Ja n u a r y

In Three 5

B U L L E T I N
Tor the / a n a ye men t. ,c;cmntant

Page 41

> Opportunities in Depreciation
Under Revenue
Procedure 62 -21
Cash Flow

Better EDP

BULLETIN BOARD
► What About Better Writing?
Editor, NAA BULLETIN:

Whether by design or by
accident, the October issue of
the NAA BULLETIN offers a
capsule do- it- yourself program of
self- improvement for the aspiring
management accountant.
Professor William F. Vatter in
"Education for the Management
Accountant" objects to courses
offered a "sponge -like student"
who is "squeezed lightly" at
examination time. Robert J.
Canning in "Avenues for Continuing
Development of the Management
Accountant" reminds us of the
opportunities to develop our
skills and our abilities once we
have left college behind us.
With Raymond B. Jordan's
questionnaires "How Do You Score
as a Cost Accountant ? ", we can
find out how we rate as a cost
accountant, at least in his eyes.
Charles W. Patmore in "The
Accountant as Consultant to His
Management -- The Fundamentals,"
carries us to the heights. His
controller rushes into the
breach, solving management's
difficulties where chief
engineers, production managers
and what -nots fear to tread.
We are aware of opportunities
of these types. We are aware,
also, of something else scarcely
touched on by these articles. In
the 36 pages the BULLETIN devoted,
not to technical accounting
matters but to ways and means for
accountants to improve themselves,
I could not find as many words
urging accountants to learn how
to write. We may need more
courses in accounting, but our
prime need is for better
communication. Why don't we
start taking some lessons from
our advertising people?
Let's face itl By and large,
the rest of the business
community feels that accountants
are a pretty dull bunch. If you
look at the stuff we turn out,

it is no wonder. But any one who
tries to inject a little snap in
his reports is immediately
suspect, and mainly by his fellow
accountants. Some years ago,
I "pulled out all the stops" on a
long report to management. I was
pretty proud of it. "Nice job,"
I told myself, "At least it won't
put any one to sleep." I showed
it to a partner of one of our
national public accounting firms
to see what he thought of it.
"Why, Bob, it reads like a
novel," he said.
I took this as a compliment
and thanked him for saying so.
He replied, "That's not quite
what I meant."
What he did mean was that it
read too easily, too freely. It
did not sound as a report written
by an accountant should sound -turgid, heavily weighted with
technical jargon and just plain
dulll
I dissent vigorouslyl It's
time our reports started reading
like novels. It is time we
started writing as we talk. It's
time we concerned ourselves not
only with direct costing but also
with direct writing. Then, once
they understand what we are
saying, management, perhaps, will
recognize the valuable
contribution accounting can make
to the solution of its problems.
R. L. Shultis
Assistant Controller
Organon Inc.
West Orange, N. J.

► Over- Reaction to Computers
Editor, NAA BULLETIN:
Many authors, including L. G.
Ifft, Jr., in a recent article
entitled "Integration of Data
Processing and Its Impact on
Accounting," (NAA BULLETIN,
September 1962) place undue
emphasis on the organizational
effects of integrated data
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Beyond These Covers

Developing Accountants for General Management
By

EDWARD

T.

BREARTON

scope and
T
complexity of industrial activity
has created a demand which is not
HE RAPIDLY INCREASING

will

now being fully met —the demand for
managers capable of reversing the
down trend in profits. Today's b usiness communi ty has a pre ssing need
for people who are not only effective
organizers and imaginative leaders
but are al so mast ers of pla nni ng and
control techniques. These people
be found. The only question is where.
The accounting profession is in an
excellent position to provide an answer to this question. Accountants are
already contributing to the satisfaction of the need and can substantially
incr ease the ir p rogress in this dir ection by adopting specific plans for the
purposeful development of management manpower within their own
ranks.
M ove me n t i n t o M a n a g e me n t
There has been considerable comme nt re cen tl y a b ou t t he gr owi ng in fluence of financial men in corporate
management. To some extent, this is
a reflection of changes in our economic environment. In th e early decades of our industrial evolution, most
management positions were filled by
production men. It was, after all,
their inventiveness, their conception
and develop men t of ma ss prod uct ion
systems, which gave such tremendous
impetus to the growth of industry.
Then as productive capacity grew, the
necessity to create mass markets

broadened the influence of sal es and
marketing men. In this stage of business development, the top executives
were often star salesmen. Unquestionably, those with professional backgrounds in production or sales continu e to pla y major rol es in b usin ess
management. However, it i s i ncre asingly evident that the industrial accountant is joining the executive
circle.
To wh a t ma y we a tt r i b u t e t h e i mproved climate of opportunity for
accountants? The answer seems apparent. Corporate management is
agai n tu rn in g to those whose special
talents are particularly suited to solving prevailing problems. The muchdiscussed profit squeeze has placed
greater emphasis on cost reduction
programs, budgeting and other financial planning and control systems.
Many corpora tions are se eking profit
increases by accelerating expansion
and diversification through mergers
or acquisitions. These moves, in turn,
oft en add t o a lre ad y b urd en some t ax
complications or create new financing
problems. All such matters are
largely in the accountant's province.
It is no wonder, then, that financial
men are more and more frequently
part of the decision - making group of
operational management. Th e opp or tunities inherent in this situation are
clear —and so are the responsibilities.
If it was once a somewhat noteworthy occa si on whe n on e move d to
corporate management from what has
sometimes been referred to as the
"figure factory," the facts now se em
to indicate a trend. Some oft -cited
examples of accountants who have

EDWARD T. BREARTON, Los Angeles Chapter, 1957, is
Accounting Manager, Van de Kamp's Holland Dutch Bakers, Los Angeles, California. He has held his present position since 1959 and was formerly Corporate Cost Accountant for Gladding McBean & Co., Los Angeles, California.
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F rom Awa re ne ss to P lan ni ng
It may be assumed that accountants
have a general awareness of the
foregoing facts and have been guided,
to some degree, by that knowledge.
Those in financial management assuredly encourage activities which
will increase the accountants's versatility, and they quite naturally subscribe to the proposition that accountants should strive for positions in
general management. However, as
leading proponents of planning as a
means of ach ievement, we know that
the probability of obtaining desired
results is greatest when the goal is
clearly defined and a corresponding
plan of action is r esolute ly fol lowed.
Obviously, we ca n do no l ess in the
circumstances than obey our own
precepts. Random action born of good
intentions should be replaced by
planned action suited to a definite
goal. The goal is to establish within
the accounting- finance department a
management manpower reserve and,
in this way, to hel p meet industry's
present and future needs for ma n agers, not only in the top echelons
but at all levels of operation.
The prologue to our plan mu s t b e
of the basic qualificaan e nunc , ^+
tions of a good manager. While opinions ma y vary sligh tly in this r egard,
most will agree that the important
qualities include:
1. Good character.
2. Above - average intelligence.
3. Insight into se lf and others.
4. Ability and desire to assume responsibility.

5. Creative imagination.
6. Ability to communicate.
The discovery and effective utilization of these attributes are therefore,
the essence of our plan. In the formulation of plans consonant with our
goal, there ar e man y var i at i on s p os sible. The specific methods appropriate to a particular organization
will depend upon such factors as size
of the company and its accounting
force, organizational structure and
na tu re of t h e bu si n es s a nd e xt e nt of
top management support. However,
certain elements are essential to t h e
complete success of any such plan.
Th ey a re :
1. Formal education
2. Selection process
3. Operational training
4. Management study
5. Management practice
Guided by these essentials, we can
create a program for the continuing
development of managerial capability
of a ccount ants . T he pla n sh oul d p rescribe a definite course of action
while allowing for personal innovation, and the par tici pan ts shou ld include all members of the financial
staff from junior accountants to chief
financial executive.
F or mal Edu c a ti on
An excellent point of de parture for
a pr ogra m of man ager tra inin g of accountants is in their formal education,
when the compa ny i s in a position to
influence this. Under such a program,
the account ing stu dent should be advised to take fairl y extensive courses
in English grammar and composition,
as well as training in public speaking.
Accountants are not gener ally noted
for their ability in the art of self expression, although this is a requisite of good managers. Some engineering or similar technical training
could be suggested to facilitate bridging the gap between accountants
and technical specialists in industry.
Study, in some depth, of economics
and statistics would also contribute
much to the management potential of
industrial accounting students.
Companie s can do uch t o s e t t h e
standards of scholastic a ttainment by
m

reached the hei gh ts of exe cu ti ve r esponsibility are Harlow H. Curtice,
one time compt roll er of A. C. Spark
Plug Division, who became president
of General Motors; Ernest R. Breech,
formerly a comptroller of General
Motors and later chairman of Ford
Motor Company; and Secretary of
Defense Robert S. MacNamara, another ex- controller and former preside n t of F or d M otor Comp an y. These
are examples of exceptional accomplishment. However, a perusal of
membership rosters of the National
Association of Accountants will disclose others who are top executive
officers of their companies.
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providing scholarships for promising
candidates. An alternative to this
method is the less extensive but, in
many cases, more feasible plan of
suggesting and sponsoring an employee's enrollment in un iversi ty extens ion course s when th e ne ed is indicated or when the employee himself
expresses a desire to further his education.
Sel ec ti on P roce ss
The program's initial participants
shoul d b e chose n from t hose al rea dy
employed. Thereafter the planned
process of selecting potential ma nagers- becomes integrated with the
hiring procedure. The question arises
as to whether we should seek only
budding managers, as we must also
have people to perform the somewhat
routine accounting tasks. Clearly, we
sh ou ld a tt emp t to e mp loy onl y th os e
people meeting the standards set by
the plan for, even with good selection
methods, th e re wil l b e some wh o d o
not pr ogr ess as an ticipa ted . It i s u nlikely that there will be a lack of personnel to car ry out lower level responsibilities. Whatever the risks of
being over - staffed with able, ambitious people, these risks might be
considered a re as on ab le p ri ce t o pa y
for a high le vel of d epar tmen tal performance.
Possible methods of determining an
applicant's qualification for participati on i n th e pr ogra m i nclu de t he p er sonal interview, testing, checking of
personal and employment references,
and investigation of credit rating. A
relatively simple, yet effective, combination of these methods is one
which has as its main points:
1. Personal int erv iew — The accounting applicant is separately
interviewed by at least three
members of management, one of
whom is n ot in th e fin an ce de partment and can possibly be
more objective in some areas of
judgment. This procedure provides the benefi t of a consensus
of opinions and tends to diminish
the effect of individual bias on
the evaluation.
2. Testing —If the interview results
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are positive, the applicant is
given a s er ies of te st s t o de te rmine more precisely his aptitudes, general intelligence, psychological make -up, and leadership qualities. One test called,
"How Supervise," specifically
measures his awareness of good
supervisory practices and gives
an indication of his potential
for effectively managing people.
The applicant is also interviewed
by the psychologist who evaluates his tests. If he is hired, the
test results are fully discussed
wit h hi m in th e pr es ence of h is
supervisor.
A testing program of this kind
greatly enhan ces the valid ity of
job candidate appraisal and contributes significantly to the success of the selection process.
Preferably, it is administered by
one of the consulti ng fir ms who
provide such help at a cost
which is nominal relative to the
benefits received. It should not,
however, be confused with superficial tests sometimes administered.
3. Reference check —Employme nt
references are verified as a routine part of applicant screening.
The reference check tends to be
the le as t re wa rd in g or dependabl e way of obta ini ng pe rt ine nt
facts. However, it may yield information not otherwise immediately available regarding the
applicant's character and behavior habits.
The selection process is one of
measuring the applicant's qualifications against standards established by
the management development plan.
T h i s ma y b e d on e b y u s e o f a n E mployee Selection Chart (Exhibit 1) .
The individual is scor ed on t h e p r e requisite classifications, which include
accounting training and experience,
general demeanor, and the previously mentioned supplemental college courses and good manager attributes. The applicant's experience in
business activities other than accounting is also evaluated, for even part time job expe rience in su ch fie lds as
selling, production, engineering or

EM PL OY EE S EL EC TI ON C HA RT
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EXHIBIT 1
a d v e r t i si n g sh o u l d a d d m a t e r i a l l y to
t h e a c c o u n t a n t ' s u n d e r s t a n d i n g of
o p e r a t i o n a l o b j e c t i v e s. W h e n c h a r t e d ,
t h e s e sc o r e s p l o t a q u a l i fi c a t i o n p r o f i l e
w h i c h is c o m p a r e d w i t h t h e " i d e a l l y
qu a l i fi e d " pr o fi l e o n t h e c h a r t . T h i s
gr a ph i c r epr esen t at i o n o f t h e sel ecti o n
pr ocess t hu s i ndi ca tes t he per son most
likely to succeed, both as accountant
and manager.

Operational Training
Essential to the management accountant's maximum proficiency is a
thorough knowledge of hi s company
and its business. This knowledge is
also a mark of the corporate manager.
A most important aim of the plan,
therefore, is to completely familiarize
accountants with all facets of the
company's operations.
One approach to this phase of
training is to establish a pr ogr am of
orientation and instruction within the
operational departments. The possible
extent of such a program is suggested
by one company's Operations Training
Schedule ( Exhibit 2) . Covering a

three -year cycle, it provides for training of financial sta ff me mbe rs in all
production, sales, advertising, administrative and service departments.
Each participant spends approximately
one day of every ten in assigned

departments observing and receiving
instruction in the functions performed
there. He participates fully in departmental activities, wearing the uniform
of the production co- worker and doing
productive work whenever feasible.
He subsequently writes detailed re ports of the operations, with any
commen ts or su ggestions he may have
regarding them. As the accountant
progresses through this training, he
g a i n s a n e x c e l l e n t k n o w l e d g e of t h e
o r g a n i z a t i o n 's c o m p o n e n t s a n d h o w
t h e y m e s h to c r e a t e c u s t o m e r s a n d
pr ofit s.
I t wi l l b e a p p a r e n t t h a t t h e e x e c u tion of such a plan requires the ent h u si a st i c s u p p o r t a n d c o o p e r a t i o n of
ma na gement , and ma ny companies
m i g h t b e r e l u c t a n t to i n i t i a t e a p r o g r a m of t h i s m a g n i t u d e so l e l y fo r
m a n a g e m e n t t r a i n i n g of a c c o u n t a n t s.
NAA BULLETIN

FINANCIAL DEPARTMEN T TRAINING PROGRAM
OPERATIONS TRAINING SCHEDULE
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EXHIBIT 2

At the outset, then, this purpose may
be considered secondary to the immediate advantages obtainable by increasing the potential of accountants
as accountants. In this connection, the
range of the financial man's responsibilities is suggested by the truism,
"every action in business may ultimately be measured in dollars and
cents." Only by accomplishing the
planned objective of being completely
familiar with the problems, procedures and attitudes of operating
personnel, can the accountant fully
an d ex pe rt ly car ry ou t th es e re sp on sibilities. Although he will eventually
become informed ab out his organization without such a pr ogra m, it has
been found that the knowledge and
insight acquired through planned
tr ai n in g i s ve r y much gre at e r in an y
given pe riod, b oth as t o quant ity and
quality, than that wh ich wou ld nor mally be gained incidental to performance of accounting tasks.
Though th er e may b e va ria ti on s in
scope of individual programs, in general, planned operational training
JANUARY 1963

may be relied upon to produce significant benefits, some of which are:
1. Improved ability of accountants
to anticipate and satisfy informational needs of top management.
2. More effective and clearly defined accounting approach to
matters such as budgets and
costs, based on more accurate
and detailed knowledge of operations.
3. Improved communication between accountants and operational management based on
closer acquaintance and mutual
understanding.
4. Increased ability of accountants
to provide operational management wit h us eful act ion reports
reflecting greater awareness of
their problems.
5. Accelerated management development of accountants.
M a n a g e me n t S t u d y
The complete plan for development

of manager s will al so provid e for the
academic aspects of training. Management study, as the term implies, is
the effort to learn about the art of
management by reading, discussion,
attendin g lectur es and s eminars, and
obse rvat ion of managers in a ction. A
method of study which can be readily
adopted by almost any organization
is the study session, a regular meeting
of the accounting staff devoted solely
to th e sub ject of ma nagement. Under
one such plan, the participants hold
a weekly session of approximately
two hours during which time they:
1. Discuss books on management.
Books selected by the group are
purchased by the company in
quantities sufficient to provide
each man with a copy to read
between meetings. During the
study session, the participants
review the subject matter, exchange views on the author's
ideas and assert ions and formulate their conclusions. Examples
of t hou ght pr ovokin g a nd informative books studied are Th e
Management of Time' by J a me s
T. McKay and Th e Practice of
Management' by Peter Drucker.
2. Read and discuss books and
magazine or newspaper feature
articles about corporate executives. Articl es on the subje ct of
managers generally or biographical sketches of individual
executives enable the group to
analyse the traits and skills of
successful executives, to evaluate various philosophies of managing and to keep abreast of
current trends in management
practice.
3. Exchange ideas on random subjects. Any topic related to the
subject of ma na ge me nt ma y b e
discussed and debated. "What is
delegation and how we do it ?"
is an example of topics which
lead to lively discussion and interesting conclusions. The participants may explore possible
solutions to actual management
problems when such solutions
have fair ly b road appl icat ion.
I
2

Pre nt i c e -Ha l l , I n c., 1 95 9.
Ha r p e r & B r o s . , 1 9 5 4 .

The study session has proved to be
not on ly a n e xcel le nt wa y of b ecoming management oriented, it also tends
to stimulate thinking.
Sever al other met hods of s tudy are
also readily available to accountants.
The plan is lacking in scope if it does
not ta ke a d va nt age of:
1. Active membership in professional organizations. The lectures, seminars and periodicals
offered by such associations can
provide a liberal education in
management.
2. Obser vatio n of manag ers i n action. Personal contact with ex ecutives in one's own company
provides opportu nity to study at
first hand the practices, decisions
and attitudes of successful managers.
3. Enrollment in management seminars or extension courses offered
by most colleges and universities.
A program of management study
further broadens the accountant's
understanding of executive reasoning
and responsibility. He gets a glimpse
of the "big picture." Guided by the
knowledge thus acquired, he expands
his own managerial ability.
Ma n ag e me n t P ra c ti c e
Attainment of skill in managing requires practice. The principles and
techniques studied and observed in
ot he r ph a se s of t r ai ni ng mu st b e ap pl i ed t o e ve r yda y j ob activity. Management practice, th ou gh vi t al ly important, is the training phase least
susceptible of planning. However, inherent in the plan i s the participant's
desi re t o ex ercise and str engt hen his
cap ab ili ti es , a nd we can ta ke ad va ntage of thi s fact b y mai nta ini ng conditions in the financial department
which are conducive to this endeavor.
The mere existence of the program
te nd s t o pr odu ce a sa lu t ar y en vir on ment, and the study session i n p a r ticular serves as a fre quent r eminder
of our objectives and the means to
achieve them.
One area of operations subject to
definite planning is the assignment
and delegation of responsibility in
su ch a wa y a s t o ma x i mi ze e a ch a cNAABULLETIN

LINEAR OPERATIONS GUIDE (LOG)
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EXHIBIT 3
c o u n t a n t ' s e x p o s u r e to m a n a g e m e n t
si t u a t i o n s. T h i s is e sp e c i a l l y h e l p fu l
to sta ff m e m b e r s wh o s e jobs, a s i n i ti a ll y c o n st i t u t e d , i n c l u d e l i t t l e o r n o
su p e r v i s o r y r e s p o n si b i l i t y o r in o t h e r
wa ys li mit th e oppo rtu nit ies fo r ma na g em en t practice.
A n effe c t i v e tool fo r a n a l y z i n g a n d
p l a n n i n g t h e a s s i g n m e n t of r e s p o n si IANUARY 1963

bi l i t y is t h e L i n e a r O p e r a t i o n s G u i d e
( E x h i b i t 3 ) . I t s p u r p o s e is to d e p i c t
g r a p h i c a l l y t h e r e l a t i o n s h i p of p e r so n n e l a t e a c h l e v e l of r e s p o n si b i l i t y
to the fu ncti ons performed . It is comp r i se d of a se r i e s of c h a r t s sh o w i n g
t h e f u n d a m e n t a l r e sp o n si b i l i t i e s of
ea ch org ani zat ion tri ang le an d the
fu n c t i o n s a ssi g n e d e a c h p e r so n in t h e

CHART OF ORGANIZATION TRIANGLE S - FINANCE

VICE PRESIDENT
A TREASURER

DATA PROCESSING
MANAGER

CONTROLLER

DATA
PROCESSING
MANAGER

COST
1CC'T

COST
ACCT

GEN'L
ACCT

IIIVI S'N
ACCTS

GEN'L
ACCT

MV'N _
ACC - TS

CHI
PR06ItA14SR

\

CHIEF
PR06AAM'R

A .

