March 1967
In two sections: Section 1
published by the National Association of Accountants

management
accounting
CHALLENGES

METHODS

BUSINESS

Comment
NAA research has long been in the forefront of the developments in management accounting. Recognition of the changing
needs and the emphasis on purposes and uses as guides to accounting practice, have always been the distinctive marks of the
NAA research program.
This program is now pursued more vigorously than ever
before. It has also been recently expanded, beyond the area of
reporting for internal management use, to include external financial reporting.
A study, recently completed, is addressed to capital expenditure decisions. The report will present a coordinated summary of
the theory and tools of financial analysis which aid in the formulation of profitable capital expenditure decisions. The emphasis
is on method, since this report is designed to be a working guide
as well.
A study currently in progress deals with financial reporting
as it relates to investment and credit decisions. The field research
designed to ascertain how investors and creditors use financial
reports has been completed. The findings based on interviews
and discussions with top -level financial analysts have attracted
considerable public interest upon their partial release. The
second stage, based on the interviews with commercial bankers,
is focused on uses of financial reports for bank credit decisions.
In the fin al stage of this study, now under way, NAA research staff members are interviewing corporate executives to
learn their reactions to analysts' and bankers' views and proposals. The report, a sizable book, will probably appear in the
late fall.
The latest research effort, now in its initial stages, is an exploratory study of management information systems. Its principal tasks a re t o i nvestigate thi s br oad area a nd outl ine the
direction of future changes so as to identify the most important
factors of relevance to management accounting. The study will
thug provide a basis for thorough research of these factors and
related development.
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Accountants Face New Challenges
By W I LLI AM H. L UNDQUIST

information revolution is in progress. It started in
the 1950's when the situation was ripe
for new developments in information
technology, The business environment
in the early 1950's was such that management was experiencing a growing
need for more useful information. The
development of the electronic computer
promised a practical means for fulfilling
this need, and this promise served as
the necessary catalyst to cause systems
analysts to restudy management information requirements and develop new
approaches for fulfilling them.
In the midst of this revolution, it
behooves all accountants to consider
recent information developments and
attempt to evaluate their probable effects upon the role of the management
accountant.
Accountants have been charged with
concentrating on financial statements,
external reporting and income tax requirements and ignoring the need for
operating information. As a consequence, some companies have already
established separate positions in their
organization structures, independent of
the accounting function, with responsi-
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bility for management information and
computer operations.
Historically, the controllership (or
management accounting) function was
developed for the purpose of meeting
management's need for planning and
control data, and it exists today for the
expressed purpose of meeting the financial data needs of all levels of management. Consequently, it should be natural
for this function to continue to be responsible for management information
systems — provided that accountants can
harness the full potential of t h e computer and otherwise meet today's challenges.
If accountants do not meet these
challenges, nonaccountants with a
knowledge of computers and modern
information technology will undoubtedly take over management information
responsibilities. In that case, internal
accounting would deteriorate to a score keeping function of much less stature
than that currently enjoyed by management accounting.
Therefore, the question for consideration is: What should management's
expectations be with respect to the fulfillment of its information needs?
Information Needs
Management should expect accountants to be knowledgeable about man-

WILLIAM H. LUNDQUIST, North Penn Chapter (Chicago
1948), is a Management Consultant, Lybrand, Ross Bros. &

Montgomery, Philadelphiu, Pa. Prior to his association with
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agement information needs and to
provide much of the leadership required
for meeting these needs.
Management information needs are
quite varied. Information is required
about both the external environment in
which an enterprise operates and the
internal operations of the enterprise.
Some of this information is highly
technical in nature and its development
requires specialized skills (for example,
in economics, marketing or industrial
engineering). There is more to it, however, than just developing information.
It takes systems and administrative skills
to initiate and coordinate the development effort and to make the in formation available to management in usable
form. These are or should be the skills
of the topflight management accountant.
An essential element of these skills is
up -to -date knowledge of information
concepts.
The total system approach is a useful
concept that has received much attention from systems people since the advent of the computer. Basically, it
involves viewing a business as a single
whole made up of its interrelated parts.
The parts, their relationship with one
another and the manner in which the
parts and their interrelationships form
the whole must be understood and provided for in the design of systems for
producing management information.
This concept, however, was difficult to
employ with manual data processing
methods which generally made compartmentalization more suitable. The computer's processing capability and speed
has provided the means for practical
application of the concept.
Another useful concept has been referred to as the dynamic systems concept. Basically, this involves fitting the
information system to the timing and
other operating needs of the enterprise.
A dynamic system integrates planning, control, action and feedback
(Exhibit 1). Such a system is essential
for effective management in today's en-
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EXHIBIT 1

vironment. In addition to integrating the
four functions mentioned, dynamic systems should also be right time, action oriented systems.
A right time system is one in which
the updating of information is geared
to the operating mode of the business.
For example, if production orders are
issued daily, a right time system provides for daily updating of inventory
status and production center loading
records.
In some cases, a right time system
must be a real time system; that is, the
information files must be updated for
each transaction as the transaction occurs. However, real time systems are
costly and, for that reason, should be
used only when the circumstances are
such that real time information is essential.
An action - oriented system is one that
provides for reporting, on a timely basis,
exceptions that require action. An example of such reporting would be the
presentation to the credit manager of
customer names, addresses and amounts
due as accounts receivable become delinquent.
The concept of cost behavior has
received much attention from management and accountants in recent years.
MANAGEMENTACCOUNTING

The term cost behavior refers to cost activity interrelationships. The interest,
particularly since the early 1950's, in
direct costing and flexible budgeting
has focused attention on these interrelationships in connection with both
decision- making and control. The effects
of proposed decisions on costs must be
recognized and provided for in forecasting costs and profits expected to
result from such decisions. Cost control
also requires that the effects of level
and type of activity on cost s must be
correctly depicted in the data developed
for the purpose of evaluating cost performance.
Somewhat related to cost behavior is
management's need for what has been
termed "what if" information. Again,
there is nothing new about this need for
estimates of the effects of proposed
courses of actions upon an enterprise
and its operations. The computer, however, provides the capability for developing "what if" data with greater frequency and with refinements that were
not feasible previously.
Simulation provides this category of
information. Basically, it involves developing a model of the enterprise and
possibly important aspects of its external
environment. When proposed changes
in operations are contemplated, the
changes can be tested, in the computer,
against the model to obtain estimates of
their effects on operations. This technique can be used for estimating both
financial effects (for example, on costs)
and non - financial effects ( for example,
on manpower requirements). The reliability of such estimates depends upon
how well the model reflects the realities
of the enterprise's situation. Among
other things, actual cost behavior must
be reflected with a fairly high degree of
accuracy.
Another relatively recent development has been the use of mathematical
and statistical approaches in connection
with the management of business enterprises. Inventory management provides
an example of this. Here, statistical
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forecasting of usage and the related determination of reorder points and economic order quantities have proven extremely useful.
The successful application of mathematical and statistical techniques requires reliable data. Some of the formulas require cost data. It is essential
with respect to such cost data that cost
behavior (that is, the interrelationships
between costs and the other factors
used in the formulas) be clearly understood and correctly taken into account
in using the formulas. The formulas will
produce sound answers only if the cost
and other data are used appropriately.
Effective Reporting
Management should expect effective
reporting of operating results from accountants.
Recurring periodic reports to management are primarily for control purposes. The basic criteria of effective control reports are:
1. Reports should follow the existing
organizational structure.
2. Actual results should be compared
with performance measurements.
3. Reports should be timely, both as to
frequency and promptness.
4. The significant should be emphasized
and the insignificant should be excluded or played down.
5. Data included should be reliable.
Further discussion of e ach of these
criteria follows.
The organizational structure should
be broken down into segments for which
responsibility is clearly identified, preferably with one person but occasionally
with a group of persons exercising joint
responsibility. Operating results are then
identified with the segments responsible
for them and reported on that basis.
In identifying results with the segments responsible for them, costs should
be charged to the segment that incurs
them. In the final analysis, managers
can be held responsible only for items

incurred under their control. Consequently, organizational segments should
not be charged with allocations of costs
from other segments, even though their
operations may share in the benefits
from such costs.
The reports and the reporting system
should be designed to suit the needs of
individual managers. The detailed data
usually required on first level reports
are then combined and summarized to
produce data for reports to middle level

managers. These, in turn, are combined
and further summarized to produce data
for top level reports.
Performance evaluation requires the
comparison of actual results with performance measurements. The performance measurements that are applicable
differ by category of operating results
for which control is being attempted.
The table below illustrates performance
measurements which may be applicable
for various categories of results:

MEASURING PERFORMANCE
Category

of results
Costs that vary directly
with production or sales
volume
Semi- variable costs
that vary to some extent
but not directly with
production or sales volume
Costs that are not affected by production or
sales volume fluctuations
within the normal range of
volume for the enterprise
.Income

May

Performa nce

include
Material usage, direct
labor, certain supply
costs
Indirect labor

measurement
Standards

Administrative salaries
and expenses

Fixed budget
(profit plan) amounts

Gross revenues, profit
contributions, return on
investment

Profit plan (fixed
budget) amounts

Regarding reporting timeliness, first
level management, being involved in
day -to -day, and sometimes hour -to -hour
control of operations, requires daily reports and requires them promptly. As
one proceeds from the first to higher
levels, reports are required with less frequency, and promptness becomes a
matter of days rather than hours.
The emphasis of significance is important in the design of control reports.
The responsibilities of individual managers are often such that the truly significant factors over which they can exercise control are limited in number. In
many cases, a first level manager can
exercise control over only one important
factor. The reports to such a manager
should emphasize that factor, and pro-

Flexible budget
allowances

bably it would be advisable to exclude
insignificant factors altogether from his
reports. If insignificant data are included
to provide "complete information," they
should be separated from the significant
and shown inconspicuously.
Another aspect of significance has to
do with whether cost control reports
should show data in dollars or in physical terms. Many labor performance reports, for example, would have greater
impact if they were in terms of hours or,
better still, in terms of quantity of production, when that is practical.
Reliability of data is essential if management is to have confidence in the reports. Determining the degree of precision necessary for reliable data requires
the exercise of common sense and reaMANAGEMENTACCOUNTING

sonableness. Overdoing precision can
cause delays in availability of reports
that are much worse than unimportant
errors in the data. Reliability depends
upon (1) the people doing the recording,
reporting and summarizing, (2) the training, guidance and review provided for
them and (3) the design of the system
and its control procedures.
Systems Considerations
Management should expect economical, efficient and reliable systems from
accountants.
Management information includes information presented in reports and information in data files where it may be
referred to as required. The data files
include such detailed records as inventory status and production center loading records which are referred to when
making operating plans and decisions.
The processes involved in operating
information systems consist generally of:
— Preparation of input.
— Maintenance of detail records and
data files.
—Classification and summarization of
individual transactions.
— Maintenance of summary records including general ledgers, subdivisions
thereof and nonfinancial summarizations
such as sales quantities by products and
material usage quantities by item.
The methods and procedures employed in each of these processes should
be economical and efficient. This requires the accountant to be knowledgeable about office mechanization, office
automation and integrated data processing, and have the interest and imagination to take the fullest practical advantage of these techniques.
Mechanical equipment available for
office functions includes:
1. Bookkeeping machines, including the
more recent electronic bookkeeping
machines that are capable of using
data in punched cards or in magnetic
MARCH1967

stripes on the backs of ledger cards.
2. Punch card equipment capable of
reproducing, sorting, collating, summarizing and printing.
3. Computers capable of performing the
functions mentioned for punch card
equipment and also capable of great
flexibility and speed in handling and
storing data.
4. A variety of other office machines,
including adding machines, desk calculators, spirit duplicators, offset duplicators, addressing machines and
other equipment.
In general, true automation of information processing is possible only with
the computer. Processing inventory
status data provides an example of a
possible application of automation.
Here, the computer can be used to (1)
record transactions and adjust status
figures in the detailed data files; (2)
perform the mathematics for revising
usage forecasts, reorder points and order
quantities; and (3) automatically prepare
purchase or production orders for replenishing stock.
Integrated data processing involves
the initial entering of source data in such
a way that the processing for a number
of different applications can then be done
mechanically without having to re -enter
the source data for each application. An
example of integration is the preparation
of customer invoices on a machine
which is intercoupled to a card punch.
The punched cards (possibly after being
reproduced so that two or more sets
are available) are then used (1) as accounts receivable records and for mechanical preparation of (2) customer
statements, (3) cash receipt listings and
(4) sales analyses. Integrated processing
may also be achieved by the use of spirit
duplicators, offset duplicators, tape controlled typewriters and tape controlled
typewriter-calculators.
Despite automation, integrated data
processing and mechanization, manual
methods continue to play an important
enough part in most systems to deserve
the accountant's attention. Much input

data must still be prepared manually in
the first instance. Forms design and the
applicability of one -write methods may
simplify such manual preparation.
If the data produced is to be reliable,
adequate control procedures must be
provided. Control procedures are required in connection with e ach of the
processes discussed earlier and should
provide assurance that:
1. With regard to input preparation,
(a) All transactions which have
taken place are recorded and
(b) The recording is accurate.
2. With regard to maintenance of detail
records and data files,
(a) All input data have been received and
(b) The inputs are correctly accounted for in the records and
files.
3. With regard to classification and summarization,
(a) The classifications are correct
and
(b) The summarizations are accurate and account for all inputs.
4. With regard to general ledgers and
other summary records,
(a) The summarizations are correctly recorded and
(b) The supporting detail records
and files tie in with the appropriate summary balances.
Control procedures should be practical; that is, the value of the benefits
obtained should exceed (or at least
equal) the cost of operating the controls.
It is also helpful if control procedures
are simple and natural to perform in the
specific circumstances involved.
Organization and Administration
Management should expect the accounting department to be soundly organized and administered.
Accounting departments that are not
soundly organized and well administered often have from one and one -half
to two times as many employees as are
actually needed for the work. This, of

course, adds unnecessarily to operating
costs.
If it is to operate efficiently the
accounting department's organization
structure must provide for:
— Recurring work
—Special project work
— Internal auditing
—Supervision.
Recurring work is usually well provided for in most accounting depart ments—at least as to the number of
people required. Frequently, however,
adequate provision is not made for the
other three categories. The organization
charts may give the appearance of providing a sufficient number of positions
for supervisors. Yet, careful study of the
actual organization often reveals that
so- called supervisors devote their efforts
to required special project and internal
audit work, and supervision falls by the
wayside.
The principal supervisory responsibilities that must be provided for include:
— Training
— Assignment and scheduling of work
— Guidance
— Review of work
— Performance evaluation.
Training is essential if accounting employees are to perform effectively. Yet,
it is sometimes overlooked to the detriment of the efficiency and general
smoothness of the operations. In today's
changing environment, present employees constantly need training in new procedures, and there are always some new
employees to be trained.
Assignment and scheduling of work
is left, in many cases, more or less to
take care of itself. When absences are
not frequent, this may cause no serious
problems. In the usual case, however,
vacations, time -off for personal reasons
and illnesses may make absences the
rule rather than the exception. Consequently, the assignment and scheduling
responsibility must be provided for in
MANAGEMENT ACCOUNTING

the usual situation —or inefficiency and
chaos result.
Training, even when good, does not
fully dispel the need for guidance. Most
office people need some guidance on a
continuing basis, and the average accounting department includes some people who need a great deal of guidance
because their experience and knowledge
are limited.
A variety of reasons make the reviewing of work while it is being performed
an essential element of supervision. Supervisors need to know (1) employee
performance, if they are to train and
guide the employees and evaluate their
performance, and (2) the status of the
work in progress if t hey are to assign
and schedule work effectively.
Effective administration includes getting the work done in a reasonable
amount of time and at acceptable standards of quality. Getting work done in
a reasonable amount of time requires:
(1) knowledge of how long it should
take to do work, (2) knowledge of how
long it has actually taken, and (3) techniques for encouraging people to do the
work in the time it should take.
Effective administration also requires
a sound and equitable salary plan. The
responsibilities, the degree of skill and
effort required and the working conditions of each position should receive
appropriate weight in the salary sched-
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ules, and the differences in these factors
should be appropriately reflected in the
differences in pay scales between positions. Furthermore, the pay scales of a
particular enterprise should also be
competitive with those of other enterprises that draw their employees from
the same employee market.
The Accountant's Skills
Management should expect accountants to keep their knowledge and skills
up to date.
This requires accountants to keep up
to date on accounting, taxes, insurance
and the other matters that have traditionally been considered as required
qualifications for management accounting jobs. In addition, today's environment requires that management accountants be knowledgeable about economics, behavioral sciences, computers,
statistics and mathematics.
Conclusion
Management accountants have a tremendous opportunity to enhance their
value by becoming skilled in all aspects
of management information technology.
This requires, however, an updating and
broadening of present knowledge and
skills, and an expansion of interests
beyond the traditional sphere of accounting. If this opportunity is not
taken, the alternative is not attractive.

Federal Income Taxes and the
Return of Investment Concept
By J oh n W . P h el p s *
investment (ROI)
concept can be a useful tool in
appraising the effectiveness of management in most profit seeking ventures.
As more attention is centered on the
ROI concept and determination, it is
important that proper consideration be
given to the effect of federal income
taxes.
HE RETURN ON

Pre -Tax Profit as "Return'
Using pre -tax operating profit in ROI
calculations provides the best measure
of managerial performance. Non -operating or extraordinary gains and losses
which are not germane to the operation
must be eliminated. Also, federal income taxes should not be considered in
determining operating profit for two
reasons: (1) operating management has
no control over the tax rates and (2)
random tax rate fluctuations cloud the
true effectiveness of management when
comparisons are made from year to
year.
An ROI based on pre -tax operating
income can be used by management to
evaluate, compare and control operations. This "management" may be responsible for an industry, company,
division, plant, product line, or conceivably an individual product reasonably
allocated. Meaningful comparisons can
be made at similar management levels
for a given time or over several years.
After -Tax Profit as "Return'
After -tax income can also be meaningfully used. The after -tax profit requires that the non - operating income
*Orange County Chapter 1964. Cost Account-

ing Supervisor, Beekman Instruments, Inc.,
Fullerton, Calif. He holds B.S. and M.B.A. degrees from Stanford University.
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(such as outside investment or interest
income, vending machines income, etc.)
and expenses (i.e. interest payments) be
considered and the income taxes be
deducted.
An ROI based on after -tax profit can
be used when evaluating investment
alternatives with different tax considerations or when analyzing the desirability
of a single given investment. In these
cases, the net profit after taxes rather
than the operating profit is the significant element.
But profit is only one of the factors in
the profit/ investment percentage. How
does federal income tax affect investment? Because income taxes are not
paid to the government at the time of
each sale when the profit is actually
realized, the tax liability is accrued and
subsequent periodic payments are made.
The company, therefore, has the use
of the accrued tax money for other
investment classifications in the same
way that money is available when not
paid for accounts payable and other
accrued liabilities. These reduce the
total investment of the company and
allow the company to operate on less
private investment. This accrued tax
liability is effectively co- invested by the
government.
If the accrued federal tax liability is
ignored, the result is a pre -tax investment. To include the reduction results
in an after -tax investment.
Pre -Tax Investment
The tax rate is set by the government
and is subject to change from year to
year. The same reasoning that supports
the use of pre -tax profit suggests that a
pre -tax investment figure would elimiMANAGEMENTACCOUNTING

nate the extraneous federal income tax
accrual reduction. This would provide
compatible ROI calculations for evaluating, comparing and measuring management performance.
After -Tax Investment
It is sometimes desirable to use the
total after -tax investment to establish
the level of necessary cash flow. If a
single complete tax payment could be
mad e a t the en d of the fiscal year, a
stable business (which maintains constant sales and profits) would have an
average annual accrued federal income
tax liability equal to 50% of its total
annual tax, or 24% of pre -tax profit if

a t a 4 8 % effective tax rate. However,
most larger businesses have made installment payments in the past. The
Revenue Act of 1964 and Tax Adjustment Act of 1966 stepped up these installments.
The statutory $100,000 profit exemption will be ignored in this analysis. The
tax owed at the due date of the return,
two and one -half months after the close
of the taxable year,
1. Can be paid in total, or
2. Can be 50% paid at the filing date
and the remainder three months
therea fter.

