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Budgetary Planning and Control
in a St eel Comp any
by D. RICHARD SMITH
IKE M OS T LA RG E C OR PO RA TI ON S,

we have for many years been faced with

L the problem of integrating the profit objectives of our many divisions into
a coordinated, purposeful corporate plan for profits. In these divisions, responsibility for profit performance is largely decentralized. Each plant or
division is considered as an independent entity and each manager answers for
the profit results of his plant or division as compared to the budget plan. Drawing our planning together is a significant task.
To give an idea of the complexity of this problem, it should be noted that
we have four steel - making plants located at Pittsburgh, Pennsylvania; Aliquippa,
Pennsylvania; Cleveland, Ohio; and Warren, Michigan. Our operations are
fully integrated from the mining of raw materials to the production of a wide
range of rolled steel products in carbon, alloy and stainless grades. The products
we make are sold by twenty -eight district sales offices located throughout the
United States and Canada. In addition, we produce and sell wire rope and
electric -weld tube. We operate thirteen steel warehouses and ten container
plants for manufacturing drums, pails and galvanized ware. Our supply division sells tubular products and miscellaneous goods and equipment to the oil
and gas industry through seventy-five stores in the United States and Canada.
We employ about 41,000 people, and our business is owned by some 61,000
shareholders.
One Budget or Many?
It is difficult to make a budget serve all purposes. It can be a medium for
performing a great variety of control functions, such as short-term forecasting,
intermediate -range planning and monthly performance analysis. The last -named
could be designed either for maintaining current profit position or for pointing
up the areas of greatest potential profit improvement. However, as long as
current performance falls substantially short of ultimately achievable profit
objectives, a single control program cannot be used, unaltered, both for shortD. RICHARD SMITH, Pittsburgh Chapter, 1961, is Senior Budget Analyst, Jones & Laughlin Steel Corporation, Pittsburgh, Pennsylvania. He joined his company in 1954 as a
trainee and was subsequently Assista nt Supervisor of Accounting, Finishing Mills, Cleveland Works.
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term forecasting and for pointing the path to ultimate goals. This is because
the performance built into the latter program is not likely to be achievable in
the near -term month after month. Therefore, in preparing a control program,
management is faced with two alternatives:
Construct and maintain, at considerable expense, several control
programs to serve the above functions.
2. Construct a single budget which represents a middle ground between the above possibilities and, with careful modification, use
it for most of these functions, at a significant savings in cost. In
other words, a "makeable" or reasonably attainable budget can be
adjusted for anticipated short -run abnormal conditions and thus
serve as a forecast and management can also adjust it by setting
appropriate goals, to make it a means of judging a superior performance. "Careful modification" must be stressed, if these adjustments are made, because it is quite possible that many a control
program has suffered when one set of figures has been used to
measure performance as well as for forecasting and planning.
Jones & Laughlin has chosen the alternative of making one detailed budget
which, because the profit objectives expressed in it are reasonably attainable,
can be used for planning and for measuring monthly performance, and which
can also, with fairly simple modifications, be used for short -term forecasting.
In the following pages, I will describe first how our budget is put together and,
second, how it is used.
1.

CO N ST R U CT I ON O F T HE F LE X IB L E B U DG E T

Our flexible budget consists of a separate plan for profits at each of seven
operating levels, from 100 percent activity to 40 percent activity. We connect
these seven points into the profit line shown in Exhibit 1. The flexible, or
" makeable," budget as we use it is a "par for the course" plan of operation
which tells management what profit can normally and realistically be expected
from the corporation or any part of it for an extended period of time at any
given activity level. It is based on recent selective historical performance, adjusted for anticipated changes such as wage increases, new facilities, realistically
attainable productivity increases, etc. It differs from a forecast in that it excludes expected items such as abnormal blast furnace relining, abnormal inventory level changes, unusual non - recurring cost adjustments, etc., as long
as these are not prolonged in their effect on profits.
Essentially our budget represents:
1.

6

The sales department's expression of the number of units and
average unit sales price of each commodity sold at the seven budget
activity levels.
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2. An expression by each manufacturing division of how much it will
cost to produce these commodities, plus expected overhead expenses
at each activity level.
3. An expression by the selling, administrative, research and other
general departments of their anticipated expenditures at the various
levels of activity.
Thus, each of the three major areas of the corporation — sales, operating and
administrative —is responsible for its particular contribution to profits. By combining all three, it is possible to present management with a profit line or
flexible plan of action expressed in the same detail as our actual profit and
loss statement.
Sales Poff ern — and Production Capacify
Each manager of a major product group is responsible for the development
of the detailed sales pattern of the various commodities within his product
group at each activity level. His objective is to determine how sales volume and
unit prices of his commodities would change as steel industry activity moves
between 100 percent and 40 percent. He approaches this by first developing the
expected distribution of his products to various consuming industries and then
determining how the behavior of these industries relates to steel industry activity. For example, sales to consumer goods industries would tend to be less
variable than sales to capital goods industries. Thus, the mix of steel product
sales would tend to be different at each activity level. Although it would be
desirable to maintain a high percentage of high- margin sales throughout, this
is not budgeted if it is not likely.
The product manager also considers such factors as company participation
in these markets, effect of general economic activity, geographical distribution
of customers and other competitive factors, such as freight and unit prices.
Note that, at no time, do we develop sales pattern, unit prices, or costs in such
a manner as to obtain a predetermined budget return on investment. This is
because we are interested not in establishing an unattainable goal but, rather, in
telling management what profits can reasonably be expected from the corporation at any given volume.
When the various product managers have completed their sales pattern, a
meeting is held with a representative of the sales vice president to consolidate
the figures into a tentative over -all integrated pattern. The most critical part
of the consolidation is the aggregate sales total, which is currently limited by
production capacity. In order to determine whether there is sufficient capacity
8
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to support the proposed level of sales, it is necessary to express the sales pattern in terms of ingot equivalent by dividing the finished product sales tonnages
by the respective budget yield from ingots. In addition, the operating department must develop a budget operating plan for processing the sales pattern
through each successive producing unit. This is based on budget yields and tons
per hour for each unit, as well as the ratio of grades and types of semi - finished
steel used to produce the final product. Thus, the sales pattern is "rolled back"
to ingot equivalent through each producing unit to determine whether our
productive facilities can support the proposed sales pattern.
Wherever the indicated production volume exceeds the capacity of a given
producing unit, adjustments must be made either to the processing pattern or
to the sales pattern. This is perhaps the most important phase of the budget
construction because, through intelligent integration of our productive facilities
which currently are the limiting factor on total sales capacity, we can achieve
a higher sales potential than we might otherwise have obtained without the
combined efforts of sales, operating, industrial engineering and production
planning personnel.
Manufacturing Costs — Production and Service Centers
It

Once the production pattern is developed from the sales pattern as described
above, it can readily be translated into manufacturing costs. It should be pointed
out that our method of accumulating budget. manufacturing costs follows in
almost exact detail our method of actual costing. This enables us to analyze
results to the finest element of expense. Under our current system, commodity
costs are kept on an actual production cost basis (as opposed to standard cost)
with the following exceptions: ( 1 ) costs of shops, services and utilities are
redistributed to consuming cost centers at fixed rates per hour or per unit in
order to equalize production costs from month to month; ( 2 ) ingot costs and
cost of ore, limestone and coal are used at standards developed on the basis
of the anticipated activity level for the year.
Labor, supplies, utilities, repairs, fuel and other operating expenses are distributed to cost centers, which are segregated between producing and nonproducing areas (such as shops, utilities and services). As mentioned previously,
costs of nonproducing centers are redistributed at standard rates to the producing
units, with the result that the entire operating cost of the plant or works appears
on the works operating cost sheets of the producing and shipping areas. The
works operating expense of a given unit is allocated to the various commodity
cost ac.ounts on the basis of the tonnage processed through the unit or on the
FE BR U AR Y . 1 96 2
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mill hours used. In addition to these costs, the semi - finished steel is charged at
cost to the commodity cost accounts and scrap recoveries are credited. The semifinished product cost of one unit (for example, slabs from the blooming mill),
becomes the material price charged to the next unit in the production process
(for example, the hot strip mill which rolls slabs into coils). For budget purposes, it is assumed that semi - finished and finished inventory levels remain constant.
Budget works operating expenses of producing units are developed in the
following manner:
1. "Master factors" are first developed for each cost center. These are
merely physical factors, such as operating hours, tons or number of
units produced, number of roll changes, etc., which experience has
shown us generate or correlate closely with the various elements of
cost that appear in the works operating expense. Some items of
cost are not a function of the above factors but are fixed in nature.
Therefore, in most cost centers there is, in addition, a fixed master
factor which accumulates period expenses. To illustrate, it is
obvious that direct crew labor expense is a function of, or is generated by, operating hours. On the other hand, assigned maintenance labor is, for the most part, fixed.
2. The unit determinant or ratio of each expense unit per master
factor is then determined, largely on the basis of historical experience. Examples are shown below:
UNIT DETERMINANTS

a. Labor: Men per operating hour (in detail by job class)
b. Repairs: Shop hours per operating hour
c. Utilities: Electric power —fixed amount and kwh per operating
hour
d. Fuel: B. T.U. per ton
e. Supplies: Lumber —Board feet per lift of flats
Oil — Gallons per ton
3. It is a fairly simple matter to convert unit determinants to dollar
determinants by multiplying the former by the going cost per unit,
i.e., the wage rate, cost per kwh, gallon, board foot, etc. Note that,
since unit determinants are available for all expense items, it is
not difficult to calculate the effect on profits at each activity level of
an increase in the rate per unit of any cost item such as wages, supplies, etc.
4. The total works operating expense of a given operating cost center
is then determined by multiplying the budget master factors by the
dollar determinants and summing the respective totals.
10
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It is interesting to note that this method of budgeting in detail for our indirect
expenses, such as services and maintenance, can be highly useful in controlling
costs in these areas. By using these unit determinants, the carpenter shop
foreman, for example, can determine the budgeted amount of carpenter hours
required during the following week by all the operating units which use his
services on the basis of the operating turns scheduled for these units. If he is
expected to live within his budget each month, he can then schedule his own
men in accordance with this budget limitation rather than the backlog of orders
for carpenter services. The latter are usually placed without regard to spending
restrictions. Simply by knowing at all times the allowable man -hours of each
craft at his disposal, he is in a better position to schedule his men and his jobs
intelligently. If this type of control is handled properly, management will discover that much of the indirect labor force formerly considered fixed will become variable.
Selling, Administrative and Other General Expenses
As mentioned previously, selling, research and other administrative expense
budgets are drawn up at each activity level by the various department heads
and approved by the respective vice presidents. Although most of the expenses
in these areas, particularly salaries, are generally thought of as being fixed,
there is a good deal more discretionary spending here than most of us would
think, and certainly more than in any other area of corporate operations. This
is particularly true if one includes advertising, research, employee training, education and welfare as optional spending. There is a danger of thinking that,
because most of these administrative expenses are generally fixed, they are also
uncontrollable. Nothing could be further from the truth. On the contrary,
most are fixed only by management decision. The process of budgeting brings
these decisions up for review and possible revision in the light of changing
business conditions.
Thus, by carefully planning in advance for justifiable reductions of overhead
expenses as operations decline, management can avoid much hasty, and often
ill- advised cost cutting when business takes a sudden and unexpected decline.
This applies particularly to salaried employment costs. Certainly a hasty top level decision to make an across - the -board cost cut requires less management
skill and judgment than a pre - planned, well- thought -out program of overhead
expense reduction which is developed by the members of middle management
who are intimately associated with the various spending programs. Stated another way, careful budgeting helps to overcome the predilection of middle
FE BR UA R Y, 1 96 2
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management to continue spending at current levels in the face of declining
activity until top management presses the austerity button. In brief, in the construction of our administrative budgets, changes in discretionary overhead costs
are planned in advance only after carefully determining which spending programs are necessary or can be justified at each level of activity.
In view of the fact that expenditures for research, advertising, etc., are a
matter of corporate policy, these budgets are all reviewed in detail by the president. It should be pointed out that, once a forecast activity rate for the year
or the next six months is established, the budget allowances at that level for
selling and administrative expenses become the basis for monthly comparisons,
regardless of minor fluctuations which may occur in the activity rate. This is a
reflection of the fact that salary expenses and many other long -term spending
programs cannot be turned on and off like a faucet each month.
USES O F T H E FLEX IBLE BUDGET

As discussed previously, a budgetary control program can serve a wide
variety of differing functions, all aimed at the ultimate objective of maintaining
or improving profitability. These functions can be met by an equal variety of
control tools. At Jones & Laughlin, the flexible budget is used for planning,
monthly performance analysis, comparative studies and, with fairly simple
modifications, for short -range profit forecasting. These uses are described in the
remaining paragraphs of this section of the present article.

Short -Range Forecasting
The forecasting function is performed by making fairly simple adjustments
to our budget for expected deviations in sales pattern and for abnormal items
anticipated in the future but deliberately not included in the budget. Under this
system, once the pattern of forecast shipments is received from the sales and
commercial research departments, a year's profit forecast, by month, can be
developed in about four to eight man - hours. The primary measure of the forecast budget's success is the degree with which it approaches actual results attained
in the forecast period. Note that, by the time actual results are available, the
forecast has long since served its primary purpose. Comparisons against actual
results are, therefore, meaningless except to the extent that such analysis will
improve future forecasting.

Planning
The "makeable" budget is a joint expression by all members of the management team of a plan of action to be taken under normal circumstances in order
12

N.A.A. BULLETIN

to achieve realistic profit objectives. Preparation of this budget forces management to an early study of its problems and instills into the organization the
habit of careful study before making decisions. This, we believe, is most important, since most of us, being human, tend to postpone making difficult decisions until forced to do so by necessity —too often and too late. In some respects, one of the most important benefits of budgeting is to coordinate and
correlate effort. As mentioned previously, this is most evident in the development of our sales and production patterns. In setting these patterns, the budget
enables us to cope with the vastly complicated problem of intelligently integrating
our raw materials and productive facilities in such a manner as to maximize
our currently attainable sales and profit potential.
We must recognize, of course, that several potential weaknesses are inherent
in such a system. The process of enlisting the entire management organization
in the preparation of the "makeable" budget is a possible source of inconsistent
budgeting, because it is each individual operator, not the industrial engineers
or budget administrators, who ultimately determines what constitutes a "makeable" profit objective. Great care must be taken to avoid misinterpretation of
the term, . "makeable," or it is possible that profit objectives may vary in tightness from one division to another, simply due to confusion about budget philosophy. Furthermore, even if the budget philosophy is clearly understood, it
may be tempting to pad the budget standards in order to make actual results
appear more favorable when compared against budget. These two potential
problems have different origins and must be tackled separately.
The confusion about budget philosophy is a problem for the budget administrators. It is their responsibility to spell out clearly to all concerned the ground
rules of budgeting. This is no easy task, but it can be approached by publishing
a statement of budgeting principles and supplementing it with the day -to -day
contacts of the accounting organization with sales and operating personnel at
all levels of management, particularly during periods when a new budget is
being prepared.
On the other hand, the inclination to pad the budget should not be a serious
problem, provided the proper attitude is engendered throughout the organization. The fact that each supervisor must have his budget reviewed and approved
by his immediate superior contributes to this favorable attitude. In the final
analysis, therefore, it is the chief executive officer who ultimately sets the tone
for the rest of the organization in the conscientious application of preplanning
towards currently attainable optimum profits. It is not an overstatement to say
that the success of the "makeable" budget program or, for that matter, any
budget program depends on the interest the chief executive displays, not only
FE BR UA R Y, 1 96 2
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in analysis of monthly results but also in the improvement in profits planned by
division managers in each succeeding budget revision.

Monthly Performance Analysis
Our monthly performance analysis has three basic objectives: first, to determine the cause of the budget variances; second, to assign these variances to
the management personnel who are responsible for controlling them; and third,
to distinguish between those variances which are merely deviations from our
normal operating plan and those variances which have persisted and, therefore,
represent a definite cost control problem.
For some time, we have been using cost per budget dollar trend lines as a
means of isolating the recurring cost variances. The cost per budget dollar is
simply the ratio of the actual cost divided by budget cost. Like a golf score,
the lower this ratio gets, the better the performance is. Expressing a variance
in these terms relates it to the total amount of money being spent and places
it in better perspective than simply listing the dollar amount. Obviously, a
$50,000 variance is more significant in a department with total monthly costs
of $100,000 than in a department spending $1,000,000 per month.
Use of a month -to -month trend line accomplishes several objectives. First,
it enables management to perceive a persistent cost trend emerging in spite of
random monthly deviations from the normal plan of operations. Second, it
minimizes problems created by differing degrees of "budget- tightness" throughout the corporation. For example, Exhibit 2 shows a hypothetical manufacturing cost per budget dollar trend for two divisions. Note that Division A
has had consistently favorable variances and Division B unfavorable ones.
Perhaps because of inconsistencies in budgeting, there is some "fat" in the A
budget and a difficult target in the B budget. Regardless of any differences
between budgets, we do know from the trend that Division A's costs are
slipping and that Division B seems to have its costs under control. Were it
not for the use of trend lines we would have been critical of Division B and
perhaps ignored a potential cost problem at Division A.
The trend line may also be said to reduce the necessity for an additional
costly "target" budget which would be used to measure performance against a
profit goal based on engineered standards. For reasons discussed above, the
amount of the gap between actual results and the target, or ultimate goal, is of
secondary importance as long as the monthly trend compared to budget is improving.
14
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EXHIBIT 2

Indicated Fixed and Variable Cost Analysis
One of the types of comparative analysis our budget is used for is a study
of fixed and variable cost. The purpose of such analysis is to compare each
division's plans for cost reduction between 100 percent and 40 percent activity.
These plans are symbolized by the shape and slope of the division cost line and
the indicated fixed and variable costs are simply a mathematical way of expressing the characteristics of this line. The variable cost percent of sales
represents the slope and the fixed cost amount indicates where the cost line
would be at zero sales activity, assuming it is a straight line. The advantage
FE B R U A R Y , 1962
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of this type of analysis is that it enables management to compare division spending plans over the entire range of operations, rather than just at one given
volume. As in any comparative analysis, allowances must be made for the very
significant structural differences between divisions before any conclusion can be
reached on the basis of these figures.
Note that our approach here is purely a statistical one and does not purport
to show what our period costs would be, as usually defined. As shown below,
our method of calculation produces an indicated fixed cost figure which includes
the effect of changes in product mix, yields and productivity from one level
to another. Computation of fixed and variable costs is as follows: ( 1 ) variable
percent of sales is simply the ratio of the change in total costs divided by the
change in total sales between two activity levels; ( 2 ) fixed cost can then be
found by subtracting variable costs (variable percent, as calculated above, times
sales) from total costs at a given level.
By comparing the variable cost percentage of one division's cost line against
another's (after due allowances for structural differences between the two),
we can see how much of a cut in expenditures each of the managers is planning
as his sales activity drops off. Again, it should be remembered that the slope
of each division's cost line is influenced by product mix changes over which the
division managers may have no control. Nevertheless, such analysis may, by
exception, point up certain divisions with high indicated fixed costs. More
intensive analysis of these divisions could then bring out the real source of these
problems.
BOTH PL AN N I N G AND CON T ROL

Faced with the problem of planning for profits in a highly complex organization, we have elected to rely primarily on a single middle -of- the -road flexible
budget program which represents a statement of normal profits attainable at any
activity level. We feel that we have developed one tool which recognizes both the
functions of planning and control, and is as useful before the fact as it is after
the fact. It facilitates the intelligent integration of marketing and operating
plans into a unified whole. With fairly simple modifications, it can be used
for short -range forecasting. In addition, it can be used in monthly performance
analysis to control and maintain profit position.

