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Study -Work Alternation in Accounting Education
by JAMES A. CASH
HE ACCOUNTANT

in industry today has a wealth of information at his

T fingertips in a matter of minutes, that formerly would have taken weeks,

and even months, of diligent effort to accumulate. It becomes essential, therefore, that the industrial accountant have the ability to assimilate and analyze
this information accurately, if he is to provide management with the necessary information and guidance needed to effectively plan, organize, and control the efforts of the industrial organization. Such ability is founded upon
past experience and proper training.
The Need for Supplementing Education with Experience
In recent years, management has come to depend more and more heavily
upon the skills of the accountant. In many cases, the industrial accountant, or
controller, has been given a very responsible role in the formulation of business
policies, in developing current operating systems and procedures, and in planning for future expansion of the firm as well. Thus, in the field of accounting,
as in other professions, a person must place special emphasis upon the development of his individual skills and abilities to their fullest extent. To do
this, the individual must acquire, through the formal educational processes, a
thorough understanding of the basic accounting theories and concepts. With
this as a foundation, then, one may proceed to build, with practical experience,
a sound knowledge of the many applications of these theories and concepts in
solving industry's accounting problems. Therefore, it becomes easy to recognize
that education and experience are complementary requisites.
The fact that a formal education in accounting is not enough in itself, is
emphasized strongly by the fact that most states have now placed statutory
requirements upon the length and type of experience that a person must have,
in order to be examined for certification as a qualified public accountant within
the state. There is also present evidence to indicate that such legal restrictions
may become even more stringent in the future.
In industry, employers of accounting graduates are finding, in some cases,
that even though the graduate is well- acquainted with the fundamental theories
Dayton Chapter, 1961, is a Staff Cost Accountant for The Hobart
Manufacturing Company, Troy, Ohio. Formerly with Nutone, Inc., Cincinnati, Ohio,
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and concepts of accounting, he is still not sufficiently prepared to apply this
knowledge to the practical situations that confront him in industry from day to
day. The result is that many companies must assume the responsibility and
expense for the further training of the graduate, over and above that training
necessary for his general orientation into the business' organizational structure.
Some of our leading educators today even go so far as to place a definite
responsibility for such training upon the employer. This would include, to a
great extent, a large portion of fundamental accounting education. They are
of the opinion that the colleges should concentrate on a more liberal and well rounded curriculum, to include only the basic accounting theories. The specialized training in the technical aspects of accounting would then become the
responsibility of the employer, or subsequently revert to the individual himself.
We will not attempt to analyze the weaknesses or merits of this line of thinking
here, but it serves to point to the fact that persons in the field of accounting are
recognizing that experience is an essential part of accounting education.
This close relationship between education and experience has been recognized in the professions of medicine and law for many years, and has resulted
in the development of successful internship and apprenticeship systems of
training. This development did not take place overnight, however, but rather
over a period of a great many years. Such is the case of co- operative education
in accounting, also, where study and work are equal partners in training the
student.
The System of Co- operative Education and Its Origin
Just what is the co- operative system of education? How was it originated?
What are its objectives? Such are some of the fundamental questions that must
be answered before we may understand or logically evaluate such a system. At
a conference of leading educators a few years ago, an attempt was made to
specifically define what is meant by the term, co- operative education, as follows:
"The co- operative plan of education is an integration of classroom
work and practical experience, in an organized program, under which
students alternate periods of attendance at college with periods of
employment in industry, business, or government. The employment
constitutes a regular continuing and essential element in the educational process, and some minimum amount of employment and mini mium standard of performance are included in the requirements for
a degree. The plan requires that the student's employment be related
to some phase of the branch or field of study in which he is engaged,
and that it be diversified in order to afford a spread of experience.
6
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It requires further, that his industrial work shall increase in difficulty
and responsibility as he progresses through his college curriculum and,
in general, shall parallel as closely as possible his progress through
the academic phases of his education.
The origination of the co- operative system of education is rather simple to
trace. It was originated and introduced by the late Dean Herman Schneider
at the University of Cincinnati in 1906. From 1906 to 1920, eight other colleges had established similar co- operative programs, and between 1921 and
1939, fifteen more schools had been added to this list. From 1939 to 1950,
nine more schools adopted co- operative systems of education, with more colleges developing these programs each year since that time. Although the cooperative programs were originally established primarily in schools of engineering, they are now offered by schools throughout the country in almost all
major fields of study.
Co- operative Accounting Education
There are many more colleges today that offer specialized accounting training as a major field of study than ever before. The curricula of these schools,
both co- operative and nonco - operative, are basically the same, with but little
variation in content. These curricula also include courses in finance, economics,
psychology, science, literature and statistics, to name but a few. There also
seems to be a current trend toward "liberalizing" the accounting curriculum to
afford the student a broader and more general background. Thus, many educators would delete some of the more technical accounting and business courses
in favor of larger portions of liberal arts and literature.
This line of thought may have some virtues, but, on the other hand, it may
be a great mistake. The accountant must be thoroughly prepared in accounting,
just as the doctor is in medicine, or the lawyer in the statutes and jurisprudence.
A thorough, basic education in the fundamental theories and concepts of accounting, together with practical experience in their application, is extremely
important, and should in no way be neglected. This essential phase of accounting education is also the responsibility of the colleges and universities, and
should never have to be assumed by the employer of accounting graduates.
Generally speaking, the curriculum in a typical program of accounting on
a co- operative basis, will consist of subjects of a more general nature for the
first one to three years. Usually at the end of the second or third year, tht
student begins alternating periods of work and study, lasting from seven to
1 Conference on the theme, "Co- operative Education and the Impending Educational
Crisis," Thomas Alva Edison Foundation, at Dayton, Ohio, May 1957.
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ten weeks each in length. The student's employment on a co- operative work
assignment is arranged by a placement co- ordinator, employed by the college,
who is the official liaison between the industrial firm, the college, and the
student. As the student progresses, the courses of study become more technical in nature, and more specialized. The length of the entire co- operative
program varies from four to five years, depending upon the school. Most of
these programs are designed to lead to degrees such as bachelor of business
administration, bachelor of science in business administration, and bachelor
of science in commerce.
It is significant to point out also, that the student receives no academic credit
for his co- operative work, since it is the prevailing opinion that the employer's
system of grading an individual's performance would be inconsistent with the
uniform academic grading systems used by most colleges. However, the colleges,
as a rule, require that the student complete all periods of co- operative work
satisfactorily, in order to qualify as a degree candidate. Individual evaluation
forms, supplied by the college, are required to be submitted periodically by
the student's immediate work supervisor to the placement co- ordinator. In addition, the student is required to submit a general "work report" to the placement
co- ordinator during each successive work period. Thus, the placement coordinator has a means of reviewing the student's performance and progress on
his work assignment, and may assist the student in solving any problems involving deficiencies in training, work habits, and so forth.
The proximity of the industrial firm to the college campus is, generally,
the determining factor as to whether there is a pre - employment interview between the student and the prospective employer or not. Most firms furnish the
placement co- ordinator with adequate job specification and requirement data,
and leave the individual placement of students to his discretion, depending upon
their degree of confidence in his judgment. Both the student and the employer,
however, have the implicit right to reject the employment offer, with proper
cause. Once he is hired, the student works for a trial period of approximately
two or more work periods. At the end of this time, should his performance
rating be substandard, the placement co- ordinator is advised, and the student
is released, counseled and reassigned if possible to another job.
The average salaries paid to co- operative students have generally been at
the prevailing rate for the work performed. Thus, his earnings, besides helping
to defray some of his expenses, are a means by which the student may measure
the market value of his work. and constitute a further incentive for increasing
his individual proficiency. To avoid complicating their payroll and personnel
records, most firms grant a leave -of- absence to their co- operative student em8
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ployees for the periods of academic study. In this way, they are able to conserve clerical effort and expense.
It has also proven highly successful in most companies to employ co- operative
students in teams of two, on an alternating basis. That is, when one student
is participating in his academic studies on the campus, there is another student
filling his position at the employer's place of business. After approximately
seven to ten weeks, the students alternate their positions of academic and practical work. Thus, the employer is not faced with a fluctuating manpower
problem.
Advantages to the Employer, the College, and the Student
The system of educating students in the field of accounting on a co- operative
basis has many distinct advantages, some of which may be rather obvious at
this point. Over the past half - century, it has proven its worth as a means of
promoting a high degree of scholarship in accounting, based upon sound educational principles and techniques. This, of course, as in any educational system, is the ultimate objective and purpose for its existence. The varied methods
and aspects of such a system are, perhaps, most often judged by the results
achieved and values derived by those who participate in it.
We have considered some of the aspects of the co- operative program of
accounting education in detailed fashion. The next step is to again consider the
system as a whole, and evaluate it in relationship to the industrial employer,
the college, and the student, since these are the factors of principal concern here.
Let us consider first the values of the co- operative system in relation to the
industrial employer. Besides the intangible factors of pride in participating
in a worthwhile achievement and promoting good community and public relations, the employer receives some more direct and tangible benefits from
such a system. He has, for instance, an adequate and reliable source of manpower to fill the requirements of his accounting staff. Also, as the co- operative
student progresses in his academic work and becomes more proficient, the
employer may realize some advantage from his more highly skilled resources,
with comparatively little increased cost to the company. Many firms have also
enjoyed the benefits of new ideas and concepts, conveyed from the classrooms
of our colleges, and applied to the company's particular accounting functions
by the co- operative students themselves. In addition, the company is relieved
of the cost and effort involved in interviewing and counseling the student employees since, in the majority of cases, these functions are handled through
the college's placement co- ordinator.
M A Y , 1962
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With the proper care in the training of the co- operative student in the
various areas of the firm's accounting structure, the employer may derive a
high degree of flexibility in his accounting staff. Thus, should it become necessary to alternate personnel in one area or another during peak accounting
periods, for instance, the employer has a reserve of trained personnel from which
to draw.
In addition, once the student has neared the completion of his formal education, the employer has at his disposal, a rather detailed and complete record
of the student's performance, capabilities and interests, should the possibility
arise for consideration of the student's future employment on a permanent
basis. This, of course, is not a condition nor an objective of the co- operative
program, but many company employment records reflect some of the advantages
in hiring former co- operative students.
It is obvious that these advantages do not accrue to the benefit of an industrial firm without some related additional cost and effort on the part of the
employer. There exists in each case, for instance, the initial costs involved
in the orientational training of each student when he first joins the company's
accounting staff. Also, there is the fact that throughout most of his experience
with the company, the student should receive a great deal of close supervision
and supervisory assistance. Further, it is the responsibility of the employer to
develop an effective job- rotation schedule to be followed by the co- operative
student, and which best fits the firm's particular organizational pattern. Generally speaking, the student should be employed initially on accounting assignments of a rather detailed and minor nature to allow time for familiarization
with the business systems. Then, as he demonstrates his understanding of the
work and progresses through his academic curriculum, his work assignments
should become commensurately diversified and challenging to his abilities.
From the standpoint of the co- operative college or university, perhaps the
greatest advantage, besides that of achieving high standards of scholarship
and sound learning, is that the co- operative system permits full utilization of
classrooms, faculty, and other facilities. This is a result of being able to hold
year -round classes for students alternating on scheduled study periods. On the
other hand, the clerical effort and expense inherent in the process of registering
and admitting students for each academic period, poses a difficult problem for
some schools. Some programs of co- operative education, for instance, require
that the student register for readmission to the college at the beginning of
each school term. This may involve registering from three to four times per
academic year. Thus, it is easy to visualize the problems that such a method of
operation might entail. Other schools, however, have been able to work out
10
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very successful systems of pre- registration for the entire academic year, suited
mainly to their individual programs.
Last of all, and perhaps most important, is a consideration of the values of
co- operative accounting education to the student himself. A great deal has
already been said about the great assistance of the co- operative system to the
fundamental educational processes. We will not go into them again here;
rather, it will suffice to state that there is little argument with the principle
that putting current learning into practice promotes a solid education. A collateral
advantage to this is the fact that the student is given the opportunity, through
the co- operative program, to build confidence in his abilities as he progresses,
without having to wait several years to prove his capacity for development in
the field of accounting. Also, as by- products of the system, the student achieves
some satisfaction in earning a portion of his expenses and may, in some instances, have the opportunity for making contacts with possible future employers.
In addition, the alternate periods of co- operative work offer the student intermittent relief from the rigors of his technical academic assignments and
affords the opportunity for concentration on specific individual research in his
chosen field, or for pursuing his further interests in the liberal arts. This, of
course, is incidental to the program and is in addition to the time necessary for
carrying out his fundamental responsibilities to his employer. It has proven
very beneficial to many students also, to have this period in which to review
their progress during the previous school terms, and to give additional attention
to clarifying those areas of study in which their individual comprehension has
not been satisfactory.
A Sound System, Calling for Extended Application
It is not meant to imply that co- operative education is a cure -all for the
existing ills in accounting or any other field. Although such a system works
extremely well for some persons, it may not work well at all for others. There
is conclusive evidence that it does work well for those who like it and can
adjust themselves to it. The co- operative system in accounting has produced
many persons of high scholastic caliber, who have made great strides in business, industry and government. The sound concept of learning, based upon a
reinforcement of theoretical knowledge through concurrent practical experience,
has proven of great importance in preparing the modern -day accountant to
assume his new posture in our present industrial economy.
The increasing demands on the resources of our colleges and universities toM A Y , 1962
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day, have forced most schools to re- appraise their present capabilities. The result
is that many schools are now investigating and developing co- operative programs within many areas, in order to realize the fullest utilization of their
facilities. In this regard, it has been acknowledged that, under the present
conditions, co- operative colleges can, and do, accommodate larger numbers of
students, with lesser investment in fixed plant and faculty, than can the conventional schools of higher education.
As far as industry is concerned, there is a greater and expanding need for
more firms to participate in the co- operative systems today. Many more cooperative jobs will be needed than are now offered. There is also a greater
need, today, for closer and more effective liaison between industry and colleges in promoting and developing such programs. It is important that responsible persons in industry be informed as to the growing potential of cooperative education. Likewise, should members of the community and industry
agree that the opportunities for co- operative education should be provided, they
should form representative committees to advance such a proposal to the colleges within their areas for their consideration. Thereupon, it may be jointly
determined just what specific needs exist, and what sort of co- operative system
would be most advantageous in providing a sound, workable and adequate
practical education for the students within the particular community.
Although relatively new to the field of accounting education, the co- operative
system of alternating periods of work and study has experienced remarkable
growth and success. One may even feel safe in the prediction that co- operative
education will continue in a trend toward national adoption, especially in the
fields of accounting and related areas of business and economics.

12

N.A.A. BULLETIN

Capital Budgeting—The Present -Value Method
and a Further Step
by HAROLD BIERMAN, JR.
that many firms are not analyzing the information they
have collected for capital budgeting in the most effective manner and that
the present -value method still lacks general use. Other methods, not recognizing the timing of cash flows are still employed. However, despite this, it
is known and generally accepted that the timing of cash flows is important
in making investment decisions. If there are two investments, A and B, which
are exactly alike except that A earns a dollar one period sooner than B, then
investment A is preferred to B. Any procedure which fails to reflect this, is
deficient. Any reasonable decision maker, given the choice between a dollar
now and a dollar a year from now, would choose the dollar now. Even if we
did not intend to spend the dollar for a year, we could invest it and at the
end of a year we could have a dollar plus some earnings, which is certainly
preferable to just having a dollar. There is an accepted method for taking
a dollar to be received (or spent) in the future and finding its value equivalent,
as of now. The procedure of the present -value method of capital budgeting
consists of applying a given discount factor against the future sum. By applying a discount rate to all future proceeds and cash outlays associated with an
investment, we can obtain one figure which indicates whether or not the inT SEEMS PROBABLE.

I

vestment is desirable.
The method works, briefly, in the following manner. Define all future cash
proceeds coming into the firm as being positive, and future cash outlays as being
negative. If the net present value, i.e., the sum of the present values of all
cash flows, is positive, the investment is profitable. Since the cash flows have
all been discounted to the present, taking into consideration the timing of cash
flows, we have a theoretically correct criterion for deciding whether to accept
or reject an investment. If we can undertake only one of two, comparable yet
mutually exclusive investments, then the investment with the larger net present
value is the more desirable investment since it results in the larger unrealized
profit.
Does this mean that we can use the net present value as a device for ranking
Professor in the Graduate School of Business and Public
N. Y. Previously he was Instructor at Louisiana
Administration, Cornell University, Ithaca,
of Michigan, and Assistant Professor at the University
State
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all investments? The answer is no. Present value is a method of choosing the
best alternative among mutually exclusive investments; consequently, it cannot
rank independent investments though in such an instance we can make reasonable
investment plans using only the present -value accept or reject criterion, and
a ranking is not necessary.
If management insists on a ranking of investments, the analyst could work
out a seemingly exact ranking, using either the index of present value, rate of
return, return on investment, cash payback, or some other procedure, which
would indicate the most desirable investment, next most desirable, etc. Unfortunately, the ranking is not conclusive and in most cases it is almost worthless. An investment with a return of 15 percent may be more desirable than
an investment with a return of 20 percent. An investment with an index of
present value of 1.5 may be less desirable than an investment with an index of
1.1. While it may be mentally reassuring to have the ranking, it cannot assist
in making the decision as to whether or not any one independent investment
should not be accepted. The ranking cannot be better than the method used in
computing the ranking, and right now there is not a known method of ranking
independent investments in a meaningful manner.

The Estimate of Cash Flows
It is sometimes stated that the choice of capital budgeting procedures is not
important, since the cash flow figures used are only estimates. In general, the
cash flows are estimates, but it does not follow that these estimates should not
be analyzed in as sound a manner as is possible. Also, there are some situations
where the cash flows are known with a fair degree of certainty. The level of
sophistication of estimating cash flows has risen considerably in recent years.
For example, there has been considerable work, particularly in the chemical industry, in accumulating data which are the basis of the estimation of the cash
flows. The quality of the estimates has been steadily improving.
One interesting example of a capital - budgeting type of decision, where the
cash flows are known with a fair degree of certainty, is the choice of method
of depreciation to be used for tax parposes. It is possible to arrive at clearly
defined decision rules relative to the best method of depreciation. How much
difference does it make which method of depreciation we choose? With a 52percent tax rate, a .10-discount rate and a twenty-year life, the difference after
twenty years can be as much as $430,000 for an investment of $1,000,000.
Another example of a decision where the cash flows can be determined with
near certainty is the bond refunding decision. The savings in interest and the
14
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refunding costs can be estimated with a feeling of confidence (though this
problem does have- some very interesting elements of uncertainty).