TAB
SUPERVISOR

CONTROLLER

INTEIdIlE
AUDIT MANAGER

TAB
SOP d-

INTERNAL
MANAGER

SYSTEMS
ACCOUNTANT

SYSTEM
ACCT

STAFF
AOIIITOR

STAFF
IOTIIY0R

NON - SUPERVISORY EMPLOYEES COMPRISE BASE OF TRIANGLE S AT F IR S T ORGANIZATION L E M

EXHIBIT 4
triangle. An organization triangle is a
segment of the organization composed
of one manager or supervisor and the
subordinates reporting directly to that
manager. For example, the financial
vice - president and the executives who
report to him are in one organization
triangle. Each of these subordinate
executives, in turn, becomes the apex
of another triangle, with his subordinates noted along the base. This concep t is d emons tr at ed in t he Ch ar t of
Organization Triangles (Exhibit 4).
The formation of a linear operations guide has several steps which
ma y be b ri efly state d as follows:
1. Determine the structure of all
organization triangles, starting
with the highest level of responsib ili ty and worki ng downwa rd.
2. Delineate, as broadly as possible,
the fundamental responsibilities
to be carried out by each triangle of responsibilities. The
highe r the mana gemen t level of
a triangle, the broader will be
the te rms of its responsibilities.
10

Conversely, the functions of
lower level triangles will be defined in greater detail.
3. Break down each fundamental
responsibility or function of the
triangle into the separate general operating functions to be
performed by various members
of t h e triangle.
4. Beginning with th e b ot tom t r i angles and wor ki ng u p, review
the assignment of operating
fu nct ions an d compa r e th e fun damental responsibilities listed
on the variou s linea r oper ations
guide charts, to eliminate duplications.
Development of this system requires
considerable time and thought, but
its advantages more than compensate
for t his effort. In th e pr ocess of constructing the linea r operations guide,
we mu st e valua te t he re lati onshi p of
sta ff membe rs t o de pa rt me nt al fun ctions. By studying the finished guide,
we can readily determine whether:
NAABULLETIN

1. The su pervis ory or management
responsibilities have been properly distributed.
2. There is any duplication of effort
or overlapping of responsibility.
3. The work loa d is in bal ance.
The linear operations guide is reviewed periodically in relation to individuals and their performance.
When it appea rs that one of the staff
member s can as sume mor e r esp ons ibility, the guide will indicate the
manner in which changes should be
made. It will also facilitate taking
advantage of a particular person's
strengths or compensating for his
weaknesses.
Goi n g B e yon d Ac c oun t i n g
It would not be claimed that the
particular methods and procedures
discussed here are unique. The pertinent question is whether we, as
accountants, are using such techniques to advantage . Neither is there
anyth in g n ew a bou t th e gen er al id ea
of management training. It is well established in many companies. Not
so well - established is practice under
which accountants adapt the principles of planning to formulation of
programs initiated by members of the
financial department for maximum
development of their own management abilities.
Most financial men have certain of
the basic qualifications essential to
today's managers. It seems logical,
if not mandatory, that these qualifica-
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tions be put to their best use. A need
and, correspondingly, an opportunity
exist for accountants to achieve this
objective. To do so, it is suggested
that we get out of the accounting
department and spend some time
learning first hand what goes on in
other segments of the business, that
we get out and observe successful
managers in action, in other words,
that we take definite steps to become
fully qualified for general management positions. Both in our companies
and in our professional associations,
we ca n an d shoul d pl an an d acti va te
programs to:
1. Broaden and raise the educational standards for accountants.
2. Select accounting personnel having potential as managers.
3. Train accountants in all phases
of business activity.
4. Increase, through management
study, the accou nta nt's comp rehension of executive practices
and responsibility.
5. Stimulate the application of
good management principles and
techniques to all work activity,
particularly through proper assignment and delegation of responsibility.
Thus we will not only significantly
enhan ce ou r cap acity as manage ment
accountants; we will also materially
increase the likelihood of accountants
going beyond accounting and into
operational management.
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Efficient Use of Labor in Inventory- Taking
By O. K . Seybold *

PROPER utilization of factory
workers' time in the taking of
in ve nt or y, b y t h e u s e of a combi n e d
inventory work order and time ticket,
provides a better inventory in less
time, thus reducing the cost of inventory and making available several
mor e days' work ing t ime for pr odu ction. The ticket is a regular time
ticket in that it provides for start
and stop times and has spaces for conversion of times to payroll dollars.
It also classifies time to inventory
functions such as counting, listing and
other, permitting segregation of cost
to these functions. The introduction
of the combined inventory work order
an d t ime ticket has greatly aided in
eliminating unreported time.
These inventory work orders are
prepared by the payroll department
for fa ctory wor ke r s a n d t u r ne d ove r
to the personnel department. Orders
for factory workers assigned to inve n t or y wor k a r e tu r n e d ove r t o t h e
inventory zone foreman t he day prior
to the taking of the inventory. The
for ema n t hen ha nds th e work or der s,
bearing identification data and start
time, to t h e fa ctor y in ve n tor y wor k ers, informing them as to the significan ce a nd p rop er u se of t he for m.
When there is no further work in
an inventory zone, the timekeeper
record s the stop time and total time
in hours and tenth s. The foreman approves the worker's time for his zone
and contacts the personnel department for a possible asssignment to
another zone. The n ex t zon e ass ignme n t a n d zon e for ema n a r e t h e n r e corded on the work order. The inventor y wor k er re p or t s t o t he in ven t or y
zone of his next assignment. This
procedure is followed until all work
assignments have been completed.
The start and stop times are by
mon t h a n d d a y of t h e mon t h a n d b y
hour and minute. The stop time in
one zone becomes the start time in the

T
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next zone. Therefore, the factory
worker recognizes that travel time
from one zone to another is very
limited and reports to his next assignment without delay, thus practically eliminating the previous practice of some workers who wasted a
cons ide rab le a mou nt of time in tr aveli ng fr om on e i nvent ory zone t o a nother.
Upon completion of inventory work,
the factory worker signs the work
order and turns it over to the last
zone foreman to whom he was assign ed. The wor k order , be ing als o a
time t icket , is used b y the time keeping and payroll departments. After
wages are determined for payment,
the combined inventory wor k orde rs
and time tickets are used for preparing a tabulation whi ch sh ows i nve nt ory hou rs by t ype s of work : (a)
counting, (b) listing, and (c) other,
by each worker and by wor ke r s for
each zone. Tabulations are also prepared for reference in payroll and
alphabetical order.
Each inventory zone foreman is
furnished a report for his zone. He
uses it in preparing his report of time
spent taking inventory in his zone and
the rating of each worker's ability,
along wit h ot he r per ti ne nt i nven tory
information. If an inventory worker
works in several zones, the personnel
department will have several foremen's ratings of a worker's ability for
this task.
This information makes accurate
planning for the next inventory much
more possible. Improvements can be
made. Our experience is that the cost
of taking a factory inventory has
been reduced more than 30 percent,
over s ever al ye ar s. T he re is a cor re sponding reduction in inventory time.

• P a yr o l l A u d i t o r , T h e
f a c t u r i n g C o . , T r o y, Oh i o .
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Bettering the Emotional Climate of
Management Improvement Programs
By B ENJ AM I N B . DI CK S O N

has been written on man agement planning and control,
primarily on tangib les like organization and procedure. This discussion
deals with the intangibles of management control and will encompass a
n u mb e r of t h e h u ma n considerations
which, if overlooked, doom the best
technically conceived program to failure. These human factors are discuss ed here in te rms of bas ic p rin ciples, using illustrations which depict
some of th e problems involved.
To provide the foundation for our
journey through the nontechnical
phases of management, I shall describe the atmosphere in a typical
large company, and the basic needs
and motivations behind formalized
planning and control programs. But,
first , to make it possibl e to fully appreciate the impersonality of big
business, let us briefly trace the
growth of a typical business concern,
starting with the most immediate
form of management, the one -man
organization.

M

UCH

One - Man M an age me nt
In the one -man situation, there is
no management team to coordinate
or contend with; no executive specialists, either staff or administrative; and
no functional specialists to direct, inform, or be advised by. Basically, the

single owner - manager owes allegiance only to himself. His directors,
if the re ar e a ny, a re con sul te d or i gnored at his whim, and dismissed
if they do not acqu iesce. He holds in
his hands the complete responsibility
for product development, manufacture, sales and financing, and for
staffing and employee relations, as
well as for planning and control. The
situation is really a satisfactory one.
Mak ing st aff ch anges and pu tti ng an
idea in motion are efficiently decisive
when made by the same man. So
long as this arrangement is feasible,
assuming good life expectancy for
the top man, my advice mu s t b e to
leave it alone.
But such a corporate set -up has obvious limitations. For example, a
basic aim of the organization is to
perpetuate itself beyond the life of
the owner - executive. Most founders
in. this sit ua ti on r es t th e fa te of the
company's continuance in the hands
of a son or son -in -law. This is not so
much a managerial act as a type of
bequest. It leads to complications
while the original manager is still
around.
Even if the designated heir is competent, it i s qu it e s impl e a nd t empt in g for t h e fou n de r , wh o h a s grown
with the company, to p r ove t h at h i s
successor or other executives in his
employ are less competent than he is.
This introduces the element of conflict within management.
Proceed ing, l et us sup pos e our hypothetical company has grown and

BENJAMIN H. DICKSON is Director of Organizational
Planning and Personnel Services in the Management Services Division and a Principal of Ernst & Ernst, Cleveland,
Ohio. He has been associated with his firm since 1949.
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so,

there are now several executives. The De fe n si ven es s vs . Is ola t ion
founder, now dignifi ed with th e ti tle
Nex t le t us con si der a l ar ge r comof chief executive, has himself grown
in this instance, older. This creates pa ny. Be a r in min d t ha t th e fee li ngs
...
a dilemma. As the business grows just ascribed to a chief exe cutive in
and its complexities increase, the top one -man management are shared in
executive, now older, is less able to varying degrees by many managers
adapt to change and is increasingly or supervisors in larger companies.
reluctant to delegate authority. With I chose to illustrate the growth of the
his company's growth and his own one -man company first, si n ce it e maging going hand -in -hand, the chief phasizes my basic, though oversimexe cut ive 's at tachme nt to an d i nde n- plified, theme: the ego- or self -identification with the company becomes tification every successful executive
extreme —what we psychologists call te nd s to fee l towa rd h is r ol e an d re an ego identification. The dedicated, sponsibility in a company. The unisuccessful executive's attachment to versality of this fact explains why,
th e comp an y is , I can a ss ur e you, n o when one criticizes a department's
less than t h a t of a loyal h usband to procedures, the manager concerned
his wife. This psychological phe- often feels intimately involved and
nomenon is probably wh at ga ve r is e views outside "meddling" as a perto the expression "married to his sonal attack.
Not onl y is ou r hyp ot he ti cal man work."
This situation illustrates that the age r re lu ct an t to a ll ow h is e go t o be
very strength of the essentially one - threatened by the impersonal chalman operation is also its overwhelm- lenge of a control program, but, at
ing weakness —it produces succession the same time, he is continually faced
onl y i n s pit e of its elf. It pre par es no with decisions for which his intuition
one for succession. Two -way com- seems inadequate indeed. Our large mu ni ca ti on of t h e th ou ght s an d rea- company executive becomes increassoning which lead to decisions is ingly aware that he cannot personunnecessary. One man may, for oper- ally accomplish one single vital obating success, integrate and appraise jective he might have in mind. The
all the elements necessary to make actual work, he realizes, will have
a decision. Only he is concerned with to be d one b y numerous individuals,
absorbing pertinent data. Explana- ma ny of whom a re se ve ra l orga ni za tions to others and information feed- tional levels below his direct inback are little needed and
since fluence, and some of whom are
they are time - consuming, they are personally unknown to him. He is
ignored. It is the well -known reac- convinced that each of his goals must
tion of the experienced man, "I can be accomp l is h e d i n t h e wa y h e con do it fa ste r and b ett er th an I ca n e x- ceived them, and, a t t h e same time,
he fee ls th at hi s s ubord ina tes d o n ot
plain it to someone else."
This works only up to a point. share his un de r st an d in g of th e comThere are too many medium -size pany's needs. In a sense, ou r e xe cu and larger companies operating, or tive, in the insecure isolationism he
attempting to operate, with a one - feels, suspects his plans, programs,
man executive structure. In most i n- and targets will be diluted, slowed
stances, the so- called advanta ges are down and , in th e extre me, ult imately
not that at all, for such companies defeated. This executive disillusion
have long ago advanced beyond the provides a ready e nvironmen t for appoint of adequate one -man rule. pealing to top management when sellHence, they have administrative and ing a b asic control p rogram.
overhead disadvantages, which can
be al levia ted only b y s ou nd ma nage- Ch a ng e I n h ib i tor s
ment and controls. But with one -man
Even in such an atmosphere, a conmanagement, along with complexity
and size, they have no effective means trol program aimed at assuring tighter
of tapping the resources, contribu- cont rol ove r actions of pe rsons d own
th e li ne is a p e rs on al th re at to man tions and skills of subordinates.
14
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agers, supervisors, and employees
within any executive's domain. A
chief executive's objective in installi n g su ch a p r ogr a m is i n d i r e ct op position to the protective self- interests of so- called middle management
and below. This is true because standards and controls always threaten the
incomp ete nt and se em a t hre at to all
who feel incompetent; the aim of such
devices must be to uncover weakness
so corrective action can be taken.
One mi ght sa y, "Le t th e ch ip s fa ll
wh e r e th e y ma y, " b u t t h i s wou l d b e
oversimplifying the problem. Even
the most capable people are often
plagued with feelings of doubt, incompete nce and insecu rity. A widely
held and well - proved psychological
axiom states that the truly successful executive, the dynamic leader, is
invariably motivated in large measure by inner doubts and feelings of
inadequacy, often to the point that
his tremendous motivation is actually
neurotic in comparison with that of
his associates. Secondly, and equally
important, the sensitivity and h u mility essential for leadership are the
mainspring for these very feelings of
inadequacy. Naturally, such doubts
are nearly always well hidden, but
search within yourself or talk with
anyone who consults extensively with
top management, and the truth of
these two assertions becomes apparent.
These factors are too often ignored
by otherwise ve ry capable planners
and staff advisers whose enthusiasm
and pride in a particular program
blinds them to the underlying personality dynamics in their fellow
executives. These inner fears and
doubts are what I call "change inhibi tors ," the inn er worki ngs of man
which lead him to suspect and resist change. There are, of course,
many oth er cha nge in hib it or s in a ddition to inner doubts and sensitivity,
which also a re fa irly unive rsal.
The executive who feels he has lost
first -hand control of h is area of responsibility is an illustration of
change inhibitors. In addition, let us
ascri be t o h im t he re pu ta ti on of b e ing an "e mpi re bu ild er, " thu s d oub lin g t h e obstacles in selling a report
feedback program to him. If he is
JANUARY 1963

the executive at whom the program is
aimed, it becomes a d ire ct threat to
his carefully constructed fortress. On
the other hand, if he is the individual
directing the program, other executives will set up considerable barriers,
since they will see such a program
as another insidious phase in the empire builder's take -over schemes. Anot he r type of cha nge in hi b it or i s th e
indecisive executive whose motto is
"don't rock the b oat." His aim is to
attain an ivory tower where, left
alone, most of his decisions will take
care of themselves. Obviously, if a
program of change depends on such a
person, t hen rega rdle ss of it s ad vantages and the understanding, skills,
and techniques behind it, it can
hardly meet with much more than
mediocre success. There are other
change inhibitors: the slow learner
who feels embarrassed by change, the
"I'm- from - Missouri" man, add so on.
Rather than to indicate disillusion
with mankind, these comments are
intended to encourage planners to
examine more closely the human condi ti on s u nd er wh ich t he y ma y b e in stalling a planning- and - control program. If, for example, you are employed in a company in which the key
executive or executives pride themselves on their "feel" or intuition, the
probability of a whole program of
controls succeeding is slight indeed.
As one executive at one such company put it, "I'm f or planning, performance standards, and con trols for
purposefully reaching goals, but the
president plays hunches, takes un calculated risks, an d op e ra t e s on i n tuition. You ca n't ha ve two conflicting systems; therefore, I reconcile myself to his approach."
There is mu ch t o be lear ned from
such a situation. In that particular
compa ny, t he p res id en t h as a ma st er
sense of timing, practices optimum
brinkmanship, and his company's
growth record, both in sales and profits, leaves little room for challenge.
I a m n ot i n a n y s en s e cond on in g h i s
failure to apply even the rudiments
of planning and control, but n ei th er
ca n I or a nyon e ar gu e wi th h is obvious success. It i s more i mp or ta nt t o
learn to recognize that each executive operating by "feel" has one or
15

two areas in which he truly exercises
his authority and resents challenge.
You ma y u su all y a tt ack th rough sp ecific programs only those areas of the
business outside his special realm.
A final illustration of the over -all
management atmosphere in which a
planning and control program is seriously handicapped should crystallize
my point about change inhibitors.
This is the case of the chief executi ve wh o d r ea ms of hi s comp a ny be coming the biggest, regardless of
profits as such. If, under those circumstances, you predict that a favored product with outstanding expected volume will have low profits
and if you turn out to be right, be
assured that your embarrassed fellow executives will see to it that you
seek other employment. This only
goes to show that we are all sometimes motivated by irrational emotions. Even though I a m n ot a professional cynic but a realistic social
scientist, no amoun t of platitudinous
pole mi cs ca n e ra se t h e ever yda y ex periences I have had with people's
emotional irrationality.
Mi xe d Moti va ti on s
Conversely, some positive aspects
of human nature will assist in installing planning and control programs.
First of all, mos t of u s ar e con t i n u ally striving to be logical and reasonable in our business dealings. Accordingly, if one re cogn i ze s th e p ar ticu lar nee ds and fea rs of the people
on whom his program depends, he
can then effectively appeal to their
highest expectations for their o w n '
achievement. Most men strive continually to be better human beings.
This is both an asset and a liability
in effecting a basic standards and
control program. It is an asset because a man's intent will be to do
wha t is pr op er, d ece nt , and s oun d; a
liability because each man will seek
only information which will substantiate his belief that his decisions are
reliable and proper.
Appeal to the finer elements in
ma n's n at ur e is basic and should be
continuing, but will be effective only
if th e moti va ti ons for a p rogra m a r e
of a n eq ua ll y hi gh ord er . I h a ve ye t
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to see an effective, basic management
standards and control program succeed where the prime motive was
selfish. (I have seen programs succeed whe re self -gain was part of the
goal when it was s uccessfully proved
that the executive whom the program was designed to expose was incompetent. This, however, is less than
a basic organizational program.) In
one such instance, I remember a pro pram initiator's red -faced chagrin
when he succeeded in proving his superior incompetent, on l y t o h a ve t h e
president select his new, stricter boss
from outside the company.
An effective plan always shows
management the areas of weakness.
Usually, the fair - minded executive
already suspects specific weaknesses
in his company, division, or departmen t. Ma ny times he a ctu all y knows
what they are but prefers to keep
th e m on the suspect list, since there
are no ir refuta ble st ati sti cs on the m.
Why doesn't he seek the necessary
evidence which will unalterably
prove these weaknesses? Because, being well- meaning, he d oes not want
to hur t one or mor e of his loyal su bordinates. They are too often old timers who have been under him a
long time but who, unfortunately,
have not been able in their present
jobs to keep up with the company's
growing size or comp lexi ty.
The O ver ri di ng F e ar
That illustration brings us to the
overriding fea r sh are d by e xecut ives
and the majority of the employees
whose support is necessary for any
program to be successful: the fear
that the program, no matter how logical and of value t o the company, may
become the monster which will un remittingly destroy their jobs. We
all feel strongly that no impersonal
system of checks and balances should
be allowed to prove us incompet ent.
We need to fe e l we h a ve l e a r n e d t o
live by our wits in our bu siness relationships.
By way of illustration, consider the
old -time plant superintendent, now
grown to vice president of operations,
who st ill p refer s to walk t hrough the
plant occasionally, just to see for himNAABULLETIN

self how t hings are going. He thinks,
"You can't depend on `cold' reports
to tell you what's really happening —
you ha ve to s ee i t you rs e l f." And s o
ou r fel l ow ma n , a t wha t eve r orga ni zational level, prefers to depend on
his own eyes and ears, his own
tongue. Thi s fe ar of replacement by
mechanical techniques, currently recognized but not often realistically
faced, explains why the term, automation, arouses workers' suspicions
and doubts; they feel utterly helpless
to comb at t he u nk n own force wh i ch
threatens to destroy the cultural basis
of their masculinity, namely, their
position as the breadwinner.
Each of u s is reluctant to change.
I have not overlooked this natural rejection of the new and untried. However, normal unwillingness to change
is merel y the b ackdrop for the larger
element of fear of impersonal data
which, many feel, will override judgme nt a n d hu man n at u re i t se lf.
Two Ru l e s f o r M a n a g e me n t
I mp r ove me n t P r og r a ms
What, you may .ask, is an appropriate means of over coming this seemingly insurmountable fear of increasing technology? I shall propose some
basic rul es wh ich have proved workable in my consultation with all types
of industrial, commercial, governmental and institutional bodies. Not
observing these rules can, I assure
you, cause the best - intentioned planning and control pr ogr am t o fa il.
First, picking up an earlier thought,
the purpose of the pr ogram mu st b e
well intentioned. The program must
aim at good business practices, not at
personal self- aggrandizement, nor
ma y i t b e "loaded" t o p r ove t h e i n competency of a certain executive,
etc. A corollary statement to this first
rule is: if management is not convinced and enthusiastic about the real
value and potential of a contemplated
program, the alread y exis ting obstacles, combined with that uncertainty,
will assure failure. The actual motivation and attitude behind an un dertaking have a way of becoming apparent. Perhaps of greater importance, an early failure provides fe rtile soil for cultivating doubts and
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adds another barrier to any subsequent efforts. Further, the purpose
of a given program may be little more
than to keep up with technological
and competitive developments which
threaten to make current management thinking obsolete. Even that
threat, if it exists, is sufficient to
arouse opposition to the program.
Secondly, the true purpose of the
program must be clearly and ex plicity communicated, both orally and
in wr iting, to key compan y man agers
first. To illustrate, if a concern is
losing money at an unrealistic rate
and one key purpose of a proposed
program is to reduce costs substantially and even drastically, this aim
mu st be ma de cl e ar a n d t he a l te r na tive possibility of t h e comp a n y's r e sources (and of the company itself)
gradually dissipating, must be made
equally clear. Once understood, the
program is thereby less threatening
to the truly competent person, no
matter how many self- doubts he
might have, since the potentiality of
man to rise and me et u nu su al cha lle nges i s fa r gr ea te r th an mos t of u s
recognize.
At the other e xtreme, where a program is si mply a con tin uing ap pli cation of sound mana ge men t in a bas ically successful company, this should
also be made clear. Most important,
it mu st be ful ly emphasi zed that statistics developed by the program will
be appropriately weighed in the light
of normal, hopefully judicious, hu man logic. Like all other forms of
criticism, this will provide management with amp le op p ort u ni t y t o b e come acclimated to the program, to
challenge the findings however it
wishes and to direct solutions for
correcting any failures to meet standard.
A Ca s e in P oi n t
In stating these two rules, I have
used only gen eral terms. In an actual
program, the specific conditions
should be delineated and formal company policies and rules should be
adopted and communicated. Perhaps
I can better illustrate the need for
these from personal experience with
a client company. I mus t first briefly
describe the atmosphere, since an
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understanding of it is always essential in constructing a positive program.
Thi s was a compa ny in wh ich ea ch
executive suspected the motives of his
associates. Past practices had proved
this suspicion justified, since the way
to get a he a d wa s to p oi n t ou t wh e r e
a competing executive could cut costs,
personnel, and the like. As a result,
each s ucces sful execu tive had d eveloped his function into an impenetrable empire. Each one closely
guarde d factual i nformation released
to the rest of man agemen t, and exercised a censorship th a t p u t t o sh a me
the amateurish efforts of national dictators. Bu t t h e r e wa r d s for succeeding in this company were high indeed —good base salary, profit -sharing incentives, heavy stock options,
and similar encouragements helped
the compa ny de ve lop a nd re ta in e xtremely capable executives. Accordingly, and in spite of the built -in spy
sys t e m, th e comp a ny gr e w at a p a ce
which far outstripped its industry and
made the whole economy appear to
have been going down hill.
In any event, the past finally caught
up , a n d t he compa n y's ve r y s ize a n d
complexity compelled it to establish
integrated reporting, realistic cost and
budgetary systems, firm manufa cturing standards, fundamental field sales
controls, etc. Otherwise, its very
structure was apt to collapse. This
meant, of course, cutting across functional lines and destroying the personal fortresses of these extremely
competent executives. The basic purpose a nd app eal wa s obvi ous, b ut allaying existing, historically justified
fears was far more important and difficult.
In this instance, the president and
executive committee pledged the mselves in writing to clearly understood and commonly accepted concepts. A top management meeting
was held, at which the following
wer e se t forth ora ll y an d i n wr it in g:
(1) Past management practices and
errors were summarized and
recognized (this essential step
requires character and h u mility) .
(2) The guarantee was made that
analysts would first inform
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the executive concerned of a
contemplated study, its pu rpose, the methods to be employed, and that they would
subsequently submit to him a
preliminary oral report of the
findings.
(3) Managers were assured that
first drafts of recommendations
would be reviewed and discussed with them before any
discussion was held with the
president.
(4) The president and h i s k e y d i rectors clearly agreed and
ple dged on t he ir honor t ha t no
action would ensue from any
study until it had first been
discussed with the executive
involved and then taken up at a
regular meeting of the entire
management group.
These may appear to be drastic
terms but, in this instance, they were
absolut e r equ isi tes for t he progra m's
success. They are only illustrative,
however, of the elements essential
for top management communication.
A Th ir d Rul e
Now, returning to our rules for a
planni ng and control progr am's su ccess, let us meet what is often the
most difficult condition in effecting a
change the key technical and analytical personnel associated wi th th e
vital details of su ch a n un d e rt a k in g.
This thi rd ru le states: the full purpose, reflecting company philosophy
and over -all procedures or mechanics
of the program, must be effectively
communicated to the program's rank
and file workers.
That is the longest rule and encompas ses th e most varia bles. Let us
review its meaning in some detail.
Note fi r s t th a t I d i d n ot s t r e ss communi cat ion as I d id in phra sin g Rule
2. It will depend, in part, on the company's normal communication devices.
If a pr ogr am i s d igni fie d wi th ex tr aordinary means of communication,
particularly where its intent is to
chan ge or control, a ddit iona l emphasi s on t he u nu su al or un iq ue i s more
apt to increase than lessen employees
suspicions an d doubts, si nce they are
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relatively little- informed officially
anyway. However , if re gu la r or sp ecial letters, flyers, or other formal devices are generally used to inform,
such means should, of course, be employed.
Naturally, if a un ion is intimately
concerned with the program, management should hold a normal union management session, after having first
provided plant supervision with a
similar explanation, of course. To my
continuing amazement, top management often fails to i n for m p l an t s u pervision before or while informing
the union.
In addition to the more official
communication, the all- important social or informal means should be considered. Call this the "grapevine" if
you will but, by whatever name, it
is invariably the most effective means
of communicating with employees.
Too often management emphasizes
communications
techniques — the
me a n s r a t h er t h an t h e en d s of communication. No doubt you begin to
see why I evolved my r ul e s for t h e
proper intent necessary for a program
an d for its full explanation t o ma n agement. Without either of these conditions, communicating a program
informally to employees will prove
utterly ineffective, even having a
negative effect.