A full single payment of the remainder is assumed here.

ESTIMATED TAXES PAYABLE ON THE 15TH DAY OF
Fiscal year
ending in

Average tax
accrual as
% of
to ta l ta x'

4th
Month

6th
Month

9th
Month

12th
Month

15th
Month

1964
1965
1966
1967
1968 and

0%
1
4
12

0%
1
4
12

25%
25
25
25

25%
25
25
25

50%
48
42
26

56
55
50
36

subsequent

25

25

25

25

0

15

As the first two installments are increased, the remainder drops from 50%
theoretically to zero while the average
tax accrual is reduced from 56% to
15 %. In 1968, the average tax accrual
of 15% of the tax will represent only
7% of t h e annual pre -tax profit at a
48% tax rate. (Prior to the Tax Adjust•Two weeks were assu med to be the a verage
processing period for clearing tax checks, thus
making the effective installment payment at the
end of the month.
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ment Act of 1966 this level would not
have been reached until 1971.)
Conclusion
Pre -tax operating profit and pre -tax
investment should be used when the
ROI percent is used as a measure of
management effectiveness.
After -tax profit and after -tax investment should be used when the ROI is
used to compare companies and /or
other investment alternatives from the
viewpoint of the investor.
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Control of Fixed Costs in Relation to Volume
B y H . J O H N AK ED

to be described has been
used successfully for several years
in a multiproduct chemical manufacturing company in which production is
a combination of batch and process systems. This management accounting tool
is the quantitative expression of the
under - utilization of plant capacity. Its
value is in the measurement of the loss
which the business incurred as a result
of t he inability to make full practical
use of its resources.

T

HE METHOD

ment required meaningful information
concerning its particular sphere of operations and the company's management accounting routines were highly
sophisticated and directed toward the
fulfillment of those requirements.

The company, which is research based, manufactures a range of a bout
eighty individual product lines, each of
which is individually costed and priced.
The industry is highly competitive and
the demands upon it are subject to
change as a result of the rapid technological development in recent years.
New products are constantly being introduced and old ones made obsolete.
A company expansion program was
initiated some years ago and it is in the
context of the successful achievement
of this program that this description
should be considered. To be able to
achieve success, each level of manage-

The general purpose plant consisted
of chemical reaction vessels with capacities ranging from 50 to 1,000 gallons. In addition, there was auxiliary
mixing and drying equipment. The vessels, regardless of their individual capacities were interchangeable, but there
were problems relating to batch
because of the need to consider demand,
economy, safety and the lengths of reaction times. This meant, in practice,
that it was not always possible to increase or decrease output merely by
using larger or smaller vessels. Thus,
despite the apparent advantage of having homogenous units of equipment,
size

Outline of the Company and the Factors
Affecting Its Operations

Because of expansion and of changes
in demand, a fixed inventory cannot be
used. Instead, variable inventory levels
are required to balance output with demand.
The equipment used is a combination of special and general purpose
plant. Emphasis as between the types
of plan t is s ubject to cha nge over the
years, but the trend, at the conclusion
of the period under review, was toward
increasing specialization of plant.

," " 1

H. JOHN AKED, Detroit Chapter 1965, is Financial Analyst, BCA Division, Federal Mogul Corporation, Detroit,
Mich. Mr. Aked was educated in England.
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some very tricky loading problems were
encountered in attempting to schedule
production.
Management required knowledge of
the exact causes of plant under /over
utilization and whether it was due to
lack of sales or to failures on the part
of the production departments. When
the scheme was first introduced, the
major cause of under - utilization was
lack of sales and this was how the
scheme acquired its name— S.P.U.R.—
the letters stand for, "Sales Plan Under Recovery." In the course of time this
underlying cause came to be less significant, but the name was retained because
of its familiarity and because its abbreviated form was so apt.
Another management objective was
to protect the company in its pricing
policy. It will be demonstrated that the
portion of fixed costs attributable to
failure to keep the company's resources
fully occupied was excluded when price
fixing. This enabled it to maintain its
competitive position by basing prices
on its most efficient level of operation.
Requirements of the Scheme
While a highly sophisticated accounting system is not required, there are
certain basic procedures which are
necessary. Most are carried out as a
part of the normal routine and do not
result in any additional work. They are:
1. A forecasting system which covers
the whole of the company's activities
including the physical expression of
the forecasts as well as their expression in dollar value.
2. Production burden centers which represent responsibility for costs. In this
case, the centers were either groups
of general purpose vessels of the
same type and size, or special purpose combinations of vessels and
their auxiliary equipment.
3. Standard product costs which are
based on the production forecasts
and which, while they are computed
on an absorption basis, differentiate
between the fixed and variable elements of cost.
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4. The calculation of practical capacity
utilization for each production burden center.
5. The periodic calculation and analysis
of product cost variances as a basis
of management reports indicating
areas of responsibility.
The Sales and Production Forecasts
Sales were forecast in detail by product, quantity and price. After final
agreement of the forecast, the sales
quantities were extracted and formed
the basis of the production forecast.
The first stage in the preparation of
the production forecast was the consideration of the effects of inventory
change. In this phase, the production
management required the cooperation
of general management because it was
not sufficient to merely consider the
year being forecast. Consideration had
to be given to future operations and
several questions had to be answered:
1. What were the sales prospects beyond
the year of forecast?
2. Assuming that sales would increase,
would the increase be sufficient to require an increase in capital investment, and if so, when? And when
would this affect output?
3. If no increase in investment was warranted, how much of the increase
could be absorbed by the available
capacity in those future years and
how much, assuming no decomposition problems, could be made in the
current year and placed in inventory
until required?
4. If the market was to remain stationary, to what extent was capacity
available for achieving long production run economies by manufacturing more than the forecast sales in
the forecast year? What would the
inventory investment be?
5. If sales were to fall, should production take place in the forecast year
and, if so, to what extent?
Obviously many of these questions
and answers were interdependent and
involved matters which were, apparent13

ly, outside the scope of the immediate
problem but which could affect its solution. Before a final solution was
achieved, the problem required much

shuttling back and forth with original
ideas being modified and remodified.
The results of this operation were inserted on the production forecast:

PRODUCTION FORECAST
Unit: Tons
Product
A
B
C
D
E

F
G

Sales
200
150
500
75
25
125
10

Inventory change
Increase
20

(30)
(5)
10

The next operation was to forecast
the requirements of intermediate products —which the company manufactured
for use in some of the finished products,
but which were not normally sold except
as a part of an other prod uct. Often a
given intermediate product was common to more than one product and, in
those cases, its total requirement was
the sum of the requirements of all the
products concerned. The "Own Make"
requirements for each intermediate
product were scheduled on a separate
section of the production forecast.
It should, however, be noted that the
production forecast was not yet final.
The final version could not be made until after the plant utilization forecast
had been drafted.
The Plant Utilization Forecast
For each salable or intermediate
product, the company had a process
specification. A process specification
started with a statement of the batch
size or production cycle output. It was
divided into two sections. The first section showed the standard input of raw
materials and intermediate products required to make the standard output. The
second section showed the standard
hours of plant utilization broken down
14

(Decrease)

Production
220
120
500
70
25
135
10

by type of equipment required to make
the standard output.
1. Actu al u tilization of plant. To build
up the forecast, the required annual
output of each product was taken
from the production forecast and
was divided by the standard batch
output. This gave the number of
times which the standard batch output would have to be made in order
to meet the annual forecast Of Output. When multiplied by the standard plant hours per batch, or cycle,
it gave the total plant requirements
for each product— Exhibit 1. By totaling the demands of each product
on the available plant, a forecast of
the utilization of each type of equipment was achieved. The forecast so
obtained had to be tested for feasibility and this operation achieved the
additional object of summarizing the
available plant capacity for later use
in the final calculation of "S.P.U.R.."
2. Plant capacity. "Capacity" in this
context does not mean 100 percent
capacity. In every case there are
good reasons why 100% capacity
usage is not practical, but is a theoretical attainment level. What has to
be considered is some practical level
of activity which will always be less
than 100 percent. For some vessels it
may be over 90 %, while for others
it will be much lower, possibly in the
region of 50 %.
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PLANT UTILIZATION AND CAPACITY FORECAST 196...
(Before Feasibility Review)
Unit:

General Purpose Plant

Output
(T o n s )

Product

Hours

10 0 G

20 O G

5ooG

A
B

120

C

500

D

70

35

E

25

25

F

135

5400

540

Al

55

55

B1

12

Cl

150

D1

70

G1

1

120
1500
1400
5

6000

PRACTIML

15000

CAR CIT Y

Number of Units
Capacity Hrs.Ea.

6600

100

10

Hours

400

10

100

Total

A
8800

220

G

Special Purpose

4000

Capacity Hrs.Tot 12000

2

5

7500

7000

5000

35000

Note: Practical capacity is different for each vessel group. Theoretical capacity, with three -shift
working, is about 8736 hours per vessel -year, (168 X 52). After allowing for cleaning,
maintenance, public holidays and vacations, it is reduced to about 7500 hours per year.

Practical capacity is normally somewhat below this figure for a variety of reasons.
EXHIBIT 1

3. Feasibility. By compa ring the pra ctical capacity with the direct utilization forecast, the feasibility of the
la tter is easily determined. Rega rdless of whether conditions of over utilization or of underutilization existed, further decisions were requ ired.
Over - utilization —Was a permanent
increa se in capacity justifiable? In
chemical ma nufa ctu re, it is often
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possible to obtain increa sed yields
by varying the process. Were these
circu msta nces susceptible of th a t solution a nd wou ld the higher costs
enta iled be ju stified? Shou ld the difference between sa les a nd ou tpu t be
purchased a nd, if so, a t wh a t pr i ce ?
Shou ld the sales foreca st be revised
downwa rds? Assu ming a nega tive a nswe r to these questions, which combina ti on of produ c ts wou ld yie ld the

15

highest profit in the existing conditions?
Under - utilization - -Could a part of
the output from a group of vessels
which was scheduled to be over -utilized be transferred to another group?
Was the under - utilization likely to
be of a permanent nature due to
product obsolescence and, if so,
should the vessels be retired? Could
the sales forecast be revised to increase the requirements for those
products which used the underemployed vessels?
Final Sales, Production and
Plant Utilization Forecasts
Because of the interdependence of the
three forecasts, none of them could be
considered in isolation. The final form
of each was a compromise between the
sometimes conflicting requirements of
all of them.
It may seem that the interdependence
was so acute that a solution was impossible, but this was not so. By experience,
by judgment and by the intelligent use
of both accounting and technical skills,
the problem was always solved to the
company's best advantage.
Computation of Burden Rates
All burden was charged against production by means of vessel hour rates.
In this particular factory, labor formed
a very small part of total cost and was
of little significance in influencing either
the quantity or t he quality of output.
Overhead expenses arose mainly as a
result of vessel usage and only a minor
part of them were the direct result of
the employment of labor.
In these circumstances, it was logical
and proper that burden should be recovered on the basis of vessel occupancy. It should be a general rule that
expenses are recovered on the same
basis as that upon which they are incurred, because if this is not done it is
difficult to see how the rates can accurately reflect incidence. If this accurate
reflection of incidence is not achieved,
any attempt to exercise control of ex16

penses is frustrated. Furthermore, it is
desirable that the build -up of each rate
should be carried out in detail, item by
item.
The method of computation for fixed
expenses differed from that for variable
expenses. The differences were in the
method of routing the expenses to and
from the expense forecast and in the
hours -basis of recovery. The allocation
and apportionment of both types of expense can be categorized as to the required approach:
1. Those expenses which are capable of
being directly allocated to particular
groups of vessels; e.g., depreciation.
2. Those expenses which can be directly
calculated for each group; e.g., power.
3. Those expenses which are common
to all vessels, but which can be allocated easily and equitably; e.g., space
occupied which can be allocated on
the basis of square feet occupied.
4. Those expenses which can only be
allocated arbitrarily. There are strong
reasons for ignoring them in burden
and treating them as a common expense to be deducted from the overall profit —which treatment corresponds to a modified form of direct
costing. However, in the company
concerned, they were called "General Expenses" and were allocated as
a flat machine hour charge. There is
also some merit in this method because it at least charges the expenses
somewhere and makes some process
and some person responsible for their
recovery. While this would appear to
be inconsistent with the direct responsibility principle of burden apportionment, it did no harm provided
that the facts of the case were kept
clearly in mind and that control
through the vessel burden center was
not attempted. The vessel, in this
case, was merely a convenient instrument of recovery while control
was exercised departmentally and
not in detail.
Fixed Expense Rates
Since this description is not directly
concerned with the control of variable
MANAGEMENTACCOUNTING

from the depreciation expense forecast.
This was analyzed so that the expense
to be charged to each group of vessels
of the same capacity or of those which
formed special purpose units, was calculated. The few remaining items of
general use were not of significant value
and were prorated to the major vessel
groupings.
The use of practical capacity hours,
rather than direct utilization hours to
assess the burden rate pe r hour was a
result of the desire to keep the company competitive in its pricing, and
forms the substance of "S. P. U. R."
Obviously, the hourly rates so obtained
were generally lower than they would
have been had direct - utilization hours
been used and this resulted in a budg-

S.P.U.R. CALCULATION

Vessel

Hours
Capacity
Util.

196...

RPCover_vS
Fixed Cost
Util.
apacity
Per Hour

I

S.P.U.R
$

expenses, discussion of burden rate
computation will be confined to fixed
expense.
The total of each item of expense was
determined independently of plant utilization. These expenses are those which
arise because of the basic decision to
manufacture. Their incidence is not, in
the short term, determined by the level
of output; hence, it cannot be derived
from the level of output.
The process consisted of finding an
equitable basis of apportionment, using
that basis for each burden center and
then dividing the apportionment by the
practical capacity hours of the burden
center to arrive at a cost per hour.
Using the example of depreciation,
the total of the expense was derived

100

G

12000

6000

3. 00

36000

18000

18000

200

G

15000

15000

3. 20

48000

48000

- - --

500

G

35000

30000

3. 50

122500

105000

17500

1000

G

6000

5000

2.30

13800

11500

2300

A

7500

7500

5. 15

38625

38625

--

C

6750

6600

4.70

31725

31020

705

1000000

840000

160000

Totals

- --

A

I---I --B

C

D

Note 1 The hours shown on this schedule are arrived at after adjustment of the Plant Utili-

zation Forecast for feasibility and forecast additions to equipment.
Note 2 S.P.U.R. can be checked for each item and dollar values are easily converted into
physical terms. An example of this based on the figures for 100 gallon vessels is:

C(A —B) =D
$3 (12000 — 6000) = $18000
EXHIBIT 2
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eted under - recovery of fixed expense.
Finally, the costs per vessel hour of
each type of expense were grouped and
totalled to give fixed expense burden
rates per hour for each group of vessels.

amount of detailed work carried out.
The contribution of every item of equipment to the recovery of fixed expense
and to activity could be measured. It
may not have been the accountant's
function to carry out remedial action,
but his spotlighting and definition of the
problem was the vital first step in its
solution. In the annual profit forecasts,
the total of "S. P. U. R." was treated
as an addition to cost of sales. No attempt was made to analyze it by product
line (such an analysis would have had
no relevance) but it did enter into the
monthly phasing of the forecast.

The Calculation of S. P. U. R.
The calculation commenced with the
application of the fixed expense hourly
rates to the forecast of direct utilization
of plant. The sum of the results of this
calculation when compared with the
total of fixed manufacturing expenses,
gave the monetary value of the effects
of under - utilization. It was also possible,
by comparing hours of utilization with
practical capacity hours, to express
"S. P. U. R." in physical terms. In a
multi - product factory the usage to which
plant can be put is so diverse as to be
subject to infinite permutations but the
expression of "S. P. U. R." in physical
terms gave a practical measure of activity (Exhibits 2 and 3).
Herein lies the justification for the

The Routine Use of "S. P. U. R."
Monthly routine reports were submitted concerning all matters affecting
profit. "S. P. U. R." was used in conjunction with both fixed and variable
expense variances.
1. Fixed Expenses. In attempting to discover why expenses were different
from the forecast, one of the things

MONTHLY ACTIVITY
(Corrected for S.P.U.R.)
JUNE

Hours
(S.P.U.R.
Ne t
Capacity

Capacity

Utilized

Activity
%

Vessel

156..