The Choice of Interest Rate
Assume initially that the appropriate interest rate for most capital budgeting
decisions is the cost of capital to the firm. This is the weighted average cost
of obtaining capital from all capital contributors. It is difficult to compute;
however, there are techniques for estimating the cost of common stock equity
combining with the cost of debt, and obtaining an approximation. While there
is no known method of obtaining the cost of capital of a firm with certainty,
we can indicate ranges within which the cost of capital is likely to fall. There is
no denying that more work needs to be done in determining the cost of capital
of a firm, but the argument that failure to know the cost of capital makes the
present -value method inferior to other methods is not correct.
Any procedure which takes the timing of cash flows into consideration requires knowledge of the cost of capital before an accept or reject decision is
made. Any procedure which ignores the timing of cash flows entirely is inferior
to a procedure which takes the timing into consideration, since the former procedure will make certain errors that methods of discounting will not make.
While the failure to know the cost of capital weakens the reliability of the information obtained from the present -value method, it does not eliminate its
usefulness. For one thing, we can apply sensitivity test. To do this, we can
compute present values using several reasonable interest rates and see what the
results are. If the present value is positive with any of the chosen rates of
interest, then the choice of interest rate is not important to that particular
investment. Also, it should be remembered that the range of possible values of
the cost of capital for the average firm is not great. For any large industrial
firm it would be surprising if the cost of capital were less than 6 percent or
greater than 12 percent.
The regrets associated with choosing a cost of capital that is too low or too
high should also be considered. We may find that the exact choice is not generally as important to reasonably correct decision- making as is the failure to
use the correct method of applying the rate of discount. For example, the
choice of the method of depreciation for tax purposes is relatively insensitive
to the choice of interest rate used to discount the cash flow.
The present state of capital- budgeting theory leads to the present -value method
of analysis with the cost of capital used as the rate of discount. But let us now
look at the future.
MAY, 1962
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The Future of Capital Budgeting
The ultimate switch -over of a majority of corporations to the use of the
present -value method of capital budgeting is inevitable. It is a simple and
sound method of making meaningful computations. There will be detours away
from progress as a few authors and some businessmen seek out procedures which
promise more than they can give but, sooner or later, the majority of the business firms of any size will be using the present -value method of making investment decisions. The innate reasonableness of the American businessman
makes this inevitable.
In the academic community, except for a few diehards, the choice of the
method of making investment decisions under conditions of certainty is now
considered to be a trivial question. In its place has appeared a series of questions which are nontrivial and which are of extreme interest to the decision maker. These questions involve the incorporation of uncertainty into the decision process and also taking into consideration the reaction of a person or
firm to the continuum of possible events. The general terms used to describe
these questions are decision theory and decision - making under uncertainty.
The capital - budgeting analysis conventionally presents one set of expected
cash flows. It implicitly assumes that no other flows can occur. This assumption
is not satisfactory, since actual flows will probably be different than the flows
which are estimated. In a sense, we use the mean or average cash flow of each
period. Instead of using just the one estimate, we should be taking into consideration the likelihood of the actual cash flows being different from the guess
we are making. From this type of analysis we may be able to obtain information of the following nature:
1. The probability of the actual net present values being zero or less.
2. The probability of the actual net present value being a negative
$x or a higher negative amount.
3. The probability of the actual net present value being a positive
$y or a greater positive amount.
Provided the cash flows are known with near certainty, the probability of
their being different from the best guess will be close to zero.
This procedure presents information which can be useful in appraising the
amount of risk associated with an investment and may assist in forming opinions as to its desirability. A more exact method of incorporating in the analysis
our attitudes toward risk is via the use of a utility function. This function
measures our attitudes toward gambles (an investment being a type of gamble
where the rewards are spread out through time).
16
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For example, assume that an investment has prospective cash proceeds with
a present value of $100,000. How much would your firm be willing to pay
for the investment? Assuming that the correct discount rate has been used and
the cash flows are known with certainty, a firm would be willing to pay any
amount equal to or less than $100,000. Now assume that the investment has a
.50 probability of earning $200,000 and a .50 probability of earning $0. How
much would your firm now be willing to pay for that investment? Based on
monetary expectations, the answer would again be $100.000, but your answer
might well be different. Continuing the game, let us assume that there is .10
probability of earning $1,000,000 and .90 probability of earning $0. Again
the expected monetary value of the investment is $100,000 but many executives
would not advise their corporations to pay $100,000 for the investment. One
final example. Assuming that there is one chance in a thousand of earning $100,000,000 and 999 chances in a thousand of earning $0. Would you pay $100,000 for this investment?
Clearly there will be times when it is not appropriate to make a decision
based strictly on the net present value, or the net present value multiplied by
the probability of its occurring (and summed over all possible present values).
Some day in the near future the attitudes toward losses will be incorporated into
the capital budgeting decision and utility will become a word that appears on
investment requisitions.
At this point, we again return to the problem of choosing the appropriate
rate of discount. Most experts suggest the use of the firm's cost of capital. But
the cost of capital incorporates an allowance for risk. This explains why the
cost of capital of Ford Motor Company is higher than the cost of capital of
the United States Treasury. Taking risk into consideration by the use of a
higher rate of discount is not an accurate method of allowing for risk. It would
be much more satisfactory to use a pure rate of interest for long -term funds
(such as the rate of interest the Treasury is paying for long -term bonds) as the
rate of discount and allow for risk in other ways. For example, risk may be
allowed for by the use of a utility function for the corporation.
The incorporation of uncertainty and utility into the decision process is not
an "ivory tower" problem. For example, the present -day treatment of lease -buy
decisions is urgently in need of this type of analysis. The methods of analysis
generally used are bad from the point of view of what we already know (they
incorporate debt into the analysis of cash flows) and we will not have a completely satisfactory approach to the problem until the risks connected with the
several alternatives can be brought into the analysis. We not only have to know
the net present value (some day this may be of secondary importance), but we
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also should incorporate our reactions to the many possible contingencies that
may occur.
Conclusions
The present -value method of making investment decisions gives good accept
or reject decisions for independent investments and leads to a choice of the
best of mutually exclusive projects. It does not give a useful ranking of investment, but neither does any other method. It requires an explicit choice of a
rate of discount but so does any other method of taking time discounting into
consideration. Methods which do not take discounting into consideration assume
a zero rate of interest, which is not an improvement over estimating a firm's
cost of capital.
While use of the present -value method, a vast improvement over the methods
currently in use by the majority of business firms, would greatly improve the
decision process, we can expect better methods of capital budgeting in the future. These methods will take into consideration both uncertainty and a corporation's reaction to uncertainty and will build on the present -value method,
making the method more useful.
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Accounting Treatment of Pension Plan Costs
by PHILIP L. FRIEST
HERE ARE THREE

fundamental accounting problems that arise with the

T adoption of a pension plan:

What are the costs of the pension plan?
How are they to be charged to accounting periods ?
3. What balance sheet treatment is necessary?
1.

2.

It is the objective of this article to consider these problems, discuss the accounting principles that apply, and advocate more uniform treatment of pension plan costs by the accounting profession. Thus, the point of view is accounting theory, not the tax consequences of these costs.
A pension plan, to define it very simply, is an arrangement by which the employer agrees to make, or to have made on his behalf, payments to the employee
who reaches a certain age and retires from active employment. The first noticeable increase in the adoption of pension plans came during World War II,
when such factors as wage ceilings and scarce labor may have influenced employers to adopt them. The prosperous post -war years, however, have been the
period of greatest growth in number of plans and employees covered. This has
brought the accounting for pension costs into the foreground. The lack of uniformity today, after these years of experience, makes it of critical concern at
this time. This lack can only jeopardize the accountant's stature.
The Nature of Pension Costs
Pension plan costs have many of the same characteristics as the broad group
of costs, the benefit of which extends through more than one accounting period.
It might well be true that the cost of a pension for any particular employee
cannot be known with certainty until after all payments have been made on his
behalf. However, actuarial science has developed to such a degree that it is
possible to determine with considerable accuracy the costs that will likely be
incurred in a pension plan. Hence, to treat pension costs in a way different
from the treatment of other costs that cover a number of accounting periods
makes the accountant suspect when he professes the use of generally accepted
PHILIP L. FRIEST, Lake Superior Chapter, 1956, is Instructor in Business and Economics
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accounting principles. Especially must this be true when he permits the income
statement to understate the expenses of the period or the balance sheet to understate the liabilities.
To some extent, differences in cost determination arise because of the variety
of plans employed. References can be found to several groupings, including
pay -as- you -go plans, annuity plans and funded or trusteed plans. Each of these
have peculiar characteristics which may make identification of the cost for the
period difficult. In addition, there appears to be considerable evidence suggesting that the accountant has neglected the principle of cost and has accepted, as
a substitute, cash payments as an indication of the expense for the current period.
Accounting most certainly recognizes that cash payments are a measure of cost
outlays. However, it is a well recognized principle that, in accrual accounting,
it is the cost expirations and not the cost outlays which are necessary in the
matching of revenues and expenses to determine income for the period.
When Pension Plans Were Not Legally Binding
In the early days of pensions, the informal arrangements for payments to
retired employees resulting in pay -as- you -go costs may well have been correct.
There was no requirement for pension payments, legally or morally, and therefore no cost or liability during the working years of the employee. After retirement, he was transferred to a pension payroll and the cost of his pension was
incurred as payments were made. The balance sheet usually failed to reveal any
liability for the payments thus assumed. This may not have been too serious
when there were only one or two employees on pension. Still, the liability
should have been recorded, for at that point there was a moral, even if no legal, obligation to continue payments, at least during reasonably prosperous
times.
It would seem almost impossible to come to the conclusion that such a system would be at all acceptable today. Pensions are now a part of the employment framework and to record the payments made to the retired worker as
cost when made, can hardly be construed as a proper matching of revenues and
expenses. Pensions are a reward for services rendered and the cost of such pensions must be charged against the period in which the services are performed.
The pay -as- you -go system appears to find little favor among the accountants
today and is not likely to be of importance in the accounting for pension plans.
Annuity Plans; Problems Raised
In the case of group and individual annuity plans, the employer makes ar20
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rangements with an insurance company to provide the pension payments. Each
year the employer pays a premium to the insurance company, based on the employee's age, sex, benefits earned, etc. The employer assumes no liability for
pension payments; this is the responsibility of the insurance company. Therefore, no balance sheet liability is reported, since the cost of the annuity is currently paid and has been recognized as the expense for the period. However,
some question if this truly represents the employer's cost for pension for the
current accounting period.
To the extent that the payment purchases an individual annuity or the guarantee of an annuity at retirement and the employee has vested rights, the payment might correctly be recognized as the cost for the period. However, in the
case where rights are forfeited when the employee severs employment or dies
before retirement, some recognition of mortality and labor turnover might be
required for cost determination. There are also the new insurance company
plans under which the employer is given greater flexibility in determining the
amount to be paid in each year, with the result that the fund may not be sufficient to meet the claims that have accrued at the moment. In such a case, the
payments understate the costs for pension and there is a liability which requires
recognition on the balance sheet.
Prevalence of Funded Plans and the Challenge to Accounting
By far the greatest number of employees are covered under the broad grouping known as funded or trusteed plans. The characteristics of these plans include the fact that the employer is funding the plan on some actuarial basis and
also assumes the underlying responsibility for payments. These plans provide the
greatest flexibility to management with regard to the funds paid in at any
point in time, as well as adapting the plan to the rights and benefits of the employees covered. It is in connection with these plans that the accountant encounters the greatest difficulty in establishing the cost for the period.
Roy Matthews suggests that, "there are several choices as to how the financing can be accomplished. At one extreme, a company might set aside the appropriate amount in the fund at the employee's retirement. At the other extreme, the company might contribute to the fund the best estimate of future
pension requirements on the date the employee is hired. "' It is immediately
apparent that neither of these extremes will provide the accountant with the
cost of the pension plan for an accounting period. Certainly payment of future
requirements in the period in which the employee is hired or retires cannot be
considered the cost for that period. Thus, it would seem reasonable to assume
' "Accounting for Pension Costs," Roy M. Matthews, Jr., N.A.A. Bulletin, August 1960.
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that the payments made in the other possible cases lying between these two
extremes do not necessarily reflect the cost for the accounting period in which
they are made.
The income tax laws establish minimum payments which will be acceptable
as annual deductions for tax purposes. All too often these payments have been
accepted by the accountant as the cost for income determination as well. The
accountant has also accepted these payments as the fulfillment of liability under
the pension plan, with the result that the balance sheet fails to disclose the employer's liability for unfunded pension plan costs.
The greatest variations in reported costs and liabilities are found for these
funded pension plans, evidence that the accountant has not provided the kind
of leadership necessary to meet the related challenge to accounting principles.
These plans cover the greatest number of employees and, therefore, are relatively costly, even to the most prosperous firm, with the result that management is tempted to change the annual charge for pension costs with the changing business conditions. In addition, the income tax regulations have the greatest impact on the large firms in which these plans are most likely to be found.
Thus the accountant is under considerable pressure to permit the firm to recognize as cost the amount which will be most advantageous, tax -wise or profit wise, in the circumstances.
Pension Costs Identified
The foregoing brief review of pension plans and indication of the current
accounting treatment and need for uniformity points up the fact that consideration must be given to the specific problems presented at the outset. The first
step must be identification of the costs to be recognized in accounting for pension plans. Discussion will be limited to funded plans because of their more
significant role and the lack of accounting uniformity found there.
After the general characteristics of the pension plan have been determined,
i.e., coverage, retirement, benefits, etc., the estimated cost of the plan must be
established. The accounting cost will be the number of dollars and /or value of
assets which will be required in order to provide for the payments specified
in the plan. Certainly no plan is adopted without some estimate of the cost that
will be incurred so as to determine whether the plan is financially feasible.
This estimate is based upon such conditions as the size of the working force,
its age and sex composition, number of working years until retirement, pension
payments provided under the plan, labor turnover, etc. Using actuarial methods,
a reasonable estimate of the cost can be established.
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The actual cost to the firm can be determined by the way in which each of
the elements does in fact influence benefits earned. This cost will vary to some
degree from the estimate as each element is found in actual operation to be
different from the estimate. In any case, the recognized cost for accounting
purposes must be that cost which is the result of the best information available
to the accountant.
More specifically, writers refer to two terms for pension costs, current - service
costs and past- service costs. These terms arise from two features that are likely to
be found in most pension plans. Current - service cost refers to the costs of benefits
which are based on services rendered by the employee between the date the plan
is adopted and the date on which he retires. Past - service cost refers to the cost
of benefits which are based on services rendered by the employee prior to the
adoption of the plan. The costs for each plan will depend upon the manner and
extent to which the plan recognizes current and past service in the determination
of benefits. The most accurate method of cost determination would be a calculation based on each individual employee. However, it is a relatively costly method
of cost determination and, therefore, employee categories, or average expected
service lives of covered employees are often used to obtain a reasonably accurate
cost for pension S.2
The past- service cost to be recognized is the present value of the benefits
which accrue to the employees for services prior to the adoption of the pension
plan. This is true since the cost to the firm at the time the plan is instituted is
the number of dollars that would be necessary to provide for the benefits payments, that will be paid after retirement, based on this service. This will be less
than the number of dollars to be paid in benefits, due to the fact that the fund
will earn interest until actually paid out in benefits. In the same way, the current service cost to be recognized is the present value of the benefits accruing to the
employees for services during the current accounting period.
When Should Pension Costs Be Recognized?
With the establishment of cost as the present value of future payments, attention must now be focused upon the manner in which these costs are to be
charged to revenue, to provide for proper matching of revenues and expenses
for each accounting period. It would seem that there can be no questioning of
the fact that pension costs are a proper charge against income. The pension plan
today is as much a part of the employment contract as the five -day week, vacation and holiday pay, insurance and hospitalization benefits, or any of the multi2 "Accounting for Costs of Pension Pla ns," Accounting Research Bulletin No. 47,
Paragraph 5, American Institute of Certified Public Accountants, September 1956.
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tude of other factors included in the union contract or put forth as benefits of
employment to office and managerial employees.
Current - service cost, as previously defined, is the present value of the benefits
which accrue to the employees as a result of service during the current accounting period. This is a current charge, whether the amount is funded or not, since
it is a part of the cost of employment during the current period.
Some have argued that, where the union contract provides a termination date
for the pension plan, there is considerable uncertainty concerning the actual
payment of benefits and, therefore, of the cost to the employer. Such reasoning
time has proven over and over again to be unrealistic. The history of union
negotiation has been one of requiring greater and greater benefits for employees
rather than less. Termination dates have simply been a means to future negotiations and the possibility of a better contract. Recent history has proven this to
be the case in pension plans also. In addition, it certainly appears unrealistic on
the part of the company to expect a pension plan to be dropped from the contract without its replacement by some other benefit which would cost as much.
It has also been argued that such factors as death, labor turnover, limitations
on vested rights, etc., make current recognition of costs unrealistic. The contention is that the pension benefits may in fact never be realized by the employee
and, therefore, costs will have been overstated. However, as suggested earlier,
the actuary will have taken mortality and labor turnover into his calculations
of cost. A periodic review of the pension plan operation will disclose changes
that should be recognized in the cost determination. These reasons cannot be
used to support a failure to recognize full current costs.
It is true that current service cost will include benefits in which the employee
may have no vested rights for some period into the future, but this cannot be
used as a basis for neglecting to record the cost of such benefits earned in the
current period. Accounting principles include the requirement that all costs
shall be ratably charged to revenue over the years to which such costs apply.
Pension benefits are a part of employment costs and, therefore, the cost of such
benefits must be charged over the years during which the employee's benefits
accrue.
Pall- service cost is also a proper charge against current revenue, at least during the early years after the adoption of a pension plan. As has been indicated,
past - service cost is established at the time the plan is adopted and is the present
value of benefits based on service prior to the adoption of the plan. The problem, t'ien, is the manner in which it should be recorded in the accounting records.
To charge these costs against retained earnings would be to argue that they are
a correction of past - period earnings. Since there was no plan in effect in prior
24
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periods, no charges for pension were necessary. Past earnings have been correctly
stated as far as pension costs are concerned.
To charge the immediate current period for this cost would not be correct,
for the adoption of the plan in a particular period does not impute applicability
of past - service cost to it. More significantly, this cost is likely to be of a relatively large amount; charging it against the current period would materially
overstate current expense and understate current income. This is true whether
the cost is currently funded or not.
Some views suggest that this past - service cost need never be funded and,
therefore, need never be recognized as a charge against current income. This
is based in part on the premise of an ongoing plan, under which the funding
of current- service cost, plus interest, will be adequate to provide the current
payments to the retired employees. The fallacy here is, of course, the confusing
of cost expiration and cost outlays. While it may be true in many cases that the
total accrual of benefits need not be funded at any one time and, therefore,
past- service cost may not require funding, it does not follow that past - service
cost does not require recognition as a cost in the accounting records.
The remaining course, then, is to amortize the past service cost over some
future period. This is the practice that the American Institute recommends and
is the only one which can meet the test of accounting principles.3 Under this
method, while the employee benefit is based on service prior to the adoption of
the pension plan and the cost of the benefit is determined at the time the plan
is adopted and becomes a liability, the company recognizes the cost in its accounting records during all or a part of the remaining employment period of the employee. This is logical, for it is during this period that the value of the plan
will accrue to the company through better relations with its employees, unions,
the public, etc.
The period of amortization must be determined by the facts in each individual case. Theoretically, the period will be the remaining service years of the
employees covered, based on individual employees or employee groups as in
the determination of the costs of the plan prior to its adoption. This follows
from the application of the principle of matching revenues and expenses, which
requires that total pension costs be accrued over the period from the adoption of
the plan, or the eligibility of the employee, to the time the pension is payable.
On the other hand, present tax laws permit a minimum period for tax purposes
of about ten years in which to deduct past- service costs of qualified plans. The
result has been that, for plans in which past - service cost is amortized, the period
has varied from as short as ten years to as long as thirty years.
3

Op. cil.,paragraph S.
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There are those who feel that the benefits to the corporation accrue during
the early years of a plan; others feel that it will accrue over the remaining service
years of the employees; and still others that it will be over some longer, indefinite period. While benefits to the corporation may be a factor in the propriety of charging past- service cost to future periods, the benefits are of an intangible nature and the period of such benefit is so difficult to define that it is of
questionable value in the determination of the amortization period.
Another basis must be found. Additional retirement benefits are earned by
the employees during their remaining years of employment. It seems reasonable
to use this period to amortize also the cost of benefits for service prior to the
adoption of the plan. This appears to be the period best supported by accounting
principles which require the accountant to charge total employment cost to production during the periods when services are rendered. Considering pension
costs as an employment expense, it makes sense to charge them —both past and
current —over the period from the adoption of the plan to the retirement of
the employee.
Accounting conservatism and current tax provisions, however, encourage a
more rapid amortization of an item such as past- service cost. Attention is therefore focused on the use of a "reasonable period" without causing "distortion
of the operating results," to quote from Bulletin No. 47, previously cited. This
appears to approve the use of a period shorter or longer than the remaining
service years of the employees if the use of such a period does not distort the net
income for any one year. The application of this provision hinges on a determination of income distortion.
In the case of pension costs, the inclusion of past- service cost as a current
expense does not itself cause distortion because it has been recognized as a
proper current charge. However, the use of a period of excessive length in the
amortization of past- service cost can be a cause of distortion, since this will result in an understatement of pension costs. It would appear to the writer that
the use of a shorter or longer period than the remaining service years of the
employees would be acceptable only if the resulting net income is not significantly more or less than net income would be if the past- service charge is based
upon remaining service years. Here again, the accountant must use the best information available, in this case to determine materiality.
Interest. In addition to the current - service cost and the amortized portion of
past- service cost, the current charges against income must also include interest
for the current period on any unfunded portion of both the current- and past service cost. This is necessary, since the cost each period has been considered
to be the present value of future payments, which was actuarially determined
20
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and included interest at a specified rate on the amounts so calculated until paid
as benefits. Thus; if any part is not curently funded, the fund will not earn the
required interest to pay the benefits.
Even though this interest cost is a current charge and is determined by the
amount of unfunded pension costs, there is a question concerning where to
place it on the income statement. It probably should be dis- associated from pension costs. When current - service costs have been properly charged to revenue
and past- service cost has been properly amortized, total pension costs for the
current period have been correctly stated. To add interest on unfunded pension
costs as a part of pension plan expense would appear to overstate the pension
in the income statement for the current period. The interest is a financial expense to the company since the current operations have, in effect, a loan from
the pension fund in the amount of the unfunded pension plan costs. Interest
on these costs is not a pension cost, therefore, but a financial cost of the company, and must be recognized as such.
Amendments to plan. Negotiations with employees, inflationary trends or
other considerations may result in an amendment to the pension plan with
significant increases in benefit costs. At such a time, the cost of the increased
benefits, based on service prior to the amendment, must be determined. This
cost will then require amortization over future periods, in much the same way
as the original past- service cost was calculated and amortized. Current - service
costs will also be larger in amount and the total charge to revenue must be
based on the new costs as determined under the amended plan.
Balance Sheet Aspects of Pension Plan Costs
Liabilities. Past - service cost becomes a liability at the time the pension plan

is adopted. This results from the fact that the company is recognizing the ex
istence of employee retirement benefits based upon service prior to the time the
plan is placed in operation. It has been suggested above that this cost be charged
against revenue during the remaining service years of the employees. When
past- service cost is taken into the records only as it is amortized, no balance
sheet liability will be shown for the unamortized balance. In this case, full disclosure requires at least a footnote to the financial statements, setting forth the
amount of past - service cost which has not been recognized.
However, the company might recognize the total liability at the time the
pension plan is adopted. Since the amount cannot be charged to retained earnings as a past - period cost, nor to income in the current period, the charge will
necessarily be to an account which will be carried forward, such as unamorM A Y , 1962
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tined past- service pension cost. This account will then be amortized as discussed
earlier. Can this account be carried on the balance sheet? It has resulted from
the recognition of a liability. As a debit, it must appear with the assets or be
subtracted from a liability. There are no grounds for subtracting it from the
liability, since the liability can be satisfied only by a payment of cash, if the
benefits are to be paid.
If the total past- service cost had been funded at the time the pension plan
was adopted, there would be little question about the recognition of the unamortized past- service pension cost as a deferred charge and an asset on the
balance sheet. If the company recognizes the total liability for past- service cost,
even though it is not funded, it would appear that the account still should be
classified as a deferred charge and listed as an asset.
To the extent that current - service cost is not funded, liability must be reported for it also. Thus, the balance sheet liability for pension plan costs will
be the sum of the unfunded current - service costs plus the unfunded past- service
cost. The portion of the current- and past- service cost which
be funded
during the coming accounting period should be classified as a current liability.
All other liability for pension plan costs should be reported as a long -term
liability. This liability is no less real than any other liability the corporation may
have incurred. If all pension benefits are to be paid, the total of pension costs
must of necessity ultimately be paid into the fund.
However, there are those who go on to argue that the firm is not at all likely
to ever pay out the total of all the benefits accrued on the basis recommended
here. If the company were to be liquidated, only those benefits which had become vested rights of the employee would be a liability and the value of all
other benefits would revert back to the retained earnings account. To follow
this line of reasoning is to suggest that the accounting statements should report
the assets of the corporation on a going- concern basis and the liabilities on a
liquidation basis. Others suggest that, in the case of financial difficulty, the
corporation would of necessity reduce its pension benefits. Thus the liabilities
recorded would exceed the actual liability. In this case, it is suggested that the
employees share in the financial difficulties of the corporation and forego benefits which they have earned. It has been a long recognized privilege for stockholders, and even a possibility for creditors, to share in the misfortunes of
the business enterprise. It has also been a long- recognized principle in our industrial community that the worker has first claim on the assets in payment for
his services. Whether this right applies to future benefits, earned in the past, is
a legal question and not for consideration here.
Whatever the significance of these factors, accounting practice again pre2R

