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THE RECONSTRUCTION OF
THE BALANCE SHEET

The opening session of the Fourteenth International Cost Confer-

ence of the National Association of Cost Accountants convened on

Tuesday morning, June 13, 1933, at ten o'clock in the Grand Ball-

room of the Waldorf-Astoria Hotel, New York City, Mr. Harry A.

Bullis, Vice President, General Mills, Inc., Minneapolis, Minn.,
President of the Association, presiding.

PRESIDENT BULLIS: It is a pleasure to extend to you a

hearty welcome to the Fourteenth International Cost Conference of

the National Association of Cost Accountants. This meeting- may
be compared to a family gathering an intimate group of men and
women of the same calling, who are striving to improve the methods
of accounting used in industry and government, men and women
who are taking an active part in the movement for better manage-
ment in both private and public business.

These days require from everyone the best that he or she has to

offer. Modern business insists upon brain power and moral courage
in its executives. Brain power is required in order to study clearly

and accurately current operating problems in the light of the latest

information available, and moral courage is necessary in order to act

in accordance with the conclusions reached in the study of these

problems.
The National Association of Cost Accountants this family to

which I have referred has a high privilege in serving industry and

government. There is, as never before, a need for standardization

of accounting practices and especially for more uniform cost ac-

counting. For example, among the difficulties which will be en-

countered in the administration of the Agricultural Adjustment
Act, the Securities Act, and the new National Industrial Recovery
Act, which provide for government supervision, regulation, and
coordination of entire industries, are those pertaining to accounting.
It will certainly be found in many cases that accounting practices
are not sufficiently uniform and efficient to fit into the set-up of

government-controlled planning and industry-controlled manage-
ment contemplated by these acts. A major item in stabilizing prices
should be uniform cost accounting, but it must not be so uniform and

stereotyped that it may be changed only with great difficulty in the
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4 SESSION I

future. There is often a tendency to use as a standard the fairly

good system or method of the past, and not the very best, which

should be the goal for future attainment. Here, as in everything

else, the rule of reason must be observed.

There have been many changes in every direction recently, and

men are now looking for new guide posts. It is only necessary to

glance at the newspapers to appreciate the accuracy of the statement :

"The one changeless law of business is the law of constant change."

Nothing really is ever settled in business; anything that looks as

though it might be settled is in great danger of becoming fossilized.

No business, plan, or system, can ever be so perfect that no improve-
ments can be made upon it.

Fifty years ago people would have been thought to be foolish if

they had talked about transmitting music and voices through the

air or of many of the other subsequent developments of science. In

the light of the knowledge of that day, things now of commonplace
interest were not considered reasonable.

We, as accountants, should be able to point out where changes
should be made, rather than follow along after they occur. As

conditions in business change, the accounting records must be

changed to keep abreast of the times. An accounting system must

be adapted to the conditions it seeks to control, or it fails to perform
its most important function.

In this day when leadership is at such a premium, men are not

measured by what they have, but by what they are. True leader-

ship, like charity, begins at home by establishing a firm leadership

over ourselves. This is the time for us as members of the National

Association of Cost Accountants to become real leaders, to develop a

willingness to serve, to give our time and energy freely, and to show
our faith and confidence in the future. The personal record which

each of us makes these days shows us up for the man or woman we

really are.

Now that business has turned the corner, we can again expect the

best and move forward with intelligent action. Our real assets are

our thoughts and we should think in terms of confidence and courage.

The program this forenoon is typical of the work the National

Association of Cost Accountants is doing for American industry.

With these few remarks, I shall ask Harry D. Anderson, Syracuse
Resident Manager of Scovell, Wellington and Company, a Certified

Public Accountant, one of our National Directors, and Chairman of

the Program Committee, to take the chair.
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CHAIRMAN AXDERSOX: Mr. President, Members and

Friends: I have not yet discovered why the National Board should

pick me as chairman of the technical sessions of this Convention.

I have made some inquiries as to why and how former chairmen

were picked and I found various influences affected the choice.

Some of the chairmen they picked because of their great technical

knowledge of costs, production methods, and things of that sort. I

find, too, that one year they chose him because of his ability at ama-

teur theatricals and to put on skits. However, this year, obviously

they picked a chairman on sheer displacement.

Then I learned that sometimes there are complaints registered

about the technical sessions, and that I was to absorb all kicks made
about this Convention. So, if there is anything you do not like, if

you do not like Harry Whitney at the organ, if you do not like the

singing, if you do not like the speakers, if you do not like the acous-

tics, if you do not like the subjects or the temperature, if you do not

like me I am supposed to take the brunt of all the complaints.

To offset all that, they gave me a very wonderful committee and

certainly you will agree that they have done a most excellent piece of

work. I want to take this opportunity to thank not only the com-

mittee consisting of Bill Marsh of Pittsburgh, Charlie Cornell of

Boston and Harry Howell of Providence, for this program about to

be presented, but also the speakers, and all of you who will take part

in these sessions.

Strangely enough, this program was set last November and we
had no thought of a general theme for this Convention. We
planned a series of practical subjects that would be appealing to a

cross section of our membership, subjects no member of our Associa-

tion could fail to benefit from. There is food for thought in every

one of them and they are intensely practical.

\Vith the contemplated passage of the so-called National Indus-

trial Recovery Act, we have the theme for this Convention dropped

right into our midst with the talk that Col. Nelson B. Gaskill is to

give us tomorrow afternoon.

Every subject on this program carries a message which bears

directly on the function of the cost accountant in relation to this

National Industrial Recovery Act.

The subjects for today's sessions are, "The Reconstruction of the

Balance Sheet" and "
Pricing for Profit," and the Chairman is Bill

Marsh of Pittsburgh. Bill is the fellow whose picture is shown

in the middle of page 4 of today's issue of the Convention Daily
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News. I am not going to read the description of Bill. Bill is a real

fellow. He is the Resident Partner at Pittsburgh of Lybrand, Ross

Brothers and Montgomery, and a Past President of our Pittsburgh

Chapter. He has held numerous N. A. C. A. offices and is now a

National Director. He is also prominent in the affairs of the Ameri-

can Institute of Accountants and of the Pennsylvania Institute of

Certified Public Accountants.

Bill Marsh will carry on from this point with today's sessions.

Mr. Marsh.

CHAIRMAN MARSH : Thank you, Mr. Anderson.

Mr. President, Members of the National Association of Cost

Accountants, and Guests : I had hoped that Harry Anderson would

not draw your attention to that photograph. Since I have seen it, I

have been expecting the police, so if this session is interrupted, you
will know the reason.

There will be two papers this morning. The general subject is

"The Reconstruction of the Balance Sheet." The first paper deals

with the adjustment of capital assets and capital structure in view of

present-day conditions. This was a particularly important subject

when we chose it last fall, and I think it is even more so now because

of the effect that inflation may have, and probably will have, on

valuations.

The first speaker, Colonel Arthur H. Carter, really needs no in-

troduction. Colonel Carter is Senior Partner of Haskins & Sells,

Certified Public Accountants, and is very active in accounting circles.

For the past three years he has been President of the New York
State Society of Certified Public Accountants. Colonel Carter has

been a member of the National Association of Cost Accountants and

amember of the National Board for a number of years. During that

time he has served the National Board as Director of Lectures, Direct-

or of Chapters, and has been Vice President for the past three years.

Colonel Carter has been nominated for the Presidency for the

coming year. It is an honor to present Colonel Carter.

ADJUSTMENT OF CAPITAL ASSETS AND STRUCTURE IN
VIEW OF PRESENT-DAY CONDITIONS

Arthur H. Carter

Partner, Haskins & Sells, New York, New York

T THINK the remarks of your President in introducing the Chair-
* man of this meeting are worthy of your most considerate thought.
If you will pardon me, Mr. President, I should like to say that I
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think the developments of today have placed this organization in a

position of greater importance than it has ever occupied before.

As Bill Marsh has said, when this topic I am to speak on was

chosen, conditions were different from those that exist today. I

must remind you that it is reported in the newspapers this morning
the Industrial Bill is to be voted on at four o'clock this afternoon.

Events are changing so fast that, frankly, I have been in a blue funk.

I am very much in a position which corresponds to an old negro

spiritual, "Standin' in the Need of Prayer."

During the last three years desirable changes in the capital

structures of corporations have been brought to light.

Short-term borrowings for long-term corporate purposes, and

investment of excess earnings during prosperous years in additional

production facilities, inventories, and securities have presented

major difficulties to many companies.
Some enterprises have been embarrassed because sufficient work-

ing capital had not been provided to carry them through a long pe-

riod of economic reverses, and too large a proportion of such working

capital as they possessed had become frozen in inventories and

receivables.

Top-heavy investment in fixed assets became a serious burden to

operations during the period of declining business, and extraordinary

obsolescence brought about by new developments added even

greater problems during such times.

Many corporations made commendable progress in solving the

difficulties encountered during the period of decline. Inventories

and expenses were reduced drastically, receivables liquidated, over-

head curtailed, and any activities not considered essential to profit-

able results discontinued.

A further move, which became quite popular with many corpora-

tions during the two years preceding May of this year, involved the

adjustment of capital assets to lower price levels in order to relieve

operations from what then appeared to .be excessive depreciation

charges during the period of rapid decline in business. This move-

ment continued during the early months of this year but seems to

have ceased for the time being, at least. In view of the fact that

this movement was so widespread and involved so many serious

economic and accounting principles, this form of adjustment became

of major importance and has received considerable attention.

The fact that many companies reduced their capital structures and

made adjustments in their capital asset values during the first six
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months of 1932 was in itself of sufficient importance to cause con-

siderable comment in the press and much discussion in accounting

circles as to the proper reflection of such action in the accounts of the

company.
The reasons advanced for reducing the valuations of capital assets

s

have centered primarily on the desire to reduce charges against opera-

tions for depreciation in order to meet competition where values of

capital assets of a competitor have been acquired at lower costs or

have been written down to lower levels.

In other words, competitive conditions in an industry have been

the impelling factor in the consideration of such write-downs.

There are, of course, instances where companies have been actu-

ated in making such adjustments by a desire to preserve their earned

surplus by relieving earnings of excessive depreciation charges arising

from what was regarded as high cost of depreciable assets. This

condition, however, can again be related to the results of a period of

declining prices and unreasonably low volume of business.

In other instances, we have found the integrity of surplus ques-

tioned through a shrinkage in value of current assets and currently

marketable investments, necessitating an adjustment of such assets

to a lower value.

Arguments for and against adjustments of this character were ad-

vanced and accounting views as to their proper treatment in the

accounts differed widely, although, after prolonged consideration

of the problems involved, accounting opinions became better recon-

ciled.

During the period of declining prices some contended that we had

reached the bottom and that asset values should be adjusted to new
levels. Others contended that there was no merit in recognizing
such abnormal levels.

A third group advanced the theory that the results of the past

three years demonstrated that production capacity was far beyond
the future needs and that some part of plant and equipment must be

permanently retired in order that the remainder might have a fair

chance to demonstrate its productive value.

During this period when business declined from a prosperous to a

disastrous level, extraordinary obsolescence of plants and equipment
became more and more conspicuous and troublesome because the

highest degree of technical development was encouraged as a major
weapon to defeat high costs and extravagant processes.

These developments caused many organizations to recognize a
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major decline in value of fixed assets which, as a result of such de-

cline, had been rendered inefficient.

Several interesting accounting questions are involved in the

proper reflection in the accounts of revaluations of assets in order to

present the facts clearly, respect the rights of investors and creditors,

and to abide by the laws involved.

Where sufficient surplus was not available, against which such ad-

justments might have been charged, it was provided in practically

even- instance by a reduction of the par or stated value of the com-
mon capital stock. Such action necessitated concurrence of the

stockholders.

Where securities, senior to the common stock, were outstanding

any proposed reduction of outstanding capital demanded considera-

tion of the rights of senior securities and creditors. Furthermore,

legal obstacles, in the corporation laws involved, were encountered

in some instances. Even where sufficient surplus was available to

absorb the write-downs, and no adjustment of outstanding capital

was called for, write-downs of fixed assets demanded cautious pro-

cedure.

The three general classifications of surplus with which \ve are con-

cerned in dealing with extraordinary adjustments of asset values are

Revaluation Surplus, Capital including Paid-in and Earned

Surplus.

In respect to revaluation surplus resulting from an upward valua-

tion of assets, there can be no question as to the propriety of charging

to such surplus an equal downward adjustment of the same property.

The major accounting question and I might say economic as

well involved in a downward adjustment of assets focuses on capi-

tal and earned surplus and a decision must be reached as to whether

or not earned surplus must first be wholly absorbed before any of the

write-down may be a charge against capital surplus. On this point

accounting opinion has differed.

Many theoretical views have been propounded, but in the last

analysis common sense, fair dealing, a wholesome respect for the

rights of all concerned, and a full and intelligent statement of the

facts have in most instances prevailed.

I am assuming, for purposes of this discussion, that accountants

and corporate officials are agreed on the principle that no charges

should be made against surplus or reserves of any character which

properly rest against current operations and that in normal process

items affecting earned surplus reach that account through income.
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It seems logical to me, as a matter of equity and principle, that the

owners of an enterprise may, in fact, without disposing of the prop-

erty, recognize an extraordinary and permanent loss in value of a

fixed asset and absorb such loss through an adjustment of outstand-

ing capital.

The capital account, in some part, expresses the value of the asset

and if, in their wisdom, owners can definitely determine that such

asset no longer has such value to the enterprise they may recognize

it by adjusting the capital account.

No one can deny that the brewers of these United States suffered

what then appeared to be a permanent loss when the Prohibition

Amendment was passed, or that their plant and equipment have

increased in value during the last few months. This, of course, is an

extreme case, but it supports the logic of recognizing extraordinary

conditions.

A recent study of the 1932 annual reports of 71 companies which

wrote down their fixed capital assets during the year by a charge

against capital surplus indicates that such capital surplus was

created by reducing the stated or par value of the capital stock.

Forty-six of the 71 companies notwithstanding the fact that

they had an earned surplus adopted the method of charging the

entire write-down against capital surplus, indicating that they did

not accept the theory that earned surplus must be exhausted before

any charge shall be made against capital surplus for a write-down of

fixed assets.

Twenty-five, or more than one third of these companies, had no

earned surplus against which such charges could be made, as they
showed a deficit at the end of the year before any adjustment of

their fixed assets was made and absorbed this deficit by charging it

against capital surplus.

No doubt there were some cases where the write-down was

charged entirely against earned surplus rather than capital surplus,

but I think it is safe to say that such cases are much in the minority.

The changes in the economic situation since April have presented

many problems of an entirely new nature to business, and this short

period of time has demonstrated how quickly basic values and ideas

may change.

Assets of every description, and from whatever original base they

may be calculated, are subject to the variations produced by the

changing economic situation. Such changes as we have recently

observed seem to be the results of an effort to artificially inflate
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prices beyond the presently discarded formula of supply and demand,
and of an effort to control production. Even the threatened devalu-

ation of the gold content of the dollar has had Its effects.

Perhaps at no time in the lives of our generation have we been in a

better position to determine the wisdom or fallacy of major adjust-

ments in capital structure and of capital assets to meet changing
conditions.

Looking back over a period of one yearj we can observe two dia-

metrically opposed trends in the price level of basic commodities,

raw material, and labor. The present trend indicates increasing

prices, increasingly higher taxes of every kind, prospective devalua-

tion of the dollar, and forced inflation of credit, in contrast with the

opposite situation a year ago.

Viewing conditions during the period of declining values prior to

May of this year, when no immediate change seemed likely, many
corporations seemingly acted wisely in adjusting their capital assets

to more conservative levels by writing them down to their reproduc-

tion costs or useful values as measured by the lower price level then

existing and the immediate as well as future prospects for business.

On the other hand, recent developments may cast some doubt on

the wisdom of pursuing the same course, especially so in view of the

present trend of legislation toward industrial control and higher

taxation.

In the light of our experience, it would be hazardous for any one to

venture the opinion that a price level at any time and particularly

during the last six months was sufficiently stable to justify a write-

down of capital assets to that level in order to express properly in the

financial statements the relative worth of an enterprise.

The prospect for closer cooperation in the various branches of

industry, particularly in relation to material and labor costs, and to

profit margin, may force industrial groups to place their capital

structures, asset values, distribution costs, and net earnings in a rela-

tion that may be compared fairly with those of their competitors.

From an accounting viewpoint it is certainly consistent and

from a practical viewpoint logical at least to deal with fixed assets

on the basis of their historical cost rather than on a basis of reproduc-

tion cost determined from year to year or at various intervals when
fluctuations occur and when the economic situation forces radical

changes in the price level.

Thisdoes not preclude oorporation&from increasing their insurance

to compensate for a difference in price levels, nor does it deny the
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wisdom of an additional reserve provision which may be necessary to

compensate for a higher price level as a particular fixed asset ap-

proaches the end of its useful life.

Inability to even guess what the price level will be when the

particular fixed asset must be replaced would seem to confirm the

wisdom of relying upon historical cost as the most logical basis for

determining the provision for exhaustion of that asset, with such

variations as may be needed from time to time and as may be

justified by earnings.

It seems improbable that any company would be justified in writ-

ing up or down its fixed capital assets to accord with ever-changing

price levels. No better example of the impracticability of accurate

revaluation of assets can be given than that of the Interstate Com-
merce Commission's valuation of railroads in accordance with the

act passed during the period of low price levels. Millions of dollars

have been spent by the I. C. C. in its efforts to determine the value of

these important utilities of our country. When their valuations in

some instances were completed the very basis upon which they were

made could have been proven fallacious because raw materials,

equipment, and wages had risen to much higher figures than those

used at the time such valuations were made. It would seem to be

more logical to have adhered to the
"
Prudent Investment Theory"

for such valuations . The original cost of our railroads was, in itself, a

function of two variable intrinsic changes in the values of raw

materials and labor and whenever we deal with the problem it always
involves the permanency in value of the currency in which it is

expressed.

To illustrate this point, it is significant to note that an index of 100

for combined labor and material prices in 1913 rose gradually to its

peak of 273 in 1920, and declined from that figure to 153 in July of

1932. It would be speculative to guess the trend of this index

subsequent to June 1, of this year, but the immediate situation indi-

cates that it is reasonable to expect a rising trend.

When assets were represented by small outlays of capital and busi-

ness organizations were smaller and less complex than those existing

today, it was possible, perhaps, to value assets with some degree of

accuracy and measure results from year to year by annual appraisal
of such assets.

Mass production, with corporate organizations constantly becom-

ing larger and more complex, has made it increasingly impracticable
to attempt any such valuation of capital assets from time to time, al-
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though if any one were so wise as to be able to determine just when
an enduring price level had been reached, strong argument for re-

valuation of capital assets to that value would be relevant.

PrirHarily, capital assets of an enterprise, whose securities are

widely held, are acquired by the capital initially paid into the

company by the investors.

When such equities are expressed by definitely redeemable obliga-

tions, such as bonds, the company will be compelled to maintain the

asset at the amount it originally cost by making provision from year
to year for the exhaustion of that asset through charges to operations.

The write-down of such assets to lower levels in no way alters the

obligation to repay the original investors the face amount of the

securities they hold. This amount must be accumulated out of

earnings.

Where no fixed obligations, senior to equity shares, are outstand-

ing, an adjustment of fixed assets to a lower price level may be made,

provided the owners of such shares agree that they have suffered a

capital loss due to a permanent change in price level. By such

action they acknowledge a definite shrinkage in their capital outlay.

They cannot, however, fail to realize that the ultimate return of

their original investment will be no more than the amount to which

they have reduced their property values.

This situation stresses the necessity for continuing as an element

of cost the yearly proportionate amount of this capital loss in order

to reflect a proper picture of the return on the initial investment and

to give any future stockholder a proper basis upon which he may
determine the correct earning capacity of the enterprise.

In the last analysis, however, capital employed in fixed assets de-

mands no augmentation or diminution until the necessity for the

renewal of such assets arises.

On the other hand, capital employed in raw material inventory,

accounts receivable, and other working assets must be increased

during a general rise in price level if the business is to continue on the

same scale as previously.

Fortunately, an increase in the range of price brings with it cor-

respondingly increased profits from which reserves may be built up
and retained in the business to the extent required by such changes.

At this point it might be well to observe the favored position of

many of our corporations during the depression period where such

corporations had not invested their undistributed earnings and re-

serves in fixed capital assets, but had retained such capital sums in



14 SESSION I

the business in such form as to be useful during troublesome times

rather than definitely locked up in idle plant, machinery, and equip-

ment of little, if any, productive value to the enterprise.

This discussion encourages me to appeal to all accountants to give

more consideration to the broader questions involved in business and

finance of our time, to look upon accounts as a medium of informa-

tion of value not only to management but to the investor, creditor,

and general public; and to not lose sight of the fact that the historical

character of the balance sheet cannot be expected to reflect ever-

changing values, as it is at best only an expression of opinion.

No group of individuals in business today have been given a

greater wealth of experience during the last five years for future

guidance than the industrial accountant.

At no other period during the last century has so broad a field for

thought been spread before us.

CHAIRMAN MARSH: As you all know, it is the custom to

provide a period for discussion, to give you an opportunity to ques-

tion the speaker. Having gotten started so late this morning, we

probably shall not have sufficient time for discussion of this particu-

lar paper. I am sure Colonel Carter will be glad to answer any

questions you may wish to ask.

WILLIAM B. CASTENHOLZ (Senior Partner, Castenhoh &
Dittmar, C. P. A., Chicago, III.}: For the sake of brevity and

clarity, I made a few notes while Colonel Carter was delivering his

address. I think I will read those rather than depend upon my
memory.

Referring to the adjustments of capital assets in connection with

price fluctuations, should they not be made, especially if balance

sheets are to reflect certain ratios, that are called for, between the

current assets and fixed assets? It seems to me this matter is espe-

cially important in cases where fixed indebtedness contracts provide
for a given ratio relationship between current and fixed assets. It

should be borne in mind that current assets always reflect present

price levels.

Should these adjustments be through some form of surplus di-

rectly or through operating accounts? That is, should the road lead

through production or operating costs, thus bringing the present

usage charge of fixed assets into the present price level structure?

Other usage charges are, of course, on the basis of the present price

level That is true of wages; that is true of material.
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Does not plant furnish a service which is also properly measurable

in present price levels? We know it does because manufacturers

who start in business today certainly must buy those services in the

present market. Should others who have purchased their plants

some time ago either at a higher or a lower price, state their costs

differently?

It seems to me that this matter is important in connection with our

urge to bring industry upon some type of uniform basis of compari-
son with reference to relative production costs. It seems to me in

this connection the concept that we have of the real objects of invest-

ment and fixed assets comes into play.

In other words, is it the object of business to recover through costs

the dollars "once upon a time" invested in plant or to preserve the

plant intact as a going, currently convertible, service?

CHAIRMAN MARSH: As I understand it briefly then, your

question is as to whether or not there should be a fixed ratio between

current assets and fixed assets?

MR. CASTENHOLZ: Not whether there should. In many
instances, in connection with contracts of indebtedness, the contract

provides that a certain ratio shall be maintained between the current

assets and the fixed assets. Fixed assets are bought upon one price

level and we are told they should not be changed. They do not

need to be changed on the books, but if they are not changed in the

balance sheet to reflect what the money lender expects to see there,

the ratio between current assets and fixed assets is not going to be

correct, it seems to me.

COLONEL CARTER: I think that is a very interesting ques-

tion, Mr. Castenholz, I am wondering if you are not bringing up a

point that needs a little further research. After all, the money
lender that you speak of has become accustomed to looking at some

ratio between the current assets and fixed assets, but I do not think

he could tell you what it means.

MR. CASTENHOLZ: Shouldn't he?

COLONEL CARTER: I think that when you make provision

for that asset out of your current operations in other words, we are

providing 1923 dollars, we will say, out of 1930 to 1940 dollars.

Whether the dollar today should be the measure or should be the dif*

ferential between the 1923 dollar and this 20-year period or 10-
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year period of dollars, I think is very hazardous to guess. I think

\ve should continue on our 1923 dollar basis until we have approached

the end of the useful life of that asset. Then I think we have to

make our adjustment if there is any need of it, in our accumulation.