100 G

1000

(5 0 0 )

500

520

104. 0

200 G

12 50

1000

80.0

2900

-(4 18 )

12 50

500 G

2482

2300

92.7

10 00 G

500

(8 0)

420

420

100.0

A

625

( - -)

625

610

97.6

C

563

(1 3)

550

500

90.9

Totals

1

25000

1

(4 00 0)

1

21000

1

100 00

1

90. 5

*Based on S.P.U.R. calculation apportioned to months.
EXHIBIT 9
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2. Variable Expenses. It has been mentioned that "S. P. U. R." was expressed in physical as well as in
monetary terms. A result of this
was that the calculation of actual
activity in relation to forecast was
MARCH1967

very simple. All that was necessary
to express activity, either in total or
in detail, was to divide actual vessel
occupation by vessel occupation capacity and eliminate the "S. P. U. R:'
hours. (Exhibit 3). The formula
was:
Actual plant time X 100
(Plant time capacity minu
S. P. U. R. hours)
Applying this percentage to the
monthly forecast of variable expenses based on full activity, the
level of expenses relating to the
month's achieved activity was predetermined. This was the value
against which actual results were
measured.
The Nonroutine Use of "S. P. U. R."
Mention has already been made of
the fact that S. P. U. R. created a "pool"
of fixed expenses, which introduced
flexibility into their treatment at varying
levels of activity when unexpected cirwhen some factor
cumstances arose,
which was of too tentative a nature to
be included in the forecast crystallized
unexpectedly. In general terms, its non routine use consisted of its application
to the solution of any problem involving
the use of fixed assets and their effect
on profitability.
or

to be considered was the effect of
volume. Was the level of sales /output different from that forecast? By
making use of the processes set up
in calculating "S. P. U. R.", the
measurement and evaluation of this
factor was straightforward.
For each vessel group, the actual
hours of occupation had already
been calculated for other purposes.
These hours, when compared with
the month's capacity hours extracted
from the phased forecast, resulted in
the expression of volume variance in
terms of hours of work. By the
evaluation of the variance for each
vessel group at its fixed cost per hour
and by totalling the results, the
monetary value of volume variance
was obtained. This was a direct,
simple and accurate method. It gave
the appropriate weight to each contributing factor and eliminated any
of the errors which can arise from
the averaging of unlike factors.
The result so obtained was not, however, truly a variance because at
this stage the total under - recovery
of fixed expenses was under consideration and a part of this value was
"S. P. U. R." Since "S. P. U. R."
had been forecast, this element could
not be considered a variance. It was
necessary, therefore, to eliminate it
in order to arrive at the true variation from forecast results.
It will be apparent that the volume
variance was, in effect, represented
by a change in the monthly value of
"S. P. U. R."
Thus, it was possible to determine
with a minimum of work exactly
how the actual results differed from
the plan and to allocate the variance
between controllable and noncontrollable factors. Since the total was
built up from the contributions of
the individual items, a detailed analysis of the variance was also immediately available for use.

Advantages of the Scheme
The claimed advantages can be summarized by stating that they created an
educated awareness of the situation and
an incentive to action. Specifically:
1. Responsibility for the utilization of
capacity was clearly indicated and
allocated.
2. After the elimination of nonmanufacturing responsibility, the exact
areas of under /over utilization, their
causes and their effects, were pinpointed. Volume variance could be
directly calculated on a physical
basis by reference to hours of operation.
3. Attention was directly focused on
controllable factors.
4. Data for Direct Costing was readily
available for use in those areas
19

where it would be most appropriate.
5. Since the company was expanding,
it was given an early warning of
those areas where additional equipment would be required.
6. Flexibility was introduced into fixed
costs —they became variable within
the large range of conditions bounded
by the need for permanent increases
or decreases in asset investment. This
was particularly advantageous in the
cases of those fixed costs which are
capable of being "stretched" such
as the cost of space occupation and
those costs, such as supervision,
which are not the result of an investment of capital. For these costs,
"S. P. U. R." became a pool out of
which any additional costs could be
drawn and into which any under recovered costs could be deposited.
It was unnecessary to change individual products costs, or to consider
the effects of changes in fixed cost
usage thereon each time a change in
circumstances occurred. These were
simply, accurately, adequately and
logically reflected by the change in
the level of "S. P. U. R."
Conclusion
It may seem that much work was
done for results which could have been
obtained by other means, particularly
by the use of Direct Costing. It may
also seem that many matters have been

mentioned which are not of direct concern to the main theme.
With regard to the first point, it must
be said that Direct Costi ng has by no
means gained universal acceptance as
being the correct tool to use in all circumstances. Without entering into arty
controversy on this point, it should be
stated that Direct Costing was recognized as being of value in some circumstances and that "S. P. U. R." gave the
advantages of its use, where appropriate,
without losing the advantages which it
was felt accrued to the use of Total
Costing.
To reiterate a point made earlier,
much of the detailed work involved
would have had to be done as a matter
of routine even had the scheme not
been used. All that was needed for its
purpose was an adaptation of that routine work to this particular use. Its real
cost was, therefore, very small and it
was felt that it was well justified by the
results obtained.
In "S. P. U. R." we have a tool well
tested and understood by all levels of
management. It proved itself in a period
when management had need of all the
guidance which it could obtain in order
to make the successful transition of the
business from loss- making to profitability and to progress through expansion.

Profitability Reporting in a
Professional Consulting Firm
By Edwards B. Fi sh*
H E M E A S U R E M E N T and control of
cost and profit in a small professional consulting office is normally quite

T

*Seattle Chapter 1946, Controller and Secre-

tary of Milliman & Robertson, Inc., Seattle,
Wash. Holds a B.S. degree from Massachusetts
Institute of Technology, Cambridge, Mass. A
previous contributor to MANAGEMENT ACCOUNTING.
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simple. The owners can measure their
progress readily and keep out of trouble
with a minimum amount of record keeping, unless they are fortunate
enough to prosper and grow beyond the
point of one -man or two -man control.
Here are some of the conditions
which growth has brought to us:
MANAGEMENT ACCOUNTING;

Time Sheets
The key record is the report of daily
time, the time sheet, which each employee provides at the end of each
month. This report is the basis for all
records, reports and analyses of professional time spent, as well as fees
charged.
Two types of codes are used on the
time sheet: (a) a six -digit employee code
identifies the office, the principal to
whose staff the employee is assigned
(called supervising principal), and the
individual employee himself; and (b) a
seven -digit code which assigns charges
to clients for billing —two digits identify
the principal who carries responsibility
MARCH1967

for the client (called responsible principal), three letters identify the individual
client, and two final digits specify the
type of service rendered.
Work which is not billable to any
client fits into the same pattern of coding except that the first two digits,
instead of identifying a principal, signify
whether the time was spent on such
things as computer program research,
special nonchargeable projects, or general overhead. The three identifying
letters specify the particular project or
overhead activity involved.
important to note that the total
It
time of every employee, including principals, is recorded on the time sheets.
Although some professional offices resist such "regimentation," complete
written records of time spent by all
staff are an absolute necessity for accurate charges to clients and full collection of fees for services rendered.
Such records should be kept no matter
how large the firm may be, but they are
especially essential for the company
which has grown beyond the point of
being managed by one or two owners.
is

1. The company is managed by 14 principals located in 8 offices around the
United States and Hawaii, and these
numbers have been increasing steadily for several years.
2. A central computer department processes all technical work.
3. Each principal often calls upon other
principals or their staff employees to
provide service to his accounts.
4. Most of the company's offices are
quite small, since it is not economical
to employ full -time accounting or
clerical personnel at each location.
5. Because the main load of professional
work with clients is carried on by the
principals themselves, time required
for interpretation of company management reports must be kept to a
minimum and the performance reports must provide a readily understandable basis for action.
The system we have evolved to provide operating and financial measurement under these conditions is based on
(1) a system of codes for relating all
chargeable time to clients, principals and
employees, (2) simple standard forms
on which each office submits fully coded
basic data, (3) carefully scheduled processing of all data a t the central office
and (4) a strong central office accounting organization headed by a controller
experienced in management accounting
and controls.

Billing Sheets
Another essential piece of original
information is a detailed record from
each office of the charges for time and
expense which have been billed each
month. Such a record is required, of
course, for relieving the work -in- process
inventory, but just as importantly it
permits us to analyze each employee's
contribution to gross margin on a current and cumulative basis.
To make the job of providing the
billing information as easy as possible
for each principal, we provide him a
machine listing of all unbilled client
charges immediately after the end of
each month, which he uses as a worksheet when he computes the client bill.
The listing includes all charges for the
month just completed, showing each
employee's work on each client in terms
of hours spent, amount of labor cost at
employee's basic hourly rate, and the
21

amount of fee billable at the employee's
standard hourly billing rate.
The principal indicates by pencilled
brackets and notes on this worksheet
listing what work is included in the
amounts he is currently billing, attaches
copies of his client's bills to the worksheet and returns the package to the
central office. A tabulating card for each
item of charge which has been billed is
then pulled from the work -in- process
car d d ick an d t his collection of cards
then becomes the source record for
analysis reports of profit by employee,
principal and client.
Control Reports
The first report in point of time, produced as soon as the monthly time data
has been keypunched and the machine
list of unbilled charges has been produced, shows chargeable and overhead
time during the past month for each employee on each principal's staff. In
addition, it lists the standard cost of
chargeable time and the gross margin
on each employee's productive time.
Thus, we have a full analysis of each
employee's contribution to profit, a recor d of e ach person's nonbillable time,
and an accurate measure of each principal's overall utilization of his staff.
A second report, available at the same
time, shows the distribution of productive time of each principal's staff among
the work of all principals. Its purpose is
to show the "origin and destination" of
the large amount of intra- company work
which arises because of the company's
diversity of special knowledge in various
offices. The relative contribution of skill
and time by each principal's staff to
overall company service can thus be
determined for use by management in
organization planning.
This type of cross - reference report
can be obtained only by use of the two-
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way data coding system described earlier. The employee code relates time to
the staff doing the work, while the client
code identifies the principal whose client
received the service.
Two further reports are prepared
from the same basic coded data after
each principal has determined his
monthly billings, sent them to the
clients, and submitted his worksheet
listing to the main office. One shows
gross profit on the billings for each
employee's time with a total by principal
an d a grand total for the entire company, tying directly to the statement
figure of gross profit on labor. Thus, a
fully - detailed analysis of sources of the
profit on labor throughout the firm is
available.
The other profitability report, a client
summary, shows current charges, profitability and payment status of each client
account. The current charges are shown
separately for each principal's staff
working on the account. In addition,
the summary includes payments received
from the client and updates the company's accounts receivable status in
detail and in total. The client summary
thus provides all information for a full
history of profitability and payment on
each account we have served.
Conclusion
The above- described system of data
accumulation and reports is meeting the
needs of our sizable, diversified, professional consulting firm during a period
of rapid growth. Success of such a system depends upon standardized organization and coding of basic data at the
source, fast centralized processing by
a competent home office staff and computer, and organization of the whole
process so that the same source data can
be used for all purposes from production records through general ledger
accounting.
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Pricing Policies and Methods
By S AMUEL B. LO W ELL

Y P I C A L L Y , the manufacturing company's management can categorize
its modern competitive activities into
three basic areas — product improvement
and innovation, sales promotion, and
pricing. The problem of determining
the selling price of a product is by far
the least developed part of this trilogy
— pricing policies and practices are
often surrounded with mystery and
approached with great uncertainty.
Pricing influences the effective demand for products in varying degrees.
It sets the tone for much of a company's
merchandising and production strategy.
It is the basis for determining gross revenues. For these reasons, understanding
the forces at work and a clear statement
of the place of pricing in the company's
competitive strategy is of vital concern
to a company's management in exercising its responsibility for profits.

T

Pricing Policy
A statement of pricing policy must
be written to reflect all the facets of
internal operations and problems, each
of them being assessed against the external market factors which influence
the total situation. It should present the
over -all pricing policy clearly and, by

generalizing the principal pricing problems, provide a guideline for decisions
in individual pricing situations. Once a
pricing policy has been formulated, it
should be regularly reviewed and kept
up to date.
An industrial pricing policy intended
for internal use is illustrated by the following generalized guidelines of a hypothetical large manufacturer of machinery:
1. Prices will be aimed at maximizing
profits for the entire product line;
that is, they will stimulate profitable
combination sales.
2. Prices will be set to promote the
long -range welfare of the firm, to
discourage competition from entering
the field.
3. Prices will be adapted and individualized to fit the diverse competitive
situations encountered by different
products.
4. Pricing policies will be flexible
enough to meet changes in economic
conditions of various customer industries.
5. A predetermined and systematic
method of pricing new products will
be provided based on estimated total
costs and a satisfactory return on
investment.
6. Replacement parts prices will be determined from an organized classification of parts by type and manufacture.

SAMUEL B. LOWELL, CPA, Los Angeles Chapter 1964,
is on the stafy of Haskins & Sells in Los Angeles. He holds a
B.S.B.A. degree from the University of Florida and an
M.B.A. degree (with distinction) from New York University.
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Pricing Methods — Relationship
Between Cost and Price
In business practice, the most widely
used means of setting prices is to make
a cost estimate and then add a margin
for profit determined by various means
(known as cost -plus pricing). This is
basically different from the economist's
approach. He would make the estimated
effect of price on sales volume the dominant factor. Such effect is determined
by the various relevant types of competitive environmental situations. The
actual selling price is usually somewhere
between a maximum determined by demand (and what the traffic will bear)
and a minimum determined by out -ofpocket costs.
In any pricing situation, the interaction of cost and demand must be considered. Cost is only one factor in price
making, and a company which ignores
the factors influencing demand is likely
to price itself out of business. The
weight given costs usually depends upon
the proportion of variable costs, especially raw material and labor costs, to
total costs. Where this proportion is
high, changes in costs assume greater
importance because of their impact on
cash inflow. When competitive conditions sharply limit the selling price,
some means of reducing costs must be
found, such as technological improvements or product adjustment.
Even in situations where costs do not
play a direct role in pricing, product
cost is still a relevant factor. For instance, in the oil industry selling prices
are determined by inventory levels (supply and demand), and the true cost of
a gallon of gasoline is indeterminable
because of the joint cost nature of oil
products. A company needs cost studies
and analyses so that any losses sustained
are recognized readily.
Price often determines cost rather
than the reverse. In the women's clothing industry, customary retail price lines
determine allowable cost incurrence.
This situation has several important
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implications for most manufacturers. It
views the price problem from the buyer's standpoint. It considers the seller's
cost as not necessarily optimum and
subject to greater control. And it regards
the product as modifiable to suit the
buyer's specifications.
However, someone's cost always establishes the sales price. The relationship
of cost to price and the profit allowed,
no matter how this profit is measured,
must be determined even if the company has no pricing problem. Whether
or not market conditions allow realization of this price based on cost, it must
be established. The price so obtained
can be the actual selling price or it can
be a target price toward which sales
efforts are directed. When the price determined in this way cannot be realized,
the company is provided the mechanism
for determining what cost levels they
must reach to produce satisfactory profits. Prices determined according to costs
are also more acceptable both to the
governmental regulatory bodies and the
general public.
Before presenting the major methods
of determining prices, it should be noted
that the question of what the cost is
has not been resolved. No uniform
methods of cost accounting exist because of the infinite varieties of internal
organization, methods of doing business, and availability of accounting and
statistical data. The effect of capacity
and the problems of allocating idle plant
complicate matters.
Full -Cost Methods
Two major methods of calculating
price based on full cost are return -onsales and return -on- investment methods.
On the surface, the difference appears
to be in the method of determining the
mark -on for profit. But more fundamentally, it is a question of whether the
cost of the capital employed in the manufacture and sale of a p rod uct should
be included in "full cost."
The return -on -sales approach first
computes the full cost of the product
MANAGEMENT ACCOUNTING

and then adds to this a profit margin,
figured as a percentage of cost. The result of this calculation is a first approximation of the price. It may be modified
to take into account the strength of
competition, the necessity of fitting the
price into customary price lines, and
may reflect changing costs or profit

margins. The product may be redesigned to bring its costs down so that
a satisfactory profit can be realized at
the attainable price; or other considerations, such as presenting a full product
line, may justify the acceptance of a
lower profit margin. The calculation of
this price is illustrated below:

Calculation of the Selling Price
(Fo r 25 % Re tu rn o n Sa le s)

$

6.80

Product Y
3.00
6.00
12.00
21.00
4.20
25.20
8.40
$33.60
8.40
$

$

8.00
3.00
6.00
17.00
3.40
20.40
6.80
$27.20

$

Product X

Raw materials
Direct labor
Factory overhead (Note 1)
Cost to manufacture
Selling and administrative expense (Note 2)
Total cost
Add 33% of total cost (Note 3)
Proposed selling price
25% of above

Note 1: Assumed to be 200% of direct labor.
Note 2: Assumed to be 20% of cost to manufacture.
Note 3: The mathematical equivalent of 25% of the selling price.
The calculation of a selling price
through the return -on- investment method calls for determination of the variable and fixed investment per unit as
well as total unit cost. Assume that a
variable investment of $10 is required
per unit of product X and a fixed investment of $2 0 pe r uni t for a given production range. If a 25% return on
investment is desired, then $7.50 would
be added to total cost for a proposed
selling price of $27.90.
Comparison —The fundamental advantage of the return -on- investment
method is that it avoids failure of the
return -on -sales method to consider the
entire triangle of financial management

— sales, profits and investment. Return
on sales emphasizes action to increase
profits either by increased sales or decreased costs regardless of the additional
capital that may be required. In the
long run, it is profitability measured as
a percentage of capital employed, and
not increased sales, that promotes
growth. Using an absolute amount of
dollar profit for comparison purposes
can be a very misleading indicator of
success.
The importance of using capital as
well as cost to determine prices is illustrated below for product Y where a
general 10% cost increase necessitates
raising the selling price:

Product Y —Effe ct of Cost Inc rease o n Price

Unit price
MARCH 1967

Before cost
increase
$33.60

Before
price
adjustment

10% Cost Increase
Price adjusted for
Return on
Return on
sales
investment
$36.96
$36.44
25

$1,008,000
252,000

176,400

277,200

261,600

17.5%

25%

$1,043,000

415,800
665,000

$1,080,800

$

$

$

24.2%
378,000
665,000

$

$1,093,200
831,600

$

$1,108,800
831,600

25%

Return on investment
Investment:
variable (Note 1)
fixed
Total

$1,008,000
831,600

25.6%

24.2%

415,800
665,000

415,800
665,000

$1,080,800

$

Return on sales

756,000

$

$

Sales- 30,000 units
Total cost
Profit before taxes

$1,080,800

Note 1: Assumed to be 50% of total•cost.