N.A.A. BULLETIN

scribes a much more acceptable manner to provide for such a contingency.
When the accountant discovers that past charges to income have overstated the
costs to date because of conditions brought to light in the current period, future
charges are reduced so that at the end of the service life of the costs, charges
against income will equal total costs incurred. it is difficult to understand why
any other treatment should be applied in the case of pension plan costs.

will

Effect of Fund Earnings and Appreciation
Another problem has arisen because pension funds have earned higher rates
of return than estimated in the calculation of cost. From this point of view,
overstate the balance sheet liability. This situfull accrual of pension costs
ation can also be handled very easily through the application of accounting
principles in the periodic review of the operation of the pension plan and its
fund, and revising the estimates upon which cost is based. Certainly it is not
an argument in favor of limiting the reporting of pension plan liability.
Of greater significance, however, has been the increasing value of the assets
held in the pension fund. Although unrealized gains should not be taken into
account, recognition can be given to realized amounts. Even though the fund is
under the control of trustees and realized gains of the fund are not income of
the company, such gains of the fund can appropriately be taken into consideration in the periodic review of the company's annual charge to revenue and, in
this manner, reduce future charges and reported liabilities. The gains have increased the funded portion of the pension plan and are available for payment
of benefits. They have, therefore, actually reduced the liability of the company.
Mere increase in market value, however, has not been realized and, therefore,
cannot become a part of the accounting records. Yet, these increases are available for benefit payments and, if the assets had been liquidated at the balance
sheet date, would have provided additional funds for payments. Therefore, it
would seem that some disclosure might properly be given to the increase in
market value so that the reader of the statement could judge the present effect
of pension liability on the total financial position of the company. This might
be noted in the caption reporting the liability in the balance sheet or as a footnote to the statements.
Footnotes. In addition to the reporting of unfunded pension costs as a liability, full disclosure in the financial statements also requires the use of footnotes.
The adoption of a plan raises the company's cost level markedly and should be
disclosed in the statements for that year. This would include a summary of the
significant features of the plan, proposals for funding, an estimate of the annual
charges, and such other financial and accounting information as is necessary to
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make the reader of the statements aware of the effects of the plan. A similar
footnote is also required for a year in which an existing plan is amended to a
material extent. Full disclosure of the effects of the amendment on company
operations and financial structure is required. In the same way, a change in
accounting procedure for the plan, which materially affects the reported results
of annual operations, requires disclosure in the statements.
A footnote is required also, when pension plan costs of a material amount
have not been provided for in the accounts. This includes omission to provide
for costs of either past service or current service, or both; the footnote should
be continued in each financial statement for the year in which the situation
continues to exist. For companies following the recommendations given in this
article, the only need for this footnote would be in the case of past - service cost
recorded in the accounts as amortized. If the past- service cost has been recognized at the time the plan was adopted by debiting a deferred - charge account
and crediting a liability, no footnote will be required, since all costs have been
provided for.
Three Points Applying Accounting Principles
This article has expressed the need for recognizing pension plan costs in
accordance with generally accepted accounting principles. In applying accounting principles in this article, three considerations have been advanced:
1.

The cost to be recognized for accounting purposes is the present
value of benefits accruing to the employees. This includes the
present value of benefits based on service performed prior to the
adoption of the pension plan, a cost which is established at the
time the plan is adopted. Cost also includes the present value of
benefits earned during each accounting period after the adoption
of the plan.

2.

The cost to be recognized as a charge against current revenue is
the sum of the current- service cost plus an amortized portion of
the past- service cost. This cost is in no way related to the funding
arangements made. The present recognition by accountants of the
current funding as the cost of the pension plan for the current
period is especially deplored.

3. The balance sheet must recognize, as a liability, any unfunded
portions of the current- and past- service costs. In addition, footnotes to the accounting statements are required to disclose the
adoption of a pension plan and of any significant amendments to
an existing plan. A footnote is required for any material amount
of past- or current- service cost which is not reasonably provided
for in the accounting records.
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State Income Taxes and Out -of -State Companies
by LEON RIDGWAY
1959, the United States Supreme Court handed down the
FEBRUARY
Northwestern- Stockham Valves decision which brushed aside the former concepts of what constituted doing business in a state and indicated that states had
tax jurisdiction over firms engaged in interstate commerce, even if those firms
had only minimal representation within the state. Thousands of American businessmen quickly realized the implications of the decision and an amazing demonstration of democracy in action then developed. Senators and Congressmen,
responding to the protests promptly and with unprecedented speed, evolved
legislation designed to contain the situation until the entire structure of the
various state tax systems could be thoroughly studied and a comprehensive plan
developed. In September 1959, Public Law No. 86 -272 became effective, placing restrictions on the powers of the individual states to levy taxes on out -ofstata businesses in the manner in which the decision cited seemed to make
N

I

possible.
Area Still Unsettled
Far too many of those who protested so effectively early in 1959 are laboring
under a misapprehension that Public Law No. 86 -272 is the final answer to
the problem. These businessmen have been lulled into a false sense of security
and feel that this law adequately protects them against taxation by states into
which their goods are shipped in interstate commerce. However, the enactment
was merely a portion of an unfolding drama. The play still goes on. The last
few months have seen activity behind the scenes, but work remains to be done
before the final curtain is rung down. American business must play a major
role if the efforts made in this field are to be brought to a successful conclusion.
In order to understand the situation better, we should turn the clock back
and review certain developments. The Constitution of the United States reserved for Congress the right to regulate the flow of trade between the states
and left to the states the right to raise taxes within their borders. However, it
did not specify how the states were to treat taxation, as related to the flow of
LEON RIDGWAY is Comptroller and Director of Asgrow Seed Company, New Haven,
Connecticut. In this capacity he is responsible for his company's tax liabilities in twenty two states and several foreign countries. For the past ten years he has been actively
engaged in a study of the state tax situation as advisor to the Controllers Institute Committee on State and Local Taxation.
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business between states. Therein lies the trouble. Income tax is, of course, a
comparatively recent innovation in the history of our country, since the Federal
income tax was not established until 1913 and most state income tax laws were
adopted much later.
Income Allocation Formulas of States
As states did adopt the income tax method of raising revenues, they realized
that although their jurisdiction over business firms domiciled within their
boundaries was unquestioned, there was a vast amount of commerce between
states which deserved attention. A firm doing business entirely within a state
which had adopted an income tax would be at a disadvantage competing with
a firm from a neighboring, non - income -tax state, unless the latter was taxed on
the profits it made in the income -tax state. Thus, it became necessary to develop
methods for the determination of profits of firms domiciled out of state, attributable to the business in income -tax states. It was also necessary to find a
means to subject an out -of -state firm to the jurisdiction of the taxing state,
since it is one thing to levy a tax and another to collect it. It became appIrent
that if an out -of -state firm had a place of business within the taxing state or had
a stock of goods within the state, it had placed itself within the reach of the
taxing authorities.
For years, then, lacking any direction from Congress, states taxed profits not
only of the firms domiciled within the state but also the profits of out -of -state
firms having a place of business or a stock of goods within the state. This system seemed to be justified and the United States Supreme Court has many
times affirmed the right of the states to tax profits made within their borders.
However, neither the Court nor Congress set forth a method to be employed
in determining the apportionment of profits when a firm is doing business in
several states. As a matter of fact, Congress has never set forth any method
for the determination of whether a firm is or is not actually doing business in
a state and should, or should not, therefore, be subject to that state's jurisdiction.
Accepting the concept that a place of business or a stock of goods within
the state subjected an out -of -state firm to the taxing jurisdiction, the states proceeded to set up apportionment formulas for the determination of the profits
they would tax. In the absence of any higher authority, it was only natural that
each state would be governed by its own particular situation in drafting the
necessary legislation. There is no simple method of determining how much of
a firm's profit is made in any one particular state. A general pattern began to
develop as the various states enacted legislation. Simply stated, most states
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seemed to feel that profits should be apportioned on the basis of the following factors:
Property in state and Payroll in state and Sales in state
All property
All payroll
All sales
Differing Interpretations as to Where Sales Take Place
Property and payroll within each state were easily determinable. As to sales,
the manufacturing states quickly established shipping point as the determining
factor for calculating the sales ratio. On the other hand, many primarily consuming states adopted the same three -part formula but insisted on destination
of the goods as the basis for calculation of the sales ratio. As a result, many
firms found (and find) themselves paying tax on the same profit dollar to
more than one state. This is an unreasonable situation and, to confuse matters
further, still other possibilities have been injected into the picture for the apportionment of sales. One such is allocation on the basis of the point where the
sale was negotiated.
As mentioned before, the United States Supreme Court has consistently
held that states can tax profits made within their borders and it seems obvious
that apportionment formulas are basically necessary in order to determine how
a firm's profits should be apportioned between the states for tax purposes. A
firm cannot make all of its profit in one state and in another also, any more
than it can make half of its profit in each of any three states. However, that is
what the states seem to be saying under their present method of taxation. Many
cases have been recorded of firms paying the combined total of state taxes on
more than the full amount of their profits, with at least one firm reporting a
combined total of as high as 186 percent. It is easy to see how this may come
about, as long as different state laws have the effect of placing the same sale in
more than one jurisdiction.
It is granted that there are many firms which do not pay state income tax on
the full amount of their income, since there are a number of states that do not
impose such a tax, but this does not lessen specific injustices. The purpose of
the apportionment formula is to determine how much of a firm's profits should
be attributed to each state in which business is done. Any time two or more
states tax the same profit dollar, an inequity exists. For years, many efforts
have been made to have a uniform formula adopted and consistently interpreted by all of the states, but it has become obvious that the states are not likely
to agree among themselves. Pleas have been made to Congress to accept the
responsibility and to prescribe methods that states should use for apportioning
such income.
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What the Supreme Court Decision Opened the Door To
Our discussion has proceeded on the basis that a firm's income is divided
among those states in which the firm is doing business, under the commonly
accepted definition. This has always entailed maintaining a stock of goods or a
regular place of business in the state. The Northwestern- Stockham Valves decision, but for the later legislation (Publication Law No. 86-272), might make
any corporation taxable in every state into which its goods were shipped. For
example, it was indicated that the mere solicitation of orders was sufficient
nexus. This could mean that a firm manufacturing goods in only one state,
carrying on all business activities from that one location and paying state income taxes only to its home state, might be faced with the necessity of dividing
its income among, and paying taxes to, all of the 50 states.
The decision made it apparent that all bars to taxation of interstate commerce had been let down and administrative costs to both government and industry would be tremendously increased. Justice Frankfurter, in his dissenting
opinion, voiced the thought that Congressional action seemed the only solution.
He also pointed out that there are thousands of relatively small or moderate
size corporations which would be affected. To subject these corporations to a
separate income tax in each of these states would mean they would have to
keep books, make returns, store records and engage legal counsel, all to meet
the diverse and variegated tax laws with their different times for filing returns,
different tax structures, different modes for determining net income and different, often conflicting, formulas of apportionment. He anticipated that the cost
of such a far -flung scheme for complying with the taxing requirements of the
different states might well exceed the burden of the taxes themselves, especially
in the case of small companies doing a small volume of business in several states.
But for Public Law 86-272, mentioned earlier and explained below, thousands of small and moderate size business firms would be placing themselves
under the taxing jurisdiction of the other states merely by making shipments
to customers there. This legislation must be confirmed by more definitive statutes. Some of the states have so expanded their concepts of taxable activities
that it is almost impossible for the average small business man to know just
where he stands. If adequate legislation is not enacted, many of them are going
to be faced with future litigation, tax assessments and penalties that will total
far more than their ability to pay. One of the companies involved in the decision cited, Northwestern States Portland Cement Company, was assessed by
Minnesota not only for current state income taxes but for arrears and penalties
dating back to 1933.
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The Countering Legislation
Public Law No. 86 -272 limits the power of the states to impose income
taxes on income derived from the conduct of interstate commerce. In essence,
it says that no state can tax net income of any person from interstate commerce
if business activities within the state by or on behalf of the potential taxpayer
are limited to any combination of:
Solicitation by the person or his representative, of orders sent outside the taxing state for approval or rejection and filled by shipment or delivery from outside the taxing state; or
2. Solicitation in similar fashion but in the name of, or for the benefit of, a prospective customer; or
Y Selling or soliciting sales through one or more independent contractors, whether or not the latter has an office in the taxing state.
This area of non - taxable activity is not available to any corporation which
is incorporated under the laws of the taxing state or any individual who is
domiciled in or a resident of that state.
The law then concludes with the provision that Congress shall make full
and complete studies of all matters pertaining to the taxation by the states
of income derived within the states from the conduct of business activities which
are exclusively in furtherance of interstate commerce, or a part of interstate
commerce, for the purpose of recommending to Congress proposed legislation
providing uniform standards to be observed by the states in imposing income
taxes on income so derived. Committees set up for this purpose by the Senate
and House of Representatives are to report to their respective houses the results of such studies, together with their proposed bills for legislation on or
before July 1, 1962 (at this time it appears an additional year will be allowed
for this study). This is the reason why it is proper to consider the new law
merely as stop -gap legislation.
1.

Remaining Hazards
Although the new law probably prevents further extension of state income
taxes to out -of -state corporations, it leaves the Northwestern - Stockham Valves
decision standing. Loopholes are possible. The Court concluded that net income from interstate operations may be taxed if properly apportioned to activities forming sufficient nexus. The word, nexus, is generally used in this
connection to indicate an activity which links, or ties, a corporation to the taxing
jurisdiction of the state. Further legislation should contain a clear definition
of exactly what constitutes sufficient nexus to make a corporation taxable in
a state.
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It is true, that the law now says that mere solicitation of orders, if those
orders are sent out of state for approval and shipment, is not sufficient nexus.
But it does not say that a corporation or a salesman may maintain a sales office
in the state and expect to be exempt from taxation. As a matter of fact, both
of the corporations involved in the Supreme Court decision limited their activities within the taxing states exclusively to furtherance of interstate commerce,
but both maintained a sales office in the taxing state. Both sent orders outside
the state for acceptance and, in both cases, the goods were shipped from points
outside the state.
The exemption from taxation of profits earned by a firm whose only activity
is solicitation of orders within the state is not strong enough. It is most difficult to restrict activities to mere solicitation. The exemption would be lost in
some states by such activities as adjusting complaints, borrowing money in the
state, collecting accounts, buying goods, holding demonstrations, recovering a
judgment, making a market study, having an officer reside in the state or even
having a vehicle pass through the state. Regular mailings to residents of the
state will often involve a firm. The list of such activities could be extended
on and on.
The Northwestern- Stockham Valves decision was not a unanimous decision;
the vote was 6 to 3. The members of the Court were far apart in their opinions
but did agree that uncertainty exists as to how far the states may go in taxing
interstate commerce. They laid the blame for this uncertainty to the failure of
Congress to exercise its powers of regulation. (Incidentally, the Congressional
studies have been expanded to include sales and use taxes as well as a general
review of the entire tax structure of all the states in relationship to out -of -state
taxpayers.)
The special studies prescribed by Public Law No. 86 -272 are now being
worked on by a special subcommittee of the House Committee on the judiciary.
Its task is monumental. It seems obvious that the whole matter is in a state of
confusion and, with the states so far apart on the question of uniform apportionment formula and nexus, it appears that Congress must give the necessary
direction, but the study groups are going to need help from American businessmen. Among other things, the study groups would like to know the cost
of compliance with the various state tax laws and the effect which Public Law
No. 86 -272 has had on interstate transactions. I would strongly urge businessmen to furnish Congress with the facts and figures to support their contention
that Public Law No. 86 -272 is not sufficient in itself, that multiple taxation
does exist, and that a definition of doing business is necessary.
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Looking Ahead in Managerial Cost Analysis
and Control
by ARTHUR E. CARLSON
cost conA trol have ledmanagerial
to a multiplicity of
TTEMPTS AT

approaches to the problem. Traditional
attempts to classify costs either as
variable or fixed, without regard to
organizational responsibilities, have
often missed the mark with reference
to the control objective. While it may
be theoretically demonstrated that all
costs are controllable by someone, true
cost control implies that on- the -scene
management be capable of doing something quite positive and constructive

about costs which lie within its jurisdiction. After the sphere of control
of a particular cost element has been
established, its relationship to the organizational structure of the business
must also be established. The organizational unit which is determined to
have primary jurisdiction over a particular cost element must also have
complete responsibility for its incurrence and authority to regulate the
extent of its incurrence.

In Manufacturing Cost Analysis and Control
Impact of automation. A major area
of manufacturing cost analysis that
needs exploration is the concept of the
burden rate. Through the years, burden
rates have been developed based on
such volume measures as practical
capacity, normal capacity, and ideal
capacity. These rates have been variously applied to prime cost, direct
labor dollars, direct labor hours, machine hours and physical units of product. Emphasis seems to have centered

on relating the use of factory facilities
to the use of productive labor. However, with the growth of automated
factories, this relationship loses much
of its strength. When the burden rate
gets to be 600 percent to 800 percent
of direct labor cost, it would appear
that the cart is placed before the
horse.
This changing relationship between
factory facility costs and direct labor
costs suggests that means should be

DR. ARTHUR E. CARLSON, St. Louis Chapter, 1952, is Professor of Accounting, Washington University, St. Louis, Missouri. Previously, he taught accounting at Ohio and

Northwestern Universities. Professor Carlson received his B.Ed. degree from Wisconsin
State College, his M.B.A. degree from Harvard University and his Ph.D. degree from
Northwestern University. Dr. Carlson is President of St. Louis Chapter. He is the
author of several articles and books in the accounting field.
M A Y , 1962

