniques. These
expenditures are necessarily limited by the company's ability to finance them,
but their size depends more on future prospects than on the present situation.
Witness the forecast already quoted that research and development expenditures
will increase in spite of the current decline in general business. And witness
also the establishment of permanent company schools by major companies.
The trends just described— increasing investment costs, non - capital investment costs, going - concern and future development costs —have all been moving
in the direction of increasing the fixed costs of doing business.
In order to maintain profits in the face of mounting fixed costs, businessmen have naturally turned their attention to three sources of income — decreased
unit variable costs, increased volume, or increased selling prices. We know
that managers have been able to obtain money from all of these sources. A
hint regarding decreased variable unit costs is found in the figures on production per man-hour in manufacturing. These indicate an increase of about 20
per cent just since 1950. A hint regarding increased volume is found in figures on gross national product, which has increased 27 per cent during the
same period. A hint regarding increased prices is found in the index of inflation of the Department of Commerce, which has increased 20 per cent during
the same period.
How much money managers have actually obtained, and whether the net
profit results have been sufficient to pay dividends and to take care of replacement costs at present levels, have been subjects of much debate. For our purposes, it is sufficient to note what managers have been doing in these areas,
and the cost - volume -profit pressures that have been and are being created by
their actions.
In the search for volume at favorable prices, managers have looked beyond
meeting existing demands. They have successfully created new demands by
offering new and improved products. These products have been wanted by millions of people who were willing to pay the prices asked. Today we have a
whole world of things— aircraft, air conditioning, automobiles, ballpoint pens,
frozen foods, household appliances —which for all practical purposes have been
brought into existence in the last 60 years. And behind these mass - marketed
products are other products —the machine tools, the transportation systems and
S E P T E M B E R , 1958
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the computing machines which made possible their production and distribution.
The search for volume has moved one step farther in recent years. Since
fundamental product changes were not expanding markets fast enough, managers have moved in the direction of "planned obsolescence" in one product
line after another. Rapid style changes have moved from clothing to home
furnishings to appliances to automobiles to housing. The customer is persuaded that he should replace what he already owns not because it is worn out
or inconvenient, but because it is old- fashioned.
The costs of these model changes are laid on top of the more basic product
and process development costs. The year that Detroit changes car models
is a good year for the machine tool industry. And it would be difficult to estimate the amounts of advertising and selling costs which go into promoting the
new models of all our American businesses.
Thus, the search for more volume at favorable prices to pay for fixed costs
has as one of its effects the creation of additional fixed costs.
Acceptance of Change
The emphasis placed by managers on planning, and their willingness to
spend large sums in the present for future return, indicates their belief, first,
that the future is full of changes from existing conditions and, second, that a
company in order to be successful should keep up with or ahead of the parade.
The most fundamental impact of long -term trends on management's thinking
has been the modern manager's acceptance of change as one of the facts of life.
H O W MANAGERS ARE PL AN N IN G AND PERFORMING

Managers maximize profits and minimize risks by doing a complete job
of managing. However, certain aspects of that job call for comment as reactions to the long -term trends we are discussing. These are:
Long -range planning
2. Sharpening expense controls
3. Considering mergers and acquisitions
4. Improving management information.
1.

Long -Range Planning
Managers are recognizing long -range planning as a distinct activity, and
planning departments have been established in several companies. Such a department may use the services of economists, engineers, scientific consultants,
market analysts, and financial and accounting personnel. The department head
10
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is responsible for keeping his company alert to trends in the national economy,
to technological developments affecting the company's business, and to opportunities for providing new or altered goods and services. He may investigate
and appraise the attractiveness of possible mergers and acquisitions.
Generally, long -range planning departments are not fully staffed. It is more
usual to find the department acting as a coordinating unit to draw together the
knowledge existent in other departments of the company.
However, it is the concepts used rather than formal organization which makes
long -range planning effective. These concepts are used to a greater or lesser
degree in several effective long -range planning installations:
The life cycle of a product line
2. Choice among alternatives
3. Maximum - minimum limits
4. The dollar model of the business.

1.

The life cycle concept says that product lines are born, live and die. Several stages of existence may be defined.
The first stage is introduction of the product, which is characterized by heavy
start -up expenses, intensive promotion, and loss operations. Next comes the
stage of innovation, during which volume at favorable prices grows rapidly.
Profits are high. Competition is attracted to the field. Emphasis is on rapid
product improvements and the development of new product applications. The
third stage is shakeout. Capacity exceeds demand. Even though total industry
sales may be increasing, there is downward pressure on prices, and profits
diminish. Those companies least able to compete either withdraw from the
field or are absorbed by merger. The fourth stage is maturity. The industry is
dominated by four to seven major producers. Prices are stable. Volume is
stable or slowly growing. The emphasis is on increased efficiencies and control of costs.
Using the concept of the life cycles as a basic framework, the manager can
assess each product line for its potential, and decide how to dispose the resources of the company for best advantage.
The second concept, choice among alternatives, simply reminds us that a decision is logically always a choice between or among alternatives. Therefore, it
makes little sense to present a plan or the plan to the manager and ask for a
decision. And yet I venture to say that this happens frequently. The best long range planning activities involve the development and presentation of alternative courses of action for consideration by the company's top management. There
is always a choice in planning.
SEPTE MBER, 1958
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Good planning practices recognize the principle of establishing maximums
and minimums in assessing any choice or any situations. In other words, the
planner does his best to answer the questions:
1.