A company pricing for - return on
sales, in order to maintain its rate of
profit, would raise its selling price to
$36.96. This would produce profits of
$277,200 before taxes and would increase the return on capital to 25.6 %.
On the surface this sounds fine, but
pricing for return on investment, with
identical cost figures, capital, volume,
etc., would only necessitate increasing
the price to $36.44 and would alter
competitive conditions through a $.52
price advantage. As product Y moves
toward the consumer, this price advantage will be sharply increased as the
wholesaler and retailer add on their
mark -up, thereby enhancing Y's market
position and profit potential.
This advantage is basically due to the
fact that as sales increase, return -oninvestment percentage increases at a
faster rate than return on sales. This
occurs because the base by which profit
is divided, total capital employed, is
relatively fixed, while the return on
sales base, total sales, is completely
variable.
Return -on- investment pricing presents
another interesting aspect for the company tha t has a cost disadvantage (irrespective of whether this is an actionable factor or is due to lower volume or
some other factor which precludes the
attainment of optimum cost levels in
the industry). This method points out
that more efficient use of capital can
produce an even better return than that
26

of the company's low cost competitor.
Return -on- investment pricing might
also indicate that dropping a so- called
profitable product may be advantageous
because of more prolific opportunities
available. Management can never bypass
its responsibility to strive for best use
of productive capacity.
Less-Than -Full -Cost Methods
The three major methods in this area
are conversion cost pricing, contribution
pricing and direct cost pricing.
Conversion Cost Pricing. Referring
back to the illustration, Calculation of
the Selling Price, the cost of applying
direct labor and factory overhead to
product X raw material to produce the
finished product is $9 as compared to
$18 for product Y. This indicates that it
takes longer to manufacture product Y
and that the "value added" is greater.
When conversion cost is the scarce
factor for the various cost inputs, the
situation described above might call for
basing relative selling prices on this
value added. In conversion cost pricing
the profit mark -on is computed as a
percentage of the conversion cost instead of a percentage of sales. For example, if the mark -up was set at 67 %,
the proposed selling price for X would
be $26.40, while Y's would be $37.20.
In other words, because of the greater
value added, product Y requires almost
a 3 5% return on sales and X approximately 22 %, as opposed to a flat 2590
on both.
MANAGEMENTACCOUNTING
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2. Such pricing actions should not "spoil
the market" by endangering normal
channels of distribution.
3. Management must be alert to the
danger of building
a permanent
market in marginal sales.
4. Contribution pricing is not to be used
to obtain sales that could be obtained
at normal margins by more effective
sales effort.
There is one exception to this method
which has not been emphasized in other
works. This is the failure to include a
Contribution Pricing. Although full
provision for any increases in variable
cost should be the basis in pricing, as
capital
employed in determining the
we could not continue in business indefinitely if we failed to recover our full marginal cost. There should be an addicost, there are certain situations which tion to cost equal to such increase in
may call for disregarding full cost. working capital above the normal level
multiplied by the company's cost of
Since some costs are fixed within the
capital.
If such idle capital exists, it
relevant range of production, the varishould
be
either permanently invested
able, or marginal, cost is the incremental
in
a
profitable
internal use or permacost of any additional units produced
above normal volume within this range. nently disposed of through external
Therefore, any revenue we can derive long -term investments or paying diviabove the variable cost of these units is dends. If such excess capital is merely a
temporary accumulation, a multiplier
regarded as a contribution to fixed costs
equal to the available rate on short -term
and profit.
investments should be used.
This practice, known as contribution
Direct Cost Pricing. Pricing methods
pricing, is a short -run pricing method.
based on direct costs are a variation of
Generally, it is intended to utilize idle
contribution pricing. Here only the varicapacity in normal times or to reduce
able production costs are considered and
losses when times are bad. It is also
a mark -up is applied to those costs. The
related to the practice of dumping, that
mark -up in this instance would be inis, selling surplus inventories of a prodtended to cover fixed factory overhead,
uct in a particular marketing area at a
selling and administrative expenses, and
low price. The use of less than full costs
a profit above this.
in pricing may also be attributed to a
Direct costing is actually an inventory
lack of knowledge as to just what are
the full costs. Dun & Bradstreet's annual costing method, and a very useful one
analysis of bankruptcies always cites where applicable. However, its use in
inadequate knowledge of costs as one of pricing has an effect that must be conthe principal factors responsible for sidered. When a mark -up is applied to
direct cost, we treat factory period, disbusiness failure.
tribution and administrative expenses as
Contribution pricing is a highly de- bearing the same relationship to direct
sirable weapon for short -run pricing cost for each product. Since this is not
actions when qualified by the following true, some products would be subsidizconditions:
ing others and could well be over - priced
1. Idle capacity must exist, or if an and not as competitive as an allowance
increase in fixed costs is called for, for total costs would provide. This
the price must also cover this in- points to the importance of basing prices
on total cost concepts.
crease.

This method has drawbacks. It neglects the capital employed to produce
the product. Basing the proposed price
on conversion costs alone is tenuous.
Why should some elements of cost be
more worthy of a profit mark -on than
others? Why are purchase costs not as
much a factor as "value added" costs?
Even so, this method is applicable in
certain industries, such as the textile
converting industry, where conversion
costs are an overwhelming factor.
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On the other hand, direct costing
would not necessitate cost allocations.
Moreover, a knowledge of the variable
cost factors is important in pricing, both
in situations where contribution pricing
would apply and in others. Separation
of the cost of producing and the cost of
having the capacity to produce is essential to management.
There is another concept involving
fixed and variable factors. As mentioned
previously, capital investment is partly
fixed and partly variable. The fixed portion may be further divided into the
semi -fixed and sunk parts, the latter
being an investment which cannot be
changed, no matter what action is taken
short of selling the assets involved. If
the variable and semi -fixed portions are
treated as direct investment, the concept
of return on direct investment as a
guide in pricing can then be used.
Developing Long -Range Policy
Pricing is such a critical factor in
our economy that every company's
pricing policies must be thoroughly
thought out and committed to writing
for adequate understanding and proper
execution in setting each specific price.
Changes must be based on currently updated knowledge of shifting conditions
in the competitive environment and on
the company's applicable policy decisions. The information used must be
based on studies of ma rk et a nd other
competitive conditions as well as on cost
studies and analyses.
Unless long -range plans are implemented in applying the policy, the pitfalls of short -term pricing could over ta}ce and adversely offset otherwise desirable results. The management accountant's attention and further study
are needed to control this dynamic area
of every company's profitability.
Pricing policies and methods are
much debated. Many businessmen are
certain that costs set prices; economists
are just as certain that competition and
demand set prices. Actually, both are
true, given certain conditions. Prices set
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by costs alone could only be practical
under monopolistic conditions. Where
the economist's concept holds true, we
must realize that a businessman must
mak e a p rofi t a t th at pr ice or he will
have to either get out of business or
develop new fields of endeavor. The
selling price, then, should lie somewhere
between the maximum set by demand
and competition and a minimum set by
costs.
The minimum price may be based on
variable cost under certain short -run
conditions but, as a company must ultimately and systematically recoup all
costs, total cost normally should be considered to determine the minimum price,
so long as there is no additional unused
capacity available for increasing profits
without additional fixed investment.
Depending on the type of product,
the type of firm and the extent of competition, the company may alter the
maximum price set by demand or increased demand to reduce unit cost. In
order to maintain or increase demand
at a given or higher price, the producer
can differentiate -his product, offer a
more extensive line, or he may be the
price leader in his industry.
The question which arises from this
cost - demand relationship is how the
"plus" for profit should be determined,
or h ow is the minimum price set. As
indicated here, the "plus" must relate to
the investment required, as well as t o
sales and profits. The costs and portion
of the investment used may vary depending on the particular situation, but
the profit or contribution should always
be related to the investment. The most
meaningful test of profitability is the
relationship of profit to capital employed.
The management accountant whose
understanding of pricing is well developed can contribute tremendously to his
company's well -being by guiding the
thinking that goes into its pricing policy
and following through on setting prices
according to that enlightened set of
instructions.
MANAGEMENT ACCOUNTING
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Sales and Use Taxation in Interstate Commerce
B y ROBERT R. KELLY*

RE SE N TL Y there are some 42 states
and the District of Columbia which
impose sales and use taxes at rates from
2% to 5 %. Furthermore, local jurisdictions in 9 of these states impose taxes
varying from 1/z to I% t o 3 %.
This article points out some of the
problems in compliance, together with
an approach to accounting procedures
for billing, collecting and reporting the
taxes to the various jurisdictions. Interspersed will be comments regarding desirable improvements in legislation and
administration.

P

The Liability P r o b l e m
In 1959 Congress enacted P. L. 86272 which generally restricted the power
of the states to impose income taxes on
interstate commerce activities. P.L. 86272 also provided for a Congressional
study of interstate taxation. In October
1965, The House of Representatives Special Subcommittee on State Taxation of
Interstate Commerce proposed legislation for uniform taxation of multistate
operations, including sales and use taxes.
*Note: The author acknowledges assistance
from Gerald W. Muth, member of Beck man's
Tax Department, in the prepara tion of materials for the article.

In July 1966, a revised bill, H.R.
16491, was reintroduced in the second
session of the 89th Congress, but was
not voted upon prior to adjournment.
It is expected that similar legislation will
be reintroduced in the 90th Congress.
In summary, to date there has been no
enactment of any legislation comparable
to P . L . 86 -272, which would restrict
states and their instrumentalities from
imposing sales and use taxes on interstate operations.
The basis generally cited for the
state's position is the U.S. Supreme
Court decision Scripto, Inc. v. Carson
[362 U.S. 207 (1960)] in which it was
held that a Georgia seller was liable for
Florida use tax on sales made entirely
through independent contractors and
where it maintained no facilities or nexus within Florida. Most states have
statutes or regulations which conform
to the Scripto decision or earlier court
decisions.
As a company grows, it may establish
interstate operations and merge or acquire existing businesses for integration
into its operations, thus exposing the
company to possible additional sales or
use tax liability. The company's legal
department should determine whether
the company should qualify to do business as a foreign corporation and file
tax returns in other states. Many multi-

ROBERT R. KE LLY, C PA, Or a nge C ou nty Chapter (Providence 195 4), is Ta x a nd In suranc e Mana ge r o f Beck man : Instruments, Inc., Fullerton, Calif. Mr. Kelly ho lds a B.B.A.
degree from Northea stern University, Boston, Mass.
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division companies are qualified as foreign corporations in most of the 50
states. As a result, they are required to
file tax returns in these states, including
sales and
taxes where enacted. For
example, a company has no further liability for products marketed principally
for resale if it secures a resale certificate.
However, if a corporation changes to
direct selling, it becomes liable for collecting use taxes from customers in the
majority of states and local jurisdictions.
Through interstate agreements and the
power of levy, a state may be able to enforce collection upon an uncooperative
out -of -state seller.
Most of t he states impose the sales
tax liability upon the seller but, by law,
regulation, or business custom, the seller
is generally permitted to pass on the tax
to the user as a tax, or as an additional
agreed billing item. Since this is a problem area, it is desirable in sales literature, pricing sheets, and order acknowledgements to indicate that the customer is responsible to the vendor for all
taxes arising out of the transaction. For
example, most of the states have termed
their acts as "sales and use taxes," but
others, due to constitutional limitations
or other valid reasons, have "retailers
occupation tax," "gross receipts (sales)
tax," et ce te r a . A corporation tax administrator will have to review gross
receipts taxes very carefully to determine if, by custom, it is passed on to the
customer as a separate agreed item.
Defining Sales and Use Taxes
To the unacquainted, the terms
"sales" or "use" taxes are synonymous.
However, there is a fine distinction.
Generally "sales" taxes are imposed
upon the in -state seller of tangible personal property who passes on the tax
to the buyer while complementary taxes,
generally called "use" taxes, are applicable to the in -state buyer who purchases tangible personal property from
an out-of -state seller who failed to bill
and collect the tax.
By legislation, on the principle of the
30

Scripto or other court decisions, the
states have extended the term "use tax"
to include out-of -state sellers who are
required to collect the tax from the instate buyers. "Use tax" may also apply
to a foreign corporation qualified to do
business in the state, but with no shipping warehouse within the state.
Need for Manuals
A sales tax manual is a basic tool
for defining what is required and in
placing responsibility. If the manual is
concise and clear, employees will be
encouraged to effectively utilize it. The
tax manual should have two major
parts —one applying to "sales and service" and the other to "purchases," and
may be furnished in sections to employees on a "need to know" basis. For
example, marketing personnel receive
the sections on "sales and service" and
purchasing personnel receive the "purchases" sections.
How large or small should the manual
be? This depends upon the number of
taxing jurisdictions in which the corporation is required to file tax returns.
Local jurisdictions increasingly require
additional tax revenues to supplement
property tax bases and enact or adopt
sales and use tax laws where permitted
by state laws or constitutions. Unfortunately, few states have a uniform law
where collection of local tax is state administered and a combined state -wide
rate applies to all shipments to a customer, with no requirement for reporting taxes or shipments by points of
destination, such as to a particular
county. Therefore, a manual must summarize the laws and regulations of each
state and all applicable local jurisdictions not adopting uniform bills.
A Look at Manuals and the
Complexity of Tax Requirements
A summary of the requirements for
sales taxes on shipment of tangible personal property into a state is illustrated
below:
MANAGEMENTACCOUNTING

State of

STATE SALES & USE TAX ON SALES & SERVICE
Registratio n No.

Return Due Da te
15 th of ea ch month

Ra te of Ta x
Sta te: 3 % on sa le of tangible, persona l property
Loca l: See sepa rate ma nu a l for City Ta x
Shipme nts Su bje ct to Tax
Tax a pplies to a ll shipments of ta ngible, personal property to a Sta te destination.
Comp uta tion of Ta xable Base
Sales Price — Add /Deduct:
Tra nsporta tion Cha rges
Ignore: FOB shipping point (where sepa rate)
Ad d :
FOB destina tion point (where sepa rate)
Dedu ct: Ca sh discounts deducted
Ad d :
Federa l Manu facturer's Excise T a x
Ignore: Insu ra nce charges
Ignore: Trade -in credit
Tax Sta tus of Sales
Sa l es a r e t a xe d a t the fu ll r a te a n d ta x co de d N o. 1, except where specifically exempted below:
Ex e mp t
Ex e mp t
Ta x Co d e
Ex empt Institu tion s
Ta x Co d e
Ex empt Transactions
Sales to nonprofit
Sa les where goods are
...
shipped from the State
hospita ls*
4
to a point ou tside the
5
religious groups*
4
Sta te
charitable grou ps*
4
6
educational*
Sa les for resa le
4
U. S. Gov't and its
Sa les for further processinstru mentalities
7
ing, mfg., if goods
become pa rt of finished
*Only those institutions approved by
6
Sta te a nd furnishing certifica te of exproduct
emption.
(where sepa ra te)
La bor on
repa irs ...
reconditioning
installation
service charges
Items Requiring Special Handling
Retu rned goods —where customer receives credit for fu ll sa les price a nd sa les ta x,
dedu ct on sa les ta x retu rn.
Si nc e m a n y sta tes ha v e no u n i fo r m
sa l e s or u se ta x l a ws, a sim i l a r su m m a r y
is re q u ir e d fo r e a c h ta x a r e a i n t h e st a t e .
E a c h su m m a r y is simila r in form a t —
regi stra tion n u m b e r , ra te of ta x, d u e
d a t e o f r e t u r n , g e n e r a l st a t e m e n t o f t y p e
o f p r o p e r t y su bject to t a x , c o m p u t a t i o n
of the ba se t o whi ch the t ax ra te is a pplied, a n d specific ex e m p t i o n s, su c h a s
sa l e s fo r re sa l e a n d sa le s t o a no np ro fi t
in sti t u ti o n. Also , e a ch su m m a ry is c od e d
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to fa ci li t a t e c la ssi fi ca t io n for a c co u n t in g
pr o c e du r e s.
A tr a n sa ct io n is co n si d er e d ta xa ble
u nless a d e q u a t e ev i d e n c e is fu r ni she d
th a t t h e t r a n sa c ti o n i s ex e m p t . T h u s, t h e
b u r d e n is pla ced u p o n the c u st o m e r to
fu r n i sh su c h e v i d en c e a s wi l l re li ev e th e
sel ler fr om ta x li a bi lit y.
As ind ic a t ed previo u sly, H . R . 1 6 4 9 1
in t r o d u c e d by th e H o u se Spec ia l Sub C o m m i t t e e o n Sta te T a x a t i o n wo u l d
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have restricted the power of the state or
its political sub - divisions to impose sales
or use taxes on a company that has no
business location within the state, as
defined in the act. This is a much needed
provision necessary to facilitate interstate commerce.
The states themselves should take the
initiative in the areas covered in H. R.
16491 in respect to sales and use taxes
in order to minimize problems of jurisdiction and discrimination as between
interstate sales and intrastate sales. Furthermore, there is considerable improvement needed in the laws and regulations
many state tax departments are required
to administer. Whenever possible, uniform acts should be adopted to accomplish uniformity and simplify many
existing acts and regulations not only for
the multistate taxpayer but also for the
intrastate as well. Relief from jurisdictional problems in interstate sales or use
tax are likely to be accomplished only
through federal legislation.
Exemption Certificates
An exemption certificate is required
by taxing jurisdictions for relief from
tax liability, as liability is generally imposed upon the seller. Among the states
there are differences in provisions for
exemption certificates. Some specify prescribed formats of certificates for the
various types of exemptions; others require certificates, but do not prescribe
the format. Generally, there are two
distinct types of exemption certificates:
(1) "unit," applying only to a specific
transaction and (2) used almost exclusively, the "blanket" exemption certificate usually applicable to all transactions subject to tax, except as otherwise
noted as taxable on a purchase order.
Generally the "blanket" form of certificate is valid until terminated by either
party or by operation of statute or
regulation.
In practice, exemption certificates are
very difficult to secure from a customer,
particularly where transactions are limited with the customer, such as a one32

time sale. Ideally, the decision on tax
status should be made when the salesman, telephone order - taker, or sales
order department receives the order.
The order taker should inform the customer that the transaction will be subject to tax unless a valid exemption
certificate is furnished. If the customer
complies, the exemption certificate
should be received prior to shipment
and billing of the invoice.
The taxpayer is required to maintain
at each billing location a master file of
current exemption certificates. This is
costly and slows the billing process.
Sellers usually have follow -up procedures for securing exemption certificates. A supply of forms for each state
or local jurisdiction must be maintained
at each billing location. Experience
shows that the prescribed state form
should be used, rather than improvised
forms permitted by many states. The
customer is much more receptive to a
form he has grown accustomed to using.
Due to the above problems, many
companies bill all customers on sales
subject to tax, except where the transaction is exempt on the face of the order
by exemption certificate incorporated
into the order or attached. Then the
accounts receivable department has to
resolve any tax charges refused by the
customer. This is costly to both the
seller and the buyer.
Customers generally must share the
responsibility with most taxing jurisdictions for the inadequacies in current
exemption certificates. Purchase orders
of buyers should clearly designate registration number, tax status (taxable or
not taxable) and the exemption certificate (incorporated into the order, or
attached as part of every exempt transaction) .
States might prescribe abbreviated
formats for purchase orders, or limit
requirements to a registration number
and designation of order as nontaxable.
As proposed, H.R. 16491 would have
provided a basis for business buyers to
MANAGEMENTACCOUNTING

pay sales or use taxes directly to jurisdictions. If this section were enacted,
there would be problems unless the section was mandatory to all business
buyers. Currently, a few states permit
direct payments to qualified taxpayers,
but frequently the customer fails to
designate adequately the exemption on
his purchase order or attach a direct
payment certificate or references to a
certificate supposedly filed some months
ago.
Assigning an Accounting Code
Usually a coding structure is established by multistate companies to facilitate accounting for the collection and
payment of sales and use taxes. For example, each sales invoice could be assigned a seven -digit code, as follows:
Shipping Point —two digits for state
shipped from
Destination Point —two digits for state
shipped to or two digits for municipality
shipped to
Tax Status —one digit tax code whether
goods are taxable or exempt.
The code could be assigned by the
sales order department of the shipping
division, using the customer's order as
the original source document. A billing
machine can be used to produce cards
for computer processing, which furnishes monthly detailed tabulations.
Some desirable summaries would be:
(a) Collected tax summary by taxing
jurisdictions of amounts billed to
customers listed by code.