37

developed for the direct accumulation
of factory facility costs related to
the automatic equipment or processes
which give rise to such costs. Then
labor costs can be assigned to factory
facility utilization costs on a responsibility center basis.
One possible means of handling
the accumulation of labor cost with
reference to automatic machine usage
would be to equip productive machinery with time - recording devices.
These devices could measure the productive time during which the automatic machines are in operation. Labor
cost of machine tenders could then be
assigned on the basis of the fraction
of total machine operating time spent
in loading, servicing and unloading
machines.
Labor cost of materials handlers
could be assigned on the basis of the
fraction of total machine operating
time spent in bringing materials from
their Frevious work station to the
work station of the machine in question. This suggestion assumes that materials are not being handled by automatic conveyors. The cost of removing
materials or parts to the next work
station would thus be assigned to the
next machine.
A similar theoretical approach to
mainten ince labor cost would be appropriate if maintenance work involved large amounts of automatic
machinery. While this is not yet the
case to any extent, it seems plausible
that such a development can be anticiiR

pated in the future.
Revision of standard costs. Another
area of manufacturing cost analysis
that needs exploration is the timely
periodic revision of standard costs.
Well- defined means for determining
standard costs for materials, labor and
some factory facilities have been developed. It is a recognized principle
of standard cost application that standard costs require periodic revision to
take into account changes in wage
rates, material prices, and factory facility costs. Yet little has been done to
devise regular means of effecting these
revisions.
Research on productivity, inflation
and economic growth has been abundant. It remains, however, for someone to develop indices suitable for use
in the regular periodic revision of
standard costs. Overall indices like the
Consumers' Price Index and the Federal Reserve Board's Index of Industrial Production are not suitable for
application to individual standard cost
items. But the application through
operations research of linear programming, matrix algebra, symbolic logic
and other quantitative techniques,
where appropriate, may do much to
help solve this problem.
Cost behavior. The whole framework of direct costing needs reappraisal. The direct costing concept
originally was an outgrowth of traditional product costing and a recognition of the variable behavior of
some cost elements with reference to
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product volume. Direct costing as a
control measure stemmed from the
realization that, in many instances,
costs which grouped themselves with
reference to production also grouped
themselves with reference to responsibility centers. However, the extent
of subdivision and simplicity of the
production process has had much to
do with the relative appropriateness
of direct cost techniques in different
situations.
The new frontier in direct costing
involves further exploration of cost
behavior patterns to unearth additional
bona fide relationships between costs
now considered only partially controllable and related responsibility
centers. Such demonstrable relationships should prove preferable to the
period cost treatment usually afforded
such costs in connection with inventory
valuation. This approach will require
the consideration of cut -off points in
the cost flow pattern as a substitute
for assigning a lump of costs to current operating revenues in violation of
the matching principle.
In Distribution Cost Analysis
and Control
Traditionally, distribution costs have
been grouped in two major divisions —
order getting and order filling. Dollar wise, order getting costs have usually
been much more significant than order
filling costs but also much more difficult to control. Conversely, order fillMAY, 1962

ing costs have been of relatively smaller
magnitude but relatively easier to control because of their routine behavior.
Order filling activities, like production
activities, have been susceptible to
rather precise physical measurement.
Advertising. For years, little exploration of the behavior of order getting
costs has been undertaken. Huge sums
have been spent for business advertising as much out of fear of the consequences of reducing these expenditures as because of demonstrable benefits. Traditionally, advertising cost has
been related primarily to the sales
revenue dollar of the period in which
the money was spent. This has begged
the question from two points of view.
First and foremost, advertising is not
caused by sales; sales are generated
as a result of advertising. Secondly,
advertising cost is an input measure
and sales revenue is an output measure.
The two can be related only by means
of linear programming or other quantitative techniques. Manual application
of these techniques has proven to be
a Herculean task in most instances,
but electronic data processing has focused a new light on the quantitative
approach.
Salesmen's compensation. Another
major block of order getting costs,
salesmen's compensation, has received
rather superficial treatment in the past.
Modern business management cannot
afford to treat salesmen's compensation lightly from a control standpoint.
Traditional studies of salesmen's com39

pensation, like studies of advertising
cost, have related it to the sales revenue dollar. Again, linear programming
or other quantitative techniques may
shed additional light on this type of
problem.
Salesmen's compensation lends itself
in many respects to analyses related to
input, which should be easier to quantify. The salesman's call is a measure
of input. Of course, this measure
must be adjusted to reflect differences
in distances traveled between calls,
differences in overall territory size,
differences in products sold and differences in consumer resistance. Considerable research is required to properly quantify the variables for such
an analysis, but the results should
prove to be much more than superficial.
Travel and entertainment. A third
major block of order getting costs,
salesmen's traveling and entertainment
expense, has been subject to rather
rough tests of reasonableness in the
past. Allowances for means and lodging have been based upon averages of
costs actually incurred. Mileage allowances for the operation of salesmen's cars have been based upon
averages of both variable and fixed
unit costs of operation. If the business
or industry in question is confined to a
rather small local or regional area,
average allowances may be quite representative of actual costs. However,
if the business or industry sells its
products in nation -wide or world -wide
40

markets, average allowances may be
far from typical unless they are carefully weighted for the area price level differences. Further quantitative
analyses of salesmen's travel costs,
based on applicable local and regional
differences, should open up another
new frontier in managerial cost control.
Salesmen's entertainment expense
provides a real control problem. Congressional committees concerned with
income tax problems have been eyeing
this item for several years. It cannot
be denied that entertainment of customers provides certain intangible
benefits to any business organization,
which may later produce tangible results. Still, there are unique local and
regional entertainment patterns and
differences in their effectiveness in
particular areas. Quantification of these
different patterns and attempts to determine their local value should also
prove beneficial to managerial cost control.
Salesmen's traveling and entertainment expenses can be related by quantitative means to the sales dollar and
the salesman's call. Measured on a
per -call basis, an average would result
requiring adjustment for different
price levels in different urban and
territorial areas. However, more meaningful controls should result from
thorough study of this problem than
by merely letting experience set the
pace.
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In Administrative Cost Analysis
and Control
Return on investment. One of the
most frequently discussed present -day
measures of administrative performance is return on investment. There is
considerable disparity in the definition
of these factors. Determination of income or earnings has been a debatable
question in accounting circles for decades. What are the proper components
of investment, and whether to use
gross or net investment in the formula,
are equally debatable questions.
The new frontier in the area of return on investment relates to probing
more deeply the true components , of
a given investment and the earnings
related to it. This may require a quantitative investigation of the behavior
of certain earnings factors with reference to related investment factors.
Relationships now taken for granted
may be critically evaluated in this
manner.
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Executive pay. The compensation of
administrators is another matter worthy
of exploration. Competition for executive services appears to be the primary influencing factor in connection
with executive compensation at the
present time. However, competition for
services gives little or no indication as
to what is adequate compensation for
particular administrative responsibilities. While one cannot wish the competitive aspect away, definitive studies
based on behavioral relationships might.
provide a great contribution to the
store of future knowledge.

Room for Progress
This article has pointed out but a
few of the new frontiers in managerial
cost analysis and control. The ideas
presented here should, however, convince the industrial accountant that he
is still far from reaching the limits
of his professional progress.
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The N'onspecialization Trap
by JOHN D. RINGROSE*

M

AN Y A R TI C L E s

have recently -made their appearance stating that top business man -

agement deplores the specialization in education and is looking to liberal arts
graduates as future business executives. While such statements appear to give the individual a br lad mental outlook on life and can be popularly repeated at banquets, in press
statements, etc., they run counter to the facts.
Most recruiting programs carried on by business are striving for stated objectives, and,
with today' .,. high degree of "fractured" knowledge, special training and aptitudes become
very necessary if a corporate enterprise is to compete successfully. In addition, nearly
all advertisements for help stress special talents and abilities. Thus, though business demands specialization, in public utterances it is trying to cast itself in quite a different
role.
Let us pursue the logic that future executives must have a liberal arts education. For
those corporations which make such a rule and honestly state it publicly, the task of the
technical recruiter will be most difficult.
It is gooc discipline for a man to master a given subject. It is also beneficial to construct theoretical approaches to a problem, but mankind benefits only to the extent that
these can he made to work. This usually takes not only technical knowledge but the ability
to organize, to work with people, to accept intermediate failures and the tenacity to hang
on until successful. Therefore, it seems logical and profitable to let our young men
work in specialized fields and prove their capacity to master a subject and carry through
assignments. This, too, is a learning process in human relations.
The present outburst against specialization has little to recommend it. It would seem
far better to recognize specialization as a necessity and perhaps spend some corporate
time in training and broadening those individuals who show signs of promise. Because,
at the best, cnly a small percentage can reach the top.
Another inconsistency existing today in some corporations is a bias toward a particular profession as a source of executive talent. In one, about the only person eligible
for a top management position is an engineer, since supposedly he is trained to think
logically. In another corporation, one must be an accountant, since he has a greater
degree of business acumen and knows how to use and interpret figures.
It takes but
It would seers
the benefits of
man will have

little imagination to realize the fallacy of such logic, but it still persists.
far better to bring to top management a rounded group of people, where
their respective knowledge can be used and effectively pooled, since each
a different viewpoint relative to his background and experience.

Therefore, et us encourage young people to master a field of knowledge and to suffer
through the problem of applying such knowledge to the practical applications of business. Let us not confuse them by making statements for public consumption and following
practices that are almost in direct contradiction.

* Assistant Controller, Hooker Chemical Corp., Niagara Falls, N. Y.
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The Manag ement Data Book —
A Handy Source of Information
by ROBERT A. BLAKE
HE

MANAGEMENT

DATA

BOOK

supT plements existing reporting systems
by emphasizing significant up- to -theminute business information against a
background of historical fact and
planned performance. It represents a
compact but meaningful record of key
data rapidly conveyed to executive
management in a form that is useful
to decision making. The intent of this
article is to set forth a step -by -step
approach to the preparation and administration of a management data
book reporting system.
The Data Book Is Tailor -Made
for Top Management
Most management people fall into
one of three broad audience categories.
Supervisory or departmental management is most responsive to reporting
techniques that detail and evaluate
performance in areas of individual responsibility. Middle managements require a reporting system broader in
scope and providing more emphasis
on cause - and - effect relationships. Top
management needs a speedy and concise documentation of significant in-

formation that focuses on the pulse taking areas of the overall business operation. The management data book
functions exclusively for the top -management group.
Accordingly, compactness is an important characteristic of data -book reporting. It features a condensed format designed to stress salient business
facts and figures. This makes it an
attractive reporting medium to the
busy executive and provides him with
a reference source suitable in circumstances where bulky or more detailed
reporting systems are either awkward
or impractical.
One of the principal foundation
blocks in the data -book concept is
comprehensibility. This is based on the
assumption that its executive audience
is not necessarily conversant with the
terminology of the various professions
represented in the complex present
day business organization. The management data book avoids this limitation by employing language, tables
and charting techniques that are adapted to casual executive understanding,
regardless of business background and
educational emphasis.
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Rapid communication is the trade
mark of the effective data book reporting system. When properly administered, the data book transmits
information to the executive almost as
soon as it becomes available. This
capability is derived from the use of
loose -leaf binders and a system of
prepared master sheets that need only
to be up- dated, reproduced and inserted in each executive's data book.
This characteristic provides management with the capacity to "strike
while the iron is hot."
Another feature that underscores
the usefulness of the data book is its
serviceability to alert management to
developing trends and to draw attention to abnormal situations that may
impair near- or long -term profit objectives. This proficiency results from the
data book's adaptability to selective analytical treatment of key business information. The reporting of current
data in terms of past experience and
planned targets provides the basis for
brief but penetrating analyses that go
behind the figures in evaluating the
factors responsible for unfavorable
variances.
Determining the Scope of the
Data and the Form of
Presentation
The effectiveness of the data book
depends to a large extent on the skill
employed by the accountant in recognizing the nature of the information
considered vital to sound decision mak44

ing by upper- echelon management. A
practical means of identifying this material is through the preparation and
use of a comprehensive checklist that
surveys management's preference as to
the form of data presentation. As an
initial requisite to the installation of
a data book reporting system, this information enables us to go a long way
toward promoting its effectiveness by
identifying the preferred method or
means of presenting the data. This
gives recognition to the fact that some
persons more readily interpret information when it is presented in charted
form, while others find more meaning
in tabular or narrative presentation.
The executive preference checklist represents the initial contact that the executive will have with the data book
reporting system.
It is important that the checklist
be set up in such a manner that logical
information groupings are contained
under appropriate captions. The significance of the information available
should be clearly indicated. Terms typical of accounting such as accruals and
deferred charges should be avoided
in favor of more descriptive language.
Blank spaces can be provided in the
checklist for management to insert information requirements that were overlooked. The accountant should use
extreme diligence in attempting to anticipate the precise information needs
of management. It is advisable for the
accountant to spend some time with
each executive to ensure that the purN.A.A. BULLETIN

pose of the data book is clearly understood and to provide any necessary
assistance in his completing it.
A recapitulation of the completed
checklists serves as the basis for determining data book content and provides guidance to preferred techniques
of presentation. These requisites furnish all necessary knowledge for the
construction of work papers, master
tables and charts. Given below is a
partial sample of the information required for a management data book
in a metal fabricating business:
Financial Data

Return on investment
Profit as percent of sales
Rate of turnover
Product sales
Product profit
Administrative expense and rate
Manufacturing expense and rate
Engineering expense and rate
Investment — Working capital
Investment —Fixed assets
Financial ratios
Operating Data

Direct labor manpower report
Indirect labor manpower report
Departmental hourly rates
Labor efficiencies
Direct labor dollars
Overtime hours and dollars
Other overhead efficiencies
Learning curves —Major products
Material usage
Machine down -time
Machine -hours worked
Schedule status — Production
Schedule status — Shipments
Equipment rentals
M A Y , 1962

Economic Yardsticks

Steel production
Steel price index
Aluminum price index
Automobile production
Construction awards
Industrial raw material index
Department store sales
Employment
Unemployment
Average weekly wage
Stock price —Own and' competitors
Little need be said concerning work paper format except to caution that
it should be sufficient to handle budgeted or planned data, historical information in from three to five year
depth, and current data for each month
of the company's fiscal year. The accumulation of data should be on a basis
consistent with existing accounting and
operating procedures.
Data book reporting employs narrative, tabular and graphic techniques
in communicating significant information to key company executives. Narrative presentations are most often used
in the analysis of a special situation
or in reporting facts that are incapable
of clear presentation in any other
form. The majority of the presentations are usually tabular or graphic.
Tables, Charts, Narrative—
and Combination
Tabular presentations are of two
kinds: ( 1 ) reference or source documentation and ( 2 ) analysis tables for
significant presentation purposes. The
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former, which shows information in
bulk, enables the executive to extract
specific data as a basis for further
study or for a variety of other purposes.
The latter, which are made up of specific material usually derived from one
or more reference sources, are used to
highlight important relationships and
to give emphasis to special developing
situations. Exhibit 1 illustrates, in part,
the use of a reference table in a data
book presentation of economic indica-

tors as they would apply to a metal
fabricating business.
Properly constructed analytical tables
should contain at least a summary of
the information from which their
conclusions are drawn. These tables
should also be capable of standing
on their own without further interpretive comment. Exhibit 2 demonstrates
the use of an analytical table in presenting manufacturing expense characteristics.

March, 1962

Data Book Issue No. 3
BUSINESS YARDSTICKS
Production

Current
Month

Prior
Month

One Year
Ago

1953 -55

Avg. Month

Steel - - -- --------- - - - - -Au t o s - - - - - - - - - - - - - - - - - - - Construction Awards - - - - -Prices
Industrial Raw Materials
Finish ed Ste el ---------- -Aluminum - -- ------- - -- - -Trade
Ca r l oa d i n gs --- --- --- --- -Department Store Sales
Index ----------- - - - - -Other
Employment
Un e mp l oyme n t -----------Average Weekly Earnings- Own Stock Prices --- - - - - -Competitor Stock Prices - --

EXHIBIT 1
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Charts have a dominant position in

nance of subject matter and emphasis

data book reporting. Their importance
stems from their particular appeal to
those executives who have a gift for

of material. Each chart should contain
a legend, positioned unobtrusively,
that is capable of identifying the nature of the material plotted. Chart
grids can be constructed in arithmetic
or logarithmic proportions, depending
upon the purpose of the presentation.
Situations that demand the plotting
of a rate of change are best presented

seeing relationships and require a
communication medium capable of
quickly delivering a self - explanatory
story. The charts selected for data
book reporting should represent a careful layout as to size, proportion, domi-

Data Book Is sue No. 3

Ma r ch , 1962

MANUFACTURING OVERHEAD - ANALYTICAL TABLE
(000)
Di r e ct
La b or

Ove r h e a d
Ex pe ns e
Rate

Ove r h e ad Ra t e
1960
1961
1959

$441

$844

191%

211 %

217%

203%

Fe br ua r y

463

800

173%

181%

175%

198%

M a r ch

510

919

180%

197%

189%

178%

(20)

(40)

( 4)%

-

Fe br ua r y

35

10

( 8) %,

-

M a r ch

10

(20)

( 9)%

-

Ja n ua r y

April

(Over) Under Budget
Ja n u a r y

April

EXHIBIT 2
MAY,

1962
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Data book charts normally follow
a pattern of plotting actual data and
planned or budgeted information.
Charted material and variances from

on a log or semi -log scale. For the
most part, data book charts employ
arithmetic grids with line and bar
plottings.

Da U, Book I s s u e No . 3
No . o f
MANPOWER - INDIRECT LABOR

Ma rc h 1962

Year t o
Da t e

1962 by Mo nt h
Va r i a n c e

.

600
50

Boo
40)

727
48)

1961
1962

80E
8C

631
600

725
00

680

590

310

407

552

620

I

8
620I

0
640

727
40

753
40

68
700

3 9

1

575

70

" 1 7 1 2

a

Year
Da t e

to Fi s ca l
Year T o t a l

2
I

711

739

62
656

I n d i r e c t L a bo r Manpower Summary
Ma rc h
F i r s t Qua rt e r
Ac t u a l
Va r i a n c e
Ac t u a l
Va r i a n c e
Oo p t .
De pt .
De pt .
De pt .

No . 1
Nu. 2
No . 3
No . 4
To t a l

150

1

275
300

3
(45)

9.1

I
E k

De pa r t me n t Number 3 (M e t a l F a b r i c a t i o n )

1

127
260
270
60

(5)
(4 1 )

211
has be e n r u n n i n g 15 percent in exc ess of

budget al Iown —a based on f i r s t quarter di re ct labor d o l l a r s .

The pri nc ipal fac tor

responsible fo r this average is a 10 percent increase In the re j ec t io n rat e of pr odu c t
"A" that has required an Increase In the Inspection force.

In e f f i c i e n t drill- pres s es

have been id en t if ie d a s the cause of the high re j ec t io n rate and appro pria tions are
c ur re nt ly being processed that w i l l replace or restore the ma ifunctlon ing presses.

EXHIBIT 3
,7R
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plan are shown in tabular form below Arrangement of Data Book
the chart as a convenient means of ref- Content
erence. Provision is made for year -toLogical arrangement of data book
date information showing actual cumulative performance and its variance material is an important factor in its
from plan. The chart should also con- usefulness. Basically, data book content
tain adequate space for a summary or includes ( 1 ) financial information and
historic material covering the last three supporting data, ( 2 ) operating statistics and significant facts and (3)
to five years.
In circumstances where executive general economic characteristics that
preference for a method of presenta- have both an indirect and particular
tion is equally divided between narra- bearing on the operation of business.
Data book content should be artive, tabular and graphic presentation,
the maximum utility of a data book is ranged with these three categories in
preserved by combining each of the mind and separated by colored tab
three forms of presentation in the dividers that specifically identify the
more basic areas. Another situation that information content of each section.
requires multiple treatment arises when Within each section, information
data presented graphically, requires should be further separated into topithe support and additional interpretive cal groupings such as sales, profit, inquality that can be gained only through vestment, etc. Topical sections should
an analysis of the indicated pattern be introduced with tab dividers of
of development. In these circumstances, like color that contain an adequate
each of the forms of presentation description of subject content. Subshould be confined to a single page ject matter in these sections should be
in the data book. This serves to retain arranged in sequence. For example,
reader interest and force the significant when financial performance is measured in terms of return on investment,
information to the surface.
Exhibit 3 provides an example of the chart or tables containing this inthis form of combined presentation. formation should be followed with
In this hypothetical situation, it is not presentations showing rate of turnover
enough to highlight the fact that in- and profit as a percent of sales. This
direct labor has been consistently in material in turn is arranged to give
excess of the budget or planned level. preference to the ratio that influenced
Management has a pressing need to return on investment behavior most in
inquire into the cause of the overage relation to plan. Therefore, with the
and to be apprised of the progress exception of the three main informabeing made toward restoring the situa- tion categories, content arrangement
is flexible and is always determined by
tion to more normal proportions.
M A Y , 19 62
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the characteristics that emphasize the
operation of each period or month.
Reproduction and Distribution
of the Data Book

in

Data book distribution is normally
restricted to a limited number of key
executives in the business organization.
Accordingly, a reproduction process
should be selected that is capable of
low copy yield while maintaining a
high level of reproducing quality. Several copying processes are available that
meet these requirements with a cost
of approximately four cents per copy.
Speedy and inexpensive reproduction
is achieved through the use of data
book roasters. These masters include
charts and tables that contain historic
data, including the experience of the
current year, and planned or budgeted
performance. As new information becomes available, it is typed on the
master and reproduced
the desired
number of copies. These copies are
then inserted in each executive's data
book and the out -dated page is destroyed.
On occasion, particularly in the reproduction of charts that contain cumulative or year -to -date material, it is
necessary to prepare a working master
from the original. This is accomplished
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by typing information of a current
nature only, such as monthly sales, on
the master. A copy of the partially
completed master is then made and it
becomes a working master on which
changing or year -to -date material can
be typed. The working master then
serves as the basis for reproducing
distribution copies.
Handy, Fast, Useful
A carefully prepared management
data book functions as a supplement
to more detailed management reporting systems. It aids the management
decision- making process by providing
a speedy flow of significant business
information in a handy and compact
form that employs presentation techniques and language particularly suited
to the needs of the busy executive.
Data content is normally confined
to significant financial operating data,
manufacturing or production statistics
and general economic yardsticks. Arrangement is flexible and responds to
the changing emphasis of the business
operation. Finally, reproducing processes are employed that maintain the
expense of administering the data
book at a low level in comparison to
other reporting systems.
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The Factory Cos t Analyst: Man of the Moment
by GLEN E. WOODSON
and most chalO lenging fieldsnewest
in accounting today
NE

OF

THE

is that of factory cost analysis. Not
only is it one of the newest fields, but
it is also one that offers the best opportunities to control costs. The analyst works directly with production
and service supervision, and he helps
to control costs as they are happening,
not afterward. In this way the accounting department can do most effectively
the job it should be doing.
At our plant we have two full -time
factory cost analysts working out of
the controller's department. The analysts' office is located in the production
offices of the plant. Our plant produces automotive and tractor forgings
exclusively, and ships the unmachined
forgings to various machining plants.
In the forging industry, tool and die
costs are major items of expense, so
one analyst is working full time in
that area of cost. We maintain our
own tool and die department, and we
produce most of our dies, although a
portion of the work is contracted outside, especially during peak periods.
The die analyst must approve all
work orders issued for tool and die

work, prior to any authorization for
work to be done. If the analyst questions anything concerning the work
order, he investigates it before signing and has adjustments made if
needed. The die analyst is constantly
looking for ways to salvage dies to
be reworked for further use. In our
case the analyst has had wide experience with dies, and has the knowledge
and ability to perform this function to
great advantage. When a possible cost
saving is recognized, the die analyst
contacts tool and die and production
supervision and works with them on
the particular problem at hand. We
feel that the company has realized
major savings through the factory cost
analyst in this field.
The die analyst maintains die life
records on each die. When a die is
removed from production, a die life
sheet is turned in to the production
supervisor in charge, who reviews it
and forwards it to the die analyst. This
sheet shows the length of time the die
was in production, the number of
pieces produced, by shift, and the
reason it was pulled from the machine.