What is the best we can possibly expect if we adopt this program?

Z. What is the worst than can happen to us if we adopt this program?
The presentation of maximum and minimum limits for each of several alternative programs is a basic pattern of the best long -range planning being
done at the present time.
The format in which the basic pattern is expressed should be the dollar
model of the business. By definition, a model is a simplified version of reality
which is integrated, comprehensive, and stated in quantitative terms. It is so
constructed that a change in any part of it results in predictable and measurable changes in any other affected parts. In case this sounds puzzling, I hasten
to say that I am describing the accounting system. Every transaction of a business either actual or forecast can be reflected in the balance sheet and the profit and -loss statement. When the accounting system is used as an aid to planning,
the financial impacts of any set of assumptions may be spelled out if the proper
techniques are used. These techniques of course include such things as standard
costs, flexible budgets, and fixed - variable costing.
Thus, the ability to present alternative plans in usable form to managers depends in part on the intelligent use of advanced accounting techniques.
Sharpening Expense Controls
The second activity to which managers are devoting themselves is expense
control. A gradual but noticeable change has occurred during the last 25 years
in this activity. Declining business volume 25 years ago and periodically since
then usually touched off the "10 -per cent - cut - across - the - board" technique.
This time it seems to be different. To be sure, many companies are still using
the old approach. But quite a few companies are using better- planned approaches. In these companies, managers are deciding on a priority basis which
company activities should be continued, and to what extent they should be continued. These priorities are matched with what the company can spend. Revised programs and budgets are negotiated with the executives and supervisors
concerned. Then control over expenses is exercised in terms of holding executives and supervisors accountable for the accomplishment of their respective
commitments.
12

N.A.A. BULLETIN

This approach, of course, emphasizes the development and use of performance reports which measure accomplishment against plan, and which state how
much should have been spent for what was actually accomplished. The change
of emphasis has become evident. Managers are thinking in terms of spending
wisely rather than in terms of not spending at all.

Mergers and Acquisitions
A third activity of current interest to many managers is the acquisition of
other companies. Acquisitions can be attractive to a company for many reasons.
They may be a means of acquiring executive talent or other specialized skills.
But they are often appealing because they are the best answer to some of the
long -term pressures we have reviewed.
A merger is a short -cut to achieving a new product line on a going- concern
basis. A company with mature product lines and lots of cash is in a good position to merge with a company which has a product line in the innovation stage
and also has lots of requirements for cash. If the merger involves vertical
integration, it has the attraction of strengthening the competitive cost position
of the finished product company, and of increasing or assuring the market of
the supplying company. And, often, mergers offer the opportunity of spreading corporate overhead and other fixed costs over a large operating base.

Improving Management Information
The interest of managers in improving the quality of the information they receive is unmistakable. Mr. Cordiner of General Electric Company expressed
this interest in a talk in 1956 when he referred to "the area of organizing,
communicating and utilizing information for decision - making. Business risks
today tend increasingly to have long -term and often irreversible effects. In the
large enterprises at least, it is no longer possible or sensible for professional
managers to make sound decisions wholy by intuition and a few traditional
measurements. The manager of the future must increasingly base his decisions
on accurate organized knowledge."
Because planning is essentially market- oriented, much managerial interest
is devoted to improving the validity and interpretation of data about share of
market, market potential, methods of distribution, effective demand at varying price levels, and related considerations. The use of alternative plans and
the maximum- minimum concept are finding applications here.
Return -on- investment techniques are also enjoying a boom. Only the best
S E P T E M B E R , 1958
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analytical tools will reassure a man who has to decide whether to commit his
company for several million dollars of investment in plant. The critical evaluation of such techniques as discounted cash flow and cash payback is characteristic of progressive managements today.
Also managers are looking with a critical eye at figures which obscure rather
than aid understanding. They are emancipating themselves from the spell of
the allocation expert. More and more of them are saying, "Value the inventory
for tax purposes according to the textbook —but give me figures on an out -ofpocket basis. And give me some sort of standard figures I can hang my hat on
—I'm tired of trying to reconcile this month with last month every month."
Finally, managers are interested in figures which help them to delegate authority and to hold subordinates accountable for results. In a company of any
size, delegation is a requirement for successful operations. Equally important
is the ability of the chief executive to maintain centralized control over his decentralized authorities. He wants performance reports which will help him
maintain such control.
WHAT THE ACCOUNTANT MAY DO TO HELP

Some brief comments about how the accountant may help managers to maximize profits and minimize risks may be in order.
In the field of long -range planning, the accountant should sharpen his tools
for forecasting alternative courses of action. He should especially emphasize
the use of the maximum- minimize concept. He would do well to develop and
obtain acceptance for the soundest practices of evaluating return on investment.
In preparing forecasts, the accountant should make every effort to be a member of a team. It is not enough to prepare an arithmetically correct forecast. It
is also necessary to convince managers that the assumptions are the most reasonable assumptions and that the forecast has been prepared with the full contributions which can be made by marketing, technical and other executives.
Basically, the accountant, to be most helpful, should be thinking within the
same framework as the top managers we have been discussing. He should understand the long -term trends which are shaping their thinking. He should
recognize and spell out the possible impacts of these trends in his own business.
Developing a common language in this way should provide a firm base for the
accountant to utilize his technical and managerial talents in the best interests
of the company he serves.