A Word in F avor of
the " Gra pe vin e"
Given prop er b elie f in a program,
however, one must sell his belief to
others. Obviously regular communication devices are essential. But a
program which can threaten others'
security requires an emotional appeal as well as factual information
in order to succeed. A sympathetic
attit ude towar d th e pr ogram dep ends
more on t he pr opon ents' rea dines s to
dis cu ss it fre ely a nd fr an kl y t ha n on
formal indoctrination. This means
discussing it with secretaries, in the
cafeteria, during the coffee break and
luncheon period, and at other such
informal get - togethers. And it is impor ta nt t o lis te n to a ny an d al l comments, questions, "gripes," and indications of disbelief. These furnish an
insight into potential barriers to the
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progr am a nd const itut e, i n effect , an
informal attitude study. Naturally,
one must exercise considerable judgment before accepting or rejecting
such information. Usually, however,
a valid criticism is discernible from
th e re ma rk s of a pe r e nn i a l "griper."
Also, it is not hard to tell whose
views represent those of his associates.
Perhaps this word -of -mouth campaign sounds ridiculous. Of course,
we all kn ow that gossi ps a nd gr apevines exist, but aren't they prett y far
afi el d from s ou nd pl ann in g a nd control? Strange as it seems, informal
social organizations are generally
more real than most formal organization charts; the semi - business,
semi - social groupings are "fluid," that
is, many employees are informal
members of several. Such groups
represent the company, depict its environment, and have a strong impact even on company policies. I wish
I had overwhelming statistical evidence of this but, unfortunately, such
information is difficult to analyze objectively, and far too little formal
research on it has been undertaken
or reported. I can only sugges t that
you critically review your own past
and present sources of company information and ob se r ve how much of
what you know came through informal discussion and not through
official channels.
Th e F or eme n ; Di re c t i ve s
Incidentally, line foremen are essentially isolated from communication chains. I have observed this frequently, and I suggest it has much
to do with foremen's often -felt isolation and inability to identify with
either management or labor. Since
foremen a r e fr e q u e n t l y a k e y t o t h e
success of many cost and control functions, give them particular attention
when communicating a proposed program.
Enou gh of t he "how to" of communicating information. The important
poi nt is tha t propon ent s of progra ms
for improve d con trol must obtai n the
support and confidence of key employees if a n y pr ogra m or system is
to b e gi ve n a r e al cha n ce. I ha ve n ot
touched on the necessary manage19

ment directives all down the line, for,
once t he program i s prop erly d efined
and adopted, issuing such orders is
not difficult.
Th e Ta n g i bl e I nt a n g ib l e s
I have touched on the importance
of fully recognizing the company's
management philosophy as evidenced
by hist orical event s and p resent attitude s. I ha ve refe rre d to th e in tan gibles of management planning; however, wh a t I h a ve t r i e d t o con ve y i s
that these intangib les are ve ry tangible indeed — albeit they are not tech-

nical realities. But you and I, our
superiors, associates and subordinates,
are all motivated or influenced by
emotional climates, feelings of fear,
suspicions of or initial resistance to
change, and status aspirations. If you
can sincerely a ssure your fel low man
that he will not lose face or s tanding
in his semi - business and social groups,
that an advocated program is essenti a l for a h ea l t hy comp a ny, an d th a t
the greatest good will accrue to the
total group, then and only then will
you s ucce ed i n in st al li ng a cos t pr ogram, or for that matter in the art
of management itself.

Site Factors in Acquiring a Computer
B y Thomas Lonergan*
Weights of the computer componhas been writt en about elecents for floor loading
tronic computers and planning
Power service requirements
for them. The so- called feasibility
stu dy h as b ee n th e t op ic of ma ny a rPower specifications
titles. It embraces selection of equipElectrical outlets
ment, training of staff, scheduling of
Supply characteristics
applications and the mysteries of proPermissible voltage variations
gramming. Each of these aspects is
Permissible frequency variations
highly significant and none should
Power factors
be neglected, though it often happens
Power consumed
tha t on e or more i s s li gh te d. This is
Load cu rrents
true also of an additional aspect of
Calculator area
considera ble impor tance in many sitEngineering area
uations. This aspect is the physical
Air conditioning
installation.
Scope
It is, therefore, not inappropriate
Humidity control
that account ants should at le as t ca st
Temperature conditions
their eyes down a list of items which
Design conditions
are r emin ders that physical installaAir conditioning data
tion must be prepared for. Such a list
Air filtration
as th e fol lowin g wil l he lp in ma ki ng
Specification and limitations
sure that the feasibility study has
Sound and light requirements
cover ed a ll t he groun d it should:
Accoustical requirements
Illumination of machine area
General information
Illumination of specific work areas
Survey of ma chi ne r equi reme nts
Illumination of engineering area
Personnel
Cables
Survey of machine area
Signal cables
Proposed frame arrangement
Power cables
Engineering layout and cable
Length and diameter of cables
lengths
Tes t equi pment
Final preparations
Office and laboratory equipment
Building and space requirements
Work area
Machine area and machine arrangeLayout
ment
Drawing layout of equipment
Engineering test area
• D i r e c t o r , Office M a n a g e m e n t , C a r r i e r
Inactive storage space
Cor po rat io n, Syr ac u s e , N . Y .
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Observations on Cash Flow in the
Light of AICPA and NAA Reports
B y P ERR Y M A S O N

certainly a coincidence that
both the National Association of
Accounta nts and the Amer ican Ins titute of Certified Public Accountants
prepared a research report on cash
flow at a b ou t the same ti me . It was
a fortunate coincidence as well, since
each report reinforces or complements the other, and there are apparently no significant differences of
opi ni on b et wee n th em. The NAA r eport' focuses its attention upon the
man age men t of cash an d r el at e d as se ts a s a mat te r of in t er na l a ccou nt ing, budgeting and control, while the
AICPA report' is primarily concerned
with cash flow presentations in the
published reports of corporations to
their stockholders. The two studies,
then, dovetail very nicely.
However, one important difference
in terminology should be explained.
The NAA report for the most part
uses th e t er m cash flow i n a proper
sense as referring to "cash or equivalent assets," which includes "cash on
hand, bank deposits and temporary
investments made as a means for
holding cash until it will be needed."
T WAS

I Cash
F l o w A n a l y s i s for Ma n a g e ri a l
Co n t r o l , N A A R e s e a r c h R e p o r t N o . 38,
N ati ona l As soc iati on of A cco unta nts , 19 61.
9 " C a s h Flo w"
A n a lysis an d th e Fu n d s
S t a t e m e n t , Ac c o u nt i n g Re s e ar c h S t u d y
N o . 2, A m e r i c a n I n s t i t u t e of Ce r t i fi e d
P u b l i c A c c o u n t a n t s , 1961.

The AICP A r ep or t uses the term in
the sens e of "fund s de rive d from operations" which, in its simplest form,
is "net income plus depreciation."
Parenthetically, in this connection,
when work was first started on the
Institute study, we we r e s u r e t h a t a
strong recommendation would be
made to abandon this use of the term,
cash flow, since as used by the financia l a nal yst s a nd in a good ma ny annual reports of corporations, it is
neithe r cas h nor flow. Bu t afte r di scove rin g h ow dee ply sea ted th e t erm
had become in the financial literature,
we decided to try and live with it for
the time being, and to hope that someth in g b et te r cou ld gr ad u al ly b e s ub stituted for it. This situation creates
a difficulty in communication because,
whenever a question arises about cash
flow or a cash flow stateme nt, agreeme n t mu s t b e r e a ch e d a s t o what is
meant before proceeding with the
conversation or the correspondence.
P art I of the AICP A Report
The primary consideration which
br ou ght a b out t h e AICP A s t u dy wa s
the sudden an d ra pi d growth in t h e
us e of t h e term and concep t of ca sh
flow or cash earnings in financial liter a t u r e a nd i n t h e annual reports of
a good many companies. It seems that,
in some cases, these terms were being
used an d i nforma tion wa s b ein g p resented in a manner that was misleading or at least incomplete. The followi n g e x a mp l es t a k e n fr om th e r e -
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Mason was Professor of Accounting at the University of
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port ( with minor editorial changes) ,
illustrate the situation:
"Wh at ha s ha ppe ne d is th at in du stry's binge of capital spending, combined with the newer methods of
accelerating depreciation charges
has created an enormous expense
item on corporate income statements that reduces reported profits
but nevertheless allows enormous
cash earnings to flow into the company coffers. In effect, corporate
profits today are being understated
a s n e ve r b e fo r e . . . . " (Magazine of
Wa ll S tr eet)
"A high relative showing of cash
flow per $1 of equity will partly
compensate for a poor showing of
net retu rn on e quity." (Forbes)
"In 1956 the company earned $6.57
a share on sales of $201 million.
That year its cash flow, a generous
$39 million, represented a fabulous
ret ur n on t he ori gi na l eq ui ty cap ital." (Forbes)
"At current levels the stock is
quoted at about 12 times reported
1959 -60 fiscal earnings and at six
ti me s ca s h fl ow e a r n i n gs . . . . " (Financial World)
"Actually, cash earnings can be
more significant than reported net
income." (B a r r o n )
"We obtain an exceptionally high
cash flow from depreciation per
dollar of sales for a department
stor e compan y be caus e we own the
bulk of our r eal esta te." ( May Department Stores)
"Aggregate cash flow for the past
four ye ars has been more th an 2Y2
times net income, a relationship
present in relatively few companies." (Haloid Xerox)
Some of these excerpts are striking examples of a new trend. Cash
flow data, such as cash flow per share,
ar e fre qu e nt ly sh own i n the statistical summaries of corporate reports.
It looks a s t hough t he compa ny we re
saying, "Our e ar ni ngs t hi s ye ar wer e
`not so hot', but look at our cash
flow." T here is a real danger, we believe, that the reader will interpret
the cash flow earnings as the real
earnings and fail to compre hend the
significance of the net income figure.
An investigation into this part of
the problem resulted in the following
22

five conclusions:
1. First, the concept of cash flow
being used by the financial analys ts is a val id an d u se fu l a na lytical tool. It ca n b e empl oyed
effectively as one of the major
factors in ju dging, for example,
the ability to me et d e bt r e ti re ment requirements, to maintain
regular dividends and to finance
replacement and expansion costs.
Some
accountants
disagree,
seeming to feel that cash flow
coul d not possib ly b e us eful information. What they probably
mea n i s tha t the concept can be
misunderstood and misused and
that it should not be used by
itself, without reference to related financial items.
2. In order to combat the notion
that depreciation is a source of
funds, the study emphasizes that
the real source of funds from
operations is revenue; depreciation is not and cannot be a
sour ce of fun ds. The amou nt of
the "nonfund" items, however,
can properly be used, together
with the net income in the measur emen t of th e cas h flow i f op erations ar e successfu l or of the
drain on current resources if operations are unsuccessful. Accountants themselves may be
lar gel y res pon si ble for the confusion on th is point, since they
so frequently set depreciation up
as source of funds on a funds
statement.
3. Even though, under some circumstances, expansion can take
place ou t of the cash fl ow without additional equity or debt
financing, the possibilities have
been grossly exa ggerated by the
cash flow enthusiasts. There is
a strong presumption that the
major portion of the retained
funds associated with depreciation accounting will be needed
to finance replacements and that
the funds required for expansion
must in large pa r t b e provided
by the retention of earnings or
other additional invested capital.
4. One of the more serious probNAABULLETIN
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lems exists because many financial writers, salesmen of securities, and others have seized on
cash flow as a figure to substitute for net income. The ratio of
market price to cash flow is supposed to indicate something
about the attractiveness of a
stock. Of course, these individuals can not be blamed for tr ying to find something better than
net income in some types of
cases. The con cept of cash flow
seems to have had its earliest
developme nt in th e oil ind ust ry
whe re t he an al yst s we re un de rstandably baffled by the variations between companies in t h e
handling of depletion, intangible
drilling costs, research and development costs, etc. The cash
may well be more comparable from one company to
an ot h e r t h a n th e n e t income in
such cases, but it cannot be
us e d a s a s u bs t i tu t e for ne t i n come. It does not state the earnings of a company.
Isolated comments and statistics
about cash
should be
avoided in the annual reports of
corporations. Rather, the presentation of a complete funds statement should become general
practice.

flow

P a rt I I of t he AI CP A Rep or t

should include a funds statement, which should be covered
by the auditor's opinion. This is
quite a step forward from existing practice. If this recommendation is accepted, the funds
statement will no longer be relegated to the president's letter
or to the financial review section of the annual report, but
will be found, t ogether with the
income statement, the balance
sheet and the analysis of retained earnings, as one of the
major exhibits. In some cases,
this is already being done and,
in a few instances, the funds
statement is specifically covered
by the auditor's report. CPAs are
not likely to interpose serious
objections to this proposal.
2. The funds statement is visualized as a report of financial
management to the stockholders, which should include everything of significance in that
area. The line was dra wn at
stock dividends —they would not
be included —but such transactions as conversions of bonds to
st ock woul d be sh own. In ot he r
words, we have abandoned the
popular notion that a funds
statement is an analysis of the
changes i n wor king capi tal.
3. In order to combat a too -common practice of presenting some
statistics in the presicash
dent's let ter or the fina ncial revie w se ct ion whi ch , if ta ke n by
themselves, may be confusing or
misleading, it is recommended
that it should become standard
practice for man age me nt to include in the annual report interpretive comments related directly to the funds statement,
which will assist the reader in
understanding the financial policies, plans and operations of the
company.
4. Financial transactions, unlike
those summarized in the income
statement, va r y a great deal
fr om ye a r t o ye a r . In on e ye a r ,
expansion of plant and equipment may be the dominant
event; in another year it may

So far as our comments have
gone, nothing in the AICPA report
corresponds to the contents of the
NAA re por t. Part II of t he In st it ut e
study, however, comes closer. Here
the problems of preparing a statement
of sour ce and appli cation of fu nds as
a n e x h i b i t i n t h e a n n u a l r e p or t of a
corporation are thoroughly analyzed.
There is, for example, a discussion of
consolidated funds statement problems, which, as far as is known, is
the only thing in print on the subject.
Ten conclusions or recommendations are made in this part of the
stu dy. T he fi rs t t wo are perhap s the
most significant or, at least, the most
revolutionary.
1. Annual reports of corporations
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be the retirement of debt or a
marked changed in the composition of working capital. Because
of such variations, the funds
statements of each year should
be designed to bring out and
emphasize the more important
financial events clearly.
5. &6 . T he r e cer ta i nl y i s n o ob j ecti on t o t he form of fu nd s s ta te ment which starts with funds
der ived fr om re ve nue b ut , a ft er
giving the matter a lot of thought
and talking to a lot of people
about it, the conclusion was
reached that the more conventional form which begins the
st at eme nt wit h a dj u st ed n e t in come is simpler and more useful.
At the same time, we are just as
concerned as anyone else with
possible implication th at d ep re ciation is a source of funds, and
hope th at th e suggestion in the
report of putting the calculation
of t h e ad j us te d n e t in come i n a
footnote to the fun ds sta tement
will help to take care of the
problem.
7. Gross changes in capital stock
and in liabilities should be
shown where the amounts are
material. The pr oce eds fr om an
issue of securities should appear
as a separate source of funds.
For example, if one issue of
bond s ha s be en r et ir ed a nd another of the same amount has
been issued during the year,
these are important events
which shoud be disclosed on the
funds statement.
8. Where significant in amount, the
proce eds from t he sa le of p roperty should be disclosed and
shown separately from any acquisition of noncurrent assets. In
a great many of the published
funds statements, only the net
chan ge in non cur ren t a sse ts appears, so that the statement, it
seems to us, is incomplete.
9. As previously indicated, if there
is an yth i ng in th e r e por t whi ch
might be called a contribution
to the literature of accounting,
it is the section on consolidated
funds statements. It is, there24

fore, a se cti on t hat is rel atively
more detailed than the other
par ts of the re por t, wit h t he result ing concl usi on t hat th e consolidated funds statement should
present the combined financial
operations as though a single
business unit were involved. The
significant net income figure,
the refore , i s n ot the ne t i ncome
aft er de du cti ng th e sha re of t he
minority interest, if there is such
an interest, but, rather, the consoli d at ed ne t i ncome or t he ne t
income of th e group of comp anies as a whole. Dividends to
minority shareholders should
be combined or grouped with
dividends to parent- company
shareholders.
10. In general, comparative statements and cumulative statements contrib ute a great d eal to
the interpretation of a n y s e t of
financial statements. This principle should be applied to funds
statements, following the pattern adopted by the company
for other financial summaries.

NAA Report —and Some
Observations
Now, wh at ab ou t t h e NAA r ep ort ?
It ha s bee n some ti me si nce we ha ve
read anything with which we disagree
less. As i s t ru e of a st u dy of al mos t
any managerial area, practices are ascer tai ned which var y from very good
to very bad and one wonders how
some businesses continue to operate
with such inadequate systems of
planning and reporting. It seems clear
th at mor e at te nt ion n ee ds t o be p ai d
to t h e p rob le m of cas h ma na geme nt .
Just what shoul d be done will vary
so much from one situation to another that it is difficult to generalize.
It come s a s a shock to s tud ents , l ess
so to practitioners, when it is pointed
out that cash is the least desirable
of all assets, even though, admittedly,
a minimum amount is rather essential. One of the classics in business
history is the story of Henry Ford,
who almost lost control of th e For d
Motor Company about forty years ago
by running short of cash and saved
himself by shipping a lot of unordered cars to his dealers on sight
NAABULLETIN

draft, with bill of lading attached.
Accor di ng to t he l ege nd , he th en r esolved never to let his cash balance
drop below a million dollars, which
was a lot of money in those days.
(Ford Motor Company now carries
close to half a billion in cash and
marketable securities.) So enough
cash is needed to keep out of trouble,
bu t n ot a gr e a t d e al mor e t ha n t h a t .
The discussion in the NAA report
of the by- products of better cash
management, such as improved billing procedure s, more effe ctive credit
and collection procedures, speeding
collection of checks, and so on, is particularly impressive. It is encouraging to observe the extent to which
some companies have adopted the
practice of accumulating purchase
discount lost instead of purchase
discount taken, since most people apparently agree that this is the way
it ought to be done.
Chapter 5 of the NAA report entitled "S umma ry Reports of Cash
Flow for Management," overlaps to
some extent the material in the
AICPA report. Although there is general agreement that working capital
analyses are of comparatively little
use to management as compared with
a complete cash flow statement, some
companies apparently make some use
of a funds statement which begins
and ends with the cash balance but
which does n ot remove th e effects of

accrual accou nting from the items in
the statement. This may not cause
any trouble in particular cases, but
it has built -in inaccu racie s as far as
reports of the management of cash
are concerned.
S u m ma r y Co mm e n t s
Conclusions aft e r r e a d i ng b oth r e ports would be something like this:
1. The management of cash and related assets is one of th e mos t
important problems in the operations of a business. A well designed plan of reporting on
the movement of cash and on
the cash position, as well as a
system of cash budgeting or
forecasting, should be considered
indispensable to an efficiently
managed business.
2. The statement of source and application of funds prepared on
a working - capital basis, or on
the s omewh at br oader basi s advoca ted in the AICPA report, is
not effective for cash management purposes. Such a statement should be a real cash -flow
statement on which all items are
reduced to a cash basi s, cash of
course including temporary investments in marketable securities and other assets that are the
equivalent of cash.

The Pitfall of Fragmented Overhead Rates
By Robe r t M. Ri de l l *
HE NEED and desire to reduce
program costs has brought forth
proposals from various government
procurement personnel for special
treatment of indirect expenses in such
areas as training, spare parts and
repair contracts. However, preferential allocation of indirect expenses,
namely, overhead fragmentation, may
very well hamper the achievement
of the defense industry's objective
of improved cost benefit ratios.

T
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Two considerations should be noted
when such fragmentation is proposed.
First, the allocation bases utilized by
defense contractors for the distribution of indirect expenses to specific
products or services are under the
continuous surveillance of government
representatives. Second, the only
' • I n v e n t o r y and Cost Manage r, S pe rry
G y r o s c o p e C o m p a n y , D i vi s i o n of S p e r r y
R a n d Cor por ati on, G r e a t N e c k , N. Y .
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me an s b y wh ich i nd us t ry can re al is tically recover all its indirect charges,
is to consistently allocate expenses
agains t a p reviously mutua lly a greed
upon base. Attempts t o highly r efine
overhead costing practices for specific
programs merely shift costs from one
program to another. In addition, it
seems to be a departure from the
concept expressed in Part 2 of Section XV of ASPR, paragraph 12203 (b), which states, in p a rt :
"The number and composi tion of
the groupings should be governed
by practical considerations and

should be such as not to complicate unduly the allocation
wher e su bst anti all y th e s ame results are achieved through less
precise methods."
The fallacy inherent in the arbitrary allocation of overhead to a
preferential program is demonstrated
in the following illustration which
port ra ys t he fra gme nt at ion of a n en gineering overhead pool where direct
labor dollars is considered the acceptable base for allocation of indirect
expenses.