Have I given you a thought?

MR. CASTENHOLZ: Yes, Colonel Carter, except I think you

emphasize too strongly the dollars. What I should like to em-

phasize is the service. In other words, I think an investment in

plant is not an investment in dollars, nor in dead matter. It is an

investment in services and the services are delivered to us during a

period of time. Now, what are those services worth today in con-

trast to what they were worth at the time the original investment

was made therein?

COLONEL CARTER: It depends on competitive conditions.

If an industry cannot exist, as many of them could not during the

period of depression, on the low volume of business they were doing,

I do not know how much their assets were worth. In some cases

they were liabilities. I think we have to take a longer pull in arriv-

ing at any basis upon which we can calculate the service value of a

capital asset. I think it has to be made over a period of years

rather than from year to year. I am only expressing my personal

opinion of that.

MR. CASTENHOLZ: May I add a little thought, Colonel

Carter? Don't misunderstand me. I am not saying the moment
we have an idea we should immediately rush to the books of record

and scribble something there, but it seems to me that for construc-

tive purposes we might at least incorporate some of these thoughts
or ideas in statistical form as a basis for business guidance.

In other words, it seems to me the relationship between current

assets (which have to maintain your fixed assets in the long run) and
fixed assets is a very important one. We can invest too heavily in

fixed assets, and in order to see what our investment in fixed assets

is today, in relation to current assets which are all stated in present-

day price levels, it seems to me we should raise or lower, let us say,

in statistical form, the value of the fixed assets so that we may know
whether or not we are infringing upon some of these well-established

principles of relationship between these two forms of assets.

COLONEL CARTER : I think there is a great deal of logic in the

argument, which in effect, as I understand it, is this: To accomplish
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that you would carry the depreciation charge against operations in

relation to the value of the services fixed assets rendered, in the profit

results of the year. It is not illogical at all. I believe there is

enough data at hand to get some idea as to how that might be

accomplished.

JOHN BALCH (Partner, Balch, Funk & Co., Philadelphia , Pa.) :

That reminds me that my granddad really was not such a fool as we

thought he was.

COLONEL CARTER: You bet.

MR. BALCH: I have been kicked around considerably for re-

marking it was not such a bad practice, after all, in good times to

charge off considerable depreciation and in bad times to rather dodge
it. It is surprising sometimes how, in the high-powered theories

that we follow, we eventually come back to a few fundamentals that

granddad had before we were born.

COLONEL CARTER : I think that is right.

E. E. SALT (Controller, Art Metal Works, Inc., Newark, N. J.):

I had a rather peculiar and concrete case of which I should like your

opinion. Back in the war years, 1917 and 1918, in a large printing

plant in this town, they bought and are operating a press that cost

them $8,000. They bought it in the early part of 191 7. In the early

part of 1918, they bought an identical press and paid $11,000.

Later in 1918 they bought another identical press and paid S15,000.

The presses were set on the floor, side by side.

Would you raise the asset value for balance sheet purposes of the

first press, in addition to setting up depreciation rates on the basis

of their historic cost, or how would you treat a case of that kind in

reference to your balance sheet valuation?

The question of insurance, of course, was taken care of by insuring

all three for higher value.

COLONEL CARTER: I should say
" No." I would leave them

at what they cost me.

MR. SALT: What effect will that have on your uniform cost

system which operates in that trade association?

COLONEL CARTER: I think you can provide for that if there

is a uniform cost system installed. You must provide for deprecia-
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tion in that system and your depreciation is based upon the historic

cost of your asset, isn't it?

MR. SALT: What does that do to your cost figure?

COLONEL CARTER: It gives the correct result, based upon

your wasting asset.

MR. SALT: There is quite a question involved as to getting

uniformity of cost of production.

COLONEL CARTER: The average of the three will work out

so that you have a proper basis. It should not put your system out

of line at all.

MR. SALT: But it is.

EDW. WM. KRUEGER (Partner, Walton, Joplin, Langer fif Co.,

Chicago, III.) : I think we ought to hold our decision in abeyance as

to what we are going to do with valuation of fixed assets. If we
have popular administration of this Industrial Act which must of

necessity establish and maintain fair commodity prices, we are

going to have quite radical changes in equalizing the fixed assets of

an industry. I cannot see any other way of doing it. We are in a

transition period. Perhaps in the next six months or year we will

know more about it, if this Industrial Act is a permanent rather than

a temporary proposition.

CHAIRMAN MARSH: I am sorry to interrupt this discussion.

Time is getting short. We must proceed with the next paper.

The next paper is somewhat of an innovation in these sessions.

The success of it will depend entirely upon you. It is a case study
of the factors which should be considered prior to the development
of a new line of products. We have taken a hypothetical company.
It is in sound financial condition, but by reason of lack of demand
for its products, its sales have been constantly decreasing. It has

been suggested that we have a new line of products.

There were distributed to you as you came in, I think, papers

concerning the Wood Products Company. The speaker will review

briefly the facts contained in that paper, and then we will turn the

meeting over for discussion, expecting from you, ladies and gentle-

men, suggestions on the things that should be considered before it is

finally decided to proceed with this new line of products.
The speaker is Mervyn B. Walsh of Detroit. Mr. Walsh has been

engaged in the public practice of accountancy for a number of years,
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and for five years was with Thomas A. Edison, Incorporated. He
founded the Walsh Institute of Accountancy, a professional school in

Detroit, teaching accountancy and business administration.

Mr, Walsh, too, has been very active in accounting fields. He
was President of the Michigan Association of Certified Public Ac-

countants, and was President of our Detroit Chapter. Since 1931

he has been a National Director of the National Association of Cost

Accountants. I take pleasure in introducing Mr. Mervyn B. Walsh.

FACTORS WHICH SHOULD BE CONSIDERED PRIOR TO
THE DEVELOPMENT OF A NEW LINE OF PRODUCT

Mervyn B. Walsh

Partner, Walsh and Company, Detroit, Michigan

\S Bill Marsh told you, this is your session. You have become
** accustomed to sitting back and permitting the speaker to do

the work. In this session we have turned the tables, so to speak,

and you will be called upon to do the work. I have been selected

merely to direct your activity and to coordinate the suggestions

which you make.

You have just listened to a very interesting technical discussion of

capital assets, and Colonel Carter made one statement that assets at

times have become liabilities. Most of you who are employed by
manufacturing companies have realized that fact during the past few

years. So, to overcome that condition, many industrial companies
have solved their problem of idle plants by the adoption of new

products.

By no means has the adoption of new products been a cure-all

for industrial ills. Some companies have found, to their dismay,
that the adoption of new products has added to their losses, although
the new products have helped to absorb idle plants. On the other

hand, there are many specific instances where the adoption of new

products has proved profitable.

Just a short time ago a conference was held at Boston by the New
England Council, The following organizations cooperated in this

conference:

The American Marketing Society, the Massachusetts Institute

of Technology, the Boston University College of Business Adminis-

tration, the Department of Education of the Commonwealth of

Massachusetts, the Rhode Island School of Design, and the United

States Bureau of Foreign and Domestic Commerce.
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I cite this fact to show you that in New England they considered

the adoption of new products of sufficient importance to hold a

three-day conference to discuss nothing else but that one subject.

A few specific illustrations of the adoption of new products may
give you the atmosphere of the session this morning. The McCord
Radiator and Manufacturing Company has developed a new cooling

and air conditioning system for buildings. This company formerly

specialized in the manufacture of automobile accessories.

The Detroit Rock Salt Company, owning the second largest

salt mine in the United States, has developed a rock salt dissolver

for the use of consumers in preparing brine from the rock salt.

The Federal Mogul Corporation has added to its line of bearings,

boat propellers made out of a new alloy metaL You may be inter-

ested to know that one of these propellers was used by Gar Wood
in the last Harmsworth Trophy Race.

The Murray Corporation of America, engaged 'in the manufac-

ture of automobile bodies, has now developed a new insulated steel

barrel for the brewing industry.

A number of cotton manufacturers have developed new cotton

fabric for roadbuilding and construction purposes.

The Kelvinator Corporation has added to its line of refrigerators

a heating system for homes, and so, without number, we may con-

tinue to tell you of new products that companies have adopted

during the last few years in an effort to absorb idle plant capac-
ities.

The session this morning is to be devoted to a consideration of

the information which should be given by the accounting depart-
ment to the management when the question of new products arises.

A specific case has been selected for your consideration, and the

session is to be developed from the suggestions of members present.

We hope to bring out all possible phases of information which

should be given to the management in order that the management
may decide upon the proper course to follow in adopting a new

product.

Possibly, the accountant in rendering a report of this nature should

step beyond strict financial lines and supply information having
to do with other branches of the business. We hope that you will

make suggestions, for without y9ur suggestions this meeting will

not continue. We want you to visualize our problem, and to

assist you we have selected the case of the Wood Products Company.
See Figures 1 and 2.
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WOOD PRODUCTS COMPANY
Statement of Financial Condition at May 31, 1933

ASSETS
CURRENT ASSETS:

Cash on deposit and on hand $114,674.20
Accounts receivable, less reserve 26,709. 12

Inventories lumber, materials, etc 69,806.97

Total current assets $2tl,190.29

CAPITAL ASSETS:
Land and improvements $41 ,305 . 52

Buildings $ 67,672.41
Deduct: Reserve for depreciation 22,459.67

45,212.74
Machinery and equipment $124,139.67

Deduct : Reserve for depreciation 53,69 1 . 66

70,448.01

Delivery equipment $ 23,668.47
Deduct: Reserve for depreciation 12,651 . 65

11,016.82
Furniture and fixtures $ 3,437. 62

Deduct: Reserve for depreciation 1,770.40

1,667.22
Railroad siding $ 3,072. 75

Deduct: Reserve for depreciation 1,214.56

1,858.19

Total capital assets 171,508.50

DEFERRED CHARGES:

Prepaid taxes $ 2,902.23

Prepaid insurance 2,153 . 81

5,056.04

$387,754.83

LIABILITIES, CAPITAL, AND SURPLUS

CURRENT LIABILITIES:

Accounts payable trade $ 29,423.85
Accrued expenses 3,691 . 73

Payroll $ 2,450.80
Insurance compensation 1,240.93

$ 3,691.73

Total current liabilities $ 33,115.58

CAPITAL AND SURPLUS:
Common stock 2,000 shares, $100,00 par value 200,000.00
Earned surplus 154,639.25

$387,754.83
FIGURE 1
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WOOD PRODUCTS COMPANY
Summary Operating Statement, Years 1932, 1931 and 1930

1932 1931 1930

Sales $310,462.55 $562,795.46 $897,675.41
Cost of goods sold 278,265 58 515,228.15 801,224.06

Gross profit $32,196.97 $47,567.31 $96,451.35

Selling expenses $36,459.32 $41,709.33 $46,973.27
Administrative expenses 38,976 , 19 46,576 . 41 48,670 . 40

$ 75,435.51 $ 88,285.74 $ 95,643.67

Net profit or loss from operations $ 43,238 , 54 $ 40,718.43 $ 807.68

FIGURE 2

This company has been engaged in the manufacture of small

wooden products for industrial companies, and the Wood Products

Company, although not a large one, has enjoyed prosperityduring its

lifetime. In common with many other businesses of this type,

it has suffered a reverse and for the past few years the volume of

sales has decreased. Until now, the company has been engaged
in what we might call special job production. In other words,

the production would not begin until the company first received

the order.

A survey was made by some of the employees of this company
in an effort to solve the problem of reduced profits. As a result of

this survey, the suggestion was made to the management that the

company should enter a new field, namely, the manufacture of

toys. Here we have a standard product, unlike what the company
has been manufacturing, and the management is somewhat perplexed.

Should the company enter this distinctly new field to absorb

part of the idle plant and to supplement the work which is now
being done, or should the company adhere to the course that has

been followed for more than a score of years, of making special

wooden parts for other manufacturers?

I think all managements, more or less, have been confronted

with this same problem, and, frankly speaking, the accountant

of the organization may give valuable service to the management
when it comes time to decide an important question of this kind.

The accountant, however, has to go beyond the scope of bookkeeping
or strict accounting and prepare a comprehensive report which will

enable the management to decide this all-important question.
Now that the business depression has ended, some may feel that
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there will not be a need for new products. However, I question

that line of thought because even with business changing, we find

that, as your President remarked, business is in a constant state

of flux.

So this morning you are to make the suggestions as to what this

report to the management shall contain. It will be based entirely

upon your suggestions and we desire that you shall feel free to make

any suggestions that you choose. When we have a sufficient

number of suggestions, we will discuss them, and decide together

which of these suggestions should be included in a report to the

management.
In other words, what should we tell the management in a situa-

tion of this kind? What information should we give it? How
should it be given? How far should we go? What is the account-

ant's job?

We are going to have you make the suggestions, to deal with the

production factors, financial factors, sales factors, and, in short,

any factors that you may think of, applying to the Wood Products

Company. We might say before we begin that the financial con-

dition of the company is sound. It is merely a question of going
into a new field.

Do not hesitate and wait for someone else to say something.
We are going to coordinate the suggestions and then prepare our

report in the rough. Who has the first suggestion?

MR. KRUEGER: I will start the ball rolling. I should think

the first important point would be to determine the new market,

especially from the standpoint of what will be the probable require-

ment, and also with what products it will compete and the possible

effect of that competition on your line of product, whether your

competitors are going to meet it, or whether you will be in a more

secure position than you might otherwise be.

MR. WALSH: Mr. Krueger of Chicago has suggested that the

accountant should give some thought to the potential market for the

new product. That will be our first suggestion. We shall not dis-

cuss it at this time. We merely wish to collect a number of sugges-

tions. Then, when we have them here we shall discuss them to-

gether and find out just which ones should be included in our report.

So, just make any suggestions that you please. They may or may
not go into the report, depending upon the consensus of opinion of

the members present.
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JOHN HORN (Controller, Bakelite Corporation, New York, N. F.) :

Are we working on the assumption that the present line of products

is definitely out of the picture? A good many concerns have left

their first love and wandered into new fields where they found that

they had not already taken care of their existing market, simply by
lack of research and effort of that nature which might have resulted

in benefit to themselves.

I have knowledge of one big company whose first love is a certain

product and they wandered far afield. Today they are not as sound

as they were then. They might have been better off if they had

maintained the field in which they were predominant during their

early life*

MR. WALSH : This particular company is not forsaking its first

love, but rather is supplementing its present line of products with a

new product. I believe that we will find in practice that it is more

common to supplement the present line of products with new

products. I illustrated seven or eight companies of that type,

companies that have supplemented their present line of products
rather than to go into an entirely new field. That is the type of

company we are dealing with, one that is just supplementing its

present line to absorb idle plant.

C. F. EVELEIGH (Assistant Secretary-Treasurer, Eli Lilly & Co.,

Indianapolis, Ind.): Following Mr. Krueger's suggestion on the

study of market conditions, it will be important at the same time to

find out how many additional salesmen would be required, and the

amount of selling expense involved.

MR. BALCH: I have two thoughts that are rather closely inter-

related. What has been the profit of competitive firms for the last

three years in those new lines which they propose to incorporate?

What has been the operation of their competitors with respect to

profits over the period of the last, say, three to five years? What
proportion of gross profit may there be in this new proposed article

against those that they have been making in the past? That latter

would be very pertinent. In the proposed article, I think the spread
would be pretty narrow, compared to what they expected to get.

EMORY A. AUSTIN (Auditor, Hammermill Paper Co., Erie,

Pa.) : I think one of the questions we must consider is the additional

working capital and the credit risk which would now be taken. In

the past, as I understand it, the company has sold to a limited
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number of manufacturers whose product would probably be sold to

department stores and other manufacturers and to individual con-

sumers. The question of survey of the credit risk would be very

important.

HOWARD ECKERT (Financial Executive, Thomas A . Edison,

Inc., Orange, N. J.): It seems to me that this new line of products
is highly seasonal. I would question the amount of inventory
which would have to be worked up ahead to take care of this

seasonal trade. Another question I would ask is, would these new

products use some of the waste material of the main line? If they

would, that would add desirability to the new product.

WILLIAM H. MERS (C. P. A., Partner, Eckelman & Mers, Cin-

cinnati, Ohio) : The question of patents and copyrights would have

to be considered for manufacturing such things as shuffleboard and

table tennis. In table tennis, for instance, the copyright name is

Ping Pong. That would have to be considered, whether we would be

involving ourselves in trouble in connection with any infringement of

patents or copyrights.

MR. CASTENHOLZ: Be sure that the new product would be

sold at a somewhat lower price than the regular product, and would

not supplant the regular product. I know of a shoe manufacturer

who made a somewhat lower priced line of shoes and found the trade

grabbed the lower line and refused to buy the regular line. The
more he sold, the more he lost.

C. MILTON CLARK (Farm Credit Administration, Washington,
D. C.}: Bearing out the question of copyrights, I think as we look

into the toy industry it is a question of types of toys to be made.

There are certain types which are more or less standard and I do not

think they produce the profit that the specialties do. On the other

hand, the specialties may be put on the shelves and never sold.

Won't we have to have some kind of designer to design these types
of toys that will bring us in good profit, perhaps some sort of a de-

partment to get into the question of research of what toy we must

make and try to sell?

F. R. FLETCHER (Partner, ScoveU, Wellington f Co., Boston,

Mass.): Paralleling to an extent the question raised by Mr.

Eckert, it is apparent that we are going to add materially to the

various materials required. In the past this plant has been working
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with wood, lumber. We are going to add to that perhaps various

classes of lumber that have not been carried in the past. We are go-

ing to add parts, going to add finished inventories. The whole ques-

tion of stock control, the question of manufacturing specifications on

which that stock control will hinge, must be taken into considera-

tion.

W. C. ARMSTRONG, JR. (Secretary and Treasurer, Rockbestos

Products Corporation, New Haven, Conn.) : There is the question

of foreign competition. A great many toys are manufactured abroad

and sold in this country cheaper than we can produce them.

W. P. FISKE (Assistant Professor of Accounting, Massachusetts

Institute of Technology , Boston, Afass.) : In line with the suggestion

just made, the foreign competition happens to come from those

companies which have had foreign exchange difficulties. The foreign

competition will seem to me to be rather of a severe type because of

depreciated currency which would possibly affect the price for which

we could sell the product.

R. J. BERNARD (Controller, Sargent and Co., New Haven, Conn.}:

I think one of the main items to be considered is the cost of fixed

assets needed to make the new products, to make sure we will

eventually include it in our cost, our selling price.

MR. WALSH: We have already stated in our facts, I believe,

that a comparatively small investment would be required for new
assets. I think we may safely pass up that particular part of the

discussion.

J. C. MEJSCH (Cost Accountant, Lehn and Fink, Inc., Bloomfield,

N. /.) : In making the estimates in order to determine the selling

price, will overhead be included, or will we proceed with the point of

view that the overhead has to be absorbed by the original products.

MR. WALSH: You have in mind in that question, whether you
shall use the regular rate of overhead or be inclined to favor the new

product?

MR.METSCH: Yes.

A. J. PAGET (Auditor, The Fairbanks Co., New York City) ; One

thing would be the method of marketing, through jobbers or sales

agents or direct to retailers and study the whole marketing -plan,

both that used by possible competitors and perhaps modified, the
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advertising and everything connected with the marketing of the

product.

GEORGE A. SCHWANINGER (Works Accountant Manager,

Mergenthaler Linotype Co., Brooklyn, AT
. F.): In considering a

product, it is my opinion that something should be selected which is

not competitive. As I see it that would not help the present-day

economic situation. Therefore, I should say the first requirement
would be that whatever is selected must be something that is in the

line of new development.

F. EARL REUWER (Controller, Emerson Drug Co., Baltimore,

Md.) : I have not heard anyone say whether Washington is going to

allow us to make these.

GEORGE E. LEITCH (Factory Accountant, Burroughs Adding
Machine Co., Detroit, Mich.): Undoubtedly we should check into

the question of whether or not our present factory personnel is going
to be able to take care of the manufacture of this product, and

whether or not, in view of the competition we are bound to run into,

we are going to be able to use our present labor at the same rate of

wages that we pay them, or whether or not it is going to be necessary
for us to hire cheaper labor or reduce our present labor to a cheaper
rate in order to enter into this highly competitive field.

ALVIN KROPF (Controller, R. L. Polk and Co., Detroit, Mich.):

I think one of the essential factors to be considered is whether or

not the present sales organization is capable of promoting the new

product, or is it foreign to their present line as far as sales promotion
ideas are concerned.

MR. WALSH ; That is sort of in line with question number two ;

I take it we are going to need new salesmen or use our present force.

MR. KROPF: It is not a question of new salesmen, but sales

managers. In other words, are they in position to promote the new

product?

MR.WALSH : We will add that to number two sales managers.

MORRIS KNAPP (Office Manager and Factory Accountant, The

Fairbanks Co., Binghamton, N. F.): This seems to be a seasonal

product. Can it safely be scheduled to give an even manufacturing
load or to fit into the seasonal variation of the present products?
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MR. WALSH: That is in line with suggestion five. We are

going to discuss that phase of it.

H. B. SPEYER (Controller, Champion Spark Plug Co., Toledo,

Ohio) : Aren't we considering a lot of things that are not possible

of execution? We have been distinctly selfish, have had a selfish

motive in starting this competitive product. We have certain

plant equipment, which we want to utilize. We are not going to

consider the investment heavily of new equipment, new personnel,

or possibly new marketing facilities. We are going to attempt to

utilize part of the fixed equipment we have in an effort to tide us over.

Isn't that the thought back of our general proposition?

MR. WALSH : Yes, that is the thought.

MR. SPEYER: We must limit ourselves, then, to a type of

product which will be primarily a wooden product, which can be

fabricated with our present plant, present equipment, to be limited

to the marketing facilities which we are accustomed to. It is as-

sumed, you would imagine from the discussion, that we are going to

attempt to cut the price on something which is more or less estab-

lished in the market, or we are going to be a bad economic influence.

This is a selfish motive we have undertaken.

MR. WALSH: This is not to be just a temporary product, but

rather a permanent additional one, though the general thought is we
will use our plant as we now have it.

We have sixteen suggestions. Rather than continue indefinitely,

let us discuss now what we have because our time is getting along
toward noon, and we will have only a limited time for discussion.

Our picture of this is that we are the accountant of this company.
Each one of you may assume that you hold that position. You will

now be called upon to submit the report to the management, includ-

ing all of these thoughts or possibly some of them. What should the

scope of the accountant's report include? Should it include all

these things? Should we go into each one of these things or should

we be content to just talk about overhead rates, use of machinery,
and so on?

Let us discuss that. Let us take the first suggestion, market
conditions. The survey made by the company has proved or con-

cluded that there is a potential market for the new product. We are

acquainted, of course, with market conditions and, suffice it to say,
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the company should be fairly well sure that there is a potential

market before a new product is adopted.

We should also discuss the market conditions as they exist, in a

report of this kind, should we not? Who will defend that?

COLONEL CARTER : It seems to me that point is particularly

pertinent in any prognostication that an accountant makes. I

assume that with the data at hand in respect to the sales organization

of this company, he knows pretty well how they are going to per-

form, judging them by their past. I assume that with a declining

business with a profit of $807 to a loss of $43,000 over a period of

three years (See Figure 2), the sales organization has been pretty
well prodded to activity, and it seems to me the accountant is in

a position to ask the sales organization, and the sales organization

should give a better guess than he can, as to whether or not they
are going to be able to increase their gross sales by, say, $300,000

with this new product.

If they cannot, it seems to me that the company is headed for a

loss. I am wondering if their cash position as disclosed by the

balance sheet (See Figure 1) is sufficiently strong to enable them

to embark on a venture of this kind which, undoubtedly, will take

them a year to get under way.

MR. WALSH: Do you conclude, then, that the accountant

should discuss market conditions?

COLONEL CARTER: I think he should require some sub-

stantial evidence from the sales organization as to what they can do.

MR. WALSH: And that information should be included in his

report?

COLONEL CARTER: I think so.