14
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The Accountant's Part
In Meeting the "Profit Squeeze"
by SAMUEL E. MacARTHUR
seller's market since 1946, although with some
T down turns periodically, inbuta nothing
like we have today. In addition, there
HIS C O U N T R Y HAS B E E N

are many millions of dollars of productive capacity that has not had an opportunity to be used. Too, and I don't know what your crystal ball says, we are
certainly not looking forward to much of an increase in business in even 19591960. I am not an alarmist nor am I a pessimist, so, therefore, I think that the
topic discussed in this paper is of deep interest to everyone here.
Another background point has to do with the general outlook for the world
market. Last week I had the opportunity to listen to the Secretary of the Treasury Anderson talk and there were several points I would like to bring to your
attention about the new economic approach of Russia. Russia is offering very
cheap money for long terms. However, there is no place in the world that rubles are a commodity of exchange, so to speak, except in Russia and its satellites. The rubles, therefore, have to be spent in these countries. If you do not
want their money, then they will barter their goods for your goods at very favorable terms, e.g., coffee or meat for machine tools.
One of our top automotive executives at the same meeting last week talked
about a team of experts that had been sent to Europe to look at car production
methods within various European countries. They found the companies producing more than three million cars and trucks per year. Secondly, and this
came as a surprise, the Europeans have reached approximately 80 per cent of the
mechanization or automation of the automotive companies in the United States.
The third item was —and this is very important —that the average rate of pay in
Europe was 75 cents per hour contrasted with the rate of pay, including all
fringe benefits, in the city of Detroit of $3.16 per hour. Fourth, it is possible
for European countries to presently lay down the small car in New York, freight
and duty paid, at approximately the same cost as it would take us to produce the
same vehicle.
SAMUEL E. MacARTHUR is a Director and the Treasurer and Controller of FederalMogul-Bower Bearings, Inc. He has been affiliated with this firm since 1942, progressively
advancing to his present position. Prior to joining this firm, Mr. MacArthur was associated
with the U. S. Gypsum Compa ny where he served in several financial and administrative
positions.
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There is a grave danger of our pricing ourselves out of the world market.
What are some of the things that the accountant can do to meet the "profit
squeeze," and world competitive conditions?
A Time for House Cleaning

art

Now it the time, and the business climate is right, to sort out square pegs
we have been trying to fit into round holes. Don't think they are only in other
departments or divisions than your own, because I am sure that we all are
in a habit of protecting people. Take a good hard look at your people and see
if you can wean them from some of their bad habits or perhaps there are some
you have been procrastinating on making a change. Act now!
You cannot apply pressure to other departments to dean up their houses unless
you have first set a very good example. Don't take refuge in the fact that you
your department first and have no more changes that can be made. Look
again. Start with the basic premise that you are going to cut so many people off
of your staff, and then find the items you will need to eliminate in order to do it.
You will be surprised. Refine your systems. Times have changed and historical
comparisons are not doing the job. This period is entirely different from what
it was before. We don't need a comparison with what we did in the past. Cut
the cloth for today. Aggressive management has been willing to accept change,
not for change's sake but in order to get a job done.
Many of the yardsticks used in prior periods are of little value when business
is off as much as it is for some of us. We found our numerous yardsticks were
actually meaningless, i.e., return on investment, per cent on sales, etc. This year,
so far, we have been concentrating on the number of people required. We have
been having our divisions and they their plants set up and defend their manning
requirements. Under much greater challenge all along the line, we have been
able to put numerous economies into effect. Perhaps you will find more reserves
of second men than you can reasonably afford.
Review your cost systems. If you go into a lot of detail and get a lot of information together, test the usability of it. Are you allocating all your overhead to your product classes every month? Perhaps this should be done only
periodically and on a monthly basis only. Show cost through manufacturing departments only. These are more controllable and overhead departments are
better unallocated, for control purpose. A manufacturing man easily understands the costs that he has under his direct responsibility. Special studies bear
more fruit because they are examined in greater detail.
Challenge the reports you get for practically nothing. These are usually
16
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tabulating reports that can be run from some other material. All reports actually vie for a person's time. Therefore, only the most essential ones should be
distributed. Our experience has been that we have been able to eliminate from
25 to 50 per cent of the reports to foremen and superintendents. There are collateral benefits. Nearly all reports are filed. Hence time, filing cabinets and
space are economized.
Where you are transferring between company divisions, examine the paperwork performed. Since outside customers are not involved, cut your paper flow
to the bare minimum. Eliminate typing where possible and make copies serve
several purposes for each copy. If defective material is received by one of the
divisions, do not create a further loss by paper -work in billing it back, unless
the value is significant.
If you put a system into effect two years ago and you thought it was a good
one, and I am sure it was, let's see what the people that are currently operating
it have done to it. I am sure you will be surprised. Personnel undoubtedly has
changed and the new people were not properly instructed or the personnel has
lapsed into their old method.
Our Reports — When We Receive Them and Now We Use Them
Late reports to management are of little value to them. Are you holding open
to the third, fourth, fifth or sixth of the month? Supposedly this makes the
month's costing more accurate, but it also makes reports late. Proper accruals
accomplish as much as holding open. We report to our local management on
monthly results by the fifth working day. These are not the final detail reports,
which come along within the next two working days.
Let me digress and tell you about some of our operations. On the third Tuesclay of each month, we report to our staff with respect to the prior month's
operations. Our divisional controllers have summarized the facts concerning
their division and have sent to us a copy of their letter to their division manager.
By this time, too, we have the detail statements by plants which have been consolidated for divisions so we can make our own challenges, which we do by
wire or telephone. Naturally, the main reports are the profit and loss and the
comparison of actual results with those forecast. The third Wednesday is our
monthly board of directors meeting where the results are again reviewed. Four
of the nine directors are also in the staff meeting.
We have used effectively a cost control committee at plant level. It is composed of the plant manager, plant superintendent or superintendents, purchasing
agent, personnel manager, plant engineer, plant accountant and usually, as
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permanent secretary, the divisional controller. Minutes are kept of the meeting
and definite assignments are given to follow through on thoughts that have
been discussed. It is easy to see what each might contribute; the purchasing agent,
suggestions on lower costs of substitute material; the plant engineer, suggestion
on a labor saving device; the personnel manager, what effect labor saving might
have on employees relations. The committee is worth considering. It makes
something formal that can get direction, as opposed to the usual informal way
such items are handled. More importantly, it helps weld the operating group
tighter together as a working team.
Another way to weld your people together is to make each operating unit for
which the local management can have a profit and loss statement, a profit center.
The local management should know what gross profit it is making, without
allocations of divisional and central office charges. Variances are good but
they are meaningless because we cannot spend them like a profit if we had it to
spend. Everyone understands what a profit means. We have gotten very favorable reaction by our plant profit and loss statements. Units compete by trying to
make more money. The plant accountant is responsible for reporting the month's
operation to his plant's operating personnel every month, and he and the plant
manager lead a discussion on the results. It is worthy of consideration as a way
to get your team working more objectively together.
What Do You Do?