GLEN E. WOODSON, Akron Chapter, 1949, is Accounting Manager, Tyson Bearing Company, Division of SKF Industries, Massillon, Ohio. At the time of writing this article,
he was a Factory Cost Analyst at Canton Forge Plant of the Ford Motor Company, Canton,
Ohio. He was formerly with J. P. Loomis Concrete and Supply Company, Akron, Ohio.
Mr. Woodson was graduated from Kent State University, Kent, Ohio, with a B.A. degree.
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The analyst reviews the sheet and investigates any major variance from
expected die life, either over or under.
The tabulating department issues a
daily report showing all the die repair
charges for the previous day, which
the die analyst uses to keep a constant
check on die repair costs, and he
watches closely for increasing or unusual costs on a particular part.
From time to time the die analyst
is assigned special studies. In addition
to the various ways mentioned previously, he works with tool and die
and production supervision at all
times and he reports to the supervisor
of the cost department and the controller.
Our other analyst works with all
phases of manufacturing costs, except
tool and die. The major areas of work
are direct labor, indirect labor in productive departments, scrap, maintenance
labor and material, and supplies. A
number of daily and weekly reports are
available to the analyst:
Daily reports:
I. Combined direct and indirect
labor performance, for production departments only.
2. Maintenance expense labor.
3. Machine performance.
4. Expense material withdrawal
from stores.
5. Scrap summary for labor and
material.
6. Production and shipping progress.
7. Direct and indirect labor performance.
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8. Status of equipment.
Weekly reports:
1. Profit and cost performance
review.
2. Departmental performance.
3. Scrap.
Daily Reports
The direct and indirect labor performance report shows in detail the
performance of all the productive departments' labor in hours, by machine.
This report is one of the most important tools used by the analyst. At
a moment's glance, the labor performance can be analyzed and the excessively off- standard conditions noted.
The analyst will then contact the production supervisor responsible for the
existing condition. The most effective
supervisory level to work with has
been found to be the general foreman.
If a satisfactory answer is not received
at this level, then the superintendents
and general superintendent are contacted. This report is available at ten
a.m. the day following production.
Experience has taught us that, to be
effective when working with line supervision, you must be discussing
things that happened today or yesterday and not a week or ten days ago.
A copy of the report is also issued to
line supervision who use it to review
their own performance. Quite often
they will contact the analyst for detailed explanation about items pertaining to their department.
N.A.A. BULLETIN

The maintenance expense labor report shows the hours and amounts of
all home department maintenance labor in the plant. That is all labor
originating in the maintenance department and charged to the department in
which the work was performed. This
report is received in the morning the
day after work is performed. From it
a close check can be kept on maintenance costs by machine, work order
and department. Work orders are issued for all major repairs, showing
the estimated labor and material to be
used on a particular job. Actual costs
can be, and are, compared to estimated
costs at various times during a repair
job. If actual costs run in excess of
the estimate, the analyst contacts the
production supervisor charged with
the amount of work done, the maintenance supervisor responsible for getting the job done, or both. By keeping
production supervision aware of the
amount being charged to them by
maintenance we feel that substantial
cost savings have been effected.
Secondly, we have been doing detailed investigation into maintenance
repair parts ordering. All items ordered are channeled through management personnel for approval. If there
is indication of excessive usage on a
part being ordered, the "Buy Card"
is forwarded to the analysts for investigation into the reasons why usage
is excessive. After the analysts have
made their findings by going onto the
floor to observe actual usage and talk
M A Y . 1962

to the people using the item, they report their findings back to management
for final decision. This approval has received a very favorable reaction by all
line supervision and also by the hourly
people in the plant.
The machine performance report reflects the actual and standard run -time
hours for each machine by department.
Also the down -time hours are shown,
by reason. The analyst makes daily
comparisons of run -time, both actual
and standard, and reasons for down
time. The most effective use of this
report found by the analyst is to watch
for trends on a particular machine or
in a particular department and to
notify production supervision of these
trends in an attempt to determine what
is happening and what can be done
to correct the trend if it is unfavorable. The industrial engineering department prepares a weekly report
showing the percent of run -time of all
machines, and charts of run -time and
down time by cause.
The expense material withdrawal
from stores report lists all expense
items withdrawn from stores, showing
number and amount of items and department charged. All maintenance
and supply items can be checked
readily by the analyst to determine
the areas of high cost and to follow
up the reasons with maintenance and
production supervision. This report is
usually compared to the daily maintenance labor report to determine the
tie -in between labor and material
53

54

come to play a major part in the scrap
procedure and he continually follows
up on all phases of scrap, in order to
keep and maintain the controls that
are in effect, to reduce scrap to a minimum. He supervises the dumping of
all production scrap at the scrap pit
location. This function provides a
check to make sure that all scrap that
is disposed of has been properly ac -.
counted for. Also the analyst reviews
all the scrap, looking for excessive
scrap on a particular part, and determines if scrap is running high on a
part for a particular reason. When excessive scrap is found, the analyst contacts the production supervisor in
charge of the job and either takes
samples to the supervisor or requests
that he go to the scrap pit with the
analyst to review the scrap. Controls
have been found to be a "must" to
enforce the scrap procedure.
Any scrap that
delivered and
dumped in the scrap pit results in a
cycle inventory write -off. If controls
were not enforced, these write -offs
would increase, due to unrecorded
scrap. Even with the tight controls
exercised, cycle inventory losses are
still a problem although the write -offs
have been reduced a great deal since
the present procedures have been in
effect. These procedures were initiated
and set by an analyst.
Recently, the analyst suggested the
use of a scrap display board to the
production superintendent who accepted it as another good way to help
is

usage. Quite often special reports are
prepared by the analyst to show the
amount of expense charged to a particular repair job. These reports are
then given to production supervision
for information and review. If the
cost is too high, maintenance supervision is contacted to find out the
reason. The reports are initiated by
the analyst in some instances, while,
in others, requests are received by supervision for the report.
As is true in most manufacturing
operations, maintenance costs are a
major element of cost in our plant and
in the forging industry as a whole.
An added factor is that most of our
equipment is scheduled around the
clock on a three -shift basis. This area
of cost has been a good place to effect
profitable cost reduction, but it is also
a difficult area in which to locate the
basic reasons for the cost excesses. It
is felt that there are considerable
areas of exploration available in the
maintenance department, and we are
continually developing new methods
and reports to broaden this coverage.
The scrap summary report lists all
production scrap by part number,
showing reason for scrapping, total
pieces, last operation performed, department charged, labor and material
cost. This report is prepared by the
quality control department from scrap
tickets turned in for all material
scrapped by the quality control unit.
A copy is furnished to the analyst for
review. In our plant the analyst has
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control scrap. The design of the scrap
board was the responsibility of the
analyst who also supervised its construction. The board was placed in
the cafeteria. Each day the most excessive item of scrap is displayed on the
board, using a representative piece of
actual scrap. The part number, number
of pieces scrapped, unit steel cost, total
steel cost, and producing department,
are shown on the board, along with
a short paragraph emphasizing the
importance of the reduction in the
amount of scrap. A spirited competition was developed among the production workers and supervisors to keep
parts for which they are responsible
off the scrap board. This was the major
result anticipated when the use of the
board was suggested.
About two years ago, the controller's
department initiated a scrap review
department in the plant to review all
scrap for possible salvage and verification of counts on scrap tickets. This
department has also been very helpful
in reducing scrap. Many items of scrap
have been salvaged through the efforts
of this department. All scrap salvaged
is credited to this department to offset
the cost of operating the department.
Each year of operation the credits have
exceeded the charges, indicating a
profitable operation. Cycle losses have
also been reduced as a result of count
verification and the writing of scrap
tickets for any counts that are lower
than the number of the pieces actually
scrapped. The effect on the people
M A Y . 1962

writing scrap tickets has been very
favorable, making them more careful
in their counts so that they will be in
agreement when their counts are
checked by the scrap review department.
The production and shipping progress report lists the actual production
and shipping pieces and tonnage. Also
listed are the daily, weekly and monthly
scheduled pieces of production and
shipping. This report is reviewed daily
by the analyst to compare actual production to the scheduled production
and to investigate any major variances.
It is also referred to constantly for
various reasons during the day.
The direct and indirect labor performance report is prepared in the
cost analysis section from the aforementioned daily detailed report. This
report lists the total hours by shift, department, general foreman, superintendent and total plant. The hours are
listed showing actual versus authorized.
On direct labor the difference between actual hours and authorized
current work standard hours represents
off- standard hours. They are then
shown as a percent of current work
standard hours. Each department has
a budgeted off- standard percentage
and this figure is shown on the report.
The analyst compares actual performance to budgeted performance. Off standard conditions over budget are
reviewed in detail, using the report,
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and these conditions are discussed with
production supervision.
The indirect labor performance report is very similar to the direct labor
performance report except for the authorized hours that are calculated by
using a rate multiplied by the budget
work standard hours generated. The
budget objective in this case is zero
hours variance, and the variance hours
are indicated as savings or excess and
shown as a percent of authorized
hours. These reports are available the
day following production; it is imperative that the analyst contact production
supervision immediately to discuss
budget variances. Production supervision knows what happened yesterday and can discuss those items that
are fresh in mind, while three or four
days later such a discussion would
bring very poor results.
This report is distributed to the
plant management and line supervision
down to and including shift foremen.
Many members of management consider this report as the "report card"
for the responsible supervisors. It
covers the largest controllable item
under the supervision of the foreman
in which his efficiency can be properly
evaluated.
The status of equipment report is
issued at 10 a.m. by the maintenance
department. It shows all of the equipment in the plant that is down for
maintenance at that time. Also shown
are the reasons why equipment is down
and when it is promised back to pro56

duction. A close check is kept by the
analyst to see if the equipment is being
repaired according to promised dates
and, if not, why not. When a piece
of equipment is shown on the report
for the first time, the analyst goes to
the machine location to observe damage, noting particularly any abnormal
usage or breakage to find out the
cause and what can be done to eliminate or improve this condition in the
future. This is accomplished by contacting both maintenance and production supervision to make them aware
of the existing condition and to investigate the possibilities of removing
the adverse influence.
Weekly Reports
The profit and cost performance review, sometimes referred to as the financial review, is prepared by the cost
analysis section and reflects performance
of all departments, comparing actual
to authorized. A meeting is held each
week by the plant manager and the
controller with all the department
managers attending, to review this report in detail. The analyst uses this
report as an additional source of information to effect cost controls. Much
of the information contained in the
report has reached the analyst previously, on a daily basis, and has been
discussed with the responsible supervisors prior to the meeting. However,
there is also information in this report
which has not been available on the
daily basis that becomes very valuable
N.A.A. BULLETIN

for analytical purposes, especially as
to indirect costs originating from service departments. Quite often production supervision will contact the analyst
for explanation of charges on the report in order to be well prepared for
the financial review meeting.
The departmental performance report reflects the total indirect labor and
material costs that are considered controllable within a department. The
major labor items included in this
report are die set up, clean up, material handling, expense tools, maintenance and scrap. Each category of
cost is compared to budget authorization. The analyst watches for the categories within a department that are
causing .excessive cost and again, as
in many other cases, uses this report
as a basis for contacting responsible
supervision as to the causes for the excesses. Usually further contacts are
made to follow through on investigation to get an end result. Also shown
in this report are the year -to -date figures. These provide information valuable in following performance throughout the year.
The scrap report is prepared by the
quality control department. This report lists by part number the pieces
inspected, pieces scrapped and the percent of scrap. The pieces scrapped total, by part number, are then broken
down to show the reason for scrap,
of which there are many in the forging
industry. This report becomes another
effective tool to be used by the analyst
M A Y . 1962

to keep abreast of the amount of productive scrap being incurred. A quick
check can be made of the parts producing a high percentage of scrap and
the reason for it. Then the analyst contacts both quality control and production supervision to find out the reasons. Many cost savings have been
attained by getting these two groups
of supervision together to reach a
better understanding of the problems
causing scrap and solutions available
to reduce it.

Elements of Success
As is evident from the review of the
functions of a factory cost analyst, he
must have the proper tools to work
with in order to do the job he is
expected to do. The more information
concerning the operation of the plant
that can reach the analysts, the better
the understanding they will have of
the problems existing.
There are many more reports used
by the analysts that help to enable
them to be well qualified and informed
regarding any subject where a cost
savings might be possible. Many times
reports are issued to various members
of management who, in turn, forward
the report to the analysts for investigation and reply. The analysts contact
the people who are actually performing work to find out the basic reasons
why a problem exists, or why costs are
running high. Extreme caution must
be used when contacting hourly rated
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people so as not to become involved tions of the factory cost analysts have
in labor relations problems.
been exceedingly helpful in reducing
One of the most important duties costs. The services of the analysts have
of a factory cost analyst is to convince been utilized by all department manthe supervisors on the floor that he is agers in making special studies and
there to help them and not to hinder reports to improve the performance
them. This can become a serious prob- and reduce costs in the operation of
lem for the analyst if the right ap- their respective departments. The floor
proaches are not used. The analyst must supervisors appreciate the fact they
be a salesman at all times in addition have a closer contact between the facto being a cost control man. Careful tory and the office and are able to
selection of the person to be placed in better understand the functions of the
the position of factory cost analyst is a accounting department, its figures and
"must," since a poor analyst could do reports. Through this improved underfar more harm than good.
standing, the supervisors have been
There is no doubt in the minds of able to "close the door" on many high
our plant management that the func- cost areas.
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Starting Budgeting in Small Companies
by ROBERT G. CHAPMAN
evolution from a simple one -plant operation under the direction of highly
capable but nonbudget oriented management to a complex of multi -plant
operations, perhaps managed with the
support of procedures involving the
intricacies of electronic data processing. In such a growth situation, the
first requirement for formal budgeting
would probably arise from the need
to establish a larger line of credit to
support a program of geographical
expansion. A typical development of
the budget process might run the
gamut from (first) an unsupported
cash flow estimate for the next 10
years, to (later) all of the supporting
trial accountants.
When the accountant in a small budgets, coordinated through market
company eventually comes to a point research and E. D. P.
where some sort of budgetary control
During a major portion of the
over a specific portion of the com- growth period of a corporation, the
pany's business is a necessity, he is objective of budgeting is generally not
generally faced with the problem of planning for profits. The idea that
obtaining acceptance of the budget budgeting commences with a desired
from the other members of the com- yield on capital investment and is
pany's management group. Such acworked back from that base is not
ceptance can be obtained most easily
usually employed by most small comwhen only the elementary factors inpanies. A more down -to -earth definivolved are considered.
A typical growth pattern for a large tion of budgeting for small companies
company over the years is often an is profit by planning instead of plan-

of today,
it seems that procedures and techniques are becoming more and more
complicated and involved, primarily
because of the technical and intricate
nature of today's products. Accordingly, attendees at accounting meetings and readers of accounting publications invariably gain the impression
that budgeting is also a highly complicated and involved procedure which
is applicable mainly to large and vastly
complicated business structures and,
probably more important, that budgeting requires the skills of the most
highly trained and learned of indusN OUR BUSINESS WORLD

I
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ning for profits. This is a different
approach and a different emphasis, but
more practical in the beginning. Any
business, large or small, can and does
profit considerably from planning but
the philosophy and concept of planning for profits, inferring yield on
investment, is one that management
will grow into after considerable evolution.

First —A Sales Budget
If the need for an expanded line of
credit is not the first motivating force
in a small company, usually the first
or most basic budget to be established
is the sales budget. Sometimes it comes
into being to support a request for
more salesmen or more travel expense
or it may come into existence in support of a request for additional production equipment or capacity or to
support a revision of inventory position. No matter how it is motivated,
the underlying assumptions then become a basis to start a sales budget
on and if accepted, and other decisions
predicted on this set of assumptions,
the company has a sales budget.
A sales budget is only a start. The
accountant will realize this but he
should not lose the initiative by pressing too hard and too fast for a complete budgetary program. Accountants
would be remiss in their responsibility,
however, if they did not make every
effort to encourage and accelerate evolution of the budgetary concept. The
preferable way of establishing budget60

ing is by the evolution of the management thinking process rather than
by the revolution of management or
of some overly zealous members.
Using a first budget limited to a
sales forecast, pays dividends because
the absence and value of other budgets
becomes more apparent. If a budget
column is set up in the operating
statements and the sales budget for
each period is filled in, leaving the
rest of the column blank, it will be
surprising how soon executives will
start pencilling in figures for purchases or expenses that they control.
Before long, they will wonder about
and want to see the figures for items
that others control, too.
An evolutionary consideration about
this budget column in operating statements is that it should be an addition
to, and not a replacement for, the
columns with which management is
already familiar. For example, managers who like to compare present
figures with those of a year ago or percentage figures of the present month
and year to date may do so. Before
a substitution can be successful, a
change in the old concept must take
place. Time is often needed to effect
changes of this kind.
Exhibit 1 illustrates addition of a
budget column as the only change in
presentation of a statement of operations. Although management's first
reaction to the budget column may
have been rather cold, the handwritten
figures indicate responses that the sales
N.A.A. BULLETIN

ABC COMP ANY
STA TE ME NT OF O PER AT IO NS
Dec emb er an d tw el ve mont hs e nded Dec emb er 31, 1961

Month of D e ce m be r
0

Amount Sales
Gro ss sal es
Allo wan ces
Net sa les
Cost of ma ter ial
Pro duc ti on lab or
Shop e xpense
Inv ent ory
adj us tme nt

Amount

Budget

Year to Date
of
Sales
Budget

s
Year

$51 752 100. 0 $ 40 000 $486 930 100. 0 $460 000 $411 386
121 029 2 4. 9 / / 4 0 0 0 103 796
8 70V
12 987 2 5 . 1
79 653
86 546 17. 8
9 197 17. 8
68 188 14 . 0
40 423
7 398 14 . 3
548)

4 763

1.1)

2 390

_ 9

Cos t of g oo ds
sold

29 03 4

56 . 1

280 526

57.6

226 262

Gros s pr ofit

22 718

43.9

206 404

42.4

185 124

4 708

9.1

45 116

9.3

1 657

3. 2

12 756

2.6

12 341

6 935

13. 4

63 852

13.1

57 591

19 769

37.2

180 968

37. 2

2 9 49

5_7

25 436

5_2

155 499
29 625

Expen ses:
Sal es sal ari es
Auto and
deli very
Admin istra tive
sala ries

Tota l e xpe nse
Oper ati ng pro fit
Othe r in come
Othe r e xpe nse

2 472
.5
6 521) (1_3)

104
.2
570) ( 1 . 1 )
$2 483

$21 387

4. 8

4. 4

7

32 957

1 895
7 654)
$23 866

x

Net p rofit

i

EXH IBIT 1

estimate by itself and the blank spaces
created. The familiar percentage of
sales and last year columns provide
continuity of presentation in order to
lessen resistance to the new approach.
When a company's evolution of financial thinking results in recognition
that a sales forecast can be put to good
use, the motivations and assumptions
MAY,
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which first produced the forecast may
serve as a start, challenging all members of top management to set forth
their ideas about the sales outlook.
Because decisions based on the sales
budget will have an effect on the entire
company, it is a good plan to have
every members of top management
participate in forecasting sales.
C1

This, then, becomes the "jury"
method of establishing the sales budget, which can be simply the arithmetical
average Qf the sales estimates of two
or more members of top management
in a small company. This method of
sales budgeting has the advantage of
bringing together a substantial cross section of environmental factors that
influence the outlook of those whose
efforts affect the company's long -range
plans. The top sales executive is often
inclined toward being somewhat overly
optimistic, whereas the top financial
executive is just as often inclined
toward being a bit overly pessimistic.
Depending on the man, the other top
executives may express attitudes in
between. Because it is the blending of
their attitudes and opinions that gives
direction to their company, the average
of their sales estimates will generally
provide a surprisingly sound sales
budget.
Accountants should make sure that
the sales budget will be put in use
regardless of how it is established.
Even if it is just the remains of a
windstorm created by their "supersalesman," or the product of merging
several sterile estimates fostered in
the cloistered atmosphere of "mahogany row," they will have succeeded
in getting budgeting started. Only
through use can we improve a product,
and this is especially true in budgeting.
Then—Expense Estimates
Expense estimates can best be made
C2

by the manager who controls the expense — a simple statement, but important in establishing a budget. Accountants can often initially estimate
certain expenses better than the responsible executive. But eventually, the
latter has a big advantage —he can do
something about them. In small companies, action proves itself many times
more important than accuracy —particularly in budgeting. A basic point
that must not be overlooked is that
good, aggressive management, especially in small companies, is looking
for facts or figures of significance. In
a continuous quest for accuracy, accountants should not obscure the significance of figures. Those with slide rule training may agree that three
significant numbers are all that should
be used in budgeting. This means that
the figures of $312, $3,120, or $31,200 might be used—each of which
has three significant digits; but, if
the figure $3,120.79 is used, the
significant numbers are obscured or
clouded by the most insignificant 79
cents! What could possibly be the
benefit of having that degree of accuracy in budgeting?
The accountant should bear in mind
that he is only compiling the expense
budget. This data which he compiles is
best prepared by those who control
expenses. The accounting officer or
manager includes his own estimates
only upon those expenses which he
controls or upon certain period operating costs for which he is responN.A.A. BULLETIN

Sible. The extent and method of control exercised by each manager, as well
as other background and experience
factors, will determine numerous ways
estimates are made for each item of
cost or expense budgeted.
Next —A Longer Budget Period
Initially, sales and expense budgets

may be established for only three
months at a time, or perhaps for next
month only, but it is a most important
beginning. The time period will stretch
out as top management recognizes the
benefits derived. In the area of planning capital expenditures, it is often
quite natural to think in terms of at

ABC COMPANY
EXPENSE ESTIMATES

Expense: Salesmen's
automobile expense

Department Head Responsible:
Sales manager
Phase 1

?86
90

Previous month's expense was
Present month's expense will be about
Manager's estimate for next month

7

/ O Z _O/

Y

Phase 2
Previous
Quarter
Actual
Automobile expense:
Salesman 1
Salesman 2
Sales manager

$974
1 196
641
$2 811

Oct

$380
400
200

$980

Nov

Estimates
Dee

$350
450
300
$1 loo

$370
450
200
$1 020

Quar er

$1 100
1 300
700
$3 100

Phase 3
For annual estimate of expense
This Year
( Actual)
First quarter
Second quarter
Third quarter
Fourth quarter