16
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Accounting and Auditing Preparation for
Public Offering of Securities
by ANDREW BARR
is the title used by a writer, on "Accounting
and the S. E. C." to describe the deluge of public offerings of securities

HE RUS H T o ' GO PUB LIC "

1

which has been the experience of the Securities and Exchange Commission for
the last two years. A few figures relating to this volume of offerings will provide an appropriate background for a discussion here of accounting and auditing
problems encountered in preparing for a public offering of securities.
High Level of Curr ent Offerings
In the fiscal year ended June 30, 1951, securities totalling 6.4 billion dollars
were registered in 544 filings, of which 22 percent were by companies which

had no previous experience with filings. The total number of filings and dollar
amounts varied in the next ten years from a low of 621 filings for 7.4 billion
dollars in 1953, when 23 percent were by companies registering for the first
time, to a record high in 1961 of 1830 filings for 20.7 billion dollars, including
52 percent for which the filing was for the first time. As this is written, filings
for 1962 are at a still higher rate in number and percent of new filings but not
in dollars. The record for the last six years reveals the significant change in the
average size of the issues in this short period :2

Fiscal year
ended
June 30
1956
1957
1958
1959
1960
1961

Number
of filings
981
943
913
1226
1628
1830

Dollar
amount
(billions)

Companies with no
previous filing

$13.1
14.7
17.0
16.6
15.8
20.7

42 %
32
28
39
47
52

Louis H. Rappaport in The New York Certified Public Accountant, May 1960.
See Securities Act of 1933, Release No. 4385, July 6, 1961, and the Commission's
Annual Reports to Congress.
1
2

Note: The Securities and Exchange Commission, as a matter of policy, discla ims responsibility for any priva te publication by any of its employees. The views expressed herein
are those of the a uthor and do not necessa rily reflect the views of the Commission or of
the author's colleagues on the staff of the Commission.
ANDREW BARR, Washington Chapter, 1948, C.P.A., is Chief Accountant, Securities and
Exchange Commission. He joined the Commission's staff in 1938 after teaching accounting at Yale University for twelve years, following experience in public accounting. He is
the current President of N.A.A.'s Washington Chapter, a Past President of the Federal
Government Accountant's Association and Past Vice President of the American Accounting Association.
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Many of these registrants were "going public" for the first time; others may
have sold securities under an exemption from filing or may have had securities
traded over- the - counter for many years. Some accounting and auditing problems
are common to all of these situations.
These figures reflect both voluntary compliance with the Securities Act and
registrations accomplished after various warning procedures available to the
Commission. Headquarters and regional office personnel are alert to detect both
inadvertent and intentional evasion of the registration provisions.' Companies
previously registered with the Commission and subject to the reporting requirements of the Securities Exchange Act of 1934 may report the issuance of securities under a claimed exemption which, upon review, the staff may not agree is
available.+ In other cases, failure to register may be due to ignorance of the law
or due to intent to evade.
When legal action is necessary to enforce compliance with the registration
provisions or to prevent fraud in the sale of securities which may be exempt
from registration, the action taken is reported in a litigation release. For example, a recent release reported that defendants had consented to a permanent
injunction sought by a regional office in a case in which the corporation had,
since 1955, issued 1 ,7 5 0 ,0 0 0 shares of common stock to the president of the
corporation and other persons and subsequent distribution of the stock to the
public resulted in a wide -scale public trading market without any registration
statement being in effect., This is not the right way to "go public." Examples
of this kind suggest the need for competent legal advice before the launching
of a do- it- yourself program for the sale of securities.r,
What the Company Faces in "Going Public"
Let use assume that the decision has been made to "go public." Some of the
considerations leading to this decision include the need to establish a market
valuation of securities for estate planning purposes, mergers and restricted stock
options to employees; to diversify investments; to establish a basis for future
financing; and, in consumer industries, to promote sales. The last point may be
expressed in terms of continued growth, improved public relations and prestige.
Several of these reasons are often given in response to requests by the CommisSee Secs. 5 and 17 of the Securities Act of 1933.
* See Secs. 3 and 4 of the Securities Act of 1933.
s Litigation Release No. 2090, August 25, 1961.
6 See Securities Act of 1933, Release No. 4386, July 12, 1961, for a discussion of the
"intrastate" exemption (Sec. 3 ( a ) ( 1 1 ) ) .
3
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sion's staff for information as to why owners of close corporations desire to sell
part of their holdings.
There are, however, some aspects of "going public" which the owners of
close corporations may believe to be serious disadvantages whether they actually
prove to be or not. The initial filing must disclose much information about the
company which the management previously considered highly confidential, in the
belief that, were it to be disclosed, it would be damaging to the company or to
the morale of officers and employees. These disclosures include total sales, the
relative importance of major product lines or services, cost of sales, foreign
operations, remuneration of directors and officers, options for the purchase of
securities, principal holders of securities, and the interest of management, as
well as certain security holders and their associates in specific transactions.T In
the past, dividend payments may have been sporadic or none at all. Except for
the promotional company, "going public" usually means the adoption of a policy
of regular dividend payments.
Inviting the public to join in the ownership of common stock requires a reexamination of public relations policies. The stockholders' meeting becomes a
public affair. This is particularly true if the company follows the public offering
of securities by a listing on a stock exchange which requires a solicitation of
proxies. This may also lead to a challenge by newer stockholders to obtain
control of the management of the company. Listing on an exchange also invokes the requirement of reporting insider trading in the company's securities.8
If the company does not list on an exchange it may, nevertheless, become
subject to the reporting requirements of the Securities and Exchange Act of
1934.8 For companies incurring an obligation under this act, the Securities and
Exchange Commission, soon after the completion of the registration process,
sends a letter to the registrant, listing the reporting requirements. These include
annual reports on Form 1 0 -K, mid -year reports of profit and loss and earned
surplus on Form 9 -K, and periodic reports of significant events on Form 8 -K.
It is also the Commission's practice today to require a new company to state in
the prospectus describing the new securities its intention as to publication of
reports to stockholders, containing certified financial statements. Seeking public
funds carries with it a responsibility of management to report on its stewardship
of those funds.
The securities acts are disclosure statutes and the Commission's rules recognize that a timely report to stockholders can serve a useful purpose in this
9
8
9

See Form S-1 and other registration forms.
Securities Exchange Act of 1934, Section 16.
Ibid. Section 15 ( d ) .
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connection.10 An example of the irresponsibility with which the Commission
must contend at times is found in a short concluding paragraph in an opinion
supporting an order that the registration of common stock on an exchange should
be withdrawn. The Commission said that the record in the case abundantly
documents the company's "... disregard for its obligations under the Act to
disclose pertinent and accurate information concerning its condition and affairs
to existing and potential investors. Cornucopia's annual report not only concealed the truth but contained information which was materially false; Cornucopia failed to file required reports; and it filed preliminary copies of proxy
soliciting material pursuant to Section 14(a) of the Act and Regulation 14
thereunder which were false and misleading in numerous respects." 11 The lesson here is that a company should not go public unless its management intends
to assume the obligations that the action entails.
Preparation for registration is a team effort which has been the subject of
briefing conferences, speeches and articles in professional journals. Accountants,
lawyers and underwriters' representatives have participated in these activities.
Financial printers also have had a special interest in the subject. It may not be
out of order to inject at this point the comment that well prepared material puts
the examiner in a good frame of mind at the start of the review. Illegible carbon copies of financial data will strain the patience of the most dedicated public
servant.

First -Time Registration — Some Examples
A first registration is not a spur -of- the - moment matter. What has been said
should suggest that an initial step is to learn something of the "rules of the
game " —to get acquainted with the applicable laws, rules, forms and accounting
requirements. Certain sections of the Securities Act are of particular importance
to accountants (both company staff and the outside auditor). Among these sections are Section 7, Information Required in Registration Statement; Section 10,
Information Required in Prospectus; and Section 1 1 , Civil Liabilities on Account of False Registration Statement. To this should be added Section 19,
Special Powers of Commission, especially that portion which says that the Com10 See Rule 14a -3, Information to be Furnished Security Holders (Reg. 14, Securities
Exchange Act of 1934); authority to incorporate by reference in Forms S -8, 9-K and 10 -K.
11 In the Matter
of Cornucopia Gold Mines, Securities Act Release No. 6339, August
11, 1960. See also Litigation Release No. 2078, August 11, 1961, for report of disposition of certain criminal aspects associated with the case. This was an attempt to reactivate
a company which had been the subject of a stop order opinion in 1936 (1 SEC 364),
which opinion is a leading case on the independence of accountants.
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mission shall have authority to make, amend and rescind rules and regulations
governing registration statements and prospectuses for various classes of securities and issuers, and defining accounting, technical and trade terms used in the
Act. Schedule A to Section 7, particularly items (25) and (26) which prescribe the balance sheets and profit and loss statements to be included in the
registration statement, is of major interest.
The first -time registrant may be a small company such as one established in
a southern state a few years ago which was the successor to a family -owned
business founded in Massachusetts in 1880. This company offered less than
$300,000 in common stock, and the balance sheet in the prospectus showed total
assets of very little more than this. At the other extreme, the first Ford prospectus in 1956 reported total assets of almost $2,500,000,000. And then there
are the foreign corporations, of which KLM Royal Dutch Airlines may serve
as an example. The first filing in 1957 was for 400,630 common shares. The
first paragraph under a caption "Purpose of Offering" in KLM's prospectus
said:
"The Company, for the first time since 1927, is offering shares of its
capital stock for sale to the public. Since World War II there have
been a few isolated transfers by private holders of KLM's stock, but
the shares have not been publicly traded. The Company is of the
opinion that the sale to private investors of the shares offered hereby
and the creation of a broad public market in the United States as well
as in The Netherlands will serve the Company's best interests. Giving
effect to the sale of the shares covered hereby, 28.3% of the Company's outstanding capital stock will be held by the public."
Examination of the prospectuses reveals that each of these registrants had
problems to solve in connection with its filing. The small company's certified
public accountant disclosed in his certificate that verification of inventories had
caused trouble. The Netherlands accountants had to recast and reconcile their
client's accounts to concepts prevailing in the United States. A paragraph on
page 3 of the Ford prospectus says "In 1954 Henry Ford's grandson, Henry
Ford II, became President of the Company. Since early 1946, new personnel
has been brought in, management has been decentralized and a major program
of expansion and modernization has been undertaken. Results of operations
from 1946 are shown in SUMMARY OF EARNINGS." The financial statements
were certified beginning with the year 1946. The answer in Part II of the Ford
registration statement to the item regarding experts reveals that the independence
of the English accountants with respect to the English subsidiary had to be
resolved prior to registration.
FE BR UA R Y, 1 96 2
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The Independence Requirement
The matter of independence of the certifying accountants is of prime importance. Items (25) and (26) of Schedule A, previously mentioned, prescribe
that the balance sheet within ninety days of filing or of a date not more than
a year prior to the filing, and profit and loss statements for three years, be certified by "an independent public or certified public accountant." This requirement forced the Federal Trade Commission, initially, and thereafter the S. E. C.,
to develop a definition of independence. 12 Interpreting the rules 13 on this subject is a continuing duty of the chief accountant of the Commission. By requiring certification by independent accountants, Congress recognized the need for
an objective review of the financial statements by qualified persons not a part of
management.
The S. E. C. rules prohibit the accountant from having any direct financial
interest or any material indirect financial interest in the client, its parents and
subsidiaries, and forbids association as promoter, underwriter, voting trustee,
director, officer, or employee. Another portion of the rules provides that appropriate consideration may be given to all relevant circumstances of other relationships. The number of questions raised under the rules emphasizes the need for
constant reminder of their existence. The pending revision of its rules on
independence by the American Institute of Certified Public Accountants will
remove an important present cause of confusion.
The financial interest prohibition seems fairly clear, yet only recently partners of a firm of accountants which held shares received in payment of prior
years' fees wished to certify financial statements for use in a registration statement for the sale of shares of principal stockholders. Although a minor portion
of the total registered for sale, all of the accountants' shares were included.
In other instances, accountants are named as executors in wills of principal
officers and owners of client corporations, or as trustees for minor children of
such persons. It seems clear that a conflict of interests can arise in these situations. The accountant may be more concerned with the welfare of all of these
persons than he is for the public investor who is currently being offered an
opportunity to buy the shares at inflated prices. This situation brings to mind
a standard inquiry made of selling stockholders by the commission's Division
of Corporation Finance:
"As supplemental information and not as part of the registration
statement, it is requested that the selling stockholders advise this
12 "The Independent Accountant and the S.E.C., " Andrew Barr, Journal of Accountancy,
October 1959.
13 Regulation S -X, Rule 2 -01,and Accounting Series Release No. 81.
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division of the reasons for the proposed sale of their securities and
whether any facts or conditions are known to them which might adversely affect the registrant or its business (other than any which are
fully disclosed in the registration statement) ."
The relationships are so close in some cases as to resemble a family problem.
It is impossible to cover all of the variations of family complications. Some
do not raise questions of independence, but others clearly do, as in the case of
the accountant whose wife is the only daughter of. the owner of the client
company.
Another disqualifying situation which the present deluge of small company
registration is bringing to light is the common practice of such companies to
have their so- called independent accountants keep the company's private ledger.
A situation of this kind is described in "Budgeting for Profit in Small Business,"
the second in the series on Management Services by C.P.A.s published by the
American Institute of Certified Public Accountants. Here the owner of the
business, with the assistance of his C.P.A., maintained a private ledger which
contained records of a private bank account, executive payroll, pensions, fixed
assets and depreciation, capital and surplus, tax and some others. By this means,
over -all financial operations were kept secret from employees. Elsewhere in
the same bulletin the "independent C.P.A." is designated the "captain" of the
budget team. Another of this series says that a C.P.A. may "function as a
public treasurer to small business managements." 14
Conferences in connection with current filings with the Commission reveal
the need for improvement in record keeping and accounting controls in small
businesses and even in some of substantial size and extensive operations.
Accountants who get as deeply involved as the foregoing references imply
would appear to be serving as controllers or chief accountants and, therefore,
to have abandoned the role of independent accountant for these clients. The
need for management services, particularly for small business, is great and
such work is an accounting function, but "care should be taken to maintain a
clear distinction between the giving of advice to management and the making
of decisions for management. " 15 John L. Carey, executive director of the Institute, issued a similar warning in the first of this series of bulletins. 16 Robert
M. Trueblood tackled this problem in his discussion of "The Management
Service Function in Public Accounting." He observed:
Number 3, Financing the Small Business, p. S.
"Comments on Financial Statements Filed With the S.E.C.," Andrew Barr, Th e N e w
York Certified Public Accountant, October 1957.
16 Management Services by C.P.A.s 1, p. 6.
14
15
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"The management service consultant typically does not, and should
not, place himself in the position of subtituting his judgment for that
of management. The management service consultant properly is in the
position of providing and analyzing data relative to alternative choices,
or in outlining the underlying structure of a decision which is to be
made. Accepting or rejecting the consultant's recommendations is,
of itself, a management responsibility. The situation is similar to publication of financial statements, following discussion with the auditor;
the financial statements are nonetheless management's representation
to the public." 17

Some Cases
The Commission's leading case bearing on this subject is that of Interstate
Hosiery Mills, Inc."' This was a strange case, but it served to emphasize two
points important today: (1) that the independent accountant should not keep
the books he is to audit and (2) that "The fundamental and primary responsibility for the accuracy of information filed with the Commission and disseminated among the investors rests upon management. Management does not
discharge its obligations in this respect by the employment of independent
public accountants, however reputable? Accountants' certificates are required
not as a substitute for management's accounting of its stewardship, but as a
check upon that accounting. . . ."19
Cases recently before the Commission suggest a look back to the McKesson
& Robbins case in which a program for appointment of auditors was suggested,
followed by a concluding comment:
"In approaching his work with respect to companies which file with
us or in which there is a large public interest, the auditor must realize
that, regardless of what his position and obligations might have been
when reporting to managers or to owner - managers, he must now recognize fully his responsibility to public investors by including the
activities of the management itself within the scope of his work and
by reporting thereon to investors. . . ."20
The fourxal of Accountancy, July 1961.
4 SEC 706.
19 4 SEC 706, 721. The passage continues: "in ou t opinion, the conduct of Interstate's
management in respect of information which was to be the basis of reports submitted to
stockholders and to the New York Cu rb Exchange and the Commission indicated a complete abdication of responsibility. They brought to bear upon the figures presented by their
auditors no ju dgment of their own, no test from their independent acqu aintance with the
company's affairs, none of the purposeful skepticism which every author of a public financial statement should direct at his material."
20 Accounting Series Releases (1956 ed.), No. 19.
17
1s
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Collusive fraud, bad bookkeeping, inadequate and destroyed records are
recurring problems for the independent accountant. Cases of discovery too late
claim the headlines as well as much staff time to make the necessary record to
assist the Department of Justice to convict the responsible parties. An example
of this is a registration statement filed June 28, 1954, effective July 22, 1954,
under which 200,000 shares of common stock were sold for cash shortly thereafter. About a month later, the statement was amended with respect to the
offering price of warrants still outstanding. This registration statement included
unaudited figures for an interim period of six months ended March 31, 1954,
which revealed a small profit. As to this interim statement, the management
expressed the opinion that the results for the period were prepared on a basis
consistent with the previous five years, which were certified, and that all adjustments necessary to a fair statement for the six months were included. This
representation, which is intended to emphasize the responsibilities of management, has been a requirement for some time.
That something might be wrong with these interim figures came to light
when the company published an annual report and filed its report on Form
10 -K, in which a substantial loss for the year was reported. Private investigations followed by public hearings resulted in a Commission decision finding that
the registration statement was false and misleading in its representations as to
earnings, adjustments and inventories and was deficient in that it failed to disclose large operating losses after the mid -year and before the effective date of the
registration statement. This opinion was published January 18, 1957.21 Criminal
proceedings against the former president of the company for violations of the
Securities Act of 1933 resulted in a conviction in United States District Court
which, on appeal, was sustained on September 7, 1960.22 This case involved
deliberate falsification of records, failure to provide for indicated losses on contracts, dubious deferred charges and false representations by management. Such
cases, though few in number, indicate the serious responsibility which devolves
on management for unaudited financial statements.
Qualified Opinions — and Registration Withdrawals
Planning for a public offering should begin, if possible, several years before
it is expected that the event will take place. With proper planning, audits without limitation as to scope can be carried out yearly. In this way, many of the
complications of a first audit or a first engagement, when an unqualified certifi21
22

In the Matter of Ultrasonic Corporation, 37 SEC 497 (1957) .
Danser v. U. S. (C.A. 1, September 1960).
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sate is necessary, may be avoided. The difficulties which may arise with last minute action are exemplified in a fairly typical situation involving inventories.
It is described in the scope paragraph of the accountant's opinion:
"Our examination of the statements was made in accordance with
generally accepted auditing standards, and accordingly included such
tests of the accounting records and such other auditing procedures as
we considered necessary in the circumstances, Inasmuch as we were not
appointed the independent accountants until after December 31, 1960,
we were unable to observe the physical inventory for that or any prior
year. We did satisfy ourselves as to the reasonableness of the inventory
amounts by other auditing procedures including (1) observation of
physical inventories and extensive test counts as at June 30, 1961 and
comparison of such inventory quantities with quantities at the end of
1960 by use of purchase, production and sales records (2) customary
auditing procedures with respect to pricing and summarization of
physical inventories at the end of 1958, 1959 and 1960 and (3)
review of gloss profit ratios. In order to establish the reasonableness of
the December 31, 1957 inventories, we had to rely to some eitent on
estimates. Therefore, our tests were not conclusive in certain particulars, but insofar as our tests extended, nothing came to our attention
which in our judgment would indicate that the inventory amount at
December 31, 1957 which was used in the computation of the cost of
sales for the year ended December 31, 1958 is not reasonably stated."

a

The public files on a withdrawn filing show that underwriters are not always
happy with the results of an audit. The original filing, in this case, showed the
common first -time audit situation of observation of only the most recent inventory. Time passed with delaying amendments, one reporting change in auditors
who were to certify to all the required financial statements. A month later the
request to withdraw explained that the report of the new auditors did not show
adequate earnings to support the financing, and the underwriter was unwilling
to proceed.
In another case a corporation had acquired a subsidiary with a recognized
unbalanced inventory; only passage of time would indicate whether a substantial part could be worked out to recover the cost. The filing was delayed to
permit accumulation of additional evidence on which the accountants could
render an opinion. Situations such as this one should be resolved before filing,
as was done in this instance.
If the accountant's exceptions are so material as to negative his opinion, the
financial statements obviously will not meet the standards of the Securities Act.
Such a certificate turned up recently. The accountants stated that they were
unable to pass on the collectibility of an account receivable from the parent com26
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pany (an amount in excess of total common stock equity). An opinion was denied as to the income statement because there had been no arm's- length
bargaining in fixing selling prices to affiliated companies. The filing was withdrawn.
The case just cited is another example of a condition which should have been
cleared up prior to attempting to "go public." The files are full of examples
in which it is clear that the registrant's advisers — underwriters, legal counsel
and accountants —have cooperated in bringing order out of a chaos of single
proprietorships, partnerships and small corporations. If this is not done, the
registrant must set forth in the registration statement the continuing hazard that
profit or assets will be diverted from the registrant to such affiliates. These may
include landlords, owners of leased equipment or owners of patents. Finance
and insurance operations and contracts for services may also be involved.
Significance of the Corporate Name
A change of name to add glamour is not an unheard -of preliminary to "going
public." A recent registrant, described as engaged in the wholesale and retail
meat and provision business and in the development of closed circuit television
tubes, cameras, electronic components and equipment, changed its name less
than one month prior to filing to include the word "Missiltronics." All operations
reported in the income statements were for the meat and provision business.
The new element was represented by a small amount of deferred research and
development in the balance sheet. The company's former name was restored in
the first amendment to the filing.
On the other hand, failure to change the name of an old company may be
misleading. The Fall River Exploration and Mining Company, the name adopted
in a revised prospectus, is the successor to The Fall River Power Company which
succeeded in 1910 to the properties of Pennsylvania Mining Company, a Colorado corporation formed in 1869. The revised prospectus said, "This is an
exploratory mining venture and no assurance can be given the prospective
investor that commercial ore bodies will be discovered." The original filing had
represented that the company was a public utility, also operating mining properties. Important revision of the financial statements was necessary to conform to
the real character of the enterprise.23
Sundry Problems
Recapitalization is often a necessary step in preparing to "go public." Close
corporations often show a very small paid -in capital evidenced by a few shares
23