a

you

in

Examine your own habits. Do you just put figures together? Do you know
what makes up the figures? How would you really know, if
manufacturing plant, without having spent almost half of your time onare
the manufacturing floor, itself. A really true understanding job cannot be done without an
intimate knowledge as to what made up the figures and why. The interpretation is very important and that calls for knowing the makeup. Too, your talking
knowledge of the figures and the reasons why will make it easier for you to help
others do a better job. You will be able to talk their language because, by seeing
for yourself, you will understand their problems. Your personal consultations
will be worth more than uninterpreted reports.
Have you recommended to your management that they look at some of the
tax savings potentials that you can see they have overlooked? What about "lifo" ?
It is never too late, especially if you agree that all appearances indicate continued inflation. You cannot overlook the fact that, for every dollar of taxes that
you do not have to pay, there is 50 cents more in your company's pocket that
18
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can be spent for other things. Accelerated depreciation under the 1954 Code
can also give your company additional working capital.
Now is the time, and this is my last item, to reconstruct and present old ideas
you were unable to sell in the past. Perhaps then your timing was off and maybe
the idea was too disturbing to put into effect. Don't forget that climate has
much to do with acceptance —now may be the time, for, at least, your audience
will be more receptive.
In conclusion, the accountant has been elevated more and more into the general management of busineess. His contributions can be great as his responsibilities continue to increase. The times are going to demand from him a
thorough understanding of his reports and their interpretation, together with
understanding challenges and recommendations.
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Forecasting and Planning
In the Smaller Companies
by WILLIAM E. WESTERDAHL
VERY M O N T H BE T WE E N 2 0 0 AN D 2 5 0 M A N U F A C T U R E RS F AI L .