MR. WALSH: Have we any negative side to that subject of

market conditions? Well, that is one thing ; then we have concluded

that should be in the report, the market conditions based upon
information as rendered by the sales department.
Our second question is on additional salesmen and sales manage-

ment. Manifestly, we are going into an entirely new field. I

judge these two suggestions have to do with the question. Is our

present sales department equipped to handle this new product, or

should we have an entirely new type of sales personnel? That is
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rather a ticklish question for the accountant to write about. Should

he write about it in his report? Who thinks yes?

PAUL J. HAGEN (Controller and Secretary, Roger Smith Hotels

Corp., New York, N.Y.): I think he should write about it to this

extent, if the company in making its preliminary survey had also

considered market conditions to some extent and has a general plan

of the marketing organization in marketing the new product. Cer-

tainly, they will have to furnish the accountant with that data in

order to enable him to make a proper estimate of profit and loss and

an operating budget.

MR. WALSH: What I should like to bring out is the question-
should the accountant just sit back and be an editor, so to speak, of

information which is given to him, or should he be some sort of a

person who does considerable study of these questions on his own

part? That is one of the real, important things. Manifestly,

something should be said about the salesmen.

MR. LEITCH: I do not believe in the accountant's report he

should take up the question of the additional salesmen and manage-
ment* I believe it is fair to assume that this company has a sales

manager who should make his report from the field end to the

executive officer, and that the accountant should confine his report

to the accounting end.

I do not believe our accountant should delve into the salesmen

and sales management, or the marketing conditions even. I think

he should confine his report to his end of the business and let the

sales manager take care of his end of the business, and let the execu-

tive officers put the two together and formulate their plan from

that.

H. L. McCULLY (Assistant Treasurer, Bauer fir Slack, Chicago,

Itt>): It seems in the injection of new products, there are three

considerations that ought to be taken into account. One is that

you are going to put this new product in because you .have a lot of

selling expense and you want the new product to help absorb it.

You have a lot of capacity, but your sales force won't absorb that.

You are going to absorb that capacity.

The third point, I think, is entirely out, the necessity for that new
product to fit in a lot line. From what information is given here, it

would appear the main problem is the absorption of manufacturing
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capacity and there is going to be some gross profit, or we won't put
the product in.

I think if the accountant has any job in the business at all, that it

is to tell management what is going to happen to the gross profit.

It looks as though one thing is going to happen. It seems to me the

very basic thing we should include in our report is, first, what is the

gross profit going to be, and how much of the gross profit are we

going to use in the additional sales expense? We have admitted

that the problem is one of distributing something we have facilities

to manufacture.

MR. WALSH: I would say this question is probably on a par
with interest on investment as far as discussion is concerned. Inas-

much as the minutes are fleeting, we cannot take as much time as we
should like. As there is a negative and an affirmative side to this

question, just raise your hands, if you will, on the affirmative side,

if this should be included.

... A majority of the hands were raised. . . .

MR. WALSH: The affirmative wins on the vote as to whether

the accountant should comment on the activities and the expense

involved, at any rate, of the additional sales personnel.

The question was asked about profit of competitors for the past

three years. Someone inquired as to how much profit competitors

in this field made. In other words, if our future competitors are

losing money, should we rush in? I think that is a very apt sug-

gestion and along with that is the subject of gross profit. Should

the accountant go to the trouble to try to find out the earning

power of competitors in this prospective new field? Who thinks

he should? Does someone wish to discuss this suggestion?

E. S. LANCASTER (Treasurer, The American Paper Goods Co.,

Kensington, Conn.} : That matter of competitors' profit is a thing

we have had occasion to analyze on a number of occasions and some-

times we have kept out of something that we thought of going into,

and sometimes we have gone in.

The accountant should get information as to who his probable

competitors are and get a fair picture of what their gross margin is

as compared with manufacturing expenses, how much of the re-

mainder they have to spend for advertising, how much they have to

spend for salesmen, how much they have to spend; on office expenses

you will find in some cases that you take on a product that may
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quadruple or more than quadruple the number of customers you
have to handle, which may be very expensive.

I believe if the sales department gives him reliable data as to who

the people are that they have to worry about, it is absolutely the

accountant's job to be able to turn around and tell the sales depart-

ment what, if anything, they are apt to have left out of this gross

margin, after they have provided for the things their competitors

have spent to sell that product.

MR. CASTENHOLZ: Are the competitors going to rush to our

establishment and give us all the information about their profits,

gross profits, selling plans, and so on? It seems to me we have to

view this problem entirely from our own standpoint and to work it

out ourselves rather than from the standpoint of our competitors.

I think that information would be hard to get from competitors.

MR. WALSH: We have two opinions, showing that all these

suggestions are more or less debatable. Mr. Castenholz makes the

suggestion that it would be difficult to find out just what our com-

petitors are doing, unless they happen to be members of the Stock

Exchange and publish their reports. We, then, probably might
not know.

Let us decide that question. Should the accountant try, through
Dun and Bradstreet, Inc., and other similar agencies, to get infor-

mation as to profits, or should he be content to forget that phase of

it in his report? How many think he should try to get the infor-

mation?

... A majority of those present raised their hands. . . .

MR. WALSH: I think we will have to settle that question, for

lack of time, with the thought that if we can secure the information,

it should be included in the report. That would settle it, would it

not,. Mr. Castenholz?

MR. CASTENHOLZ: Yes.

MR. WALSH: We go to the additional working capital and
credit risk, which is a very important suggestion. I do not know
that we really need to discuss that. It is obvious that the ac-

countant should comment on additional working capital that will be

required for this new product and credit risk that will be involved.

It is obvious that the accountant must include that in his report.

So, rather than take the time to discuss it, let us pass on to some more
of these debatable questions and decide them.
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The next question is whether we shall use waste materials. In

other words, is the new product to be a by-product, so to speak?
Our thought is, that it is not to be a by-product. In other words,

new materials will have to be purchased, We are going right Into a

new field. That same question has seasonal production, and I sup-

pose all of us who go shopping around December 24 at eight

o'clock, have some realization that this might be a seasonal product.
Should the accountant cover that or not? Who would like to com-

ment on seasonal production in a report of this kind?

MR. ECKERT: It seems to me this is a very vital question and
ties up more or less with more working capital. If this company has

heretofore been producing on orders only, this becomes a very vital

question in this proposed new line, because if this is a seasonal article,

undoubtedly they will have to invest money and material in produc-

ing their stock before the selling season arrives. It seems to me this

is a very important thing for the accountant to point out.

MR. WALSH: I think that should be touched upon. There is

no doubt about it. Many of you may be interested to know that

the Department of Commerce at Washington has spent considerable

time along the line of studying seasonal production. So, if you are

interested in that phase, you may get information from that source.

The next is on patents and copyrights. Here is a question that

we might discuss a moment. Should the accountant in his report

try to guide the management against the violation of patents or

copyrights hi a field of this kind, or should he refer them to the

attorney of the organization? Who thinks it should be included in

the report?

HENRY KNUST (Certified Public Accountant, Hartford, Conn.):

I think the accountant should cover it in his report to the extent

that it may involve the factor of royalties.

GEORGE V. LANG (Secretary and Treasurer, United Engineering
and Foundry Co., Pittsburgh, Pa.) : I think it is the accountant's

job to call attention to anything that affects the cost of producing
this order. The accountant is in a better position to know all the

various expenditures against production. The salesman is not al-

ways familiar with those things. I think the accountant should call

the attention of the management to the possibility of things that

may turn up. It will be necessary for the accountant to know that

before he can advise the management as to the possible cost of

production.
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MR. WALSH : I should like to have an expression of opinion on

these patents. Mr. Lang is of the opinion that it should be included

because of the possible expense involved for infringement and trouble

in courts, and so on.

How many think this really should be covered in an accountant's

report?

... A majority of those present raised their hands. . . .

MR. WALSH : Those in the affirmative win again. They seem

to think the accountant should be rather broadminded and cover

many phases. That, of course, is the purpose of this discussion, to

. find out just how far an accountant should go in submitting to

management a report on the potential new product.

We will go on, then, to the selling price of the new product. Who
wishes to discuss that? I think that suggestion had to do with the

possible selling price that we would receive for the product and how
it would affect competitors, and so on.

MR. CASTENHOLZ: I brought that up, Mr Chairman. It

seems to me we are running into the danger of becoming a price

cutter unless we are very careful with reference to making the prices.

We do not want to set ourselves up in competition by making cut-

throat prices against those who are legitimately in this particular

line of business. We are going to injure ourselves, it seems to me, by

doing that, and in the long run we are going to find ourselves selling

those cheap articles rather than our regular product. I think there

is a real danger there.

I know of a shoe manufacturer who turned out a cheaper line to

take care of his idle capacity. The cheaper line sold and his regular

line declined. The result was that he really lost more money than

he did before he undertook the manufacture of the new product.

MR. WALSH: I agree with your thoughts. I said that by no

means has the adoption of new products been a cure-all for industrial

ills. I think that has been the truth of many new products, that

they have caused additional losses rather than new profits, and that

is the reason for the session. We, as accountants, should decide this

morning how to protect our company against spending its activityin

the unprofitable fields. If time would permit, we might talk about
the economic conditions and cutthroat prices.

However, I understand that tomorrow afternoon Colonel Gaskill is

going to tell us about that subject, so we shall wait until then and
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hear what Colonel Gaskill has to say about competitive prices, and

find out what Congress does at four o'clock this afternoon.

Number eight has to do with specialties and research work. The

suggestion, as I recall it, was that here we might have a standard

product and then we may bring out every few months some new-

fangled thought to amuse children and parents mostly the parents,

I suppose.

The question is are we going into the manufacture of a standard

product that will sell year-in and year-out, such as doll carriages or

something of that type, or are we going into a special field where we
are going to bring out new lines every month or two? If so, how
much expense will be involved? Is a thought of that kind one that

the accountant should attempt to cover in his report? Should we
look far enough ahead to try to cover that particular question?

Who thinks yes?

. . . About ten hands were raised. . . .

MR. SPEYER: The question has come up repeatedly of what

the accountant should include in the report. I think that is the

basis of the information we are trying to secure this morning. This

report, first of all, is not an accountant's report, strictly speaking.

It is far from a bookkeeper's report. It is a report intended to help

the management and is apparently available to this man who is

preparing all the various activities of the business, sales engineering,

and so on.

It does not appear to me that there is anything that could be left

out. There is no use for the accountant to get up a lot of figures

about a product which will make a lot of money, and find it fully

covered by somebody else's patent. We have to consider all angles

of it if it is going to be helpful to the management. The accountant

cannot be limited in a special report of this kind to his bookkeeping
methods.

MR. WALSH : That is true. On the other hand, Mr. Casten-

holz has told us about the company selling cheap shoes and losing

more money, and that has been the history of many companies.

What we wish to do is to try to find out just how far the accountant

(and he is not a bookkeeper in this case; he has available all sorts of

information) should go in telling the management about these things.

Should he go into economic conditions and discuss patents and all

these things specifically, or does he just give the management a brief

report and say that the gross profit will be so much, and here is how
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\ve will use it, and there will be so much left, and that is all? That is

the thought we want to bring out. How far should an accountant

go? Should he just dispose of gross profit, or go into the economic

side?

MR. CASTENHOLZ: May I suggest that it would be well for

him to lose his bookkeeper complex and adopt management's view-

point?

MR. WALSH : That is a good suggestion.

MR. R. E. GRAVER (Glen Rock, N. 7.) : Would not the answers

to quite a few of these questions be unnecessary if we knew what we
are going to do, what the new product is to be. Whoever suggests

the new product, will undoubtedly bring with the suggestion the

answer to many questions. Perhaps there won't be any danger of

infringement, and if the accountant is to go over all that, he may be

covering ground that has already been covered.

MR. WALSH: I think that is true to some extent, except, of

course, upon how thoroughly the organization has gone into the

question. It has been a matter of record that many companies have

not thoroughly investigated new products, only to find themselves

embarrassed at a later time, and we are trying to preclude a condi-

tion of that kind by emphasizing the field that should be covered

if it has not been covered. Manifestly, we would not write a long
document apprising the management of all these questions, if avail-

able information were at hand for the management to use for deci-

sion.

That is our thought, that we want to emphasize some of the

things, possibly not all of them, that the accountant should give

thought to in preparing a report of that nature.

MR. CASTENHOLZ : We must not assume that management is

entirely stupid, either.

MR. WALSH : No. They may be, but we should not assume it.

MR. LEITCH: I believe, if I understand this problem correctly,

the point is that the accountant is going to supply certain informa-

tion to the management. The question is whether or not he is going
to supply all this information on which we make suggestions, or

whether he is simply going to touch on it or whether he is going to

ignore certain parts of it. Am I right?
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MR. WALSH: That is correct. How far should he go?

MR. LEITCH: It seems to me that our accountant in this

particular case should take care of the accounting end of the prob-
lem and that your legal and sales departments should take care of

their end of the problem, and that several different departments or

department heads should report to the executive, rather than to

make this accountant the one who is going to make the decision, let

us say, and simply make out a report to back up his opinion. I do

not think the management is asking for a report from him to back

up his opinion. I think he should confine himself to the accounting
end of it and let the other departments take care of their ends of it.

MR. WALSH : That is exactly what we wish to find out. How-
ever, we cannot discuss all of these. Some of these questions rela-

tive to foreign competition probably will be settled for us by our

friends in London. So, rather than discuss these at great length at

the moment, we might read the results of the Economic Conference,

and what they do about these questions. No doubt, however, they
would have a bearing upon this particular business.

Thenext question isanimportant one. I supposemany ofyouknow
from experience that management favors a weak sister, and some-

times when a new product is adopted the new product is favored by
charging to its cost only a portion of its proper share of overhead.

The gentleman who made that suggestion had that thought in mind
how should the overhead be distributed? We could talk about

that at great length, no doubt, if time permitted, and we would have

many opinions. However, I think there is a session tomorrow on

debatable questions, and that certainly is one you might write down
for tomorrow if you choose.

The last suggestion is an important one, having to do with labor

rates. Will we have to employ new persons, or shall we use our

present staff at their present rates or, to comjfete in a field of this

kind, will we have to revise our present labor rates? I suppose
there is a wealth of material to be brought out on that particular

suggestion.

As a matter of fact, all these suggestions really could be discussed

at great length, but our session has come to a conclusion and we must

adjourn in order that you may keep your luncheon engagements.
In conclusion, we wish to leave this thought with you : As an ac-

countant, you should lose, as Mr. Castenholz suggested, your book-

keeper complex, and prepare for the management a comprehensive
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report, not giving your own opinion necessarily, but giving all of the

facts, and then permit the management to decide.

CHAIRMAN MARSH : It is unfortunate that lack of time made
it necessary for Mr. Walsh to hurry through this very interesting
discussion. Incidentally, I think we should take a lesson for the

remainder of the sessions, and try to get started a little more

promptly. This afternoon, please try to be here promptly at two
o'clock.

. . . Announcements. . . .

. . . The meeting adjourned at twelve-thirty o'clock. . . .
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PRESIDENT BULLIS: We have been gratified with the start

of the Conference and we believe that the technical session this

morning has been profitable and well worth while. We have had

nationally known accountants present to us first, the reconstruction

of the balance sheet with special emphasis upon the adjustment of

capital assets and structure in view of present-day conditions, and

second, a practical case study of the factors which should be con-

sidered prior to the development of a new line of product.

We are now on the way toward ascertaining what we can do

about pricing for profit. As we all know, profit is the ultimate

objective of every business. I will turn the Chair over to William

Marsh, our National Director in charge of Research, who is Chair-

man of this meeting.

Mr. Marsh.

CHAIRMAN MARSH: For me to say more than a few words

would take time that can be more profitably used, I think, by the

speakers. The subject,
"
Pricing for Profit/' I need not say, is

extremely timely. We have two speakers as we had this morning.
The first speaker, Professor Andrew Nelson, is a native of Scot-

land, and a Certified Public Accountant of New York and New
Jersey. He is Professor of Accounting and Finance and Chairman

of the Department of Accounting of St. John's University of Brook-

lyn. He has been engaged in public accounting work for a number

of years. He was formerly Lecturer in Accounting at the Pace

Institute, Controller of the National Cellulose Company, also Con-

troller of the Y. W. C A. of New York City. While Controller of

the Y. W. C. A. he developed a uniform system of accounts. Pro-

fessor Nelson is a member of the Brooklyn Chapter.

It gives me great pleasure, ladies and gentlemen, to introduce

Professor Nelson.

THE ECONOMIC FEATURES AND EFFECTS
OF PRICING FOR PROFIT

ANDREW NELSON

Chairman

Department of Accounting, St. John's University, Brooklyn, N. Y.

'E are met today to discuss the all-important problem prices

and profits. Thebusiness depression whichwehaveexperienced
41
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since October, 1929 makes this problem of prices and profits a

timely topic and one of vital importance to the merchant, whole-

saler, retailer, producer, manufacturer, distributor, worker, salaried

employee, stock and bond holder, the Federal, state and local tax

units, and the owner of life insurance policies and mortgages. In-

deed, prices and profits are not, and cannot be considered, the sole

problem and monopoly of the retailer; for capital and labor and the

consumer are all involved. Andrew Carnegie expressed the relation

in its real essence when he was asked which was the most important,

capital, labor, or the consumer. In reply, he inquired which leg of

a three-legged stool was the most necessary. No physician would

consider a patient with a wrecked digestive system, a greatly in-

creased consuming desire, and a shrunken stomach, as a healthy

human being. In the same way we cannot expect health in our

economic system with increasing production, higher retail and

wholesale prices, lower wages and, consequently, decreased con-

sumption. The result would be a greatly enhanced surplus, lowered

production, decreasing prices, a shrunken wage, and still lower

consuming powers, with unemployment and higher taxes necessary

to support the workless and dependent unemployed. This is

deflation, as we have experienced it during the last four years.

Continued deflation is suicidal, and as dangerous as a palliative

given to tide a patient over a crisis. Not that a palliative may not

be necessary and desirable, but as a regular regimen it soon fails of

its purpose. A heart stimulant may be useful to relieve the flutter-

ing heart of an individual suffering from a heart attack, but such

heroic treatment will not restore the patient to health nor prolong
life indefinitely.

We have for too long believed in false barometers, and too many
have placed their belief in deductions drawn from false premises. If

one were to ask whether the thermometer determines the weather,

or only records the temperature, all would at once give the correct

answer. Yet we have persisted in considering the stock market not

as a barometer of business but as a factor that regulates industry.

It is true that low industrial activity is reflected in the prices of

stocks, but high stock prices will not increase the output of iron,

coal, steel and oil. Were it true that high stock prices stimulated

industry, the panic of October, 1929 would never have occurred.

Further, if it is true that increased stock prices indicate business

recovery, we should have emerged from this depression in April,

1930; for, from December 1, 1929 to April 1, 1930, stock values
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increased I9tf% or $12,486,000,000, but no one thinks that because

stock prices rose $5,658,000,000 in May, 1933, and that because from

March 1, 1933 new values of $12,773,000,000 were added to stock

prices on the New York Stock Exchange, the problem of pricing for

profit has been solved. This huge sum of added stock values has

meant a rise of 77% from July 1, 1932 to September 1, 1932; 63.1%
from April 1, 1933 to June 1, 1933 and 64.8% since March 1, 1933.

In other words, the aggregate stock value on November 1, 1932 was

$34,246,649,501; on September 1, 1932, $27,782,501,806; on March

1, 1933, $19,700,985,561; on May 1, 1933, $26,815,110,054; and on

June 1, 1933, $32,473,061,395. This shows an advance of 12,-

772,000,000 since March 1, 1933. Yet, unless business output

increases, employment picks up, and prices rise from their disastrous

low levels, the next few months may easily see this gain wiped out,

as it was wiped out in October, 1929 and April, 1930.

The other day while walking along Broadway I overheard a con-

versation between two women. The first said to the other, "My
dear, you have no idea what a pleasure shopping is these days.

The stores are not crowded, and what bargains. Why, I bought
a dress for $3.85 that would have been worth $15 in 1929 and a

vanity case for $1 that I know would have cost $5 ia 1929."
"
Yest

"
said the second lady, "isn't it wonderful? Silk stockings

for 39j" and then I lost the rest of the thrilling story as the two
women rushed along with squeals of delight into a store, eager for

new bargains.

But although this may be a paradise for those who still have

money, for most of us it is a tragedy; and how tragic it is, I shall

proceed to show you.

Let us first look at unemployment. It is estimated that from

12,000,000 to 13,000,000 people are unemployed in the United

States, The support of this huge number is paralyzing business,

for it means added taxes just when every one is least able to bear

additional tax burdens* Our Federal Government has already

advanced $500,000,000 to the states. New York City alone has

spent $10,000,000 in 1929; $14,660,896 in 1930; $46,288,135 in 1931

and $80,567,477 in 1932, while the estimate for 1933 is $100,000,000.

When you apply this to the nation as a whole, you can easily

appreciate the drain placed upon the pocketbooks of those who still

have money with which to pay taxes.

Now let us look at the national income. In 1929 the figure was

$85,200,000,000; 1930 showed $70,700,000,000; 1931 showed $52r
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700,000,000; 1932 showed $40,000,000,000 and it is believed that the

figure for 1933 will be approximately $38,500,000,000. In other

words, the 1932 income was 53% lower than 1929. Wages show the

same decline. Let us take the 1923 factory wages as 100%. Then

in 1929 the wage index must have been 95.2% and only 45% in 1932

with 1933 at a still lower level. Indeed, to April 1, 1933 factory

employment had fallen 42% and wages 64%. Department store

sales were off 55%, auto production was down 76%, and building

contracts had declined 88%; check clearances in New York City

were but 59% of the 1929 level. In brief, business, retailing, whole-

saling and distributing, in the first quarter of 1933 was but 50% to

60% of what it was during the same period in 1929. If we take into

account lay-off, spread work, shorter hours, and the shorter work

week, the income of the industrial wage-earner is but 34.6% of the

1929 level.

Of course there is another side to this; the dollar has increased

purchasing power; for, if we take the purchasing power of the dollar

as 100 in 1926, it was 104 in 1929, and 183 on March 1, 1933. This

indicates the collapse of wholesale prices of some 784 commodities,

and so on June 1, 1933 the United States commodity level was 62.1,

the English 62.7, and the German 92.3. I wish you to carefully

bear these figures in mind as later their significance will become

more apparent.

Now let us examine the plight of the farmer.
.
In 1929 farmers

living on 6,300,000 farms and numbering some 30,500,000 people,

had a gross income of $11,911,000,000 and a net income of $3,000,-

000,000, while in 1932 their gross income had declined to $5,250,000,-

000 and their net income had declined to zero. This was due to 47^

wheat, 24ff corn, 16j{ oats, 4j a pound hogs and 30ff rye. Even now
wheat is only 73 , with an estimated production cost of over 90^,

corn 44j5, oats 24^, and rye 60^ a bushel. As a result we have had
farm riots, milk embargoes and mortgage foreclosures on an average
of 220,500 farms a year. Since 1926 some 809,780 farmers have lost

their farms by foreclosure alone, excluding farms lost by tax sale.

Now, with 25% of the American people no longer able to buy, it is

readily understandable why the prices of the following commodities

have shrunk to ridiculous levels: rubber 4fi a lb., raw sugar 1.8^,

copper 4.6 zinc 2.7j, wool 5.2j, hides 4j. Even today rubber is

only 6i with a production cost of 31j, copper 7j with a production
cost of 10& wool 8jzS, hides 13ji. Silk which recently sold for $6 a

lb. is now $1.73, while silver has risen from 24j per ounce to 36 per
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ounce but this is 89c below its previous level. The consequence of

all this is that in the last two years farm prices have fallen 33 f and
farm land values have fallen 48 9c- This becomes clear when we
remember that our carryover of cotton is 13,000,000 bales and
wheat 360,000,000 bushels. No wonder we loan China $50,000,000

to buy 900,000 bales of cotton, and 12,500,000 bushels of wheat, and

trade 25,000,000 bushels of wheat to Brazil for 1,000,000 bags of

coffee. \Ve must also recollect that the increase in autos has elimi-

nated enough horses and mules to release 15,000,000 acres of land for

producing human food. Then, too, we have 20,000,000 acres of

surplus corn land, for we feed 200,000,000 bushels less corn to hogs.