Fragmented overhead computation'
Overhead
Labor
Overhead rate

350,000
$1,000,000
35%

Residual overhead computation
Total min us fr agme nted over head
Tota l minus fr agme nte d di rect la bor

$5,650,000
$6,500,000

$

Experience overhead rate

$6,000,000
$7,500,000
80%

Total overhead
Total dir ect labor

86.9 %

Residual overhead rate
For s pare part s or training o r repairs

In the above example, only the
overhead rates have been altered.
The total overhead expense dollars
remained unchanged. There is, therefore, absolutely no difference in the
final cost of all products and services.
The promulgation of dogmatic
rules, by individual procurement offices, relating to overhead costing
procedures will prove to be unfair
and inoperable. The production processes, functional areas of indirect expense, types of programs, materiality
of expenses and percentage of government participation at each plant must
be evaluated to arrive at a realistic
basis for allocating indirect expenses
to Department of Defense contracts.
Fragmentizing overh ead r ates may
produce lower costs for a specific progr am, bu t t hi s re d ucti on ca n on ly b e
accomplished at the expense of increasing costs on other concurrent
programs.
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Further, failure to recognize this
situati on may resul t in th e esta blishment of numerous special rates which
ca n onl y b e d e ve l op ed by ex p an d in g
a cont ractor's r ecordi ng an d accounting system. The creation and subsequent maintenance of additional nonproductive records will merely increase a contractor's total cost of
operations rather than achieve the
desired goal of more valu e per dollar
spent.
Is spe cial treat ment of in direct expenses required for individual defense
contracts? The answer is in the negative. Indirect expenses should be distributed on broadly conceived bases
which will economically provide:
1. An equitable allocation of costs
to all products
2. A sound management tool for
the evaluation and control of
this element of expense
NAABULLETIN

Profits on Defense Contracts—Some
Current Observations
B y ED W I N P . J AM ES

I

B U S I N E S S T O D A Y nothing is more
vital to s ur vi va l th a n th e ea rn in g
of a fair and reasonable profit. In the
field of governmen t defense procurement, profit is particularly difficult to
obtain while, at the same time, standing out as probably the most controversial subject in contract negotiations. A contractor engaged in government business must make an overall profit or f a l l b y t h e wayside. To
make an over -all profit is not an easy
task in view of the Department of
Defense regulations which classify
numerous costs as unallowable under
government contracts. On the other
hand, the Department of Defense, as
well as the General Accounting Office
and the Renegotiation Board, must
protect the ta xp aye rs of th is count ry
by preventing exorbitant profits. To
this end, the variou s agen cies of the
Department of Defense are well
staffed with auditors, price analysts,
contracting officers and other personnel whose job it is to obtain the
lowest possible, reasonable price on
government contracts.
N

P r ofi t F a ct ors u nd e r t he AS P R
What are the factors used by the
Defense Department in determining
profit on fixed -price contracts or fe e
on cost - reimbursement contracts?
The Armed Services Procurement

Regulation lists nine factors, as fol lows: '
"( a ) Effect of Competition. Where
competition is effective and proposals
are on a firm fixed -price basis, the
contracting officer normally need not
cons ide r i n d eta il the amou n t of e s timated profit included in a price.
Where effective competition is lacking, and in all cases where cost analysis is performed in accordance with
3- 807.4, the estimate for profit, target
profit or fee, or the proposed fixed
fee should be analyzed in the same
manner as all other elements of price,
evaluating the factors set forth in this
paragraph 3 -808.
"( b ) Degree of Risk.
"(1) The degree of risk assumed by
the contractor should influence the
amount of profit or fe e a contractor
is entitled to anticipate. For example,
whe re a port ion of t he r isk h as be en
shifted to the Government through
cost - reimbursement or price -redetermination provisions, unusual contingency provisions, or other risk reducing measures, the amount of
profit or fee should be less than
where the contractor assumes all risk.
"(2) Some cost-plus -a -fixed-fee
contracts and task orders for research
and development call for the delivery
of prototypes of other 'hardware'.
Other such contracts or task orders
require only that the contractor exert
his 'best efforts' to deliver the required end item. Frequently this is
beca use the con tractor is not will ing
I

Paragraph 3- 808.2.

EDWIN P. JAMES, Cedar Rapids Chapter, 1953, is Manager, Contract Analysis Department, Collins Radio Company, Cedar Rapids, Iowa. He has written and advised
extensively on defense contracts. Mr. lames is a graduate
of Drake University.
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to assume the additional burden of
incurring substantial cost over -runs
without additional fee in order to
complete performance. When the contract calls for delivery of developed
models in accordance with well -defined performance or design characteristics or a predetermined delivery
schedule, or both, in contrast to an
obligation only to exert his 'best
efforts' to develop and deliver such
models, payment of the fee should
be conditioned on performance in accordance with the contractor's obligation to de liver, an d in such cases the
contractor may be entitled to a larger
fee b oth beca use of t he r isk inhe rent
in his commitment and because of the
successful completion of the work
"( c) Nature of Work to Be Pe rformed. A major consideration in the
determination of the amount of profit
or fee, particularly in connection with
experimental, developmental, or research work, is the difficulty or comple xi ty of t he work to b e p er for me d
and any unus ual demands of the contract, such as whether the project involves a new approach unrelated to
existing equipment or only refinements on existing equipment, whether
the caliber or class of engineer involved is that of an 'idea -man,' or
whether the contractor is to be required by the contract to assign to
the work unusually skilled talent.
"( d ) Extent of Government Assistance. The Department of Defense encourages its contractors to perform
the ir cont ra ct s wit h the min imu m of
financial, facilities, or other assistance
from the Government. Where extraordinary financial, facilities, or other
assistance must be furnished to a contr actor b y th e Gover n me nt , s uch ex traordinary assistance should have a
modifying effect in determining what
constitutes a fair and reasonable profit
or fee.
N O Exte nt of the Con tra ctor 's Investment. The extent of a contractor's total investment (i.e., both
equity and borrowed capital) in the
performance of the contract will be
taken into consideration in determining th e amount of the fee or pr ofit.
"( f)
Character of Contractor's
Business. Recogniti on must be given
28

to the type of b usines s nor mally carried on by the contractor, the complexity of manu factur ing techniques,
th e r a te of ca p it a l t ur n ove r, an d t h e
effect of each individual procurement
upon such business. For example,
where a cont ractor is e ngage d in a n
industry where the turnover of working capital is low, generally the profit
objective on individual contracts is
higher than in those industries where
th e tu r nove r i s mor e r ap id .
"( g) Contractor's Performance. In
addition to the factors set forth in
3 -101, the contractor's past and present performa nce shou ld b e evalua ted
in such areas as quality of p rodu ct,
quality control, scrap and spoilage,
efficiency in cost control (including
need for and reasonableness of cost
incurred), meeting delivery schedules, timely compliance with contractual provisions, creative ability in
product development (giving consideration to commercial potential of
product), engineering (including inventive, design simplification, and development contributions), management of su bcontr act programs, management of government property, and
any unusual services furnished by
the contractor. Where a contractor
has consistently achieved excellent
results in the foregoing areas in comparison with other contractors in similar circumstances, such per formance
merits a proportionately greater opportunity for profit or fee. Conversely,
a poor record in this regard should
be reflected in determining what constitutes a fair and reasonable profit
or fee.
"( h ) Subcontracting.
"(1) In negotiating the profit or
fee, subcontracting as a factor shall be
segregated for separate evaluation,
particularly as it bears on the contractor's technical supervision and
management responsibility, financial
investment, and degree of risk, as
outlined above. The degree and nature of sub contr act p rogra ms va ry on
a broad spectrum. While it is not possible to define the exact profit or fee
tre at me nt to b e accor de d ea ch si tu ation, the general guidelines which follow shall be taken into consideration.
"( 2) The evaluation of a contracNAABULLETIN

tor's subcontracting program should
not consist merely of a pp l yi ng ar bi trary percentages of profit to subcontract prices in negotiating the
prime contract price. A relatively
large amount of subcontracting by itself ne ed not resul t in ne gotiat ion of
correspondingly lesser profit or fee
—the character and circumstances of
the subcontracting and the effect on
the prime contractor's cos ts mu st be
taken into account. Although purchased material and subcontracted
work are usually properly included
in the b as e up on whi ch p rofi t or fee
is computed, instances may arise in
which a significant portion or portion s of a con tra ct a re sub cont racted
in such a wa y t h a t on l y a mi n i mu m
amount of responsibility or risk remains with the prime contractor. In
such case, in order to prevent un reasonable pyramiding of profit or
fee, the amount of profit or fee attributable to the su bcont racted work
should be substantially less than
where the contractor uses his own
resources and re tains substantial responsibility or risk. Of primary importance is the degree to which the
subcontracting provides a better product and lower costs, wi th ti me l y de livery, and in which the contractor
assumes heavy ma nagerial an d t e ch nical effort, responsibility and risk.
Particular attention should be given
to the contractor's managerial and
technical effort, responsibility and
risk wit h re spe ct t o su bcontra cts under major weapon system contracts
where a substantial portion of total
contract cost is attributable to subcontracting of major components.
Consideration must be given to the
relationship which the prime contractor's estimated profit or fe e on subcontracted wor k b e ar s to hi s cos t of
placing and managing such subcontracted work.
"In this connection, it is the responsibility of the purchasing activity
to e xa mi ne t he con t ra ct or 's p as t an d
present effectiveness and plans for
seeking out qualified small business
and labor su rplu s ar ea conce rns, and
to re quire the contractor during negotiations to document his past, present, and planned performance in
these areas.
JANUARY1963

"( i ) Unrealistic Estimates. If r e cord s r eve al th at a con tra ctor's a ctu al
costs are consistently lower than his
estimated costs (indicating a practice
of excessive estimates), and if the
contractor refuses to provide what
seems to be a re asona ble e stima te of
costs, a l ower profit or fee should be
considered."
Paragraph (h) above covering profit
on subcontracting was amended by
Revision No. 11 to ASPR dated
September 30, 1962 due to recent congressional investigation s of pyramiding of profits on s ubcontracted work.
The new wording emphasizes that
profits for subcontracted work should
be separately evaluated and that
profit on subcontracted work should
be arrived at on the basis of the
prime contractor's managerial and
technical effort, responsibility, and
risk with respect to the subcontract.
It is anticipated that there will be
further revisions to the profit section of ASPR in the near future as
the Department of Defense is cu rrently makin g an intensi ve review of
the entire profit area. On e p l a n b e in g st ud ie d, k nown a s th e "weighted
guidelines" method, would provide a
varying range of profit on different
cost elements plus application of
over -all profit rates for contract risk,
contractor's performance, and other
selected factors. The purpose of the
new appr oach is to p rovi de a greater
range of profit by individual contract
while, at the same time, to improve
over -all defense contract profits.
In actual practice today, profit is
normally negotiated on an over -all
basis, with profit on cost- reimbursement contracts seldom exceeding 7
percent of cost and profit on fixed
price contracts usually in the approximate vicinity of 8 to 10 percent of
cost. (Incentive contracts may fluctuate considerably from these rates).
However, negotiated profit figures can
be ve ry mislea ding. Du e to the many
costs (interest expense, advertising,
donations, entertainment, bad debts,
a su bsta ntia l p orti on of r esea rch and
development expense, etc.) on a con tractor's books considered unallowabl e b y t he govern men t a nd due al so
to negotiating techniques employed
by the Government, there is consid29

erable shrinkage when comparing negotiated profits with true book profits.
Emph as is on In ce nt ive -Typ e
Con tr ac ts
Recently, the Department of Defense, in an effort to cut costs and improve the qu ality of wea pon systems,
has embarked on an intensive program to utilize incentive contracts on
a far broad er scale. The over -all intent of allowing a fair and reasonable
profit has not changed. However, by
providing the contractor with maximum incentives for superior performance through exploitation of the profit
motive, the Government hopes to better achieve its objective of reduced
over -all cost. This ne w p r ogr a m h a s
been endorsed by all echelons and all
services down t o t he l owes t p rocu rement level.
Since incentive contracts are the
rule of the day in defense procurement (unless a firm fixed -price or
cost - plus -fixed fee is more appropriat e), l et u s exa mine the two chief
types of incentive contracts —fixedprice incentive and cost- plus- incentive -fee.
Fixed -price incentive contracts are
utilized when use of the firm fixed price contract is inappropriate and
the supplies or services being procured are of such a nature that assumption of a degree of cost responsibility by the contractor is likely to
provide him with a positive profit
incentive for effective cost control

and contract performance. It may also
be appropriate to include additional
incentive provisions covering perfor man ce levels an d more ti mel y d elivery. (These provisions are more
commonly found in cost- plus - incentive -fee contracts.)
Under the normal fixed -price incent ive contr act re late d t o cost on ly,
target cost, target profit and target
selling price are negotiated at the
outset of the contract. If available
cost and pricing information is not
sufficient to permit the negotiation of
realistic firm targets at the outset, an
initial target may be set, followed by
a firm target at a later date. The
contractor submits his best estimate
of costs to be incurred under the contract. After a government audit, negotiations are held with the contracting
officer to determine the final targets,
including the in ce nt ive ra te of sh ar ing and a ceiling price. At completion
of the contract, the contractor submits his actual costs, which are again
subjecte d to a governme nt audi t, followed by negotiation of a final price.
Exhibit 1 illustra tes the effect of actual costs at, un d er an d over tar get.
If the contractor, at completion, is
substantially below target, he is often
faced with the charge th at t he original targets were set too high. The
government mu st p rove this contention which the contractor can rebut
by showing evidence that lower costs
were due to efficiency, cost control,
and the incentive to make more profit.
Until recently, fixed -price incentive

F I X E D - P R I C E - I N C E N TI V E C O N T R A C T

%

Fin al cos ts
over t arget

F i n a l s e ll i n g
p r i c e at ce ili n g

$1,000,000
100,000
1, 100,000
1, 2 10, 000
1,000,000

$1,000,000
100, 000
1, 100,000
1,210,000
900,000
100,000
80 - 20%
20,000
120,000
13%

$1,000,000
100,000
1, 100,000
1,210,000
1, 100,000
(100, 000)
80 - 2 0 %
(20 , 0 00)
80,000
7%

$1,000,000
100,000
1, 100,000
1, 210, 000
1,200,000
(200,000)
80 -20%c
(40 , 0 00)
10,000*
I%

-

Fin al co sts
un d e r t a rge t

80 - 20 01C
-

-

-

Ta rge t c o s t
10%
Ta r g e t p r o f i t
Ta r g e t s e l l in g p r i c e
110 0/c
C eilin g s ellin g p r ic e
Nego t ia t ed fin al c o s t
(Over ) /Und er t ar ge t co st
Rate of share
In cen t ive pro fit
To t a l p r o f it
of final cost
Pro fit

Fin al co sts
at target

100,000
10%

* R e d u c e d f r o m $ 6 0 , 0 0 0 p e r f o r m u l a t o $1 0, 0 00 d u e t o c e i l i n g l i m i t a t i o n
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contracts normally contained a profit
limitation ranging from 12 percent to
15 percent of final negotiated cost.
Today, however, the Department of
Defense has removed all profit limitations in an effort to give the contractor full incentive to cut costs.
Cost -plus- incentive -fee con t r a ct s
are relatively new in defense procurement but are receiving rapidly
increasing emphasis. The cost-plus fixed -fee contract is to be utilized less
in the future, with its use limited
chiefly to research and study type
procurement. The cost- plus- incentivefee contract is suitable for use primarily for development and test when
a ta rget a nd fee a dj us tmen t formul a
can be negotiated which is lik ely to
provide the contractor with a positive
profit incentive for effective management. Performance incentives are
particularly encouraged in this tylls
of procurement. Such performance
incentives may cover de livery or test
schedules, quality controls, specifications, maintenance requirements, reliability standards, and over -all performance of the end item (range,
speed, thrust, maneuverability, economy, etc.). It is obvious from the
above that an incentive formula involving both cost and performance
can make a cost -plus- incentive -fee
contract quite complicated and controversial. Although the cost incentive

may be clear enough at completlu..,
performance incentives (also affecting fee) are sub ject to ju dgme nt and
varying interpretations from both
sides of the fence.
Initial negotiations must be held
on a cost -plus- incentive -fee contract
to establish target cost, target fee,
maximum fee, minimum fee, and
weights to be given to performance,
delivery and cost control incentives.
At completion, final negotiations are
requ ired to comp are actu al cost with
targe t an d to arri ve a t a final sel ling
price appropriately adjusted for the
various incentive provisions. Government aud itor s pl ay a n import ant role
in determining costs and incentive fee
related to such costs. Performance
and delivery incentives, however, require technical evaluations on both
Sides. Exhibit 2 illustrates how a target may be established on a cost plus- incentive -fee contract and the
effect of final negotiation of the various incentive elements involved.
Identical incentive gain and loss figur es h ave be en us ed i n t he e x ampl e
to show the comparative impact on
fee and selling price. The incentive
factors us ed for s uch a cont r act wil l
vary greatly, depending upon the
nature of th e p rocu remen t, th e con tractor involved and the viewpoint
of the government team conducting
negotiations.

C OST - P LUS - INC E NTIVE - F E E C O N T R A C T

Ta r g e t

1/6
1/3

%

Fee

of co st

1/4
1/4
1/2

$

Wt .

Co st contro l
Delivery
Per f o r manc e;
End item
Components
To tal per fo rm ance
To t a l i nc e nt i v e fee

+

In ce nt i v e F a c t o r s

To t a l co s t
To t a l fe e
To t a l sel l i ng pr i c e

$1 0 0 ,0 0 0 ,0 0 0
7,000,000
14, 000, 000
-0-

7%
14%
0

T
T
T
T

Final
incentive loss

$ 90,000,000
7,000,000

$1 1 0 ,0 0 0 ,0 0 0
7,000,000

1,166,667

— Z; 3 T T . =

116,667

X 3 3 3 -333

(116,667)

— jT7TT, M

1,750,000
1,750,000

1,000,000
75 0 ,0 0 0

(1 ,0 0 0,0 00 )
(750 , 0 00)

3, 5 6 50 0 6
T —T T U 660

T T Z 6 d 660

_T 75 666)
T-TT. mT.n z)

+

Targ et c o st
Targe t fee
M a x i m i m fee
M i n i m u m fee

Final
inc e nt i ve ga i n

$1 0 0 ,0 0 0 ,0 0 0
7,000,000

V 0

M -nT
I

7%

90,000,000
10,200,000

TrM

UT._M
11.33%

$1 1 0 ,0 0 0 ,0 0 0
3,800,000

$Tr3Bb0 666
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Ter m i nat i on Today
A discussion of profit on defense
contracts would not be complete
without reference to the special rules
which govern profit in event of t e r mination of a contract for convenience of th e gover nmen t, s ince every
defense contract is subject to such a
possibility. The ASPR lists the following profit factors to be considered
under terminations for the convenience of the government?
"(i ) Ex te nt and difficulty of the
wor k done b y th e cont ra ct or a s compared with the total work required
by the contract; engineering estimates
of the percentage of completion ordinarily should not be required, but
if available should be considered;
"(ii) Engineering work, production
scheduling, planning, technical study
and supervision, and oth er necess ary
services;
" ( i i i ) E f fi c i e n c y

of

the

con tr acto r,

wit h par ti cul ar re ga rd to (a) attainment of qu anti ty and quality producti on , ( b ) r e d u c t i o n of co sts, a n d (c )
e c o n o m y i n t h e u se of m a t e r i a l s, f a ci li ti es, a n d m a n p o w e r ;
" ( i v ) A m o u n t a n d so u r c e of c a p i ta l e m p l o y e d , a n d e x t e n t of r i sk a s -

sumed;
"( v) Inven ti ve and developmental
contributions, and cooperation with
the Government and other contract o r s i n s u p p l y i n g t e c h n i c a l a ssi st a n c e ;
"(vi ) Ch ara cter of the bu siness, incl u d in g t he so u r ce an d n at u r e o f ma t e r i a l s a n d t h e c o m p l e x i t y of m a n u fa c t u r i n g t e c h n i q u e s ;
" ( v i i ) T h e r a t e of pr o fi t wh i c h t h e
contractor would have earned had
th e co n t ra ct b een co mp l et ed ;
" ( v i i i ) C h a r a c t e r , e x t e n t , a n d diffic u l t y of su b c o n t r a c t i n g , i n c l u d i n g
se l e c t i o n , p l a c e m e n t , a n d m a n a g e m e n t of su b c o n t r a c t s , s e t t l e m e n t of
t e r m i n a t e d su b c o n t r a c t s, a n d e n g i neer i ng ,
t e c h n i c a l a ssi st a n c e , a n d
other services rendered but the profit
sh a l l n o t b e m e a s u r e d b y t h e a m o u n t
of t h e c o n t r a c t o r ' s p a y m e n t s to s u b c o n t r a c t o r s fo r s e t t l e m e n t of t h e i r
termina tion cla ims; a nd
"(ix) The rate of profit both parties
con t e mpl a t ed a t t he t i me the cont r a ct
7
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was negotiated."
It will b e n ot e d t h a t ma n y of the
termination p rofit factors are similar
to those listed previously covering
profit factors used in initial and final
negotiation of a defense contract.
However, some of the factors are
peculiar to a termination. In addition
to these profit factors, several other
profit rules apply to a termination,
which will be discussed briefly.
1. An t i c i p a t o r y pr o fi t s a n d c o n s e q u e n t i a l d a m a g e s sh a l l n o t b e a l l o w e d . I n o t h e r wo r d s , if a c o n t r a c t
is t e r m i n a t e d a t 50 p e r c e n t of c o m pletion, a contractor may not recover
the entire profit he had contemplated
at the outset, but only that profit rel a t e d to p r e p a r a t i o n s m a d e a n d w o r k
d o n e fo r t h e t e r m i n a t e d p o r t i o n .
2. N o pr o fi t m a y b e a l l o we d o n
s e t t l e m e n t e x p e n s e s ( c o st s n e c e s s a r y
fQ segregating inventory, preparing
c� !'aim, t e r m i n a t i o n a n d s e t t l e m e n t of
su b c o n t r a c t s, st o r a g e , d i sp o si t i o n of
p r o p e r t y , e t c . ) . I n d u s t r y c o n si d e r s
this a n u nfa ir provision, as settlement
e x p e n s e is n o w i n c l u d e d i n A S P R
S e c t i o n X V a s a n a l l o w a b l e co st , a n d
profit is per mitted on a ll other a llow-

X

able costs.
3. Although factor (viii) above indicat es t hat profit s houl d be all owed
for subcontracting effort, the fact that
it cann ot b e measu red by the amount
of subcontractors' claims us ua ll y re su lt s i n i t s b ei n g eli min a ted i n p r actice. F o r e x a m p l e , a p r i m e c o n t r a c t o r

with termination costs of $10,000 in
his own plant and subcontractor
claims of $100,000 normally obtains
profit related only to the $10,000 and
none related to subcontracting effort;
yet, had the contract been completed
he would have obtained a reasonable
amount of profit on all subcontracting
effort.
4. In event of failure of the contractor an d t he con tractin g offi cer to
agree on a termination settlement,
the contracting officer may effect a
settlement by determination which
automatically invokes th e pr ofit for mula. Under this formula, the following profit rates are mandatory: 2% of
material, 8 % of o t h e r c o st s w i t h a
6 % of to t a l c o st ov e r -a l l l i m i t a t i o n .
T e r m i n a t i o n is t h e o n l y p r o c u r e m e n t
action to be penalized by such a for-
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mula. It originated at the close of
World War II as a tool to expedite
settlements of the huge number of
termination claims resulting from
cessation of hostilities. Although not
utilized very often in final settlement
of termination claims today, it is used
a s a cl u b ove r t h e h e a d of t h e con tractor to force him to concede in
various cost areas.
5. If it appears the contractor would
have suffered a loss had the entire
contract been completed, an adjustment shall be made to delete profit
and reflect an appropriate rate of loss
in the final termination claim settlement. Th e th eory is sound enough—
why should a contractor obtain profit
on a termination when he would
have suffered a loss at contra ct completion. However, the burden of proof
is on the Government to establish
through estimates to complete that
the contractor would, in fact, have
suffered a loss if th e entire contract
had been completed.
6. Un d e r a cost - reimbursement
cost -plus- fixed -fee type contract, final
fee is determined on a percent of
completion basis. In other words, if
the original fix ed fee in t he contr act
were $100,000 and the percent of
completion at time of termination
were establis hed as 60 pe rcent, a reduction of $40,000 would be made in
the fee, leaving a recovery of $60,000.
In determining the percent of completion, the ratio of costs incurred to
the total estimated cost of performing the contr act is onl y one factor to
be considered. Other factors include
extent and difficulty of work done by
the contr act or in ar eas su ch as pla nning, technical study, engineering,
subcontracting, etc. Thus, the percentage of completion may be more
or less than that indicated by the
ratio of costs incurred.
At present, Section VIII of ASPR is
silent on the profit treatment to be accorded the newly favored fixed -price
incentive and cost -plus- incentive -fee
contracts. It is assumed that incentive
profit will be effective on such terminations, based on the incentive formula in the particular contract involved, as applied to cost and
pe r for ma n ce up to th e effective date
of termination. This could conceivJANUARY 1963

ably lead to problems, particularly in
the cost -plus- incentive -fee contract
area.
Rene got iati on —and In cent ive Type Con tr ac ts
Profit on defense contracts can
hardly be discussed without mentioning the impact of renegotiation. The
Renegotiation Board was established
to review, on a yearly basis, contractors' over -all profit on defense work.
The object of the Renegotiation Act
(established in 1951, currently extended to 1964) is to eliminate excessive profits by contractors and subcontractors in connection with the
national defense program. It covers
contracts with the Atomic Energy
Commission, National Aeronautics
and Space Administration, General
Services Administration, as well as
all agencies of the Department of
Defense.
In the past, industry has strenuously objected to Renegotiation Board
determinations of a portion of the
profits earned under incentive contracts as excessive. By su ch action it
appears that, with one hand, the government encourages cost reduction
and high performance resulting in
incentive profits to industry but, with
the oth er han d, it takes them away,
giving the word, incentive, a rather
hollow meaning. The big question
today, with the emphasis on more incentive contracts, is: what action will
the Renegotiation Board tak e on incentive profits in this and future
years?
Industry highly favors elimination
of incentive contracts from Renegotiation Board review. Under present
regulations, the board is r eq ui re d to
include them along with all other
contracts in determining reasonableness of costs and profits. The board is
part icu larl y conce rne d wi th the possibility that incentive profits may result from targets being set too high
rather than from good contractor
performance. However, with the
highly trained teams of negotiating,
audit and technical procurement people now operating in all agencies
whose contracts are su bj e ct to r e ne gotiation, and with the General Ac33

counting Office, ever watchful, the
possibility of targets being set too
high (based on facts known at the
time of target negotiations) is becoming more and more remote.
It is hoped that the Renegotiation
Board will work hand in h a n d wi t h
the defe nse age ncies a nd not attempt
to re captu re in cent ive p rofit s via the
renegotiation device just because they
are high but, rather, recognize that
they are based on quality of performance of the product, timeliness of
delivery, and effectiveness of cost
controls. It would be basically unfair
for one b ra nch of th e Gover nmen t to
reward a contractor for risk - taking,
efficiency and ingenuity, only to have
another branch of the Government
penalize a contractor for the same
factors. Also, let us not forget that
incentive contracts can result in a loss
of profit as well a s a gai n, wit h such

Year

$29,800
28,500
27,100
27,500
28,900
25,000

6.3%
5.7%
4.8%
4.0%
4.0%
3.6%
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%

Profit
of sales

In a business as big as defense contracting —the largest in the world —
there is bound to be an occasional
case in which exorbitant profits have
been realized. However, basically
business men seek only to make a fair
and reasonable profit. The above statistics seem adequate as proof that
business is not getting rich on defense
contracts.
What can we do about t he prob lem
of D e f e n s e .