I just wonder
E how many of these failures could have been avoided by proper
planning
and control. I doubt if any of these firms planned to fail. These are the firms
that have died. I wonder how many firms are sick and could be made healthy
if management knew their costs and did the proper planning and forecasting.
I am glad to see that N.A.A. is placing more emphasis on help to small business. I feel that there is a vital need for the small businessman to know his costs
and to plan for the future, and I feel that we as accountants can do much to help
him.
Small Business Is . . .
Before we get started on our topic I would like to talk a little about small
businesses. How important are they to our community and to our country as a
whole? And what do we mean by "small business ?" This is the definition most
commonly used: When a firm has over 500 employees, it is big busineess; when
it is under 500 employees, it is small business. Personally, I like to break them
down into these categories: From 1 to 9 employees —very small business; 10 to
99 —sma ll business; 1 0 0 t o 5 0 0 employees— intermediate; and over 5 0 0 —
big
business. This afternoon I am going to be talking about the firms in the small
business lass —in other words, 10 to 99 employees. This is the group with
which I am most familiar and I feel that this is the group which needs help
the most. I am certain that the comments I make for "small business" will also
apply to "intermediate" business.
A quick look at statistics will indicate how important small business is to the
economy. According to the census of manufacturers of 1954, over 90% of the
287,000 manufacturers had less than 100 employeees. Less than 1077 of the
firms had over 100 employees and less than 2 % had over 500 employees. So
WILLIAM E. WESTERDAHL, Minneapolis Chapter, 194 6,
is a self - employed public cost
accountant, specializing in installing and maintaining cost accounting systems, cost controls
and budgets for smaller companies. Mr. Westerdahl also serves as the Chairman of Small
Business Management Education Committee of the Minneapolis Chamber of Commerce.
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you can see that the small business is a very important segment of our economy.
To explore a little further, there are four times as many firms in the small
business (10 to 99 employees) class as there are in the over 100 employees
class. I believe that in all of these firms, the manager needs to know what his
costs are and should be planning for the future. If we were to develop a program directed toward solving the cost and planning problems of the small manufacturer, I feel we could do a great service to our business communities. All
big business started small.
Now I am going to discuss forecasting and planning in the smaller companies.
I will try to cover:
1. The importance of planning and control.
2. Characteristics of profit- minded management.
3. The procedures that I have found useful in setting up budgets or
plans for companies which have been more or less estimating their
costs without much organized planning.
I will concentrate on overhead or burden because I feel that this is the cost
most companies know least about and where control is lacking.
Small Business Needs . . .
In the brochure announcing the Conference the statement was made that the
need for forecasting and planning is as great in the small as in the large companies. I feel the need is even greater because the results of not planning could
have a more disastrous effect in the small companies. Now, why do I say this?
There are four reasons:
Sources of capital in the small company are more limited so they must
1.
get maximum use from available capital.
2. Errors may be fatal. If a big business makes a mistake which costs $10,000,
management can charge it off to experience. In a small business, such a mistake may mean failure.
3. Expansion is much more difficult in the small firm; it must expand from
retained earnings, so it needs profits.
4. Generally, in the small company, business is much more competitive. The
very fact that the owner of a small firm could go into business on a limited capital means that many others can get into the same business with limited capital.
Very often competition will move in and start cutting prices in order to take
business away from firms already established. Therefore, I feel that it is imS E P T E M B E R , 1958
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perative that the small firm manager know his costs and do as much forecasting
and planning as he can. He needs this:
1. To get maximum use of his capital
2. To avoid errors
3. To plan orderly expansion

4. To have facts for facing
competition
5. To increase profits

In the beginning, I mentioned that between 200 and 250 manufacturers fail
every month. Dun & Bradstreet has made a study of these failures by causes.
Every year they consistently come up with statistics indicating that between 88%
and 91 % of all the failures are management failures. In a pamphlet put out by
the Small Business Administration (Public Accounting Services for Small Manx facturers, November 1954), are listed some of the common pitfalls. I would like
to read these to you. I think you will find them of interest. Notice, as I go
through them, how many relate to records and planning.
1. Inadequate records

2. Inaccurate information as to
costs
Lack
of inventory controls
3.
4. Failure to budget expenditures
5. Excessive operating costs
6. Little or no internal check or
control
7. Little or no tax planning

8. Faulty purchasing practices
9. Faulty sales policies
10. Insufficient capital
11. Lack of sound and effective credit policies
12. Excessive investment in
plant and equipment

I do not like to talk about failures but, if about 90 ga of them are due to poor
management, I wonder if we cannot assume that 90% of the successes are due

to good management with the accompanying use of records, and controls, and
plans ?
Some may wonder what a "public cost accountant" is. I hesitate to say, for
fear of sounding "commercial." However, I feel there is a definite need for
such services. When a firm grows to the point where management cannot personally control the various phases of the business, it must rely on records. I believe it must know costs in order to operate profitably. However, the firm may
yet be too small to have a full -time cost accountant. Here is where the public
cost accountant comes in. He specializes in cost accounting and controls. He
sets up the cost system so that the majority of the work is done by people in the
client's office and then comes in on a regular basis to do that part of the work
which requires cost training such as determining the product cost, finding the
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overhead rates, determining the fixed and variable portions of the overhead and
selling and administrative expense, and also conferring with the department
heads and top management on forecasting and planning for the future. In some
cases C.P.A.s and public accountants will offer this service but, from my experience in Minneapolis, the average public accountant does not want to get
into cost work. Cost accounting is a field in itself. I feel that there is a real need
for this type of service and a tremendous potential for it. Its chief value would
to 99- employee firms and, if you remember the census figures I
be in the
quoted, there are almost four times as many firms in this category as there are
loo