(b) Summary of sales by points of origin— "shipped from " —by taxing jurisdiction code.
(c) Summary of sales by "shipped to"
points of destination by taxing jurisdiction code.
(d) A detailed listing of sales in invoice
number sequence by sales tax code.
The above monthly print -outs would
be usable for preparing divisional sales
tax reports to the corporate tax administrator. Also, the reports would form a
basis for the receipts allocation factors
for the state and local income and franchise tax returns in the states in which
a company is required to file such returns.
Many cities and counties are adopting
sales and use taxes requiring summaries
of taxable shipments by points of destination. This has imposed substantial
workloads on billing and accounting
personnel.
Tax Reports
Multistate companies will probably
consider it desirable to file sales and use
tax returns on a consolidated basis, combining reports from all divisions and
filing one return with each tax authority. Otherwise, each division would be
required to file individual tax reports.
From a control aspect, this is not desirable.
A sales and use tax report for consolidating divisional reports is illustrated
below:

SALES & USE TAX REPORT

Month ended
State /Municipality
TAX ON SALES

Division
Prepared by
Current
month

Adjustments
prior months

Date
Adjusted
total

A. Total sales
B. Exemptions:
Religious /Charitable
institutions
Out of State
Resale
U. S. Government
State /Local Gov't
Labor on repairs
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Other:
Total exemptions
C. Net taxable sales
D. Tax at
_ %
USE TAX ON PURCHASES

E. For resale but used or
consumed
F. For use or consumption
without paying use
tax to vendor
G. Subject to use tax
H. Tax at
%
I. Total Tax —Sales /Purchases
Return to Tax & Insurance Department, no later than 8th of the inonth.
This form is not readily adaptable to
data processing, nor are the divisional
detailed records — necessarily many must
be prepared manually. Ultimately companies should try to produce a combined divisional report consolidated entirely by data processing techniques.
Meanwhile, the suggested divisional
sales tax report can be adapted to a
peg -board system and the divisional reports for each reportable jurisdiction
consolidated into a combined tax return.
Copies of the combined return should
be retained to complete the tax department files for each jurisdiction.

on the purchase order. The accounting
department reviews vendor invoices and
accrues use taxes where the seller did
not bill and collect the tax.
A constant review of a company's
operations is desirable to detect items
purchased tax -paid or nontaxable for
which the usage was changed after purchase, thereby affecting the tax status.
Controls should be established for this
review to be continuous. As laws and
regulations of taxing authorities change,
operating personnel should be notified
by the corporate tax administrator of
the effect of these changes or any new
laws or regulations.

Sales and Use Taxes on Purchases
A buyer has an easier task in accounting for taxes on purchases, as he has
more control over the procedures and
the company facilities are located within
taxing jurisdictions where personnel are
generally informed on the tax requirements. For each major facility, a manual
should be prepared on the items usually
taxed and those usually exempted. The
buyer should be able to control his accounting procedures by purchase order
formats, internal instructions, and the
assistance and constant review of the
operating departments.
Generally, the purchasing department
must accept the responsibility of designating the tax status of each purchase
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Tax Calendars
A company should establish a schedule of the reports to be filed under the
various sales and use tax jurisdictions
in order to comply with the due dates.
Increasingly, jurisdictions are requiring
monthly reports of taxes, rather than
quarterly and, in addition, the due dates
of the returns have been accelerated
from the last day following the month
or quarter to the 15th of the month.
This has imposed an undue hardship
upon many companies.
California requires a monthly estimated payment of the tax, but n o d etailed return is required until after the
quarter ending, when the estimated payMANAGEMENTACCOUNTING

ments are deducted from the tax liability shown on the return. More states
and local jurisdictions should consider
adopting a similar approach, with penalties of course for substantial underestimation of the monthly estimated tax
liability. With this approach, the cost of
preparing the returns would be reduced
and greater accuracy would be encouraged because of the extended time for
filing.

Summary
As the financial burdens of the states
increase, sales and use taxes will no
doubt become an ever popular form of
taxation. The cooperation of the Federal
Government, taxing jurisdictions and
private enterprise in the development of
legislation and administration of the
taxes will help to make compliance
more effectual and the cost of compliance reduced.

In -House Staff Training
and Development Programs
By Edwin M. Lamb*
TRAINING
and development,
often considered excessive overhead
expense, frequently determines the degree of successful departmental performance. The training and development
of a solid staff results from long -range
thinking in organization planning.
Successful practices are applicable to
any management accountant, whether
he be responsible for a department or
other unit. For illustrative purposes, we
will refer principally to a departmental
organization.
Those who have no program for staff
training and development, or no recognition of the need to improve it, may
tend to question the basic need for such
a program. Their inability to see the
need often arises from one or more of
the following misconceptions:
TAFF

S

Go o d re cru itin g is th e key to person nel
dev elopmen t.

Good recruiting, at best, can provide us
with a staff having the capacity to grow.
Whether or not the staff does, in fact,
grow depends largely upon how success*Los Angeles Chapter 1958. CPA. Partner in

Arthur Young & Company. B.S. and M.Acc.
degrees from the University of Southern California.
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ful we are in our training and development efforts.
Learning increases automatically
the passage of time.

with

Learning resulting from experience does
not necessarily increase with the passage
of time. One year's unplanned activity
may simply repeat several times the
training a person received in the early
part of the year.
Training consists primarily of telling people what to do.

Effective training is not accomplished by
simply telling people what to do. They
must also understand why they are doing it. Too much "hand- holding" results
in learning by rote rather than by thinking.
When the need for staff training and
development has been accepted, some
have turned to outside sources to fill the
gap. But the management accountants
who rely wholly upon university and
business school courses have found that
such a program produces only sporadic
results and a lack of emphasis upon specific problem areas.
For long -range staff development, an
in -house organized training has proved
to be much more effective. The program
must cover departmental, company and
35

industry problems; it must be flexible to
incorporate training in new developments peculiar to, and of benefit to, the
activities of the particular organization.
The most common approach to staff
development is to direct the training in
terms of specific tasks. A more fruitful
approach is to direct the training toward
the improvement in each individual of
those qualities necessary to enhance his
own and overall departmental performance.
There are two principal facets of inhouse staff development: (1) continuing
day -to -day or "on-the-job" training and
(2) periodic staff training meetings. The
following sections offer some guidelines
for staff development in the areas of
principal interest to the management
accountant.
Day -to -Day Staff Development
Administration:
—Teach your assistants how to plan by
giving them their assignments in advance
for each time period to permit them an
opportunity to organize and plan their
approach to the job.
—Train your staff to see the broad picture by helping them understand your
department's and your company's entire
operation and how their work relates to
the whole. Encourage them to visit service and operating departments in performing their duties to determine the
specific requirements of other divisions
of the business.
—Show your assistants how to work toward ultimate goals or obectives by explaining to them how their work contributes toward the end result.
— Assign work to your assistants according to their capabilities and require them
to follow the same procedure in assigning work to their assistants. Show your
assistants how to determine the capabilities of each person before they make
assignments.
— Encourage your assistants to make decisions within the scope of their responsibilities and to delegate work wherever
practicable. Insist that they review and
assume responsibility for the work delegated.
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— Throughout each year, practice sound
personnel administration by having frequent discussions with your assistants
regarding their work performance. Praise
good work and counsel them on ways of
overcoming inadequacies. Insist that your
assistants do the same with each of their
assistants.
Communications:
— Require your assistants to accompany
you into important conferences. Encourage them to take part in the proceedings
whenever practicable.
— Encourage your assistants to ask questions and be prepared to give honest consideration to all questions raised.
—Study your assistants' communication
habits and work with them to overcome
weaknesses and undesirable mannerisms.
— Instill in your assistants the idea they
should encourage people to want to come
to them for advice and help.
—Show your assistants, by example, how
to develop a free and positive approach
to people and their problems and how to
command respect.
Technical Proficiency:
— Arrange for your assistants to obtain
broad and diversified experience to the
extent practicable. Make an effort to rotate them through the various operations
of your department.
—Urge your assistants to research independently any new technical problems.
— Require your assistants to review critically their own work and, where applicable, the work of their assistants, and
encourage suggestions for improvement.
— Discuss technical deficiencies with your
assistants. Attempt to discover the reasons for the deficiencies and suggest how
they can be prevented in the future.
— Insist that your assistants correct their
own errors and complete any work they
have left incomplete.
Staff Training Meetings
Periodic staff training meetings, held
on a formal basis, are used to "train the
trainers," to keep up to date on and
enforce the day -to -day staff development activities of supervisors, to disseminate new ideas and to encourage
group activity for improvement of indiMANAGEMENTACCOUNTING

vidual and departmental performance.
Periodic training sessions have the additional advantage of reducing training
time through group instruction.
The types of training meetings described here are not the typical staff and
management group sessions which are
held for the purpose of presenting and
explaining administrative matters; rather,
we are concerned with meetings for staff
training in a broader sense. These meetings are directed toward overall staff
development. Broad areas of coverage
in these meetings include:
The discussion of new developments in
accounting and taxation, how they affect
the department and the company, whether they should be adopted and how they
can be implemented; techniques of counseling employees for improvement and
preparing meaningful personnel reports,
including discussions of "good" and
"bad" examples; current developments in
business and the industry and how they
affect the company and the departments;
and recent developments in electronic
data processing and other systems areas,
whether they should be adopted and how
they can be implemented.
The main ingredient of a successful
meeting program is the establishment of
a schedule for a period of, say, a year.
The schedule sets forth required meetings and tentative topics, but otherwise
it should be flexible to permit the incorporation of current developments.
The ultimate success of such a program is dependent upon many factors
which vary between individual departments; however, the key to success in
the long run is usually active participation by all members of th e group. A
few suggestions to encourage group
development activity in staff training
meetings are:
—Avoid lecture -type sessions whenever
possible.
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— Rotate all members of your supervisory team through the instructor's role.
—Limit the attendance at the meetings
to those levels of your staff directly involved in the subject matter. However,
always have some meetings which are attended by all or a majority of the staff.
— Assign specific staff members to research individual problems and have
them present the results at regular meetings.
-- Circulate staff members for suggestions as to topics to be discussed at
meetings, when an attitude of group participation is present. Encourage them to
get ideas from outside by attending professional education meetings and seminars.
—Make the maximum use of visual presentations and actual case studies.
—Keep the meetings to a reasonable
length.
—Do not permit the attendees to carry
out day - to-day activities while the meetings are in progress.
—Avoid dominating the meetings yourself by limiting your role to that of a
moderator.
In Conclusion
Success in individual development
through training will surely contribute
to overall performance. The suggestions
made may increase overhead expense,
but the long -range benefits to be derived
should far offset the cost involved. Reduction in turnover and increased value
of staff members are worth great effort
and expense.
Why not, Mr. Management Accountant, take a second look at your in -house
staff training and development program?
A well- organized program will contribute not only to effective departmental
performance but also to your own success.

37

The Costs of Employee Benefits
B y J . Rob e r t H i c k s '
NE WOULD EXPECT that there would
be a wealth of well defined information readily available on the subject.
However, very little research is needed
to establish that the situation is entirely
different.
First, there is no precise definition of
the term "employee benefits" or "fringe
benefits." The resulting ambiguity of the
term can only create confusion and
hinder measurement and appraisal. It
even makes difficult the selection of an
appropriate base against which data can
be applied.
For purposes of cost identification, it
is suggested that it would be better to
have the definition too broad than too
narrow. On this basis, perhaps it would
not be too far wrong to define employee
benefit costs as all payments and costs
related to employees which represent
other than straight -time payment for
work performed. Such a definition provides a basis for the accumulation of the
relevant costs which would permit appropriate reflection in factory standard
costs, inventory valuation and, most
important, in the selling price of the
products.

O

Magnitude of Employee Benefits
Sixteen years ago, the United States
Chamber of Commerce noting the scarcity of statistical information on the
subject, published the results of an extensive survey which has been repeated
every two years since with extended
coverage and in greater detail. The most
recent publication was issued in June,
19661 pertaining to the year 1965.
*Akron Chapter 1962. Comptroller, Goodyear
Tire and Rubber Co. He holds a B.A. degree
from Pennsylvania State University.
'Fringe Benefits 1965, Chamber of Commerce
of the United States, pages 4, 5, 24.
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The summary discloses a wide variation in fringe payments ranging from
less than 7% of payroll t o over 70"0.
Payroll, as used here, represents straight time wages plus premium and incentive
payments.
Going further, the survey also shows
that, by including overtime and holiday
premium pay, shift differential, production bonus and other miscellaneous payroll items as fringe or employee benefits,
the benefits total $1,909 and represent
on the average 37.8% of straight -time
earnings.
Without attempting to get too involved in the details, comment should
be made on some of the more important
benefits as measured from the cost
standpoint.
UPWARD TREND OF PAID ANNUAL
VACATIONS. Undoubtedly the most costly
benefit, with the possible exception of
overtime which many accept as a benefit, is paid annual vacations and the
trend is up. At Goodyear, per Union
Contract and salary policy, the maximum is five weeks after twenty -five
years service and payment is made giving consideration to total wages rather
than to rate in effect. In other words,
overtime earnings, night shift bonus and
any miscellaneous payments that might
have been received in the base period
are reflected in the vacation payment.
Even with the complication of an adjusted earnings base and variations peculiar to individual companies such as
the splitting or carry -over of vacations,
the costs are readily identifiable and estimates of potential increases as a result
of policy changes are not difficult to
establish. A possible exception is the
hidden cost of paying or training an inexperienced employee while the regular
employee is on vacation.
MANAGEMENTACCOUNTING

PENSION PLANS. Of all the benefits,
the most attention has been given to
pensions, and quite properly so, for
there is no question with regard to the
complexity of the subject. It is not surprising either that there is a considerable
difference of opinion regarding accounting procedures and amounts to be reflected in costs. The subject is covered
in detail in the study entitled Accounting for the Cost of Pension Plans.2
Undoubtedly, management should
have the right to exercise judgment with
regard to the manner in which pension
costs are to be recognized. Contractual
or legal liabilities must be considered,
but it does not necessarily follow that
they should govern accounting treatment in the income statement.
Supporting the need for flexibility and
the exercise of judgment are the many
and rapid changes that have taken place
over recent years and which will most
certainly continue in the future —not
only with respect to the plans themselves
but with regard to administration as
well. Further and rigid restrictions can
only result in less interest, or perhaps
less opportunity, to change or improve
existing plans to the benefit of the employee.
Pension plans are also receiving attention by the Federal Government. A
report prepared in 1965 by the President's Committee on Corporate Pension
Funds3 could very well result in future
legislation. There is little question that,
should this occur, it would involve more
control and less flexibility.
HOSPITALIZATION. One characteristic
of hospitalization costs that is similar to
pension costs is the difficulty in predicting the effect of an extension in benefits.
'Ernest L. Hick s, Accounting for the Cost of
Pension Plans, Research Study No. 8, American Institute of Certified Public Accountants,
New York, 1965.
3 Public

Policy and Private Pension Programs
by President's Committee on Corporate Pen-

sion Funds and Other Private Retirement and
Welfare Programs.
MARCH 1967

Furthermore, hospitalization costs are
high and going higher.
First is the expansion of coverage
from hospital care only to out - patient
and diagnostic treatment and, most recently, reimbursement of nursing home
or visiting nurse costs. Hospitalization
insurance has also been extended and
liberalized for widows and other dependents of pensioners.
A second major reason for increased
cost is the higher rates doctors and hospitals have found it necessary to charge
in order to meet their expenses. The
audit of these costs is more difficult and,
in some circumstances, embarrassing.
However, it is just as necessary and appropriate as the audit of any other cost
of doing business. Comparisons as between locations, hospitals and employees
should substantiate the propriety of
charges and, if not, efforts should be
made to determine the reason.
GROUP LIFE AND ACCIDENTAL DEATH
INSURANCE. This is one of t h e oldest
benefits in industry and, interestingly,
the cost has not risen as rapidly as most
of the other fringes. Perhaps the most
significant reason is related to more
favorable actuarial tables. However,
there should be an awareness of the
trend — increasing coverage, greater continuation after retirement, more liberal
settlement provisions and other changes
may yet make this a more significant
part of the total package.
UNEMPLOYMENT COMPENSATION.
This benefit cost has been receiving a
considerable amount of attention recently. If new legislation occurs the inevitable result will undoubtedly be substantially higher costs with both a higher
tax rate and an increase in the taxable
wage base. One of the most startling
aspects has been consideration of the
removal of the element of cost control
which an employer had who worked to
maintain a stable work force.
In our industry we also have had, by
agreement, supplemental unemployment
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compensation. This is the additional
amount paid to an individual who has
been laid off, or even to one whose work
week has been reduced, to avoid a loss
of pay.
OTHER BENEFITS. There are many
other benefits deserving of attention in
any discussion of this nature. For example, no mention has been made of social
security, severance payments, education
assistance or even workmen's compensation which is important enough to be a
separate subject. However, the purpose
here is not exhaustive coverage —even if
it were possible. In addition, fringe
benefits vary substantially from company to company.

age is communicated to the employees,
the company certainly will not obtain a
return for these costs being incurred.
Although in most companies, the responsibility for getting the message to
employees rests with an employee relations group, they must of necessity depend upon the financial organization to
furnish the proper data.
Even further, the availability of computers has made practical the dissemination of information that heretofore has
not been possible or feasible, either as to
detail or timing. The opportunity in this
area should not be missed or overlooked.
Conclusions

Communication of the Value of
Benefits to Employees
One last thought for further consideration. Employee benefits are provided
for perhaps three main reasons:
1. To provide for the welfare of its employees.
2. In the hope that they will provide
incentive to employees to remain
with the company.
3. In the belief that certain of the benefits at least, such as holidays and vacations, will be beneficial to the employees in helping them to do a better
job.
Unless the value of the benefits pack-
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In summary, the following points are
made for further consideration:
1. Attention to employee benefits is important from the standpoint of the
magnitude of costs, proposed changes
in accounting procedures, and further
governmental control.
2. The identification of costs is essential
for managerial decisions.
3. The distribution of the costs is necessary for operating efficiency, appraisal
of performance and appropriate reflection in accounts.
4. Both the value and cost of benefits
should be communicated throughout
the organization.
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Small Business and Its Accountants: A Case Report
By HOWABD A. C11HISTE.NSE.N

a number of small companies go out of business with improper management being indicated as
the major cause. In many instances,
improper management results from the
usage of inaccurate records and reports
which limit the effectiveness of planning, forecasting and controlling, which
every company needs in order to operate in a profitable manner.