Moreover, 100,000,000 bushels less corn are eaten by human beings

than 20 years ago.

The same policy of laissez-faire and rugged individualism is shown
in the oil industry. When oil was 1Q a barrel, the Governors of

Texas and Oklahoma shut the wells by using the militia and prices

went to nearly $1 a barrel. When this and the use of limited out-

put or proration by the Texas Railroad Commission was declared

illegal by the courts, chaos again reigned in the oil industry. Those

who previously opposed regulation now frantically urge control.

The American Petroleum Institute estimates our oil needs at 2,000,-

000 barrels a day, but watch what happened. In April, 1933 the

daily output was 1,795,500 barrels (42 gallons each); May 3, 1933,

2,383,100; May 9, 2,902,539 barrels, and in the East Texas region

alone 10,000 wells can produce 900,000 barrels daily. No wonder

the prices of crude oil are today chaotic.

The same conditions exist in other industries* Copper mines are

operating at 10% of maximum and yet 150,000 tons of copper are

stored in Europe, and a surplus of 600,000 tons in the United States,

and the surplus is piling up at the rate of 20,000 tons a month. AH

attempts at control by the international producers have failed.

In the automotive industry, 1929 saw over 5,000,000 cars turned

out, 1932 a bare 1,500,000 and the industry is now working at but

31% of the 1929 capacity, while the maximum output is 9,000,000

cars. In the same way the possible annual output of shoes is 900,-

000,000 pairs, and our average consumption but 350,000,000 pairs.

In coal, we can produce 800,000,000 tons annually whereas our needs

have never exceeded 660,000,000. Now it is but 437,641 ,000 tons, a

decline of 207,000,000 tons since 1929. The American Institute of

Mining and Metallurgical Engineers estimated that the needs of the

United States in 1950 would be 500,000,000 tons because of the in-
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creasing use of oil, gas and water power. Yet we are faced with the

prospect of surplus mines capable of burying us under a mountain of

coal. These producers can and do reduce prices and wages to a star-

vation level, for 70% of the cost of coal is in wages paid to miners.

As a consequence we have 250,000 miners out of work since 1929,

and the wage of those working is below $800 per year of 147 work-

ing days. From rugged individualism we get the ragged individual.

Let us now look at the steel industry. We have a potential out-

put of 67,000,000 tons and have never produced or consumed over

56,000,000 tons. In April, 1933 the production was 15.5% of ca-

pacity, and is now only 45%. Let us compare this with railroad

car loadings of 55.7% of capacity and the business index of 79%. *

But what of our financial institutions and foreign trade? In 1929

we issued new capital of $10,183,000,000 and in 1932 a bare $1,190,-

000,000. In the same way from January 1, 1921 to December 31,

1932, 10,400 banks with $5,000,000,000 of deposits have closed.

Stock sales which were 65,497,479 shares in October, 1930 declined to

20,096,557 shares in March, 1933; and bond sales from $267,745,150,

to $192,056,000. The same catastrophic decline has taken place in

our foreign tradein 1929 the exports were $5,240,995,000 but in

1932 they were only $1,612,306,000; in 1929 the imports were $4,-

399,361,000 but had declined to $1,322,745,000 in 1932. Today
our foreign trade is almost back to the level of 1905.

But you may say, enough of this gloom and these statistics.

What relation do they have to prices and profits? How can they

help in the solution of our problem? Well, let us see how previous

problems of this nature have been solved, or at least approached
in the past.

From 1791 manufacturers and producers have protected them-
selves from the devastating effect of cheap goods and low commodity
prices by the tariff. In other words the government stepped in to

aid business.

Now for our banks. To preserve credit and protect our currency
the United States chartered the First and Second United States

Banks. Then the states tried, but without success, between 1818
and 1863 to make banks safe. The Suffolk Bank system and the

New York Safety Fund system are two samples of this type of state

control. In 1863 the United States adopted the National Banking
Act and the Federal Reserve System in 1914. Since 1921 over 10,-

400 banks have failed but 83% of the failures were of banks that did
not belong to the Federal Reserve System.
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By state and Federal subsidies and land gifts, the United States has

aided canals, roads, river traffic, ocean shipping and air transporta-
tion. The Patent Office, State Department, Department of Agri-

culture, Department of Commerce, Department of Labor and De-

partment of the Interior, all aid the business man, farmer, exporter
and importer. Should we descend to the state and local govern-

ments, we should find government in business from lire protection
and oil inspection, to building, doctor, dentist, and lawyer licenses.

Indeed, there is hardly an activity in which the government has not

aided or regulated business for the public good when other means
have failed.

Often the serious abuses in industry have aroused the public and

caused the government to intervene. Examples of these interven-

tions are: The Interstate Commerce Act, Sherman Anti-Trust Act,

Elkins, Mann-Elkins and Clayton Acts. Another Act of this type is

the Webb-Pomerene Export Act which exempts exporters from the

teeth of the Sherman Anti-Trust Act. Then there is the Federal

Trade Commission, the Radio Commission, and the Federal Power

Commission. By these means the government has actually, in the

case of radio, limited the number of radio stations and the channels

they may use. By the Transportation Act of 1920 the earnings of

the railroads were fixed at 5.75%. In the O'Fallon Railroad and

Baltimore Street Railway cases the Supreme Court of the United

States took cognizance of the theory of reproduction costs in the

fixing of rates. It has gone so far as to say that as far as public

utilities are concerned a return of 7% or 8% is fair and rates which

do not yield a return equal to the above are confiscatory in nature.

Until recently the public, because of gross abuses such as rebates,

passes, midnight tariffs, long and short hauls, etc., has confused size

in business with a desire to do evil, and any hint of cooperation in an

industry as a sign of duplicity and crookedness. Recently the chaos

in industry has shown that we all suffer unless regulation of a proper

kind can be brought about. In the case of the United States vs.

American Can Co. (in the District Court of Maryland) the Court

said
"A dislike for useless waste and destruction makes one loathe

to follow the authority (i.e., Sherman Anti-Trust Act) which may be

understood as requiring the breaking up of defendant's organization,

in spite of its proved power for good, albeit with serious possibilities

of evil." How far is this from the famous Standard Oil case of 191 1 ?

Thus, we have seen that unless there is some regulation by a

supreme authority, chaos results in prices, profits, wagesand employ-
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ment. Stock and bond prices sink, values disappear, taxes rise,

mortgages and banks fall like winter snowflakes. The investments

of the orphan and widow are swallowed up and the country is held

in the grip of panic and depression.

State control of trade associations and price agreements cannot

succeed because the authority of the state is not far-reaching enough.

In Massachusetts the state regulation of hours and wages in the textile

industry sent the factories to the South. The result was overbuild-

ing of factories and lowered values, and higher taxes in Massachu-

setts along with unemployment. Since Congress alone can control

interstate commerce, and nearly all trade is of that character, Con-

gress is the logical seat of control. This idea of the social aspect

of business has been voiced in our Supreme Court. In the Oklahoma

Ice case the minority opinion held that there was no reason to grant

a license to a new ice company to open for business in a city where

the ice supply was already adequately provided for. In New York

State the Milk Commission has fixed the price of milk in order to aid

the farmer, and is refusing to issue licenses to new milk dealers in

order to prevent useless duplication.

But you will protest that this is government in business. What of

it? The government has always been in business. The Reconstruc-

tion Finance Corporation's entrance into business was not protested

when it aided banks and railroads. Under rugged individualism the

banks and railroads failed, and yet no one was heard to object when
the government took the matter in hand.

For two generations gentlemen's agreements and trade associa-

tions have not proved successful. Ofttimes not all the members are

gentlemen and when one breaks his bond or agreement and reduces

wages and prices, all must follow or suffer the consequences. Then,

too, the agreements that have worked have been kept secret and be-

yond the focus of the eye of the Sherman Anti-Trust Act, and what-

ever is secret is regarded with suspicion.

Now let us see in what industries price fixing and cooperative

marketing has worked during the past decade. In those industries

in which a few large concerns possess a practical monopoly the fixing

of prices, both wholesale and retail
,
has been a relatively easy matter.

Such industries are the iron and steel, the metals such as copper, lead,

zinc and aluminum, and the communications such as telegraph and

telephone. But when we come to the smaller and more numerous

types of businesses such as fanning, wholesaling and retailing of

textiles, dry goods, shoes, etc., the attempt at price fixing has failed
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abysmally. Consequently, these industries, along with the coal and
oil industry, have been in a chaotic condition not only during the

period of prosperity but also during the depression. It is a truism of

business that no industry can long exist unless its sale price for its

manufactured product exceeds its price of production. We have

seen this work out during the last few years as concern after concern

has gone to the wall because it has either been forced by the un-

scrupulous competition of others to reduce prices or has reduced

prices in order to meet the greatly lowered wage scale paid to the

working public at large.

But in spite of this gloomy situation, we have at least one law on
our statute books which permits of trade associations, cooperative

marketing and price fixing. I refer to the Webb-Pomerene Export
Act of 1918. This Act has given American exporters engaged in

foreign trade, the right to fix prices, output, trade boundaries, export

quotas and in all other ways to engage in practices, which if carried

on in the United States would lay them open to the severe penalties

of the Sherman Anti-Trust Act. This law was passed in order to

permit American exporters to engage in foreign trade without the

handicap imposed upon them by our domestic laws. In foreign

trade our merchants came into competition with foreign concerns

that had the right to engage in practices which were illegal when
carried out in the continental territory ofour republic. Thus, Ameri-

can concerns were forced to fight, single-handed, foreign cartels and

other organizations which had price-fixing agreements, export

quotas, foreign sales areas and other agreements of this nature which

were not permitted to American concerns. As a consequence, we
find that American corporations have been and now are members of

foreign cartels such as the aluminum, the Mazda light, the copper

and other cartels of like nature. Certain domestic concerns such as

the Banded Walnut Growers of the Pacific Coast have also been able

to take advantage of this Act. Of course all concerns engaged in

foreign trade under the terms of this Act are required to register

under the Secretary of Commerce and to supply him with informa-

tion respecting their officers, capital, shares of stocks and bonds, their

domestic address, the holdings of their chief stockholders and other

information of this type. Before the depression some 250 firms were

engaged in foreign trade under the Webb Act and supplied this in-

formation to the government. As far as I know no complaints have

arisen over the working of the Act or the practices of the firms regis-

tered under its terms.
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Let us inquire as to what our government has done since March 4,

1933 in order to raise commodity price levels and thus aid the Ameri-

can working, buying, investing and interest-receiving public. I

shall merely enumerate some of these attempts to boost commodity
levels from their catastrophic fall since 1929. Already these Acts

have brought about a 25% increase in farm products and a 15% to

20% rise in other commodities. For the last ten weeks business as

measured by the output of steel, car loadings, sales of lumber, cotton,

electrical output, etc., has shown an undiminished upward trend un-

broken by any downward movement. Unfortunately, little advance

has yet taken place in bond prices.

Some of the most important of the Congressional Acts to restore

more favorable price levels are the following: The banking mora-

torium, the repeal of the gold standard, reduction of veterans' pen-

sions, balancing of the budget, loans to states and municipalities for

unemployment relief, the London Economic Conference, laws look-

ing toward the relief of the small home owner, a large scheme of

public works such as reforestation and building of necessary Federal,

state and local construction. The most important of the bills which

have recently been passed by the Senate is the National Industrial

Recovery Act.

Let us for a few minutes study this Act and see its bearing on the

problem of prices and profits. The Act is to last two years and as

such is to be considered as temporary legislation for the purpose of

bringing order out of the chaos into which prices have fallen since

1929. The three most important measures of this Act are: the li-

censing provision, the outlawry of the "Yellow Dog" labor contract

and the right of workers to bargain collectively through representa-

tives of their own choosing.

In addition, the government looks toward this Act as the means of

reducing the hours of labor of approximately 70% of the total work-

ers employed in the United States and also the raising of wage levels.

Further provisions provide for codes of fair competition, the spread-

ing of work, and agreements between manufacturers and distributors

in the same industries which are fair to the public, to the parties

making these agreements and protection for minority elements in

each trade and industry.

Now let us examine the advantages and disadvantages of this Act.

It is seen that all contracts must be fair to the public, to labor and to

the majority and minority elements in each trade. Thus it is plain
that this Act is not intended to be a weapon exercised by the govern-
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ment for the purpose of bludgeoning labor, the consuming public or

the manufacturer, distributor and seller. Perhaps the most opposed
measure in this Act is that dealing with collective bargaining by
labor and the abrogating of the ''Yellow Dog" contract. Objec-
tions to these two clauses have been made by the National Associa-

tion of Manufacturers and the United States Chamber of Commerce.

Apparently, these two organizations and their members feel that due

to the rise in the business index and commodity prices the worst of

the depression is over; and consequently, they oppose taking labor

into their confidence as partners under the National Recovery Act.

Some powerful employers at least apparently wish to escape from the

Anti-Trust laws in order to raise prices and consequently increase

profits, but they do not desire to give the government or labor and
the consuming public any restrictive powers to regulate and super-

vise wages and the length of the working day. I feel that this atti-

tude is foolish, not to say dangerous. A rise in prices which is not

followed by a substantial increase in wages will defeat the purpose of

the Act.

No manufacturer can hope to make greater profits by increasing

his selling price until the worker receives larger wages in order to

make it possible for the consumer to increase his purchases and thus

absorb the surplus goods which are bound to be produced through a

rise in prices and an upturn in the business level. Should prices in-

crease and wages not go up in proportion, we should be confronted

by the dilemma that people would be unable to buy increasing

quantities of goods, and that a surplus would result. And in spite of

all attempts at government aid for recovery, the price level would

again decline and we would be back to where we were in March,
1933. Of course this does not mean that labor should be absolutely

free to make any unjust and unjustifiable demands that it cares or

feels that it is able to exact; for, we all know that there has been

racketeering in labor as there has been dishonesty in business. The

rights of the industrialist and the consumer should also be protected

and supervised, as also should be the rights of labor.

The Industrial Recovery Act administered by Brigadier General

Hugh S. Johnson is to include the oil, iron and steel, automotive, tex-

tile and coal industries. Walter C. Teagle of the New Jersey Stand-

ard Oil Co. and Alfred P. Sloan of the General Motors Corporation

have been suggested as additional administrators of this Act.

These names alone should be sufficient to remove all fear that has

been excited in the hearts of many over the licensing provision of the
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Industrial Recovery Act. Indeed, it seems to me that any suspicion

of the licensing clause is unjustified. Many feel that through use of

this clause the government would limit, if not prohibit, the organiza-

tion of new concerns and the entrance of the business man into in-

dustry; but let us see if the government has not already licensing

power and how it has exercised this right. Doctors, dentists, law-

yers, accountants, marine officers and hosts of other occupations are

governed by the licensing powers of Federal, state and local govern-

ments and yet I feel that no complaint has been raised over the op-

eration of these powers. Indeed, I feel that through the discreet

exercise of this control undesirable and shady characters may be ex-

cluded from business on the basis of their previous racketeering

reputations. We all know, I am sure, individuals who have followed

the slogan,
"
If at first you don't succeed, fail, fail again." Certainly

such characters are not an asset to any industry or organization that

is trying to engage in fair and honest practices while charging decent

prices, paying honest wages and earning fair profits.

Let us look for a minute at a country which has had, for some

time, governmental control of industry and has permitted and en-

couraged cooperation and price-fixing in each individual phase of

business life. I refer to Germany where cartels and price-fixing

agreements are legal and the contracts agreed to by each particular

industry can be and are enforced by the courts of that country. It

is to be observed that the price index for England, United States and

Germany in 1929 was 100, but in 1933 this had declined to approxi-

mately 60% for England and the United States, while it was still

over 92% for Germany. This is due in part to trade associations

and agreements in Germany which have the force of law; and, to the

policy of laissez-faire and rugged individualism is due the poorer

showing in England and the United States. Germany, with a popu-
lation of more than half that of the United States, has an unem-

ployed army of less than 5,000,000, whereas she should have more
than 7,000,000 were her workless population to bear the same ratio

as exists in the United States. One cause of this is the fact that her

commodity level has not sunk as seriously as ours. In fact, a recent

study by the League of Nations indicates that of the 30,000,000 or

more unemployed people in the world, the United States with but

6% of the world's population, has well over 50% of the world's un-

employed.
Let us see what steps have already been taken by manufacturers

to organize under the National Industrial Recovery Act. F. B.



PRICING FOR PROFIT 53

Davis, Jr., President of the United States Rubber Co. and also

President of the Rubber Manufacturers Association, has stated that

Xewton D. Baker, former Secretary of War under President Wilson,
has been engaged as special counsel to assist the rubber industry in

\vorking out an operating code under the National Industrial Re-

covery Act. This industry is one which has been severely affected in

recent years by severe competition and price cutting. Other associa-

tions organizing under this act are: The National Retail Dry Goods

Association, The National Tobacco Council, and the Silk Association

of America. The "special fabrics group" of the Silk Association of

America has named a committee headed by William Menke to work
in cooperation with the Association in devising a fair competition
code for the industry. It is at once apparent that retailers must

organize for two purposes : first, to establish codes governing activi-

ties in the concerns that are covered by the National Industrial Re-

covery Act; and second, to protect themselves and see that they
receive fair treatment from the host of manufacturers' codes that are

being and will be drawn up in the near future under the Recovery
Act. For let us remember that if the teeth are drawn from the Anti-

Sherman Trust Act and other acts of this character without super-

vision by the government and control to see that fair play is given to

all parts of industry, the same chaos is bound to occur in business as

was the case before the passage of this law. Unless freight rates,

prices charged by the manufacturer of iron, steel, textiles, autos and

the production of coal and oil, rates for power, etc., are controlled, the

wholesalers and retailers will find themselves at as serious a dis-

advantage as during the period of free and unlimited competition.

We will consequently enter another period of chaos and unrestricted

competition.

Let me remind you that during the war, another period of crisis,

the government stepped into business, took over and ran the rail-

roads, fixed prices, mediated in labor disputes and the fixing of hours

and wages and all this with little objection from the business man,
the consumer and labor. In 1919 and 1920 government restriction

was removed. Business was handed back to the free and untram-

melled control of private enterprise, and in 1921-22 we had a panic.

Let us not make agreements and cooperative understandings which

will have a like effect in the future. If this National Industrial Re-

covery Act brings about higher prices and fair profits during the

next two years and its life then ends, we are quite likely to see chaos,

depression, sinking prices and vanishing profits as we have seen in



54 SESSION II

the past. It is ridiculous to save the patient for two years and then

let him die. Unless our courts are given the power to enforce trade

agreements and association understandings in the future, we shall

again revert to uncontrolled private competition, ruinous prices,

receding profits and business stagnation. For remember that in

1935, when this law becomes inoperative, unless its life is extended we

again return to the situation that existed before its passage. And
unless the Sherman Anti-Trust law and other restrictive acts of this

character are repealed or modified and unless our courts modify

their interpretation of the 14th Amendment, this happy two-year

interlude will be but a fond memory.
In summation I would say to you that it is abominable to think

that in a civilized country, like the good old U. S. A., wage scales

such as the following can be allowed to exist:

Alabama cotton mill hands working for $1,44 per day of

twelve hours.

Arkansas lumber workers getting $6 for a 60-hour week or 10j

per hour.

Georgia road workers being paid from lOji to 30ji per hour,

Chicago packers getting as low as $3 per week,

Peoria brass and aluminum workers receiving as low as $9

per week.

New Jersey, Pennsylvania and other states sweatshop women
and children being paid as little as $2 and $3 per week.

Buying power has been depleted by starvation wages even as it

has been by unemployment. The buying power of our nation has

been robbed of much of its vitality simply because the rank and
file do not get wages high enough to enable them to buy. It is not

that people will not buy but rather that they cannot buy.
Let us abolish sweated industry or anything that smacks of it;

Disabuse our minds of the fallacious theory of rugged in-

dividualism;

Pay our workers a decent and living wage;
Practice a sane regulation of production;
Deal firmly with the rebel minority, and introduce honesty and

fair play into business and in the future let a gentleman's

agreement mean what it says.

We shall then be able to get for the fruits of our labor a price that

will afford us a fair measure of profit which is something that does

not exist at the present time owing to the absence of a "Mass
Market."
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CHAIRMAN MARSH: Thank you. Professor Nelson, for your
very thorough paper.

You have heard the economic features and effects of pricing for

profit. The next speaker will tell us what the cost accountant can

do about it.

Robert Pierce was born and educated in England and served

articles to one of the leading firms of Chartered Accountants in

Manchester, England. Mr. Pierce has been in public accounting
work for many years. He was with Peat, Marwick, Mitchell &
Co., in Kansas City and Detroit, and later with Price, Waterhouse
& Co. in Detroit. Since 1929, he has been Secretary of the Briggs

Manufacturing Company of Detroit. Besides being one of the first

members of the N. A. C. A. Chapter, of Kansas City, he is a mem-
ber of the Institute of Chartered Accountants and a Certified

Public Accountant of the State of Michigan.
I take pleasure in presenting Mr, Robert Pierce to you.

PRICING FOR PROFIT
WHAT THE COST ACCOUNTANT CAN DO ABOUT IT

ROBERT PIERCE

Secretary

Briggs Manufacturing Co., Detroit, Mich.

WE are much enjoined these days to think realistically which,

of course, simplymeans that we should squarely face the facts,

appraise them rightly, as far as we can, and, pushing aside our airy

fancies, govern our procedures by purposive action. Nowhere

would we expect to find so high an average of realists as in busi-

ness, exemplified by the practical man of affairs of the no-nonsense-

about-me type whose motivation, we may suppose, derives from

production schedules, selling quotas and financial programs. And

yet the question may well be asked "What is the purpose of busi-

ness?"

The question is not rhetorical but is proposed at the outset as a

reminder that, whatever future Utopias may be evolved, any system
of competitive effort based on the profit motive necessarily seeks

the maximization of profit as the major purpose of business.

There is nothing novel in that; it is all very obvious; but the ob-

vious, often enough, is screened behind a mass of irrelevancies and

vague abstractions from the realm of
" Never Was" so that at times

we have the curious spectacle of a practical man preoccupied with
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a dizzy pattern of forms and procedures but quite overlooking the

real goal of his activities.

Now, I am not proposing that we conjure up the grisly specter of

the "economic man" with the appalling implications. Business

today responds, as it should respond in increasing measure, to the

responsibilities of a quickened social conscience, but, after all, the

inexorable forces of competition will speedily pronounce and execute

the sentence of extinction on every business whose activities no

longer realize its primary purpose the sustained capacity to operate

at a profit.

In a word, then, to be busily occupied in any activity may be a

salutary exercise and a laudable endeavor in itself but the final

purpose of business is to derive continuing profits.

Now, it is all very well to stress our object, and with a spacious

gesture, offer the illuminating advice that business must be so or-

ganized and directed as to ensure a profit. That is pretty much like

the statesman who, when asked what his views were on farming,

said he believed in it. Certainly we need no exhortation to so

alluring a goal as greater profits but we do need at times, I think,

to consider not only our purposes but also the procedure by which

these purposes may be more completely realized.

We are thus led to a consideration of our topic, Pricing for Profit,

which, without impropriety, may be said to be the focal point of the

cost accountant's activities, however complex and varied his recog-

nized functions may be.

We are dealing with a live, active business and not an economic

cripple. It is a truism to say that the returns from production, the

sales, must be sufficient to reimburse all costs production, dis-

tribution, administration, financial and provide a profit as well.

Thus, it seems clear that all along the line the cost accountant, by the

very nature of his duties, can effectively serve industry by furnishing
it with reliable data, properly formulated and presented, as a neces-

sary basis for operations intelligently planned, without which we
are simply drifting in the changing currents of chance and circum-

stance, resting in the blissful assurance that-we shall continue to be
the recipients of the beneficence of Dame Fortune.

Industry unplanned, uncontrolled, and left to function with no
more positive direction than the stereotyped motive of the routine,

may continue to function for a time, but lacking purposeful, planned
effort, it is certain its progress will be halting, uncertain, and retro-

gressive except in an industrial paradise. Perhaps this seems like a
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side glance at the New Deal; actually it is an old story in its proper

setting.