employees.
in firms with over
Now, let us get into planning and control. In order to do the job properly,
four essentials should be considered:
The support of the top man. If the top man in an organization is not
1.
particularly interested or enthusiastic about putting in budgets, finding his
costs, and learning what his costs and profits are going to be in the future, it
may be a waste of time to put in a cost system and a budget plan. Foremen and
supervisors will then take the attitude —well, if the top man is not interested
in finding and reducing costs, why should they be? It may seem strange but
I have found cases where top management has not been sufficiently interested
to sit down with the foremen and really work the system.
2. Clean -cut liner of authority and responsibility. Very often, in the small
firm, responsibilities are vague. Very often the president has not made it clear
to his subordinates exactly what they are to do and what costs they are responsible for. This becomes readily apparent when we set up overhead rates by departments and particularly clear when we try to budget or plan costs for the
future.
3. Good employer - employee relationship. If there is friction within the
organization, if the supervisors are skeptical about management's intentions and,
particularly, if management is constantly reprimanding supervisors for little mistakes, then a problem arises in setting tip a budget. The supervisor's first thought
will be, "What kind of a gimmick is this ?" or, "Is this another way for management to spy on me ?" and they will resist any attempt to put in a budget plan.
On the other hand, if top management is reasonable, the supervisor can be sold
on the fact that the plan is his tool and will not be used as a whip. This gets
much better results.
4. A profit- minded organization. I want to elaborate on this in the paragraphs which follow. From my observation, management very often is not
profit- minded. Some eye -brows may be raised at this statement because, preS E P T E M B E R , 1958
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sumably, the main reason we are in business is to make a profit but I wonder if
all too often, management does not have other objectives.
The Varying Objectives of Managers
To illustrate, there is the financial- minded manager. He feels he is successful
if he is frugal. He hires the very lowest - priced help, squeezes nickels and will
not take a chance on anything.
The sales- minded manager goes all out for sales, has high advertising and sales
costs. He is more interested in how many can we sell than in how much profit
can we make. Have you ever noticed, when you ask anyone how his business is
going, he will point out that sales are up? He seldom mentions profits.
The shop - minded manager is proud of his building, tools and equipment —
and lots of inventory. The product- minded manager— inventor or engineer —generally thinks of new products, new tools, dies, fixtures, without much thought of
costs and profits. The volume- minded manager thinks merely in terms of volume, says "give me the volume and the price will take care of itself." Then —
perhaps the most dangerous —we have the price - minded manager. He thinks
that if the price is low enough, he will get the necessary volume. He does not
realize that, if prices are cut, lie must sell much more to break even. The price minded manager, of course, hurts the whole competitive structure and often
winds up in failure, especially when he does not know his costs. Many have
seen the cartoon showing the tramp stooping down to pick up a cigar -butt
out of the gutter. Underneath is the caption, "When I was in business, I was
always the low bidder."
Now, most of these traits do have merit, but there must be the proper balance.
Then we come to the profit - minded manager. He plans to make a profit —not
merely to break even. He is alert to changes in business and plans what to do
if changes occur. Now notice this: He starts with a profit goal and subtracts
this from his sales and determines to operate on what is left. He plans for the
profits, sets up check points to see that the plan is being carried out rather than
to wait until the end of the year to see how he comes out.
I wonder if the profit - minded manager is not the exception rather than the
rule. It has been surprising to me to observe how few managers actually do have
a profit goal. One of the questions I like to ask of management is, How much do
you want to make? It is amazing the answers I get. Usually the question comes
as a little bit of a shock and the manager answers something like this "Well,
as much as I can make, of course." Or, in a few cases, 'Not over $25,000 because the Government takes such a big bite."
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I remember one instance where I was in the manager's office when the accountant brought in the profit and loss statement, and he showed me a copy of it.
He had made a profit of about $5,000 and he looked at me and said "That's
pretty good, don't you think ?" I said, "I don't know —let's take a look. First
of all, what are your sales ?" He had sales of about a half million dollars. At
the time the industry was making about 41/2 per cent after taxes so $5000 profit
on a half million dollar sales (only 1 per cent) did not look very good from
that standpoint. Then I said "let's take a look at your net worth." He had about
a quarter million dollars invested in the business. A profit of $5000 on this is
about 2 per cent and, when I pointed out to him that he could be getting 5
per cent on his money with good mortgages, he began to realize that $5000 was
not as good as he thought. Yet, he seemed to be satisfied.
The Goal — and Then the Plan
I would strongly suggest that the first step in the planning should be to set
a realistic profit goal. Get the manager to take a look at what the owners have
invested in the business, check Dun & Bradstreet ratios, as well as Robert Morris & Associates ratios and industry ratios, to see what kind of profit the industry
has been coming up with and then take a look at what the future looks like`
and set a profit goal. I would suggest that this be done even before you start
your planning. If you wait until the whole organization has cane up with its
plan and you make out a projected profit and loss statement and the profits are
fairly good, management may accept the plan rather than go through the task
of revising to come up with a better profit. If they have decided they are aiming
for a definite profit figure and will not accept less, then the manager will insist
that revisions be made and the organization will probably come up with a better
profit goal. You might ask, "What do you do if the profit target is considerably
higher than past performance ?"
Just the other night I was talking to the controller of a highly successful firm
and he emphasized that the management insisted on a high profit target and got
it. He pointed out that they had taken over some smaller companies which had
not done too well profitwise and, when they took over, they realized that they
could not expect the new group to reach the new profit goal overnight, so they
set them up on a long range program, giving them from five to seven years to
come up to the profit the parent company expected. He said the results were
amazing. Managers of the subsidiaries thought the program was very fair and
when they realized they had to produce higher profits, the profit came up to
expectations ahead of schedule.
SEPTEMBE R, 1958
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If management is really determined to make a very definite profit, and the key
people know the part they are expected to play, I am certain that the company
has gone a long way toward achieving its objective.
Too often, I fear, profit is thought of as a nasty word —but it is the profitable
firm that can give its employees a good wage and good working conditions,
give stockholders a good return on their investment, and provide better goods
and services to the public. The better the profits, the faster they grow. I wonder
if we accountants always look at our work with the profit goal in mind? Cost
systems and budgets should be designed to improve profits, not just to give interesting information,
Now that we have set a profit goal, let us go on to the planning. As I see
it, there are two ways to control costs. The first way is for the top man or the
controller to approve every item of expenditure. This becomes a voluminous
job and Ieads to constant bickering between the department head and the controller or top man as to whether the expenditure is justifiable. The other approach is to hold the department head responsible for keeping his costs in line,
to get him to want to keep his costs in line, and to give him the authority to
spend what he needs within reason to operate his department. Actually the department head is spending the money and he is in the best position to know
whether the expense is worthwhile. If we can get him to be cost - conscious, he
can be his own controller. In order for him to do his job, however, he must
know his objectives. He should know when he is spending too much and he
needs tools to give him this information. This is where the expense reports and,
eventually, the budget come in.
Generally, I suggest that we do not t r y t o set u p a budget or p l a n the first
year. There are two reasons for this. In the first place, probably the supervisor
has not seen any cost information before and it is all new to him. If we were
to ask him to forecast his costs, he would really be at sea, so I suggest we only
collect "actual" information for the first year. After he has had cost reports every
month for a year, he would then be quite familiar with these costs and, at that
time, be in a much better position to lay plans for the next year. There is another
point which may be important. Past experience is one of the factors taken into
account when we forecast the future. If we were to immediately set up a budget,
it would no doubt be quite a job to dig into past information to ascertain what
the costs were by department, and chances are there would be some inefficiencies
in these costs, particularly if they had not been watched too closely. Thus, if
we were to use these figures on which to base the budget, there is the possibility
that the inefficiencies could be carried forward into the future. If we report the
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actual cost information for the first year and the foreman really becomes interested in reducing his costs, the chances are that much of this "water" will
be eliminated by the time we come to the end of the year.
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EXHIBIT 1