1n the Matter of the Fall River Power Company, 38 SEC 423 (1958).
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of $100 par value and a very substantial accumulation of retained earnings. Also
dividend payments may have been irregular or nonexistent. A note in a recent
filing is fairly typical. Two corporations under common control prior to recapitalization had 5 0 shares of no par value stock outstanding stated at $22,000 and
1 0 , 5 0 0 shares of $ 1 par value common, as well as 890 shares of $100 par value
preferred and combined earned surplus of about $ 5 0 0 ,0 0 0 . The common stock
was changed to 800,000 shares of $ .2 5 par value by exchange of shares and transfer of $ 1 6 7 ,5 0 0 from earned surplus to common stock, and the preferred stock
was redeemed prior to the amendment of the certificate of incorporation. A total
of 1 ,5 0 0 ,0 0 0 shares of common was authorized. Two selling stockholders were
disposing of 1 6 0 , 0 0 0 shares priced at $ 1 2 per share.
A not uncommon feature of a family corporation is the carrying of personal
accounts with the owners. This may be a matter to clear up early. At least the
parties involved should be made aware of the detail required in schedules of
amounts due from directors, officers and principal holders of equity securities
other than affiliates, for all periods for which profit and loss statements are filed.
So far, problems in the application of accounting principles have received
little attention in this discussion. Such problems are the subject of many conferences with the staff and they may become issues of importance in investigative
proceedings. The problems are not confined to small companies. One recurring
one is the treatment of overhead in inventories. For the independent accountant to give an unqualified opinion on the financial statements, he must consider
the materiality of the effect on the balance sheet and the income statements of
the omission of overhead from inventory pricing. The exclusion of all overhead
from inventory costs does not constitute an accepted accounting procedure.2 4
In some cases the effect of omission is not sufficiently material to warrant a
change in accounting or in reporting, and no exception may be necessary. In
other cases the financial statements may be changed with no change in the books.
This requires disclosures and appropriate comment in the certificate.2 5 Also, in
some cases, the company may be following cash basis accounting for books and
income taxes. As in the case of overhead, this will need to be adjusted to the
accrual basis. A footnote explanation and comment in the certificate is necessary;
somewhat like the following, which relates both to overhead in inventories and
a change to accrual accounting;
"In preparing the accompanying financial statements, but not in its
books (Note 3) , the company adopted the generally accepted account24
25
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ing principles of including manufacturing overhead as an element of
inventory cost (Note 1), and reporting income from rental plan sales
(Note 2) on the accrual method of accounting, which we approve."
Such restatements may involve a provision for deferred taxes to the extent that
income taxes have been reduced by the differences between tax accounting and
financial accounting.
Accounting for research and development is a very difficult matter today.
How long should the certifying accountant listen to the optimistic representations of management where he sees little evidence affording a reasonable basis for
an assumption that costs will be recovered? Depending on the circumstances,
the treatment may vary appropriately from a simple disclosure of the method of
accounting employed, with no comment in the certificate, to a recognition of
substantial losses when all hope of recovery is gone. An intermediate position is
retention of the deferred items in the balance sheet but with a clear warning in
the certificate that recovery of the incurred costs is dependent upon the future
developments. This, of course, is true of all business costs incurred and deferred
in accordance with accrual basis accounting, but the problem is aggravated today
in many new enterprises.
Accounting for Stock Dividends
The adoption of a dividend policy was mentioned earlier as an action frequently concurrent with a first filing. The accounting for stock dividends often
requires correction because of the use of par values or minimum stated values
permitted by statute rather than current fair values recognized by accountants
as the appropriate basis for accounting. There is nothing in the Commission's
rules on the subject except the requirements of fair disclosure and that, under its
administrative policy on financial statements'26 the accounting principles applied
must have authoritative support. In this situation, support for fair value with
respect to recurring stock dividends is found in paragraph 10 Chapter 7 of
Accounting Research Bulletin No. 43. Provisions of state laws are recognized
in paragraph 14 of this chapter with the conclusion that "these legal requirements are, in effect, minimum requirements and do not prevent capitalization
of a larger amount per share."
The Commission's Twelfth Annual Report to Congress for the year ended
June 30, 1946 describes27 an incident of that year in which the Commission
2e
27

Accounting Series Release No. 4.
At page 116.
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supported independent accountants who took an exception in their certificate
because of the client's refusal to record a stock dividend at fair value rather
than a lower par value. The company filed amendments which permitted the
accountants to certify without exception.
An opinion on a recent broker- dealer proceeding describes corporate action
in shifting from a cash dividend proposed "in order to increase the confidence
of stockholders" to a stock dividend when the company's president pointed out
that the financial condition would not support a cash payment. The 3- percent
stock dividend was charged to capital surplus because of the insufficiency of
earned surplus. As to this, the Commission observed that "We have seen that the
dividend was urged by [general partners of the underwriters] with full knowledge that [the company] did not have sufficient earned surplus against which
the dividend could be charged. Its declaration under such circumstances and at
the time [the company] was considering a public offering of its stock is 'characteristic of manipulative schemes.' '' [Collins v. U. S., 1 5 7 F. 2d. 4 0 9 , 4 1 0
(C. A. 9, 1946) 1 1 8
Further Matters for Clarification
This is only a small sample of the accounting questions that are raised today
in case after case. Tax allocation, long -term leases, pooling of interests, pensions, and consolidated statements, as well as the basic problem of defining
accounting postulates and principles, are currently under discussion in accounting circles. With the rapid growth in the number of stockholders in private
corporations, clarification of these matters and others is needed.
18 In the Matter of Brun.r, Nordeman & Company, Se curi ti es E xch ange Act Re l e as e N o.
6540, April 16, 1961.
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Pre -audit for Determining Use Tax Liability
by GEORGE K. MUHLBERG
as keen a sense of management as any existing
T within the corporaterequires
organization. The manager of a tax department must
HE A RE A OF T AX ES

exercise management functions of planning, organizing, staffing, directing,
controlling and coordinating to the best of his ability. The proper use of all
of these functions will enable the manager to administer and to comply with
all taxes at the lowest possible cost.
Problems of Compliance
Use taxes probably require that more man -hours be spent gathering information and controlling that information than are necessary in making up the
Federal income tax return for the business. The very nature of these taxes
makes them time - consuming because they require returns, indicating tax liability,
to be filed monthly or quarterly; also, every sale in each taxing jurisdiction in
which the business entity operates must be accounted for, classified and reported;
records of exempt sales transactions must be kept in order and on file, together
with resale certificates; and a consumer's use tax must be paid on all items used
by the company if use tax had been paid previously to the seller. One can
readily appreciate the clerical effort, as well as the administrative problems,
required in complying with the various use tax laws and regulations.
Another very significant area in which management has sole responsibility
is the function of planning —tax planning. Here, too, sales and use taxes stand
out. Although Federal taxes, chiefly taxes on income, usually take precedence in
the planning function, this has caused state taxes, and especially sales and use
taxes, to take a "back seat" in many cases. Other problems result which, in the
end, are always reflected in earnings. Therefore, it does not seem that business
management is exercising all of its responsibilities if sales and use taxes are
not given their proportionate share of the planning function.
Most companies consider state taxes as an element of the cost of doing
business and, therefore, include them in overhead or add them directly to the
selling price, as in the case of a sales or use tax. Since many firms do not pay
GEORGE K. MUHLBERG is a member of Westinghouse Electric Corporation's Tax Department in its Federal Excise, State Sa les and Use Tax Group. He ha s been with his company in this and other accounting capacities since graduating from Northeastern University
in 1954.
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the same state taxes or even handle these taxes in the same manner, differences
can result in one firm's bidding at a lower cost than its competitors, the differences in bids resulting from the method of handling the taxes due on the sale.
Another point which must not be forgotten in the administration of sales or
use taxes is that these taxes are levied at the time of sale or purchase on the
price paid for the merchandise. Therefore, these taxes are due regardless of
whether or not a profit is made on the sale. In many cases, business entities
operate at a profit margin which closely approaches the percentage of sales or
use tax due on the transaction. When this is the case, a profit can be easily
turned into a loss at a later date when the taxing jurisdiction issues assessment
notices for unpaid sales or use taxes as a result of examination of the books
of the business entity.
The basic goals of any good tax legislation should be ( 1 ) economic growth,
( 2 ) sufficient revenue production and (3) equity. If any of these three items
are overlooked or set aside because of pressure, the morale of the taxpayers as
a group decreases.
Since hasty legislation is the rule in many cases, the problem of administration and compliance is that much more difficult. It is not only difficult for the
taxpayer since, in many cases, he is building a liability for taxes due without
realizing it but it is equally difficult for the people charged by the taxing jurisdiction with administering the law. In some cases, through the taxing jurisdiction's administrative procedure, the tax auditor can indiscriminately assess taxes
which are not owed by the taxpayer. Unless the amount assessed is large enough
to warrant a court contest, and all administrative remedies have been exhausted,
the assessment is paid and the improper procedure accepted for the time. It
then becomes a part of the standard audit procedure and remains so until the
procedure is changed by the courts or by the legislature itself.
However, there is a corrective approach which can be applied cooperatively by
the tax payer and the tax auditor. It is a system of pre - audit. This will not
only solve many future problems which might arise for the taxpayer but will
also eliminate the problems which the taxing jurisdiction faces from an administrative viewpoint. When both parties are entirely aware of each other's interpretations of the law and regulations at the outset, there will be less chance for
arbitrary decision- making which arises either at the time of audit by the taxing
jurisdiction or by the taxpayer at the time the problem presents itself.
The methods or procedures presently being used for the collection of use
taxes vary according to both legislative and administrative directives. Three
principal ones will be discussed. The first two are the billing method and the
direct payment permit. The third is the recommended procedure of pre- audit.
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Billed Use Tax
The most common procedure results in what is termed a billed sales or use
tax. The seller is authorized to collect the tax, and required by statute to file
tax returns for this collected tax at predetermined time intervals. He bills the
tax to the buyer at the time of purchase unless the buyer presents a valid claim
of exemption from tax. If exemption is claimed, the vendor must keep the
record of exemption in his files for at least the statutory period existing in the
taxing jurisdiction. This creates clerical problems, principally: (1 ) the filing
of returns and (2) the keeping of records, in order to support the contention
that the proper amount of tax is paid to each taxing jurisdiction. This method
usually places a burden upon the seller at the time of examination by the
auditors of the taxing jurisdiction. At that time, he will usually be required to
substantiate exemption for all transactions questioned by the examiners. The
amount of technical, legal and clerical effort required during an examination
cannot be overlooked.
Another problem is in connection with the nonregistered seller. The term,
registered taxpayer, is used to indicate that the seller has been given permission
by the taxing jurisdiction to collect taxes which are due from the purchaser at
the time of sale. However, in most cases, an out -of -state seller who does not
have a business location in the purchaser's state will not go to the trouble of
registering for the collection of tax. If he does register, all it means for him is
additional clerical "headaches," such as record keeping, additional information
required on the invoice concerning tax billed, etc., and filing of tax returns
according to a predetermined schedule. In addition, it always allows the taxing
jurisdiction to examine the seller's records to make sure he is complying with
the law and regulations and collecting and remitting the proper amount of
tax due.
What does a purchaser do when the seller is not registered to bill and collect
for the taxing jurisdiction when a tax is due on the transaction? In most cases,
the liability for tax in such a case accrues to the purchaser and, therefore, it
becomes his responsibility to report the tax to the taxing jurisdiction. In such
cases, the purchaser must keep an accurate record of purchases subject to tax
and report the tax in accordance with a predetermined time schedule. This,
again, creates the need for much clerical time and effort which could be used
more productively in some other manner.
It is apparent that this method of collecting a sales or use tax is very cum
bersome. Administratively, it presents a very difficult problem, that of compliance. The yield of a tax of this type is governed in three ways: ( 1 ) volume
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of taxable sales, ( 2 ) the tax rate and (3) the effectiveness of administration.
The last is very important, since adequate administration is almost a necessity
for the maintenance of optimum revenue productivity, equity and taxpayer
morale. One thought to be kept in mind concerning administrative effectiveness
is that of cost. No tax should be enacted which is extremely difficult and costly
to administer, regardless of its equity or revenue productivity. Administrative
costs here add no economic value to the tax itself and, therefore, can be justified only from the viewpoint of completeness of collection or some other such
objective.
Direct Payment Permit
A method which is becoming increasingly popular through either law, regulation or administrative ruling for determining a use tax liability, is called the
direct payment permit method. Under this system, the business entity applies
to the taxing jurisdiction for the issuance of a direct payment permit. This
permit means that the taxpayer has received permission from the taxing jurisdiction to declare and pay tax directly on purchases which are going to be used
in a taxable manner. The vendor is relieved of responsibility when, as in most
instances, the purchaser notifies the vendor of his direct payment permit.
The direct payment procedure makes it much easier to administer this type
of tax. The entire responsibility for tax has been shifted to the consumer or
purchaser, where the final responsibility should lie. As far as the tax administrator for the taxing jurisdiction is concerned, his job is also reduced because
he knows that a direct payment permit holder has the entire responsibility for
reporting the proper amount of use tax. Therefore, instead of examining each
one of the purchaser's vendors to see that the tax was properly applied, he
need go only to the purchaser's records for verification. This reduces the time
spent examining records.
Another advantage gained from this type of tax procedure is that of relieving
the out -of -state seller from being forced to register to collect use tax. The
examiner would have no reason to examine an out -of -state seller, since the
burden of taxability lies with the purchaser.
A disadvantage to the system as it is presently operating in some states is
that these states do not require all taxpayers to be registered for direct payment
purposes. Therefore, the seller must expend more clerical effort because of the
fact that one sale is taxable because the buyer does not have a direct payment
permit, while the same purchase may be made tax free the next time because
the purchaser tenders a properly executed direct payment permit. In cases of
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this type, it becomes an ever - increasing job to administer the tax effectively
from two viewpoints, the taxpayer's and the tax collector's.
The other major disadvantage of the direct payment method arises from
the need to examine the records of the taxpayer to determine that he is reporting
his proper tax liability. Although the examiner can restrict his review to the
purchaser's records, he still must review individual documents of the taxpayer
to see that the tax is being properly reported. This, in itself, is a time consuming audit procedure.
Pre -audit —and Preparation for It
Another method of determining a use tax liability is a procedure called
pre- audit, which is nothing more than a variation of the direct payment method
just described. This procedure requires that the taxing jurisdiction be one
which allows the issuance of direct payment permits. The taxpayer must have
permission to pay any use tax due on purchases, whether they be from in -state
or out -of -state vendors, directly to the taxing jurisdiction. However, the method
does not require that the permit holder make a tax determination of each trans
action entered into or withdrawn from stock or inventory, as is required under
the regular direct payment system. On the contrary, the taxpayer, through his
uniform accounting system and with applicable instructions, determines what
accounts would be charged with items for which the purchases are taxable. The
taxing jurisdiction, in turn, examines the taxpayer's book of accounts and
account descriptions for these taxable accounts. With this cooperation, a mutual
agreement is reached regarding which accounts would be charged with taxable
purchases or withdrawals from stock or inventory. Having decided upon the
accounts, the taxpayer and tax collector then agree as to what percentage of
the charges to the particular accounts would be taxable. The system eliminates
the need for determining taxability by transaction.
As previously described, pre -audit is a procedure of applying a predetermined
percentage to specific expense accounts for determining the taxable content for
use tax purposes. (Comment is made in a later paragraph on the computation
of tax due when assets are purchased.) The chart of accounts must be reviewed
to determine which accounts should be considered. This determination is made
from the viewpoint that all accounts which may have any use of taxable products
charged to them must be reviewed, regardless of the frequency with which.any
of these accounts may be used.
The period for which each of these accounts is to be reviewed should be the
most representative one available within recent history of the business entity.
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The period which the taxpayer decides to use should cover the entire business
cycle of the corporation. If the business cycle is longer than one year, then
serious consideration should be given to reviewing a longer period in order to
include the entire business cycle of the business enterprise. The period selected
by the taxpayer then will be subject to review and approval by the taxing
jurisdiction. The latter must be satisfied that the period selected allows the most
representative tax to be paid since, under such an arrangement, both parties
want to be reasonably assured that the tax computed to be due 'is reasonable
and accurately discloses the taxpayer's liability.
The next step is to generally classify all the accounts to be examined into one
of three categories. These are:
I.

Nontaxable —these accounts can be ignored until such time as
change in accounting or law and regulation causes these accounts
to be viewed differently.

Partially taxable —these are all the accounts which will have a
taxable content of less than 100 percent. These are the accounts
which must be examined very closely to determine accurately the
tax content of each account.
3. Fully taxable —these accounts need not be analyzed, since the tax
may be computed on their total balance.
2.

If any change in accounting procedure or law and regulations takes place, the
accounts affected should be reviewed again and placed in the proper category.
After the review has been made of the accounts for the predetermined period,
the tax liability which would be due is computed based on the taxable content
percentage. As a check on the accuracy of the method, the amount determined
is compared to the liability which was paid either to the vendors or declared and
paid directly by the taxpayer, for the period under review. The resulting difference between the actual and the estimated tax must be within close limits
if the method is to be used to underlie future payments. These limits should
be realistic from the viewpoint of over or underpayment of tax. If the required
percentage variation cannot be met, then further review must be made in order
to establish a more realistic percentage. This can be done with sufficient investigation.
As already indicated, there is one major exception to the above description
of applying percentages to accounts for determination of the taxable content,
and• that covers the acquisition of assets. The reason why accounts for assets,
such as furniture and fixtures, office equipment, machine tools and fixtures, etc.,
cannot be included is that prices vary greatly as do periods of acquisition.
Therefore, since the percentage applied to any account surveyed is to represent
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the average activity in that account of purchases subject to tax, these types of
purchases cannot be included. They must be treated on a single- transaction
basis and reviewed currently.
Co- operation with Taxing Authorities
Having established the pre -audit calculation bases for use taxes, and proved
its accuracy, the taxpayer now is able to present it to the taxing jurisdiction for
approval. As noted, there has been some consultation in preparatory stages.
The taxing jurisdiction will either formally approve the taxpayer's procedure or
ask for changes or clarification. Once approved, the agreement relating to the
procedure becomes binding.
Some other important factors to be considered by both parties include the
following:
1. Determination of tax under the procedure is subject to the normal
statute of limitations.
2. The taxing jurisdiction will notify the taxpayer of law and regulation changes which would affect the percentage applied to any
of the accounts.
3. The taxpayer must notify the taxing jurisdiction immediately of
any change in accounting practice or procedures which will affect
the contents —and hence the percentage applicable to any given
account.
4. The taxpayer should review his taxable accounts on a bi- annual
basis to assure himself that he is not underpaying nor overpaying
his tax. Either situation would indicate that the percentages in
use are not accurate.
5. A review by the taxing jurisdiction of the percentages currently in
use can be made at its discretion, but an assessment for prior
periods is not in order unless the examiner can prove that there
was an accounting change or law and regulation change which the
taxpayer did not incorporate in his percentage.
The pre -audit procedure is not a simple task. One firm which established
it spent well over a thousand man -hours reviewing the accounts and determining percentages which would fairly represent the taxable content of all affected
accounts. The required time will vary with each company instituting such a
procedure but, in all cases, it will be a time - consuming investigation, regardless
of business activity or size. However, the benefits are equally impressive.
The most important procedure requirement which the taxing jurisdiction
will insist upon is that a taxpayer who has elected to report his use tax liability
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through the medium of direct payment and to use pre -audit percentages in determining the amount, must make all his purchases on this basis. The reason
for this is twofold:
1.

The taxing jurisdiction can administer its affairs more easily, since
the source of liability exists at one location only, the purchaser.

2. If the percentage or pre -audit method is to work effectively, all
of the business entity's purchases must be considered in the percentage. Otherwise, the accuracy of the entire system of pre -audit
would be jeopardized.
Advantages on Both Sides
There are two principal advantages arising out of a system of pre -audit for
both the taxpayer and taxing jurisdiction. The first is the ease of administration for both parties. This can be considered the principal advantage of such
a system. One taxpayer who used the pre -audit system found its administrative
costs of handling use taxes reduced by approximately two thousand man -hours
per year per manufacturing location. This alone resulted in a sizable saving
in salaries. The simplicity of the system also results in another advantage —
reduction of clerical error to a minimum. The purchasing department need no
longer determine taxability at the time of purchase, thereby removing any
chance of error in this operation.
The time saving is on both sides. Where applied, the system has reduced
by approximately seventy -five percent the time required by the taxing jurisdiction for examinations of the taxpayer's records. The reason for this reduction
is that the examiner need not concern himself with the multitude of records
which represents the taxpayer's business activity for the statutory period. Since
the examiner is interested only in seeing that the proper percentage is being
applied to particular accounts and reported, he need not review individual
purchase orders, etc. for taxability. If he finds a percentage applied to an
account, which does not properly reflect its taxable content, then only do charges
to that account need to be examined. The result is an audit program with a
much broader scope and which can cover more taxpayers without increasing
the audit staff. It is quite possible, then, for the tax authority to increase the
collection of tax revenue which is delinquent, as well as to increase each tax
examiner's efficiency.
The second advantage to both parties is that the system avoids assessment
of taxes for past periods if the agreement concerning the establishment of the
procedure is followed. This is an obvious advantage for the taxpayer. For the
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taxing jurisdiction, the advantage lies in the fact that it receives its revenue as
currently as possible. This is important, in many instances, if the jurisdiction
is to be able to meet its current obligations.
The other advantages to the taxpayer arise from a system of pre -audit for
use taxes. The taxpayer has the best possible control, at the least cost, over the
basis from which the use tax liability is computed. The second advantage concerns data processing equipment. Most corporations today have, or will shortly
have, the use of computers to cope with the ever - increasing demands of management on the established accounting system to provide information on which
to base sound business decisions. From the viewpoint of auditing, summary of
tax information received from a computer is difficult to trace to the source data,
and may require expensive machine re- running time or redesigning of the machine program to adapt it to tax information requirements. By the introduction of a system of pre- audit, data processing procedures need not be changed,
since only percentages need be applied to certain account charges, production
of which would be one of the primary programs on data processing equipment.
Sundry Considerations
Generally speaking, the system of pre -audit of use taxes can be successfully
employed by the average business firm. Any recognized system of accounting
will produce a reasonable answer, under the assumption of consistency. In
other words, the accounting system must be properly administered from the
viewpoint that like items for different accounting periods will be treated in the
same manner. Consistency is the backbone of this entire system; it is imperative that this be fully understood.
How can it be told that a taxing jurisdiction will allow a procedure of pre audit? The answer to this is that the laws and regulations and administrative
procedures of the jurisdiction must be inquired into. Generally, today, a taxpayer may determine taxability at the time of use instead of at the time of
purchase. In most cases, application to pay use taxes in this manner requires
the posting of a bond. If the taxing jurisdiction through law, regulation or
administrative procedure allows direct payment of use taxes, then the system
of pre -audit is just one additional step which, administratively speaking, is
very desirable.
One other consideration of which both the taxpayer and taxing jurisdiction
must be fully aware before entering into an agreement of pre -audit covers the
area of mutual trust and integrity. Without basic trust, the whole procedure
of pre -audit would be inoperative. If either party has some reservation to onFE BR UA R Y, 1 96 2
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tering into such an agreement, it is best that both parties discard the idea. Complete cooperation is a "must" for the success of such a system.
Some other things which must be considered regarding this system are internal ones. Some of the more important ones for the taxpayers are:
1.