Decr eas ing P r ofi t P erc ent age
Profit on defense contracts is a vital
subject to all contractors and subcontractors, large and small, scattered
throughout the country. These businessmen, devoted in th e i r l oya l t y t o
the principles of freedom and determined that our way of life will
sur vi ve , a re e age r to pr od uce for t he
Government the complicated planes,
missiles and weapons that will keep
us ahead of the Communist countries
in the space age. They are not asking
for exorbitant profits but only for the
fair and reasonable profits required
to stay in business. The following
table,' with. profit as a percent of sales
before renegotiation and taxes, illustrates that profits on defense work
have been steadily declining:

`Renegotiable
sales

1956
1957
1958
1959
1960
1961
' Millions of dollars

9 Department

loss possibly caused by t argets negotiated too low.

of profit on defense contracts? The
Government must reward business
and keep alive the profit motive in
orde r to obt ain the equi pmen t ne cessary for survival in the cold war.
Business, on the other hand, must not
expect exorbitant profits and must coop er at e i n ever y way t o s ee t h at fai r
and reasonable prices are negotiated
on defense contracts. With this in
mind, business and Government can
ma rch forwar d t oge th e r a s a t ea m t o
a bright and fruitful future.
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Plan Better for Electronic Data Processing
B y B . B RUCE J O P LI N
United States Naval Supply
Center recently pulled out its
electronic computer after paying over
$1,000,000 in rent plus installation and
programming costs. The reasons given
were: (1) installation costs were
higher than expected; (2) peripheral
equipment cost more than anticipated; (3) equipment complexity
caused frequent and expensive breakdowns; and (4) the computer just was
not doing the job for which it was
purchased. Disillusionment with electronic data processing is not limited
to this instance, a lthough few executives have the courage to admit, by
the act of s crappi ng computer equipment, that they have made a poor
decision. Despite this reluctance to
acknowledge mistakes, current literature is replete with examples of i n stances in which computers are not
paying out as anticipated.
The purpose of this article is to
explore the possible reasons why
many data processing installations
prove to be un sat isfact or y b oth fr om
a cost and ut ility s tandpoint. Fi rst, a
brie f l ook at se lli ng "cli mat e" in the
computer indu stry will be taken, followed by identification of the chief
reasons why business and Government units purchase computers and
by reminder of the cost factors involved in acquiring a computer. In
the remainder of the article, nine
points to watch in converting to a
comput er ar e d ea lt wit h.

O
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Aggressive Selling vs. Objective
View of Benefits
Electronic computers ar e a p a r t of
the second industrial revolution of
automation sweeping the United
States and Wes ter n E urope tod ay. In
1961 the market for automation
equipment was 6.8 billion dollars.
Electronic computers discussed in
this article amount to less than 10
percent of the total automation
market, but the demand for these
machines is expected to reach two
billion dollars annually by 1965. This
rapid increase in demand has not
been without problems. A principal
one is a complaint by purchasers
against overselling by computer
manufacturers. The structure of the
industry is possibly responsible for
this. The computer industry is in
man y ways a n oli gop ol y which ten ds
to promote nonprice competition. The
companies are prone to forego price
manipulation in favor of aggressive
personal selling and peripheral aids
to customers, such as program libraries. Well- organized sales organizations in competition with each other
frequently over - represent their product. Ordinarily, industrial buyers are
well- informed, but the compu ter i ndu st ry i s so you ng t ha t th er e ar e not
sufficient proven criteria for evaluating ma nufacturer s' cl aims. Most persons qualified to evaluate computers
on t h ei r me ri ts ar e i n t he emp loy of
on e or t h e ot h e r o f t h e ma n u fa ct u r ers. Independent consultants on computers are just emerging.
Any company whose executives are
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thinking of applying electronic data
processing to its record- keeping
function should clearly define and
segregate the benefits sough t in such
an application. Many organizations
proceed blithely ahead, assuming that
all goods things come to those who
adopt electronic data processing. Such
is not the case. Planning is needed.
In planning, the first step is to segregate the benefits into two broad categories: (1) Reduction of clerical or
other costs and (2) impr ove ment in
the level of service. The first category
is self - explanatory but the second requires some analysis. Improving the
level of service by the use of electronic data processing usually means
one or more of th e foll owin g:
1. Development of significant management control information
th at wou ld be too cos t ly or impractical to obtain under conventional methods.
2. Introduction of operations research and other scientific management techniques that might
produce a variety of significant
benefits.
3. Promp t access to d ata p rese ntly
being supplied by the conventi on al s ys te m bu t at s uch a la te
date as to render the information useless for operating decisions.
Each of the items listed has one
characteristic in common. It is a qualitative consideration, as opposed to
the quantitative nature of reducing
clerical costs. Natura lly, i t is e asy to
make a decision to adopt electronic
data process ing if it can be s hown to
reduce costs. The real test is whether
or not electronic data processing will
be a pp rove d on t he ba si s of i ncre as ing the level of service at an over -all
additional cost. Where benefits are
only qualitative, they must be
matched against their cost if an intelligent decision is to be made.
F requen t Negl ect of
Signif icant Costs
Thus, after the objectives have been
establis hed by the company, t he next
step is to make a study of the cost
of achieving t hem. Such a seemingly
36

simple and elementary concept has
been known to be forgotten in the
rush. The writer's experience bears
this out. Even if cost studies are made,
carrying some computations into
great detail„ other obvious cost factors are neglected. The following is
a list of major cost factors in any
application of electronic data processing:
1. Cost of the computer. A rent -orpurchase decision can be ve ry
important here. The Univac Larc
rents for $135,000 per month
while a Burrough's E -101 rents
for $875. Obviously, there is
quite a difference in capacity of
thes e two compu ters to perform
data - processing jobs.
2. Cost of peripheral equipment.
Prices q uoted ar e freque ntly for
basic equipment only. Additional
units to perform the needed task
may equal 50 percent of the cost
of the computer itself.
3. Maintena nce cost . For a fee, all
manufacturers will service the
equipment, regardless of whether
the computer is purchased or
re n t ed . Th e comp an y ma y wa n t
to do its own maintenance.
4. Cost of programming and debugging. Programs contain several thousand steps each and,
in some cases, are said to cost
up to t wo d ol la rs p er s te p.
5. Cost of operating parallel system. The electronic data processing system and the ol d con ventional sys t e m mu s t b e op e r ated side by side for a certain
period of time. This means a
duplication of costs.
Most studies that are made include
the first thr ee items but omit Items 4
and 5. These last two factors represent significant costs which could possibly equal the cost of t h e compu te r
proper . As t o the first , tra ining one's
own programmers is a costly and
time - consuming project but, nevertheless, necessary in most instances.
In some industries, such as insurance,
computer manufacturers ma y be of
great assistance in programming, by
allowing the pu rcha se r t o us e a s pe cialized program library. As to the
NAABULLETIN

second, the most neglected cost is
that of operating a parallel system
while the computer is being tested.
If t he p er iod is a s l on g a s one ye ar ,
this cost can be considerable. For any
organization which is on an inflexible
budget, such as a governmental
agency, the failure to provide for the
additional funds may prove to be
most embarrassing. Invariably, the
conversion to electronic data processing is assumed to be instantaneous;
actually a transition period is always
needed.
El e me n t s of P l an n in g for EDP
Planning for the conversion to electronic data processing requires the aid,
assistance, and cooperation of the entire organization. This conversion is
pe rh ap s t he most i mp ort an t a nd d ifficult problem that many accountants,
systems personnel, and administrators will ever face. Errors in judgment are bound to occur because of
lack of experience and knowledge.
For this reason, it is mos t i mporta nt
that conversion be approached in a
deliberate, cautious manner. Numerous factors must be considered; the
neglect of any one will often cause
untold difficulties to the company involved. Some of these factors are
listed below. They are not original
wi t h t h e wr i t e r b u t a r e fou nd i n a l most any current publication on electronic data processing:
1. Fixing of responsibility for conversion.
2. Providing for adequate lead
time.
3. Allowing for a parallel operation.
4. Recruiting competent personnel.
5. Phasing the changeover.
6. Integrating the system.
7. Organizing the electronic data
processing unit.
8. Designing input format and controls.
9. Designing output format.
Resp ons ibi lit y, Lead Ti me,
Parallel Operation
A crucial aspect of planning for
electronic data processing is that of
JANUARY 1963

fixing responsibility. This is not easy,
because trained personnel are seldom
available and only by pooling the
knowledge and ability of a variety of
persons can a successful conversion
be made. Therefore, the responsibility
is usually placed in a committee, with
the attendant diffusion of this responsibility. There are two elements to
the remedy. The responsibility and
auth orit y de lega ted to t he commi ttee
mus t b e clea rly set forth in writing.
The committee must, in turn, delegate
responsibility for certain phases of
the project, such as flow charting and
input design.
Target d ates must be set for each
of these phases. A very important responsibility of the committee is to
keep management informed on the
progress of the work and to secure
appropriate approvals. Management
must realize that members of the
committee cannot hold down their
regular jobs and plan for electronic
data processing on coffee breaks.
Sufficient time must be allowed for
this work.
Lead time refers to the length of
time from the decis ion to adopt electron ic d ata process ing to the date of
actual conversion. Un d e r n o ci r cu mstances sh ould this time be less than
one year. Eighteen months is a frequently recommended figure. The
writer knows of one case in which
only six months were allowed. Twelve
months after "conversion," the last
computer program was completed.
Th e compa ny ha d n o cu rr e nt op er at in g d a t a for one wh ol e ye a r . During
th e le a d ti me , t he comp ut er mu st b e
prepared for accepting the data and
the accounting and reporting units
mus t b e pre pa red t o s upp ly th e dat a.
All the items discussed before are
accomplished during the lead time,
except the parallel operation.
There is a tendency to combine
some aspects of the conventional (parallel) system with the new system,
thus produci ng a hyb rid oper ation as
opposed to two distinct systems, one
checking on the other. Even though
costs are higher, the two systems
must be maintained independently of
each other. Otherwise, a breakdown
in one system will halt th e enti re information supply function.
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Rec rui ti ng P er sonne l;
th e P h a s i ng F a ll a c y
The selection of personnel is particularly difficult. There are not many
computer - knowledgable
individuals
looking for jobs. Usually the company must train its own personnel,
which is a lengthy process. Present
employees of the company may be
sele cti ng for trai nin g on th e ba sis of
interest and aptitude. Because these
emp l oye e s ma y b e fr om an y d ep a r t ment in the company, many do not
have accounting or systems backgrounds. Not too many have scientific
or mathematical experience either.
Most computer manufacturers offer
training courses and other assistance
to the customer's designated employees. Even so, electronic data process ing pe rs onn el ne ver se em to me et
the hoped -for standards of pe r for mance and knowledge.
Phasing, as t he term is used here,
is t he d ecis ion as to what part of the
existing system is to be converted
first. This is entirely a wrong approach. The e xisting syst em is rarely
the best for use in computers, because it was designed basically for
people, whereas computers have
vastly different characteristics than
do humans.
Th e S ys t e m a n d t h e O r g a n i za t i on
Many writers and knowledgable
computer experts have stressed the
need for int egra tion of all phases of
electronic data processing to obtain
the most economical and efficient use
of it. In pra ctice, this goal is. seldom
if ever achieved because integration
requires cutting across traditional
lines of authority and responsibility.
Systems personnel have long sought
to departmentalize various functions,
such as purchasing, accounting, shipping, and production, for the purpose
of efficiency via specialization and for
control via separation of duties. The
computer has the capacity to both
specialize and generalize. It is not
limited by the same factors as humans are as to capacity or honesty,
and, it can handle simultaneously
many separate functions such as in ventory control, purchasing, and accounts payable.
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Few companies tak e full advantage
of the computer's capabilities. In
most installations, the existing systems are converted to the computer
on a department -by- department basis.
This is much like not letting your
right h an d k now wh at th e le ft on e is
doing —and then finding that they
bot h ar e doin g mu ch t he s ame th in g.
Failure to :integrate electronic data
processing can often be laid to staid,
fogbound thin king on the part of systems personnel and accountants. But,
after all, it is a new field, and old
things pass away slowly.
Electronic data processing brings
into being an entirely new organizational unit —one with scope, power,
and authority unparalleled in business data - processing history. Careful
attention to controls with in t his unit
is a must. To provide an organizati on t ha t p r omote s te a mwork ye t i n cludes adequate controls is not always an e as y t as k. T h ou gh t h is a re a
has not, to my knowledge, been thoroughly explored in any publication,
there are some fairly well - established
rules of organizing an electronic data processing department. The department, headed by a manager, is divided into four sections as follows:
1. Hardware section —The computer
and comp ut er operators ar e i n cluded in this section.
2. Progra mming and systems section. (Sometimes the systems
unit is outside the electronic
data processing department.)
3. Control section, responsible for
all data coming into the dep artment and for scheduling and
controlling computer time.
4. Program and tape library, responsible for inventory control
over these important adjuncts.
The fai lu re to re cogni ze an d sep arate these functions in a data -processing department will lead to inefficient operations and loss of control
over assets.
Input and Output
It ha s bee n th e wri te r's e xp eri en ce
that failure to proper ly de sign input
documents and to provide for adequate controls over input into the
NAABULLETIN

system has resulted in more difficul- must be defined early so that the systies than any other single factor in tem can be designed to achieve its
the planning for electronic data proc- propose. Management must decide
essing. Manufacturers' literature is what it wants. This is not so easy bereplete with warnings about being caus e manageme nt ofte n cannot conlax i n thi s are a. F reque ntly, the per- ceive of th e ma ny and vari ed reports
sonnel involved are not accustomed that can be produced on the comto the handling of mass data. They puter. Information is now available
seldom realize how unprecise ordi- that was not dreamed of before the
nary accounting procedures are and computer. Because of the volume of
how much the judgment of humans data that a typical electronic data
enters into even routine tasks. The processing installation can produce,
computer does not exercise this judg- re p or t s mus t b e p r e pa r ed on th e e x ment; it acce pts everythin g it sees at ception method to ease the burden of
busy executives.
face value. The cl erk ma y k now th at
a code of, for example, eight nu mS u mma r y; T h e I mp or t a n c e
bers fol lowe d b y a lett er is t he s ame
account as if there were no letter of Planning
there. The computer does not know
This article has briefly surveyed
this and, unless programmed to do
otherwise, it rejects the entry. An the problems involved in adapting
electronic computers to the processout -of- balance situation results.
The number of basic input docu- ing of business or financial data. Dements should be h e l d t o a mi n i mu m fining the expected benefits, comparand should be as standardized as pos- ing the benefits with the cost of
sible. They should be pre- numbered achievement and plan ning for act ual
and accounted for by the control conversion have been touched upon.
unit. Input documents must be A d ep th st ud y could b e ma de on a ny
batched and footed separately from one of these subjects, e.g. the organithe computer listing to which the zational implications of converting to
hand footing is compared. Correc- electronic data processing. The basic
tions, which will be numerous, must pri ncipl e to ke ep in mi nd wh en conbe recorded and re -run through the templating this change is that it recomputer after proper approval. lates to a la rge, complex , and changExtra effort to correctly capture input ing field. One should always employ
the best problem - solving techniques
is well worth applying.
Output documents (reports) are when approaching electronic data
the reasons why any system is es- processing. Planning pays handtablished. What is to be accomplished somely.

Organizing EDP for Internal Control
B y W e s l e y A. Lu e t h *
attention must be paid
to organization in an audit assignment involving an electronic data
processing installation. The auditor
should be concerned with the organization of the electronic data process-
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ing section just as he is concerned
with the organizati on of the accounting section. As there are certain duties
• C P A , A u d i t M a n a ge r , off i ce of
Au di to r Ge ne ra l, St at e o f C a li f or n ia .
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which are incompatible under a manual system of accounting, there also
are certain duties in an electronic
data processing section which must
not be the sole responsibility of a n y
one individual or group. Typically, an
electronic data processing section is
organized with a data processing
manager heading four broad work
units. These units are:
1. Control unit.
2. Computer center where the
hardware is located.
3. Systems development and programmin g unit.
4. Program and tape library.
Regardless of where these four
work units are p la ce d in the formal
organization, their duties and responsibilities must be well defined. Under
the typical organization setup, the
con trol uni t h as the responsibility of
controlling the whole section. A more
satisfactory organizational plan would
pla ce the contr ol un it apa rt from t he
operating sections. Also, some companies have the systems development
and the programming unit reporting
to an over -all systems and procedures
section which is separate and distinct
from the electronic data processing
section.
From the auditor's viewpoint, the
organization and fu nction of the control unit is of paramount importance.
It is the responsibility of this unit
to receive, accumulate, control, and
expedite all data pass ing into or out
of the electronic data processing section. The control uni t compares previously determined control totals with
the results of computer runs. All
errors discovered subsequent to entering data into the computer are
logged, corrected, and au thorized for
re- processing by the control unit.
This unit accounts for pre- numbered
input documents and follows up on
missing items. It controls the nu mber, d ue da te, an d dis tribut ion of report s pr ep ar ed b y th e comp ut er cen ter. The concentration of authority
over data processing in the control
unit requires that the auditor pay
particular attention to the operations
of this unit. Persons not employed in
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the control unit should not ha ve access to it. The activities of th e con trol unit roust be prescribed in a
manua l an d reviewe d pe riodi call y by
someone outside the unit.
The computer center should run
data using only approved programs.
Employees of the computer center,
i.e., the operators, should not have
acces s to da ta in t he cont rol u ni t.
Employe es of t he sys tems de velopme nt a nd pr ogra mmi ng u ni t or ot he r
persons with a knowledge of computer programs should not be allowed
free and ind iscriminate a ccess to the
computer center. Individual computers or the computer cen te r room
shou ld be lock ed whe n not i n u se.
Th e p r ogr a m a n d t a pe l ib r ar y un i t
should be responsible for all completed computer programs and for all
magnetic tape reels. Persons employed in other work units should
not have access to magnetic tape
reels, except on a sign -in, sign -out
basis. Approved copies of computer
programs and certain supporting
documents should be held in the libra ry a nd is su ed only on wr itt en a uthorization of the data processing
manager.
By exercise of these precautions,
the possibility of computer manipulation is decreased. However, in cases
where sound organizational principles
ha ve n ot b e e n a d h e r e d t o i n t h e d e sign of electronic data processing
units, an d wh er e t h er e is ob s er ved a
loose arrangement regarding program
development and the movement of
data and personnel between the various work un its , the au di tor ha s a r esponsibility to impress upon management the desirability of strong, well defined organization lines. The transition to a more rigid organizational
plan is often difficult to achieve.
The auditor will continue to find
himself in an ever - changing situation
as machine programs are rewritten
and refined, as additional operations
are converted and fitted into the electronic data processing system, as
changes in organization take place,
and as new equ ipment is introduced
by the manufacturers. He will have
to exercise his ingenuity and adapt
himself to these changes.
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Opportunities in Depreciation
under Revenue Procedure 62 -21
By Et tore Barbatell i
Treas ury Depar tment DeT
preciation Guidelines and Rules —
Revenue Procedure No. 62-21—appear
HE

xEw

to be a sincere and constructive effort
on the part of the Government to correct some of the inadequacies and inconsistencies that have been introduced into depreciation practices for
Federal income tax purposes. Hence,
a li tt le r evie w is i n or de r be fore t he
guidelines, themselves, are discussed.

T.D. 4422, Bulletin F , 1954 Code
The last truly significant change in
this importan t area of ta x accounting
came in 19 34 wh en th e Tre asury Department issued its Bulletin No. 4422.
Under it, the burde n of proof for depreciation charges for each tax period
and cumulatively were, in effect, laid
on the taxpayer. From this shift in
responsibility for proof came much
of the philosophy now practiced by
the Governme nt relative to depreciation accountin g revie w and e xamination of its engineering basis. In brief,
T.D. 4422 closed the door on relaxed
or flexible depreciation policies previously employed by industry, and the
1942 revision of Bulletin F snapped
the lock. Although stated to be a
guide only for the establishment of
depreciable lives for fixed assets,
Bull eti n F became widely used as a
standard against which the Government compar ed rate s a ssigned to operating facilities by industry.