Dealing With Actual Costs First
My approach is to give the department head an expense report every month
showing him what he is spending in the department. If you will look at Exhibit 1 you will see how this report is compiled. You will note that it includes
only the variable costs which the department head is concerned with. At the
bottom I show the total and on the next line the year -to -date total. Below that
comes the overhead rate per hour for the month and the overhead rate per hour
for the year -to -date.
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Notice that I have not mentioned any of the fixed expenses, such as depreciation,
insurance, or taxes. I feel that these are top management's expenses and should
not be charged to the department head.
This report is brought up to date every month and the foreman keeps it in
his desk. His superiors get only the total information for labor hours and
amount, overhead expense, the rate per hour this month, rate per hour year -todate, etc. If his boss wants to see the detail, he must call in the foreman and
ask him to bring the expense report to him. I feel that this is very important
psychologically. If high levels of management get a detailed copy of the report,
the foreman assumes that they study it. If the foreman then is not called to task
for an unusual expenditure, he assumes that management has seen it and approves it. However, if the foreman knows that his boss has not seen these
figures and may call him in at any time, he is going to feel much more responsibility for studying the figures himself and keeping the costs in line. In
other words, he feels that this is his personal tool. I generally make up one of
these reports for each supervisor, including the sales manager and the office
manager, where the base is the sales dollar.
One of the things that have been gratifying to me is to see the interest the
supervisor takes in his costs when he is given this information. He begins to
feel that this is his department and takes pride in the fact that his overhead expenses are going down. He becomes curious when a cost gets out of line and
generally takes steps to correct the situation. Here, however, I think we have a
selling job to do. We, in accounting, must take the attitude that we are trying
to help the supervisor reduce his costs. Whenever his costs are too high, we
must try to help him get them back in line. Too often, I fear, accountants will
lord it over the foreman when his costs are way out of line and infer that he is
not doing his job. When the accountant take this attitude, the foreman resents
it, the accountant, and the whole system. He has got to be sold on the idea that he
and the cost man have a common objective -- -both of them working together to
control costs.
Cooperative Development of the Pion
At the same time that the expense reports are being compiled, sales information is also being tabulated, preferably by class of sales. After we have had
several months experience, we are ready to forecast and plan our costs for the
next year. It is important that one person be given the responsibility to see that
the plan is prepared and that he be given enough time to assist the department
heads in preparing their individual budgets. This person should be a diplomat,
profit - minded, and have sufficient training in accounting to recognize characteris'R
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tics of costs, and he should have sufficient stature in the organization so that he is
looked up to by department heads. Of course, he must be enthusiastic about
budgeting.
His first step is to set up a time table, starting with the completion date and
working back from there. He then schedules appointments for each department
head. Most supervisors are not "figure" people. They need help and guidance
when it comes to making up their plan. If they were to try to do it by themselves,
they probably would not even know where to begin and would be very frustrated.
The budget director should sit right with a foreman to guide his thinking,
answer questions and be of all possible assistance. I find this takes considerable
time but I feel it is time exceedingly well spent. Whenever I set up a budget,
I start by explaining the objective, the characteristics of costs —what is fixed
and what is variable —make suggestions, ask questions to draw out thinking
and planning and, again, to sell the foreman on the whole idea.
We usually start with the sales forecast. This, often, includes considerable
guesswork but the sales forecast should be made. We take into consideration
past experience, any changes that are going to be made in the line, general
business conditions, what competition might be doing, whether we are going to
increase or decrease our advertising and sales promotion and, if the business
is seasonal, when we are going to sell the product. This, of course, is done with
the man who is in charge of sales activity. It is generally the toughest part of
the whole program.
In some cases I have found it useful to have the sales manager get the sales
forecast from his salesmen. This can become a very useful tool for the sales
manager. When this is done, however, the manager should take into account that
some salesmen are optimistic and some may be pessimistic, so he should adjust
their figures accordingly. I suggest also that the sales manager make an independent estimate of the sales by territory and then use this for comparison with
the salesmen's estimates. This, again, can be very useful. It is his opportunity
to learn oath salesman's personal target. Even if quotas are not set up by the
company, I think every salesman sets his own quota. If the sales manager's
estimate does not coincide with the salesman's, this difference can be ironed out
beforehand. Once the sales manager comes up with his sales forecast (which
should be in units as well as in dollars) we are ready to start planning the costs.
Then I sit down with each supervisor concerned and get him to estimate his
cost at this sales level. Once he has determined what the cost will be, I ask
him to determine whether it is fixed or variable. Now notice that the man is
setting his own budget. I feel that this is particularly important. It would be
much easier and take less time for the budget director to set up figures from past
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experience. But what happens, then, the first month a man has missed his target?
He does not blame himself; he blames the budget and the man who sets the
budget, If, on the other hand, he has set these figures himself, he has no one
to blame but himself and I feel he will try much harder to achieve the desired
results. This is where it is important that the accountant have the proper attitude and training.
Suppose the man starts padding his budget. My approach is to point out that,
according to past experience, he should be spending only so much for this item
and that he is asking for so many dollars more. Then I point out that we (the
supervisor and I) are going to have to sell management on the reason for increasing the expenditure so I ask him the reasons for it and we jot this down.
If it seems reasonable, we later present the facts to top management when the
budget is being approved. If there is no apparent reason for the increase, nine
times out of ten the man will talk himself out of it, because he realizes there
will be some controversy and he must have a pretty good sales pitch to sell it
to management. It is very important to get him to talk himself out of such increases. He is really on the spot with top management if he has asked for an
unreasonable amount and management will not buy it. Of course, a lot of tact
and diplomacy must be employed when such a situation occurs.
As I have pointed out before, this meeting will take considerable time if
the job is to be done properly but, very often in this planning, new ideas for
improvement will result in savings far greater than the cost of the time spent.
Actually, in this meeting, we are making plans for as much as a full year ahead
and we are selling the supervisor on the fact that this is his tool —his plan and,
when it is approved, becomes his objective. The budget man's role is merely
advisory, the figures are those of the supervisor.
The next step is to get top management's approval. Both the budget director
and supervisor meet with top management and go over each item of expense,
pointing out the reasoning that went into setting the goal, and get approval item
by item. I cannot stress too much the importance of this meeting. It is most essential. Once the top man has put his approval on the planned expenditure, then
all concerned know that this is the objective and that, if the supervisor stays
within his plan, he is doing his job. If preliminary work has been done carefully, this meeting usually goes rather quickly. After top management has approved the plan, the accountant puts the figures in the form of a statement of
profit & loss. This is the final test. If the profits come up to expectations, the
budget becomes official. If not, we must start trimming or revising our plans
to be sure that we come up with the profit we had originally anticipated as our
profit goal.
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EXHIBIT 2