To be sure management recognizes that this system reduces cost
of compliance, not taxes.

2.

The established controls which are available to the manager must
be used in accordance with predetermined objectives.

3. If the laws, regulations or administrative procedures do not allow
for a method of pre -audit to be adopted, the business entity should
make its wishes known to the trade associations, etc., from which
possible proposals for legislative changes might be initiated.
From the viewpoint of the taxing jurisdiction, the most difficult problem is
to have confidence in the percentages as determining the taxable content of the
accounts. Full knowledge of the taxpayer's business is necessary if the examiners are to render a reasonable and sound decision regarding any percentage
which is to be applied to an account to determine its taxable content. A second
problem of the administrator lies in the area of cost per dollar of tax collected.
He must be able to convince himself and his superiors that such a system will
reduce the cost of administration. The tax administrator must also be able to
convince the taxing jurisdiction that the total tax revenue will not be reduced
if a system of pre -audit is made available to the taxpayer. It has been acknowledged by both the taxing jurisdiction and the taxpayer that, in most cases where
pre -audit has been used, the tax paid increases slightly. From the company's
point of view this is offset by the decrease in clerical labor required in order to
fully comply with the law.
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The Revenue Postulate —
Realization or Recognition?
by EARL A. SPILLER, JR.
concepts underlying accounting theory relates to the timing
of revenue. Stated in its usual form, the concept declares that revenues
should not be entered in the accounts until they are — "realized." But this declaration signifies little, for realization can be interpreted in many different ways.

O

NE of THE BASIC

A Variety of Realizations
At first thought the word, "realization," when applied to business and
financial affairs, brings to mind the process of converting assets into cash. Thus,
we speak of the "realizable value" of an asset. Although this concept of realization is related to accounting practices, it certainly does not fully describe them.
Only under certain business conditions, to be discussed later in this article, does
a business wait until cash is received to record revenues in the accounting records. Add to this cash concept of realization other concepts such as contractual
realization, market realization and tax realization (constructive receipt), and
the result is, indeed, somewhat chaotic.
Despite the ambiguities surrounding the meaning of the concept of revenue
realization, many writers have included it as one of the girders upholding the
entire theoretical structure of accounting. It stands as one of the basic postulates
or assumptions of accounting theory, along with other assumptions —of a going
concern, a relatively stable monetary unit, a business entity distinct from the
people concerned with it and a net income figure derived from matching costs
against revenues. Yet, confusion still exists as to its meaning.
Recognition Is the Point
Analyzed more deeply, the basic problem which the realization postulate
or assumption attempts to answer is the question of when to recognize revenue.
The need for an answer to this question stems from the fact that accountants
visualize revenues as arising at a particular moment of time. Before costs can
DR. EARL A. SPILLER, JR., St. Louis Chapter, 1960, is Assistant Professor of Accounting,
Washington University, St. Louis, Missouri. He holds M.B.A. and Ph.D. degrees from
the University of Michigan.
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be matched against related revenues, we first must have a clear idea of when
the revenues, themselves, are to be taken into the accounting records. Thus, it
would seem that a better title for this particular accounting practice would be
"standards for the recognition of revenue" or simply "recognition postulate."
To pinpoint the one best moment of time for revenue recognition in any particular case involves the consideration of various factors and criteria. Among
the factors that have been advanced in the literature are passing of legal title,
point of sale, receipt of cash, physical separation of the goods being sold from
the seller, and many others.
The purpose of this a&cle is to attempt a formulation of a "recognition
postulate" to take the place of the "realization concept" in accounting theory.
The big problem is not when revenue is realized but rather when it should be
recognized. The question, in this case, is one of proper timing of the revenue
entry in the accounting records. Realization is only one of the factors to be
considered in establishing when revenues ought to be recognized.
Not only would a recognition postulate clarify a confusing portion of'accounting theory but, moreover, it would have an impact on the practical problems
of revenue recognition. For example, under what conditions should a firm
record revenues at some time other than the point of sale, as in the case of longterm construction projects or installment sales? What treatment should be
given to advance orders from customers accompanied by partial or complete
cash payment? How should cash received from the sale of magazine subscriptions, season tickets, etc. be recorded in the accounts —and why? These are
only some of the practical problems that would be touched upon or answered
by a clear statement of the criteria for revenue recognition.
Another practical problem that needs clarification can be illustrated by a
situation involving a manufacturer making a basic product with different surface designs, depending on the customer. The product is made in specific lot
sizes according to contract, say 10,000 units. One customer was billed and
paid for the full 10,000 units when completed, although the units were shipped
to him f.o.b. destination when he desired. The manufacturer recognized the
revenue for the entire batch at the time of billing. Another customer had the
manufacturer store the units upon completion and ship them individually, f.o.b.
destination, as needed. In this case, the manufacturer billed for the units as
shipped and recognized the revenue only on those units. Both customers were
billed separately for storage charges.
The situations are virtually identical. The customer is obligated to pay for
10,000 units and their related freight. The manufacturer does the same amount
of work, incurring equal production and other costs in both cases. Yet, the
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revenue is recognized at one time in the first case and spread out over a number
of accounting periods in the other. Differences in treatment based on the manufacturer's having to pay the freight costs or absorb the storage costs would be
understandable. This, however, is not true in this case. Are there any grounds
for differing treatment? Under a rational and clear standard for revenue recognition, I submit there would not be.
In the income taxation area, also, we can see a need for some guide lines in
determining when various kinds of revenues should be counted as taxable income. For instance, the income tax regulations have varied concerning the
treatment accorded cash received prior to the customer's receiving any product
or service. Such cases as magazine subscriptions and fees for services to be
performed in the future fall into this category. Conflicting opinions of the Internal Revenue Service, the Tax Court, various Circuit Courts of Appeals, and
even the Supreme Court leave an air of uncertainty surrounding these kinds
of items.
In recent months, much controversy has been generated over proposals to
tax the income of foreign subsidiaries when it is earned, whether or not it is
distributed as dividends to the domestic parent company. In many respects,
the heart of this controversy stems from lack of an explicit concept of revenue
recognition. It is not the purpose of this article to discuss the pros and cons
of taxing parent companies for their share of subsidiary profits. We cannot
help but notice, however, that here again is a practical problem area on which
a clear statement of the principles for recognizing revenue would shed some
light. The following is one approach to establishing the criteria for revenue
recognition.
Two Criteria for Revenue Recognition
Two factors stand out when we search for a base on which to rest an assumption of revenue recognition. One of these concerns the economics of earning
revenue and the other the practical problem of measuring it. Consequently,
perhaps two tests should be established for revenue recognition. First, revenue
must be economically earned; second, a change must have taken place with
enough certainty and objectivity to justify recognition in the accounts. The
second part of this dual standard is the definition of the term, "realization,"
sanctioned by the American Accounting Association.' Accepting this specific
meaning of the term, we can simplify our dual standard. Revenue must be both
earned and realized before it should be recognized in the accounts.
I Accounting and Reporting Standards for Corporate Financial Statements and Preceding
Statements and Supplements, American Accounting Association, 1957, p. 3.
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Because certainty and objectivity are sometimes lacking, revenues are not
necessarily recognized as they are economically earned, that is, as goods are
provided or services performed. Rather, the accountant waits until he has some
verifiable evidence such as ''conversion through legal sale or similar process"
plus "validation through acquisition of liquid assets. With few exceptions,
the accountant finds this evidence as the result of completed transactions with
outsiders. Thus, the second criterion of objective, certain measurement of the
revenue, has assumed greater importance than the first criterion. This may
partially explain why the term "realization postulate" is found frequently in
accounting literature. Unfortunately, as noted earlier, "realization" takes on
other shades of meaning in the literature than the one mentioned above. It
would seem to be a step in the right direction to eliminate the word, realization, as a separate, distinct, accounting concept entirely and replace it with
a statement of what it usually means, namely, certainty and objectivity in the
measurement of the revenues.
Following these criteria, we can recognize revenue, in most cases, when goods
are delivered or services performed (revenue has been substantially earned)
and realization has occurred through the acquisition of liquid assets --cash or
accounts receivable (revenue has been measured with a sufficient degree of
objectivity and certainty). In most cases, these criteria are met at the point of
sale.
The "Earned" Criterion
What is meant by the first criterion that revenue must be earned before it
can be recognized? In any business enterprise costs are incurred for the basic
purpose of producing revenues. The costs associated with all activities of the
business help to produce these revenues. For example, revenues are not the
sole creation of the selling department. If so, we could do away with the
ordering, production, shipping, collection, and administrative functions. Rather,
the case is that all of the activities have helped in the earning of the revenues.
Indeed, the basic premise of financial accounting, that cost should be matched
against their related revenues, is a reflection of this fact.
Therefore, revenues are effectively earned when substantially all of these activities necessary for and associated with the production of these revenues have
been completed. A measure of the completeness of these functions can be found
by determining how much of their cost has been incurred. Problems may arise
2

An Introduction to Corporate Accounting Standards,

A. C., American Accounting Association, 1940, p. 49.
44

Paton,

W.

A., and Littleton,

N.A.A. BULLETIN

in determining when particular elements of cost have been completely incurred.
Nevertheless, as a general rule, we can say that, if a large portion of cost has
not been incurred, signifying that some function associated with the production of particular revenues is unperformed, the revenue has not been completely earned.
It is this criterion which causes many accountants, and rightly so, to favor
postponing the recognition of revenues when customers pay cash in advance
of the receipt of merchandise or services. For example, when a customer pays
the full amount for a special order of machinery, an order to be made to the
customer's own specifications, the accountant should debit cash and credit a liability account, indicating advances from customers. Then, when the machinery is
produced and shipped to the customer (the revenue is economically earned)
the liability account is debited and revenue is credited.
A similar situation exists with magazine subscriptions. The subscription
price is collected in advance (we have an objective, certain measure of the
revenue), but the revenue has not yet been earned and, therefore, should not
be recognized. Only when the magazines are produced and delivered does the
revenue become substantially earned and recognizable. Witness, however, the
confusing treatment given to magazine subscriptions by one large company. In
its 1959 income statement the revenues shown were recorded at the time cash
was received. This practice involves a premature recognition of revenues before
they are fully earned; the important production and delivery functions have not
been performed. As a result, there will be a mismatching of costs and revenues.
Half - hearted acknowledgement was given by the company to the fact that
revenues were overstated, for the increase in the liability, unexpired subscriptions, was deducted from net income.
In 1960 the company announced and followed a consistent policy of reflecting subscription revenue at the time the subscriptions were received although,
for tax purposes, the revenue was deferred over the life of the subscriptions.
The only liability recognized on the books in 1960 was for deferred Federal
Income taxes. No mention was made of unexpired subscriptions, the liability
for delivering the magazines or refunding the customers' money if the magazines were discontinued sometime in the future. The only virtue of the 1960
statements lacked by the 1959 statements was internal consistency. How much
of a virtue is consistency, however, when the procedure followed is consistently
wrong? The correct method was the method used for tax purposes — deferring
the recognition of revenue until it is economically earned over the life of the
subscription.
Explicit acceptance by the accounting profession of the first criterion of the
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recognition postulate— revenue must be earned before it is recognized in the
accounts —would clarify this problem area.
The "Certainty and Objectivity" Criterion

The second criterion for revenue recognition is that a change has to have
taken place with enough certainty and objectivity to justify recognizing the
revenues in the accounts. More is needed than just knowledge that the revenues have been earned; they must be measurable. Of course, certainty and objectivity are relative terms necessitating professional judgment for their interpretation. Absolute certainty would have to wait upon the final receipt of
cash from the customer. What is referred to here is that the accountant must
have sufficient evidence so that he can measure with reliability the amount of
the revenue. Minor adjustments to the revenue such as sales returns, allowances
for bad debts, etc., can usually be estimated with a sufficient degree of assurance
to satisfy the certain and objective measurement criterion.
Whether, in such cases as the earnings of foreign subsidiaries, there is sufficient certainty of the revenue to the parent company is a moot question. Each
particular case would have to be decided after considering the specific circumstances surrounding it. No accounting principles can eliminate the need for
competent judgment by accountants. A firm set of principles will, however,
serve as a guide in the exercise of that judgment. The recognition postulate
attempts to provide this guide in the area of revenue recognition.
Application of the Recognition Standard

In most cases, the two tests outlined above are met at the point of sale. For,
at this time, substantially all the costs associated with producing the revenue
have been incurred, and we have a reasonably certain and objective measure of
the amount of revenues because the customer has either paid cash or pledged that
he will pay cash within a period of time.
There are, however, some exceptions to this generally accepted point of revenue recognition — exceptions that can be explained, nevertheless, by using the
recognition postulate. One such exception is the long -term construction contract where revenue is frequently recognized before the point of final sale. In
this case, there is enough objectivity and certainty in the contract itself to warrant recognition as the work progresses. With a long -term construction contract,
there is a firm commitment based on an external valuation by an outside purd6
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chaser. Moreover, the amount of revenue is either established positively in the
contract or is related directly to the cost incurred, as in a cost -plus contract.
Consequently, the second criterion of certain and objective measurement is
satisfied and all that remains to be done before revenue can be recognized is that
it must be earned. This latter is accomplished by incurring costs which represent work done under the contract. As the costs are incurred (work progresses), a portion of the revenues has then been both earned and certainly
and objectively measured. Therefore, that portion can properly be recognized
in the accounts.
At the other extreme is the installment sale where the recognition of revenue
is frequently postponed until after the point of sale. There are two possible explanations of this, both of which fit in with the recognition postulate. Either
the collection costs may be quite large relative to the other costs, or the risk
of uncollectibility may be high. In the former case the revenue has not been
completely earned and, therefore, should not be recognized. In the latter case
if the account receivable is not a very sure asset due to the high risk of uncollectibility, there is not enough certainty for recognition of revenue at the
time of sale, but only as cash collections are made.
How the Recognition Standard Might Read

Our problem has been to establish a basic assumption or postulate which
will support the procedures and methods used by accountants in recognizing
revenues. It has been a thesis of this article that there is not just one criterion
but rather two criteria or two tests for revenue recognition. Accountants should
replace a rather meaningless rule, the realization postulate, with one which more
adequately, directly, and explicitly states the assumptions under which the accountant is operating.
The recognition standard here advocated would replace the realization postulate and, with other well -known assumptions, would provide a conceptual
framework on which accounting procedures and practices could be built. The
recognition standard might simply state, "revenue should not be recognized
until it has been earned and can be measured with a reasonable degree of certainty and objectivity." In this way accountants can state their assumption directly, rather than hiding it by the confusing terminology of realization or
ignoring it entirely.
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By- product Accounting —Some Observations
by DONALD A. CORBIN*

B

Y- PRODUCTS ARE

usually defined as joint products of minor importance. The sales

value is so small that allocating a portion of production cost to the by- product is
not worth the effort. How, then, shall we account for by- product values'
Probably the simplest procedure is to wa it u ntil the item is sold and then credit sundry
income. However, this may meet several objections. .Primarily, it may put income into
the wrong period in a random manner. Secondly, the sales value might be such that

some accountants would prefer to show it as operating income. Thirdly, selling expenses
or completion costs may complicate matters and preclude a simple credit to sundry income.
Possible alternatives exist to meet some of these objections. The by- product may be inventoried at its net realizable value as soon as produced. Showing a credit to income
or revenue may be ruled out in this case because it would violate the realization principle. Another possibility— probably the most popular one —would be to credit the costs
of major products. The net cost of production, exclusive of by- product value, is then allocated among the joint products.
A list of all possibilities for handling by- products would be quite long. Many arguments may be advanced to prove that one method is theoretically superior to another.
The basic premise of this note is that a discussion of the merits of different methods is
a waste of time. There are good reasons for this. The definition of by- products precludes
any further discussion of how they should be handled. Since they are of minor importance, it makes no difference how they are treated. The materiality principle permits
minor items to be handled in many ways. An attempt to show the theoretical superiority
of a particular by- product treatment is wasted effort.
The reader may now be thinking that, although by- products are defined as minor, they
are not immaterial. But this concedes my point. If by-products are considered minor,
but nevertheless material in amount, then no valid reason exists for special treatment of
the item as a by- product. The item in question is one of several joint products of significant value; it just happens to be the one with the lowest value.
In view of the many variations in by- product accounting, it would probably have been
preferable historically to treat all products as joint products. (An exception would be
reasonable in the case of minor or immaterial values arising from truly insignificant byproducts.) Hence no discussion of how the values of by- products should be handled is
necessary. Since they are immaterial, any efficient treatment is satisfactory. Simplicity is
all that need be considered.
If these thoughts are accepted, it follows that almost all current textbook discussions
of by- product accounting should be revised. Only two short sections are required: first,
a brief statement of how the principles of immaterialty and simplicity relate to byproducts; second, a list of several simple alternatives which are currently followed. The
author might possibly state his preference for the method which he believes to be the
most simple. No need exists to confuse students of cost accounting with discourses on
the theoretical superiority of one immaterial method over another.
* Associate Professor of Economics and Accounting, University of Hawaii, Honolulu,
Hawaii.
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Conservation of Assets Through a
Prudent Insurance Program
by RALPH F. MOWEN
like personal life, is exposed to many risks, some of which are
B known and
recognized; others are unknown and therefore go unrecogUSINESS,

nized. Either can be fatal. By proper treatment some risks can be eliminated
or their effects diminished, some can be transferred to professional risk bearers,
while others are not responsive to treatment.
Most risks to which businesses are subject can be classified in three groups:
Economic risks. Those arising out of economic, marketing and
related events.
2. Casualty risks. Those arising from physical or human causes which
usually result in loss or damage to property of the owners, including loss of use.
3. Legal liability risks. Those arising out of liability imposed by law
to pay compensation or damages for injury to employees or other
persons, and for damage to property of others.
1.

An occurrence involving any of these risks might cause a loss which could
wipe out profits or even the business. It is the responsibility of management
to protect and conserve all the assets of the business, including intangibles, for
the benefit of the owners. Sometimes management does not realize that, at any
moment, continued operation might depend upon whether or not there is adequate insurance coverage. The challenge is to recognize the various types of
risks, delegate risk - handling responsibilities, find ways of alleviating risks, if
possible, and make certain that profits would not be destroyed by the occurrence
of a peril, whether economic, casualty or legal.
The insurance manager is concerned with casualty risks and legal liability
risks. It is his responsibility to protect the assets against losses from these risks
which could seriously endanger the business and, at the same time, to control
risk costs so that they do not exceed the financial ability of the company to
meet them. The cost of insuring everything would be prohibitive and, also,
some risks are uninsurable. The insurance manager must recognize the risks
RALPH F. MOWEN, Des Moines Chapter, 1950, is an Assista nt Treasurer of Iowa Power
and Light Company, Des Moines, Iowa. He has been associated with his company since
1947 in positions relating to insurance, taxes and finance. A graduate of Drak e University, Mr. Mowen has a master's degree in Actuarial Science from the State University of
Iowa.
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which threaten the financial security of the business. He must analyze and
evaluate these risks, consider the relative merits of insurance, self- insurance and
nomnsurance, and then cover the risks with an appropriate insurance program.