E

VERY YEAR

The purpose of this article is to incite
enthusiasm and offer some suggestions
that may help a small company's accounting and reporting move from the
embryo to a mature, well - developed and
responsible system.
Over the years, I have seen many unsuccessful attempts made toward the
improvement of accounting procedures
and management reports. Most of these
fell short of the desired results primarily
because of the failure to properly plan
and organize for the necessary review,
evaluation and implementation. When
the changes to be made are minor in
nature, they can be implemented with
very little formality or disruptions of
normal activities, but if the changes are
of some significance and encompass
more than just the area of accounting

then the following basic steps should be
followed:
1. Define the problem
2. Obtain management approval for
undertaking the project
3. Complete the project
We will illustrate how one chief accountant, John Schmidt, used these
steps in successfully installing a revised
accounting and reporting system for a
hypothetical company —S. B. (Small
Business) Co.
The Company
The S. B. Co. is a small manufacturing and steel fabricating company. It
has been very successful since its start
some 35 years ago by the present president. Annual net income after taxes has
averaged between $100,000 and $150,000 for the past ten years. Sales have
increased on the average of 10% to
15% per year in later years, but the
cost of sales h as incre ased at a much
faster rate. The company employs 85
to 120 production employees. The majority of the work is on a contract basis
for prime contractors and manufacturers, and for this reason the company
follows the completed contract method
for recognizing income for book purposes.
John Schmidt, chief accountant, is a
relatively new man in the organization,

HOWARD A. CHRISTENSEN, CPA, Kansas City Chapter
(Birmingham 1965), is Assistant Secretary and Assistant
Treasurer of the S t. Joseph Light & Power Co mp a n y , S t.
Joseph, Mo . He wa s fo rme rly an audit manager with Arth u r An d erse n & Co . Mr. Christensen h a s a B.S .C. degree
fro m the Un iv ersity o f Iowa.
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having just completed his fifth month.
Before joining The S. B. Co., he had
worked for some ten years with a very
large manufacturing company, primarily in the cost and general accounting
areas. His immediate superior, the
financial vice president (a nephew of
the president) who had only a few hours
of accounting in college, designed the
company's present cost system several
years ago.
The president of the company, who
is nearing retirement, is primarily a
salesman. He has very little understanding of accounting and looks upon it
more as a nuisance than anything of
value. The other two vice presidents,
for sales and production, are not college
graduates nor have they had any accounting in their backgrounds.
Mr. Schmidt's staff consists of a cost
accountant, a general accountant and a
bookkeeping machine operator —all of
them have been with the company for
a number of years.
Defining the Problem
First of all, Mr. Schmidt studied the
objectives, both long -range and short range, of the company. With these objectives in mind, he prepared some
statistical analyses of operating results
in major areas, for he noted that, while
the company had been making a reasonable profit, the gross profit ratio had
been decreasing and was below industry
averages. He selected a few contracts
for review and was amazed to find that
a surprising number of the jobs had
sustained losses, even before the absorption of any overhead. He reviewed several other jobs of a similar nature and
found several unexplained significant
differences in material and labor costs.
In subsequent discussions with the
production supervisor, he was unable to
obtain any reasonable explanations. The
supervisor commented that he received
no information such as budgets, production standards or estimated costs which
would enable him to measure the effectiveness of his production efforts. The
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production supervisor stated that there
had been considerable rework on recent
jobs and that rejects had exceeded 50 9/0
on several jobs, none of which was
identified on the job cost summaries
which Mr. Schmidt had examined.
Production schedules indicated an increase in production stoppages, primarily due to the lack of material and
improper timing of the work loads,
despite an almost doubling of inventory
in the past four years and the recent
addition of a production control department. Engineering changes for work in
process had become more frequent and
were now common for the majority of
jobs. Overtime had consistently been
approximating 24% of the total production payroll for some time.
Mr. Schmidt's next stop was the sales
department. He found that the four
salesmen were using standard price lists
which had been prepared several years
previously. Sales estimates on new work
were prepared very informally and Mr.
Schmidt noted several instances where:
overhead had been improperly computed or ignored completely. Many sales
estimates did not have the approval of
the sales vice president and delivery
dates were promised by salesmen without consulting or notifying Production
Control. The major complaint of the
sales group was the increase in the number of customer complaints and the
rebates being made because of inferior
finished products.
A similar situation was found in the
engineering department, where the major complaint was the lack of adequate
information from the sales department
to enable them to prepare accurate and
complete blueprints. In addition, the
engineers indicated that they had virtually no available data to aid them in
determining the relative costs of raw
material and various production methods so that the least expensive alternative could be chosen.
The production control department
had been established recently for the
purpose of performing a control funcMANAGEMENTACCOUNTING

tion wherein all production operations
were organized and performed as efficiently and effectively as possible: However, the department had only been
used for expediting contracts running
behind scheduled production dates.
The discussions with personnel from
the various departments made Mr.
Schmidt increasingly aware of the lack
of well - defined duties and responsibilities in all of the departments with the
result being a great deal of overlapping
duties and duplication of efforts. Concurrent to hi s review of t he other departments, Mr. Schmidt was also noting
signs of weaknesses in his own department.
Only a few reports were currently
being prepared by the company. One
of these was the sales report for completed contracts, issued the fifteenth of
the month which provided information
as to gross contract amounts, amounts
billed and the total costs incurred, but
no information to aid in controlling
costs on jobs in process.
A balance sheet and an income statement and cost of goods sold statement
(for the current month and year -to -date)
were also prepared, but no use was
made of budgets, estimated cost, or
comparisons to prior years' actual
amounts. A cash -flow projection was
prepared monthly and special cost analyses were prepared infrequently as the
"need" arose. No other reports or statements were prepared.
Equipment in the accounting department consisted of a bookkeeping machine which was used for posting the
general ledger, accounts receivable
ledger cards, job cost summaries and
preparing the payroll, cash disbursements and customer billings. Normally,
the machine operator worked a ten hour day, six days a week, during the
first two weeks of each month and the
remainder of the time a forty -hour
week. The bookkeeping machine was
used about 50% of the available hours,
most of which was during the first two
weeks of each month.
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Upon completion of the high -spot
review, Mr. Schmidt realized that the
magnitude of the company's problem
was more immense than he had envisioned. Deficiencies and weaknesses
noted in all areas indicated the need for
the following:
1. An improved organizational structure.
2. An integrated system for all segments of the company's operations.
3. Tighter controls to ensure that all
source information is accurately recorded.
4. Improved management reports, so
that costs could be measured and
controlled more effectively.
Obtaining Management Approval
Fortunately, Mr. Schmidt recognized
the magnitude of the problem and did
not start making a few superficial
changes in his own department. He
proceeded to devise a plan of attack
which would enable him to see the
project through to its ultimate completion.
The first step was to present his plan
to management for their approval. His
approach to management was made
more difficult because the president did
not understand accounting and looked
upon accountants as "a necessary evil."
Perhaps of equal difficulty was the fact
that his immediate superior, the financial vice president, had installed the
system and might take any criticism
of the present system as a personal
offense.
With the above in mind, Mr. Schmidt
discussed his plan with the vice president. Somewhat to his surprise, he
found the financial vice president very
receptive. He agreed with Mr. Schmidt's
plan for selling a complete project to
the president, offered his assistance and
suggested that the other officers not be
present during the presentation to the
president, because of their lack of accounting knowledge and fear that their
questions or skepticism might cloud or
confuse the issue.
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Highly elated at his superior's enthusiasm, Mr. Schmidt prepared for
the presentation of his plan to the president. He had accumulated a substantial
amount of information, but he knew
that he did not have enough facts to
completely revise the system, though he
felt that he had enough to convince the
president of the need and desirability
of his proposed plan.
The first step of the presentation to
the president was to relate the findings
to the company's objectives, pointing
out the most obvious problem areas,
the need for improvement and the future results rather than denouncing the
actions of the past. He also cautioned
that it might be necessary to increase
costs in some areas to obtain the desired
results.
To better illustrate the type of reports
that he was planning, Mr. Schmidt designed a report package containing examples of the major reports and describing their uses. Preparation of tentative
reports at this stage of the plan enabled
Mr. Schmidt to become more familiar
with the weaknesses of the old system
which would help him to answer any
questions raised by the president or the
vice president. Having a preliminary set
of reports would also help prevent any
misunderstandings and serve as a guide
throughout the project.
Mr. Schmidt next presented his preliminary program for the complete review and installation of the proposed
system. He planned for the complete
program but had a number of alternatives ready in the event the president
did not approve the entire project. He
stressed the potential savings, particularly those with immediate payout.
The president was very much impressed with Mr. Schmidt's presentation
and enthusiasm and, as a result, accepted the entire plan. He also agreed to
the use of the other three members of
the proposed project group. The most
critical areas were to be reviewed and
revised first, with the others to be done
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later; all of the program was to be completed by the company's fiscal year -encl.
Completing the Project
Upon receiving the president's approval, Mr. Schmidt began to prepare
the final program to serve as the day -today guide for the work to be completed.
It contained such information as description of work, estimated work days,
target dates and personnel assignments
for each function and section of the
work. The program was specific enough
to be understandable, yet flexible enough
to allow for initiative and changes dictated by more comprehensive review
and study.
The project personnel were instructed
as to what was expected of them. This
included not only the complete knowledge of their own areas, but also how
it fitted into the overall scheme. Time
requirements were finalized and normal
work loads transferred as necessary.
Beginning with the data accumulated
by the chief accountant in his high -spot
review and other known facts, the project group began obtaining the additional
data necessary to allow them to properly
evaluate the present procedures and
make necessary changes or corrections.
Additional information on organizations, work flows, controls, volumes,
peaks and production bottlenecks was
obtained and studied. Procedures were
discussed with the respective supervisory
personnel and the proposed reports
were reviewed with them.
Upon completing the review of each
area, the final package of reports was
prepared. The reports were expressed in
terms most meaningful to the recipients,
i.e., production units, dollars, percentages, etc. For measuring the effectiveness of procedures, budgets and comparisons to the prior -year amounts were
used. Reports varied from the daily cash
summary and the weekly payroll analysis to the quarterly equipment reports
and monthly financial statements.
Along with the procedural changes,
the accounting equipment changes were
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considered. It was found that, by making a few revisions and modifications,
the present equipment would suffice.
However, all applicable procedures
were designed for ease of converting to
more sophisticated equipment in the
future.
The forms, like the equipment, were
reviewed. Some of the old forms were
used but, since economy was not considered as a major issue here, mostly
nonstandard forms were selected for
simplicity and overall desirability. The
new forms were preprinted to the extent
possible, prenumbered for control purposes, made readily identifiable and of
a consistent format. Order and reorder
quantities were determined, and issuing
and revision procedures were established.
A piecemeal changeover allowed the
employees to become accustomed to the
new procedures, instead of being faced
with all of the changes simultaneously.
Educational meetings were kept simple,
yet complete enough to cover all anticipated problems. Visual aids were used
to make the instructions more understandable. Each presentation was well
planned and rehearsed, with adequate
time at the close for questions.

After the system was installed and
properly functioning, with the problems
ironed -out, it appeared that the project
was complete. Mr. Schmidt knew this
was not the case, as it is essential to
stay in touch with a new system. A few
months after the conversion, he began
a comprehensive follow -up to assure
himself that the correct procedures were
being followed and to clear up any
questions that had arisen.
Summary
For every company, the program will
probably be different, but the overall
approach remains applicable. While the
procedures followed by Mr. Schmidt
may seem overly detailed, it is far better
to plan and organize than to have your
ideas fait by the wayside because of
inadequate planning and organization.
A significant mistake at any point along
the way might cause the failure of the
entire project.
The qualifications required for this
type of project are vision, initiative,
salesmanship and determination. Having a top executive position, although
helpful, is not always required to accomplish significant improvements and
economics within a company.

Business Needs "Intelligence" Not Data
By Edwa r d W . Bu g e *
intelligence
has been the one factor which enabled one firm to out - distance its rivals.
The famous Rothschilds had a most important asset. It was a capable intelligence staff. This group of astute evaluators was able to interpret the ordinary
actions and news items into hard facts

T

HROUGHOUT THE AGES,

*Milwaukee Chapter 1945. CPA, Controller of
Bernardin, Inc. of Evansville, Ind., and Financial Vice President of Bernardin of Ca na da ,
Limited, Toronto. Author of How to Get More
Net from the Gross Sales Dollar (Prentice -Hall,
Inc., 1963).
MARCH 1967

on which fortunes were risked and as
the results indicate— created.
The larger corporations have long
ago recognized the need for intelligence
activities to keep all of their key executives alerted to the latest developments.
One of the most interesting steps is the
creation of "brain" or briefing centers.
In these restricted quarters, through the
media of maps, charts, closed channel
television, news tickers or other sophisticated displays, top executives can learn
at a glance what is transpiring in their
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industry or particular activity.
The information displayed in these
"intelligence centers" is not a month
old, a week old, or even a day old. Without question, we are approaching the
day when a properly organized intelligence system will provide a firm the
means of obtaining all the necessary
information to solve a management
problem by merely pressing an "inquiry" button. Not only will we have
fast information but we will have it in
a manner which is concise, evaluated
and interpreted for immediate use in
the decision- making process.
Total information pertaining to a
firm's business activity must be collected
and collated in a central location. In

order for this information to have full
value it must be evaluated for accuracy.
Once it is collated with other information, it must then be interpreted for its
probable significance. After it is digested
in total it then becomes a piece of "intelligence" for distribution. (See Exhibit 1.)
The stumbling block to an "intelligence" operation is that an entire industrial system has to be connected to
one central location which may exercise
complete control over all phases of corporate activity. The centrally coordinated intelligence function must have
access to all corporate and external information, including board meetings,
planning sessions, correspondence, files
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and individuals. It should have the authority to control its information
sources, and test the accuracy and validity of such information.
If your intelligence operation is functioning properly, corporate strategies
can be quickly adjusted to current
trends and developments in production,
marketing, or consumer demand. By
keeping you informed it can give your
firm a tremendous competitive advantage. Its operation will tend to eliminate
dreary progress reports, boring meetings
and the minor problems of subordinates
from becoming major topics for key
executives.
This brings us to the all important
question. What is required in the information race? A firm needs to k now a
number of things. One large firm collects and stores an average of forty to
fifty thousand items a year in its "competitive intelligence" file. Needless to
say, "Some firms have an answer for
everything."
In setting up our system we designed
a simple card of the McBee edge punched variety. Instead of utilizing all
four sides we used the bottom so that
it could be code punched on a Ftexowriter and thereafter inserted into the
machine in order to type out basic repetitive data without additional verification. This card was set up so that the
left -hand side of it could be coded with
a competitor's identification number.
Along the top and right -hand edge of
the card we provided for ten different
classifications of data as follows:
1. Plant
2. Sales
3. Finance
4. Product (competitive products)
5. Process (manufacturing)
6. Executive
7. Advertising
8. Personnel
9. Production (all items not covered
by plant or processing and to identify production personnel)
10. Special
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In classifying material we may often
use two or more code notches. For example, if we had an item under the
heading of "Executive" denoting the
hiring of a new sales manager, we would
cut a notch under "Sales" and also under "Executive."
Normally we use the small type card.
However, we do utilize several sizes with
the maximum being 8 1/2 by 11 inches.
Material may be typed, pasted or
merely indexed on the cards. Bulky
material such as catalogs or brochures
may be filed elsewhere or torn apart
and photographed.
These cards can be prepared with
microfilm inserts which subsequently
can be projected on a screen for viewing or reading. If necessary, printed
copies can be reproduced. It is possible
to file pictures or film negatives in this
manner.
The range of information storage is
tremendous and retrieval is relatively
simple. Even the mail girl can learn to
sort this type of ca rd with very little
instruction and the possible combinations available are broad enough to
satisfy most demands. Filing is extremely simple in an inexpensive box with
manila tabs. If necessary the cards can
be microfilmed for more compact storage of older information.
A complete, properly indexed file
adds to our store of knowledge on any
corporate subject and eliminates duplication of effort or repeated mistakes.
Accurate data, together with the reasons
for actions taken and the results thereof,
will definitely sharpen your business
logic.
Information and data are useful only
if interpreted properly and acted upon
promptly. Through the use of either a
simple or a complex system you can
have this information at the right place,
in the proper form, at exactly the precise time for your present and future
success.
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A Self- Insurer's Accounting Procedure
By Rl e h a r d H . W or r e l l *
ORKM E N 'S COMPENSATION

laws in
the various states impose upon
employers the responsibility for compensating employees for on- the -job accidents. There are, essentially, two ways
of satisfying this responsibility: (1) pay
premiums to the insurance company or
(2) self - insure.
In one sense, any firm is a self- insurer
if it simply does not buy insurance
against an insurable risk. When used in
connection with Workmen's Compensation, the term "self- insurance" is more
commonly used to describe a program
that includes some type of "excess" or
"catastrophe" insurance which places a
limit on a potential loss.
XYZ Company —a multiplant manufacturer of durable goods —based its
decision to self - insure its Workmen's
Compensation program on many factors. It was paying an average annual
premium of approximately $115,000.
Other main points considered are as
follows:
For Self - Insurance:

1. Sixty percent of its premium was
used to pay losses. As self - insurers,
administrative cost (now 40 %) can
be greatly reduced.
2. Self- insuring eliminates certain taxes
which sometimes ran as high as 4%
of the premiums.
3. Faster processing of claims.
4. More closely controlled medical and
hospital costs.
5. More cash is retained as working
capital.
Against Self - Insurance:

1. Hidden administrative costs that are
never taken into consideration.
*Chattahoochee Valley Chapter 1965. Insur-

ance Supervisor, Callaway Mills Company, La
Grange, Ga. Holds a B.S. degree from Troy
State College, Troy, Ala.
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2. Insurance premiums are fixed expenses, allowable for tax purposes.
On the other hand, a rese rve established by a self - insurer is not deductible.
3. The purchase of insurance generally
relieves the company of its Compensation obligation completely. The excess coverage in conjunction with its
self - insurance plan has a top limit.
4. Problems involved for converting
from an insurance status to self - insurance.
5. Insurance companies have outstanding accident control and prevention
programs. Some have extensive rehabilitation facilities.
6. Because one must buy other insurance, competition will work in the
insured's favor in buying Workmen's
Compensation insurance.
It is impossible to make any categorical statements as to whether self insurance or insurance would be best in
any particular industry or for any particular company. This is a decision
which each company must make for
itself after careful study of its own
situation.
XYZ Company has qualified as a self insurer within the state in which it
operates. This was done by posting a
bond with the state and proving financial capability for discharging Workmen s Compensation obligations. Arrangements for claim handling and
safety engineering service were made
and excess insurance protection was
acquired to protect against catastrophe
losses.
In order to provide for liability under
this plan, it has created a "Reserve for
Workmen's Compensation." The monthly additions to this reserve are computed
on a plant and unit basis by extending
the monthly payrolls by actual experiMANAGEMENTACCOUNTING
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ence rates. No reserve is maintained for
overhead departments.
The rates are based primarily upon
previous accident's costs, taking into
consideration the current reserve balance and current liability.
Management of each plant has the
responsibility of administering its self insurance program. The details of filing
procedures are, in almost every case,
handled by office personnel in conjunction with other duties.
It is the objective of XYZ Company
to maintain a total reserve for Workmen's Compensation at approximately
$100,000. The controller notifies the
insurance manager of any appreciable
variance from $100,000, who advises
the treasurer, recommending an adjustment in the individual rates in keeping
with such experience.
The distribution chart is shown in
Exhibit 1. The detail description for
distributing this expense to each plant or
unit is as follows:
ESTI MATE D COST. Estimates for the
coming year are established by using the
past average annual experience. A maximum of five years is used for obtaining
this average because of the changing
prices in the medical field. The estimated
costs are also expressed in percentages
to the total.
DE SI RE D RESERVE. There are many
factors on which a company could base
its total reserve, but perhaps the best
way is the easiest way in this case. The
easy way is to pick an amount large
enough to cover expenses in the event
of a very bad year.
XYZ Company chose $100,000, i.e.,
1/3 larger than the average expense.
PRE SE N T RESERVE . F o r comparison
purposes post the present reserve
amounts by plants and units.
RE SERV E LE SS CO ST . F r o m the present reserve subtract the estimated expenses for the coming year, and for the
first time we can see what must be done
to overcome next year's expenses. Using
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Plant A as an example, $5,000 is now in
the reserve and during the next twelve
months $10,000 will be spent for Workmen's Compensation, thus leaving Plant
A $5,000 in the red for the year. Since
Plant A desires $13,330 for its reserve,
it must add $18,330 to its present reserve during the year
NEEDED ADJUSTMENT. This IS the
amount that must be added to the reserve account to overcome the coming
year's expenses and maintain the desired
reserve.
MOVING PAYROLL. The twelve -month
moving payroll is one of several variables that can be used to supply this
needed adjustment. Another is man hours worked. XYZ Company uses payroll because in its particular accounting
system the payroll figures are readily
available.
ACTUAL RATE NEEDED. By knowing
how much it needs to maintain its desired reserve and where to get it, XYZ
Company charges each plant and unit a
fixed amount based upon individual
needs. The actual rate needed is calculated by dividing payroll into the
needed adjustment and rounding off to
the nearest cent per $100.
ADJUSTED RATE. Now round off the
actual rate needed to the nearest five
cents per $100 for simplicity.
ADDITION TO THE RESERVE. Using the
rate rounded to the nearest five cents per
$100 calculate again to see the exact
amount being put into the reserve
amount.
RESERVE BEFORE EXPENSE. By now
exactly what it has in the reserve and
how much it can expect to add during
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the year has been produced. By adding
Present Reserve and Addition to the
Reserve, the total amount of dollars in
the reserve before expenses are deducted
is obtained.
ACTUAL RESERVE. Now all the factors necessary to complete the picture
are available. By substracting the coming year's expenses from the reserve at
the end of the year the actual reserve is
produced for the year end, and this
amount is exactly the same as the desired reserve.
Well, it isn't exactly the same. Where
one plant or unit needs very little adjustment, or where there has been a very
bad year for one, then a minimum of
10¢ per $100 and a maximum of 100¢
per $100 is set. This way they are sharing the burden until things are brought
in line again. This particular situation
is common when small units and departments are involved.
The complete procedure is applied
annually and the actual reserve is noted
monthly. If a significant change is made,
such as a pay increase, or if one of the
plants adds a new shift or has an expansion program, then the complete procedure is applied every six months until
a pattern is again formed.
Favorable Results
It has been seven (7) years since XYZ
Company decided to self- insure its
Workmen's Compensation liability. Exhibit 1 shows that the average annual
cost for the past five years has been
$75,000. If we allow another $15,000
annually to cover various hidden costs,
then XYZ Company has had an average
savings of $25,000 a year.

MANAGEMENTACCOUNTING

Small Business Controls: The Case of a Job Shop
By RO B ERT O . B RO W N

is justified
in a small manufacturing process? This is a problem faced by
thousands of small business managers
who are torn between clerical costs and
the hope for an elusive increase in efficiency through more paperwork.

H

OW MUCH ACCOUNTING

A recent study was made of two very
similar operations in the same geographic area. Both are machine shops
producing a few standard items but the
major production is to customer order.
Even the standard items are subject to
so many variations that special set -ups
and non - automatic machinery runs are
the rule rather than the exception.
Plant A is well managed, employs two
hundred fifty persons and could not be
classified as having either too much accounting or too little. The plant is clean,
attractive and has an air of efficiency.
Personnel has well defined responsibilities and lines of authority are adhered
to. Engineering time studies cover 99
percent of the shop operations and the
information is used by Accounting in a
complete set of daily, weekly and monthly reports. Budgeting has been effectively used for years and full use is made
of variance accounting.

In Plant B, which employs about one
hundred fifty persons, accounting is
largely a cash collecting and bill paying
operation. The shop is crowded and difficult to keep clean. The plant started
as an "alley shop" and has had a steady
growth. The owner- manager has never
studied accounting but many years of
conversations with internal revenue examiners, public accountants and other
businessmen have taught him much of
the language. He has his fingers in
everything from office supplies to machinery purchases. Employees, particularly the indirect and clerical, perform
so many varied operations that it is not
practical for them to submit time
reports.
Strangely enough, a study of the results of operations of these two plants
reveals that both are almost equally
successful.
Some Miscellaneous Controls
Before discussing the heart of the
control system in Plant B, the perpetual
inventory, mention should be made of
several routines which, though not
unique, do round out the system:
1. Production is released to the shop on
multicopy sales orders (SO). Among
the internal copies, one each goes to
Raw Material Stores, Production
Control and Billing. The first two
carry estimators' time standards. The

ROBERT O. BROWN, Blue Grass Area Chapter 1962, is
Professor of Accounting at Eastern Ke ntuc ky Univ ersity,
Ric h m o n d , Ky . Mr . B ro wn is a C PA a n d h o ld s a n A.B. d e gre e fro m DePauw Un iv e rsity , In d ia n a , a n d a n M.B.A. d e gree from the Un iversity o f Chicago.
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latter copy shows the target quotation (explained later), the actual
quotation and the costs of outside
services and raw materials.
2. Production employees use job clocks
and job tickets. If they are on rework, lost or nonproductive time,
they submit a special colored ticket.
Foremen are presumed to review and•
approve all work tickets.
Each day a production clerk checks
a random sample of the job tickets
against estimators' time standards.
Where variances are substantial, a list
is made to be incorporated into a
daily report to management. This report shows the number of hours
worked, employee's badge number
and number of pieces produced at
estimators' standards. This report
also has lines for productive employees' rework, lost and nonproductive time as well as a space for excess
material withdrawals as discussed below.
3. Materials are released from the raw
material stores on Production Control
authorizations. Releases are recorded
on a copy of the SO and excess material withdrawals, if substantial, are
summarized on the report mentioned
above, together with the reason for
the excess.
4. The only other report prepared for
management is one submitted each
SHAFT A 716
Operation
Number

10
20
30

week by the payroll clerk which
shows dollars paid by payroll classifications determined by badge number. No attempts are made to allocate individual employee's time to
more than one account classification.
The Profit Barometer
A day -to -day control on plant operations is accomplished by a close coordination of the Estimating Group, Billing,
and Production Control, all of which
supply figures for a management summary known as the Daily Inventory
Control.
The Estimating Group uses machine hour rates which are to a great extent
dependent upon the market. Engineers
occasionally prepare cost surveys of
individual machines in which fixed and
variable expenses are determined. Estimators employ the marginal cost concept, depending upon the availability of
machine time and more profitable business.
Machines are classified into A, B and
C groups according to their estimated
cost of operation rather than by type of
machine. Hand or bench operations are
designated D. A typical quotation, with
some details omitted, follows:
Machine
Class

Machine complete
Grind OD
Black oxide finish
Total

B
A

Form complete
Stamp letter X
Heat treat
Grind OD
Grind ID
Black oxide finish
Total

B
D

Time
(Min .)

1.
1.5

Cost

.15
.30
.45

RoLLim

A 896
10

20
30
40
50
60

2
10 /min

.30
.01

A

1.7

.34

C

6

.75
1.40

ASSEMBLY 914

70
52

Shaft A 716
Roller 896
Assemble

D

6.5

.45
1.40
.65
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Bill of material and outside
services (omitted)
Total
This quotation is based upon target
rates of $12.00 per hour for class A
machines, $9.00 for class B, $7.50 per
hour for class C and $6.00 per hour
for hand or bench operations. If the
job was sold for $3.75 the billing departmen t copy of the SO would show

1.47
3.97

the $3.97 target price, material and
outside services $1.47 and the actual
accepted price of $3.75.
The summary form, Daily Inventory
Control, is maintained by the manager's
secretary and appears as follows:

DAILY INVENTORY CONTROL
Direct labor
Date
(1)

Hours

Target
selling
price

(2)

(3)

Production Control sorts daily production job tickets by machine classes
A, B, C a nd b en ch D. No attempt is
made to sort by part numbers or operations.
Hours for each category of machine
are extended at the estimators' standard hourly rate for each machine class.
The totaling of the hours and extension
by estimators' target rates require but
a few minutes. Actual quotations may
have been based on a higher or lower
rate and actual production may have
been higher or lower than standard but
both of these factors are ignored. The
manager's secretary enters the total machine hours and the total dollars in
columns (2) and (3) of the Dail y Inventory Control.
The Billing Group computes three
figures, (a) Total daily billings; (b)
Billings at estimators' target selling
prices which have been supplied on
the Billing cop y of t h e SO; (c) Raw
material and outside services costs included in prices. The secretary reduces
"billings at target prices" by raw materials and outside service costs and enters
the amount in column 4. The variance
between actual billing price and target
billing price is entered in column ( 5 ) .
Column (6) is completed by adjusting
MARCH 1967

Less

Billings
at target
prices
(4)

Estimating
variance
(5)

Inventory
at target
selling
prices
(6)

the previous day's inventory for production and billings, Columns 3 and 4.
There is, of course, a small quotation
variance in the inventory figures which
may be removed, when desired, by a
percentage approximation.
The practice of maintaining book inventories at selling price, though common in the retail field, is rare in manufacturing plants. The manager maintains
that the completion of the first operation
on a product produces profit in the same
relation as the last operation and that
recovery of marketing and administration cost, as well as profit, does not
await some uncertain moment when the
product leaves the shipping room door.
At any time, it is possible to judge
the progress of the plant by adding
sales to date to the inventory in Column
6 of the Daily Inventory Control. This
figure may then be adjusted for estimators' variance in inventory and, finally, if a predetermined percentage of
variable overhead is subtracted, the result is the approximate contribution to
fixed expenses and overhead. If "break even day" does not occur by about the
middle of the month, the entire shop is
made aware of the fact and the "heat is
on."
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Other advantages are claimed for
the system:
(a) The entire plant works to the same
time and dollar standards.
(b) A minimum amount of clerical
work is required.
(c) There is pressure on estimators to
be accurate.
(d) It is easy to demonstrate to foremen
the importance of the individual operation in the total profit picture.
This type of thinking tends to permeate the entire plant.
(e) Since reports of operations off standard, re -work, lost and nonproductive time excess material withdrawals, and machine hour totals
originate in Production Control,
they tend to be more accurate and
reflect changes more rapidly than if
prepared in accounting.

or

There are many problems in the
system but none a ppear to be serious.
There is lack of control over the figures making up the Daily Inventory
Control. Routing changes occur in the
shop causing switches between machine
categories, and the information may be
several days late in arriving at Production Control. Billings for tools and services are not included in the day -to -day
figures. Rather, these billings are held
as a safety factor against unforeseen losses. Raw materials inventory gain
loss is excluded from the figures but
they are adjusted periodically by physical inventory. There are tax and accountants' objections to placing the continuous inventory figures on the books.
Still the manager is unyielding in his
contention that this set of reports are
adequate to control this plant and he
insists that his profit estimates are occasionally more accurate than those prepared by the outside accountant.
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Certainly, the above study points up
the need for flexibility in accountants'
thinking. There are no universally applicable systems, and accepted theories
of inventory valuation may not be suitable in a given situation.
Summary
By using a few accounting and non accounting reports, this manager feels
that he has an adequate and inexpensive
control over a one hundred fifty man
operation:
A continuous inventory, based on
target selling prices, enables him to
determine his profits at any time.
Discussion of the figures brings home
to foremen the importance of the individual operation in the total profit
picture. The use of estimators' stand••
ards focuses the attention of the en••
tire plant on the importance of good
estimating and the need to produce
at estimators' rates.
2. A report of excess material withdrawals gives the clue to scrapped
production.
3. A sampling of direct labor job tickets
provides a brief report on production
operations which are not meeting
standards. By passing this information on to foremen, they are made
aware of the need for maintaining
standards, without the cost of tabulating all jobs each day.
Accountants may criticize the lack
of control over the various labor and
material figures used in the reports, the
reliance upon Production Control for
information on production, inefficiencies, rework, lost and nonproductive
time, and full value inventories would
never be acceptable. However, it is difficult to argue with success and if there
is one lesson to be learned, it is that
rules and principles are established to
be broken.
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Economical Processing of Small Orders
By G e n e K . B a u g h ma n

that have analyzed the small order segment of
their operations have known for some
time that the mere handli ng of a customer's order could be a very expensive
operation. A few companies were even
shocked by the amount when cost determinations of handling orders were
mach. In too many cases, however, the
course followed after the cost determination, was the elimination of the "small
order," rather than finding a way to
handle it profitably.
This article will not attempt to discuss
the advantages or disadvantages of
either eliminating or accepting small
orders. Let u s st ate that the many intangible benefits of satisfying the customer make it advantageous to fill all
orders, provided an economical method
of handling the small order could be
found. The goal, therefore, was to find
the method of handling the small order
at a profit, and this objective must be
recognized as influencing the decisions
connected with the analysis of the problem.
ANY BUSINESSES

Analysis of the Problem
Relatively simple analytical concepts
were employed which could be applied

by any organization concerned with
order handling costs. An analysis made
at one of the five regional sales offices
of one division of the corporation clearly indicated that there was a "small
order" problem- 37.8% of the invoices,
accounting for only 5% of the total
sales dollars, were for less than $50.00
each. At the other end of the scale,
those exceeding $200.00 each accounted
for only 21.7% of the invoices, but contributed 70.4% of the total sales dollars. The amount of average order was
$188.88.
The next phase consisted of a thorough study of all costs connected with
order handling. A profit and loss statement for the period analyzed indicated
that the costs connected with handling
1,752 orders totaled $83,114, or an
average of $47.44 per order. The importance of this figure can be better
illustrated when it is realized that this
cost represents 25.1 % of the gross sales
amount.
While it is recognized that order
handling costs do not generally include
selling expense, in this case the selling
expense represents 72.8% of the total
order handling cost and causes the unusually high figure. In this instance,
however, several salesmen have a substantial influence on both the amount
and quantity of orders secured.

G E N E K . B A U G H M A N , Chicago Chapter 1956, is Con-

troller, Desoto Chemical Coatings, Inc., Des Plaines, Ill. Mr.
Baughman holds a B.S. degree from Miami University, Oxford, Ohio.
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The costs of handling orders were the
result of a detailed analysis of each expense account: (1) to segregate expenses
associated with handling of orders from
those having no connection with the
problem and (2) to further separate the
order handling costs into the fixed and
variable elements. The detail review of
these procedures would no doubt raise
many questions regarding the classification of fixed and variable order handling
and other costs. It is not the purpose of
this article to discuss this classification.
The goal or objective which is to be
attained through the analysis has a substantial effect on the classifying of
expenses, and would explain some of the
reasons for each classification. However,
it might suffice to comment on two for
clarification.
Salesmen's commissions were classified as fixed order handling cost because
the intent was not to eliminate orders,
but to find a more profitable means of
handling them. If the same small orders
therefore continued in our business, the
same commissions would be paid, provided that no change was made in the
commission arrangement.
Salesmen's salaries were classified as
a variable cost of order handling, since
in this case the salesmen have a con siderable influence over the amount and
the quantity of orders received. The
effective utilization of time and influence on the orders would have the
effect of making this a variable cost.

2.

4.
5.

Small Order Economies
The preceding analytical steps clearly
indicated that a disproportionate share
of effort and expense was incurred in
processing orders below $50.00 and any
profit contribution generated from such
sales was nullified. The following revisions were then proposed to make the
small order more economically feasible:
1. Eliminate credit censorship because
small orders almost always get routine approval after going through
the same credit checks as the large
orders. The proposal provides for no
56

6.