The Budget Report
Exhibit 2 illustrates the form I use in presenting the monthly information to
the supervisor. It will be noted that the budget or plan is shown after the item
in Columns 1 and 2, depending on whether it is variable or fixed. In the upper
half of the sheet the month's "actual" figures are inserted. In the lower half,
we have the variation from plan —both monthly and year -to -date. Again, total
information only is put on manager's summary. In this case, the manager would
get only the total hours, direct labor dollars, variable overhead, variable
SEPTE MBER, 1958
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overhead rate per hour, and variation from plan. If management wants to discuss details, a superior must call in the department head and go over the work
sheet with him. The same reasoning is applicable as in discussion above of the
first year's actual figures. This also precludes petty bickering over individual
items of expense when the overall expense in the department prove satisfactory.
This variable overhead rate plus the fixed rate can then be used for cost purposes in applying the overhead to the cost of the product.
Summing Up
I have installed similar systems in a number of different plants, down to as
few as nine employees. The plan has proved effective in achieving the objectives
of planning and forecasting:
1.

The entire organization helps in the planning.

2. It defines the objective of each supervisor and serves as a declaration of
policy of top management.
3. It forces management to plan and decisions are based on study —not
hunches.
4. It insures better coordination between departments, e.g., between sales
and production, sales and finance, production and finance, etc.
5. Very often it reveals weaknesses in management, such as no one person
feeling responsible for a cost.
C. And, I think, most important, it gives control. Generally, foremen are not
too concerned about overhead in their departments but, when these costs are
being charged to them, they become very cost- conscious and will watch them
more closely.
7. When the whole team is cost - conscious and the objectives clearly defined, the results are improved profits.
From what I have seen in working with smaller companies, forecasting and
planning is not too difficult, and is an excellent tool to the company that really
wants to succeed. Without it, the company is flying blind. With it, the firm
knows where it is going, and has a much better chance of achieving its objectives— profits.
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