Recognition and Evaluation of the Risks
Sometimes the real risks are lost sight of in favor of those which are more
frequent, obvious or spectacular, or which may be minor in amount. This is
somewhat like the man who rushes to the airport in an automobile at high
speeds over crowded highways and then after boarding the plane, sits back in
his seat with a feeling of security because he bought an insurance policy covering the flight. Actually the auto ride to the airport, which he took without
giving it a second thought, was probably more hazardous than the flight. It is
necessary to look for and recognize the real risks throughout the entire operation and to catalogue them, taking into consideration all the possible perils to
property and incurrence of liabilities to others. The risks should be classified
by types and carefully analyzed.
The risks must also be measured, that is, evaluated in terms of dollars. The
evaluation should consider the conflagration hazard, the moral hazard, the occupancy hazard, the exposure hazard and others. Explore the possibility of a
catastrophe and estimate the loss which could result from its occurrence. The
controlling factor in the evaluation of a risk is the relative effect of the loss,
rather than its absolute value. Compare the relationship of possible loss to the
available margin for contingencies rather than absolute value. What will be
the effect of the loss on the asset position of the company? Will it put it out
of business? Will it affect the earnings? If so, by how much? Will it impair
contingency reserves to the point that growth or expansion will be curtailed?
Incidence and likelihood of loss are two other important matters in evaluation.
As to the first, determine the frequency and severity of harmful events which
do occur. The degree of probability of such losses occurring should not be
determining here. The capacity for a big loss to hurt a business is not diminished by the relatively small chance of its occurrence. It is not unusual for
larger businesses to experience a number of small losses year in and year out
which could be insured. However, there may be no justification for insuring
them, if they can be absorbed as an operating expense without difficulty. On
the other hand, the company should make sure that, in the absence of insurance, its financial condition will, at all times, have the capacity to absorb a
potentially disastrous loss. Since this is not the common situation, the task is
to determine whether or not a risk is great enough to warrant insurance and
50
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thus to avoid seriously impairing the financial structure of the business to the
extent that recovery could create a substantial economic burden.
As to likelihood, distinguish between probability and possibility. Sometimes
the probability of loss may be reduced by safety measures but the possibility of
loss remains. A large potential loss requires that some method of handling be
provided in advance, even though the probability of occurrence of such loss is
small. Dangerous risks are sometimes inadvisably assumed by the company
because the probability is low and occurrences infrequent, yet the possibility
of loss still exists. On the other hand, some risks are inadvisably insured when
the probability is relatively high but the possible amount of loss is relatively
low and limited, such as auto collision damage. Such risks are usually uneconomical subjects for commercial insurance since premiums must necessarily be
high.
Alternatives in Handling Risks
It is through a combination of recognition of risks involved, analysis, elimination, transfer, or orderly assumption of risks that conservation of assets
through an insurance program is fittained. Just ignoring risks or wishing they
will go away will not cause them to do so.
Risks may be dealt with by use of any one or a combination of the following
actions:
1.

Elimination of the hazard which makes occurrence more likely.

2.

Transferring the risk to specialists.

3. Assuming the risk through self- insurance, or noninsurance.
The best way to avoid the effects of a loss it to prevent the loss from occurring in the first place. This is not always possible; therefore, to ease the effect
of losses which have not been prevented, insurance, self- insurance or a combination of both can be used. Some risks, because of their potential severity,
must necessarily be transferred to professional risk bearers. The fulfillment of
this need is the basic reason for the existence of the insurance industry. Loss
prevention is probably worth more in the long run than reimbursement by an
insurance company, but both have their place in an insurance program.
When a risk has been recognized, it can then be determined whether or not
It is insurable. If insurable, a decision may be made to transfer all or part of
such risk to a professional risk bearer, i.e., an insurance company by payment
of an agreed upon insurance premium. Thus uncertainty, the risk, is exchanged
for certainty, the insurance premium. Coverage should first be placed on risks
FE BR UA RY , 19 62
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which could cause crippling losses and, secondly, on other risks, as judgment
and finances dictate.
All risks not so transferred, whether recognized or not, are automatically
self - assumed and the losses resulting are absorbed to the extent of the company's financial ability. It is well to do this consciously. Decide which risks
can be absorbed with relatively little damage and self- assume them. In order
to plan ahead for the orderly handling of assumed risks, it is sometimes advisable to establish or create a reserve referred to as self- insurance. Very few
companies can afford to self - insure all their risks, therefore, a• self - insurance
program will usually include provision for excess insurance coverage on some
risks.
Types of Insurance; The Insurance Market
The large number of different types of insurance available presents a confusing picture to the bewildered purchaser. The important thing is to know
the risks to be insured and then explore the market for the coverage which
best fits the needs. Indicative of some of the many types of insurance available,
but certainly not all- inclusive, are the following:
Fire and lightning
Windstorm
Hail
Explosion
Riot and civil commotion
Aircraft and falling objects
Vehicles
Smoke
Vandalism and malicious
mischief
Flood
Water damage
Earthquake
Landslide
Glass breakage
Boiler explosion
Machinery breakdown
Loss of use or occupancy
Outage
Extra expense
Depreciation or replacement cost
Accounts receivable
Credit or mortgage
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All risk
Transit
Fidelity
Burglary, robbery or theft
Forgery
Public liability
Libel or slander
Defamation of character
Patent infringement
Malpractice
Errors and omissions
Workmen's compensation
Surety bonds
Bid or proposal bonds
Performance bonds
Labor and materials payment
bonds
Stop loss or aggregate excess loss
War risk
Group life
Group hospital, medical or
surgical
Group annuities
Valuable records
N.A.A. BULLETIN

There is no need to be restricted to the usual types of insurance. Quite often
the insurance companies will offer to "tailor make" the coverage to suit a particular situation.
A logical place to first look for insurance coverage is in the domestic market
composed of companies authorized to do business in the various states of this
country. They differ in size, kinds of insurance written and type of organization. There are capital stock companies, mutual companies, reciprocals, profit
sharing, pools and reinsurance companies. In addition, there are state or Federal funds in operation in some areas. Another vast insurance market is available at Lloyd's of London and through other foreign companies.
How Much Insurance?
The amount of insurance on property can be based on the actual cash value
of the insurable portion, modified by judgment factors which take into consideration the degree of total loss that could possible be sustained and the
amount of premium dollars available for insurance. Actual cash value can be
• determined in a number of different ways. The generally accepted methods for
insurance purposes are: replacement cost less depreciation, original cost trended
less depreciation, appraised value determined by professional appraiser, and
market value.
In the case of public liability insurance, what limit of coverage is adequate
and reasonable? Unfortunately there is no fixed formula for determining liability limits but, instead, it requires a combination of several judgment factors
mixed with good business sense. A starting point might be an intelligent estimate of the worse possible accident or occurrence that could result from the
operations of the company. The sum total of property damage likely to result,
plus the best "educated estimate" of possible personal injury claims, could be
the basis for arriving at a limit of liability. Consideration should be given to
such factors as concentration of values, population density, and other economic
factors, including the amounts currently being awarded as damages by the
courts in the vicinity. The degree of probability should not be the controlling
factor in considering the effect of a possible loss. It must be recognized that
there is always a first time for everything. A limit of liability is not adequate
and reasonable if it is so low that a loss could endanger the financial position
of the enterprise.
In the case of fidelity insurance, the amount of insurance can be related to
the value of assets at risk. Consideration should be given to the amount of cash
on hand, the number of locations and persons handling cash, the value of maFE B R UA R Y , 1962
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terial and supplies and the possibility of loss by pilfering, misappropriation
or manipulation, the internal checks on purchasing, accounts payable and various
other factors. In the final analysis, judgment based on reasonable estimates of
the exposure will be the deciding factor.
Placing Insurance
Purchasing the insurance requires searching the market. It is not unusual to
periodically obtain competitive bids. They should be from representative
markets but it is unwise to flood the market with requests for quotations. New
markets and new developments in coverages should be investigated. Obtain
assistance from an insurance agent and company representatives and get them
to help you. But do not leave it all to them. It is wise to obtain an understanding of the problem.
In the average business transaction, the sale is completed when the goods are
delivered and the price paid. In the insurance business, the price is paid first
and the buyer gets a contract calling for future delivery contingent upon the
happening of an occurrence, during which time the insurer must remain able to
pay. Carefully consider the financial ability of the companies which you insure.
Best's Insurance Guide, The Argus Chart and other references provide some
basis for such analysis. Ask questions of others who deal with insurance companies, regarding their experiences with various companies. Low rates, careful underwriting standards, economical administrative methods, superior investments, efficient claims handling and- other economic factors should receive
consideration when selecting insurance carriers.
Some Ways of Cutting the Costs of Insurance
The original concept of insurance was to protect the insured against a contingent occurrence or catastrophe which might result in financial disaster for
him. Many insurance transactions today amount to nothing more than trading
dollars, and some insurance policies have become mere service or maintenance
contracts. Insurance covering small losses, which the insured might well assume,
is uneconomical because it involves not only the cost of the loss but also the
cost of operating the insurance company. The insured is thus getting his normal
or routine loss coverage on a cost -plus basis, and the plus is not negligible. The
cost of handling very small claims is out of all proportion to the amount of
the claim. In many cases, this amounts to exchanging 100 cent premium dollars
for 50 cent settlement dollars, which is an economic waste.
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Insurance costs may be reduced by a thorough knowledge of policy provisions, so that overlapping coverages can be eliminated. Look for all possible
premium savings without impairing coverages. Investigate the possibility of
reducing insurance costs through merit rating, retrospective rating or premium
adjustment rating plans. Merit rating is a method of recognizing that a given
risk may be inferior or superior to the average risk in its class and adjusting the
premium accordingly, based on the actual experience of the insured. This is
a prospective rating system which adjusts future premiums based on past experience. Retrospective rating and premium adjustment rating are methods
which use loss experience to modify the premium for a given past period, rather
than for future premium purposes. A tentative premium is charged subject to
refund or an additional premium within the limits of agreed minimum and
maximum premiums. A loss limitation factor sets the maximum amount to be
included for each loss in determining loss experience. The amount of possible
savings is determined primarily by the minimum premium available and the
extent to which the carrier will apply the experience modification factor.
Adjustment of losses is an area in which assets can be conserved. It requires
a thorough knowledge of the insuring coverage and the loss incurred. Make
certain the claim includes all items recoverable and all costs involved. Review
the various methods of premium payment and select the one most beneficial.
The cost of money is a very real factor in determining whether to pay a five year premium in advance or on an annual installment basis. Compliance with
certain construction or safety standards may help reduce rates. Follow through
to see that credit is actually received when such corrective measures have been
completed.
Give serious consideration to deductible provisions in which, for a premium
saving, a portion of the risk is shared by the insured. The concept goes back
to the basic principles of insurance and is sound economics. If most individuals
can carry a $100 deductible provision on auto collision insurance, it would seem
logical that a corporation, even a small one, should be able to carry a similar
provision of some amount. The loss participation by the insured provides a
practical incentive for loss prevention. It also permits the use of premium
dollars where they can do the most good covering serious losses. In planning
an insurance program, it may be possible to eliminate coverage on numerous
small risks and purchase more insurance on the real risks. The deductible principle can be adapted to various kinds of insurance to suit the needs of the
insured.
The principle is well - established in the insurance companies themselves. They
usually retain a certain primary level of liability and reinsure the excess with
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other companies or Lloyd's of London. The amount retained depends upon
their size, ability to pay and judgment. This likewise is true of other business.
The deductible provides a solution to the problem of determining a course between an impossible program of self - insuring all losses regardless of size and
the expensive program of fully insuring all losses, including those which are
relatively minor. The retention specified in the deductible provisions should be
high enough to eliminate frequent small claims and yet be low enough so that
company earnings and capital structure will not be impaired by the occurrence of
one or more large losses. Relate the amount of possible loss being assumed to
the cash, income and surplus account positions, and then determine how much
can be absorbed once, twice or several times.
There is some variety in deductible provisions. In some instances "stop loss"
insurance is carried above self - insurance, with a large deductible amount. It is
intended to take care of catastrophe hazards and limit the participation of the
insured to a predetermined amount in a given period. Another variation of the
standard type of deductible provision, known as a "franchise" deductible, provides for payment of the loss by the insurance company from the first dollar
of loss when it exceeds the deductible amount.
Co- insurance is another possible means of insurance cost reduction. This is
a method by which, in consideration of a rate reduction, the insured assumes the
possibility of sharing with the insurer those losses which do not exceed an agreed
percentage of actual cash value of the property at the time of the loss. The
insurance company participation in such losses is determined by the ratio of the
amount of the policy to the product of this agreed percentage and the actual
cash value of the property. When a loss exceeds such agreed percentage, the
insurance company pays the principal amount of the policy or the amount of
loss, whichever is less.
Preventive measures can often pay dividends in cost of insurance. Good loss
experience may reflect in lower rates. Losses can be costly even when fully
insured. Many service industries cannot afford to have losses occur and, therefore, spend considerable time, effort and money to prevent them.
Where Self- insurance Applies
It may be more economical in the long run to assume certain risks than to
insure them. Many such can be better handled by the business itself. Self insurance is a method of planned assumption of these risks, or portions. In
these areas, provision is made for payment of losses through a self- insurance
reserve. Where there is no systematic planning for meeting contingent losses,
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there is simply an assumption of risk or noninsurance. Under a self - insurance
plan, the role of a small insurance company is assumed, together with all its
functions.
Self - insurance is practicable when it complies with the basic principles of
insurance. These require the combination of a large enough number of similar
exposure units so that losses become predictable within a small range of error.
Because of the effect of the law of large numbers, it is possible to predict with
some degree of accuracy the average losses which can be expected out of a
large number of cases. The number of individual exposure units needed to
create certainty or near certainty varies inversely with the frequency of loss.
The degree of accuracy increases with the number of cases. Risks which are
small and uniform in amount, and frequent, are ideal for a self - insurance program, while those which are infrequent but high in amount tend to disrupt such
a program.
Under a self - insurance plan, operations are charged a premium rate per unit of
exposure, with a corresponding credit to a reserve. Losses are charged to this
reserve as they are paid. The reserve can be maintained as an accounting reserve,
if justifiable by the asset position of the company, or may be "earmarked" and
given separate treatment. The annual charges to operation should about equal
the average annual losses of at least the past five years. Some companies like
to maintain a minimum amount of free self - insurance reserve equal to approximately one year's expected self - insurance losses for each of the risks self- insured,
plus an amount for contingencies. Some set a minimum equal to two or more
retentions, while others clear the reserve annually. These are decisions to be
made on the basis of judgment.
Not all businesses are in a position to adopt a program of self- insurance or
to assume the participation implied by a large deductible amount in its policies.
Management must decide how much the company can assume in losses. When
the first big loss occurs, there is a tendency to forget the long -range advantages
which were the original basis for self - insuring such risks! Some losses may be
divided between insurance and self- insurance. A company might insure its
public liability bodily injury risks because of their infrequency and high potential
cost and, at the same time, self - insure a portion of property damage risks because they are relatively small and frequent and can be settled without an insurance company adjuster.
There is no fool -proof statistical formula for use in establishing a self- insurance reserve. It requires sound judgment applied to the facts in each case. The
object is to avoid serious variations in the year -to -year insurance expense. The
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resulting level trend should be similar to that produced by payment of premiums
for purchased insurance.
Self- insurance reserves are usually maintained in one or more of the following ways:
Bookkeeping reserve. Secured by the unpledged general assets of
the company.
2. Funded reserve. Secured by specific assets but not segregated legally
from the general assets.
i . Trust fund reserve. Moneys or securities placed in the hands of a
trustee for use in payment of future claims.
4. Surety bonds. Indemnity contracts to cover self - insured liabilities
and to guarantee performance. This method may be used when
required by governmental authorities.

1.

The decision as to what to insure, self - insure or noninsure, and the limits
of each, must of necessity vary and are determined by the facts in each case,
the size of the organization, its assets, its concern over public relations, competition and other factors.
Noninsurance
This is a method of self - assumption of risks under which the full amount of
each loss is absorbed as an expense when it occurs. This method can be used if
the maximum possible loss or series of losses will not seriously distort earnings.
Even then, it is sometimes advisable to self- insure in order to provide loss
information as a basis for loss control and also to aid in recovery from third
parties where property has been damaged by their negligence. Noninsurance
may result from a management decision to assume a risk or it may result from
failure to recognize that a risk exists. During a period of depressed earnings,
It is usually not prudent to cut back or discontinue insurance coverage arbitrarily,
just for the sake of reducing expenses. A large uninsured loss at such time
could close the business.
Objective: Economical Protection
In order to implement the conservation of assets through a program of insurance, it is advisable to establish a policy or guiding principle with respect to
risk assumption and insurance, and a rule indicating where the line should be
drawn. This should reflect the corporate attitude or philosophy towards insurance. The purpose should be to economically protect and conserve the corporate
assets from loss caused by casualty or from liability resulting from negligence
in its operations.
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Budgeting for Direct Material Inventories
by JOHN ARROL
in modbusiness seldom lets cash
stand idle, but other elements of working capital such as material inventories
are often allowed to do just that. The
natural inclination of production personnel is to have an ample supply of
raw materials and parts on hand to
avoid shortages which might disrupt
production lines. Such policies can
eat into profits without management
becoming aware of it. The annual
carrying cost of inventories has been
estimated at 2 0 to 30 percent of the
inventory value, so an excess inventory of $ 1 ,0 0 0 , 0 0 0 may reduce profits
by $ 2 0 0 ,0 0 0 or more, not counting the
increased opportunities which lack of
control offers for obsolescence and pilferage.
A key tool to assist management
in controlling inventory balances is a
material inventory budget. The primary goal in inventory control should
be to utilize a minimum of investment
in inventories consistent with smooth
operating production schedules. The
inventory budgeting procedure deGG R E S S I V E

A ern

MANAGEMENT

scribed here will assist management in
a positive manner to actually develop
a measuring stick to determine what
the proper inventory level should be.
Setting up a productive inventory
budget involves answering the following questions:
1.

What is to be produced?

2.

How much material is required
for this production?

3. When is this material required?
These questions can be partially answered in advance with responses
which apply for several months in the
future. The only information that
usually varies month to month is the
quantity of production expected.
The Production Schedule;
Material Requirements
The amount of productive inventory
required depends upon the amount
of production expected in the next
few months. A production schedule, as
shown below, sets forth the number of
units or sales value of the various
products scheduled for production:

JOHN ARROL, Nashville Chapter (Detroit, 1957), is Cost Control Manager,---Appliances,
for the Nashville Division, Avco Corporation. He was previously Budget Manager for
the Division, and has held supervisory positions with Curtiss - Wright Corporation and
Ford Motor Company. Mr. Arrol, a graduate of Xavier University, Cincinnati, is an
Instructor in Cost Accounting at the University of Tennessee.
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Product line

February

March

5,000
2,000

8,000
3,000
6,000

6,000
1,000
10,000

$35,000

$35,000

$25,000

January

X (Units)
Y (Units)
Z (Units)

10,000

Service parts (sales value)

In this table, and those which
follow, the plant illustrated produces
three different products and related
service parts.
Once the production schedule is obtained, the next step is to determine
the amount of material required to
build the units scheduled. This requires that the material cost for each

unit be available. The standard or
basic unit cost of material on each
product is summarized 'from a priced
list of the total material required for
the product, i.e., the bill of material.
An allowance for scrap, shrinkage or
other variances is added to determine
total material allowance per unit as
shown below:

M A T E R I A L C O S T 1) E R U N I T

Product X
Product Y
Product Z

Standard
material

Scrap
allowance

Total

$27.20
29.60

$ .54

$27.74

28.83

.59
.58

30.19
29.41

—

—

60%

Service parts (, e of sales)
Material requirements for service
parts can usually be estimated as a
percentage of sales based on past relationships. By multiplying the unit
product material costs and the material
content percent of service parts sales
scheduled by the data in the produc-

X
Y
Z

Service parts
Sub -total
60

Unit
material
cost

January

February

March

$27.74

$277,400

$221,920

$166,440

30.19
29.41

150,950
58,820
21,000

90,570
176,460

30,190
294,100

21,000

15,000

$508,170

$509,950

$505,730

—

Product
line

tion schedule, the material dollar value
of this schedule will be obtained.
Pricing the production schedule in this
manner will give the material cost
content of the advance schedule as
shown below:
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Delivery Pattern
This material will obviously come
into the plant some time before production starts. To establish a budget,
it is essential to consider when the
material will be delivered to meet production requirements.
For material control purposes, most
plants have established delivery patterns for material coming into the
plant. Some materials, such as steel
and aluminum raw stock, have to be
delivered to the plant many weeks
prior to the time needed in final assembly. This is because of the in -plant
lead time for cutting, forming and
other fabrication work. On certain
other materials which are not required
as early and which utilize a great deal
of space, only a few days' requirements
will be in the plant prior to production.
To control and hold down the investment in inventories, other high- dollarvalue items will be scheduled for delivery to the plant not sooner than two
weeks prior to production. Other physically smaller and low- unit -value items
may be scheduled in once a month to
eliminate continual reordering and
handling.
Because all of these factors mean
that material is being delivered into
the plant at various intervals prior to
final stages of production, these delivery patterns must be built into the
budget. Summarized below are some
examples of delivery times on various
types of materials.
FEBRUARY, 1962

Delivery
Pattern

3 -day
2 -week
30 -day

2-month

Material type

Crates, packaging, weights
Purchased assemblies
Small hardware, nuts,
bolts, screws, bulk materials
Raw materials, aluminum

After the delivery time is determined for each specific part, the percent of direct material cost involved
in each of the delivery patterns (i.e.,
3 -day, 2-week, etc. in the example
above) must be determined for each
product. Most operations have definite
standard quantities of material used on
a particular product in the form of a
bill of material.
Each part on the bill of material can,
be classified as to delivery pattern as
shown in Exhibit 1. For example,
Part A is an item required 2 weeks in
advance and, therefore, the cost of
$12.56 is placed in the column so
designated. The costs of other parts
are entered in appropriate columns
and the results totaled to determine
the total material value in each of the
delivery patterns. Thus the 3 -day
items (Parts E and J) total $3.94. The
percent that each of the delivery pattern sub - totals is of the total material
cost for the product is calculated and
shown in the last line of the exhibit.
These percentages indicate that of
the $27.20 material content of Product
X, 14.5 percent is made up of 3 -day
items, 46.2 percent consists of 2-week
items, 22.2 percent are 30 -day and
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delivery pattern remains the same.
Similar percentages should be developed for every product involved and
the results summarized as has been
done in the table below for the assumed three - product plant used as an
example in this article:

percent are 2-month. The percentages which have been developed
in this manner will become the basis
for the operation of the productive inventory budget. These percentages will
remain fixed and need not be recomputed as long as the product and the
17.1

Product X

3-day
2 -week
30-day
2 -month

14.5%
46.2

Total

100.0%

Product Y

22.2
17.1

Calculation of the Budget
Each month it will be necessary to
apply the fixed percentages which were

Part

Un it
coat

of

M a t e r i a l

Qu an t it y

To t a l
cost
$12.56

Service
part3

12.0%
16.6
59.8
11.6

8.2%
3.5
68.1
20.2

- 70
33.3
66.7
-

100.0%

100.0%

100.0%

developed above to the material con tent of the production schedule. This
will convert the delivery pattern per-

_

Bill

Product Z

--

P r o d u c t

ay

Deliver
-week

X

3T
_

Delivery
Pattern

$12.56

_ca y

-month

B

1

1. 1 6

C

.45

2

.90

D

05

4

.20

E

11

20

2.20

F

1. 12

1

1. 12

1. 12

G

.88

3

2.64

2.64

H

16

2

.3 2

32

I

.0 2

8

16

16

J

1.74

1

1.74

.15

28

4.20

$

1

1. 1 6

$

$12.56

$

A

1. 1 6
.90
.20

.