Sales prices must be set at right levels and the natural forces in a

competitive field will quickly determine the maximum production
must be directed so as to ensure the greatest output for which there

is an effective demand, costs of production must be controlled, not

merely recorded, and in like manner distribution can not be regarded
as a set of self-originating, automatic motions so long as the product
somehow eventually reaches the consumer, while the costs of ad-

ministration are by no means negligible. Then, again, there are

important questions of organization and finance to be considered.

It is not to be supposed that all the factors I have mentioned can

at all times be perfectly coordinated so as to ensure, with certainty,

the profitable operation of every business; it is not nearly so simple

as that. But it can be said, I think, that in each of the elements con-,

tributing in due proportion to the final purpose under consideration,

the cost accountant can be of very real service.

Within the necessarily restricted limits of a single paper, we can

not hope to cover, with anything like completeness, so broad a field,

but from this general survey we may proceed to consider salient fea-

tures, some in detail, others in broad outline.

The Fallacy of Gross

We may keep the major purpose well to the fore and yet, singu-

larly enough, confuse two quite different ideas volume and profit.

It is true that, under normal conditions of controlled operations, the

greater the volume of sales, the greater the profit; indeed that sounds

something like tautology and yet the analysis of many financial

statements reveals that volume has been secured largely by un-

remunerative sales sales at prices which could not yield anything
like an adequate selling margin.
Of course occasions and conditions arise in every business when it

may be prudent to forego immediate profit and, with a definite pur-

pose in mind, to disregard the so-called break-even point. But this

is, so to speak, a tactical move in the general scheme something

very different from the deliberate, though ill-considered and mis-

taken policy which, concentrating on impressive volume swollen by
non-remunerative items, succeeds in securing a slim margin of gross

profit but actually a net loss on many of the sales.

Mere volume, then, may easily be illusory but we are less likely to

be deluded if we recall that when we speak of "profit" we really have
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in mind "net profit.*' Instead of volume at any price, selected

volume at a profit is the objective; not greater volume, simply, but

greater selected volume. In making the selection, the product of

established fact and sound judgment, the cost accountant, as I have

already indicated, can undoubtedly be of great service in selecting,

interpreting and applying the facts of business from which derive the

most potent profit-producing force in any form of business activity,

effective management.

Major Reasons Why Profits Fail to Come Up to Expectations

1. As a rule, purposeless effort means abortive effort with op-

portunities frittered away, as we often find when we inquire why
profits fail to come up to expectations. In the first place, there is

indefiniteness of policy in the setting of prices. In the desire to hold

.or acquire business, either the estimating department or the sales

department, with the approval of the management, slenderizes the

profit margin to microscopic proportions in the blissful assurance

that making the sale is the only thing that matters. Surely, they
seem to say, large sales volume is of itself the keystone of profit

making; it provides large production and, consequently, low costs of

production, or at any rate it enables large distribution and therefore

low costs of distribution, and continuing, so long as "old man over-

head" is taken care of, a profit must accrue sooner or later. It is

rather curious to note how many practical business men who are

so contemptuous of "mere theory,
"

but who, nevertheless, are

strangely influenced by catchwords and slogans, seem to imagine
that volume necessarily connotes profits, when as I have said in di-

recting attention to the fallacy of gross, it is futile to talk of increased

sales unless we mean increased sales at a reasonable profit. Of
course this does not mean to say thateach individual sale must, under
all circumstances, yield its margin of profit; occasions may arise and
do arise in every business, and particularly so at a time of price ad-

justments, when losses must be frankly faced. But this, of course,

does not affect the principle to which I have referred, because, in

dealing with our topic, we must necessarily assume a business which

expects to continue not merely this year or next, but indefinitely.

2. Having set the price for a product, even though a fair profit has
been provided for by the estimating and sales departments and by
the management, the anticipated profit is not realized because of, for

example, poor engineering specifications, inadequate preparation by
the production engineering division, poor production planning, or
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because of loose methods in actual production or distribution. Of

course, there is little that the cost accountant can do with regard to

the engineering phases of the job except that the distinct lapses on

the part of the engineering division will probably come to his atten-

tion and through him to the management. In other words, operating
results statistically determined point to the required remedial action.

3. Improper or inadequate accounting, either of method, princi-

ple, or control, thereby misleading management in its conclusions

based on detailed cost records or on the financial and general account-

ing records. Arising out of the foregoing is the question as to

whether in planning the profits of the business, regard must be had

not merely to a fair return on the sales turnover, but also a reason-

able return on the capital invested; and we are thus lead to consider

such further more or less controversial questions as:What constitutes

a reasonable return? What is meant by the capital invested?

Again, in dealing with the more detailed accounting questions

which arise in relation to cost finding and price fixing, we are con-

fronted with the following pertinent inquiries:

Is depreciation adequately provided for in the accounts, and

is proper accounting treatment given to additions, betterments,

replacements and renewals, and to the factor of obsolescence?

Should the maintenance and depreciation of the producing

properties be allocated to a general production program, say on

an annual basis, or to individual contracts or releases?

Should the plant value be revised in accordance with present

price levels with a view to reducing depreciation charges?

Should interest on investment be included as an element of

cost?

Then, proceeding, we come to these general questions relating to

managerial policy, such as:

What is our so-called "break-even point?" that is, the point

where all estimated costs and expenses meet anticipated income.

At what sales volume beyond the break-even point can we
meet our interest and sinking fund requirements on borrowed

money?
What sales volume beyond the break-even point is required to

earn dividends of, say, 6% on our outstanding capital, in addi-

tion to all other prior charges, including contingency reserves?

What is the normal capacity of the business?

Over what period and on what basis.did we determine normal

capacity?
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Is it possible to develop "normal" rates of overhead in the

business under consideration, and what is the best method of

application of overhead in the business?

What is the lowest volume point of production at which our

actual cost and expenses can be covered if we exclude charges

to the accounts which do not involve cash outlay?

If profit earning is paramount in business and it undoubtedly is

then, in setting sales prices, profit should really be the first ele-

ment introduced and the balance of the sales dollar should be ap-

portioned in such a way that all other elements entering into the

sales price are properly budgeted and controlled in order to arrive at

the result desired.

Once we clearly recognize the significance of questions for solution,

instead of having a vague, fluctuating idea surrounded by a mental

haze, we are likely to reach a satisfactory answer. And so it is here.

The right approach to the questions outlined many of which I

realize might well be developed considerably may easily bridge the

distance between a profit and a loss. The cost accountant, it is true,

may not control the situation but he can direct it.

What Are the Requisites of Conducting Business Profitably?

The requisites of conducting business profitably are :

1. Proper organization

2. Capable management
3. Efficient operation

4. Effective control

5. Adequate finance.

Having thus summarized the major factors which contribute to

the realization of profits, what, it may again be asked, is the function

of the cost accountant and what is his responsibility with regard
thereto? And we may repeat that since it is the cost accountant's

job to establish, coordinate and interpret the factual data of business

organizations, he thus provides management with the tools of con-

trol, but it is important to note, those tools must be soundly devised
for a definite purpose here remarking that the reference to the cost

accountant herein is one of function and so extends to the controller

in the larger business organizations.

The Duties and Responsibilities of the Cost Accountant

1. Designing the system. Occasionally one meets with super-
lative performances from an individual using tools that have seen
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their best days, but such performance is usually the result of genius;

and of geniuses the crop is always short. Clearly then, if the cost

accountant is to do a good job, he should have good tools with which

to work. A system that does not quickly, clearly and adequately

depict the essential facts which it purports to develop should be

thrown on the scrap heap. Notwithstanding the attention rightly

directed in latter years to the cost of distribution, the emphasis,

from an accounting viewpoint, in a manufacturing business has

naturally been in connection with the manufacturing costs. With
all due appreciation of the efforts devoted by cost accountants in

years gone by in developing the job cost system and the process cost

system, it is, I submit, of small profit to engage in any further dis-

cussion of their merits when we contrast the results obtainable from

standard costs. I base my preference, shared I believe by the

majority of cost accountants, on the same reasons that I prefer a

multi-cylinder car of economical operation to the old two-lunger

which, I know, was a marvel of achievement in its day.

What Are Standard Costs?

The object of a manufacturing business is the production of

goods of a certain standard as efficiently as possible, and a cost

system should, therefore, contribute to and become a working part

of the production, and not merely a means of recording data

historically.

The old types of cost systems are of the latter class. They do not

easily lend themselves to the disclosure of inefficiencies, though in-

efficiencies may be brought to light by painstaking analysis of the

accumulated figures. How can we expect to correct inefficiencies if

their existence has not been made known? The results to be ob-

tained from a cost system should be the basis upon which the merits

of the system are judged and not, as is so often the case, the sim-

plicity of the system or the low cost of operating it.

Actually the low cost may be illusory and, anyhow, measured by

performance, it is largely non-effective, giving us an historical table

when what we want is a tool for control. It is true that a properly

designed standard cost system can not be installed by the cost ac-

countant wedded to out-moded forms, but the expenditure incurred

in obtaining this service can be saved many times over within a

few months of its installation. If we have our scale of values rightly

adjusted surely it will be agreed that the operation of a business with

safety and profit entails the setting of standards of attainment and
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definite manufacturing incentives before the commencement of

manufacturing operations.

It would seem there can be no valid argument as to the necessity,

as a practical measure of business prudence, for the predetermination

of costs, but inasmuch as predetermined costs compiled statistically,

independent of the actual cost system, are usually a long way from

being correct, cost predetermination should be an integral part of the

system. By the method indicated, the estimator can study the

actual cost data and the variations from his estimated costs quickly

and accurately.

Consider an old type cost system which embraces all of the opera-

tions of a business and tells what the costs were in dollars and cents

during the preceding month by jobs or by units and, being tied-in to

the general accounts, tells the resultant profit or loss for the period.

We will go so far as to assume that the valuation of the beginning and

ending inventories, particularly the process inventories, has been

satisfactorily handled. Can the cost accountant operating such a

system readily answer the following questions?

What were the actual manufacturing costs as distinguished

from the cost of idleness?

(a) By products?

(b) By departments?
What losses were entailed by reason of not operating at normal

capacity?

(a) Due to the entire plant closing?

(b) Due to individual departments failing to operate for each

of the following reasons:

(1) lack of material

(2) lack of operators

(3) breakdown of equipment
What excessive charges are contained in the costs by reason of

(a) Buying materials from warehouse instead of mill, from

jobber instead of manufacturer?

(b) Other causes increasing the costs though not the values of

materials laid down in our stores?

(c) Excessive consumption of materials?

(d) Spoiled work?

(e) Inefficiency of operators?

(f) Working employees overtime?

(g) Increasing rates of pay during the period?

(h) Unexpectedly high machine or tool operating costs?
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j

i) Extraordinary maintenance costs?

']) Excessive consumption of factory supplies, po\ver, etc.?

All these questions are important as they are relevant to our topic,

and, what is so significant, the answers are developed by a standard

cost system in routine fashion and without undue waste of time.

Again, as a matter of sound practice, concise accounting instruc-

tions should be embodied in a manual of standard procedure; other-

wise, errors in allocation and distribution will creep in and thereby

nullify, to some degree, the benefits which should be obtained.

Proper standard procedure would require certain information to be

reported to the factory manager or his department heads daily \vhile

other information might better be furnished weekly or monthly, but

whatever the period may be, the report should be furnished on time.

Timeliness of such information adds greatly to its value. It is

plainly ridiculous for the head of a manufacturing business to sit

down and compare lengthy complex summaries of operations of

different periods, when all of the information concerning the things

which went "cockeyed" cap be condensed into statements requiring

only a few minutes* perusal. If information of the character de-

scribed above is not available, the usual result is that the cost ac-

countant becomes pretty much an automatic recording machine,

departing from routine from time to time to make special investiga-

tions of items which appear out of line. Moreover, because of the

difficulty of presenting readily the required information to the manu-

facturing executive at the time he needs it without exasperating de-

lay, the latter often sets up a cost investigation department of his

own. The cost results developed by such a department are so often

at variance with the costs developed under the regular cost system
that the cost accountant spends a considerable portion of his time in

fruitless argument and sterile debate.

It would be far better to have a cost accounting system whereby
the data obtained is shown in relation to standards of attainment and

to have in the cost department representatives 'from the operating

divisions, whose main functions would be to assist in the compilation

of the operating standards, to interpret the cost figures for the manu-

facturing division and to ensure that cost variations are given

proper attention by them. Summarized briefly, standard costs

provide a proper basis for gauging costs and the relative efficiency to

expectation; they provide a better yardstick of measurement of

costs collected in different periods of production and furnish a sound

basis for setting selling prices with a view to a net profit. Can the
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cost accountant help in this direction? The answer is a definite

affirmative.

Distribution Costs

No less important than the manufacturing costs are the costs of

distribution. In fact, the chances are that a dollar spent in distri-

bution in a haphazard manner is wasted to a greater extent than?the

dollar spent at random in the process of manufacture. Of late

years, the necessity for predetermining sales costs, under varying

conditions, has been more and more emphasized; especially in these

days of adjustment is it necessary to know how the dollar of dis-

tribution cost might be most profitably spent.

In this connection, it is essential that the accountant work in

close cooperation with the sales manager, who, by the very nature

^of his job, should be responsible for market research and market

planning. In any event, there should be definite responsibility for

so important a function. Records relating to the costs of distribu-

tion by territories, by individual representatives, etc., will of course

form the basis of the sales manager's conclusions as to the manner

in which appropriations for distribution are set up. Once this

information is available, compiled on accurate accounting principles,

the task of the sales manager is lightened considerably and a means
of control of the costs of predetermined sales programs effectively

directed within reasonable limits.

While it is a comparatively simple matter for the sales manager to

compile statistics whereby the territories or products producing the

greatest sales volume are known, such statistics should be articulated

with the actual costs developed from the accounting records so as to

determine which territories or products yield the most profitable

results in the final analysis. While favorable manufacturing costs

may yield adequate net profits in the immediate territory of a

manufacturing concern, the excessive cost of distribution in certain

other territories may extinguish part or all of the profit available

from sales not so burdened. It is essential, therefore, that the cost

of distribution be carefully compiled and compared with some

predetermined standards set by territories, by individual repre-
sentatives and by each type of product. Can the cost accountant
assist in this feature? Of course he can and should.

Other profit-bearing studies which the accountant should be
called upon to make, according to the type of business in which he is

engaged, are the following:
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(1) The probable costs as well as the comparative costs of oper-

ating a sales branch or other direct representation in a terri-

tory.

(a) On a cash sales basis,

(b) On a credit basis.

(2) The relative cost of distribution through one centralized

jobber as against a number of jobbers in a certain territory.

In this connection, the inventories on consignment would be

quite a factor to be considered. If the territory were a large

one, freight differentials might be an important feature for

consideration.

(3) The relative cost of distribution through outright sales to

jobbers as against sales to direct retailers,^having in mind the

different bases of commissions, discounts, etc., allowable to

the respective outlets and, where these commissions or dis-

counts are computed on a sliding scale based upon differing

sales volumes, the effect on the ultimate costs.

(4) The relative costs of different methods of packing and crating.

(5) The relative costs of different methods of transportation.

(6) The costs of different advertising media.

(7) The cost of servicing products.

(8) Allowance for conversion losses of foreign exchange in pay-
ment for goods exported. In the case of goods sold and

delivered at foreign ports, consideration would have to be

given to different types of ocean freight, different bases of

risk, e.g., general or particular average, harbor and dock dues,

and the like.

Illustrative of the variations experienced in distribution costs

are the statistics shown on Charts I and II which were compiled
from "An Analysis of the Distribution Costs of 312 Manufacturers"

by the Association of National Advertisers, Inc., in cooperation

with the Research Department of our Association and presented
here with their kind permission.

With the purpose of aiding interested manufacturers to obtain a

comprehensive picture of the subject, the Association of National

Advertisers, Inc., assembled facts on the various costs of distribution

of representative manufacturers in leading industries of the country;

and because the information desired was directly concerned with

cost accounting, an invitation was extended to the National Asso-

ciation of Cost Accountants to participate.

All information presented in this report was based on data sup-
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plied by 312 manufacturers representing 29 leading industries of the

United States. Distribution costs were determined for each com-

pany in relation to net sales volume.

In some cases, a wide variation was found to exist in distribution

costs between different industries and also between different com-

panies within the same industry. This was considered natural,

perhaps, not only because of the wide divergence in selling methods

employed by different manufacturers but also because of the far-

reaching changes that have been and are still taking place in the

channels of distribution in many fields.

The ratio of advertising expenditures to sales volume, in particu-

lar, varied widely in some cases between different companies in the

same group as well as between groups.

While the figures are broken down in the report to a considerable

degree, no attempt has been made therein to explain the reasons for

the variations or to arrive at any conclusions as to what relationship

should exist between the cost of distribution and sales volume for

any particular company or group of companies. The aim has been,

rather, to present the facts as they exist in as clear and simple a

manner as possible.

My purpose in presenting the charts and certain of the comments
from the report is to illustrate by the use of actual figures that

apparently simple conclusions in connection with the distribution

costs cannot be drawn with any accuracy, for a perusal of the charts

will reveal many results experienced were actually contrary to what
one might ordinarily expect. There is, however, one definite con-

clusion, namely, that in the matter of distribution costs, the account-

ant cannot take anything for granted but must positively get down
to cases. In other words, the responsibility of the cost accountant

in
"
pricing for profit," where distribution is a factor, should neither

be overlooked nor underestimated.

Forecasting and Budgetary Control

Forecasting and budgetary control properly functioning through-

out an organization constitute the very keystone of present-day

progressive management. The day is long past when a manufac-

turer could go out and obtain all the raw materials he required to

fill his plant to capacity and dispose of the product profitably and

without difficulty. Intense competition has made it increasingly

difficult for even the most efficient and well directed companies to

operate at a reasonable margin of profit. Concerns with advanced
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ideas and well rounded operating plans, embracing well balanced

and well regulated capital investment, up-to-date methods and

tightly controlled costs of manufacture, together with a nicely

judged program of distribution, find unremitting attention to each

of these phases essential to continued operation on a satisfactory

basis.

Forecasting and budgetary control should regulate these phases

in relation to sales requirements and changes in the sales program

and, to be a reliable test, should be so devised as to permit of rapid

and flexible adjustment throughout the business. After all, sales

represent the bottle-neck of a business and all effort within the

business should be gauged and planned in relation thereto. To

disregard so important a feature is to risk substantial losses from an

unduly heavy investment in inventories and obsolescence of heavily

stocked lines.

It is essential, therefore, that market research in the forecasting of

sales be directed at the outset not only to quantities but also with

regard to the risk of products losing their appeal through displace-

ment by more up-to-date and more stylish competitive lines. With
this in mind, it should be recalled that basing forecasts on statistics

of former sales in many cases might be quite misleading in its con-

clusions and disastrous in results. Constructive forecasting should

replace deductive reasoning from premises no longer, valid. Our
efforts should be directed to devising and testing dependable ways
of constantly determining the market and of accurate planning to

supply it. Specifically, I may mention the necessity of maintaining

product research and experimental work in order that improved
products may be ready to place on the market when existing ones

begin to lose their appeal and particularly relevant to this topic
the consideration of the necessity of providing for the cost of such

effort in pricing for profit. This is to say ignoring for the time

being the controversial academic principles involved products
salable now should desirably contain in their sales prices sufficient

provision to cover the expense of continued research for product
betterment.

Well, what has the cost accountant to do with all this? We
might as well inquire what a pilot has to do with the course of a ship
when it is precisely his business to chart the course. But, drop-
ping metaphor, I think that in painstaking forecasting and budg-
etary control there is available the means of levelling out more
and more the peaks and valleys of commercial activities, and de-
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creasing the number of business casualties. This is the negative

side; on the positive, it is a distinct factor productive of the greater

profit of planned activities.

Again, profitable business in the future will be based, more and

more, upon coordination within the industry regarding the dis-

semination and coordination of ideas and knowledge relating to

markets, merchandising, distribution, sales forecasting, commercial

and industrial research, production planning, expense control

through budgets, analyses and policies of corporate management.
Moreover, the fact that the market for any industry as a whole

has fairly determinable limitations might be more widely recognized.

Particularly is this the case if the possibilities-, the realities, of the

American markets are given proper recognition in relation to the

overly regarded foreign potential markets. I will venture the

opinion that the possibilities of foreign trade for American industry
at large have received more attention than they merited. In the

first place, while we recognize the progressively low costs resultant

from advanced technological processes and mass production, we
should also recognize that competing nations have not been slow to

copy American equipment and methods. Thus, with their relatively

low wages, they have rapidly become vigorous competitors and the

chances are that this source of competition is more likely to be

intensified than relaxed. Whether they copy or whether they buy
American equipment the result will be the same. Secondly, national

political expediency, which finds expression in tariff barriers, ex-

change restrictions and the like, must be a barrier to expanding

foreign trade and finally, international competition is quite as

vigorous as is domestic competition.

The point I am trying to make is that knowledge of definitely

profitable markets is the first requirement and it is in connection

with the budgeting for the expense of development of these markets

and of predetermining the costs of filling the demands of these

definitely profitable markets that the cost accountant has a real

responsibility. The so-called sales budget, set up on the basis of a

previous month's sales plus any arbitrary increase the sales manager

desires, is not a sales budget at all. Quite often it is only a shot in

the dark as a means of spurring sales representatives to greater

effort. And while these increases in sales quotas might be reason-

ably attainable by organizations having only a small proportion of

the volume in their particular lines, it might be physically impos-
sible of attainment to increase sales volume say by only 10% if
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the organization setting the quota is a large selling factor in its

market, unless accompanied by radical price adjustment. And the

chances are that such effort would disrupt the whole market.

While the sales manager may have ideas of increasing sales volume

the cost accountant should check the sources of anticipated increase

to see that price policy is being protected, that "net
11

profits will

ensue on the increased volume and that the budgets both for income

and expense are set up on a satisfactory basis so that actual results

may be properly compared with the budgets.

As a matter of fact, the profitable pricing of goods should be the

first step in setting possible sales quotas and budgets not setting

the quota and then having recourse to "skinning" prices as a neces-

sary aid in meeting the quota. In other words, "pricing for profit"

is logically the first step in forecasting and budgetary control and

hence production planning and manufacture.

How many sales managers consider the effect of meeting suddenly

increased demand by the operation of a partial double shift with its

duplication of overhead personnel? And yet, time and again,

certain divisions of a factory have been, and are still run on a double

shift to meet unexpected orders. Now, if such demand occurs in

the thinly profit-margined lines, it is not hard to see that the in-

creased sales may be productive of a "net" loss, or at any rate a

matter of "swapping" dollars. The accountant, knowing the facts

as to the effect of such occurrences in the accounts of the business,

and having charge of the accumulation, presentation, analysis, and

interpretation of the budgets and standards, can contribute mate-

rially to the setting of prices so that they are priced to yield a "net
"

profit in the final analysis.

To conclude with a brief summary of our consideration of pricing
for profit, we may well affirm that the cost accountant can un-

doubtedly play an important part in any business which, unless it

operates at a profit, is no longer a business, but a memory just
another industrial casualty.

The cost accountant is, in short, directly concerned with the

product, not merely the sum, of business activities all of which have
no other purpose than the realization of the fullest measure of

profit net profit. The business machine must be organized to

fulfill its functions all those functions coordinated by planned
effort, and directed with the certainty of informed judgment
having in mind the ultimate purpose. Moreover, a business may be

profitable but yet not realize its possibility for greater profit while,
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on the other hand, if it be operated at a loss, through proper guid-

ance the adverse results may be corrected.

A moment's reflection will show us that, as a matter of fact, the

real capacity of a business as a profit-making activity is reflected in

its accounts and the complementary statistical data, all of which it

is the business of the cost accountant either to compile or to interpret

and apply to particular cases, Plant organization, financial struc-

ture and related questions, sales and sales policies, costs and ex-

penses are matters of which he has intimate knowledge, based on

selection, comparison, and analysis, the utilization of which, in the

direction I have endeavored to outline, may well be expected to

result in prices properly established and thus in the realization of

the maximum of profit.