$2 906
2 779
2 811

Total

$11 696

3 200

Next Year,
Manager's
Estimate

$3 300
3 100

3 800
3 900
4 1100
$14

EXHI BIT 2
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a

least a year ahead. Estimating costs
and relating operations to these plans
may serve as a lever to get sales and
expense budgets on an annual basis.
An example of progress made in estimating an expense account by expanding the budget period is displayed
in Exhibit 2. It shows how forecasting
evolved in phases from estimating one
month at a time, by a particular
manager, to quarterly and annual projections. Also illustrated is the way
more detailed data was scheduled as
the manager made better use of available information for planning. In
Phase 3, the items of quarterly information presented, as well as the estimates based on it, are supported by the
same type of detail shown in Phase
2. It is common practice when Phase
3 is reached to prepare or revise
monthly estimates at the end of each
quarter for the same three months of
next year. In this way management
always has
detailed twelve -month
plan for guiding operations and to
provide a basis for exercising control.
As the budget is expanded to cover
all aspects of the operation, it becomes
increasingly important to extend the
period of time. Production management will require considerable advance
notice on plant expansion necessary to
meet sales requirements; hence sales
forecasts must be made for longer periods of time. Alert management, seeing long -range sales forecasts, will
naturally look for profit estimates,
which will lead into operations budg64

eting for the period covered by the
sales forecast. When planning reaches
this stage, the complete budget is expanded to cover years rather than
months. Current decisions will then be
based on these long -term budgets.
As a consequence of obtaining cost
and expense estimates and a sales forecast, the accountant thus has the ingredients of a profit budget wh;rh he
can prepare. Once a profit budget is
acceprea, demana by Lne wnuic management is sure to take firm hold for
improved planning, better controls and
further budget refinements.
More Kinds of Budgets
Capital expenditure budgets. An
area in which the accountant must have
assistance from top management is in
estimating capital expenditures. If each
top executive submits his needs for
capital expenditures for the coming
year, these can be compiled in a preliminary budget and submitted to top
management for approval. It is the accountant's responsibility to determine
that the funds to make these capital
expenditures are obtainable. Will they
result in an impairment of working
capital if too high? He may also make
initial appraisal of the level. Will they
tend toward company retrogression if
too low? If top management can be
prevailed upon to indicate in which
month it plans to make the expenditures, the effect upon cash and even
solvency can be ascertained more exactly.
N.A.A. BULLETIN

In some cases, the need to coordinate
and control capital expenditures may
precede the establishment of a sales
budget, thereby becoming the take -off
point for budgeting. Where sales, expense and capital expenditure estimates
are supplied by top management, the
accountant has all the elements necessary to launch a practical and effective
budgetary program for a small company, and for some companies which
have grown to be not -so- small. Further,
when follow -up on capital expenditure budgets (comparing actual costs
with estimates) begins to be subjected
to refinements, management thinking
may find itself evolving toward return on- investment concepts.
The accountant may prepare a
schedule by months of a capital expenditures program to be approved,
after the department managers have
submitted their anticipated requirements specifying both estimated cost
and time of year needed. The source
of funds information serves as a reminder that the ability to pay for these
items is predicated on depreciation
provided and profit estimated, after
allowance for taxes. Upon agreeing as
to the extent of funds available, top
management can approve the program
in total and, on the basis of most
urgent need, schedule the order of
acquisitions. Timing of availability of
funds must also be considered.
Cash budgets. Many times a cash
budget is established even though it is
not formally set up as such. The desire
M A Y , 1962

to know future cash positions is seldom
entirely absent. Introducing formal
cash budgeting then merely requires
scheduling the expected sources and
uses of cash periodically. How much
money is reasonably anticipated to be
received by a certain date? How much
money will be paid out prior to that
date? The net of these two figures
added to today's cash balance provides a forecast of the cash position
on the date in question. Through experience, the cash budget becomes refined and its value increased.
The cash budget fan be a most important single factor in establishing a
line of credit with a bank. The banker's
impression of a cash position plan may
well be the deciding factor as to
whether a loan should or should not
be made.
Cash forecasting is being done every
day in all sizes and types of business
by whatever man is responsible for
the company's finances. The accountant
who puts it into budget form is taking
a big step toward becoming a financial
leader in his company. When cash
budgeting is recognized for all its advantages, the need for basing it on
detailed plans for all the activities of
the company becomes another powerful reason for adopting additional
budgeting procedures.
Results from Common -Sense
Applications
Every activity must go through a
stage in which it represents early prac65

tice, rather than effective action. Budgeting in small companies may come
about and firm -up in an unorthodox
manner and be considered something
like a game. A company may prepare
several budgets and believe in their
value for forward planning. But on
the day that a budget is presented for
the first time to the bank, practicing is
over. With most small companies, this
is the moment of decision in budgeting.
Getting the information and doing
something with it may be two different
things. Patience and competence in
educating those who will eventually
make the best use of budgeting, are
needed to gain acceptance and obtain
results. The fact that management may
still want to compare operating figures
with the previous period (rather than
the budget) is no reason to discontinue
showing the budget for comparison.
As stated previously, a new technique
such as budgeting will be more readily
accepted if it is offered as a presentation of additional facts or comparisons,
rather than a replacement for a set
of facts upon which management has
come to rely.
The foregoing has supplied no direct or exact "how -to" techniques of
budgeting in smaller companies. In
discussing procedures for large companies, the technique of doing things
is expected to be described, but for
smaller companies where the need
exists to get budgeting started, the
basic or primary consideration is instilling into management the philos66

ophy of budgeting. Techniques are of
little or no significance if a management philosophy of budgeting does not
exist. When it does exist, its implementation is individual, distinctive and,
at the beginning, elementary.
The common sense factors, which
are elementary but most effective in
starting the evolution of any company's
progress toward planning and control,
have been pointed out as being most
effective where accountants:
— Base forecasting on experience
and available information, for
whatever purpose, to initiate
budgets.
—Profit from planning by increasing the use of budgeting as
opportunities present themselves.
—Employ the jury method of obtaining sales estimates, to have
perspective and coordination
and to avoid bias.
— Continue and expand use of budgets from their simplest beginnings as the best way to
improve controls.
— Obtain estimates from those who
control the operations involved
and can take action on deviations or exceptions.
—Add budget data to existing
statements without replacing
highly regarded practices too
quickly.
—Use figures of significance.
— Expand the budget period from
short -term beginnings.
—Get started at the first opportunity.
N.A.A. BULLETIN

Some Suggestions for Budgetary Control
of Foreign Operations
by JAMES J. DARBY
provide for the orderly flow of information is a relatively simple task
in
the United States. However, beforeign countries, the problems of
management have tended to increase cause of the distances involved and
and multiply. One problem has the uncertain postal delivery times
been in establishing procedures for from many countries, a budget calplanning and controlling operations. endar must be quite adaptable if it is
Its solution can be in the installation to have any controlling influence. In
of a budgetary control system for the addition, the heavy workload periods
foreign operations. The purpose of can vary among foreign branches bethis paper is to describe the obstacles cause of local government requirements
which might be encountered which or other local conditions. In short, if
domestically either do not exist or are the calendar is not to be geared to the
slowest postal system or the most dismore readily solved.
The difficulties which relate to time tant country, separate calendars must
and physical distance are readily rec- be arranged according to the ability
ognizable, not
those relating to the of the foreign branches to adhere to
less tangible aspects. The characteris- them.
tics of diverse educational and business backgrounds are not overcome
Correspondence
by home office directives. Rather they
Since the great majority of comare more likely to be overcome through
munications
with the overseas branches
persuasion, example and understanding. This, then, is the approach that are in the form of the written word,
should be used in installing and oper- extra attention should be given to the
use of the English language and to the
ating a budgetary control system.
choice of vocabulary. Interpretation
of correspondence can vary in the
Budget Calendar
United States but the danger is greatly
Devising the budget calendar to increased in foreign branches where

W can business into moreofandAmerimore

so
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operating personnel may or may not
have a complete command of the
English language. It is imperative that
all correspondence be clear and unambiguous to the foreign reader.

Reports

will

The control feature of a budget system lies in the frequency and comprehensiveness of the budget reports.
If overseas personnel have no experience in budgeting, it would be psychologically unwise to burden them
excessively in the first year. Quarterly
suffice if supplemented
reporting
by frequent and regular correspondence. In addition, to overcome a particular attitude of overseas personnel,
it should be emphasized that, regardless of the outcome of the budget comparison, it is most important that the
reasons for what it shows be known
and understood.

nor usurps management prerogatives,
acceptance by the home office can become a psychological "pat on the
back" for the overseas personnel.
Nevertheless, experience indicates that
preprinted forms should be forwarded
to the branches for their use, including
forms outlining at least the standard
methods of calculating the supporting
details. Whereas no general rule can
be prescribed for all companies, forms
should be as mechanically simple as
possible and they should bear some
similarity to forms with which the
overseas personnel are familiar.

Uniformity
The problem of acquiring uniformity,
both in the composition of the budget
itself as well as in budget reports, is
compounded by the number and diversity of the foreign branches. Uncontrolled, the size, shape and content
of any report received from one
branch often bears no resemblance to
the corresponding report submitted by
another branch. When and where a
foreign branch does provide variety
which neither compromises principles
68

Currency
The decision relating to the choice
of currency to be used in the budget
resolves itself to one of deciding in
which currency the budget will be
most valuable to the users. Obviously,
U. S. dollars would be most convenient for the American home office, if
there are no wide fluctuations in the
foreign exchange rates. However,
since the foreign branch operates in
terms of its own currency, it seems
reasonable to expect that its operating
plan should be expressed similarly. By
using the local currency and avoiding
the complications of exchange rates,
both local and home office management are better able to appraise the
operating results.
Organisation
It behooves management to emN.A.A. BULLETIN

phasize to the foreign branches that
participation of all operating personnel
in preparing the budget is both necessary and desirable in order that it
may be realistic. This assumes that
the lines of authority and responsibility in the foreign branch are clear
and balanced, and that such clarity and
balance will be reflected in the budget. However, regardless of the status
of the organizational chart, it is wise
to specifically outline the budgetary
duties and functions of the accounting
department and to emphasize that the
final responsibility for the budget lies
with the general manager of the overseas branch.
While the accounting department
must compose its own departmental
budget, it should be clearly understood that its primary relationship to
the total budget is one of advising and
assisting other departments in preparing their budgets. Overall, the
principal duties of the accounting
department are to coordinate the departmental budgets and to audit them
for reasonableness. Heavy stress should
be placed on the fact that the accounting department is not to make up the
budget of any other department.
Psychology
The pride of the overseas personnel
in their own branch is quite strong.
Such pride is born of the enthusiasm
which often provides the vitality which
makes a foreign branch thrive. The
M A Y , 1962

task of the home office is to obtain
cooperation and understanding for the
budgetary control system without stifling the vigor and initiative of the
foreign personnel. To accomplish this,
the branch viewpoint should be emphasized whenever possible. It is far
more important to a branch to know
that the budget system is good for
the branch than it is to know that it
is good for the American home office
or that it is good for the world -wide
organization. This attitude can be applied to specific instances such as the
matter of conceding minor differences
of opinion to the branches, particularly where the foreign branch is closer
to the details and therefore in a better
position to judge them. This entire
psychology is best manifested when
tangible results are readily recognizable
by the overseas personnel. By responding immediately and corresponding
regularly, home office management can
maintain personal touch which gives
evidence of the home office interest
in each branch.
Conclusions
The degree of success of a budget
system for foreign operations can depend on the reception to the methods
used in the installation of the system.
The principal obstacles to the successful installation lie in the broad categories of communications, organization of authority and responsibility,
and psychology. Experience indicates
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that many problems and potential
problems can be anticipated at the time
of the installation of the system.
In addition, two broad benefits can
be realized through the mere installation of the system. First, regardless
of whether a written budget is ever
sent to the American home office, the
foreign branches have gained from
the installation a deeper knowledge
of their own operations and a corresponding ability to become more
efficient and profitable. Second, the
initial budgets provide a basis for
discussion. This permits the exchange
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of ideas between foreign and home
office personnel. In this manner, the
American home office personnel and
overseas personnel are brought intellectually closer together and both
groups have the opportunity of observing and learning from each other.
A budget system can be forced on
the branches, but the budget concept
cannot be forced. By showing ample
consideration for each foreign branch,
the budget concept will be instilled
in the branches and a successful performance of the budget system accomplished.

N.A.A. BULLETIN

Management Costs Can Be Controlled
by FRED R. GRANT
in the development
A and implementation
of a budgetBASIC AXIOM

ary control system is to obtain the support and participation of management.
What better way to manifest this interest than the adoption of effective
controls at the top administrative level?
Since management is cognizant of the
necessity for controlling the activities
of the operating group, this same
management must realize that the lack
of controls at the top level can adversely affect the earnings of the company.
Several years ago Rheem Manufacturing Company embarked upon a
decentralization program, based upon
divisionalization by product line. Division managers were delegated complete
responsibility for the operating results
of their divisions. Whereas certain
functions in purchasing, accounting,
sales, etc., had previously been performed by corporate -level personnel,
each division was now required to absorb these services within the division.
The reorganization plan resulted in
the assumption of responsibility by the
division for all expenses relating to
the operations of the division. The
only functions remaining at the corporate level were those which could
not be assigned because they affected
the company as a whole.
Basic Business Needs
In the plan of reorganization, consideration was given to what the basic

business needs of a corporation should
be. The following functions were considered indispensable, on a companywide basis, in a manufacturing company operating in interstate commerce:
organization (policy making), legal,
secretarial, treasury (finance, control,
taxes, general and cost accounting),
product development and research,
purchasing, industrial relations, manufacturing, marketing and public relations. All phases of business activity
are encompassed in these ten basic
functions, and all of these activities
are, to some degree, necessary adjuncts
to doing business. To what degree and
at what level they are carried out will
vary from company to company, depending on size, complexity and type
or organization. Questions were raised
along the following lines:
Can the function be performed
better or more economically at
the corporate or division level?
2. Can functions be combined for
greater efficiency or economy?
3. Is there duplication of effort?
4. Can any of the functions be dispensed with entirely or curtailed
without loss of efficiency or control ?
5. Should any functions be expanded to provide better control
or greater efficiency?
1.

The possibility of eliminating all
activity at the corporate level was reviewed, but certain minimum requirements as to personnel and functional

FRED R. GRANT, San Francisco Chapter, 1955, is Assistant Comptroller of Rheem Manufacturing Company. He has been associated with Rheem since 1945. Mr. Grant graduated
summa cum laude from the University of San Francisco with an A.B. degree in accounting.
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responsibility made it obvious that
some activities could not be eliminated
at this level. These consist of:
Personnel

1. Corporate charter requirements.
2. State corporation codes which
establish the minimum number of corporate officers and
members of the board of directors.
3. Statutory requirement that officers and directors be elected
by a vote of the stockholders.
Functions
1. Required by law:

— to report to stockholders
and conduct stockholders
meetings.
— to report to governmental agencies: tax departments, U.S. Department
of Commerce, Securities
and Exchange Commission, Renegotiation
Board, Workmen's Compensation and other.
2. Normal reporting requirements— reports to financial institutions, to officers and directors, to security analysts,
and to employees.
The result of the study, which was
participated in by both corporate and
divisional personnel, was the creation
of a completely autonomous division
organization, with only the necessary
basic controls established at the corporate level. .
Responsibility for
Corporate Costs
The definition of corporate functions was followed by the assignment
of corporate costs to those responsible
72

for these functions. In most instances,
costs were easily identified with departments. Expenses of a general nature, however, required an arbitrary
assignment, usually to a department
which had previously approved the
expenditure as a matter of expediency.
This procedure had a fortunate effect.
It led to the cancellation of many costs
which had previously been taken for
granted but which were now deemed
to be unnecessary. Members of the
executive management committee assumed control over corporate departments and their expenses. Responsibility was established along the following lines:
Office of the President

Board of directors
International affairs
Research and development
Public relations

Executive Vice President

Purchasing
Traffic
Industrial relations
Marketing
Engineering
Vice President — Finance

Treasurer
Comptroller
Legal and secretary
Insurance
The responsibility for developing
and submitting an annual expense
budget was given to:
1. Each executive officer or his
designee.
2. Corporate department managers.
The comptroller's department was assigned the task of:
Computing and inserting in the
corporate and executive department budgets the provisions for
N.A.A. BULLETIN

employee benefits and other general expense items which were
not under departmental control.
2. Reviewing budgets for proper
use of expense classifications,
mathematical accuracy, etc.
3. Combining corporate and executive department budgets in suitable form for submission to the
executive management committee and the board of directors
for approval.
4. Processing requests for corporate
and executive budget adjustments.
5. Preparing periodic reports which
compare actual expenses with
the approved budget.
Standardisation of
Budget Preparation
In order to standardize the preparation and submission of budgets by the
corporate and executive departments
subcodes were assigned to reflect the
expenses by natural classifications.
Some classifications were mandatory,
since they applied to all departments.
Other classifications were optional, depending on the need for control or
the materiality of the expense item.
The use of a general expense or "all
other" category was discouraged. Following is a list of expense breakdowns
in general use:
Salaries and wage
Travel and entertainment
Telephone and telegraph
Stationery, office supplies and postage
Rent of equipment
Maintenance
Employee benefits
Pro -rata office expense
Taxes
Insurance
Depreciation
MAY, 1962

Dues
Charitable contributions
Library and publications
Fees and services
Meetings
No limit was placed on the use of
subcodes. In addition to the general
classifications, there were approximately
twenty subcodes which pertained to
specific departments. Some of the specific expenses covered were the following:
Directors fees
Transfer agent and registrar fees.
Proxy material
Safety programs
Service awards
Retirement pensions
Note interest
Bond interest
The information to be submitted by
corporate and executive department
managers was prescribed on two
standard forms.
Exhibit 1, Departmental Personnel
Budget, includes all expenses relating
directly to the personnel in the department— salaries, employee benefits,
dues, etc. Merit increases are listed
separately, since they require individual
approval. Listing merit increases separately also makes possible a comparison
of the total department expenses for
the forecast year and the current year
on a similar basis.
To facilitate the inclusion of employee benefits in each departmental
budget, a simple formula was developed. Employee benefits comprise payroll taxes, group and compensation insurance, pension costs, etc. A percentage is computed by relating the total
employee benefits to total salaries for
all corporate personnel for the forecast
year on an estimated basis. This percentage is applied to the departmental
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Ge n er al - - De part me nt

D E P A R T M E N T P E R S O N N E L BU D G E T - 19 62
Qu ar t e r

Salaries
Name

Third

3,000
1,200

3, 000
1,200

3,000
1,200

3,000
1,200

12,000
4,800

4,200

4, 200

4 200

4 , 200

16 , 8 0 0

420

420

420

420

1,680

R. D oe
R. D oe

100
100

100

10 0

100

400
100

T ot al Dues

20 0

100

100

100

500

300

300

300
75

300
75
5
37
412

1,200
150
1, a5O
13 5
1,48

Location

R. D oe
J . Doe

New Y o r k
New Y o r k

Total
Year

Se c o n d

Functi on
M a na ge r
Secretary

Total S alaries
E m p l o y e e B e n e f i t s (@ 10 0/ o o f t o t a l s a l a r i e s )

First

Fourth

Dues ( E mp l o ye e M e mb e r s h i p s )

&

-

-

-

&

E m p l o ye e Be ne fi ts
Me ri t I ncre ase s
E x e mp t E m pl o ye e s
N on e xe mpt E mpl oye e s
Total Me rit Increas e s
E m p l o y e e B e n e f i t s ( @101/.)
E m p l o ye e Ben efi ts
Total Me rit Increas e s

-

Member

-

Orga ni z a t i on
XYZ Asso ciat ion
N. Y . C h a m b e r o f C o m m e r c e

30
330

30
330

38
413

rat - -Department

D E P A R T M E N T A L S U M M A R Y - 1962
1962
1s t Qtr.

Z
m

r

Sala ries
Em p loy e e Bene fits
Dues (em ploy ee m em b ersh ip )

2n d Q t r _

C u r r e n t Y e a r (1961)

3rd Q t r .

4th Qtr.

To tal

Bu d ge t

Estimate

4,200

4,200

4,200

4,200

16,800

16,000

1 6, 000

420
200

420
100

420
100

420
100

1,680
500

1,450
400

1,450
550

4, 820

4, 720

4, 720

4,720

18, 980

17 , 8 5 0

18,000

250

150
50
50

150
100
75

950

1, 500
500
250

1, 800
600
300

1, 500
450
270

Pte.

100
50

250
75

350

250

101
50
1,300

-

64
-

37
25
100

-

-

-

-

-

-

25
600

50
1,000

100
100
1,200
-

-

-

-

-

-

-

a

c

a

Tr a v e l and E n t e r t a in m e n t
Telep h o n e and Te le g r a p h
Stationery, Supplies, & Po s ta ge
Rent of Sp ace o r Eq u ip m e n t
Maintenance
L ib r a r y and Pu b licat io n s
F e e s and S e r v ic e s
Dues (Co m p an y m em b ersh ip )

-

Perso n n el Exp en se

-

To tal Dept.

-

v

m

W
t

O

Ap

Em

1. Ben efits

412

675

1, 589

5,845

5 132

5, 395

6, 309

3,701
22

681

330

330

413

412

1,485

6, 175

5,462

5,808

6, 721

24, 16 6

3, 750
21

600

3, 620
21

620

.