As must be expected with any practice or s et of st andar ds t hat does not
keep pace with changing times, the
lock to which Bulletin F has been
likened, slowly rusted. Progressive
companies, aware of changing technology and inherent obsolescense, began shortening life expectancies in
accordance with operating experience
and prevailing economic conditions,
increasing disparities between book
depreciation and that allowable for
tax purposes. Although emergency
amortization of production facilities
gave a me asure of tax r elie f to many
manufacturers of products necessary
to ou r wa r e ffor t d ur i ng Wor ld Wa r
II and the Korean hostilities, this relief was temporary. Its peace -time
counterpart, amortization of defense
facilities, became a watered -down
version of its war -time cousin. For
most practical purposes, it has passed
from the scene.
Clamor for depreciation allowances
more compatible with the needs of
industry to replace existing facilities
led to the introduction in the 1954 revision of the Inte rnal Reve nue Code,
of provisions permitting accelerated
methods of depreciation — double -declining balance and sum -of- the - years'
di gi ts . Wh il e a la r ge n umbe r of t ax payers took advant age of th is opp ortunity to recover plant investment
more quickly than previously allowed,
the fa ct tha t equi pment obsole scence
and changing economic conditions still
were not being adequately considered
in life assignments caused a continua-
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tion of concern for the need for additional depreciation reform.

Broad Outlines of R.P. 62 -21
The initial effort towards this reform is the Treasury Department's
administrative policy change which
resulted in issuance of the Revenue
Procedure 62 -21. This first significant
change in the allowable depreciable
property used in a t ra d e or business
has been long awaited and is now receiving careful and deliberate study
by industry and its consultants. The
sta te d pu rp os e of t he n ew procedure
is to recognize the economic and technological developments that have
occurred in recent years and to encourage industry to adopt a more
progressive practice in the replacement of existing production facilities.
The new procedure announces revised useful lives of assets for tax
purposes, but it is not intended to
change the basic principles under the
law and the regulations for determining the eligi bility for an d the mathematical methods of computing the
amount of the depreciation deduction.
Instead of setting forth useful lives
for tax purposes on an individual item
basis as in Bulletin F, the n ew procedure se ts useful lives in broad i ndustry -wide classifications on some
undefined "mix " of assets. While
Bulletin F listed some 5,000 types of
assets, Revenue Procedure 62 -21 has
only about 75 broad classes of assets,
each of which is assigned a guideline
life for tax p urp ose s. Un der th e n ew
procedures most companies could
have only four to six asset groupings,
which probably will be the same as
are now being used for financial purposes, even though depreciation is
computed on a unit basis or group
basis and totalled for the entire accounts.
At first glance, it would appear that
the new industry group lives are
sh ort e r t ha n th ose in Bu l l et i n F a n d
many agreements with the Internal
Revenue Service which are now in
effect. Part of the reduction in useful
lives appears t o b e t h e r e s u l t of t h e
Internal Revenue Service recognition
of functional obsolescence in certain
cases. Before accepting this procedural
change as a benefit, however, it is
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necessary for any company to carefully examine its present depreciation
poli ci es a nd t es t pa st a nd fut ur e de ductions a gainst the objective standard set forth in Revenue Procedure
62 -21 —the reserve -ratio test. If, after
making this analysis, the company
finds that it would not actually benefit by changing, it may continue to
take deductions under existing procedure s and demonstra te th e val idity
of t he r at es b y th e fa ct s an d ci rcumstances.
It sh ou ld b e n ote d th a t , i n t h e a p plication of the guideline lives, there
is a shift in emphasis from unit or
multiple -asset accounting to group
accounting on an average- service -life
basis. However, Revenue Procedure
62 -21 does not require any shift in
accounting methods for application of
the guidelines to the taxpayer's property. If the company has the information available, it may group assets,
using the unit lives to get a resul t in
terms of a wei ght e d a ve r age l i fe for
the group. This life may be no less
than the guideline life for the pu rpose of determining the depreciation
deduction. If t he comp any has an unusual asset mix, i t ma y demonstrate
that the unit rates being used are
appropriate be cause of this.
That the treasury's intent is sincere
and its motive a real effort to alleviate
the plight of i ndus try and to deve lop
a procedure to permit the recapture
of pla nt investme nt more quickly, is
cer tai n. Ind ust ry, in tu rn is res pon din g si mi la rl y an d is n ow s ee ki ng t he
best possible utilization of the depreciation procedures made available
under both old and new rules. In
assessing the results of these joint
efforts, certain significant points in
the new procedures must be noted, as
well as several vital open questions,
which undou btedl y eit her p racti ce or
subsequent clarification by the Treasury Department will resolve. In point
form, the sal ient feature s of Revenue
Procedure 62 -21 are:
1. Depreciation may be computed
by the selection of a relatively
few class lives and the assignment of such lives to proper
costs, apparently including the
costs for fully depreciated assets.
Selection of several manufacNAA BULLETIN

3.

4.

5.

6.

7.

turing classes will be permitted
if the machinery property qualifies and ea ch gr ou p h as a gr os s
cost exceeding 3 pe rcen t of th e
total fixed asset account.
If R.P. 62 -21 is adopted for taking depreciation for tax purposes, all as sets withi n a d esignated class must ta ke th e class
life. The cost of items of special
equipment as dies, jigs, fixtures,
etc. may be tr eate d in a ma nner
consis tent with the pr ior d epreciation accounting practice followe d b y t h e ta x p aye r .
Unless special facts and circumstances are submitted and supported b y the ta xpayer, the reasonability of annual provisions
will be tes ted after thre e ye ars
by applicable reserve ratios (relationship of depreciation reserves to asset base figures),
which are to be determined by
specific procedure and tested
against predetermined industrial
norms. Into such norms, ratios
of growth, property mix, asset
ages, etc. have been factored.
Penalty rates will not be assessed if the class life originally selected by the company
must be extended, when reviewed after three years. The
subsequent depreciation allowances will simply be lowered,
reflecting this extended life.
There will be no challenge of
the amount of depreciation taken
for the first three years, when
guideline lives are used —and
no challenge thereafter, provided
the applicable tests are met,
such as the reserve -ratio test
re fe rr ed t o a bove u nd e r It em 4 .
The taxpayer may stay on his
present depreciation basis if h e
wishes, provided the weighted
asset lives on which depreciation
is tak en ar e n o shorte r tha n t he
guideline lives, or provided lives
shorter than guidelines can be
justified by the facts and circumstances.
Bulletin F will be withdrawn for
examining officers as a basis for
asset life determinations, but
prior examination and audit pro-
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cedures will be followed if the
taxpayer does not transfer to
the guideline classes.
8. Assets subject to amortization
are excluded from the reserve ratio computations which will be
made to test accrued depreciation to the end of the three
initial years of the use of guideline lives.
9. It is permissible to use different
methods of depreciation within
classes of assets.
10. R.P. 62 -21 states that salvage
value will not be questioned for
three years or, if the reserve ratio test is met, thereafter. However, there is an implication that
salvage is to be considered by
the tax payer, as it has not b een
considered in the guideline life.
The provision in the new tax
law forgiving the first 10 percent of cost in computing salvage
apparently removes salvage as a
factor.
Some of these points are self -explanatory and should present no great
problem either in interpretation or
execution. However, there are a number of area s tha t mus t be clari fied.
Buil din g, Tool s a nd Equi pme nt,
Sa lvag e
The first of these areas requiring
clarification relates to buildings. It is
apparent that scant atten tion was devoted to this category and that the
lives specified will offer practically
no relief in the form of additional
depreciation. This would appear to
result fr om the i nclusion of building
services with the structural shell of
the building, all on average lives
ra n gin g fr om for t y t o s i x ty yea r s . It
is the practice of most taxpayers to
depreciate building construction on a
long -life basis but to segregate the
costs for the building ser vices and to
assign to the m a li fe mor e cons istent
with experience, usually in the range
of eighteen to twenty -five years.
Further, Revenue Procedure 62 -21
specifies the grouping of power requirements and elevators with the
construction, which adds to the probability that present methods now in
use better re flect a prop er amount of
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depreciation. (It would appear that
little was done to adjust building
lives, pending the possible elimination
of capital gains for building sales.
After this, new lives for buildings
will prob ably be issued.)
Anot her ma jor qu est ion li es in the
treatment of the special short -life
tools and equipment. The R.P. 62 -21 as
originally issued is quite clear, stating
that such classifications of property
must be included in the industry class
and take the class life. However,
many ma nufact uri ng ope rat ion s h ave
substantial investments in special tooling a nd curre ntly fol low the practice
of expensing a l l or p a r t of s u c h e x penditures. For such companies and
for those who depreciate tooling over
a three or five -year period, the change
to a class life can so affect the annual
provis ion t hat much or a ll of an y i ntended advantage of t h e n e w guideline life will be lost. This consideration brought sufficient pressure to
bear so that subsequent releases by
the Treasury Department changed
thi s re qu ire me nt t o p er mi t each ta xpayer to follow a policy relative to
special tools, etc. that is consistent
with prior depreciation accounting
practice.
Furth er conside ration mus t als o be
given to the question of salvage value,
its determination and application. It
is indicated (as noted in Point 10
above) that, for the first three years,
the absence of s al va ge val ue a dj us tments will be ignored. Whether this
omission will be permitted beyond
the three -year period is moot, and the
ultimate form of its subsequent application is a matter for conjecture.
F ull y Rese rve d Asse ts,
Ret ir ement s, Comp os it e B as es
Ther e a re oth er asp ect s t o t he new
depreciation policy which should be
noted. In some instances, concepts are
introduced which can strangely affect
depreciation results. In others, old
con cep ts are ap pli ed but not with out
some confus ion . Let us re vi ew a few
such areas.
In the computation of the depreciation provision un de r th e new guideline lives and procedures, the inclusion of fully depreciated assets still
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carried on the tax records and the
restoration of fully reserved costs
covering assets still in use but
dropped from cost and reserve in
prior years, can cause some odd results. There is little doub t t ha t it is
intended that fully reserved assets
st il l ca rr i ed on ta x r ecor ds ar e to b e
in cl ud ed i n th e cost b as e for ta x de preciation purposes. Further, assets
in use but dropped out of cost and
reserve may be restored if evidence
of their existence and cost is available, provided multiple -asset accounting procedures are in use.
The significance of this provision
can be seen if we assume that a compa ny ha s two plants, each wi t h ma chinery and equipment costs of $1,000,000, one brand new and the other
fully reserved. The total cost is $2,000,000 after combining the accounts
of each plant. If the industry class
life is 10 years, the depreciation provision un der prior procedur es would,
of course, be $100,000 per year. However, because the company is now
permitted to combine costs of these
two groups of asset s for depreciation
purposes, the depreciation would be
computed on a cost base of $2,000,000.
The annual provision becomes $200,000. This, of course, results in a
straight -line write -off equivalent to
five years for this particular group of
assets. If an accelerated method of
depreciation were to be superimposed
on this example, it is conceivable that
the new $1,000,000 facility could be
completely written off in something
close to two and one half years. It
is apparent, therefore, that consideration of fully and nearly fully reserved
assets is significant when measuring
relative cash -flow under old and new
procedures.
The procedure necessary to switch
to a guideline life on sum- of -theyears method of depreciation for
property already in use appears quite
simple but requires many individual
mathematical computations. For ex ample, it is first necessary to compute the accumulated depreciation
reserve for each year's acquisitions
on a straight -line basis using the
guideline life. Nex t, t he t ot al of th is
reserve is deducted from the total
original cost to get the straight -line
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unrecovered balance. Then we divide
this unrecovered balance by the
straight -line annual depreciation provision to get the average remaining
life, which is the class life used to
compute the sum -of- the -years annual
depreciation provision. This final computation mus t be made on the net remaining balance in the original sum of- the -years digits account. There are
tables available to assist in these calculations but unusual results are possible, par ticularly as the exp ired life
approaches the guideline life.
Another matter that has received
some attention is the retirement of
assets from multiple -asset accounts.
Revenue Procedure 62 -21 treats this
question only in its question -andanswer section and indicates that
there will be no change in regulations
now governing accounting treatment
for retirements. This would appear to
imp l y t h a t nor ma l a n d ab n or mal r e tirements for taxpayers on an item
basis will recognize gain or loss on
the retirement and that any loss taken
can be used to offset gains made during the same period. Tax due as a result of any net gains is now at the
capital -gain rate, although this will
be changed if legislation which was
placed before Congress should be
enacted at another session.
If the taxpayer is on a multiple asset accounting basis, the distinction
should be made as to whether the
retirement is normal or other than
normal. If it is a n or ma l r et i re men t ,
the loss is not allowed. Then the cost
is to b e r emove d fr om t h e a s s e t account and the reserve is to be charged
with the unrecovered balance, permitting ultimate recovery of this cost
in depreciation. However, such recovery will be sometime in the future
at depreciation rates being applied at
that time. Also, cost reference is lost
and identification of cost dollars applicable to assets in use becomes impossible. Losses of abnormal retirements will be permitted, provided
cle ar evide nce s upp ort s the fa ct th at
the re ti re me nt i s ot h er t ha n normal .
It is important that each of the special matters which have been discussed and the numerous provisions
listed earlier be noted and understood
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as, together, they represent a marked
departure from the methods currently
utilized by most taxpayers. While
group or average depreciation rates
have been common in the past, the
new pr ocedu res p ermit even br oad er
classes. This will permit selection of
several classes in the manufacturing
group, provided the total dollar cost
for pr opert y in e ach class s elect ed is
3 percent or more of the total fixed
assets and the asse ts perform a function distinct from the over -all manufacturing process.
Ther e is both a restrictive a n d a n
expandin g principle at work. For example, a machine shop primarily used
for repairs in a chemical plant will
go into the chemical class and life.
Howeve r, a group of a ssets used primarily to form or fabricate a final
produ ct fr om th e che mical prod uced,
may be classed separately and assigned its appropriate class life.
Further, it is implicit in the terminology of Revenue Procedure 62 -21
th a t n o election is available permitting selections differing among plants
and divisions. After each class of
assets is determined and adopt ed by
the company, all assets within that
cla ss must b e inclu de d i n it , r egar dless of location or corporate organization. Subsequent additions may
either be given class lives (or longer),
unless shorter lives can be supported.
For compa nies now controlli ng proper t y on an item basis, th i s n ew re commendation represents a well -defined change that may eventually
cause the los s of all prop erty con trol
resulting from item records which
supply valuable data relative to costs,
depreciation, replacement programming, maintenance and production
capacity. For companies which wish
to take advantage of the guideline
lives, it is desirable that a careful
review be made before existing property control records are converted
from an item to a composite basis. To
lose the control of costs and related
reserves by major items or groups
tends to impair the management control t ha t s hou ld be exercised by the
financial officers responsible for this
important segment of capit al inve stment.
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Deci ding Wh ethe r t o Ap ply
R.P. 62 -21
Ther e ar e ce rtai n action s th at e ach
tax pa yer s hou ld ta ke imme dia te ly in
order that final decision may be made
either to stay on the present depreciation method or tr an sfer to guideline
lives and classes. One of the essential
parts of this decision is whether or
not, as a ma tt e r of corporate policy,
additional depreciation (if available
under guideline lives) is desired at
this time.
There is no provision prohibiting
delaying application of Revenue Procedure 62 -21 to some d at e in th e fu ture or preventing a return to present
methods after some years of following
the pr ocedur e. Fur ther t he procedure
is specific in stating that the taxpayer
is free to adopt any method he
chooses within the scope of the present regulations for each year's acquisitions as they occur.
Care must be taken to note the
class life against actual or present
life before decision is reached concerning a changeover from current to
guideline lives. For example, production foundries are included in the
ferrous metal s guideline class and so
assu me a life ex pect ancy of eigh teen
years. Our experience indicates that
something closer to eight or ten years
is more appropriate for foundries,
which often comprise a substantial
proportion of total plant cost.
Any company study dealing with
the possible conversion to Revenue
Procedure 62 -21, should cover the
following areas:
1. Analyze present accounts to
prope rly classi fy p roper ty in its
correct guideline class.
2. Compute the current growth
rate and present reserve ratio to
establish whether or not accounts fall within the suggested
limits.
3. Stu dy the effect of the transition rule if t h e present reserve
ratio is above the allowable
upper limit.
4. Compare the depreciation provisi on curre ntly tak en with that
computed on reclassified accounts and new guideline lives.
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5. Chart the difference, noting
probable adjustments after three
ye ar s if tr an si t ion ru le mu st b e
followed.
6. Study and establ ish future capital acquisition and replacement
plan s with a vie w t o s hor ten ing
existing lives of certain assets
if supported b y fu t u r e contemplated action.
7. Anal yze cu rre nt cap ita l a nd expense policies relative to special
tooling and determine the effect
of altering this policy should
this become necessary.
8. Review future plans for property retirements and abandonments.
9. Measure effect of unrecorded retirements on reserve -ratio computations.
10. Compare the annual provision
indicated from Revenue Procedure 62 -21 with that which can
be supported through analysis of
records and methods as affected
by re sul ts of Items 6 t hr ough 9.
In making the comparison of depre ci at ion a t th e cla ss r at e wit h th at
resulting from prior rates, it is necessary to apply the class rates to the
book costs at the beginning of the
year and account for additions and
retirements during the year consistent with current practice. Care should
be taken to carefully account for
retirements, particularly where they
are partial a n d n ot total. All plants
must be combined by accounts and
summarized by separate guideline
classes applicable.
Before final decision is made, the
disa dvan tage s th at might res ult from
the new procedure should be measur e d a gai n s t t h e a d va n t age of wha t ever additional depreciation deduction becomes indicated. Adopting
class rates is a group accounting
method and , whi le it prob ably would
not le ad t o loss of cont rol of cos t, i t
would result in taxpayers losing control of the composition of reserves
and other data, as facilities are re tired in the future.
It is necessary to remember that
total depreciation is unchanged by
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this change of procedure. Such a
change can only accelerate the period
of recovery. The added depreciation
taken in early years means less to
recover i n th e fu ture . Th e ad diti onal
deductions also decrease earnings in
the applicable years so far as they
affect book as well as tax depreciation.
R.P. 62 -21 May or May Not
Offer B enefits
It is ap p ar e nt for t h e man a ge men t
reasons mentioned earlier and for the
need to account for total or partial
dismantlements or retirements, that
a sound method for con trollin g prop-

erty and costs will be required in any
even t. It is fur th e r ap pa re nt t ha t th e
procedures do not offer substantial
benefit to progressivg companies
which have taken into account the
technological and economic conditions
in their industry and have followed
an active program of equipment replacement. Nonetheless, the depreciation guidelines and rules issued by
the U.S . Depa rtment of the Tr eas ury
as Revenue Procedure 62 -21 do offer
many companies an unusual opportunity to analyze their depreciation
accounting methods and procedures
and, for some, to acce lerate thei r recove ry of p la nt cost s th rou gh d ep re ciation.

Accounting Presentations with the
Overhead Projector
By Al an J. H ort on*

T

HERE still remains a formidable
roa d b lock t o t he accoun tin g p rofession in realizing its full effectiveness. That is the problem of finding
a simple, easily mastered, technique
of presenting accounting data. It is at
this point that progress has become
so difficult it threatens all of the good
work done thus far. The accountant
has s ough t to mee t th is chall enge , at
least where group meetings are involved, through large and expensive
charts. These are not the answers.
First, elaborate charts are time -consuming, and there are enough delays in reporting already. Secondly,
most charts are inflexible, which
leads to fre que nt re wor k. Third, the
necessity of using outside artists is
a serious "s ecurity" problem in many
• D i v i s i o n Co n t r o l l e r , G r a p h i c P r o d u c t s
Gr ou p, M in ne s ota M ining a n d M a n u f a c t u r i n g C o m p a n y, 8t . Pa u l , M inne sota.
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cases. Finally, large charts are in
themselves cumbersome and difficult
to han dle in makin g the presen tation
itself.
Th e O ver h ea d P r oj e ct or
Where do we turn? Recent years
have seen some ma jor b reak throughs
in eq uipment for p rojecting information on a screen. One of the most
significant of these new developments is the overhead projector
whi ch empl oys a n 8%" b y 1 1" tr an sparency to present desired data. Of
equal significance is the development
of a proces s wh ich mak es i t p ossi ble
for t h e accoun ta nt to cr ea te hi s own
transparencies, with nothing more
than a con venti onal copyi ng ma chine
and a pl astic p rojection trans parency
film. Best of all, it takes only four
seconds to process this transparency
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once the desired data has been typed,
written or drawn on an 8%" - 11"
work sheet. Because this is a transparency, it op e n s u p t h e wa y t o u s e
of colored, translucent overlays, colored t ransp arencies a nd colored pencils. The accountant has only his
imagination to limit him.
A particularly effective presentation made monthly to our top division
managers, will illustrate our use of
this approach:
1. We plot forecast sales and
profits by month on a graph.
This gives us two lines —and a
forward look.
2. We unfold a n over lay which, in
red, plots the actual results,
focusing attention at that point
on performance. Simultaneously,
a short table of numbers appears
at the right side of the visual,
giving the dollars of sales and
profits, together with percent of
forecast attainment, as well as
percent change from last year
for t h e cumulative year -to -date
figures.
3. We u nfold an ove rla y i n a solid
color for that portion of the
chart which consists of last
year's sales and profit result.
This affords a clear contrast of
forecast for this year with the
comparable months for last year.
The data might be characterized
as consisting of three dimensions of
information: forecast, actual and last
year, all by months, with complete
flexibility as to how and when the
figures are introduced to the viewer.
All of this is with no confusion. In
fact, it is with such simplicity that
figures for as many as ten of our
operating units have been reviewed
in just one -half hour. Little wonder
that our entire controller's division
has
embraced
this
presentation
method with enthusiasm. We even
employ it in situations where only
the accounta nt and one e xecuti ve are
present.
P re pa ra ti on a nd P r es en ta ti on
The visuals are prepared entirely
with in our a ccou ntin g de part ment by
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clerical help and are always available on the same day as the information, at a fraction of the cost of charts
and with the data k ept fully in confidence. Also where, before, an accoun ta nt wou l d go t o a mee ti ng b ur de ne d li ke a pa ck h or se , h e now ca n
carry in a manila folder enough
visuals for even the most elaborate
presentation. Portable projectors are
ava il abl e whi ch ma y be ca rri ed fr om
place to place as easily as a tape
recorder ( although all of our meeting
rooms are now equipped with permanent installations.)
The overhead projection used has
many attri butes par ticularly valuable
in presentations of accounting data.
First, the equipment is operated in
front of the group, permitting the
speaker to face his audience at all
times. Then, there is no need to
darken the room, since a bright image
is projected in full light. This gives
the spe ake r a chance to observe his
listeners, a big assist in pacing a
presentation and in ju d gi n g whe t he r
the message is getting across. A pencil or other pointed object touched
to the tr a ns p ar e ncy a s i t l i es on th e
projector will appear like a pointer
on the screen, drawing the eyes of the
audience to the matter being attended
to. Or a grease pencil can be used
to circle, underline, or otherwise emphasize points under discussion.
One difficulty usually encountered
in presenting schedules or tables of
data is that the audience will read
ahead and form conclusions, instead
of viewing the figures and hearing
the commen ts at t he sa me t i me . Th e
problem can be avoided with the
technique of revelation, or overlay,
which has been mentioned. In using
revelation, the speaker places a sheet
of paper over all but the data he
wants to discuss at the moment. Then,
as he develops his discussion, he
moves the paper down, uncovering
items on the trans parency one by one
at the speed he chooses, enjoying absolute control.
In summary, we feel that the audiovisua l in dustr y ha s now provided the
accounting profession with the tool
to close the mos t ve xi n g l i n k i n ou r
communications circuit, the actual
pre se nt at ion of wh at we h ave t o sa y.
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Testing Profit Objectives in the
Light of Costs and Market Prices
By O TTO L. H ALL
mus t be a n acti ve
T
participant in those areas which
influence or are influenced by corporHE