CHAIRMAN MARSH: Thank you, Mr. Pierce. From the

papers of this morning and this afternoon, you have probably ob-

served that emphasis has been placed on the importance of the

accounting officer in any business organization. He is becoming

increasingly important. Considering the legislation of which you
have heard so much today, it is probable that most of you and

possibly all of you will soon be faced with the problem of pricing for

profit. Hence, I should imagine there will be many questions you
would like 'to ask these two gentlemen. We shall be very glad,

therefore, to have the questions.

EDWARD B. MILLAR (Control Manager, Mechanical Rubber

Goods Division, United States Rubber Company, New York, N. Y.) :

The subject, "Pricing for Profit/' has in many respects presented a

challenge to us to work out an economically sound basis for pricing

becauseofour widelydiversified products and methodsof distribution.

We have worked out a pricing basis that appears to be sound

economically as it includes a profit on the investment ordinarily

employed in the production and distribution of the product. It

automatically excludes charges on excess capacities and the costs of

bigger and more expensive organizations than are required to pro-

duce at recent volumes and without writing off large amounts of

capital assets to avoid depreciation charges.

We produce, roughly, 2,400 different items for stock* These rep-

resent less than 50% of the dollar production value and probably

only 5 to 10% of the total number of different items produced dur-

ing a year. The other production represents special items made to

customers
1

specifications.
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Now, as to the subject, "Pricing for Profit/' First, it seemed

proper to determine what would be a proper profit to be added to the

total all-in cost of each item offered for sale, as the real reason for

being in business is to make a profit on the capital investment.

The idea of including a uniform per cent in the sales price of each

article did not satisfy as that basis fails to take into account the

amount of investment employed as an average in the production

and sale of the different commodities. I believe it is essential to

know the average investment employed in the production and sale

ofeach commodity before it is possible to determine a proper profit to

be added to the total all-in cost, consequently,we proceeded as follows :

First. We subdivided the net plant investment by departments;

next, we prorated the net investment in buildings to departments on

a floor space basis, then we prorated the net investment in mechani-

cal shops, power plant and other service or common departments to

the production departments on the basis of what their service to the

latter would be at normal volume; then finally, by adding the direct

investment and redistributed investment charges, we arrived at the

total net plant investment for each production department.
Second. Having previously determined the normal capacity of

each manufacturing department in man hours and units of produc-

tion, we computed the standard cost of production at normal by
multiplying the normal volume by the average standard cost per
unit of production.

Third. To determine the average investment in accounts re-

ceivable for each commodity (assuming the terms to be 60 days net)

we took twice the average monthly standard cost at normal volume
and increased it by the percent that the total all-in cost exceeded the

standard cost. Spine may say this doesn't represent the average
accounts receivable. No, it doesn't; it only represents the invest-

ment in the accounts receivable. Any greater amount in accounts

receivable represents the profit element.

Fourth. The average investment in finished goods inventories of

each commodity was determined by dividing the total standard cost

at normal volume by the number of finished goods turnovers that

should occur on the basis of good merchandise control.

Fifth. The average investment in raw materials for each com-

modity was assumed to represent the material contents of the aver-

age monthly standard cost of sales at normal volume for a period
corresponding to the average raw materials position maintained in

stores by the purchasing department.
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Sixth. The average investment in goods in process was assumed

be the material, labor and burden contents of the average monthly
itandard cost at normal volume multiplied by a factor equivalent
;o the average part of a month required in production.

Summary. Assume the investments have been determined for

jach commodity, as follows:

Net plant investment of the producing department

Average investment in accounts receivable
" " "

finished goods inventory
" raw materials

" " "
goods in process.

Ne have accounted for most of the assets in a business, excepting
;ash and deferred charges. The cash item, if properly employed,
vill earn a return on itself so that the only item excluded from our

igures are the deferred charges, which are usually relatively un-

mportant.

Now, if we add an amount to the total all-in costs which will yield

1 proper return on the average investment by commodities as out-

ined above, a profit will be earned at normal volume to cover inter-

est on borrowed money, interest on funded debts, and a return on

:he investment, capital stock and surplus. A lesser amount will be

earned at subnormal volumes because the full investment will not

De employed.
It is commonly regarded that a conservative investment should

field 5 or 6% per annum to the investor and that a manufacturing

venture, because of its hazards and uncertainties, should earn two

ind one-half or three times that amount, say 15%.
Let us assume 15% to be the profit desired. After computing the

imount of profit desired on the total average investment of each

:ommodity and then by determining what per cent that profit is of

the total standard cost at the designated volume (normal or some

Dther per cent of capacity) we ascertain the profit per cent of stand-

ard cost to be included in the amount determined to be a fair and

proper selling price.

Having the standard cost of an article, the current actual cost is

computed through the application of ratios which reflect the varia-

tions in the prices of materials from standard prices and the varia-

tions in costs due to operating efficiencies, but the volume variation

Factor is excluded. To this adjusted cost is added a provision for

transportation outward, warehouse and shipping costs, and the
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provision for profit outlined above as a per cent of the standard cost

of the article. The total of these items current manufacturing

cost, transportation outward, warehouse and shipping and profit

is then divided by that per cent of the sales dollar that will remain

after providing for cash and other discounts, advertising, selling and

administrative expenses and provision for adjustments. The result-

ing figure, after pointing off two places to represent multiplication by

100, constitutes a fair sales price for the article. For example:

Assume Current manufacturing cost to be $3 . 25

Transportation outward .60

Warehousing and shipping .60

Profit (15% on average investment) com-

puted as a per cent of standard cost ... .80

$5.25

Assume Allowance for cash and other discounts,

advertising, selling and administrative

expense, etc., to represent 25% of each

sales dollar; then $5.25 should be di-

vided by . 75 - . 07X 100 =$7 . 00, as a fair

sales price,

NOTE. The per cent of the sales dollar required for discounts, selling and

administrative expenses and provision for adjustments, varies with the type of

product and the method of distribution.

Since the amount of profit provided for has a direct bearing on the

break-even point, and since the latter in turn may influence the

amount of profit that one may desire to provide for, I submit the

following simple formula for determining, without the use of graphs,
the "break-even'* point or the amount of profit required to break

even at a designated volume:

Break-even point .
Fixed expenses

(Stated in per cent of capacity) Fixed expenses plus profit at normal volume

Therefore, having the amount of fixed expenses and the desired

profit, one can readily compute the
"
break-even

"
point; or having

the amount of fixed expenses and a designated "break-even" point,
one can readily compute the required amount of profit.

In conclusion, let me repeat that the basis of arriving at selling

prices as described above seems to be sound economically as it

includes a profit on the investment ordinarily employed in the

production and distribution of the product; it automatically excludes

charges on excess capacities and excess costs due to organizations
that are inflexible to varying volumes of production ; and it provides
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the basis for establishing definite profit goals at predetermined
volumes.

H. A. GIDDINGS (Auditor, Wayne Lumber and Manufacturing

Co., Waynesboro, Fa.) : On that excellent paper prepared by Mr,

Pierce, I should like to ask a question. The effect of this Industrial

Recovery Act, as it appears to me, will be to intensify the competi-
tion for eliminating internal waste. If that premise is true, after

wage levels are established and selling prices are established, then it

becomes a matter of more closely examining that point in between

which covers the various indirect expenses of business operation. Is

that admitted as a premise?

MR. PIERCE: Yes.

MR. GIDDINGS: That would be that part not covered in the

regulatory feature. Then, does not that indicate that it would offer

a greater possibility and a closer scrutinization of the indirect

operating expenses of the business, such as would be brought out,

and you mentioned it quite thoroughly, in standard costs? Would
not that emphasize that particular feature of writing out those in-

direct expenses more than perhaps we have had in any previous

years? It seems as if that opportunity for the cost accountant

would be greatly enhanced on account of this pending legislation.

MR. PIERCE: I agree with everything you say. I did not

bring that out because manufacturing costs have been given so very
much attention that I did not consider it desirable to stress that

particular feature. There are several other things, also, that you

might go after, such as incentives and the probable utilization of

empty plants or excess facilities, and so on.

MR. GIDDINGS: Yes. The point I meant to emphasize was,

isn't that going to be exceedingly vital and important during the pe-

riod in which we are under this form of regulation? With two ele-

ments in the total effects, that part which more generally lends

itself to examination, scrutinization, will come in for a far closer

examination, won't it?

MR. PIERCE : I do not agree with you ; because we did not do a

thing last year as well as we might, is not of itself any reason why we
should do it any better next year. We should have done it right

last year.
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I will say this. In the final result, where your sales prices may be

subject to some possible regulation, and your methods of costing

may also be subject to some regulation, the fellow who does the job

inside better than his competitor, is naturally going to benefit.

That is about all I can say regarding your suggestion.

O. W. HILBERT (Budget Director, Corning Glass Works, Corning,

N. 7.) : We all agree that we must price for profit in order to exist,

in the long run, but the question is, how are you going to do it?

When commodity prices are going down, you must necessarily

follow them to a certain extent, if not absolutely. Is there any

logic in having your own prices follow general commodity prices so

that in a period of prosperity you might build up a reserve by in-

creasing your prices above what you normally would, and use that

reserve to lower your prices beyond your profitable point in a period

like we have just been passing through?

MR. PIERCE: As a matter of fact, the crux of the question

lies in how a company will compute its own particular profit element.

As I brought out in the reading of my paper, it may pay absolutely

no attention to invested capital. It may determine its profit on the

cost of material, labor and overhead and the allowance for overhead

may be on the basis of normal overhead or actual overhead.

The structure of price setting, of course, is so varied that I could

not recommend any particular one as being the most desirable to

follow. Then, of course, you are faced at all times with the barrier

of competitive prices. If your competitor underbids you, nothing

you do in your accounting is going to help you very much. You
either take the business with its profit or loss as the case may be,

or you leave it.

MR. HILBERT : Isn't it true that we know very little about the

structure of pricing? We have had a great many discussions. We
all agree that we must have a profitable price. However, in an

industry that has more than one particular line of products, varied
lines of products, and manufactures in different ways, it is very
often true that you have to price different articles in different ways,
largely because of the competitive problem. I think we have had
too little of how the structure of pricing should be set up,

CHAIRMAN MARSH: That is one of the reasons for the
National Industrial Recovery Act.
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MR. MORRIS KNAPP: There is a theory of pricing by which

the mark-up is based on the conversion or fabrication costs, leaving
the cost of material out.

MR, PIERCE: That system is followed by many concerns all

over the country and is recommended by a number of industrial

engineers. In other words, you have the alternative of basing your

profit on the total fabricating costs, including cost of raw material,

whereas in other cases you leave out the cost of material in the de-

termination of the profit element, and add to the sum of the other

elements the actual cost of the material and sometimes an

additional charge to cover the handling of the material.

As I say, I cannot recommend any particular way of handling the

price structure. It is more or less a case of what has been developed
within an industry, and the particular economic conditions confront-

ing us at the moment. Certain companies have developed a better

pricing technique than others and this has been reflected in their

profit and loss accounts.

MR. KNAPP : As I see it, there are three prices. There must be

somewhere a theoretically correct price. Every company has a price

it wants to get and a price it can get. It seems to me with standard

costs in mind, eventually we are tending to where we are going to

have a standard price, whether we can obtain it from the customer

or not.

MR. PIERCE : That may be true, but what are you going to do

about standardizing equipment between competitors? Then you
also have the economic fact to face of the locale of a company. It

may be better situated to receive the raw material, or from the stand-

point of distribution. That is what is going to make this National

Recovery Act control so very interesting. They are going to have

to reconcile so many widely varying viewpoints and methods of

treatment. Even on uniform systems of accounting, wide variations

are developed. They have been in several systems that I know of.

The fact that we use a uniform cost system is not necessarily going
to be the answer to this at all. For instance, how are you going to

reconcile the company that wrote down its book values by 50%
some time during last year, and now charges into its operating ac-

count depreciation based on diminished value, as against a company
that did not do that? Again, a company may have been established

for quite a considerable time and may have built its plants and
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acquired its equipment at very low cost, years and years ago. If

they have been in business sufficiently long, they probably do not

have very much depreciation to write off, anyway. Their lapsed

properties may comprise quite a large percentage of their investment

in property,

MR. PAGET: It is generally recognized that the industrial

machinery in America is over-built. How high must the price level

be in order that everybody shall make a profit?

MR. PIERCE: Are you telling me or asking me?

CHAIRMAN MARSH: How high is up?

MR. PAGET: That's it.

R. O. HILL (Assistant Treasurer, Porcelain Enamel and Manu-

facturing Co., Baltimore, Md,) : Mr. Pierce mentioned research and

development expense. I should like to ask if he will give us his

recommendation as to the best method of handling that expense at

the present time, either as a burden on current sales or surplus

charge, or something, and what can be judged as a reasonable ap-

propriation for such expense?

MR. PIERCE: My own opinion is that new development ex-

pense is not a charge to operating burden for the current period.

That is to say, I do not believe it should go into the overhead

structure. I do think it is properly chargeable against profit and
loss with full disclosure in the statement that it is so treated. I say
that simply to take care of any losses which might develop, for

instance, if the new product does not sell. The company might be
faced with substantial losses at a later date, which it cannot afford

to stand.

A. W. MARSHALL (Cost Accountant, General Asphalt Co.,

Philadelphia, Pa.} : It seems to me that if a large portion of this

development expense was expended in producing improvements
which in turn reduced the cost, as they would of a particular product,
that product in this particular case should stand that expense.

MR. PIERCE: I fully agree with you.

DR. CHARLES REITELL (Director, Greater Pennsylvania
Council, Harrisburg, Pa.): I am disappointed this afternoon that
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we have not been courageous enough, in either paper, to face the

real difficulty in this matter of pricing. Mr. Pierce in an elegant
manner has set before us the tools for an individual firm in deter-

mining and planning pricing for that company. However, the

things that we should be concerned about are beyond the individual

company, and are the things that make pricing extremely difficult.

We must give our attention to the fact that the individual firm

must yield to the industry as a whole. Appalachian Coal, Inc.,

and Eastern Coal, Inc., are but vanguards of what we must expect
in the near future. Activities under the new Industrial Recovery
Act are bound to make pricing an extremely difficult problem.

In Russia it is comparatively easy to lay a complete pricing plan,

because you do not have these competing industrial establishments

nor changing consumer demands. You have a big boss at the top
who cracks the whip and everybody obeys. They pretty much can

tell the consumer whether to wear a red or a black shirt. That sort

of control we do not have. I do not think we want it. If we do not

want it, then we must take competition or a planned governmental
control that is at the present a great experiment. Let us focus our

cost and pricing attention on this new era where planning is going

to be extremely difficult, if possible at all.

No matter how fine an accounting tool for setting prices we have,

even with standard costs for individual firms, we fail if we do not see

the bigger picture and that is the type of accounting and pricing

set-up that is needed for the new industrial day now dawning.
I should like to have Mr. Pierce comment on that, if he will.

MR. PIERCE: In my paper, I brought out this point: "More-

over, the fact that the market for any industry as a whole has fairly

determinable limitations 'might be more widely recognized, par-

ticularly so in the case of domestic trade.
"

I do not think anybody
who talks about profit can ignore that feature.

As to how you are going to overcome it, whether the cost ac-

countants are going to be the people who can do it or the stock own-

ers of the several corporations, or state administrations or national

administration, I do not know. It is a big job for all combined. The

question is, can we get the selfishness out of the picture? The
German cartel did not do it, and neither did the British "poor'
or "ring."

CHAIRMAN MARSH: It seems to me we are possibly con-

fused a little in connection with pricing. My understanding is we
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are not attempting to fix uniform prices. The requirement is that

you shall not be permitted to sell below costs.

DR. REITELL: I am afraid you do not see the picture.

CHAIRMAN MARSH: Don't ask me what cost is.

DR. REITELL: What I am trying to get at is, to fix prices for

any individual firm so as to give it what it is entitled to, namely,

satisfactory profit. And this cannot be accomplished simply by

having fineness of accounting and budgetary tools within that firm

because the thing that disrupts the situation is beyond the firm.

CHAIRMAN MARSH: I agree.

DR. REITELL: Then, what kind of tools must we have to fix

prices in the line of this new industrial era that we are coming into,

which I think we can certainly call a semi-planned economy?

CHAIRMAN MARSH : I fail to see why we cannot use the same

kind of tools in an industry.

DR. REITELL: We can. I say we do not want to hear about

standard costs in this or that particular firm. I should like to see

them discussed for an industry, if you please. The Appalachian

Coal, Inc., and the Eastern Coal, Inc., have gone ahead. They are

three months ahead of the industrial reconstruction bill, simply
because the Sherman Anti-Trust Law was thrown aside for the

bituminous industry.

There we see difficult problems coming up in establishing prices

that are entirely different from the type of price problem that Mr,
Pierce talks about. Anyhow we will get,to it tomorrow afternoon,
when the Industrial Recovery Act is to be thrashed out.

CHAIRMAN MARSH: Right!

PROFESSOR NELSON: I thought for a moment when the

gentleman from Harrisburg spoke about the two papers this after-

noon that perhaps he had not heard mine read. I was born on a

foggy morning and I have "mist" ever since, myself.

However, the mechanics of the National Industrial Recovery
Act and the codes that will be developed for the particular in-

dustries will solve our problems, as far as the economic features are
concerned. It is merely going to be the calling together of the
individual organizations interested in a particular industry, and they
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are going to work out, under control, their solution to their own
problem. It is not a matter of accounting tools and all the other

features of distribution and allocation; that, to me, is merely in-

cidental.

It is a matter of dealing with something that is much greater in

scope. That is, doing away with the nefarious practices that have

developed. These are the things that have brought us where we
are now, and it is going to call for our cooperation, your cooperative
effort and my cooperative effort, and our faith in what they are

doing in Washington. That is what is going to solve this thing and

bring us out of the dilemma in which we now find ourselves. To me,
it is very clear. I am for it, and so must you be, or else you are

going to be back where you were three months ago.

H. L. WHITTIER (Works Accountant, General Electric Co.,

Erie, Pa.): I do not think my friend, Reitell, is at all foggy. I

should like to develop his thought just one step further. I do not

think it is simply a question of price fixing within an industry. It

seems to me it is a question of price fixing between industries. It

goes beyond a mere matter of price fixing for individuals in an

industry. It goes on to competition between industries.

CHAIRMAN MARSH : I do not think any of us pretend that It

is easy, but as Dr. Reitell said, we shall have that further explained
tomorrow afternoon by Colonel Gasldll.

Are there any further questions? If not, the meeting will stand

adjourned.
. . . The meeting adjourned at four-thirty o'clock. . . .
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PRESIDENT BULLIS: Yesterday we heard about certain

principles to be followed in the management of private business

enterprises, and this morning we are to have discussions with respect
to the principles of municipal accounting. Some of the accounting

systems of our cities and counties are monuments of how it should not

be done. The two outstanding leaders in municipal accounting who
are on the program this forenoon will tell us how it should be done.

We, as accountants, should not limit our practice to the four walls

of our office, but we should take an active part in the business

aspects of the political life of our communities.

We have with us as Chairman, Charles H. Cornell, Controller of

E. H. Clapp Rubber Company of Boston, an Assistant Professor of

Accounting at Boston University, a Certified Public Accountant, a

former President of the Boston Chapter, and National Director in

charge of Publicity. It gives me great pleasure to turn the chair

over to Mr. Cornell.

CHAIRMAN CORNELL: Mr. President, Members and Guests:

This session on municipal accounting was arranged by your
committee as a result of several requests made to the National

Board of Directors for a discussion of governmental accounting.

During the past year, particularly, there seems to have been an

increasing desire to know something about the ways in which the

money which we pay as taxes is handled and accounted for.

There is a growing conviction, I think, that our units of govern-
ment should keep their accounts and make their reports as correctly

and as clearly as do our leading corporations. It is not the thought
of your committee that the entire field of governmental accounting
can be covered in one brief morning session, but it was thought that

if we confined ourselves to the smaller units of government, the

counties and cities, an interesting session might be arranged.

It is not within the scope of the session to discuss the question as

to whether the cost of government is too great, as to whether more

money is being spent than can be afforded. Our purpose is to look

into the methods employed in accounting for that which we con-

tribute to our local government.
The session will consist of two papers, and a discussion period

afterward as usual. The first paper deals with the differences in

89
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principles between municipal accounting and industrial accounting,

and the second paper with the practical application of cost account-

ing to municipalities. After your committee had decided upon

these two subjects, it had no particular difficulty in choosing the

speakers. Both men are outstanding in their own part of our

profession.

Our first speaker comes to us from the Middle West. He received

his early education in Minneapolis and at the University of Minne-

sota. For a short time he was cost accountant for the Twin Cities

Transit Lines, then for seven years with the city of Minneapolis as a

foreman, cost estimator and cost accountant on vast projects, such

as water works and purification plants.

He then spent a year at Memphis, Tenn., in charge of the costs

of what is said to be the largest artesian water system in the world.

Returning to Minneapolis, he installed and supervised a cost ac-

counting system for the entire city.

His present connection is as chief accountant for the Committee

on Uniform Street and Sanitation Records of the International

Association of Public Works Officials. He is a member of our

Minneapolis Chapter and a former director. I am glad of the

opportunity to introduce to you Gustave A. Moe, who will speak
to you on "The Principles of Municipal Accounting Compared
with Those of Industrial Accounting." Mr. Moe.

THE PRINCIPLES OF MUNICIPAL ACCOUNTING
COMPARED WITH INDUSTRIAL ACCOUNTING

GUSTAVE A. MOE
Chief Accountant

International City Managers' Association and the Committee on Uniform Street

and Sanitation Records

MY knowledge, this is the first time in the history of the

National Association of Cost Accountants that the principles
of governmental accounting have been presented at any of our
national conferences. We are grateful to the program committee
and the National Board of Directors for this opportunity. We
hope to make this session so interesting that the future conferences
will take up additional governmental accounting problems, Ac-
counting has many applications in government which should be
continually discussed with industrial and public accountants.
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Municipal accountants appreciate the benefits they receive from

membership in this Association. Indeed, many of the advance-

ments made in national, state, and local governmental accounting
can be credited in no small part to this contact with industrial and

public accountants. In forecasting the future membership of the

N. A. C. A., I predict there will be a large increase in the number of

governmental accountants who will avail themselves of these

opportunities.

Industrial and commercial business is operated primarily to

produce profits for its owners. The success of its management is

gauged according to the profits realized and the dividends paid to

its stockholders. Government is conducted primarily to provide
services according to the needs and demands of its citizens. The
services provided usually include those activities which each com-

munity believes can be more effectively performed collectively than

privately.

With declines in sales and commodity prices, industry is contin-

ually searching for new sources of profits, while the money saved

by municipalities through reducing operating expenditures is

rapidly consumed by the army of unemployed. Many cities are

finding it difficult to provide adequate relief for the needy and still

have sufficient funds to carry on the essential operating services

rendered taxpayers. The situation is further aggravated by dimin-

ishing tax collections which have caused many cities to curtail and

even eliminate some of the needful services in order to keep ex-

penditures in line with income.

Production in industry is almost entirely regulated by anticipated

sales. Adjustments for decreased sales can be made much easier

in industry than can services be reduced in government. As a

matter of fact, services in many divisions of government are in-

creased when industry slows down. For example, expenditures

for welfare services have increased as much as 400% in some

localities as a consequence of the depression. Other services such

as public works, recreation, education, and police have also increased

while only a few services have decreased. Most of the services of

government must continue in depressed as well as in prosperous

times.

Public Administration

The citizen is a stockholder in the community in which he pays
taxes. He is privileged to elect his representative in council or
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other legislative body upon which he depends for the formulation of

the policies of the municipal corporation. The citizen assumes

that the legislative body will appoint competent administrative

officials to carry out its policies. .

In more than 400 cities in this country the council appoints

a city manager. Under the council-manager plan, administrative

planning is possible without lost motion. The city manager ap-

points the department heads and moulds the organization into a

smooth running, well-balanced machine. The manager is respon-

sible for the financial control, personnel administration, and the

operating activities of the city.