-

Oth er Ex p enses

1,025

-

&

To tal P e r s o n n e l
Merit In creases

&

To ta l O t h e r Ex p e n s e s

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

21, 600

21, fi20

salaries to arrive at the cost of employee benefits to be allocated to each
department throughout the year.
Exhibit 2, Departmental Summary,
includes all expenses relating to the
department for the forecast year, as
well as the personnel expenses from
Exhibit 1. A comparison is required
of the proposed budget for the forecast year with the approved budget for
the current year and also the estimated
expenses for the current year. Since
the budget is prepared in the month
of November, the estimate of current
year's expenses consists of ten months'
actual expenses and two months' estimated. For additional control purposes, expense items (such as dues,
fees and services, etc.) are itemized
on a supporting schedule.
Each departmental budget includes
a review of the current year's activities, compared with those approved at
the start of the year, and a preview
of the plans for the ensuing year. The
preview of plans covers the major
functions of the department, the anticipated changes in responsibility or
activity, the justification for any increases over the current year, and an
explanation for any material decreases
from the current year.
Evaluation of Budgets
Each departmental budget may be
reviewed on the basis of a comparison
with the prior year, but such a review
is not entirely satisfactory for the total
corporate and executive department expenses. A standard must be adopted
which will enable the total corporate
and executive department expenses to
be measured in terms of the operating
results or financial position of the company. We utilize two methods which
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we feel are satisfactory for our purposes.
The first method is based on historical costs over a five -year period,
with a statistical presentation showing
not only costs for each department by
year but also total costs by natural
classification by year. This method of
presentation is used to show the trend
of the total cost of each department,
as well as the trend of the different expense categories. In addition the total
corporate and executive department
expense is compared with the total
company sales for each year of the
period. This measurement is also used
to reflect the trend and to serve as a
guide in determining the advisability
of increasing or decreasing corporate
services and costs.
The second method pertains to the
relationship of the total corporate and
executive department expenses to an
investment base. In the years prior
to our decentralization program, corporate and executive department expenses were allocated to operating divisions under different methods. None
of these methods met with approval,
since the divisions had no control over
the costs allocated or the basis for
allocation. Included in the decentralization plan was the adoption of an
investment base which was to be used
in the measurement of the division's
return on investment, and as a basis
for an incentive plan. It has also
served as a basis for substituting on
the division's book a controllable financial cost in place of a noncontrollable allocation of corporate and
executive department costs.
The •investment base includes receivables, inventories, and property,
plant and equipment. Each division
has responsibility for these assets. If
N.A.A. BULLETIN

each division were permitted to provide for its own financing, which is
now provided by the company, financial costs would be incurred. To
provide a procedure for recording
such costs, a percentage was calculated
by relating the total corporate and
executive department expenses, as reconstituted, to the total company investment base. Each division was instructed to record an investment charge
(or financial charge) monthly, by applying this percentage to the division's
investment base, and to transfer the
credit to the corporate accounts where
it was recorded as an offset to corporate expense. The rate, established at
the inception of the program, has
never changed. As balances in the
divisional investment base were decreased by action of the divisions, their
financial costs decreased. Conversely,
if the balances increased, the costs also
increased, thus providing the divisions
an element of control over these costs
as charged to them.
On the corporate books, the credits
transferred to the corporate accounts
are accumulated and applied to the
corporate and executive department expenses. The difference between the
credits received and the corporate and
executive department expenses incurred is included in the company results at the time of consolidation and
is not allocated to the divisions. The
corporate and executive department
budgets are directly related to the
credits received from the divisions.
During a growth period, the total investment base will increase, which will
make possible increases in corporate
and executive department costs. In a
period of consolidation, the total investment base will decrease, suggesting decreases in corporate and execuM A Y , 1962

tive department expenses. The corporate and executive department costs
do not move in direct proportion to
the investment base. Temporary conditions, long -range plans and other
factors must be considered, but the
level of the investment base and the
credits arising from the investment
charge calculation represent a force
in the consideration of the budgets
for the forecast year.

Submission of Budgets
Upon receipt of the corporate departmental budgets, the comptroller's
department prepares the comparative
consolidated summary and detailed
statements for presentation to the executive management committee. After
approval by the executive management committee, the budgets are submitted to the board of directors for
final approval. The budgets are often
returned to the department managers
for revision or modification.
Department managers are frequently
invited to justify their budgets in person. The final approval of the budgets,
including merit increases, etc., is given
in December prior to the start of the
new year.
Budgets are approved for the entire
year. However, there are occasions
when emergencies arise which call for
the incurring of costs not provided in
the approved budget. To meet such
emergencies, provision has been made
in the procedure for department managers to submit a request for budget
adjustment through the same channels
prescribed for the original budget. If
the request for a budget adjustment
is approved, the annual budget for the
department will be changed.
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Budgetary Reports
No budgetary control program
would be complete without effective
reporting. Since the budgets are prepared with quarterly figures, comparative budgetary statements are issued
quarterly. Two summary statements are
issued to the members of the executive
Prior
year
Actual

Current year
Department or expense

Statements are also prepared for
each department manager covering the
costs of the department for which he
is responsible and explaining material
variances. In addition to the above detailed statements, the monthly statement of profit and loss for the company includes, after the listing of division operations, a caption, "unabsorbed
corporate income (expense)." This
item identifies the difference between corporate and executive department expenses and the credits arising
from the investment charge calculation. This item is added to or subtracted from the total division operating profit, to arrive at a profit
before provision for income taxes.
Proven Effective by Experience
This budgetary control system for
management costs has now been in
effect for six years. During that time,
very few changes have been made,
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management committee and the board
of directors: ( 1 ) comparison of budget
vs. actual by department, on a year -todate basis and ( 2 ) corporate and executive expense by natural classification, on a year -to -date basis, both in
accordance with the following format:

Budget

Actual

Variance

which can be attributed to the methodical approach to the plan prior to its
implementation. Department managers
have been as enthusiastic in reducing
costs and controlling expenses within
their departments as division managers have been in reporting operating
profits. The program itself was disseminated to division management so
that there is complete understanding
as to the functions of the corporate
group and the method used to control
costs. The divisions have installed a
similar system for the control of expenses of the division staff departments. With the knowledge that the
expenses of the corporate and executive groups are under strict control, the
operating personnel are more receptive
to budgetary programs. Most important
of all, corporate and executive department expenses on an overall basis
have been kept in line with the designed standards.
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The Control of Administrative Expenses
in Banking
by RICHARD J. POWELL

banking in our
T country parallelsof the
phenomenal
HE GROWTH

Administrative Expenses and
the Problem of Control

growth of business and industry. HowEssentially, administrative expenses
ever, in the last forty years the evoluare
those expenses incurred by indition of banking has progressed at a
more rapid rate than many other busi- viduals or departments whose function
nesses. Of particular note is the dy- can not readily be attributed to one
namic growth of large banking insti- specific operating branch or departtutions which are involved in com- ment. Individuals concerned with asplex and diversified services to the sisting the line or operating personnel
financial community, individuals and in their daily functions are usually conthe government. Since 1920 the num- sidered staff personnel. It is this latter
ber of banks in the United States has category with which we are primarily
decreased by half, yet the total de- concerned. Exhibit 1 lists some typical
posits held by banks has increased departments which would be included
in the administrative expense category,
more than four and one half times.
although
the function of any one speIt is axiomatic that, as the bank expands and diversifies, its administra- cific department or individual may
tive staff and related expenses increase. vary from one bank to another.
The basic program for control of
For this reason, in many banking institutions, financial management is be- administrative expenses entails the folcoming increasingly concerned with the lowing essentials:
control of administrative expenses. To
1. Establishing the standard for
many bank executives, administrative
control, i.e. a budget.
expenses are a monstrous Hydra that
2. Comparing actual performance
feeds upon itself and, therefore, does
with the budget and determinnothing but continue to increase. Lack
ing the causes of resulting variof control, poor communication and
ances.
simple lack of information are chiefly
3.
Taking
necessary remedial action
responsible for such an attitude. Only
to
correct
deficiencies.
through effective control and proper
communication will it be supplanted
The control function must be adby a more enlightened and construc- ministered by an officer of the bank
tive view.
who maintains sufficient authority to
RICHARD J. POWELL, San Diego Chapter, 1957,
is Controller, First National Trust and
Savings Bank of San Diego. He is a graduate of San Diego State College, American
Institute of Banking and the University of Washington's Pacific Coast Banking School.
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T yp i c a l D e p a r t m e n t s In c l u d e d i n a B a n k ' s H e a d O f f i c e Ad m i n i s t r a t i v e E x p e n s e s
Exe cu tiv e dep ar tme nt
Cha ir ma n o f t he b o a rd
President
Exe cu t iv e v ice p res ide nt
Se ni o r vi ce pr es i de nt s
St a ff

Lo an ad mi n i s t r a t i o n de pa r t m en t

Ca e h i er ' s de p t .

In v e s t m e n t d e p a r t m e n t

Ge ne r al l o an ad mi n is tr a to r
Co m me r ci a l l o a n ad m in i st r at o r
In s t a l l m e n t l o a n a d m i n i s t r a t o r
Lo an co l l e ct o r
St aff

Man ag er
In v e s t m e n t a n a l y s t s
St e n o g ra p h e r . a n d cl e r k s

Co nt ro l ler
Ac c o u nt i n g
P a yro l l
Em p l o ye e s e r vi c e s
Perso nnel
In s u r a n c e

EXHIBIT 1

execute the plan properly. The most
effective budget program is one which:
1. Is constructed with the general
concurrence of the department
heads who must operate within
its limits.
2. Is realistic in terms of the master
operating and profit plans of the
institution.
3. Is approved by the chief executive officer or the board of directors.
When establishing the budget for
the various administrative departments,
all elements of expense should be considered, such as salaries, employer's
taxes, fringe benefits, rent, postage,
stationery and supplies, telephone and
telegraph charges, subscriptions, dues,
fees and any other costs pertaining to
the particular department. In looking
into the situation in particular departments, a realistic analysis of the elements of administrative expenses reveals that the most significant source
of these costs is in the area of: (1 )
the number of people in the department, (2 ) the salaries and wages paid
to these people and, more recently, (3 )
the costs of research and development.
It is, therefore, imperative that an effective administrative cost budget be
supported by detail plans pertaining
to these three major sources of cost.
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Building a Salary Budget
on a Staff Budget
The initial step in constructing the
administrative expense budget should
be the creation of a staff budget. The
number of people required in each department for the budget period must
be determined. The employee requirements should be listed in job class detail, e.g., clerks, supervisors, etc. The
basic approach to the staff budget involves two considerations. The first is
the determination of the anticipated
volume of activity for the individual
departments; the second is the determination of the number of people required to perform that volume of activity, giving particular attention to the
number of employees per supervisor.
Sound organizational concepts should
be followed. Top heavy organizational
superstructures should be avoided.
The functions performed by most
administrative departments are without a doubt irregular in occurrence,
often creative in nature and difficult to
measure. This is one of the basic problems one faces when considering the
control of administrative expenses.
However, when the vague generalities
that usually crop up in discussions concerning administrative budgets, are set
aside, it becomes apparent that the
N.A.A. BULLETIN

principles of production control are
applicable in a great many instances
to functions within the administrative
departments.
Studies of office routines often reveal that" scientific management may
be applied to some office operations
in much the same manner as they are
applied to factory operations. A great
many nontechnical clerical duties have
been effectively controlled through
standards determined by careful time
and motion studies. For example, a
bookkeeper may be expected to post
a certain volume of checks and deposits per day, a proof operator may
be expected to process a certain average number of transactions during a
specified period of time. Ultimately,
through the utilization of work measurement criteria, and sound business
judgment where mathematical formulas are not applicable, a departmental
employee budget is issued. The staff
budget will be used for:
1. Application of salaries and
wages for incorporation into the
administration expense budget.
2. Future employment planning—
recruitment or reductions.
3. Variance or performance analysis.
Corollary to the staff budget is the
amount of money the individuals are
to be paid; consequently, the salary
budget plays a very important role in
the control of administrative expenses.
A most effective method of salary
control is to establish a salary committee whose function it is to insure
a proper salary structure within the
entire organization. This committee
should either report to or be a part
of the board of directors. In this manner top management can maintain a
M A Y , 19 6 2

proper relationship between salaries
and respective responsibilities, as well
as control employee costs. Without a
salary committee many inequities will
occur. Naturally, salary recommendations should be made to the committee, but final approval should emanate
from the committee itself after consideration of the overall salary plan.
In establishing the salary budget structure, the committee should consider
not only the historical level of payments made by the bank to its employees, but should also evaluate the
salary levels of competitive organizations.
The acid test of the salary structure
plan will evolve when the salary figures are applied to the number of employees in the proposed staff budget.
The analyst will be able to see readily
the effect of the detailed staff and salary plans on the overall administrative costs. If the total salary plan does
not conform with the master profit
plan of the bank, it should be returned
to the respective departments or committees for further evaluation.

Research as Part of the
Administrative Budget
Industry has realized the importance
of research for many years. Virtually
all of the industrial giants have large,
long - established research departments
whose aim it is to improve existing
products as well as to create new ones.
In recent years, banks, too, have established research departments. The
large and substantial gKowth in deposits of commercial banks and the
number of accounts handled have
made it necessary for banks to search
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for faster and more efficient ways to
process the increasing volume of
checks and deposits handled daily.
Ever - increasing volume requires more
and more people to do the job. Banks
are now finding it difficult to hire sufficient clerical help to stem the tide.
Therefore, new and more rapid systems are being developed.
Since these systems are new and
some still in the experimental stage, it
would not be just to place the full
burden of these costs on the operating
departments. They should be included
in administrative expenses until the
procedures have been tried and tested.
The control of these research expenses
should be the concern of every member of management.
The research program must have
definite goals and established time
schedules. Costs should remain commensurate with the size of the total
budget and care should be taken that
projects started are not beyond the
level and scope of the institution concerned. The executive or executives
responsible for the research and development programs should prepare a detailed plan for the forthcoming period.
The plan should include the anticipated expenditures (salaries and wages,
consulting fees, materials, rentals, etc.)
and the anticipated recovery of these
expenses in the form of additional
revenue or cost reduction. The research and development plan should
be approved by the chief executive
officer and also evaluated in terms of
its effect on the bank's general operation budget.
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An Instrument to Be Used
The most elaborate and sophisticated budget program is worthless unless management understands and uses
this valuable tool which has been
placed at its disposal. The usefulness
of the budget is two -fold.
It can be used as a before- the -fact
planning instrument. For example, if
the staff budget for a given department calls for ten people, the head of
that department will think twice before attempting to provide a staff in
excess of that number. Without the
budget, he might be persuaded more
easily that his department needs additional people. The budget can also be
used as an evaluation tool in determining how each element of the administration area is performing against the
approved plan. For example, an unfavorable variance between actual salaries and budgeted salaries can be analyzed to determine whether the deviation is caused by an excess of employees over the budget, payments of
higher than planned salaries or a combination of both. Upon determination
of the causes of the variances from the
plan, management may eliminate the
cause of an unfavorable variance, approve the variance as an acceptable deviation from plan or take action to
perpetuate any favorable deviations
from budget.
The construction of a sound, realistic administrative expense budget entails a great deal of time and effort
and it is encumbent upon management
to make sure that, once completed, it
is utilized to the utmost.
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Management Accounting for the
Life Insurance Industry
by MARTIN J. AMLUNG, JR.
the insurance industry has been controlled by a
great body of legislative enactments
and administrative rules and regulations. Generally, these rules and regulations are administered by the various
states in which companies operate and
are designed to protect policyholders.
The states have also prescribed annual
reporting which generally requires
showing liquidating values for presentation of the policyholder's interest.
Many operating summaries in the required reports call for statements of
cash -basis operations, with appropriate
adjustments to reflect accruals. For this
reason the books of most insurance
companies are maintained on a cash
basis.
While the policyholder has a right
to expect a financial statement of an
insurance company to be prepared to
show as clearly as possible the company's ability to pay claims, too much
emphasis has been given to this aspect
of industry accounting at the expense
of management, stockholders and prospective investors. Since management
and the proprietary groups in an insurance company must know what
their true interest is, most of the larger
companies have developed an auxiliary
set of internal financial statements intended to express the management interest during interim periods.
From the standpoint of management

H
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control, .life insurance accounting
which is designed to develop financial
statements for the required annual
statement appears to be an incomplete
double -entry bookkeeping procedure
requiring basically the cash method for
recording transactions. Because of this,
many companies prepare complete
statements only on an annual basis and
rely upon production reports, lapse reports, mortality experience data and
cash budget expense comparisons for
control of operations. The accrual accounting concept, in most cases, is
employed only at the end of the year,
in order to prepare the required annual statement for the various state
insurance departments. Usually, the
form of financial statements prepared
for stockholders conforms with the
uniform annual statement prescribed
by the various states, and some states
require such conformity.
This brief outline of current industry accounting procedures provides an
insight to the accounting dilemma
which confronts many companies that
desire to develop accounting controls
for the various facets of operations.
The problem has been further complicated by the enactment of recent tax
legislation which requires complete
accrual -basis reporting of income and
expenses in conformity with usual tax
accounting principles. The accounting
concepts set forth in the following

MARTIN J. AMLUNG, JR., Louisville Chapter, 1952, C.P.A., is Mana ger of the Management Services Division of Ernst & Ernst, Louisville, Kentucky. He ha s been on the a udit
staff of Ernst & Ernst since 1948 until his recent appointment to his present position.
Mr. Amlung's experience includes audits of major life insturance companies.
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pages are intended to provide a realistic approach to the management control problem through interim reports.
No attempt is made to outline accounting principles governing the form and
content of reports to the interested
public.
Converting the Books to
Accrual -Basis Accounting
To develop useful accounting reports to management, the insurance
industry must put the horse in front
of the cart— utilize conventional accrual -basis accounting for recording
transactions. It should be established
to reflect all items of income and expense applicable to the interim accounting period. Recognition should be
given in the books of account to certain
assets which are not recorded in the
accounts of most companies. Similarly,
recognition must be given in the books
to liabilities which are identified with
the interim period. The general objective which this approach serves is
to present in an adequate and fair
manner for management control the
results of operations during any interim period and the financial condition at that date.
Under the accrual -basis concept,
general ledger controls should be established for the following types of
assets: due premiums, accrued interest
income, accounts receivable from employees, agents, reinsurers and others,
inventories of supplies, prepaid insurance and taxes, policy loan interest
receivable, and any other items which
represent assets realized in or expenses
chargeable to a subsequent accounting
period. Similarly, general ledger controls should be established for liabilities not usually carried in the cash basis accounts, such as: actual or esti84

mated liabilities for claims and benefits
with incidence in the interim period,
accounts payable for supplies purchased or other expense incurred, accruals for salaries, wages and commissions; accruals for premium taxes,
property and income taxes; advance
premiums, unearned premiums and
policy reserves.
General ledger controls can be established and maintained in the books
for all assets and liabilities of an insurance company in the same manner
as such controls are developed in other
industries and in accordance with accepted accounting principles. For example, insurance premiums can be recorded in the accounts as premiums
due at the time of billing; accrued interest, by computation of daily earning
accruals as frequently used by banks;
inventories of supplies, by requisitions
for usage; etc. Liabilities for unpaid
expenses can be controlled through the
use of vouchers or accounts payable
registers, taxes through computation
of expense applicable to the interim
period, advance premiums through appropriate identification as to the period
in which earned, etc. Cost relating to
policy benefits can be developed from
underlying records such as claims registers. Policy reserves and unearned
premium reserves can be estimated or
approximated for the interim reports
by use of projections or formulas developed by the actuarial department or
consulting actuaries. Implementation of
accrual accounting procedures in the
books of account requires study of individual company operations and planning. Accounting procedures must be
established to reflect in the books all
items of income and expense which
relate to the interim accounting period.
For management reporting of inN.A.A. BULLETIN

terim operating results, the "non -ad- records is the first step to facilitate
mitted" asset concept designed to show better management control through inliquidating values should be disre- terim financial statements and monthly
garded. Furniture and fixtures, agents budget reports, as well as to provide a
balances, supplies inventories, accounts basis for forecasting future growth and
receivable, etc. should be reflected as expansion, and improved income tax
assets to the extent that such items reporting. In virtually every other inwill be realized in or charged to op- dustry, the development of reports for
erations of subsequent accounting pe- management control is one of the
riods. Expenses for the interim period principal functions of the accounting
should be charged for depreciation, process. Insurance companies which do
supplies used, etc.
not utilize accrual -basis accounting for
Since all of the accruals usually interim reporting, ignore an important
employed only at year -end, and other management tool. The role of the
accounts mentioned above, are reflected accountant is restricted to that of reon the books under accruals -basis ac- cording on a historical basis the various
counting procedures, worksheet sum- cash transactions of the business.
maries would be necessary to adjust
the books to the cash -basis concept Work Centers and Bases of
with appropriate accruals called for Charging Them for Costs
by the required annual statement. and Expenses
Liquidating values would be shown in
the annual statement in the usual manIn the area of pricing its product
ner and investments in furniture and for a market, the life insurance indusfixtures, supplies inventories, agents try again finds itself in an unusual
balances and other "non- admitted" position. Most industries have the
assets would be eliminated in exhibit flexibility to revise periodically prices
13 of the annual statment. Although of products offered for sale to the
the required annual statement contains public; 'however, the life insurance inmany exhibits supporting balance sheet dustry must continually develop new
and income statement amounts, con- products for the market, and premium
sideration of these requirements does rates must include provisions for cost
not present a formidable obstacle to acquisition and maintenance and servthe maintenance of accounting records ice. Once premium rates have been
on the accrual basis. The advantages established, they cannot be changed
achieved for interim reporting far ex- over the many years in which contracts
ceeds the disadvantage of converting are in force. In view of this unique
the accrual -basis accounts to the cash circumstance, the necessity for accurate
basis for the annual filing.
determinations of the portion of the
This approach to income and ex- premium dollar which represents acpense determination may appear un- quisition, maintenance and servicing
usual at first to many in the industry; costs is apparent. Further, managehowever, a few companies have im- ment must have the facility to control
plemented complete accrual concepts these expenses to keep them within
with gratifying results. Acceptance of the planned provisions used in estabthe accrual concept in the accounting lishing premium rates.
M A Y , 1962
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Considerable emphasis has been
given in this article to the use of
accrual -basis accounting concepts in
the accounting records. While more
meaningful interim financial statements will result from accrual -basis
accounts, the principal advantage lies
in more accurate reflection of operating costs and expenses in a manner
which facilitates control but has flexibility for preparation of the required
annual statement. Income and expenses
of the investing function are segregated from insurance operations and
insurance operations are broken down
as outlined below among types of insurance which the company sells. The
nature of home and field office expenses is such that historical natural
account classifications do not provide
effective management control unless
expenses are appropriately departmentalized in the accounting records.
From the standpoint of management control, costs and expenses of
life insurance companies appear to fall
within four classifications:
Policy benefits — including increases in reserves.
2. Selling or renewal commissions.
3. Premium taxes.
4. Home and field office administrative expenses.