7.

credit check except the placing of a
delinquent list at the order desk
covering customers not qualified to
add to their accounts. If this exception list is short, as it should be, the
order clerks will be familiar with
the names and could attempt to convert such customers to a C.O.D.
basis on phone orders.
Eliminate registration of the order
by not assigning a sales order form
and invoice form number. This eliminates some control, such as being
able to refer to an invoice number
if correspondence with a customer
became necessary. In general, however, subsequent customer correspondence tends to make the order
less profitable, and the order must
either be accepted with the additional risks of this method, or be
refused.
Eliminate product coding, which has
far reaching effects on inventory accounting, cost of sales determination and product line sales analysis
quite extensively reported currently
by customer. Subsequent revision
suggestions will explore the further
effects on this statistical information.
Eliminate account number coding.
This will make it impossible to record sales by product lines.
Eliminate commission coding, thereby not paying commissions. Because
this proposal does not affect base
salaries, only commissions, its adverse effect will be very small. In
the region involved in this analysis,
the elimination of commission on all
orders under $50.00 would have an
effect on total salesmen's compensation of less than 1 %.
Eliminate posting to perpetual inventory records which has become
a "routine" and is accomplishing little. The risk that not posting small
orders to this record will cause a
problem with a customer commitment, or cause the inventory to get
too low, is extremely small.
Eliminate the regular 11 -part invoice-order form for small orders
and replace it with a new form to
accomplish the objectives of profitability. This will have far reaching
MANAGEMENT ACCOUNTING
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effects, since this form is typed, handled, mailed, matched, recorded,
key punched, reported and filed by
several different units.
8. Eliminate normal handling as a receivable, that is, no mechanical entry or accounting for the customer's
account. This eliminates key punching, card pulling, and all machine
accounting reports for small orders.
The suggested collection procedure
is covered in the proposed procedure in subsequent paragraphs.
9. Eliminate all invoice costing and
replace with the suggested inventory
and cost of sales procedure.
10. Eliminate all sales analysis. It is
questionable whether the sales represented by these invoices make any
substantial contribution to effective
sales management.
Small Order Procedure
Under the regular procedure for
handling customers' orders, a form is
completed which serves as the basis for
typing the regular 11 -part invoice -order
form. Using this source document as a
model, a 5 -part snap -out carbon form
is prepared (Exhibit 1), and completed
with a ball point pen.
The writing of this form can be done
at the time that the phone order is being
taken or from the customer's purchase
order or the salesmen's order form.
Thus, the form cost has been minimized
and the expensive 11 -part form and its
handling has been eliminated.
The distribution of the new 5 -part
form is as follows, completed at the
time of shipment:
1. The "customer" copy is clearly
marked — "This is your invoice, no
further invoice or statement will be
sent, please pay from this invoice."
In the few cases where the customer
wants two copies or an order acknowledgement, a photocopy is
mailed.
2. The Accounting copy is forwarded to
the Home Office weekly and at
month -end cut off an adding machine
tape is taken of the total invoice,
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freight, tax and net sales amounts
for accounting purposes. Cost of
sales is computed at a predetermined
percentage of sales and applied to
the respective inventory accounts in
these amounts.
3. The Accounts Receivable copy is retained in an open file until payment
is received or until 60 days from the
invoice date. When payment is received, the invoice copy is removed
from the open file and accumulated
until the end of the day, when an
entry is made to receivables and cash.
If payment is not received in 60 days,
a photocopy of the invoice is sent to
the credit manager. The open file
should be reviewed at least once a
week.
4. The Packing list is forwarded with
the order.
5. The Order Department copy is retained in the Order Department and
filed in the same place as the present
sales order.
Cost Savings
Installation of these procedures resulted in a net reduction in order
handling cost of $1,900. The $1,900
reduction in cost applies to the 662
orders under $50.00 and indicates a net
savings per order of $2.87.
Management must recognize that the
installation of this procedure results in
a sacrifice of some control which has
been deemed reasonably necessary and
must weigh the risk against the savings.
For example, one could expect to see
small inventory differences, although by
inventory category the differences could
be more substantial, and a thorough
check for discrepancies at inventory
time could be costly, reducing the savings effected throughout the period.
Likewise, sales, cost of sales and other
statistical reports will be slightly less
accurate, although it is very questionable whether the recording and reporting of this small percentage of the total
dollar transactions would have any
material effect on profitability statistics.
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Rec ent Publ i cat i ons
CAPITAL- EXPENDITURE PLANNING AND CONTROL
Milton F. Usry
Bureau of Business Research, The University of Texas, Austin, Tex., 1966,
paperbound, 261 pp., $3.00.
This correlated study of concept and
application considers both the design

and implementation of a capital -expenditure planning and control program. Supporting the development of
the conceptual framework is an extensive field investigation of a major oil
company.

DECISION - MAKING CRITERIA FOR CAPITAL EXPENDITURES
The Engineering Economist, Stevens Institute of Technology, Hoboken, N. J .
07030, 1966, paperbound, 105 pp.,
$6.00.
Edited by Arthur Lesser Jr., this volume

presents papers and discussions of the
Fourth Summer Symposium of Ame rican Society for Engineering Education
held in June 1955. The main topics
covered are cost of capital, technological
forecasting, and decisions under risk
and uncertainty.

FINANCIAL ANALYSIS OF INVESTMENT ALTERNATIVES
Ra ymon d R. M ay er
Allyn & Bacon, Inc., 150 Tremont St.,
Boston; Mass., 1966, paperbound, 93
pp., $2.50.
A presentation of the basic concepts

and techniques of investment analysis.
The emphasis is on the evaluation of
investment alternatives by means of
quantitative analytical methods.

INVESTMENT PROPOSALS AND DECISIONS
B. R. Williams and W. P. Scott
George Allen & Unwin Ltd., Ruskin
House, Museum Street, London W.C. 1
(England), 1965, 100 pp., $3.00 (cloth)
and $2.20 (paperback).
This report is based on studies of the
origin and outcome of investment deMARCH 1967

cisions in fourteen member firms of the
Centre for Business Research at the
University of Manchester. Four aspects
of the process are considered— recognition of potential, collection of information and final decision. Critical comments and a few suggestions are also
included.
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CAPITAL INVESTMENT DECISIONS
G. G. Meredith
University of Queensland Press, St.
Lucia, Brisbane, Queensland, Australia,
1966, spiralbound, $5.50.
Subtitled, " A Manual for Managerial
Planning and Control," this volume is

the first of the four volumes planned for
the series, "Financial Management
Through Economic Analysis." The purpose of this series is to take the results
of research and illustrate their application. Emphasis is on methods of analysis and the application of these methods.

LONG -RANGE PLANNING IN AMERICAN INDUSTRY
Brian W. Scott
American Management Association,
Inc., 135 W. 50th St., New York, N. Y.,
10019, 1965, 288 pp., $10.50.
The content is focused upon three major

areas of inquiry—an examination of the
subject and its background, strategic
long -range planning and organization
for long -range planning. The information obtained through interviews is incorporated into the analysis.

THE FOREIGN INVESTMENT DECISION PROCESS
Yair Aharoni
Harvard Business School, Division of
Research, Soldiers Field, Boston, Mass.
02163, 1966, 362 pp., $6.00.
The decision process described is not
limited to foreign operations alone. A

secondary objective of the book is to
draw from the a nalys is of the foreign
investment process some broader theoretical implications, particularly with
respect to investment behavior.

MODERN INVENTORY MANAGEMENT
J. W. Prichard and R. H. Eagle
John Wiley & Sons, Inc., 605 Third
Ave., New York, N. Y . 10016, 1965,
419 pp., $12.50.
This book is intended for those who
seek to understand and benefit from

recent scientific advances in the management of inventories but who are
not primarily concerned with the detailed mathematical basis of these advances. The text, however, includes
graphic and algebraic proofs of some
techniques.

PRACTICAL PRODUCTION AND INVENTORY CONTROL
Phil Carroll
McGraw -Hill Book Co., Inc., 330 West
42nd Street, New Yor k, N . Y . 10036,
1966, 338 pp., $9.50.
The discussion is directed toward controlling and shortening the "money
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cycle," i.e., the time capital is invested.
Meet Customer Needs, Reduce Process Interruptions and Increase Capital
Turnover, are the titles of Parts 1 -3,
respectively.
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SMALL BUSINESS MANAGEMENT: A CASEBOOK
W. A. Hosmer, F. L. Tucker and A. C. Cooper
Richard D. Irwin, Inc., 1818 Ridge Rd.,
Homewood, Ill., 1966, 605 pp., $11.95.
The art of management in small companies is explored by a sequence of case

studies of actual companies. Most of the
cases present issues which have arisen
in manufacturing companies. Typically,
these issues extend into all the func tionat areas and require integration in
seeking a solution.

IDEAS FOR MANAGEMENT
Systems and Procedures Association,
7890 Brookside Dr., Cleveland, Ohio
44138, 1966, 321 pp., $10.00.
The volume includes papers and case

histories presented at the 1966 Inter national Systems Meeting. They exemplify the latest concepts and practices in the systems field.

MANAGEMENT POLICIES II
M. Valliant Higginson
American Management Association,
Inc., 135 West 50th St., New York,
N. Y . 10019, 1966, paperbound, 110
pp., $12.00.
Subtitled "Sourcebook of Statements,"
and issued as AMA Research Study

78, this publication contains a selection of the best policies obtained
through a research study. It illustrates
a variety of subjects, formats and styles.
Like the preceding volume (AMA Research Study 76), it is divided into two
sections: statements about policy and
statements of policy.

WORKING CAPITAL MANAGEMENT
William Beranek
Wadsworth Publishing Co., Belmont
Calif., 1966, paperbound, 160 pp.,
$3.95.
This text offers the student a firm foundation in working capital management

and gives the general practitioner a review of the power of modern financial
analysis. Equal stress is laid on illustrating: (1) evaluation of the financial
constraints and (2) assessment outside
financing proposals.

LONG -RANGE PLANNING: THE EXECUTIVE VIEWPOINT
E. Kirby Warren
Prentice -Hall, Inc., Englewood Cliffs,
N.I. 07632, 1966, 108 pp., $6.60.
This work seeks to clarify why a subject
of such generally accepted importance
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has seen so little real effective growth in
meaningful practice. An attempt is also
made to formulate a better approach to
measuring and evaluating the quality of
long -range planning.
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PROSPERITY AND UNEMPLOYMENT
John Wiley & Sons, Inc., 605 Third
Ave., New York, N . Y . 10016, 1966,
paperbound, 353 pp., $3.95.
Edited by R. A. Gordon and M. S.
Gordon, this volume contains contribu-

tions of a group of experts on the reasons for the continued high level of
unemployment in the United States in
the last five years. The papers and commentary are the results. of a conference
held in June 1965.

LEADERSHIP AND MOTIVATION — ESSAYS OF DOUGLAS MCGREGOR
Massachusetts Institute of Technology
Press, 50 A mes S t. , Cambridge, Mass.
02142, 1966, 286 pp., $6.95.
Edited by W. G. Bennis and E. H.
Schein, this volume contains 14 works,

mostly reprints, organized in five parts:
Managerial Philosophy, Leadership,
Union - Management Relations, Growth
and Development of Individuals and
Groups, The Manager and the Human
Sciences.

A REPORT TO TOP MANAGEMENT: THE GROWING CONTROVERSY
OVER CORPORATE FINANCIAL REPORTING
Machinery and Allied Products Institute, 1200 18th Street, N.W., Washington D.C., 1966, paperbound, 31 pp„
$2.00.

The informative discussion in this
memorandum sets forth the questions
in issue, the parties in interest and their
views. It concludes with some tentative
suggestions.

READINGS IN PERSONNEL MANAGEMENT
H. J. Chruden and A. W. Sherman. Jr.
South - Western Publishing Co., 5101
Madison Rd., Cincinnati, Ohio 45227,
second edition, 1966, 568 pp., $7.50.
Most of the writings included in this

book were published in leading professional journals during the preceding five
years. The articles are grouped by functional areas. Each chapter contains an
introductory discussion.

MANAGING OFFICE SERVICES
George R. Terry
Dow Jones - Irwin, Inc., 1818 Ridge Rd.,
Homewood, 111. 60430, 1966, 174 pp.,
$6.45.
This

informative,

how- best- to- do -it,

book is concentrated on identifying vital
office services, describing the latest developments taking place within them
and suggesting practical ways in which
they can be managed effectively. It also
gives examples and guides.

DOING BUSINESS IN AND WITH AUSTRALIA
American Management Association,
Inc., 135 W. 50th St., New York, N. Y.,
10019, 1966, paperbound, 45 pp. $4.50.
Issued as Management Bulletin 87, this
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volume offers informative articles on
economic and financial structure, policies and attitudes toward foreign investment, etc. A case study is also included.
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THE MANAGEMENT OF HUMAN RELATIONS
Saul W. Gellerman
Holt, Rinehart .& Winston, Inc., 383
Madison Ave., New York, N.Y. 10017,
1966, paperbound, 143 pp., $2.50.
Intended as a supplementary text, it

includes both theoretical and practical
materials. The most serious and common current problems are covered in
some depth.

MARKETING RESEARCH: A MANAGEMENT OVERVIEW
American Management Association,
Inc., 135 W. 50th St., New York, N. Y.
10019, 1966, 224 pp., $9.00.

Edited by E. Konrad and R. Erickson,
this book has been compiled basically
for top and middle corporate management. It minimizes the available de-

cision- making tools in a diversity of
marketing research areas. The contributions are presented in six sections:
The Broader View of Marketing Research, Measuring the Movement of
Goods at the Retail Level, Media Research, Measuring the Effectiveness of
Advertising, International Marketing
Research, and Management Guideposts.

GUIDELIST FOR MARKETING RESEARCH
AND ECONOMIC FORECASTING
Robert N. Carpenter
American Management Association,
Inc., 135 West 50th St., New York,
N . Y . 10020, 1966, paperbound, 112
pp., $6.00.
A completely revised and updated ver-

sion of the 1961 Guidelist, this publication gives a broad outline of available
publications and other sources of facts
pertinent to marketing. It includes references to important directories and bibliographies.

ACCOUNTING FOR MARKETING SUCCESS
The Canadian Institute of Chartered Accountants, 69 Bloor Street E., Toronto
5, Ontario, Canada, 1966, paperbound,
second edition, 40 pp., $2.00.

The articles included in this booklet
emphasize the assistance which the
accountant can provide and the use to
which his information can be applied.

COMPENSATION OF SALESMEN: PRACTICES AND TRENDS
The Dartnell Corporation, 4660 Ravenswood Ave., Chicago, Ill. 60640, 1966,
ring- binder, 400 pp., $27.50.
This Dartnell survey, the latest in the
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series, provides factual information concerning salesmen's compensation and
reviews the changes that have taken
place in this area since 1958.
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HANDBOOK OF SUCCESSFUL OPERATING SYSTEMS
AND PROCEDURES, WITH FORMS
Prentice -Hall, Inc., Englewood Cliffs,
N.I., 1966, 767 pp., $19.95.

Prepared by the Prentice -Hall editorial
staff in collaboration with 28 contributing experts, this volume explains and
illustrates the forms and reports through
which an operating system works. In

most cases, several approaches are presented for each accounting system and
for each degree of mechanization —
manual, mechanical and electronic.
Shortcuts and labor- saving techniques
are pointed out. In addition to the accounting systems chapters, included are
chapters on administrative controls and
accounting- related areas.

HOW TO AVOID OVERPAYING TAXES
Pacific Books, P.O. Box 558, Palo Alto,
Calif. 94302, 1966, paperbound, $2.95.

A publication of Taxsavers Associates,

San Mateo, Calif., this 1967 edition (for
1966 returns) features 20 specially designed tax schedules, each in triplicate
on perforated tear -out sheets. Simple instructions precede each schedule.

Readers React
11,

An Extra Step

To the Editor:
Dr. Patrick Kemp did an excellent
job in his article, "Post- Completion
Audits of Capital Investment Projects," (August 1966) in pointing out
the areas which should be investigated
most thoroughly. He also pointed out
the areas which can not be adequately
audited because of their nature.
Post - completion auditing is probably the most difficult kind of auditing
that an auditor may be called upon to
accomplish. The auditor must evaluate the original estimates not in the
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light of what the auditor knows now,
but in the light of the information that
was available at the time that the
original study was made. This is very
difficult, because we are all blessed
with a certain amount of "20 -20 hindsight" which enables us to do a very
good job of unfairly evaluating the
estimates of someone else.
One area of post - completion auditing which was not covered in the article is the extra step which, I think,
must be taken. This extra step is the
answering of the question: What is
being done about the differences uncovered by post - completion review?
MANAGEMENTACCOUNTING

In several cases in the past, we
have found that nothing was done to
resolve the problems uncovered by the
follow -up review. Much of the benefit of a post - completion audit will be
lost if we do not take the extra step
to assure ourselves that everything
possible is being done to realize all
of the potential benefits from an item
of capital equipment which has been
installed.
Charles C. Hanford
Staff Accountant for the Comptroller
Deere & Company
Moline, Ill.

► Adjusted Data and
Relevant Ranges
To the Editor:
I have read with interest the article
by G. L. Battista and G. R. Crowing shield, "Cost Behavior and Breakeven
Analysis —A Different Approach," in
the October issue. I believe, however,
that the authors have overstated their
criticisms of the historical basis.
There is no need to base the separation of fixed and variable costs upon
"unadjusted" past data alone. Hopefully, any person dealing with past
cost data will make adjustments to the
data to remove (1) price changes over
time and (2) data which represent
unusual circumstances.
The accountant has often extended
his projections of costs into levels of
activity not experienced by the firm.
T o do so without recognizing "relevant" range of activity within which
the data are meaningful is a misuse of
projection techniques. Costs may be
linear within a "relevant range" of
activity. If this is the range within

which the firm will operate then the
breakeven chart is valid for informa-

tion within that range.
If adjustments for price and unusual circumstances are made to past
data before they are utilized as a basis
of projections and the relevant range
of activity kept in mind, the authors'
criticisms are not nearly as serious as
the article would indicate.
Eldon L. Schafer
Assistant Professor of Accounting
Syracuse University
Syracuse, MY

► Responsibility for EDP Services
To the Editor:
In his paper "EDP System in Organizational Structure" (October
1966) Mr. Winford H. Guin has
raised an issue which has caused, or
should have caused, every company,
that has a computer to ask the question— "Where do we put it organizationally wise "?
We set up the EDP department directly under the treasurer. At this time
a Steering Committee was formed
composed of one representative from
each of the departments that was
benefiting from the computer. Now
the computer is the responsibility of
top management and at the same time
is being guided along by those departments which stand to benefit from
its use. No longer do we hear the comment, "I don't know what the computer is doing, because it is in the
hands of Accounting."
Charming B. Marsh
Chief Plant Accountant
Homelite, a division of Textron, Inc.
Greer, S. C.
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