Figure 1 illustrates the general type of line and staff organization

employed in many council-manager cities. Some strong mayor
cities are also organized along these lines. The staff functions are

law, finance, personnel, and planning. Because most departments
of a city continually depend upon the use of motor equipment,
it is often a staff rather than a line service. Such organization

provides proper control and satisfies the needs of all line depart-

ments.

The line service functions correspond in many respects to the

several departments in industrial concerns. The seven depart-

ments listed on this chart illustrate the services which city managers
consider the operating activities. Each of these activities is in

charge of a single official. The operating and staff service heads

comprise the cabinet of the city manager.
The main difference between the strong mayor plan and the

council-manager plan, in so far as the administrator is concerned, is

that the mayor is elected and is a member of the council while the

city manager is not. In one case the administrator votes on poli-

cies, in the other he only carries out policies. The strong mayor
plan in the hands of a real executive makes for good government.

However, politics must not interfere with administration. Under
the manager plan the spoils system is eliminated and in most cases

employees hold their positions on the basis of ability which makes
for a high standard of personal service.

The Director of Finance and His Position in the Organization

The wise municipal executive surrounds himself with competent
and qualified department heads. City managers have selected

high-grade accountants, many of them certified, and many from

industry, to serve as finance directors. The administrator depends
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upon the services and information furnished by the finance depart-

ment for his guidance in making decisions which affect the methods

and practices of city business, ,

Figure 2 illustrates the organization of a finance department. As

a staff agency to the city manager this department usually performs

OBGABIZATION CHART - DEPABTMEWT OF FINANCE

TYPICAL OHGANIZATION EMPLOYED BY MANY SMALT. CITIES

City Manager or Mayor

Director of Finance

(May Act as Budget Director)

Division of

Accounting and Auditing

ASSISTANT DIBECTOR

l.To act as director in the
absence of chief.

2.Responsible for the in-

stallation, operation,
supervision, and Improve-
ment of accounting and
Internal auditing.

J. Oporation of proper con-
trols for "budgets, cost-

ing, and general
accounting.

J*.Performs the internal
audits of all receipts
and expenditures.

Division of

Assessing

1* Proper valuation of all
'

real and personal
property.

2*Preparation of all
assessment rolls, for

general taxes and

special assessments*

3.Maintain adequate re-
cords and keep posted
irith reference to new
valuation methods*

TEEASUHER

1. Custody of all city cash.

2. Collection of cash

receipts from all
sources.

3 -Disburses all cash as
directed by the

accounting division.

Division of

Purchasing

PURCHASING- AGENT

1.BuyIng of all equipment,
materials, and supplies
properly authorized by
contract or requisition

2. Operation of a section
of standards for the

Inspection and testing
of commodities.

3.Must maintain adequate

purchasing records*

Division of

Payroll and Timekeeping

PAYMASTER,

1.Prepare all payrolls and
furnish the distribution
to budget and cost
accounts.

2.Pay off employees in
field and maintain pro-
per personnel records.

3. Checking time in field
for all crews and

gangs.

FIGURE 2

the functions of accounting, internal auditing, treasury, assessing,

purchasing, and quite often payrolls and timekeeping.

The payrolls and timekeeping division is not commonly a division

of the finance department. However, in small cities of 50,000 or

less, it is common to find the payroll and timekeeping work is done
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by the finance department. The director of finance always acts as

the financial adviser to the city manager. The director is often

the budget officer of the city. This is an important duty of the

finance director in municipal government.
Some of you may be surprised to find purchasing and assessing

under the department of finance. The duties of the assessor under

this type of organization are to provide proper valuation for the

purpose of taxation of real and personal property, preparation of

assessment rolls for special assessments and the like, and to maintain

adequate records. There is a close relationship between the tax as-

sessment and billing in the assessor's office and theaccounting division.

The purchasing agent really has a prominent position in this or-

ganization. If the city manager does not appoint the director of

finance, it is quite important that the purchasing agent report di-

rectly to the city manager.
At past conferences we have heard a lot about the so-called

super-controller in industry and while we are still looking at this

chart, I should like to point out that in my opinion the director of

finance has as broad powers in the conduct of city business as does

the super-controller in industry.

Budgetary Control Procedure

The budget system is of greatest importance to governmental
financial and accounting control. It is the medium by which the

officials can gauge the income and outgo of city cash. When ap-

proved by council in the form of appropriations and revenue bills,

the budget becomes a goal which the officials hope to attain during
the fiscal period. Budgets are operated effectively and produce

superior results in many cities. In these cities there is a high

respect for the budgets and they are not political footballs. In

fact, there are budgetary control systems in operation in some cities

which would be a credit to any industry.

Municipal budget procedure had its beginning a long time ago.

The. larger cities, New York, Chicago, Philadelphia, Detroit, and

Cleveland, were among the pioneers in this field. Since that time

state and national government has instituted budget, processes.

The use of budget schemes has been expanded until today practically

every political unit of any size operates under some type of budg*-

etary control. Likewise, industry has also found value in the use of

budgeting. Sound budgets are prepared for sales, production, and

distribution and these are coordinated into well-balanced schemes.
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A municipal budget is a complete plan for financing the city

government during the fiscal period which it covers. It must show
all of the anticipated expenditures of the various city departments,

boards, or other units irrespective of whether such expenditures are

for current expenses, capital outlay, or debt payment. On the

income side, the budget sets forth the total anticipated means for

financing the proposed expenditures, striking a balance between

income and outgo for the fiscal year.

The expenditures proposed in most city budgets have been based

to a large extent upon similar expenditures of previous years or upon
the anticipated income for the budget year. Obviously, looking

back at past years and employing what might be called "historical

budgeting" is not the proper way to prepare expenditure estimates.

Instead, comprehensive work programs should be developed and

the budgetary requirements based upon these programs. The

budget therefore merely provides the financial means for carrying

the work program into execution.

To illustrate just how a municipal budget is prepared, the steps

required and a brief explanation of each is given. This procedure
is applicable in small as well as large cities. The steps required in

the preparation and execution of a financial budget are:

(1) Calculating the detailed expenditures, i.e., the personnel,

contractual services, commodities, equipment use, etc., that

will be required to execute the work program.

(2) Forecasting the city's unadjustable income and determining
the amount which must be raised by adjustable taxes.

(3) Summarizing the detailed estimates of expenditures and

income by appropriate budget classifications, thereby show-

ing a comprehensive picture of the year's expenditures and
means of financing.

(4) Presenting the budget and work program summaries to the

council, together with an appropriation ordinance and a

budget message which describes all major proposals and

authorizing of expenditures by the council. This step

includes the holding of a public hearing to discuss the budget
and proposed work, and the passing of the appropriation
ordinance by the council.

(5) Executing the budget. After appropriations have been made
and the final work program established, officials are faced

with the task of collecting the revenues set forth in the

budget and of living within the limits of the appropriations.
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Detailed estimates of expenditures are filled out for each fund of

the city by department heads after they have completed their work

programs. These expenditure estimates transfer the work to be

done, as listed on the work programs, into the money needed for

supervision, labor, materials, supplies, telephone, light, power,

equipment, etc. A schedule is prepared for each major activity.

The accounting division of the finance department furnishes the

actual expenditures and encumbrances of the current year to the

date. These data are usually compiled about three months in

advance of the forthcoming period. With this information at hand
the department head estimates how much he will have to spend by
the end of the current fiscal year. This process affords an oppor-

tunity to revise the budget for the balance of the year and also

produces the figures to guide the official in estimating the needs for

the next year.

At this point the operating official obtains from the purchasing

agent all available information as to possible changes in price levels

of the commodities which his department consumes. Anticipated

changes in wage rates are carefully considered and the necessary

adjustments made. Rental rates used to charge for equipment
service are checked and revised in the light of past experience.

Finally, the operating official submits the work program and ex-

penditure estimates to the budget officer.

For the second step, the budget officer also receives the estimated

receipts from departments which carry on services that produce
direct revenues. However, the major portion of the anticipated

revenue is estimated by the budget officer. Once the services to be

rendered are decided upon, the tax rate becomes the adjustable

factor. If the amount of service requires a higher tax rate than is

feasible, the amount of service and the corresponding expenditure

estimates must be reduced.

The third step is made when the budget officer summarizes all the

detailed expenditure and revenue estimates for the entire city into a

comprehensive picture of the year's anticipated expenditures and

means of financing. To do this the budget officer must mold the

expenditure estimates of departments together with all estimates of

income into a balanced budget. This task requires considerable

labor, knowledge of departmental operations, and appreciation of

sound budgeting methods. It illustrates the need of a budget
officer who will not only do this job but also keep constantly in touch

with income and departmental expenditures during the year.
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The fourth step is to present the budget and work program to the

legislative body. After the mayor, city manager, or other budget

authority has reviewed the budget and given final approval to the

departmental estimates and work programs, it is time for council

action. This action consists of reviewing the plans for operating the

city departments as foretold by the budget and work program, and of

appropriating funds for such portions of these plans as it approves.

The work program statements will inform the council of the

amount of work or service for each city activity, unit cost standards

for doing such work, the total cost, and how the new program and

costs differ from those of past years. A budget message explains

the major features of the entire budget and work plan.

If the council wishes to review the detailed information on which

the appropriation schedule and the summary of the work programs
are based, then the mayor or city manager may produce the detailed

expenditure and work program schedules. These detailed schedules,

however, are primarily work sheets and are the direct concern of the

chief administrative officer and his department heads. The council

should not change particular items unless they directly represent a

service or improvement to the city. For example, if the total

appropriations requested for any service are higher than the council

believes proper, then the council should indicate what particular

services it prefers curtailed.

With respect to the public works program, the council should

decide the particular kind of streets, routes, or jobs on which it

wishes service reduced. On the other hand, the council may believe

that additional services not in the program should be undertaken or

that certain services should not be performed by the city at .all.

These questions are concerned with policies and are properly a

matter for council action.

Lump sum appropriations allow administrative officials to employ
labor, equipment, and materials in the most effective combination

during the course of the year. Whether one more or one less street

laborer, or whether two tons more or less of asphalt are needed is a

matter which the department should decide, and which frequently
cannot be decided until sometime later in the year. Such questions
are administrative and do not belong in the sphere of council action.

The granting of such leeway does not mean that the mayor, city

manager, or department heads are given too much freedom from

council control. Through the use of work and expenditure pro-

grams, cost and general accounting systems, the council is able to
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hold them even more responsible for the performance of their duties

than has been possible under any form of detailed appropriations.

If officials do not abide by the work program or do not perform the

work at the cost promised, then the council has a real basis for action.

A control over individual purchases of personal services, materials

and supplies, and equipment will not give the council such a control ;

it will only inject the council into matters which are purely of an

administrative nature.

The fifth step is the execution of the budget. Once appropria-

tions have been made and the work program agreed upon, city

officials are faced with the problem of living within the allowances

and of performing the services in the program. It is at this point

that the general and cost accounting systems step into the picture.

Sound accounting principles must be followed which will fix the

responsibility for spending funds, which will tell how actual per-

formance compares with the work program, and which will provide

the operating officials with information to aid them in determining

the most effective lines of action.

Planning, as well as day-to-day control over operating activities,

is essential to sound management. The control is equally as im-

portant as the plan. Sound planning in industry means more prof-

its; in government it means lower costs. If the economic changes

shall be correctly met, all pertinent facts must be available. The
course which any business will pursue must be well planned and

carefully charted to carry it along safely whether the economic

conditions are rough or calm. Accountants must be alert to the

ever-changing conditions to be able to aid in steering the ship on a

safe course.

Charting the course for a safe journey in business has placed great

responsibilities on the shoulders of the accountant. But it has also

given him new opportunities to demonstrate the influence of his

particular abilities upon the success of management. Delivering on

these responsibilities demands not only a keen appreciation of sound

accounting principles, but also the exercising of wise and intelligent

judgment as to the needs of management. The accountant should

lead with information which will demand executive action rather

than to follow requests for it.

The appropriations of a government must not be overexpended
and may require reduction during the fiscal year to conform with

revenues received. Not only should the accountant aid in the

control over appropriations but he should operate an accounting
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system which makes it possible to determine at any time during the

year whether expenditures are being made at too great a rate. No
matter how good the credit of a government is, it cannot afford to

live beyond its means.

In other words, the rate of expenditure must be planned. Monthly
allotments of expenditures are needed. These allotments are

prepared by the department heads as soon as appropriations are

granted. A distribution is made to the twelve months in the year

according to purchases and work to be done in each month. These

allotment estimates are provided not only for the department as a

whole, but for each major activity. When completed they are

forwarded to the mayor or city manager for approval and then to

the department of finance for accounting purposes. In addition to

controlling the rate of expenditures, these allotments aid city officials

in planning the cash needs of the city and in balancing revenues

against expenditures during the course of the year. A municipal

budgetary control system is not complete unless it provides such an

allotment plan.

The most important statement from the standpoint of expenditure

control is the monthly statement of expenditures and allotment

balances illustrated by Figure 3. This statement provides the

basic information concerning expenditures for each department and

activity of the city. It provides a comparison of actual expendi-

tures with allotments, and it sets forth the original estimate for the

coming month and the amount actually available. The amount

actually available for the next month may be as originally planned
if a department has lived within its means in the past or it will be

decreased, as illustrated here, if they have overrun their past

monthly allotments.

An orderly allotment of cash receipts is prepared in the same
manner as the expenditure plan. Each month a comparative
statement of cash receipts, as shown in Figure 4, is furnished the

city manager or mayor for his guidance. Such a statement provides
an analysis of receipts for the current month and accumulates them
to the date of the report, and further indicates the balance due to

meet the annual estimate. From this monthly statement the

manager or mayor can tell which sources of revenue are meeting, or

not meeting, the allotment plan. In other words, this statement

provides the necessary control over receipts and points out when the

expenditure program must be revised in order to keep outgo in line

with income.
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The administrator will need to know whether sufficient cash is

being received to pay all city obligations as they come due. This

and other similar questions can be answered by submitting a state-

ment of cash position. Figure 5 illustrates a statement of cash by
funds and banks and forecasts of cash position.

Accounting facts for administrative action must look to the future

as well as the past. Past performance Is of some value, but it

requires foresight to obtain a plan of cash position for the future.

This statement tells the cash on hand for the current month for

each fund, shows the banks in which the money is on deposit, and

finally it provides a forecast to the end of the fiscal year and tells the

probable cash balance at the end of each quarterly period.

If this statement indicates an additional cash need at any time,

it must be met by: (1) reducing proposed expenditures, (2) in-

creasing income, or (3) borrowing. The first efforts should be

directed toward adjusting the time of expenditures to the period in

which cash will be available. On the other hand, a strong effort

to collect taxes and other revenues may solve the problem. If,

however, borrowing must be resorted to to relieve the shortage, loans

should be obtained at the earliest possible date. Many cities are

seriously handicapped in their budgetary control because the fiscal

period of the city is not the same as the taxpaying period. These

cities have the expense and inconvenience of borrowing money on

short-term notes until the tax bills are paid,

A simple statement of taxes unpaid, as illustrated by Figure 6,

indicates the necessity of constant effort to collect taxes. The

comparative data will serve as a warning if tax collections are falling

below previous levels. The burden of delinquency must be con-

sidered in forecasting the cash position or planning the new budget.
This simply shows the monthly trend of collections of the past five

years. Two types of revenue, real estate and personal property

only, are given here. If the city has other sources of revenue like

income taxes, vehicle taxes, etc., they can be added to tins same

statement.

General Accounting Practices Employed By Cities

A city must operate a sound general accounting system to provide

the statements which have been described. In general, the account-

ing principles of these municipal systems follow many of the prac-

tices of industrial accounting. Accounting for the revenues of a

city requires that the same basic principles be followed, although the
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methods can hardly be compared with practices in industry. The

accounting for utility receipts is the same in principle whether

municipally or privately owned, although quite different methods

may be employed in each case. Most cities employ the standard

utility accounting classification for their utilities.

Accounting for municipal expenditures embodies exactly the same

principles as those employed in industry. The municipal expendi-

ture dollar purchases services, commodities, plant, equipment,

insurance, and other items which are not unlike the purchases from

the expenditure dollar of industry. General accounting in both

cases provides an analysis of these expenditures according to the

accounting code desired in each case.

The general ledger is the heart of any accounting system. In

municipal accounting it is the base upon which the system is built.

All subsidiary records must be balanced with it once a month.

Besides serving as a control, it provides information from which the

balance sheets and financial statements are prepared. The accounts

in the general ledger are grouped by funds and each group or fund is

complete in itself. In each fund section there are accounts for cash,

taxes, accounts receivable, accounts payable, etc., belonging to that

fund.

Segregation of cash collections by funds is a principle of municipal
finance and accounting. This principle is carried to extremes in

many cases through no fault of the accountant. Money is often

raised for specific purposes and the law makes it a misdemeanor to

expend this cash for purposes other than that designated. Strict

adherence to this principle is mandatory on the public official.

Sometimes the necessity of keeping within the law greatly compli-
cates the accounting requirements. To overcome these handicaps

many cities employ revolving funds for stores and equipment

operations. The use of these funds also helps to simplify the

budgeting and to provide proper fiscal control over stores and

equipment.

City administrators in a great many cities are now convinced of

the value of stores procedures. They are absolutely essential to

municipal cost accounting. Therefore, many cities now have sound
stores accounting procedures and many have centralized store-

houses. The stores procedure requires the establishment of stores

ledgers and perpetual inventory schemes. These procedures

correspond closely to those operated in industry, from which they
were copied.
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The handling of city-owned equipment raises many interesting

and complex accounting problems. When cities operate equipment

revolving funds the problems are greatly simplified. Under this

plan the costs of replacements, operation, and maintenance of

equipment are paid from the revolving fund. Rental rates either on

an hourly or mileage basis are charged for the use of equipment.
The rates charged cover all costs and the income received is credited

to the revolving fund. New equipment (other than replacements)
is purchased by special appropriation to the revolving fund.

Cost Accounting

Governmental cost accounting may be defined as the process of

searching out all elements of cost required to attain a purpose, to

complete a unit of work, to carry on an operation, or to complete a

specific job. The principles involved follow closely the basic

principles employed by industrial concerns. In fact, industry has

led the way for municipal cost accountants. Cost accounting can

be successfully applied to all public works activities, utilities, educa-

tion, welfare, health, police, fire protection, recreation, and other

activities, for which a work unit of measurement can be established.

Distinction can be made between the functions of general and

cost accounting in municipal business the same as in industry. Each

type of accounting has its own distinct function to perform but both

are essential if proper financial and cost control are to be effected.

A statement of true costs can not be drawn from the general account-

ing records, nor can a financial statement be drawn from a set of cost

accounts. The financial records show the condition of cash income

and outgo for a particular period and only incidentally show what

work was actually done.

The purpose of municipal cost accounting is to provide the ad-

ministrative officials with a real control over their activities. To
this end the cost accounting system provides a regular method for

compiling and analyzing work done and its cost. Thus, officials are

better able to organize their work, to prepare a sound budget, and to

determine whether work performed conforms with work planned.

They can determine with certainty which methods or equipment are

most effective or the cheapest. With these facilities at hand,, the

city's activities can be conducted on a more systematic basis, thus

producing greater and better results for the money spent.

Before any city can decide upon the type of field reports needed, it

is necessary to determine the activities or operations for which
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performance and cost information will have value. In each city,

the type of field reports needed depends upon the refinement of these

operations. However, the principles of these reports are the same in

all cities. Figure 7 illustrates graphically the flow of the field

reports for a public works cost system. This chart shows how

labor, materials, equipment, and overhead are recorded on the field

CHART ILLUSTRATING THE STEPS IIS A PUBLIC WORKS COST ACCOUNTING SYSTEM

FIELD LABOR
REPORTS

showing hours men
work on each pub-
lic works operation,

i.*., kind of work.

D\ILV REPORT 1; cr

EQUIPMENT USE
AND WORK DohE
.showing hours each

piece of equipment
works on each

oiration.

REPORTS OF WORK
DONE

showing cubic or

square yards, tons,

or other measure-
ments of

operations.

to

ivklual Equip-
ment Records to

show equipment
costs.

MONTHLY
SUMMARY OF

EQUIPMENT
RENTALS

showing hours of

use and amount to

be charged to each

operation.

MATERIAL REPORTS

showing quantity
and price of ma-
terials used on each

operation

MONTHLY
SUMMARY OF
WORK DONE
showing units of

work accomplished
under each opera-

tion.

Credits to Store*
Accounts which
control the use of

materials and

supplies.

MoNTHIV
SUMMARY OF

MATERIALS Usv>
showing quantity

into each opera-

operation.

WORK AND COST LEDGER
A separate sheet or account kept to assemble

the cost of labor, equipment, materials and

supplies, and overhead for each pubfic works

operation.

WORK AND COST STATEMENTS
showing total costs, unit costs, work units,

equipment hour, man hour costs, etc.

FIGURE 7

reports and ultimately find their way into the work and cost ledger,

and finally into the work and cost statement.

This chart also indicates how the field reports for labor are em-

ployed for determining costs of each public works operation and as a

basis for payrolls. Similarly, the equipment operators' daily reports

are used in obtaining the operating costs of each piece of equipment
and to summarize the equipment rental charges to work done for the
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work and cost ledger. Materials used reports furnish the informa-

tion for charging the operations on the work and cost ledger. These

summaries of materials consumed are also used in crediting the

stores accounts. Overhead is distributed monthly to the operations

on the work and cost ledger.

The work and cost ledger, Figure 8, is employed for relating the

total expense to the units of work done. A separate sheet is main-

tained for each operation for which costs are desired. This ledger

accumulates the costs and work done for each operation for the

entire year. Only monthly postings are made to this record from

the summary or distribution sheets. This ledger supplies the in-

formation for the monthly work and cost statements and other

analyses of public works operations. Standard ledger sheets are

employed for stores, equipment, and overhead accounts. Stores

inventory cards support the stores ledger.

You will notice there is a place for two unit cost standards and

that is due to the fact that on certain types of work we can measure

with two different units. For example, catch basins. We have the

number of catch basins. We set up a unit cost standard per catch

basin or per cubic yard removed. On machine sweeping, again, we
have a cost of machine operation. We set up a unit cost standard

for the sweeping and unit cost standard for the removal of the

sweeping.

On machine sweeping, many cities also make another comparison,
which is not shown here, and that is the relationship of the cubic

yards removed to the cleaning miles swept. We can tell whether a

city is doing too good a job, running the sweeper up and down the

streets without picking up debris.

The individual equipment record, Figure 9, is a supplementary
record to the equipment control account. One sheet of this record is

set up for each piece of major equipment owned by the city or other

unit of government. The top portion of Figure 9 provides the

inventory or appraisal portion of the record and each year we make
a new appraisal and set up the estimated yearly life of the equip-

ment, estimated hours or miles it is going to run, and finally we
arrive at a depreciation rate per hour for trucks, or per mile for pas-

senger cars. This record requires only monthly posting from the

summary sheets. The depreciation charge in column eight is

obtained for this record by multiplying the hours used by the

depreciation rate per hour. Depreciation so accumulated is credited

to the property account. In some cities we have established re-
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placement reserves and in these cases credits are made to these

accounts rather than the property accounts.

Figure 10 illustrates the type of monthly or quarterly report

employed to show equipment operations. By seeing the end result

on Form 10, pertinent information is immediately flashed to your
minds. The maximum regular hours after deducting the time in the

shop, holidays, etc., the maximum hours that a piece of equipment
should operate is obtained, thus providing performance measures.

Figure 11 illustrates a section of a weekly cost report as prepared
in Cincinnati by tabulating machines. This report shows the

costs, man and equipment hours for each route and each district.

Comparisons are not made on this form with previous periods as the

department officials prefer to check these fluctuations with the

district foremen.

The majority of cities, particularly of the 191 with a population of

over 50,000 inhabitants, operate some type of manufacturing

activity, such as asphalt plants, stone crushing plants, brick, pre-

mix concrete, etc. The cost accounting principles applicable to

industry can be employed in these plants almost without change or

modification. Asphalt plants, for example, produce several kinds of

products and each is sold to city appropriation, bond, or other

accounts at cost. This requires costing by product and establishing

selling prices. Sales are often made to outside contractors and then

an additional charge for profit is included. Thus, these plants are

in competition to a certain extent with private plants. However,
cities aim to make these plants self-supporting units.