ACCOUNTANT

ate policies and objectives.
The importance of establishing corporate objectives for both short -term
and long -range operations has properly re ceived increasing attention in
rece nt years . T he s etti ng of s uch objectives is an essential ingredient of
successful management, since they
represent both goals to be striven for
and be nchmar ks for comp arison with
actu al p rogr es s. As p ar t of t he man agement team, the accountant must
participate in the determination of
corporate objectives. He will be expected to make important contributions toward their accomplishment,
and his interpretation and analysis
will be required to measure the company's progress toward its goals. If
the accounting function is to consist
only of the recording of historical
data in the b ooks or prep aring financial statements, then it is realizing
only part of its potential value to the
organization.
Man ag ement M us t Est ab li sh
a G ove r n i ng P ol i c y
The accountant, however, cannot
contribute effectively in relation to
corporate objectives unless he in turn
opera tes within the governing policy

of the company. This governing policy
stems from the basic objectives for
which the compa ny i s est abli shed . It
mus t e ar n a su ffici ent p rofit to compensate the persons who have invested in the business, and the profit
rate must be at least high enough
to attract additional capital into the
business when it i s needed. The governing policy must also provide for
research and innovation in mar ke ting, new product development, and
production methods adequate to
maintain or improve competitive position and give reasonable assurance
that the profit objective will be at tained.
The governing policy should be defined by management as acceptable
profitability under conditions of feasible utilization of the assets of the
business. For example, top management may establish the policy that
acceptable profitability is a 10 percent
re tu r n on as se t val u es e mpl oye d un der the condition that facilities are
utilized at 9 0 percent of their practical capacity. This provides an effective financial definition of the governing policy, within which the accountant can participate in the establishing and attainment of corporate objectives.
The Hard F act of Mar ket P rice
The accounta nt is frequ ently asked
by management, "What should a
product cost ?" In answer, he will

OTTO L. HALL is General Supervisor, Inventory Analysis,
Chrysler Corporation, Detroit, Michigan, and has held a
number of other responsible accounting posts with his company. Prior to his present connection, Mr. Hall was with
General Motors Corp. for 12 years and Ford Motor Company for three years. Since 1946, he has been an evening
instructor at the University of Detroit where he has taught
accounting, statistics and mathematics.
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usually develop material costs according to engineering specifications
and purchase prices; labor costs according to the industrial engineer's
time standards, priced at average
wage rates; manufacturing expense
will be allocated by me a n s of p r op erly developed burden absorption
rates; a basi s will be established for
proration of selling and administrative expenses. This accumulation of
data that has been given the manager by these processes represents
essentially "standard cost" in a bookkeeping sense. It includes all standard
cost elements and excludes all the
nonstandards because these, by definition, should not be there at all.
Tha t t hi s s tan da rd cost may n ot be
tolerable in price competition is an
unpleasant but very real nightmare.
The cost has been built as carefully
as possible, a nd still it i s too big. At
this point the accountant can be of
very significant service to his ma nagement if he will stress that what
the product should cost (or, for the
sake of brevity and preciseness of
meaning, allowable cost) is not
simply the standard cost computed
against a production background
only, but rather the total standardized cost within the framework of
market price and standardized return on standardized capital employed. The heart of th is concept is
price —not cost, not rate of return,
not capital employed —but the price
at which the product can be me rchandized. Only in th e ma rk et p la ce
can internal theories of price- cost -investment be subjected to sound evaluation.
St a nd a rd i zi n g t h e I nt e rn a l
F actors
Let me de velop th is concep t by using an illustration. The principles of
allowable cost are inherent in the
common formulation: P r i ce = Cos t +
Profit. In this form, the expression
me an s t h at se l li n g p ri ce may be an y
cost plus any markup. This, of course,
is not realistic. It is necessary, therefore, to define the t e r ms of t h i s e x pression more precisely. The profit
factor can be deri ved from management's enunciated governing policy.
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It wa s previously suggested th a t t h e
governing policy requires the business to earn a 10 percent re t ur n on
capital employed. The profit factor
thus receives partial definition, and
th e for mu la n ow is : Price = C o s t +
(10% of assets). This standardizes the
profit at 10% of the asset complement.
It is now necessary to standardize
the asset complement. This is done by
relating each category of assets to
some base which satisfactorily explains its behavior, contemplating in
this development that our assets must
be utilized economically. This might
be done as in the upper portion of
Exhibit 1 which standardizes each
ass et in te rms of e ith er a per ce nta ge
of sales or of cost of sales.
All of these asset standardizations
are s tate d at tha t volume of busi ness
whi ch l oa ds t he p lan ts a t 90 p er ce nt
of practical capacity, this being management's governing policy of volume
standardization. It does not mean
that, in a ny given yea r, t he b us in es s
will operate at exactly 90 percent;
it does mea n t ha t th is i s t he a ve ra ge
sales expectancy for a prolonged
period of time. It does n ot mean that
the sales expectancy is frozen at a
stated number of units of production;
it d oe s mea n th at , whe th er th e bu si ness stays at its present size or
whether it grows, the standardized
volume concept is always 90 percent
of practical capacity. (Or, conversely,
that, as a business grows, the plant
capacities are always planned to be
10/9 of the expected annual sales
over a prolonged period of time.)
This concept necessitates precise
definitions of capacity. In an aut omobile assembly plant, for instance, capacity might be defined as the number
of units which can be produced in two
8 -hour shifts per day for 235 days per
year at a li ne sp ee d of 6 0 u ni ts pe r
hour. In a fabricating plant, the problem is more comp le x be ca us e of t he
variety of products and of machine
types. The principles, however, are
the same. The business must arrive at
a concept of standardized capacity
before the governing policy of 90 percent plan t loa ding can rece ive meaningful definition.
Next, all of the turn -over ratios
NAABULLETIN
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EXHIBIT 1

and corresponding standardized rates
of assets to sales or costs contemplate sufficient, but not more than
sufficient, assets value required to operate the business at the standardized
volume concept. For example, it may
be that a business bills its customers
monthly, which means a turn -over of
receivables once each month, or 12
times a year, or 8% percent of annual
sales. If, however, the billing policy
can be e stab lish ed a s twice a month,
then the amount invested in receivables is 41/6 percent of annual sales.
This accelerated billing and collection
policy means a more economical utilization of the company's money. Thus,
the practices of the billing department can have a significant effect on
the amount of investment required to
finance the receivables.
The employment of cash responds
to similar reasoning. If, for instance,
a b us ine ss ca rr ies cash t o t he ex te nt
of perhaps 10 percent of its annual
standardized sales dollar volume, this
may provide a highly liquid position.
But, if the cash needs for meeting
payrolls and payables, that is for
working cash, are only 5 percent of
annual standardized sales volume,
then obviously some of this money is
not being utilized. Consequently, cash
requirements should be standardized
a t t h e amount needed to sustain the
annual standardized sales dollar volJANUARY 1963

ume. And this volume, in turn, is a
precise expression of the governing
policy that volume is standardized at
90 percent plant loading. Comparable
reasoning is involved in all the asset
standardizations. The fact that some
are standardized in terms of sales and
others in ter ms of cost of sa les does
not invalidate the controlling principle of standardizing at 90 percent
plant loading.
Since a port ion of the p rofit standardization is based on cost, it follows
that the cost, itself, must be standardized —again in relation to the governing policy of 90 percent plant
loadin g. Th ere a re a numbe r of costs
which are not standardized in relation to plant capacity. For example,
direct material cost represents engineering specifications at purchase
order prices. Direct labor cost represents the industrial engineer's time
standards priced at prevailing wage
rates. Manufacturing overhead, however, must be standardized around the
gover ning pol icy of 90 per cent plant
loading. For, when considering what
a product should cost, the product
should not be burdened with capacity
costs not needed to produce the standardized volume, and burden should
not be u nder stat ed t hrou gh gains occasioned by operating the plants in
excess of the standardized loading.
The governing policy, then, is the key
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element in arriving at profit and cost
standardizations.
Th e St an da r di ze d P r ic e
Calcul ation
Now we can re tu r n t o t he or igi na l
question, namely, what should a product cost? The generalized answer is
that it should cost an amount to
which 10 percent of the standardized
asset complement may be added to
equal market price. However, we
must still work a little longer with
internal elements. We can follow
these through in the lower half of
Exhibit 1, which concludes that (under the assumptions of this illustration) sales price must be 106.7 percent of cost. This may be above or
below market. The ari thmetic me ans
that a concept of possible selling price
is de rived from the governing policy
expressed in standardized concepts of
cost and of profit. Precisely, therefore, this is a standardized price. It is
the amount for which the product
should be sold in order to achieve
the intent of the governing policy.
It i s t h e con ce pt of a p r i ce wh ich i s
the direct outgrowth of internally
standardized concepts.
Movi ng S t an da rd ize d P r ic e
to Ma rket P ric e —Three Ways
However, whether or not these concepts are sound cannot be determined
internally; rather, they must be avaluated relative to an external benchmark. The only such benchmark
available is competitive market price.
This is why price is the heart of
the problem. Through analyses based
on competitive market price versus
the concept of standardized price, the
accoun tan t i s i n a u niq ue pos iti on to
advise his management concerning
the governing policy and means of
determining its objectives.
For example, the accountant can
furnish substantial assistance in modifying costs to result in a proper
standard cost relat ionship. An essential first approach is to counsel his
management in ways and means of
cost reduction within the fra mework
of t h e concepts of 10 per cen t r etu rn
on 90 percent plant loading. Under
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this approach, nothing is inviolate.
This includes engineering specifications, purchasing activities, time
study, wage rates, expense budgets,
plant layout, processing, and all other
aspects of the business which involve
cost. The accountant is in a pos iti on
to set forth the cost reductions which
must be achieved in order to fulfill
the meaning of management's governing p olicy. In this respe ct, h e is participating in establishing current operating policies.
If, after a protracted period of time,
it is determined that cost reduction
has gone about as far as it will go,
and standardized price still does not
equal market price, the accountant
may have sufficient cause to re -examine the standardiizations of the
asset complement required to do business at 90 percent plant loading. He
may re- evaluate cash requirements,
the inventory floats, the receivable
terms and policies, in short, any of
the con cep ts a nd pra cti ces whi ch involve the standardized asset values.
In this way he will further participate
in setting corporate objectives.
Finally, if the standardized price
still does not equa l market p rice, the
accountant may have reason to discuss with his management the basic
governing policy itself. Perhaps the
standardized concept of capacity
should be restated; perhaps the plant
loading concept should be re -examined; perhaps the rate of return on
assets employed should be refined. In
this respect the accountant will be
participating in formulating the most
fundamental business policies.
Obj ec tive: A Comp et iti ve B usi ne ss
It should not be concluded, however, that such participation is undertak en for th e gl or ifi ca ti on of t he a ccountant, as if to inject him into areas
not logically within his area of responsibility. For the accountant is
really a member of a management
team whose purpose in being is to
make a business competitive. Competitiveness can be measured only
in t erms of t he common de nomina tor
of finance; that is, to meet price competition and, at the same time, to
return an acceptable profit to the
owners.
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Controlling Labor Costs Through Job Tickets
and Standard Data
B y EARL A. JOHNSON
of accounting data is
the underlying objective for the
collection of such data. Without usefulness there is no purpose in collecting any data. Effective use of any
data can result only from reporting
the information in a manner which
wi ll ma ke i t a va il a bl e for s tu d y an d
action. We can best measure the
effectiveness of reporting when the
action and reaction to the reporting
is also measured.
In organizin g dat a for foreme n, we
begin at the beginning. Source data
such as th e job ti me ti ck et , scra p or
reject tag, tool usage slip, supply requisition, and similar forms are designed to furnish not only the accounting, salvage, tool control, and
purchasing departments with their
basic needs but also to provide information which is useful to the line
supervisor. They are, in effect reports
of a type, as well as data - gathering
media. Starting at this point, the
present paper will illustr ate wi th labor cost con tr ol h ow the features of
simplicity, timeliness, usability, and
follow -up make th i s d at a more u s e ful.
FFE CTI VE USE

Da i l y Da t a P r oc e s s e d Da i l y
Since direct labor is a prime target
for cost control activity, this element
of cost usually receives a large share

of the rep ort plann ing. Stan dard cost
syst ems ar e fun da me nt al to a met al work i ng in d us t ry if we ar e t o me as ure, report, and control the cost of
producing product. Th e mos t i mp or tant form and procedure for this segme nt of pr odu ct cos t i s th e j ob t ime
ticket. The time must be properly
shown before control can be effective.
In addition to identity data, such as
employee clock number, date, cost
center number, part and operation
number , t he ticket mu st show:
1. Time worked setting the ma ch i ne u p t o produce th e ope ra tion required.
2. Time worked in operation of the
machine while producing parts.
3. Nu mb e r of pa r ts p r od u ce d d ur in g b ot h t he s e tu p a nd p r od u ction operations.
4. Time lost due to various problems arising during setup or
operation.
5. Explanation of time lost.
The job t ime tick ets are completed
by the employees and che cked by the
timekeeper. He carries them to the
punched ca rd accoun tin g d epa rtment
where keypunchers set up cards
which reflect the data.
It is at this point that the regular accounting routines are short circuited for the sake of timeliness.
Experience indicates that the percent
of error in the processing of labor
data at this point is not significant.
Therefore, t he time shown by the job
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ticket is not balanced against the
clock cards used for employee check in and check -out to determine if an
accounting has been made for all time
worked. (The cards punched from job
tickets are reproduced and the reproduced deck is set aside to be used
later for balancing with clock cards
and subsequent calculation of labor
cost distribution.) Instead the cards
are compared against operational
standards and the standard time for
each operati on is comput ed. Th e difference, or variance time, is obtained
by subtraction and the efficiency of
each operator is comp ut e d b y di vid ing the standard time allowance by
the actua l ti me sp ent. These computations are completed i n a computer
operation associating the standard
cards from the master operational
standards file with the individual
car ds pu nche d from j ob t ick et s.
Day -After Reports by One O'clock
Labor efficiency reports are prepared in quadruplicate, listing the
men in each department, by shift, and
showing the parts upon which each
ma n h as work ed . This gives an adequate number of detailed tabulated
reports for efficiency studies. The reports are distributed by messenger
before one o'clock of the afternoon
following the production. The efficiency listing shows the part number,
operation number, pieces completed,
actual time worked, standard time allowed, variance time and efficiency
per ce nt age on the p ar ticul ar pa rt . In
addition, certain data from the standard ca rd i s tr an sfer re d to t he s ou rce
data card. This data indicates whether
the s tand ard was t ime stud ied, engineered from standard data, or estimated. (No opera tion s ar e ru n in the
plant without standards, since we have
time study engineers on the floor who
can set standards on the operations at
the beginning of a particular production run if there is no standard at the
beginning of the run.) The product
code numb er is als o transfe rred from
the sta ndard card, thus p rovidi ng information for efficiency analysis by
product mix. The copies of the report
serve as follows:
1. Original to budget department.
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The listing is summarized to show
shift efficiencies for each cost cen ter
as well as the total cost center efficiency. Copies of this su mmar y are
carried by messenger to the plant
manager, machining superintendent,
assembly superintendent, industrial
engineering manager, area general
foremen, and all line foremen. During
the process of summarizing, all extr emes whi ch a re pr e s en t i n t h e d e tailed efficiency report are investigated and, if caused by errors, are
elimina ted fr om the summar y r eport.
2. First carbon to work standards
section. The listing is reviewed, all
unusual efficiency percentages are investigated a nd sta ndards applied are
checked. This dep ar tmen t is r es ponsibl e for i nst itut ing and ch ecki ng all
ch an ges to th e s ta n da r ds a s t h ey occur, supplying changes to the tabulating department almost as soon. For
this reason, the operation performed
should be measured by t h e s t a nd a r d
in effect when the par t is produced.
In cases where large variances are
shown, time study engineers, (work
standards department) check the
standards by observing the operations
in the production line.
3. Second carbon to line foremen.
The listing is reviewed by all shift
foremen after it is deli vere d by messenger. Pe rfor man ce is eval uat ed for
each man. The foremen can and do
determine the cause and necessary
corrective action for excessive var iances. They are required to furnish
in wr it in g t o th e super inte ndent explanations for these, both favorable
and unfavorable. If a question is
raised relative to the standard applied, the work standards department is contacted and a cooperative
effort is made to determine what
changes, if any, should be made to
the standards.
4. Third carbon copy to the ma chining superintendent. Using the
listing which provides the machining
superintendent's office with detail of
all men working and all parts worked
on , b y de p ar tme nt an d s hi ft an d, together with the written comments
from t he fore men , referr ed to a bove,
the superintendent can follow efficiency trends and action taken or
recommended. As a result, he can add
NAABULLETIN

additional pressure in the right spots
to reduce significant variances.
Su mma ry of Va r ia n ce Ca u se s
Additional tabulated statistics are
made available, on the same distribution basis, covering the total time lost
by reasons for variance . Past experience has indicated that variance labor
falls into about nine general categories, each of which can be subdivided into specific variance reasons
as follows:
Engineering changes
Revised specifications (not rework)
Experimental
Faulty material
Defective material, material difficult
to machine, rusty parts & castings
(not rework)
Interrupted production
Repeated setup
Machine & tool trouble
Machi ne opera ting at l ess than capacity due to need of repair of
machine or fixture
Excessive maintenance or setup
Substitute tools or fixtures
Multiple machine operation
Where one operator is operating
more than one machine on one or
more parts
Wh e r e mor e t ha n on e ma n ar e a s signed to one operation due to
scheduling
Standard established for multiple
machine operation, operator running one machine

Defective workmanship at earlier
operation
Faulty inspection
Engineering changes
Rework due to defective material
received from outside vendors
Defective material received from
other plants
Atmospheric conditions
Training
Inexperienced or in training on job
assigned
Train ing a noth er op erat or on job

Waiting
For p arts
For inspection
For tools and instructions
These code numbers are applied by
timekeepers after the operator experiencing t rouble has completed his
job ticket. By placing the variance
code i n t he l ocat i on p rovi d ed on th e
ticket, the timekeeper classifies the
trouble. The numeric code becomes
a part of the source data wh e n t h e
keypuncher first punches the information which th e ti cke t contai ns.
The first efficiency listing by the
tabulating de p a r t men t — t h e report
discussed above —incl udes all data
contained in the job time ticket. After
this listing is completed, the cards
showing variance labor are sorted
out, re- arranged by code number and
a listing of the variance labor is made
in code number sequence, showing
the operator, department, shift, and
part number involved. Through use
of this variance code listing, emphasis on cor re cti ve acti on ca n be ma de
not only for ex treme in dividua l variances but also for variance reasons
Other
or categories in totals. Significant
Alternate machine used
group s ca n b e st ud ied for b oth s hort
Non - standard routing
Burr (mor e t h an on e ma n b u r r i n g and long -range effect.
same pa rt)
F u r th e r S cr u ti n y of Varia nces
Piece count adjustment
Quality control checks and requireIn addition to the effort made by all
ments
levels of management to keep abreast
Replacing and exchanging tooling
of the production efficiency daily, the
Excessive time used due to defec- overall effect for the week is studied.
tive earlier operation
Si nce al l th e re qu i re d da ta h as b ee n
Setup piece count adjustment
incl ude d i n t he sou rce record or job
time ticket, it is a relatively simple
Rework
matt er to pla ce a d oll ar val ue on the
Due to assembly damage
various segments of each man's time.
Due to storage
By using the duplicate deck to which
Omitted operation
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reference has previously been made,
the a ct ua l an d st and ar d la bor ca n be
priced at the labor rate s tandar ds for
each job class, thus determining simultaneously the value of variance
time, labor rate variance, and thus the
cost of inefficiency by man, shift, cost
center, par t n umb er, ope ra ti on nu mber, product code, and variance code.
The responsibility for the weekly
ana lys is and r eporti ng ha s b een ce ntered in the budget department. Each
we ek t he d at a i s accu mu l at ed b y th e
tabulating department and is listed,
with pertinent dollar values, and
furnished to the budget department.
These listings are summarized for
management's review and the significant items are isolated an d hi gh light ed . We ekl y re port s a re mad e by
the budget analysts, which reflect all
the various pertinent data in terms of
hour s a nd dol lar costs by cost cen ter

and rea son s for vari ances. Th e se re ports are accompanied by a "highlights" narrative and are addressed to
the plant manager, with copies fu r nished to the controller and to all
staff managers or supervisors. These
reports are also made available to
line supervisors or foremen through
the machine superintendent.
With proper, timely reporting and
strict attention to source data, cost
control, which starts "at the fact"
wit h good for emen , can be e nha nced
by "after- the - fact" analysis, thus providing information on specific trends
to help control factory cost "before
the fact ." T his is managemen t's most
logical answer to the pressures of inflation, competition, and ri sing costs.
Proper planning, sound objectives,
careful analysis, timely information
and intelligent follow through are
basic to successful cost control.