.

2.20

K

1.74
4.20

To tal m aterial cost

$27. 20

$3.9 4

$1Z. 56

$6 . 0 4

$4. 66

P e r c e n t of to tal

10 0 . 0 %

14. 5 1c

46.2%

22 . 2 %

1 7 . 1 17c

EXHIBIT 1
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centage to the amount of material required for the production schedule.
For example, the 3 -day material required for January production is 1 4 .5
percent times $ 2 7 7 ,4 0 0 (Product X's
material value for January production
-gi ven previously). The result is
$ 4 0 ,2 2 3 which is shown on the first
line of the next table. In the same
manner 4 6 .2 percent (the 2 -week percent) times $ 2 7 7 , 4 0 0 yields $ 1 2 8 , 1 5 9

as the amount of the 2 -week requirements for January production of Product X. Similarly, the 30 -day and the
2 -month requirements can be computed
and the "Product X" line in the table
below totals across to $ 2 7 7 , 4 0 0 which
coincides with the amount shown
earlier. The corresponding amounts
are calculated for Products Y and Z
and for service parts, and the columns
are totaled, as follows:

JA N U A R Y MATERIAL RE QUI REM E NT S
DELIVERY PATT ERN

Total

2 -week
$ 1 2 8 ,1 5 9

$ 6 3 ,1 6 0

30-day

2 -month

$277,400

2 5 ,0 5 8
2 ,0 5 9
7 ,0 0 0

61,583
9 0 ,2 6 8
4 0 ,0 5 6
14,000

$ 4 7 ,4 3 5
17,510
11 ,8 8 2

150,950
5 8 ,8 2 0
21,000

$ 1 6 2 ,2 7 6

$ 2 0 5 ,9 0 7

$ 7 6 ,8 2 7

Making the same type of calculations with the same factors (Exhibit
1 ) against February material require-

-

Service parts

3 -day
$ 4 0 ,2 2 3
1 8 ,1 1 4
4 ,8 2 3

$

X
Y
Z

-

Product

Total

$ 5 0 8 ,1 7 0

ments of $ 5 0 9 ,9 5 0 develops the delivery pattern in dollars for February
as shown below:

FEBRUARY MATERIAL RE QUI REM E NT S
DELIVERY PATT ERN

2 -week

30 -day

2 -month

Total

X

$ 3 2 ,1 7 8
1 0 ,8 6 8
1 4 ,4 7 0

$ 1 0 2 ,5 2 7
1 5 ,0 3 5
6 ,1 7 6
7 ,0 0 0

4 9 ,2 6 6
5 4 ,1 6 1
1 2 0 ,1 6 9
14,000

$37,949
10,506
35 ,6 4 5

$ 2 2 1 ,9 2 0
90,570
1 7 6 ,4 6 0

$ 1 3 0 ,7 3 8

$237,596

$84,100

Y
Z

Service parts
Total

$57,516

The Re s ul t i ng I nv e nt o r y B u d g e t

To obtain the inventory budget at a
given month -end (December 31 in our
example) the totals in the bottom
line of the last two tables are regrouped
and summarized as illustrated in Exhibit 2. The amount of material reFE B R U A R Y , 1 9 6 2

$

3 -day

-

Product

-

2 1 ,0 0 0
$509,950

quirements for January and February
are shown in the first two lines with
detail as to delivery pattern. In the
bottom section of this exhibit, the
portion of the January and February
requirements which should be on hand
at December 31 is developed.
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D e v e l o p m e n t o f D e c e m b e r 31, 19

Inven tory Bal ance

3 -day

2 -w e e k

30 - da y

$63,160

$162,276

$205,907

57,516

130,738

237,596

2 -month

Total

1.

January

2.

February

$

Prod uct ion schedule
76,827

$508,170

84,100

509,950

4.

5.

6.

7.

10/21 of J anu ary
10 -day it ems

77,274

All of January
30 -d ay i te ms

9,023

77,274

205, 907

All of January and
F e b r u a r y 2 -month
items
D e c e m b e r 31, 19

$

$

9,023

$

3/21 of J anu ary
3 -d ay i te ms

$

3.

$

R e q u i r e d a t D e c e m b e r 31

205, 907

160,927
Inve nt ory budge t

160, 927
$453,131

EXH IBIT 2

For example, all of January's 30-day period is equivalent to 10 working
items would be on hand at December days, 10/21 of $162,276 gives the
31, so the amount involved, $205,907 amount of 2 -week items required at
from Line 1, is brought down to Line December 31; this equals $77,274 and
5. Since all of January's and also all is shown on Line 4.
These inventory figures are carried
of February's 2 -month items must be
on hand by December 31, the total of over to the right -hand column and
Line 1 ($76,827) and Line 2 ($84,- totaled to $453,131 in Line 7. This
total represents the inventory balance
100), or $160,927, is entered on
that should exist on December 31 to
Line 6.
A portion of January's 3-day and support January and February production.
2 -week items would be required in inventory at December 31. Based on 21
working days in January, 3/21 of Jan- Comparison of Budget
uary's 3-day requirements ($63,160), with Actual
For management information a rewhich amounts to $9,023, is calculated
2
porting
system should be established
3.
and entered on Line Since a -week
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which would highlight variances from

A comparison of actual and budg-

budget. Some of the possible reasons

eted inventory can be reported each
month along with explanation of any
significant variance. Exhibit 3 illustrates a comparison for three months.
The explanation of the variances is
only an example, and the reader can
visualize how it might need to be
changed in his particular operation.

for variances could be such items as:
t. Obsolete materials in inventory.
2. Scrap not written off.
3. Scheduling department not ordering according to the predetermined delivery pattern.
4. Part shortages.

PRODUCT IV8 INVE NT ORY S T AT US
AC T UAL v s . BUDGET

Mon th En d in g
December 31
January 31
February 28

Budget

Actu al

$453, 131
483,538
427, 530

$444,881
521, 038
439, 311

Vari ance
(Ove r ) / Un d e r
$

8, 250
( 37, 500)
( 11,781)

(A)
(B)
(C)

Reas ons for M a j or Var i ances :
(A)

S u p p l i e r b e h i n d s ch e d u l e 3 we e k s i n s u p p l yi n g P a r t F .

(B)

A q u a n t i t y of 3 , 0 0 0 of P a r t A wa s b r ou gh t i n t o t h e p l a n t
a h e a d o f s c h e d u l e i n a n t i c i p a t i o n o f a s t r i k e a t t h e v e n d o r 's
pl an t.

(C)

Ob s o l e t e m a t e r i a l s f or P r od u ct X b e i n g h e l d i n i n v e n t or y
fo r fu t u r e u s e o n P r o d u c t Y w h i c h u s e s t h e s a m e p a r t .

EXHI BIT 3

Advantages of the Budget
By the use of a budget such as has
been described in this article, manF E B R U A R Y , 1962

agement will not only have actual deviations highlighted but will also have
a measure which will enable better and
65

tighter inventory control. Elimination
of excess inventories will free working
capital which can be used to better advantage elsewhere. Management can
make sure that the minimum amount
of floor space necessary to maintain
adequate inventory levels, is being
used. Taxes on inventory balances will
also be minimized.
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A by- product of an inventory budget
is that better data will be developed for
other financial planning purposes,
such as short -term forecasts, cash requirements and profit budgets. This
added information, along with better
control of the investment in inventory,
can help management to achieve significant financial gains.
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An Efficient Procedure for Paying and
Distributing Freight Charges
by V. E. GRIFFIN
for
W purchased material, theis billed
customary
HEN

A

COMPANY

payment terms of ten to thirty days
provide ample opportunity to thoroughly audit the invoice, inspect the
material, prepare receiving reports and
distribute the cost to the proper order
or account number —all before the due
date. During this period, all interested departments — purchasing, accounts payable, receiving, tabulating,
cost, etc. —have usually received and
recorded all the information they need
about each transaction. On the other
hand, freight bills are comparatively
awkward to handle in a large operation. Government payment regulations
promote a much faster pace in handling
freight bills than in handling ordinary
payables. Bills from railroad and truck
lines are now subject to payment within seven days of receipt. Until recently, railroad bills required payment within 120 hours of receipt.
An additional problem in processing
freight bills, especially at the speed
required, is the prevention of duplicate
payments. Although this problem applies to ordinary payables too, it is
more acute in the case of freight bills

due to the frequent use of carbon
copies as paying copies.

Some Obstacles In Distributing
Inbound Freight Expense
In our own plant, adequate controls
have always been maintained to prevent duplicate payments and very little
difficulty has been experienced in the
audit and payment phases of freight
bill processing. However, until a few
years ago, the accounting department
had considerable trouble with one
phase, distribution of inbound freight
expense. This difficulty was twofold:
( 1 ) determining the distribution of
the cost at the time of vouchering and
( 2 ) matching copies of freight bills
with related material invoices in order
to post total cost to visible index
records.
As to the first difficulty under our
old system, a bottleneck developed because the receiving department did not
have enough time to record cost distribution data on duplicate bills and
forward them to the accounting department for entry on the voucher
register simultaneously with original

V. E. GRIFFIN is Cashier at the Gadsden, Alabama, plant of Allis- Chalmers Manufacturing Co., which he joined in 1950, following graduation from the University of Alabama.
FEBRUARY, 1962
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bills. Success hinged on equal processing time of duplicates by the receiving department and originals by
the traffic department. The accounting
department would then match the two
bills, voucher them and make a voucher
register entry, indicating distribution
of the cost to the proper account or
order number.
The second difficulty, matching duplicate freight bills with related material invoices, was alleviated to some
extent by using a freight unit cost
factor when posting invoices to index
records. This method was not entirely
satisfactory because it did not provide
actual cost and necessitated additional
clerical effort to periodically reconcile
freight applied and actual freight cost.
To overcome these problems, the
inbound freight pool system was devised. This arangement not only solved
our distribution troubles but also eliminated the need for an accounting department copy of the bill and resulted
in considerable savings in clerical effort in the receiving and cost department. Two changes were made to introduce this system. It was first
necessary to incorporate all freight
distribution information on the receiving report for the related material.
Then, the practice of assigning the
account or order number to freight
changes at the time of vouchering was
abandoned in favor of vouchering
freight charges into a holding account
for subsequent removal and journalization by mechanical methods. Particulars
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of handling freight bills for inbound
shipments, including pool system, are
given in the paragraphs immediately
following. The paper closes with detail of processing freight bills for
outbound shipment, so far as these
differ.
Inbound Freight Bills
Receiving department procedure.
When carriers deliver material to the
receiving department, they present inbound freight bills in duplicate. Prepaid bills are simply logged in and
filed away for two years. Collect bills,
however, are assigned a permanent
identification number, called a cashier
number, and this number is entered on
both copies of the bill. The original is
forwarded immediately to the traffic
department for audit and payment.
Using the duplicate, the receiving department identifies the shipment with
the related purchase order, records the
purchase order number on the bill and
enters the shipment on its log book.
Receiving reports are then prepared
showing the cashier number, carrier's
bill number, weight, monetary amount,
account or order number to be charged
and other essential freight information,
in addition to the normal receiving report data such as quantity, description,
etc. When a freight bill applies to
more than one receiving report, two
weight figures are shown — weight applicable to the material on the specific
receiving report and weight applicable
to the entire freight bill. With this
N.A.A. BULLETIN

will

information, the accounting department can prorate total freight cost in
proportion to the weights of the respective shipments.
The receiving department makes
every effort to prevent duplicate payment of bills. Each incoming bill is
checked against the related purchase
order to make sure that a similar bill
has not been processed. Ordinarily,
the receiving department
not accept a bill unless it is accompanied by
the material. Some rush shipments,
however, make it impossible for the
carrier to calculate charges and send
paying copies with the material. In
such instances, the carrier provides a
"memo billing" with bill number and
descriptive data but no freight charge.
Later, the paying copy arrives by mail
and is matched with the "memo billing" before processing. (Freight bills
from railroads are usually received by
mail. After receipt of material is verified, however, these bills may be proc-

essed in the usual manner.)
Traffic department procedure. Original inbound bills received by the
traffic department are stamped with
the date received and are logged in by
cashier number. Bills are then audited
by a traffic clerk. After rates and calculations are verified, the clerk enters
his initial by the amount due on the
bill. The audited bills are then broken
down by carrier and a control tape
is run on each group. A four -part
Summary Freight Voucher (Exhibit 1)
with the following information is
typed for each carrier:
1. In the heading, the name and

address of the carrier, the due
date and grand total due.
2. In the lower part, the bill date,
our cashier number and the
amount of each bill in the
group. A blank column is provided on the summary form for
cost distribution data to be entered by the accounting department.

SUM M ARY FREIGHT VOUCHER
(CARRIER'S COPY)

C

NA M E

OF

CA R RI E R

___

- _

-

__

_

_

_

A DDR E S S .

i

CI TY

❑

DA T.

AND

D A TE

TO TA L

S T A T E

- -

_

AMOUNT

S

_

I N CO MI NG

NYY[[[

❑

OUT OOI NO

A - W

DI S T

DA T I

MUY[[ I I

AW DYYT

DI [ T.

EXHIBIT 1
FE B R U A R Y , 1 9 6 2

69

Upon completion of the summary
voucher, the traffic manager signs by
the total amount due, indicating his
approval for payment of the entire
group of bills. His department retains
the "traffic copy" of each summary
and forwards the accounts payable,
cost and carrier copies along with the
related original bills to the accounting
department. If the traffic department
corrects the amount due on a bill while
processing originals for payment, the
accounting and receiving departments
must be notified to prevent the use of
an incorrect freight charge on the related receiving report. A letter directed to the accounting department
with a copy for the receiving department, lists the vendor's name, cashier
number, carrier's amount and corrected amount of each bill changed.
A similar letter is directed to the
accounting department to report balance -due bills. Such a bill is received
after a carrier discovers an error in
its favor during a review of paid bills.
Since the accounting department will
have used the original freight cost as
shown on the related receiving report,
it will be necessary for the traffic department to provide the cashier number of the orginal bill, the name of
the vendor, the original amount due
and the additional amount due in order
for the accounting department to make
the necessary adjustment of its records.
Accounting department

procedure.

When the accounts payable section receives summary freight vouchers and
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original bills from the traffic department, these documents are carefully
audited to prevent duplicate payment
or unauthorized payment. Only paying
copies of bills are honored. Many carriers do not send actual originals but
provide carbon copies with printed
titles such as "Original. Bill," "Customer's Invoice," etc. These carbons are
acceptable if they are clearly distinguished to be paying copies. Each bill
is further examined to make sure it has
not been stamped or perforated "paid."
Also, on inbound freight, all bills received for payment should have the
carrier's designation "collect."
In checking for proper authorization, the accounts payable section must
make sure that the summary voucher
is signed by the traffic manager and
that original bills bear the initial of
an authorized traffic clerk. After the
documents are found to be acceptable,
the accounts payable section assigns
voucher number to each summary. The
same number is stamped on the original bill covered by the summary. The
original bills are clipped to the carrier's copy of the summary and are
filed along with the accounts payable
copy in a tickler file by due date to
await preparation of drafts by the
tabulating department.
The cost copies are coded for distribution to the holding account (called
"interim account ") and are forwarded
to the tabulating department for preparation of voucher register sheets, drafts
and freight pool entries. Cards are
N. A . A . B UL L E T I N

punched for each summary and used
as follows:

2.

The purchase voucher register
card must show the voucher
number, vendor code number,
amount and distribution code.
These cards are used in running
purchase voucher register sheets
which are utilized at the end
of the amount to make journal
entries to various inventory and
holding accounts.
The accounts payable card must
show voucher number, vendor
code number, date of the summary voucher, amount and due
date. These cards are kept in
due date order to be used in
running drafts. When drafts are
eventually prepared, they are sent
to the accounts payable section
for matching with the tickler
file document previously mentioned. The drafts are mailed to
the carriers, along with the related original bills and carrier
copies of the summary voucher.
After settlement, the carriers
return original bills marked
"paid" to our traffic department for filing. These bills are
periodically audited by an independent traffic specialist to uncover any overpayment we have
missed.

3. A freight pool card is punched
for each bill listed on a summary voucher. It must show
voucher number, cashier number, and amount. After these
cards are balanced to the totals of the purchase voucher reg•
ister and accounts payable drafts
cards, they are filed in cashier
number order to await clearance
FEBRUARY, 1962

by matched cards punched from
receiving reports.
The freight vouchered into the holding account pool is removed and
charged to its proper order or account
number through the use of receiving
report data. As vendor invoices are
processed, the attached receiving reports are prepared for key - punching
by a cost clerk. The proper inventory
code is written in red next to the order
or account number and the amount of
freight is circled. As previously explained, the cost department prorates
freight applicable to more than one receiving report.
After the tabulating department
punches voucher register and draft
cards from material invoices, special
freight pool cards are punched from
related receiving reports showing
voucher number, cashier number, order
or account number and amount of
freight charges. These cards are retained in cashier number order and are
periodically compared with the deck
punched from summary vouchers to
clear the freight pool. This comparison
will reveal several situations:
1. Cards with perfectly matching
amounts.
2. Cards with matching cashier
numbers but unequal amounts.
This situation is created by the
application of several receiving
reports to one bill. In this instance, the freight pool card prepared from the summary voucher
will be mechanically adjusted to
reflect the new balance of freight
still to be cleared.
71

—are retained in processing bills for
the outbound freight system.
On the day following shipment,
The matched clearance cards obtained in the first two steps above are carriers mail bills in duplicate directly
broken down by inventory codes, and to the traffic department where they
a listing is run. The cost department are date - stamped, assigned cashier
uses this listing to make a journal numbers, logged in, audited, combined
entry debiting the proper accounts and on summary vouchers and forwarded
crediting the holding account. A list- to the accounts payable section.
As stated above, the method of exing is also run of unmatched cards,
which should agree with the control pense distribution differs from that of
total of the holding account. Any card inbound freight and the first phase
not offset with a reasonable time is begins in the traffic department during
followed up by the cost department. the routine processing described in the
In posting cost data to visible index previous paragraph. The traffic clerk
records, the actual freight may be taken reviews the daily shipping list to locate
from the accompanying receiving re- the shipment related to each bill and
port. Inbound freight bills are there- makes cross - reference entries. Cashier
fore never required by the cost depart- numbers are posted by related shipping orders on the list. Shipping order
ment.
numbers, along with breakdowns of
There are, of course, unusual items
weight and charges, are entered on
arising from time to time which require
the original bill with a carbon insert
special handling — receiving reports
carrying the same data to the duplicate
for "no- charge" material, unmatched
bill. In many instances, the carrier will
freight pool cards caused by proration
already have the shipping order typed
mistakes, etc. —but these exceptions
on the bill. The cross - referencing step
may be cleared from the freight pool
helps prevent the processing of dupliwith little effort.
cate charges.
The second phase of expense disOutbound Freight Bills
tribution occurs in the accounts payable
A freight pool system is not neces- section. After vouchering, the duplisary on outbound freight because the cate copies of bills are stamped
distribution of expense is comparatively "voucher copy only —no payment" as
easy to handle. All other features a precaution against duplicate payment.
described in the processing of inbound The shipping orders appearing on bills
freight bills— auditing, consolidation are then reviewed to determine the disof payments by summary voucher, tribution of expense. Using the type
mechanical preparation of drafts, etc. of shipping order as a guide, the clerk
3. Freight pool cards without
matching clearance cards.
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enters the proper shipping or inventory
account to be charged in the distribution column of the cost copy of each
summary voucher. Due to the repetitious nature of these charges, it is
usually possible to enter a consolidated
breakdown of accounts on the summary voucher, thereby keeping keypunching, voucher register entries and
tabulating cards at a minimum.

bill procedure designed for particular
use in our plant. Much of the administrative detail has been eliminated for
the sake of clarity and brevity. However, the following principles of an
effective system were illustrated:

Immediately after vouchering, duplicate freight bills are given to the
cost or invoicing department for routine use. Eventually, these copies are
filed with the completely processed
summary vouchers they originally accompanied.