1.

Policy benefits, selling commissions
and premium taxes are identifiable
with specific lines and plans of insurance and, accordingly, should be so
classified in the accounts. The costs of
policy benefits are anticipated on the
basis of mortality tables at the time
premium rates are established; the
company's principal concern is to compare benefits paid or accrued by line
or plan of insurance with the loss rate
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provisions used in the development of
premium rates, to determine the effectiveness of underwriting or selection
of risk. The rates of selling or renewal
commissions and premium taxes are
likewise included as known factors in
the development of premium rates.
These accounting classifications, which
are usually followed in the industry,
appear entirely appropriate, for the
accounting function has fulfilled its
role in recording historically these divisions of the premium dollar for comparison with planned costs included
in premium rates.
In the area of home and field office
expenses, considerable progress can be
made in the industry through the use
of the responsibility concept for control of expenses. Responsibility accounting must begin with an individual who is responsible —as a manager,
supervisor, or department head —for a
specific segment of operations. These
work centers or departments can each
be identified as an area in which work
is performed within a given space by
employees who are responsible to a
manager or supervisor. It is at this
level that costs originate and, therefore, can be controlled. The number
of work centers responsible for specific
activities, of course, varies directly in
relation to the size and the degree of
centralization. In a large company the
number of work centers, departments,
or segregated activities is large,
whereas in a small company the number is considerably smaller, but most
of the same activities are combined in
a fewer number of departments. The
work centers or departments of a
typical company would probably be as
follows:
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Actuarial
Agency management
Cashier
Claims
Investments

Policy issue
Policy service
Underwriting
Field office —each office classified as separate department
SERVICE

Accounting and control
Addressograph, multilith, and
related services
Auditing
Data processing
The initial approach to the distribution of expenses to departments depends upon the accounting procedures
followed in each company. The object
is to accumulate for each department
the amount of expenses applicable to
the department. Generally, expenses
would be coded to the appropriate department and natural account classification at the time they are incurred

General files
General management
Mail room
Personnel
Stockroom
and recorded. All expenses which can
be identified by department responsible, at the time incurred should be
charged to it. Expenses would be
charged to the department in which
services are utilized or supplies consumed. A guide for distribution of expenses to departments, indicating the
expenses and the respective basis of
department charge, is summarized below.

Salaries and wages. Actual payroll of employees in each department.
Salaries of temporary clerks or others who are not assigned to
specific departments. Time spent within each department.
Employee welfare. Number of employees within each department.
Pensions and employee benefits. Payroll dollars, a number of employees or similar basis as determined from study of plan.
Legal fees and expenses. Fees for services which can be identified
with a specific department are charged to the department responsible.
Retainer fees are allocated to departments based upon estimates of time
spent by various departments as determined by legal counsel.
Outside audit and examination fees. Percentage distribution of time
spent as reported by auditors or examiners.
Travel expenses. Actual expenses charged to department responsible.
Postage. Study of postage used by department for a selected period.
Adjustments should be reflected through an inventory account for unused postage on hand, if the amount thereof is material.
Telephone. Cost of long- distance calls charged to originating departments and service charges allocated on basis of number of equipment
units in each department.
Printing, stationery and supplies. Actual usage from requisitions or
reports from stock room. Adjustments should be made through an inventory account to reflect unused supplies on hand.
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Books and periodicals, dues and .subscriptions. Actual expenses
charged to department responsible.
Insurance expenses. Appropriate portion of each type of insurance
expense for the period. Basis for distribution will depend on nature of
insurance such as number of covered employees for fidelity bond, departmental labor costs for workmen's compensation, value of covered
property for fire coverage, etc. Adjustments for unexpired portion of
insurance should be made through an asset account to reflect actual expense in departmental operations.
Depreciation. Actual depreciation of furniture, fixtures, equipment
and buildings based upon equipment or facilities used by each department.
Property taxes. Actual cost for interim period distributed on basis of
value of property taxable within each department.
Payroll taxes. Taxable payroll within each department.
Rent. Square feet occupied by each department.
For convenience, some types of expenses, such as payroll taxes, employees welfare and telephone service
(other than long- distance calls) can
be accumulated in a temporary departmental classification for redistribution
at the end of the period on a predetermined basis. For example, total
payroll taxes at month -end could be redistributed on basis of taxable payroll
within each department and total cost
of employees welfare on basis of number of employees in each department.
In this manner, numerous departmental charges will not be required
for certain invoices but the total of
items comprising an expense account
can be distributed departmentally.
Several types of general corporate
expenses are not identifiable with departmental operations, such as institutional advertising, donations, directors
fees and expenses relating to stockholders, and Federal income taxes.
These expenses can be charged to an
"unallocated" departmental classification.
Classification of expenses by department provides information for preparation of a departmental statement of
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expense. Such a statement provides
the facility for control of expenses at
the departmental level and the means
for further development of cost allocations and determinations. A summary
of departmental cost provides an accumulation of the cost of performing
specific types of work. Additional control of departmental expenses can be
provided by relating costs to activity
or production data for each department. Activity data in many cases can
be obtained without physical counting
of work performed but from consecutively numbered forms used during
the period, totals recorded in machine
registers, linear measurements of packages or stacks of forms, etc. Activity
data developed should be shown along
with the related departmental expenses
as well as the average cost of performing the work unit. In this manner,
budgetary controls of total departmental expenses can be supplemented
by comparison of average work unit
costs of prior periods and other companies, as well as comparison of unit
costs of work performed within the
various field offices. The relative efficiency of individual field offices can be
N.A.A. BULLETIN

Total Expenses by Investments
and Line or Plan of Insurance
The departmental summary of expenses and activity provides management with a valuable tool for control,
since it identifies cost by supervisory
responsibility for the activities performed under the direction of the supervisor. From the standpoint of cost
control, little benefit results from allocation of costs beyond the responsibility level. However, departmental expenses must be expressed in terms of
investment expenses and expenses of
line or plan of insurance to provide
data for determination of expense provisions to be included in premium
rates for new plans of insurance, to
provide management with historical
summaries of operations by line or
plan of insurance, to facilitate preparation of the required annual statement, and for proper income tax allocations.
To express totals of departmental
expenses by investments and line or
plan of insurance, it is necessary to
distribute expenses of service departments to departments served, on the
basis of studies of the work performed
for each department. Expenses of the
department which serves the greatest
number of other departments would be
the first to be distributed. Expenses of

the department which serves the next
greatest number of other departments
would be the second to be distributed,
and so on in this manner, until all expenses of departments serving other
departments are allocated. For example, the personnel department usually serves all other departments and
would be the first to be distributed.
The mail room might be next in terms
of service rendered to other departments, and would be the second department whose costs would be distributed. The portion of personnel
departments costs allocated to the mail
room would be included in the second
allocation. After all expenses of departments serving other departments
are distributed, departmental expense
totals are classified, on the basis of
the activity data or surveys mentioned
previously, to the general classifications of investments and line or plan
of insurance.
Expenses of each line or plan of insurance should be further classified
by acquisition expenses (first year)
or insurance maintenance expense (renewal) For the determination of
premium rates, it is important to segregate expenses attributable to the
initial cost of putting insurance business on the books. Activity data and
surveys used for distributing departmental costs to line or plan or insurance initially, provide the basis for
identification of acquisition and insurante maintenance expenses.
To illustrate the method for allocation of departmental expenses the
following summary is presented:
.

determined by comparing work done
and total cost for the respective field
offices. Unit costs of work performed
also provide a good basis for development of work standards and clerical incentive.

Accounting and control, auditing, actuarial, agency management, general management, policy service and field offices. Surveys of work performed during selected periods, or a review of activity data for the periods.
Addressograph, multilith and related services. Specific jobs performed.
Data processing. Machine time usage.
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Cashier, claims and general files. Number of items handled.
Mail room. Incoming mail handled and postage used for outgoing mail.
Personnel. Number of employees.
Stockroom. Number of requisitions handled.
Policy issue and underwriting. Number of policies issued times appropriate weighting factor to express degree of complexities between various
insurance plans.
The above methods for allocation
are intended as guides for the purpose of allocating all home and field
office expenses to investments and line
or plan of insurance. Circumstances
within individual companies would require, in some cases, other methods for
allocation. Unallocated general corporate expenses referred to previously,
such as institutional advertising, donations, directors' fees and expenses relating to stockholders should be allocated to investments, line or plan of
insurance and then classified by acquisition or insurance maintenance expenses.
A worksheet could be used to facilitate the allocation of all expenses to
investments and line or plan of insurance. The worksheet should show the
departmental classifications down the
left -hand side, with the same departmental classifications over the columns
across the page. Distributions of departmental expenses to other departments served on the basis of surveys
or activity data are accomplished first
and the resulting departmental totals
are thereupon allocated to investments,
line or plan of insurance, and further
classified by acquisition or insurance
maintenance within each line or plan
of insurance. Activity data used for
distribution of departmental expenses
would generally be developed for a
representative monthly or quarterly
period during each year. Generally, the
nature of work within each depart90

ment is somewhat constant, so that
reasonable allocations to investments,
line or plan of insurance would result.
To complete the work sheet summaries, costs of policy benefits, selling
and renewal commissions, and premium taxes, all of which are classified by
line or plan of insurance in the accounts, must be shown on the worksheet summary. The method for recording these costs has been discussed
earlier. In this manner, the worksheet
summaries will show the distribution
of all costs and expenses of a company by investments and line or plan
of insurance.
Useful Operating Data;
Encouragement for Realistic
External Reporting
In the foregoing description of accounting techniques, considerable emphasis has been placed upon the preparation of departmental summaries of
expenses from the books of account.
To be meaningful, expenses must be
recorded on an incurred basis in accordance with the concepts generally
used in other industries and interim
reporting for management must also
embrace these accounting concepts. In
this manner, reports can be prepared
promptly after the close of the interim
period since few, if any, adjustments
will be required to properly reflect deN.A.A. BULLETIN

tail summaries of operations. Special purpose financial statements pursuant
to regulatory requirements can be prepared through appropriate worksheet
adjustments to the book accounts.
In some companies, considerable attention is given to the development of
functional cost data and the cost of
units of work within functions. In the
use of functional costs, expenses are
grouped for a series of operations carried on within several departments for
a specific purpose, such as developing
the cost of a death claim payment. This
information is certainly valuable, but
it is essentially historical and often
difficult to translate in terms of the
departments or individuals responsible
for costs. The responsibility accounting techniques previously discussed
should be helpful to those companies
who desire to develop historical functional cost data.
The accounting procedures outlined
in this paper emphasized control
through responsibility accounting and
through development of accurate op-
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erating data on a regular monthly basis.
In practice, the allocation of departmental expenses to investments and
line or plan of insurance would probably be made only several times during the year on the basis of surveys or
sampling of work performed within
each department during a selected
month or other period during the
year. In this manner the tools for effective management control of operations on a monthly basis are provided
which can be supplemented periodically through summaries of income and
expense by line or plan of insurance.
The accounting procedures and techniques described above for determination of interim income, costs and expenses are very similar to those recognized in other industries. Acceptance of these procedures and techniques for management reporting will
provide much impetus for more realistic industry reporting to stockholders,
prospective investors, and regulatory
authorities.
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Supervision vs. Cost Reduction Programs
by WILLIAM J. FOX*
N 1960, CONNECTICUT and the nation as a whole experienced a substantial sales drop.

I

While business in 1961 showed signs of recovery, the momentum has been slow.
It should be fairly obvious that, unless sales dollars are available, expense cannot continue very long before serious consequences are felt.
What can be done to reduce and control cost? With a few exceptions, articles on
cost reduction all have the "modern look " in that they favor an organized plan or pro-

gram involving several analysts or specialists. This newly formed team immediately
starts changing forms and procedures and in some instances buys new equipment. The
program gets off to a "grand start" by adding cost instead of reducing it. This means
that the first few improvements are needed to offset the installation cost before any reduction in cost can be realized. Should we start large -scale programs? Is it absolutely
necessary to spend large sums of money to get an effective program?
I believe that good cost reduction programs can save money on a long -term scale, but
for immediate results, most programs do not. Why not put the responsibility where it
belongs —in the hands of your every-day supervisory staff. Make every supervisor conscious of his cost and make him think twice before he authorizes an expenditure. A
realistic budget, one that has been prepared with conscientious thinking, will be a gu iding hand for each supervisor.
Material cost is partly controlled by volume of business, since no material will be
needed when sales are not demanding production u nits. However, there are some indirect
ways to help reduce the cost of material. The purchasing supervisor should be on the
constant watch for new suppliers who can furnish the same quality and service at lower
prices. Renegotiation with existing suppliers for lower prices, due to changes in volume
or changes in the end product and to quality and inspection restriction, should also be
constantly under way. Uniformity in material requirements can reduce the variety formerly needed and show savings in volume rates, or by elimination of special set -up and
handling charges often incurred by suppliers.
Direct labor, the second element of cost, again is an item responsive to volume. When
parts are not needed for sales, hours are reduced or direct -labor personnel are laid off.
Once again, there are some indirect wa ys of reducing this element of cost. New methods
can be inaugurated by engineering and manufacturing supervisors to reduce time cycles
or labor grade qualifications. Better tools or machinery can be redesigned to give increased efficiency.
Indirect labor and supplies and service expenses both can be broken into variable and
fixed. The va riable expenses can and usually do rise and fall with production of units;
there is no serious problem. They should still be exa mined by all supervisors, however,
to assure that all waste has been eliminated. Setting up of tools and material handling
are of a variable nature and usually reduce when production does, but closer checks on
these items may reveal that this reduction could be greater.
Fixed expense is the big target to shoot at and .should get the most attention. This
area includes supervision, office staff, engineering, industrial relations, medical, em* Cost Accounting Manager, Royal McBee Corporation, Hartford, Conn.
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ployee benefits, utilities, taxes and insurance. While su ch items as utilities, taxes, insurance, and employee benefits do reduce with production, there is always a certain portion
of these expenses that is fixed. There is little that can be done a bout this fixed portion
except to check for waste of utilities, over - coverage on insurance, or over - payment of
taxes due to large inventories.
The area where cost reduction programs often show big savings is in the service departments. Staffs of these departments should be checked by each service department
supervisor to assure that the services of each employee are warranted. During times of high
sales and big profits, many service departments have a tendency to overstaff for the purpose
of speeding up reports or to try new systems. Many of these new systems never really work
out to expectation but are still maintained. Reports which were done once considered
necessary and essential may no longer carry the same significance. Elimination of these
special projects or reports means man hours saved and, when enough man hours are
saved, people can be eliminated from the payroll, and a portion of employee benefits is
therefore also eliminated. Projects and reports which start off as specials have a habit
of falling into a category of "standard' and are difficult to eliminate, because nobody
wa nts to be the ca use of another person losing his job. But, if too many u nfruitful jobs
continue to exist, everybody may be out of a job!
In summarizing, cost reduction should be an everyday routine and should start with
the efforts of supervisors. If costs are controlled daily during times of prosperity, there
will be no need for "cra sh" programs during the lean days.
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Neyowd nese eopers
Books
Cost Accounting

and pri ci ng " is the conce rn of thi s book.

Jo h n

J. W . Neuner, Richard D. Irwin, Inc.,

T he p re se nt a t i on o f t he t op i c i s p ro gre ss i v e ,

This well -known text, now subtitled "the
first phase of managerial control for attaining the profit objective of business operations," presents cost systems and their use
for managerial control. Both of these phases
of treatment are well - detailed, the latter
extending to three chapters on profit planning by differing methods.

of Cost s " in a sect ion de vot e d to cost i ng

Homewood, Illinois, Sixth Edition, 1962, 933
pp., $10.63.

Cos t Reduction and Prof it
Improvement II
Machinery and Allied Products Institute, 1200
Eighteenth St. N. W. , Washington 6, D.C.,
Paper Bound, 1962, 102 pp., $2.30.
Eight papers by corporation executives

make up the group of which this volume
consists. Each paper has a different emphasis, e.g. "through manufacturing methods," ..internal organization " and "maintenance cost control." A similar group of
papers was published by M.A.P.I. in 1960
and is availa ble with the present group for
$4 together.

Cash Flow Projection
Credit Research Foundation, National Association of Credit Mana� ggement, 44 East 23rd
S t ., N e w Yo r k 10, N . Y . , Pap er Bou nd, 1961,
23 PP., $2.30.

Defined as " a planned program for forecasting estimated cash receipts . . . and
budgeting cash disbursements," cash flow
projection is treated in this presentation
as to its construction from financial statement materials, its analysis and its use in
securing bank loans. Forms for such projection are provided at the end.
Cost - Estimating and Pricing
W ith Machine -Hour Rates

probl e ms ge ne ral l y, an d e n di ng wi t h appl i cat i on of

machi ne -ho u r rate s as de ve l-

oped, usi ng forms and consi de rat i ons offered in intervening chapters.

A Study of a Simplified Method f or
Building Budgeted Hourly Cost Rates
In a Lithographic Plant
National Association of Photo - Lithographers,
230 West 41st Street New York 36, N . Y.,
Paper Bound, Reviser, 1962, 88 pp., $23.
Fol l owi ng se ve ral page s of e x pl ana t or y t e x t ,

this presentation exemplifies in summary
form manufacturing and all-inclusive hourly
rates by cost center at several levels of
productivity, after which the derivation of
the rates is tabulated in greater detail.
Prof itable Food and
Beverage O peration
Brodner, Maschal and Carlson, Ahrens Publishing Co., 230 Park Ave., New York 17,
N. Y. , Foart h Ed i t io n , 1962, 458 p p ., $ 8 .

Among the twenty-nine chapters in this
book, most of which are attractively devoted to features of restaurant operation,
including one on banquets, will be found
treatments of "Pre -Cost, Pre - Control Procedures" and payroll analysis and control.
Attention to the topic of food service ma nagement inquires into accounting controls
and the tracing of operating losses.
Government Contrac ts and
Procurement
Commerce Clearing House, 4023 West Peterson Ave., Chic ago 46, Illin ois , 1962, 276 pp.,
$17.30.

Spencer A . Tacker, Prentice -Hall Inc ., Englewo o d Cli ffs, N e w Jersey, 1961, 253 pp.,
$11.50

T h e pape rs i ncl ude d in thi s vol ume we re

cost -e st i mat i ng

an inst it ut e on gov e r nme nt cont ract s. O n e

'Profi t abl e
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st ar t i ng wi t h t he " W h a t , W h y a n d H o w

an d

e qui t abl e

delivered as lectures i n September 1961 i n
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of these presentations treats the application of cost principles. Another, on termination procedure, is by N.A.A. author
Edwin P. James. A number of the addresses are heavily weighted with legal
considerations.
Industrial Dynamics
Jay W . Forrester, John Wiley & SonJ Int.,
440 Park Ave. South, New York 16, N. Y. ,
1961, 464 pp., $18.

In the management science field, this volume centers on the concept expressed in
its title phrase. Industrial dynamics is defined as "the investigation of the information feedback character of industrial systems and the use of models for the design
of improved organizational form and gu iding policy." What such models consist of
is developed throughout the book and exemplified in the latter portion.
Prediction and Optimal Decision
C. Welt Churchman, Prentice -Hall, Inc., En-

glewood Cl i f f , New Jersey, 1961, 394 pp.,
$10.

Embedded in some abstruse matter are
chapters entitled "profits and values" and
"assets and transactions" through which an
accountant may find windows in this text
devoted to "pAosophica l issues of a
science of values."
Business Simulation
Greenlaw, Herron and Rawdon, Prentice -Hall
Int., Englewood Chit, New Jersey, 1961, 336
PP•, $10.

The preface to this text, to the title of
which the words, "in industrial and uni-
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versity education," are added, defines business simulation as, "A sequential decision making exercise structured around a model
of a business enterprise in which participants assume the role of managing." The
book is a "how to" text in this area.
Management Models and Industrial
Applications of Linear Programming
—Val. II.
A. Charnes and W . W . Cooper, John Wiley
& Sons, Inc., 440 Park Avenue South, New
York 16, N. Y., 1961, 862 Pp., $11.73.

The wholly mathematical character of this
text, like that of Volume I, suggests that
it should be tackled principally by readers
who recognize that the "economy, precision and power of mathematics exacts a
price" and can pay it in "full understanding." The work extends the types of
models and applications of linear programming, begun in the first volume, and
relates them to computer methods of calculation.
Operations Research in2roduetion
and Inventory Control
Frrd H.mttmann, John Wiley and Sons, Inc.,
440 Park Avenue South, New York 16 , N. Y.,
1962, 254 pp., $8.93.

"Mathematical models of production and
inventory processes play a central part in
this exposition," is one of the author's
prefatory statements, borne out by the
body of the text which is devoted to types
and applications of models. To help the
uninitiated, a mathematical appendix is supplied. There are also appendices containing a case study and a bibliography.
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