The Reporting Responsibility of Accountants
By G ordon Moore*
is primarily a tool for
th e me n wh o op e ra t e t h e e n t e r prise. The job of accounting is to
gather information throughout the
company, work it into coordinated
and he lpful sha pe, a nd tra nsmit it to
others while memories are still fresh.
Industrial accounting is thus essentially a problem of communication. It
uses two languages —the language of
words and the language of figures.
Both of these languages must be used
with care, thought and discrimination.
Never must the accountant permit
the use of e ithe r la ngua ge t o be come
mechanical. We will have effective
accoun t in g onl y as we gi ve gre a t at tention to the significance of both our
words and our figures.
Business is at a crossroad today.
Ahead of us lies a future in which
competition will be keener than at
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any prior time in our business life.
Methods and processes will have to
be developed continually to reduce
not on l y cos t s b u t t h e a mou nt of i n vestment required to operate the
business. Management will also be
required to make more difficult decisions on development of new concepts for existing products, t h e ve n tures into the production of new
products and deletion of product lines
where indicated profit potential is
relatively small.
The accounting function must tell
the men who have these responsibilitie s wha t t he y n ee d t o k now. It mu st
tell them in language they can understand, not in bookke epe r j argon and
it must tell the m pr ompt ly.
• Ge ne r al S up e rv is or , F in an c ia l Ac c ou nt .
i n g, P a c k a r d E l e c t r i c D i vi si on , G e n e r a l
M ot or C or po ra ti on, W ar re n, Ohi o.
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How We Made Our Cost Reduction
Program More Progressive
B y RAY M O ND B . J O RDAN

I

wns a ru de awake ning, after several years in marketing a new
product, to fin d we were not a chi eving our profit objectives. Our cost
reduction program was still in operation, but some added impetus was
needed to get cost levels to a point
where our share owners would be
ge t t i ng a gr e a t er r e t ur n on t h e ir i n vestment in ou r se gment of the b usiness. Accordingly, a task force was
created to see how our cost reduction pr ogra m cou ld b e imp rove d. Investigation uncovered the following
defects:
1. There was no centralized leadership.
2. Cost reduction responsibilities
were not clearly defined or were
superimposed on duties which
were already taxing the time
and abilities of employees.
3. No realistic goals or milestones
in terms of time and amount had
been set.
A six -point program re sulted from
investigation, as follows:
1. Assignment of full -time cost reduction administrator.
2. Establishment of responsibilities.
3. Setting
of
milestones
and
"bogeys ".
4. Timely reporting of actual costs.
5. Instituting an effective system
of reports.
T

6. Periodic rendering of stewardship.
F ull -Time Cost Reduc tion
Admin istr ator
An experienced engineer was reassi gne d a nd p laced in char ge of administering the cost reduction program. We had previously appointed
people to administer cost reduction
progra ms, b ut th is was the first time
we had used an engineer. Our pre vious administrators were generally accountants who were very good at
drawing graphs showing progress but
were not able to make a genuine contribution by suggesting ways to improve costs. Our engineer- administrator is an idea man.
Est ab li shmen t of
Responsibilities
Teams were established using the
theory that the man who purchases
the component (buyer) or who manufactures it internally (manager of
shop operations) sh oul d b e t h e t ea m
leader. Thus all rotating parts manufactured internally would be "cost reduced" by a team whose leader is
the rotating parts manager of shop
operations. Supplementin g the leader
is a representative of each of the
other functions: design engineering,
manufacturing engineering, cost accounting, etc. The cost accounting
representative acts as secretary. Position descriptions of employees who
could make a contribution were re-
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written to include cost reduction as a
principal responsibility and several
previous duties were allocated to
others, in order to allow time for fulfilling these cost reduction responsibilities.
A ma jor b re ak t hr ou gh wa s a ccomplished, perhaps the first in industry,
by includ ing a ven dor re pre sen tat ive
on ea ch t ea m wh os e ch ai r ma n wa s a
buyer. Thus, when the components
bein g cost s tudi ed were the prod ucts
of a particular subcontractor, a representative of the subcontractor was
invited to be present to discuss areas
where his company was expe riencing
trouble. On some occasions, the team
would meet at the vendor's plant
where our process engineers could
advi se on late st met hod s an d t he entire team could witness, first -hand,
the difficulties being experienced by
the subcontractor. Since we subcontract more tha n h alf our pr oduct, the
vendors' representatives are a very
imp ort an t cont ri but or to ou r cos t r eduction program.
Teams meet as least once each
week to discuss progress, assign tasks
for accomplishment before the next
meeting and pinpoint problems.
There is no limit to the number of
ide as which come ou t of th es e mee tings. The following are some of the
technique s which might he u sed by a
particular team:
1. Substitution of less costly materials.
2. Relaxation of machining tolerances.
3. Change s from one vendor to another to take advantage of starting anew at the top of the
learning curve on special design
items.
4. Using the learning curve technique in negotiating with suppliers.
5. Combining machining operations.
6. Red es ign of t oolin g for cost r eduction.
7. Use of the value - analysis technique.
8. Changing from fabricating to
casting.
When a team begins to ha ve diffi58

culty in coming up with ideas, the
tech niqu e kn own as b rain stor ming is
used. All team members and a few
others who might make a contributi on r et ir e to a r oom in s ome re mote
corner of the plant where they are
not likely to be disturbed. Members
are told to bring only their brains
and enthusiasm to the meeting. The
principal furniture in the meeting
room, besides chairs, is a blackboard.
Membe rs a re a sk ed to s ugge st wha tever ideas come to mi nd . Th e ch ai rma n t h e n wr i t e s t h e m on t h e b l a ck board. No matter how fantastic the
ideas may be , the member s are urged
to offer them. Sometimes the most
fruitful cost reduction ideas come
from the most fantastic suggestions.
Many times an idea offered by one
member will serve to germinate an
idea in the mind of a noth er. At the
conclusion of the meeting, the ideas
are summarized according to feasibility and those thought wor thy of
further pursuit are assigned to a subcommittee.

Setting of "Bogeys"
Th e e nt i re bi l l of mat e ri a ls of ou r
product was broken down, component by component, and a team of
manufacturing specialists was assigne d to st ud y t he p art s fr om a cost
and "producibility" standpoint to establish cost standards, i.e., "bogeys"
which would accomplish the profit
objectives of the business. We will
use the term bogey here as we do
in the program because it is und erstood in th e s hop. Pa st effor ts to establish bogeys had been performed
by representatives of our cost accounting function, but these efforts
proved inadequate. Ou r p a s t me t h od
consisted of breaking down the cost
on a percentage basis. Thus, if the
forward frame cost today was 10.1
per cen t of today's tota l p roduct cos t,
th e for wa r d fr a me b oge y wa s es t a b lished as a 10- percent cost reduction.
In s ome cas es, it tur ned out tha t t his
percentage differentiation, with no allowance for difficu lty of making particular parts re s u l t e d i n a b oge y for
a manufactured part being lower than
its raw material cost. Also, some
teams had been ass igned bogeys easy
to meet. Others had become discourNAABULLETIN
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F i n a n ce

Manufacturing Engine eri ng
Planning
Value an yeas
C o s t p e r f o r m an c e o f t e a m
M o n
—cast
ogey
c u—

Qua li t y C o ntr o l
P roduc ibility
Vendor
Su mm ar y o f ac t ivit ie s
No ,

Name
M

O_

P a r t s to w hi ch c o s t r e du c t i o n a ppl i e d
os
4th qtr.
Qu anJan.
Th is
No.
1962
bo ge y
mo n t h
tity

C o mb.
liner

37r601

C o mp.
slid.

37d401

Co mp.
slid.

Manifolds

Def lect

37 c4 01

-

37a311

1

2

2

set

1

$405

29

28

51 8

47

$102 7

W

$3 5 8

26

25

66 2

45
$1116

$490

20

20

397

30
79 ST

ure
in 1 9 6 2

Jan.

$1025

$1027

S t a r t an d r e a l i z a t i o n
Savings realized T h i s mo nt h
Ye a r t o da t e
S t a r t e d t h i s mo n t h

Feb.

1025

1059

Ma r .

1025

10 40

Apr .

1120

1116

Ma y

1120

$1090

June

11 20

10 90

July

1064

1034

Au g .

10 64

Sept.

1064

Oc t .

957

0
0
1

Monthly
value

$

-

2

$340

20

20

517

Nov.

957

Dec.

95 7

30

T e a m st at us
o n n t t h � sc o s t l e v e l
4th q u a r t e r b o g e y
Add i t i o n a l c o s t
reduct ion n eeded
Proje c[ a c ti vi t
or
lz
Sur e pr o j e c ts
Other ac tiv e pro jec ts
F o r 1963
Ac t i v e p r o je c t s
Major projects
y � d r a u l � cr i v e t i n g g u n
Eliminat e lathe t r i m
operation
Inc re as e pr o d u c ti vi ty

$ l , 116
957

5
6

$

159

$

140
75

-

$

20
2
70

CO ST R E D U C T I O N P R O J E C T R E P O R T

Team

No . 4

Leader

Jo hn D o e

Mo nt h

Ac t u a l c o s t f o r mo nt h
Le v e l r e q u i r e d f o r f o u r t h q u a r t e r 1962
Co s t i m pr o vem e nt nec e s sa r y t o me e t requi re me nt

Ap r i l 1962

$1116
957

T-M

Pr o j ect Su mmar y
Savings
Su re pro j ects
1.
2.
3,
4,
5.

H yd r a u l i c ri v e t i ng g u n
Eli mi nat e lat he tr im oper ati on
Inc r ea se pr o du c t i v i t y
Vouche r and time s t a nda r d. control
Change pre s s br a ke di e
To t al
Addi t i o na l ne e de d t o me e t r e qu i r e m e n t

Date to be
real ized
6/62
6/62
cu r rent
7/62
10/62

Mo n t h l y i n
do l la r .
$3 0
2
70
30
8
140

T_T1

Mate rial su bstitu tio n fo r do me and swirl cu p
Re - d e si g n o u t e r fla nge
Re - d e s i gn s c o o p
E l i m i n a t e 21 5 06 a n n e a l o n l i n e r
In d u c t i o n b r a z i n g t u b i n g
Im pr o ve t u be fl ar ing a nd f a c i ng t e c hni qu e s
To t al addi t i o nal pro j ect s

11/62
11/62
11/62
8/62
7/62
11/62

8
5
21
11

to

Lo

$

1.
2.
3,
4.
5.
6.

$

Addi t i o na l pr o j e c t s
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EXHIBIT 2
aged because their bogeys were too be able to answer the questions:
difficult. Our experts attacked each Where are you n ow? Where have you
part from the stand point of difficulty been? Where are you going?
and wer e a ble to se t r eal ist ic bogeys
Exh ibi t 1 i s a r ep ort for a p ar ticumonth by month, allowing steady lar team. In addition to listing the
names of team members and the
progress.
products being "cost reduced," important columns show the bogey on
Ti me l y Re p or t i n g of Act u a l Cos t s
Cost reduction teams are in a hurry a month -to -month basis for the entire
r. Actua l cos ts ar e a ls o s hown on
to know results, so that they can ayeamonthly
basis, with a forecast of
feel a sense of accomplishment. In
expected
cost
for the next several
t h e p a s t we h a d n ot b e e n p r omp t i n
mon
ths
.
A
br
ief
su mma ry of projects
reporting actually experienced cost,
and generally we did a limited job is also shown. Exhibit 2 supplements
1 and sh ows ma na ge me nt a t
of rep ort ing va ria nce s from st and ard Exhibit
a
glance
the cost improvement needed.
under our stan dard cost sys tem. This
was because we reported costs of
P er iod ic Rep ort ing of
manu factur ed par ts b y s pre adi ng our
St ewar ds hi p
variances over all parts on a uniform
basis, rather than pinpointing accordOnce e ach mont h each t ea m l ead er
ing to experience on a particular part.
is
required to render an accounting
With the help of our mechanized payroll system, we were ab le to confine of his stewardship by appe ari ng for
var ian ce s t o i nd ivi dua l par ts an d r e- a presentation before a review staff
port as often as once a week, if cons is ti ng of t he man age rs of ma nu facturing, engineering and finance.
desired. To report the actu al cost of For th is pur pose, the forms sh own in
purchased parts we closed off our
Exhibits 1 and 2 are made into view accounts payable tabulations several graph master s. The revie w team asks
times each month.
very pointed questions and expects
frank answers. Team leaders soon
An kf f e c t i ve S y s t e m of Re p or t s
lose their bashfulness and acquire an
Management wanted each team to ease of self- expression.
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ACCOUNT ING T RENDS AND T E C H N IQ UE S
Ame ric an In stitu te of Ce rtified Pu b lic Ac counts, 666 Fifth Avenue, New Yo rk 19,

N. Y., Paper Bound, 1962, 285

pp., $18.

T h e 1 6 th e d i t i o n of a c o m p r e h e n s i v e
su r v e y o f a n n u a l f i n a n c i a l s t a t e m e n t s ,
t h i s v o l u m e is b a se d u p o n r e v i e w of
a n n u a l r e p o r t s of 600 c o m p a n i e s fo r

1961, together with pertinent inform a t i o n fo r se l e c t e d p r i o r y e a r s. T h e

presentation is sectionalized into material on financial statements as a
wh o l e , t h e b a l a n c e sh e e t , t h e i n c o m e

statement, retained earnings and
capital surplus, and the a udi tors' r eport.

CONFERENCE OF ACCOUNTANTS
University

of

Tu lsa , Tu lsa , Ok la ho ma ,

Paper Bound, 1962, 92 pp.
The making of decisions forms the
theme of these proceedings of the
Sixteenth Annual Con fer ence of Accountants held at the University of

Tul sa las t Apri l. Th e n atu re of bus iness decisions and the relationship to
them of budgeting, methods of capital
expenditure evaluation, product costing and the reporting process, are
topics of addresses included.

DIRECT COST ING
James J. Hic ke y, Kevmar Publications,
Stra tfo rd, Co n n., Paper Bo u nd , 1962, 20

PP.,$3.
A brief and compact —as well as concrete— advocacy of direct costing is
sup pl ie d b y th is book let whi ch de monstrates its use in appraising profit

performance, checking on profit volume relationships, evaluating products and territories, deciding on
whether to take special business,
etc., etc. Introductorily, the results
achieved by direct costing and absorption costing are contrasted.

ACCOUNT ING T HEORY: CONT INUIT Y AND CHANGE
A. C. Littleton and V . K. Zimm e rm a n ,

Prentice Hall, Inc., Englewood Cliffs, New
Jersey, 1962, 292 pp., $7.95.
In the belief that, while accounting
practices have an abundant literature,
accounting theory has suffered from
a large degree of neglect, the authors
JANUARY1963

of this book trace its development
and its applicability to current "areas
of controversy," designated as "crucial." These includ e inventory valuation, depreciation charges, the effect
of the price level and "reconciliation of enterprise operations and
financing."
61

THE ACCOUNTING CONCEPT OF PROFIT
Palle Hansen, North Holland Publishing
Co., Post Office Box 103, Amsterdam, Holland, Paper Bound, 1962, 142 pp., $4.20.
This high theoretical discussion eventuates in preference for economic

concepts of profit and incorporation
in financial statements of the effects
of "invisible" factors. It is subtitled,
"An Analysis and Evaluation in the
Li gh t of t he Economi c T h eory of In come and Capital."

DIFFERENTIAL DISTRIBUTION COST AND REVENUE ANALYSIS
Frank H. Mossman, Bureau of Business
and Economic Research, Michigan State
University, East Lansing, Michigan, Paper
Bound, 1962, 30 pp., $1.
Designated as "Marketing and Transportation Paper No. 10," this monograph is a study of marketing and

distribution costs, with emphasis on
causes of differences in cost as among
products, markets, order size, etc. The
expression of cost data in unit cost
for pricing purposes is stressed. A
set of cost centers for marketing is
set forth.

THE PLASTICS PROCESSING INDUSTRY
Tarnell Company, 350 Fifth Avenue, New
York 1, N. Y., Paper Bound, 1962, 15 pp.,
$10.
The subtitle of this compilation, which
supplies information for 1961 and
prior years, is "Financial Ratios and

Other Statistics." The ratios include
both balance sheet and profit and loss
percentages —to total assets in one
case and sales in the other. Exhibits
group these ratios by company -size
classifications for ease of use.

SCHOOL BUDGET POLICIES FOR FINANCIAL CONTROL
Herbert S. Mitchell, Interstate Printers and
Publishers, Inc., Danville, Illinois, Paper
Bound, 1962, 70 pp., $3.
Paragraphed in manual form, this
publication nevertheless offers readabl e exp la na tor y mat te r on ba ses for
budgeting school income and expense

and for developing statistical tables
as an aid in this pr ocess. Consideration of expenses is grouped into chapters by the following classifications:
salaries, supplies, textbooks, library
books and materials, transportation,
utility services, properties, insurance
and miscellaneous.

MUNICIPAL COST - REVENUE RESEARCH IN THE UNITED STATES
Ruth L. Mace, Institute of Government,
University of North Carolina, Chapel Hill,
North Carolina, Paper Bound, 1961, 201
pp-, $3.
A documented, historical study, this
exposition is revealing in its indications as to effects of land uses for
various municipal purposes. The
period covered is 1933 to 1960. Geo62

graphically, the information reflects
many areas of the country, coast to
coast. It also represents ma ny types
of situations, including "slum" and
suburban areas. "Cost- revenue analysis" is defined as "net cost to a
governmental unit
of
providing
municipal -type services to a specific
area."
NAABULLETIN

CORPORATE FINANCIAL POLICY
Harry G. Guthmann and Herbert E. Doug all, Prentice -Hall, Inc., Englewood Cliffs,
New Jersey, Fourth Edition, 1962, 776
pp., $8.95.
The sou rces of invest ment fu nds and
the processes of obtaining them, together with internal financial controls, form the central themes of
this text. "New business," "estab-

lished industrials," "public utility
finance" and "railroad finance" are
considered separately, as are the
principal markets: invest me nt ban kers, the exchanges, privileged subscription and employee and executive
stock ownership. There are sections,
too, on short -term financing, expansion and capital structure.

CORPORATELIQUIDATIONS FORTHELAWYER AND ACCOUNTANT
Howard Rump f, Prentice -Hall, Inc., Englewood Cliffs,New Jersey, 1962, 238 pp.,
$17.50.
This specialized text by a lawyer
whose previous writings, largely on

taxes, have often been directed to
accountants deals with the general
rules, valuation bases and me thod of
effecting liquidations, together with
tax aspects.

STATISTICALSAMPLING FORACCOUNTINGINFORMATION
Richard M. Cyert and H. Justin Davidson,
Prentice -Hall, Englewood Cliffs,New Jersey, 1962, 224 pp., $7.95.
Statistics are now a recognized influence in construction of audit samples.
Beyond this, they have bee n rel at ed

to techniques of cost control. Sa mpling is treated in this text for the
purpose of making this statistical device better understood and more
widely used by accountants. Explanations are given wit h care and problem material is offered.

STATISTICAL THEORY
B. W. Lindgren, MacMillan Company, 60
Fifth Ave., New York 11, N. Y., 1960,
427 pp.
Intended to serve as text material for
a year's course in the theory of
statistics, this book "has a definite

mathematical slant" and a course
based upon it requires a "minimum
mathematical prerequisite" of a first
course in differential and integral
calculus. Most relevant to application
is Chapter 5, "Statistical Problems
and Procedures."

PRINCIPLES OF PUNCHED CARD DATA PROCESSING
Robert G. Van Ness, The Business Press,
Elmhurst, Illinois, 1962, 263 pp.
Both a college and in- service training
text, this book is alike relatively
brief, and compact with particulars
JANUARY1963

and instructions. Data processing departments and service bureaus come
in for discussion. Computer equipment and advanced data processing
routines are considered in the final
chapter.
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Continued from inside front cower
processing. The point that such
systems will affect organizational
structures is continually
stressed. This point of view
tends to create unnecessary
resistance among those who will
be affected by the changes.
Early computers were
large - scale, expensive devices.
In order to justify their use,
there was a development towards
the centralized processing of
data. However, this development
does not dictate a change in
organizational practices. It is
quite feasible to process data at
a central location and make
decisions on a decentralized
basis. Merely because data is
processed at a central point does
not require an organizational
change.
With the development of
computers that are no longer
large -scale and expensive but are
transistorized, solid -state and
small, even the trend towards
centralized processing of data
will be the subject of management
judgment and decision. In the
future, we will see data processed
at that point which management
deems the most economical and
appropriate. Computers en r se
will not dictate where data will
be processed or the organizational
changes that might follow.
The value of an accountant to
his organization is not the
number of clerks, bookkeepers or
trainee accountants that he
manages. His true value lies
with his specialized knowledge,
the scope and complexity of his
decisions, the initiative needed
to accomplish his responsibility,
the creativeness required to
solve his problems and the
judgment that is called for on
his part. Accountants can rest
secure that integrated data
processing will assimilate
primarily the routine details
of his responsibilities. It
will, in fact, as indicated in
the author's article, require
increasing judgment, creativeness
and knowledge.
John F. Barnicle
Data Processing Manager
The Mennen Company
Morristown, N. J.
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► Poor Application Will Void
a Principle
Editor, NAA BULLETIN:
Restricting himself to
principles, I. Wayne Keller
properly concludes in his article
"Profit Planning in Depth -A Case Study" (NAA BULLETIN,
September 1962) that the
principles of profit planning are
the same in international
operations as in domestic
operations. His description of
the orderly processes used at
the Armstrong Cork Company
supports this conclusion.
However, significant
differences can exist in the
implementation of the principles.
One example relates to the effect
of varying exchange rates.
Overseas operations usually
record their results in terms of
their own currencies. Somewhere
along the line, these currencies
must be translated into U. S.
dollars if, as the author
indicates, these results are to
be consolidated with domestic
operating results.
The importance of this
difference in currencies can be
seen by referring to Mr. Keller's
statement that, "Budgeted and
actual profits are appraised on
the basis of their ratio to
capital employed, - -"
The
exchange rates used in the
determination of the amounts
involved can materially affect
the ratio.
Although the principles of
profit planning for international
operations are the same as those
for domestic operations, it should
be recognized that there may be
differences in application which
are worthy of special attention.
James J. Darby
Control Analyst
Avon Products, Inc.
Intl. Division
Rye, N. Y.

► Again —Will Direct Costing Stand
Inspection?
Editor, NAA BULLETIN:
In the August 1962 issue of the
NAA BULLETIN, Ray E. Longenecker,
"Converting to Direct Costing,"
wonders why relatively few
NAA BULLETIN

industrial companies have adopted
direct costing. He discusses the
reasons for this resistance and
concludes that a conversion to
direct costing is not difficult.
More important than the
resistance points discussed in
the article, is the basic fact
that there is no need for direct
costing and what I regard as its
loose assumptions which lead to
artificial results. When a firm
has a soundly conceived cost
system, it has the ingredients
for meaningful cost control.
Therefore, why should it go to
direct costing where the admitted
difficulties of segregating costs
become the basis for reporting
earnings and valuing inventories.
The supposed benefits are already
present. Effective control of
overhead figures requires flexible
budgets and as careful a
separation of fixed and variable
costs as is possible. A complete
standard cost system provides
variable or incremental data
needed for many operational
decisions.
Establishing a normal volume
over which to spread fixed cost
is considered a difficulty of
absorption costing. However, in
any pricing system, whether
absorption or direct costing,
decisions must be made as to what
is normal or expected production.
They cannot be avoided and,
logically, absorption costing
uses such figures to point out
the effect of having exceeded or
not reached estimated operational
levels -- volume variance -something direct costing does
not do. Likewise, to show
inventory values that contain
only variable costs, as direct
costing does, is quite unreal,
i.e., the more fixed cost a firm
has, the less valuable its
inventory.
In the December, 1952 NAA
BULLETIN, the question was asked
by the present author "Will Direct
Costing Theory Stand Inspection ?"
Evidently the answer in 1962,
based on its minor degree of
acceptance is, "No," assuming
that good practice is good theory.
George W. Frank
Manager, Costs and Budgets
Sanders Associates, Inc.
Nashua, New Hampshire

► Direct Costing, Period Costs and
Pricing Decisions
Editor, NAA BULLETIN:
The opponents of direct costing,
in their writings, consistently
imply that direct cost advocates
give only minor consideration to
period costs, whereas, in the
writer's opinion, a more practical
recognition of period -cost
relationships to product lines is
employed. In this connection, it
is interesting to note Ray E.
Longenecker's thought - provoking
statement in his article
"Converting to Direct Costing"
(NAA BULLETIN August 1962). He
writes, "The determination as to
how much of the period costs
representing facilities and
organization should be allocated
to the product for pricing,
is so complex that it defies
categorically accurate
definition." The following
paragraphs suggest a resolution
of this difficulty.
A product -line analysis
statement shows net sales, related
direct costs, marginal income
and the profit - volume ratio.
Those period costs which are
specific and directly related to
the line, the type which would
be eliminated if the line were
dropped, are listed in total
separately under each line. The
balance or stand -by period costs,
representing over -all facilities
and organization, can be allocated
on the basis of a percentage
of total plant normal capacity
assigned to the line. More
important, the detection of
"creep" in the product lines, such
as diminishing profit - volume
ratios and rising period -cost
levels, are pointed up as
indicators for management
decision.
Practitioners of direct costing
usually show the specific and
allocated period costs as totals
for the planned volume and sales
mix. They avoid unitizing costs
for an assumed volume because,
in pricing decisions, volume is
a most important variable.
E. J. Swartz
Assistant Controller
The Union Metal
Manufacturing Company
Canton, Ohio
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