3. Prevention of duplicate or unauthorized payments.
4. Accurate distribution of freight
charges.
5. Good co- operation with costing
techniques.
6. Prompt relay of information and
documents to interested departments.
7. Minimization of company forms.

Essential Points
In making this presentation, we
have attempted to explain the freight

F E B R U A R Y , 1 962

Prompt payment of bills within
statutory limitations.
2. Consolidation of payments whenever possible.
1.

8.

Utilization of mechanical equipment.
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Accounts Payable on Punched Cards —
Handling an Exception
by MELVIN K. IRVIN*
HE ARTICLE,

"Accounting for Payables —A Tabulating Procedure" by Elmer B. Fisher

in the September 1961 issue of the N.A.A. Bulletin was most interesting. The payable procedure described was well - scheduled and controlled, both of which elements are
required for efficient operation. Mr. Fisher pointed out that there are minor exceptions
that have to have special handling. One exception in particular interested me. I believe
it could be handled more economically in the normal routine.
This exception is described in the article as follows:
"There will be more invoices than can be listed on the remittance advice for
some vendors. This is determined in the tabulating department by sight- checking. These cards are pulled out and a total card pu nched from the check register; only the total is printed on the remittance advice. A separa te listing of the
invoices is made on a check register form and enclosed with the check."
The equipment used is not mentioned but, since it is stated that calculations are made
in the tabulating department, it is assumed that the company has a calculator in connection with the installation. Second, the point at which check numbers are punched into
the cards is not mentioned, so it is assumed that they are punched in a calculator run.
If these assumptions are true, Then manual intervention in the automated procedure can
be avoided.
One solution could be to make provisions in the calculator program, during the run
when the check numbers are punched, for a counter that would accumulate up to the
number of invoices that can be listed on the remittance advice. When the maximum
number of invoices has been reached for a vendor, then the next check nu mber would be
punched into the following cards. This would eliminate the possibility of the tabulating
room operator overlooking or inadvertently missing one of these exceptions. Two or more
checks would then be written for the exception, rather than having to make up a separate
set to list the invoices on check register form for enclosure with the check.
In the procedure I have proposed, more checks would have to be written than under
the procedu re Mr. Fisher describes. However, the over -all cost and time required would
be less, since the exceptions are part of the automatic procedure.
These comments are in no way to be construed as criticism but merely suggestions pertaining to Mr. Fisher's article. My work area is systems and procedures. My interest
was aroused because well - written articles on data processing, such as the tabulating
procedure portrayed by Mr. Fisher, are helpful to me.
* Methods Staff, Calloway Mills Company, LaGrange, Georgia.
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Developing Standard Costs for
Company Warehousing Operations
by FRANK M. MASTROMANO
and explain
T othe expenses control
relating to the wareOBSERVE,

housing functions for the distribution
of our products were the prime motives in developing a warehousing
standard cost system. Our initial attempts provided limited results. We
continued to analyze the warehousing
expenses and revise the methods of
reporting results until we evolved a
system which is functioning as well
as our factory standard cost system. It
became evident as we progressed that
reports and other significant information were easily obtained with little
additional effort. Mr. John D. Bullock,
a former executive at Montgomery
Ward and now with a consulting firm,
reviewed our system and suggested
we add daily control reports to augment our monthly summary of activity
at standard cost.
Need for a Warehousing
Unit Cost
In this article we shall describe the
steps we took in developing the warehousing standard cost system and the
reports and information we are now

able to present to management.
From time to time our cost group
received requests for estimates of warehousing costs for a particular product
which was to receive special handling.
We accumulated the cost estimates in
a file and, before long, began to realize that, while we had reasonable
estimates for many special - handling
methods, we had little in the way of
information for the normal warehousing functions performed day after day.
Our factory standards consisted of
more than one hundred individual unit
costs carried to the refinement of one
one - hundredth of a cent. Our monthly
charges of factory cost to cost of sales
and inventory accounts were made in
detail at standard. In contrast, our
warehousing costs were charged to
cost of sales as one figure, the total
actual cost of all the functions, and
later distributed on a general base to
the various product lines.
However, there was a need for
knowing warehouse unit cost. We
were accustomed to referring to our
factory standard unit cost sheets to
calculate the financial effect of a

FRANK M. MASTROMANO, Morristown Chapter (Newark, 1958), is Manager, Plant
Accounting, RCA Victor Record Division, Rockaway, New Jersey. Previously employed
by American Home Products, Mr. Mastromano holds an M.B.A. degree from New York
University.
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process change or an improved production method in the plant. We could
see the advantages in also having a
standard unit cost for shipping a
product from our warehouse, so that
we could add it to the cost data for
manufacturing a product in the plant.
Our First Attempt — Standard
Cost Per Unit Shipped
In our initial unit standard costs and
reports on warehousing operations, we
attempted to confine the calculation to
number of units shipped as the denominator for measuring unit cost
of the entire warehousing function by
products. From the sales forecast, we
determined the average number of
units to be shipped per month for the
next year. We were able to obtain a
breakdown by products- 7 -inch and
12 -inch records and tape reels and
cartridges. A determination of the
labor required to ship the different
products on a unit basis was begun.
By stop watch study, we were able to
determine the time spent in shipping
the various items. It was agreed to add
to the lab r allowance the time spent
attributal
to receiving the product
in the warehouse in the first instance.
These unit times were converted at
average rates of pay to unit labor dollar costs by product. The ratio of indirect expenses to the direct labor
provided the overhead rate to apply
to the direct labor allowances in completing the unit cost standards. Overhead included all labor other than
70

that employed in receiving and shipping and materials in the form of
cartons and mailing folders used for
packing required beyond that done in
the plant.
The quantities of units shipped
daily were accumulated by a reproduction of a "to ship'' card. The daily
cards were summarized to obtain the
total shipments for the month. The
fact that the product class code appeared in the card made it possible to
extend quantity of units shipped by
the standard unit costs by product
and summarization by product sales
code. We were thus able to arrive
at a distribution of the warehousing
expenses to cost of sales directly rather
than by a subsequent allocation. In
addition, we could make a comparison of actual costs of labor and overhead to their liquidation at standard
costs. Immediately evident, however,
was the fact that the unit costs averaged each function within the warehousing operations and also that the
results obtained were singularly dependent upon the shipment activity.
They did not reflect cost fluctuations
when stocking periods occured. None
the less, we had made some progress
in understanding the behavior of the
warehousing expenses.
Standards for Individual
Warehousing Functions
To analyze warehousing so as to
recognize also the functions performed
N.A.A. BULLETIN

other than shipping, we compared the
warehousing operations to the plant
operations. The responsibility of the
plant begins with the receipt of a production order and concludes with the
delivery of a specified quantity of a
designated record or tape. The manufacturing function is basically unvarying in make -up. We found that
the warehousing operation in composition varies with the specific functions it is required to perform in a
particular period. When the plant is
producing for stock, the warehouse is
required to receive merchandise, and
when the product is to be delivered
to the distributors, it is required to
ship. These two functions are related
to product movement. In the interim,
another function is performed, storage
of the inventory from the receipt of
the product until its shipment. In our
first revision of the standard cost system, we decided to develop separate
standard costs for the functions of
receiving, packing and shipping. In
this way, we reasoned, if the warehouse was required to vary its effort
on a particular function in a month,
the liquidation of costs to product
would be in proportion to the particular activities carried on.
The warehousing expenses were reviewed to determine what segregations
could be established that would be
realistic and would be easily maintained in the daily reporting of material and labor expended. The division
of activity desired was one that also
FEBRUARY, 1962

would be effective in the analysis and
measurement of the individual functions. The work assignments of the
employees and the source documents
already in use were found to provide
a satisfactory segregation. The unloading of cartons from vehicles used to
transfer records from the plant to the
warehouse, verification of the transfer
ticket and placing the cartons on conveyors which moved the merchandise
to the shelving areas were considered
the receiving operation. Removal of
the cartons from the conveyor leading
from the shelving areas, checking, addressing, preparing for shipment and
transporting to the shipping platform
constituted the shipping function. The
third function we were to set up was
the packing performed in other than
the normal shipping carton.
Material allowances were developed
by reference to standardization notices
for packing methods and adjusted to
average quantities where units per carton varied. The labor allowances for
the various functions were developed
by using a work sampling technique
of time study rather than a stop watch
method as used in our first study. The
predetermined standard labor for a
month was calculated by extension of
the forecast average month activity by
the standard allowances, considering
separately the average number of units
to be received, packed and shipped.
A new overhead rate was appl ;ed to
the labor allowances and the unit
standard costs were established for
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each product type for each of the three
functions.
Accumulation of the Month's
Activity
The reporting of activity and the
number of units processed were obtained, with one exception, from
source documents which were already
in use. The units of product received
were obtained from the duplicate copy
of the card punched at the plant and
evidencing deliveries to the finished
goods inventory. The units shipped
were obtained from the "to ship" card
used to ship records and tapes to distributors and evidencing the relief to
the finished goods inventory. The only
area where we could not obtain an
independent count of activity was the
packing function. It was necessary to
design a card on which the quantity
and type of product and packaging
could be reported. A pre - punched
card was obtained by using a copy of
the production order. Thus, we were
able to have all activity reported by
tabulating cards, which required only
the key - punching of employee number
before we were able to process the
information into reports.
Co de s
1 205 0 0 0
3 205 0 0 0
6 20 5 375

Un i t s
4 500
3 500
500

1 — Receiving

3— Shipping
6— Packing
The final warehousing code contained a total of seven digits. As many
different packaging methods were employed, it was necessary to accumulate the quantity packed by each
method. The code could be used, as
well, to instruct the employee performing the packaging as to the
method required for the particular
order. Currently zeros are used as the
final three digits in all but the packing
code. We have not begun to use this
area of the code as yet, but it is intended to be used in order -size analysis and pricing. An example of the
codes we would assign to a 12 -inch
popular record follows:
In te rp retatio n

Received 4 ,5 0 0 units of product class 205
Shipped 3,50 0 units of product class 205
Packed 500 units of product class 20 5 as
specified by packing instructions No. 3 7 5 .

Summarization of the activity performed was accumulated for several
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The use of tabulating cards to summarize activity required a code to be
punched into the cards to enable the
various functions to be reported separately. The three -digit class and sales
codes were already in the source card
and indicated the type of product. The
addition of a one -digit code indicated
the function. The codes were assigned
as follows:

months by function and product class.
Extension of the units of records and
N.A.A. B ULLETIN

tapes by the standard unit costs indicated a significant improvement in the
results of a separation of the functions.
The data was much more informative
than was available previously. A more
direct approach could be taken to analyze the material, labor and overhead
variances that had been developed.
However, it again was evident that
the variances were, to an extent,
dependent on a factor. The volume
variance of overhead expenses was
affected by the mix and quantity of
activity, separately and together. The
effect was more than we had expected
or were willing to accept. The amount
of labor in the various product types
differed, as it also did for each of
the various functions. Any large
change in activity from the predetermined average established in determining the overhead rate resulted in
a large volume variance. Overhead did
not diminish or increase in proportion
to the change in labor. The effect of
the fixed costs was responsible, for
the main part, in the restriction on the
increases or decreases in relation to
the labor cost.
Segregation of the Fixed
Overhead Expenses
Our present warehousing cost system continues to employ the methods
developed in our second attempt to
devise standards, as narrated above.
One major change, however, is the
separation of the expenses in overhead
F E B R U A R Y , 1962

that are more related to product storage, from the expenses which vary
with product movement. Separate overhead budgets are maintained and overhead rates are established for each
type. The product- movement expenses
are predominantly variable. We continue to use direct labor as the basis
for establishing the overhead rate for
liquidation. We realize that the fixed
expenses basically represented the costs
of providing storage space and would
continue if no inward or outward
movement of any product took place
in a period. They consisted of rent,
heat, light, taxes, insurance, guard
force, etc. With their isolation, the
basis selected for establishing the overhead rate to absorb them was the
number of units of product stored.
The segregation of the totally fixed
and the relatively fixed expenses came
after realization of the effect that these
expenses were having on the data we
were reporting. Establishing a separate
overhead rate enabled the charging
of all warehousing expenses to cost of
sales.
To establish the overhead rate to
absorb these primarily fixed expenses
per a unit stored, we determined the
maximum number of units we could
expect to store in the warehouse. The
number of shelves were counted and
the quantity capable of being stored
on each shelf for each product was
fixed. From historical data, the average
inventory for a month was found to
utilize approximately 80 percent of the
79

storage space available. The total storage costs were divided by the square

Unit Cost Sheef

feet of shelf area which constitute
80 percent of the total shelves. The

and the two overhead allowances for
each product type, unit standard costs

quantity of 7 -inch records, 12 inch
records, tape reels, or tape cartridges
that could be stored on a square foot
of shelf area was divided into the

were prepared for receiving, packing,

Having established material, labor,

shipping and storage for 7 -inch records, 12 -inch records, tape reels and
tape cartridges. The format of the 7inch standards are shown in Exhibit 1.
The figures are not necessarily the actual standard allowances but are rep-

cost per square foot, to determine the
unit storage cost.
By comparing the standard liquidation from month to month against

resentative.
As shown in the unit standard cost
sheet, an additional labor operation
was included in direct labor —the material handlers whose work assignment was to move the cartons from
the conveyor to the shelves after they
had been received and from the
shelves to the conveyor in preparation
for shipment. By this separation, we

the predetermined stage of 80 percent of total available, we are able
to make various analyses. We can determine the changes in the availability
of storage space, the cost of storing a
product for a month or several months,
or the increased costs for storage facilities from period to period or year to
year.

S TA N D A R D

UNI T

S H E E T

C o s ts p e r 100 u n its

Cost elem en t
Receive

Ma t e r i a l

Cartons & pads

C OST

Packing
+

Sh ip p in s

Storage

Tota l

—

-

.00 04

-

-

.0 00 4

0024
.0006

.0009

.0006

-

.00 24
.0012
.0009
.0039

.0252
.02 50

La b o r
Receiving
Sh elvin g
Packing
Shipping

-

-

.0039

Over head
Mo vem en t ex pen ses
Storage expenses

To t a l s t a n d a r d

.0090

.0027

.0135

-

-

-

.02 50

.0120

.0040

.0180

.0250

.0590

EXHIBIT 1

Ro

N. A . A . B UL L E T I N

are able to measure this work effort
directly rather than as a part of other
labor allowances. We can now report
and control direct labor by the func-

tion of receiving, shelving, packing
and shipping. We arranged the buildup of our standard unit cost to segregate rates for our daily labor utilization report and to provide totals by
shop orders for monthly reports and
journal entries. Both reports are prepared by machine accounting.
Form s and Reports Prepared
The existence and use of tabulating
cards for recording the deliveries and

shipments to and from the finished
goods inventory facilitates our preparation of reports and summarization of
activity. The information pertinent to
the reports issued is contained in the
tabulating cards with the exception of
an employee number. When the primary purpose of the cards is satisfied,
the employee number indicated on
each card is key - punched into the cards
for preparation of the daily control
report. The cards are reproduced and
a new deck of cards created, into
which the function codes are entered.
the reproduced cards are matched to
a master card deck containing labor

DAILY LABOR PERFORMANCE REPORT

Function

.employee
Number

Employee
Name

1

12 7

Adams

(Receive)

143
162

Poe
Parks

Quanti ty

80 000
98 000
42 000

Hours
Act. St

Actual
Labor
Cost

to 000
12 250
12 000

8.0
8.0
_1� _

7.8
8. 3
_L��

17.60
17.60
7.70

.44 CR
.66
-

12&�

19.6

42,90

.22

8.0

7.4

18.00
9.00

220 000
3
(Shipping)

150
180

Brooks
Sands

35 685
14 250

Date

Units
per
Hour

4 460
3 562

L923

4.0 3_1

12.0 1().5 27.00

1.35 CR
2.02 CR

3.37

CR

4

117

Jon es

60 000

162

Parks

30 000

7 50D
8.0
6 667 _L.�

8.2

(Shelve)

4.1

9.90

.88 CR

90 000

12,5

12 . 3

25.10

.50 CR

929

7. 0

7.5

12.60

869

8,o

7.9 14.40

6
(Packing)

137
138

Storm
Groth

6 500
6 950
13 4 0

T otals

575 290

15 . 0

15.4

27 . 0 2 89.

15.20

Var iance

27.00

5,

0

.38

.90

.18 CR
.72
20,7

*CR indicates Unfavorable Variance

EXHIBIT 2
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rates, from which the rates are gang punched and machine extended. Time
cards, prepared by the employees indicating the hours and functions on
which they have worked, are punched,
matched to a master deck for wage
rates, and extended by machine. Time
cards are also prepared by indirect
labor and, combined with the direct
labor cards, they become the distribution of pay -roll expense.
On the daily labor utilization report, Exhibit 2, the figures shown are
the totals by function by employee.
Both hours and dollars are shown, to
enable the earning rate to be considered, as the wage rates of the employees vary. The detail by product
line or class is not deemed necessary

SUMMARY

OF

on the daily basis. In the event that
an individual works in two functions
in one day, his time is shown under
both functions.
The reports shown in the exhibits
are abbreviated reports. Totals shown
in Exhibit 2 would, for example, constitute the total direct labor hours
worked on the particular day for
which the report is issued.
An activity report is the initial summary tabulation prepared at the end
of the month. The report is printed
during the machine processing of the
individual source cards in preparing
summary cards of the units processed
by product line in each function. The
arrangement of the report also provides the ending inventory by product

WAREHOUSING

ACTIVITY

F o r t h e M o nt h
Prod uct
co de
no .

Description

Deliveries

Shipments

19

Unit s
packe d

Ope ning
bal ance

Clos ing
bal ance

20 1

12" P opu l ar

97 180

28 346

5 000

352 7 5 1

42 1 585

205

12" S t e re o

50 477

69 25 3

3 000

640 010

621 234

219

12" C l a s s i c al

63 109

44 438

550

222 669

2 4 1 340

300

7" Popu lar

37 8 9 3

27 512

15 44 5

37 90 0

48 28 1

703

Tape re e l
popul ar

8 500

6 025

3 500

12 9 5 0

15 42 5

809

Tape cartri dge
cl ass i cal

11 7 7 5

21 550

12 350

12 9 2 5

3 150

12 20 8 88

86 6 42 1

19 8 445

27 1 8 5 5 2

30 73 01 9

Totals

EXHI BIT 3
N?
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an indication of the report format.
The reports actually prepared indicate
the activity for each product class.
The summary cards created in the
summarization of activity are merged
with master rate cards containing the
unit standard allowances established.
Extension of the quantities by the rates
is performed by accounting machine,
and tabulations prepared indicate totals
for each product class, product type and
for the over -all activity. Total stand-

i

line to be used as a control for the
posting by selection number. The inventory to be used in pricing out the
standard storage liquidation could be
the ending inventory or a weighted
inventory for the month. For simplicity
and to have available the month -end
balances, we utilize the ending inventory. The report shown in Exhibit 3
contains only three codes for the
12-inch record product line and one
for the other three product lines, for

STANDARD

LIQUIDA TION

W A R E H O U S IN G A C TIV ITY D E TA IL E D P R IC E O U T
Fo r th e m o nt h
Mat'l.
W ar eho us e
c odes

Quanti ty

To t a l

( R e c e i vi n g )
1 201 000
1 205 000
1 219 000
1 300 000
1 703 000
1 809 000

97
50
63
37
8
11

180
477
109
893
500
775

599
310
389
263
163
261

(S hi p pi ng )
3 201 000
3 205 000
3 219 000
3 300 000
3 703 000
3 809 000

28
69
44
27
6
21

346
253
438
512
025
550

380
932
594
345
88
329

(Pac k ing)
6 201 275
6 205 275
6 219 287
6 300 450
6 703 501
6 809 560

5 000
3 000
550
15 445
3 500
12 350

239
143
61
386
236
569

(S t o r a g e )
8 201 000
8 205 000
8 219 000
8 300 000
8 703 000
8 809 000
To t a l s

42 1
621
241
98
15
3

585
234
340
281
425
150

Labor

Re ce iC a r t o n s vi n g

215
112
140
91
50
80

Shelvi n g

O ve r h e a d

Packing

Sh i p ping

42
21
27
22
20
32

M o ve m_ent

140
345
Z2o
107
30
115

9Z
55
10
139
80
180

217
532
339
197
50
188

122
73
13
185
106
239

550
810
316
705
460
100

5358 773 52 285

Storage

342
177
222
150
93
149

23
55
35
41
8
26

25
15
38
62
50
150

19

550
810
316
705
460
100
2 500

4 500

2 200

1 80 0

6 000 19 285

16 00 0

EXHIBIT 4
FEBRUARY, 1962

83

STANDARD

LI QUI DATI ON

TO T A L W A R E H O U S I N G A C T I V I TY - - R E C A P B Y P R O D U C T T Y P E A N D F U N C TI O N
F o r th e mo n th

pu a n [ i t y

Tom

Ma t e r i a l
W ar eho use
c odes

Car_

Lab ur
[ i e ea i ui ov

She
900

19
O ve r h e a d

Pa c ki n p
225 _

Shto otna
2 500

7 215

i

S

r a ge
6 500

19 565

425

l

- 300 ___
1872 930
( 7 " Re c o r d . )

13 312

675

1 200

800

450

1 600

5 387

3 200

- 70 0 . - ( Ta p e R e e l s )

76 375

10 056

530

900

200

300

800

2 926

4 400

- 8 00 - - 195 250
( Ta p e C a r t ' g e )

5 595

870

600

300

825

1 100

3 757

1 900

To t a l . b y P r o d u c t

52 285

2 500

4 500

2 200

1 800

6 000

19 , 28 5

16 000

1 - -- - -( R. c . i v t n g )

1220 888

l 2 349

4 500

800

3 - -- ( Shi p pi ng)

866 421

17 242

6 ___ _
( Pa c k i n g)

198 445

6 694

8 ___ _
( St or a ge)

3073 019

16 000

To t a l . b y Fu n c t i o n

goo

_2P - -3214 218
( 1 2 " R ec o r d s )

52 28 5

7 049

1 400

2 500

6 000

1 800

9 842

2 394

16 000

2 500

4 500

2 200

1 800

6 000

19 285

I 6 000

EXHIBIT 5

and credit for the warehousing opera- liquidation are obtained from the tabution is shown by materials, the four lation totals. Charges to cost of sales
labor functions, and the two classi- are made from the detailed price -out
fications of overhead. The totals of to the product sales codes or to the
the report, as they appear in the abre- general account for the product line
viated report in Exhibit 4, become the from the recapitulations.
amounts to be credited to the inMonthly statements published inprocess accounts by the monthly jour- clude a warehouse cost report which
nal entry prepared to reflect standard presents the quantity and total cost apliquidation.
pearing on the recap tabulations, by
A recapitulation is run following product line and warehousing functhe detail price -out. In this, the stand- tion. Figures are shown for the month
ard liquidation is accumulated first by and year to date. The normal overhead
the product line and second by the in- statement is issued by object of exdividual functions (Exhibit 5). The pense separated into the variable movedigit r '8" is assigned to designate the ment expenses and the fixed storage
storage units in the reports. Other expenses, with actual and budget figcodes are also assigned for returns and ures shown for the month and year to
transfers from and to other warehouses date. One additional statement, shown
and are indicated separately on the in Exhibit 6, presents the comparison
reports. The amounts used in pre- of standard cost liquidation and the
paring the journal entry to record the actual cost incurred. This report is the
A4
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WAREHOUSING COST V A R IA N C E S T A T E M E N T
For t he mont h
Mon th

Item

19
Yea r to date

2 500
2 450
50

Material

Standard
Act ual
Vari ance

Lab or

Standard
Act ual
Variance

14 50 0
14 8 0 0
300 C R

Over head
Movement

Standard
Act ual
Vari ance

19 2 8 5
18 9 0 0
385

Over head
Storage

Standard
Act ual
Vari ance

16 00 0
15 50 0
500

Tot al

Standard
Act ual
Variance

52 285
51 650
635

La b or V a r i a n ce Det ai l

Recei ving

Variance
—

Standard
$ —
4 500

Standard
— $

Variance

100

Sh e l vi n g

2 200

50 C R

Packing

1 800

40

Shipping

6 000

390 C R

14 50 0

300 C R

EXHI BIT 6

FE B R U A R Y . 1 9 6 2
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summary control report for the operations for the month.
Costs Well Segregated; Direct
Costing Approach Provided For
As we progressed to the present
cost system, we found its development
for the warehousing operation practicable when we validly defined functions and established classifications.
Our approach may not have application in all warehousing operations;
however, we feel that we have obtained the purpose of a standard cost
system in the predetermination of expenses, presenting variances of actual
costs as compared to standard allowances, and charging warehousing costs
to cost of sales through a more realistic
distribution rather than the prior general allocation.
Questions concerning production for
stock in a low period of production and
the warehousing cost to store the product for a period of time can now be
analyzed factually. Also possible is
determination of the effect on gross
margin of the increments in the cost
to store a quantity of product in inventory for an extended period of time.
This is made possible by the monthly
charges which are made for storage
even if no inward or outward movement takes place in a product class.
Storage costs are fixed, but a decision
can be made to reduce storage space
and make it available for other ac86

tivities or there can be curtailment
of purchases of additional shelves.
General awareness, knowledge or ratios
can be used but are not a substitute
for the figures of a unit cost, even if
some averages or theoretical allowances
have to be injected in developing it.
The segregation of fixed expenses
was made to alleviate the fluctuations
in overhead liquidation due to the mix
of product or functions. Without intending to do so, we found we had established, to a limited degree, a direct
cost system for warehousing, as the
fixed expenses —the storage costs —are
considered separately and can be easily
segregated. The monthly variances developed are charged to cost of sales
after the charges for the standard cost
of activity are made. Incorporated into
our system is the ability to present a
direct cost approach.
By the addition of the storage liquidation, it becomes possible to present
the results as we would with the
standard cost system used in the plant.
The write -off of the monthly variances
brings the distribution into agreement
with the accounting procedure employed, of charging warehousing expenses to cost of sales at actual. We
have progressed from the accumulation of costs at actual to a system
through which we are able to review
the costs from direct cost approach, a
standard cost system, or the actual cost
of the warehousing function of our
distribution operation.
N.A.A. B ULLETIN

A Wa y o f Det e rmin i n g
Economical Buying Quantities
by ROBERT H. OLINE

I

N MY ARTICLE

in the December,

1960, N.A.A. Bulletin, "Rapid

Reference Charts for Economical Production Order Quantities," I described
a simplified approach to the determination of economical production order
quantities. A similar approach can be
used in determining economical buying
quantities, provided that a means
of evaluating quantity-price relationships is used to supplement the rapid
reference chart. The article referred to
gives the theoretical basis for the practicability of economic order quantity
charts using ascending independent
variable increments of approximately
50 percent, and sets forth in detail the
manner of constructing these charts.
For items to be purchased, a single
chart can be used, rather than the
multiple charts needed for items to be
manufactured, as it is not necessary
to take setup costs into account. The
chart values must be reviewed, however, to determine the desirability of
increasing ordering quantities to take
advantage of lower prices at these
quantities. The method of evaluating
quantity -price relationships described
in this article was developed at HaartzMason, Inc., manufacturers of coated
fabrics. This company has frequent
need for making this evaluation in
purchasing a variety of chemical and
rubber materials.

Construction of Economical
Ordering Quantity Chart
The following formula is used to
determine the economical ordering
quantity for -purchased items (before
considering lower prices at increased
quantities)
24MS
where
KP
Q = Economical ordering quantity
M = Monthly usage rate
S = Cost of ordering one purchase
order item
K = Annual cost of carrying inventory per dollar of inventory
value
P = Unit price
The values of S and K for a specific
company were determined to be:
S = $3.00 per purchase order item
K = $.24 per dollar of inventory
value
Using these values, the basic formula
was reduced to:
Q =

Q:= 17.3 I M
VVV P
This formula was used to construct
the chart shown in Exhibit 1. To make
the chart more useful, a series of
column headings representing alternate
monthly usage rates was inserted immediately above the monthly usage rate

ROBERT H. OLINE, Providence Chapter, 1960, is Head of the Management Services Divi.
sion of Comery, Davison & Company, Certified Public Accountants, Providence, Rhode
Island.
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EXHIBIT 2

headings. These represent 100 times
the usage rates used in constructing
the charts. When using these alternate
usage rates, the chart readings are
multiplied by 10 (the square root of
10 0 ) . As economical ordering quantities are relatively uncritical, it is
necessary onlyY to estimate approximate
pP
interpolated quantities for usage and
price values between those shown on
the chart.
Order Quantity -P rice
Comp a ri son
The form shown in Exhibit 2 was
designed to provide a routine method
of reviewing order quantities, as determined from the chart, to disclose
the desirability of increasing these
quantities to take advantage of a lower
price. This form is used in the following manner:
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1. The economical ordering quan-

tity is determined from Exhibit
1, using the most recent price.
It can be determined by reference
to the chart that a monthly
usage of 10,000 at price $.0487
In spaces A and D calls for an
order quantity slightly over 7,700. It is Interpolated as 8,000
and placed in space B.
2. If the item in question can be
purchased at a lower price by
increasing the order size, the net
annual saving or loss to result
from ordering the larger amount
is calculated by filling in the
rest of the information called
for on Exhibit 2. We have assumed that 40,000 can be purchased at a price of $0406 as in
spaces C and E:
a. The unit price reduction of
the larger quantity is entered in space F. In this
case, it is $.0081.
R9

b. The gross annual saving
which would result from the
price difference is the annual
usage rate times the price
difference (1 2 X A X F).
Here it is 1 2 X 1 0 M X
$.0081 = 972. This amount
is entered in space G.
36 X

A=

B
36 X

36 X 5 = $45

The annual ordering cost is
the number of times per
year an item is ordered multiplied by the cost of ordering
one item. At $3 per item,
the annual ordering is calculated on the comparison
sheet as:
for Order Quantity No. 1

4

A=

C

36 X 1 =

$9

for Order Quantity No. 2

4

In comparing annual inventory carrying costs at different order quantities, the effect of safety stock "cushions" can be ignored, as these
are constant, regardless of
order quantity. The annual
carrying cost of active inven-

tory is one -half of the value
of the order quantity times
the annual carrying cost per
dollar. At $.24 per dollar of
inventory value, the annual
carrying cost is calculated on
the comparison sheet as:

12 X B X D= .12 X 8 M X $.0487 = $47
12 X

C X E = . 12

X 40 M X $.0406 = $195

e. The net annual saving or loss
to result from the larger order quantity is the difference
between the gross annual saving represented by the unit
price difference— $ 9 7 2 in this
case —and the increase in
combined ordering and carrying costs due to the larger
order quantity. This increase,
as derived from the foregoing figures and shown on
Exhibit 2, is $204 (space J)
minus $92 (space H) or
$112 (space K). The net
saving or loss at the larger
order quantity is determined
by comparing this with the
gross annual savings, or $972
minus $112 equalling $860
net savings.
Thus, in the example shown in Exhibit 2, it is more economical to increase the order quantity to 40,000
90

for Order Quantity No. 1
for Order Quantity No. 2

pounds than to order in quantities of
pounds as indicated by the chart.
As previously indicated, the charts
and formulas shown are based on an
annual ordering cost (S) of $3 and an
annual carrying cost (K) of $.24 per
dollar of inventory value. In constructing an economical ordering quantity chart for a specific company, the
values applicable to that company
would be used. In constructing an order
quantity -price comparison sheet for
a specific company the annual ordering
cost coefficient (36 on Exhibit 2 )
would be S X 12, and the annual
carrying cost coefficient (.12 on Exhibit 2) would be 112 K.
This approach reduces the determination of economical buying quantities
to a relatively fast and simple procedure, easily performed by clerical
personnel.
8,000
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Determination of Optimum Production Quantities
by JOSEPH M. FREEMAN
M A N U F A C T U R E R of highly specialized organic chemicals used essentially
by researchers, found it essential to determine optimum production quantities of each item to avoid situations such as a five -year supply of costly
finished chemicals, highly subject to obsolescence. A quick, flexible, simple
technique was needed to permit the sales department of the anticipated volume
as of the moment each production run commenced, and the translation of this
projection into the ideal production quantity in the circumstances.
The following symbols were assigned to the indicated variables:

A

U
P
I
X
O
M
S
R

=
=
=
=
=
=
=
=

Total production & inventory carrying costs per unit
Unit cost of production
Unit inventory carrying cost
Production yield in grams per batch (mixture)
Fixed overhead per batch (including labor) 1
Material cost per gram produced
Annual quantity of shipments projected
Percentage of inventory carrying costs to direct materials

A formula was derived simply by stating the relationship of these factors
in the form of several equations.
1. U = Unit cost of production + Unit inventory carrying cost
= P + I
2. P = (Material cost per gram) (Grams produced) + Fixed overhead

3.

Grams produced
= MX + O
X
I = Rate of inventory carrying cost (No. of years supply) (M ) (X)
2(Production quantity)

1 Chemists' labor are considered part of factory overhead since they operate process
stations through which one or many chemicals flow with virtually no change in payroll
cost. Direct overhead is too small to be accounted for separately. The reader who is disturbed by this practice should note that the formula evolved will be equally correct by
letting M = the total of all direct cost elements per unit.
2 If the factor R is considered equally applicable to overhead cost elements, the answer
will always be a curve with higher values of U for corresponding values of X, but the
optimum (low) point along the X axis (Exhibit 1), remains unchanged.

JOSEPH M. FREEMAN, C.P.A., New York Chapter, 1957, is Treasurer and Controller of
Schwarz BioResearch, Inc., Orangeburg, New York. He served previously with United
States Plywood Corporation, New York, both as Chief Accountant and Divisional Controller of nine subsidiary corporations. Mr. Freeman graduated from Hobart College,
Geneva, New York, with a B.A. degree in Mathematics and received his M.B.A. degree
in Accounting from New York University Graduate School of Business Administration.
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= R(X /S) (MX) = RMX
2X
2S
Substituting equations 2 and 3 in 1 above 4. U = M X + O + RMX
X
2S
If the facts in a particular problem are,
O = $ 1 , 0 0 0 per ba tch, S = 5 0 g r a m s per year, M = $ 2 0 0 pe r g r a m ,
a n d R = 1 0 % per yea r, t hen , su bsti tu t ion in equ a tion 4 yiel ds:
U = 20O X + 1,000 + . 1 ( 2 0 0 ) X = 2 0 0 + 1,000 + 2 0 X
X

2(50)

X

100

= 2 0 0 + 1,000 + X = X 2 + 1 , 0 0 0 X + 5 , 0 0 0

X
5
5X
Although the numerator of the fraction for this equation represents a
parabola, the variable denominator, X, causes a distortion of this function, as

375

e
m
m
300
a
0

0 225
U
n.
150
c
m
0
75
a
�

I

0

0

75

150

225
300
X axis (production in grams)

375

450

525

Points Plotted:
X
5
*10
20
40
50

U
401
302
254
233
230

X
60
70
80
90
100

U
228.6
228.3
228.5
22 9. 1
230

X
105
110
120
150
200

U
230.5
231
232.3
236.6
245

X
250
400
*500

U
254
282.5
302

EXHIBIT 1
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will be noted when values for X are substituted, U solved, and the resulting
values plotted on a graph as in Exhibit 1. The optimum production quantity,
corresponding to the lowest value of U is 70 grams in this illustration. It is
interesting to note that the total unit cost of producing 10 and 500 grams is
identical.
Normally, only the factor S is subject to any substantial change during any
period. If S were 200 grams in the illustration, the curve would flatten out to
almost a level line from the optimum of 150 grams produced, through the higher
production quantities identified along the X axis. Where no shortage of storage
space or above- average obsolescence risks are apparent, the larger quantities
would be produced in such a case to capitalize on small start up costs incurred.
The final step, aimed at avoiding the time - consuming task of solving equations
and plotting points to determine the optimum in each case, was to apply the
tool of calculus called differentiation to the general formula,
U = MX + O + RMX = M + O + RMX
X

2S

X

2S

By differentiation (to obtain the value of X for which U is least),
dU = —O + RM
dX
X 2 2S
Zero = — O + RM or transposing, O = RM and
XZ

2S

X2

2S

X' = 20S

RM
Footnote 3

X

=

20S

y RM

=

2 0

S, WHERE X is the optimum quantity.

J RM

Substitution of the facts given in the previous illustration for the variables in
the above optimum formula, will immediately yield the value of X, 70.7 grams
as plotted.
Since O and M are provided in advance by the cost department and R is
predetermined by management, these figures are entered on the individual
chemical sales record card at the start of each year. Thus the optimum quantity (X) is known for each chemical to be = CVT, where C is the computed
number
20. Hence at any instant, the optimum quantity is quickly obtained
y RM
by multiplication of the previously recorded chemical constant (C) and the
square root of the projected annual sales volume.

3 By
means of a second differentiation, the answer can be proven to be a true minima
rather than either a maxima or inflex point.
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Books
A Theory of Accounting to
Investors
George Staubus. University of California
Press, Berkeley, California, 1961, 149 pp., $4.

The author of this book examines the
transactions which make up the life of a
business and studies their expression in
the accounts, with the interests in mind of
investors concerned with future events but
necessarily relying on the past. Somewhat
detailed financial and cash flow statements
useful to securities analysts are offered.
Advanced Accounting Problems
Erie L. Kohler, Prentice -Hall, Inc., Engle-

wood Cliffs, New Jersey, Third Edition, 1960,
338 pp., $9 (Solutions $8).
"T o trace everyday situations found in current practice" is the announced goal of this
book of 182 problems, mainly (but not
entirely) in financial accounting. Among
problem titles are "Comparison of Earnings Plans," 'Balance Sheets After a Merger," "Changes in Profit," "Analysis of
Reorganization Entries" and "Foreign Exchange Conversions."
Depreciation and Replacement
Policy
J. L. Meij, Editor, Quadrangle Books, 119
West Lake St., Chicago 1 , Illinois, 1961,
231 pp., $7.50.

A number of authors have contributed sections to this book. The principal subtopics
are "Depreciation and Obsolescence as Factors in Costing," "Depreciation and the
Maintenance of Real Capital," "Depreciation Problems and Taxation" and "T he
Theory of Depreciation and Entrepreneurial
Behaviour." The work is, however, in
economics rather than accounting.
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A Report on Marginal Costing
Institute of Cost and Works Accountants, 63
Portland Pl., London, W.1 , England, 1961,
77 pp., 10j.

Thorough consideration is given here to
the practice known in America as direct
costing. Although greatest attention is
given to its use in facilitating contribution
measurement of products and to the arrangement of cost accounts into fixed and
variable, the uses of marginal costing in
financial statements and to value inventories are also dealt with.
Audit Sampling in Action
Research Bulletin No. 1, Federal Garernment
Accountants Association, 1523 L St., N . W „
Washington 5, D.C., Paper Bound, 1961,
51 pp.

A succinct exposition of the topic and
five case studies relating to it make up this
first research publication of the F.G.A.A.
Three exhibits to the explanation help
make the process of choosing sample size a
concrete matter. The cases relate to travel
expense vouchers, stock inventory records,
audit of an army terminal, confirmation of
unpaid mortgage balances, and inventorying crude rubber.
Accounting Systems
Conon Doyle Whiteside, Prentice -Hall, Inc.,
Englewood Cliffs, New Jersey, 1961, 264 pp.,
$15.

Subtitled "for the small and medium -sized
business," this book explains and illustrates (mainly) card records entered either
in pen and ink or by posting machine.
Part 1 of the presentation concerns "wholesale, retail or service trades," Part 2 concerns manufacturing plants, with stress on
job costing.
N.A.A. B ULLETIN

Advances in EDP and Information
Systems
Administrative Services Division, American
Management Association, 1515 Broadway,
New York 36, N. Y. , Paper Bound, 1961,
187 pp., .$4.50.

The symposium of addresses presented at
A.M.A.'s March 1961 conference on the
title topic, is its Management Report No.
62 and draws together twenty-one presentations. The middle section, of three, is
devoted to "capabilities and applications."
The final section includes a case history
(American Bosch Arma Corporation) of
a "total system."
Production Forecasting, Planning
and Control
E. H. MacNiece, John Wiley & Sons, Inc.,
440 Park Ave. South, New York 16, New
York, 1961. 402 pp., $9.75.

A chapter on sales forecasting and one on
cooperation with the accounting department acknowledge some aspects of the
business environment by which the technical production matters, most dealt with
in this volume, are surrounded. Treatment of "stores and raw - material cost con tral" forms another topic with lead -in to
accounting.
American Enterprise —The Next Ten
Years
Martin R. Gainsbrugh, Editor, The Macmillan Co., 60 Fifth Ave., New York 11,
New York, 1961, 311 pp., $5.93.

A diversity of educators, executives and
professional economists, plus research directors, are numbered among the authors
of the equally diverse papers in this book,
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which looks forward, in general and by
industry, to America's continued growth
in terms of domestic and foreign business.
Productivity, the future role of collective
bargaining, and "shifts in the occupational
structure" are among the titles. The entirety represents the proceedings of a National Industrial Conference Board meeting in May 1960 on the theme now embodied in the book.
Small Business Management
H. N. Broom and J. G. Longenecker, South Western Publishing Co., Cincinnati 27, Ohio,
1961, 728 pp., $7.75.

Covering both service and manufacturing
lines as well as all types of management
functions, this very comprehensive text
deals with both the starting and the conduct of business. Government aids to small
business are treated. A set of twenty -one
cases provides specific material for student
attention.
Realty in Advertising
Rosser Reeves, Alfred Knopf S Co., 501
Madison Ave., New York, N. Y. , 1961, 134
PP., $3.93.

Not at all an accounting book, note of
this text is included here because accountants are — egregiously or notoriously, as
the common use of adverbs goes —unknowledgeable in this area, whereas in
production (not in itself within their
field) they keep informed. The principles
readably enunciated in this text are, in a
similar way, related to a technique which
shows up in costs and their correlation
with sales dollars.
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