Standard Work Units Perfected

If measures of work done are to be reliable, they must be expressed

in terms of standard units. The Committee on Uniform Street and

Sanitation Records, through research and experimentation has

developed such units for nation-wide use. Two examples are given

here. In street cleaning, the "cleaning mile" signifies a lineal mile

of streets cleaned once either by machine flushing, machine sweep-

ing, broom gang, or beat patrol. Each cleaning method is measured

separately, even though one method may supplement another.

This does not mean that each method accomplishes the same results,

only that a mile of streets has been covered. Thus, the cleaning

work or the cost per cleaning mile of one method cannot be compared
with another directly without considering the totally different type

of work done under each method.
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The "ton" unit is used in measuring the amount of garbage
collected. Separate operation cost accounts are set up for collec-

tion, supplementary hauling, set out and set back, and for disposal

FIGURE 11

by incineration, hog feeding, or dumping. In some cases it is pos-
sible also to employ ton-mile costs of refuse collection. This is

especially true in the case of supplementary hauling from loading
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stations to the point of disposal. Similar standard units of measure-

ment are needed for all public works operations.

Municipal Unit Cost Standards versus Standard Costs

At the annual conference of the New York State Conference of

Mayors and Other Public Officials a year ago, Dr. Charles Reitell

said,

"The setting of standards of performance is by far the most difficult problem in

municipal budgeting. In industry, it is a comparatively easy task to set up
standards for the greater portion of its expenditures."

Dr. Reitell also suggests that,

"
In government there are many functions which are not subject to the exact

measurements that are found in factory operations. The influence of politics is

also raised as well as the need for changing standards to meet the changes in

municipal business."

This is true and accounts in part for the delay in setting up unit

cost standards for governmental activities. However, we are able

to establish standards for many public works operations and there are

a large number of cities employing these standards in their work

programs. Figure 12 is an illustration of a statement of work and

costs which gives a comparison of actual costs with the predeter-

mined' unit cost standards.

A unit cost standard for municipal operations may be defined as

the
"minimum unit cost at which public works officials find they

can perform a unit of their work, i. e., the minimum cost for cleaning

a mile of streets by machine sweeping or machine flushing, the cost

of repairing a square yard of asphalt street, the cost per ton for

garbage collection and disposal, etc." By comparing the current

actual unit costs with these standards, officials know at any time

whether or not their goal is being attained. The variances between

the unit cost standards and the actual costs become the danger

signals for the operating officials. Thus they accomplish somewhat

the same results as standard costs do in industry. These unit cost

standards form a definite part of the municipal work program.

Just as the number of work units in the work program tells how
much work or service is going to be provided during the coming

year, unit cost standards show just what the cost should be during

the year.

Obviously, the present and past unit costs will form a basis for

establishing the unit cost standards for the future, just as the fore-
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casts of work will rely upon the current and past years* programs.
But the mere basing of cost standards upon past years' costs is not

enough. There must be a thorough study of the amount of work

planned for the coming year, of changes in wage rates, commodity
price levels, the cost of operating equipment, or any change in the

service which may affect the actual costs of doing work.

Unit cost standards for municipal work are purely local in their

application and are different from standards furnished by other

cities on account of differences in city conditions, methods of doing

work, wage rates, and the like. For example, the unit cost standard

for collecting a ton of garbage in one city is $3.50; in another it

might be $4. In one city the length of haul to the point of disposal

may be six miles, whereas in the other it may be only three miles.

Raising such factors makes it easy to visualize why the same exact

unit cost standard cannot be used by more than one city.

In municipal work it is believed that the man-hourand equipment-
hour figures have more value for some types of work than unit cost

figures. They can be calculated accurately on a daily or weekly
basis which is not so easily done in the case of actual unit costs. The
fact that labor and equipment expense generally represents from

70 to 85% of the total costs of many municipal activities em-

phasizes the importance of these hourly standards. Once adequate
cost records are installed these production standards can be calcu-

lated as readily as the unit cost standards.

The statements illustrated throughout this discussion are only a

few of the more important ones. Many other types of analyses are

produced for governmental officials. In each case these reports

are designed to fit the needs of the particular official. In govern-
mental accounting it is necessary to report to the public and specially

interested citizen groups.

Reporting to the public is one of the most important duties of

any public official. The citizen stockholder is entitled to know all

the facts about his government. Even the best governmental

reporting is becoming stereotyped so that both public and govern-
mental accountants have the opportunity of developing ingenious

methods of making important facts stand out. We need to show

the citizen stockholder that a large portion of the money paid in

taxes goes into investments for public improvements which usually

pay greater dividends than money invested in some private busi-

ness. While cash dividends do not accrue to the citizen stockholder

from taxes invested in municipal improvements the indirect value
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of these investments should not be overlooked. Some cities follow

the excellent practice of telling where the tax dollar is expended by

summarizing the activities and tax distribution on the tax bill.

The citizen stockholder seldom appreciates his ownership in

public improvements. He has an equity in the streets, sewers,

public buildings, parks, schools, etc., owned by his municipal corpora-

tion. For example, the City of Chicago has a water system ap-

praised at $130,000,000, with a debt against it of about $18,000,000

which indicates a citizen stockholder equity of over 86%. Mu-

nicipal accountants need to make their accounting reports on a

comparative basis to show the citizen stockholders the true value

of their equity. Public accountants can assist in devising means of

furnishing citizens better governmental reports.

Encouraging Signs for the Future

There are many encouraging signs for the future progress of

governmental cost accounting. Standards of measurements and

costs are being developed and installed. Governmental officials

are rapidly becoming cost minded. Associations of governmental
accountants are making progress toward the adoption of better

accounting methods. Certified public accountants are being

recruited into governmental positions. Public accountants are co-

operating in the development of regular audits and researchers in

government are continually working with all public officials to

improve practices and methods of furnishing better services to

the citizens at the lowest possible cost.

The Commitee on Uniform Street and Sanitation Records which

represents the International Association of Public Works Officials,

and ten other national organizations together with the International

City Managers* Association, which it is my pleasure to represent

here today, has made installations of cost accounting systems in

many cities in this country. These installations were made in

public works departments and cover all types of governmental
services. The work is financed by the Julius Rosenwald Fund, the

Spelman Fund, and The University of Chicago.

During the past three years about 8,000 manuals describing

these installations have been prepared and distributed to city

officials throughout this and other countries. Requests for these

manuals continually come to our office, scattered from Siatn to

Greece and from Alaska to Buenos Aires. Over 100 cities have em-

ployed these manuals to install modern cost accounting practices
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and to revise their systems. These manuals describe not only the

accounts to be kept and the forms to be used in carrying out sound

cost accounting principles, but also provide for complete work pro-

grams to aid in supporting budget requests.

Every city making installations of the cost accounting system
recommended by the Committee has made large savings. Cincin-

nati, for example, saved $65,000 in the garbage collection division

alone during the first seven months of operating their costing system.

Kenosha, Wis., was able to reduce their budget for public works

$5,000. Troy, N. Y., reduced their public works expenditures by

using information from their cost system.

Further, in England, large savings have also resulted through

municipal cost accounting. Mr. J. C. Dawes, Inspector of Cleans-

ing, of the Ministry of Health, states a saving of $3,000,000 a

year can be attributed to the costing of cleansing departments

throughout England.
Public opinion is forcing the adoption of sound policies in some

respects. Wise, far-sighted public executives and administrators

are not waiting to be forced into action by public opinion, but are

sponsoring many movements for improvements in the administra-

tive and accounting machinery. Public works officials are beginning
to appreciate that sound organization, budgetary control, and cost

accounting are essential to the proper management of city activi-

ties. Further, they realize the importance of uniform cost account-

ing in making reliable comparisons between cities. The value to

public officials of being in a position to make comparisons with their

neighbors is similar to that of trade associations in industry. They
learn of practices and methods which have proved successful in

other cities through uniform cost accounting. For years many of

these officials havfe operated cost systems, but each has been different

from that of the other. Through the work of this Committee,

uniform systems are now being installed so that cities will benefit

from these comparisons.

We recognize the task of developing a set of standards for the

guidance of city administrative officials and while our accomplish-

ments have been more particularly directed toward the improvement
in public works departments, we are gradually paving the way for

others to follow. We may still be in the horse-and-buggy stage in

establishing our unit cost standards in the eyes of industry or com-

mercial business, but we are progressing.

During the past summer, it was my privilege to visit about 80
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cities, calling on over a hundred municipal officials. I found cities

recruiting into municipal accounting and finance positions high-

grade men, many of them certified public accountants, and many
of them members of the N. A. C. A. For example, H. M. Kim-

pel, C. P. A., director of finance of Cleveland Heights, Ohio, for-

merly with the tool machine industry; Albert E. Neale, city auditor

of Springfield, Mass., the only municipal accounting officer on

our National Board; Charles Brown, Jr., City auditor of Niagara

Falls, formerly vice president of a large cereal concern; Arthur

O'Shea, cost accountant of Brookline, Mass.
;
and the city controller

at Middletown, Conn., formerly with the rubber industry. Many
more similar cases could be mentioned.

This demonstrates that city administrators appreciate competent
finance and accounting officials. It is an indication that men with

industrial experience have opportunities in government. It is a

recognition well earned by certified public accountants. The

recruiting of these men into government positions brings new ideas

of accounting methods which are already helping in many ways to

stimulate the old-timers in the service. And finally, the N. A. C. A.,

by making possible this session and many chapter meetings, has

aided in an excellent way an interchange of ideas which is very

helpful to municipal accountants.

Public accountants are improving their municipal auditing and

reporting. They have many opportunities before them in the

field of governmental accounting. The certified public accountants

are cooperating in many ways toward the improvement of munici-

pal financial reports. They are cooperating with the municipal
finance officers in many cities. The New York State Society of

Certified Public Accountants has passed a resolution requesting

better municipal financial reports. If these accountants will rally

to the support of those governmental accountants who are doing

good work it will also aid in better municipal accounting.

Chicago is fast becoming the center of governmental research.

Ten national associations of public officials and research agencies
now have headquarters in the immediate vicinity of The University
of Chicago. These are the Public Administration Clearing House,
the Municipal Finance Officers' Association, the American Public

Welfare Association, the International City Managers' Association,

the United States Conference of Mayors, the American Legislators'

Association, the American Municipal Association, the Bureau of

Public Personnel Administration, the Governmental Research
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Association, and the International Association of Public Works
Officials.

The American Municipal Association represents, through state

leagues of municipalities, almost all the cities and villages in 26

states and is vitally interested in improving accounting methods.

The Municipal Finance Officers' Association is composed of national,

state, and local finance and accounting officers. This association

has a full-time director and a small staff which is engaged in assisting

its members in many ways. A large program for the next few years

has been developed, and, as it is completed, will fill many needs of

its membership as well as other finance officers.

The Municipal Finance Officers' Association just published an

Accounting Manual for Small Cities. This manual furnishes

standard balance sheets, describes accounting statements, fur-

nishes sample forms of the books to be kept, treats the subject of

auditing and cost accounting and illustrates over one hundred

accounting entries. The association is now preparing a manual of

debt procedure. This manual will give a brief history of defaults,

tell the social and economic factors involved in debt settlements,

and state the practical questions a city must consider in negotiating

with its creditors. The association is preparing standard specifica-

tions for municipal audits and soon it will prepare a report on the

ethics of the municipal finance officer. The association hopes to

reach standards of professional ethics similar to those attained in

Great Britain.

During the past year, Mr. Donald C. Stone, research director of

our staff, spent several months in England and on the continent

consulting with the various finance officers. . He reports that in

England, the British Municipal Treasurers' Association has estab-

lished high standards and qualifications for entrance into the

municipal finance and accounting field. Considerable training and

experience in municipal finance and accounting is necessary before

examinations can be taken for a treasurer's position. It is difficult,

and often impossible, for a person to obtain a municipal treasurer's

position unless he has passed the examinations and met the qualifica-

tions of this Association.

While these are some of the encouraging signs of progress, there

are many handicaps confronting the public official. Some of these

problems or inconsistencies are not easily solved nor overcome.

No industry could exist under similar conditions. No business

would tolerate this kind of interference. Yet the public adnunistra-
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tor must carry on and do the best he can. I should like to quote
from a bulletin prepared by the New York State Conference of

Mayors and Other Public Officials.

"Bank and bond houses demand that municipalities reduce their expenses,

BUT they insist that the municipalities pay a high rate of interest (in many
instances as much as the law permits them to charge) on municipal bonds and

certificates, and they either refuse to pay any interest or insist that the prevailing

rate be reduced on daily bank balances.
"
Coal dealers object to a tax on gasoline, BUT petition government to place a

tax on fuel oil.

"
Organized labor demands that local tax levies be reduced, BUT insists that

municipalities adopt the five-day week and not reduce the labor wage scale.

"Local chambers of commerce and merchants demajid that their municipalities

reduce expenses, BUT they howl when a municipal purchasing official purchases
a set of tires outside for half the price he would have had to pay to a local merchant.

"Newspapers pound the municipal administration editorially for a reduction

of the city or village budgets, BUT they strenuously oppose any suggestion to

reduce the amount of unnecessary election advertising or printing.

"Motorists insist that governments keep highways safe for traffic, well lighted,

well paved, and clear of snow, BUT they object to a gasoline tax to help pay for

these improvements and services.

"
You-should-do-this-but-you-must-not-disturb-that, is as popular a pastime in

government as contract bridge is in society. Advice on government is almost as

inconsistent as radio advertising. The Sino-Japanese quarrel is puerile in com-

parison with the conflict of self-interest over tax reductions.

"Oh, for a genius who can devise some plan which will eliminate conflicts of

self-interests in the administration of local government. And what a genius he

would be!"

CHAIRMAN CORNELL: We are very grateful to Mr. Moe
for taking some of the mystery out of municipal accounting. If

there is one thing which these convention sessions should do for

us, it is to broaden our viewpoint. Here we have a field which

directly affects every taxpayer of the country, and a field which

most of us in our daily work cannot have time to examine.

I do not doubt that there will be questions for Mr. Moe, but I

should like to defer putting them for a few minutes.

Our second speaker is one of Boston Chapter's gifts to the National

Association. He is a product of Harvard University and of the

Suffolk Law School, Boston, and a member of the Massachusetts

bar. He has had a broad and varied experience. He spent some
time in the advertising field with the Zain Advertising System
at Hartford, Conn.; five years with Bird & Son, Inc., at

East Walpole, Mass., as assistant to the sales manager, and
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liaison man between the sales, manufacturing, and planning depart-
ments.

His present connection is that of cost accountant for the town
of Brookline, Mass., specializing particularly on the cost records of

the Highway, Forestry, Garbage and Sewer Divisions.

I am sure you are going to enjoy hearing this paper on "The
Practical Application of Cost Accounting to City and County
Functions/' by Arthur A. O'Shea. Mr. O'Shea.

PRACTICAL APPLICATION OF MUNICIPAL
COST ACCOUNTING

ARTHUR A. O'SHEA

Cost Accountant

Town of Brookline, Massachusetts.

E WOULD be difficult for me to adequately express my appre-

jiation, not only for this cordial reception, but for the opportunity
which the Association has given us for the presentation of the prob-
lems of the municipal cost accountant.

You have, as it were, taken us out of the classification of the

"forgotten man," and it is my hope that the paper I shall present

will assist in a small measure in determining the problems of munici-

pal accounting so that we may bring substance from shadow, and

that we may see light where obscure darkness has heretofore pre-

vailed.

There is perhaps no subject which is more timely than that of

municipal cost accounting when the universal plea seems to be for

relief from the rising and excessive cost of government. Although

municipal cost accounting is in its embryonic stages, it is neverthe-

less making definite headway in various municipalities throughout
the country. Most public officials, in fact, are eager to cooperate in

every way possible toward the reorganization of local government

upon modern business principles.

Municipal corporations are comparable to many of our greatest

private enterprises with respect to the capital investment and cur-

rent operating expenses involved, and in most instances they far ex-

ceed them. The private corporation, however, is extremely cautious

as to the character and individual capabilities and qualifications of

the persons to whom its management is to be entrusted. This has

not always been the case in municipal management, but during the
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past few years there seems to be a growing tendency among citizens

to interest themselves in the functions of local government and more

particularly in the selection of the managers or directors of each

municipality. There is a distinct realization that indifference in

such matters results invariably in increased taxes and assessments.

Whereas, with some care on his part the citizen can benefit greatly,

for as in the case of a stockholder in a private corporation, he will re-

ceive quasi dividends which will be paid to him in the form of lower

tax rates and a higher standard of municipal service.

Let us consider for a moment the management of a private indus-

trial corporation. Here we find that extremely keen competition

requires the following of costs very closely and frequently, for the

variance of even a fraction of a cent in each progressive operation is

of vital importance. A constant vigilance is maintained to deter-

mine all the leaks in order to insure any possible saving. On the

other hand, municipalities often fail in the economical operation of

their various departments, due to the absence or lack of sufficient

detailed information. They have relied in many cases solely upon
either budgets or a monthly comparison of expenditures to assure

themselves that there was a sufficient balance left to cover operating

expenses until the end of the fiscal year. If it was evident that def-

icits were to be incurred, it was only necessary to request an addi-

tional appropriation from the legislative body, which expense would

invariably be assumed by the "good provider*
7

the tax payer.

Proper municipal management presupposes cost systems. Cost

systems reveal corruption, and conversely, corruption stifles cost

systems whenever possible. The degree of efficiency, then, is de-

pendent upon the degree of political persuasion or tolerance in a

given community.
The cost system should be as simple in its operation as possible

and should never be subject to any justifiable criticism from those

who complain of the high cost of cost accounting. In the case of

municipal cost accounting, the problem presented is not as great as

that experienced with private corporations for it is not essential to

follow each operation with the same degree of caution as is necessary
for the determination of selling prices to meet fluctuating and com-

petitive markets. There may be a possible exception to this, how-

ever, in an instance where a municipality produces some of its own
materials, whether it be trap rock or asphalt for road construction or

possibly electric power. On the other hand, the private corporation

keeps its cost system on a progressive basis, following the raw ma-
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terial from the time it is delivered on the receiving floor and subse-

quently through each additional operation until it leaves the plant as

a finished product, whereas, the municipality must concern itself

with many unrelated services or functions. I do not wish to infer,

however, that municipal cost accounting is of any less importance or

advantage than private corporation cost accounting. The only
difference is that where there is a lack of proper accounting in pri-

vate competitive corporations, the firm does not realize sufficient

profits to either meet competition or to carry on operations indefi-

nitely. The usual penalty is that they are ultimately forced into

receivership. The municipal corporation, however, is not so penal-

ized and its shortcomings and inefficiencies are materially reflected

in a higher tax rate. Very few manufacturers would organize for the

express purpose of producing an extremely diversified line which

would require different marketing channels and separate selling or-

ganizations. There is always the attempt to organize for a single

purpose mill production. Yet, consider for a moment the public

works department of the municipality, which department, with the

possible exception of the school department, expends the greatest

portion of the tax income. Observe the diversified character of the

following list which is but a partial tabulation of the various func-

tions which must be followed :

Cleaning and repairing of catch basins

Cleaning and repairing mains

Collection of paper
Collection of ashes

Collection of garbage

Operation of incineration plants

Maintenance of dumps
Installation and maintenance of signs, guide boards, traffic

lights, traffic lines, fences, etc.

Street lighting

Plowing and removal of snow

Street cleaning

Construction of roadways

Resurfacing and maintenance of roadways
Maintenance of the garage

Construction and maintenance of sidewalks.

This list will afford some idea of the numerous unrelated accounts

which are encountered. The compilation of proper cost data in each
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activity provides a sound basis for comparison of similar work exe-

cuted either by contract or by other municipalities. Furthermore,

they enable the official to justify his expenditures. It is extremely

important, however, that the information offered by such accounts

should be sufficiently detailed for the reason that no two projects are

exactly alike in every respect. The cost figures, therefore, are not

helpful unless they lend themselves to analysis. In this way, any
subdivision of the work may be singled out for separate study in the

event of a possibility of revision or elimination.

There are a great many problems which must be taken into con-

sideration when planning for municipal cost accounting. First of

all, unlike a private corporation which has absolute control over its

personnel, the municipal corporation is usually restricted to civil

service employees who may be perfectly qualified to do the particu-

lar physical tasks assigned to them but, nevertheless, may be far from

capable of producing the desired data which must be obtained for

accurate cost reports. Then again, there are many restrictions

placed upon municipal labor to the end that they are only permitted

to do the work specifically set forth in their civil service rating.

For example, a carpenter who may have finished the particular task

assigned to him cannot be transferred to any other departmental

activity. This statement is not made in derogation of civil service

for it has many distinct advantages and it owes its origin to the many
abuses which have crept into municipal government. Nevertheless,

it is one of the problems which must be considered as distinct from

problems encountered in private enterprises.

Many municipalities endeavor to analyze their expenditures at the

end of each year in the attempt to justify expenditures in various

branches but it is obvious that historical records are of no value in

determining current problems. Each day, or at the very latest, at

the end of each week, the cost of each particular function should be

determined to insure maximum efficiency with its consequent savings,

or to ascertain whether or not the desired standards are being main-

tained. Cost systems also result in a specialization of effort with a

marked increase in the returns of each activity. It is argued from

many sides that municipal forces are inert to a much higher degree
than is the case with private contractors. One of the primary rea-

sons for this lack of effort is the absence of direct or indirect super-

visory forces. Many municipalities are wasting thousands of dol-

lars annually due' to the unbalanced ratio of mental to physical

forces. In order to bring the supervisory staff to normal, it would
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involve substantial increases in salary appropriations with a conse-

quent risk of political interference or inefficiency. A municipal
cost system can relieve the situation by measuring the potential

possibility and capacity of each force or service and determining the

production to be derived therefrom. I shall illustrate this point
more clearly later on when I discuss the work of cleaning catch

basins.

In setting up a cost accounting system, it is extremely advisable to

avoid the use of arbitrary figures. By the use of them the account-

ant is soon led astray and the penalty of such a procedure is a marked
increase in the percentage of inaccuracies. It is far better to take

sufficient time at the outset to make a very rigid survey of the par-

ticular activity for the purpose of setting up proper standards. The
work of setting up proper standards involves the question of accurate

measurement, whether it be a measurement of labor efficiency, a

measurement of equipment efficiency, or a measurement of material

utilization. The use of such a table of standardization is extremely

helpful in the preparation of annual budgets and the scheduling of all

projected work. Then again, it is also very desirable to establish

uniform records among the various municipalities, for it becomes

vitally necessary to know what each particular service costs. In

street surfacing work, costs are kept on the square yardage basis.

In the garbage and ash collection service, costs are kept either on the

tonnage or cubic yardage basis. In street cleaning, the costs are

kept either for each clearly defined section or on a mileage basis. In

the work of snow removal, the costs are kept per cubic yard of snow

removed and per mile of roadway maintained, as well as per inch of

snowfall. In other words, the cost should be accurately shown for

each accepted unit of measurement. Very many municipalities

measure the effectiveness of their work by comparing per capita

costs. This is extremely helpful when there are so many variables

that enter into the circumstances of each case. By variables I

mean that climatic or geographic conditions may be quite different.

In addition to this, the character of the population may have to be

considered. Some municipalities, for instance, may not take into

consideration unused labor constituting expenditures for holidays,

vacations and sick time, whereas another municipality may not take

into consideration equipment rental. Still another municipality

might go the limit in considering its overhead costs to the extent of

figuring the depreciation of equipment and plant, as well as to in-

clude the interest on investment and loss of taxes involved in a given
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undertaking. We can, therefore, appreciate the value of standard-

ization or uniformity in unit cost records.

There are certain items of overhead which are fairly constant and

are under more or less scrutiny and control, and if a municipality
would only exert every effort to minimize lost labor and wasted ma-

terial, it would then have the expenditure of a considerable portion of

public money well within its control. Then by establishing an ade-

quate system for reporting the daily accomplishments of each force,

it will be possible by a cursory glance at the results obtained from

such records for the supervisory force to best determine where to

direct or concentrate their efforts. Fewer bosses are required in

certain classes of work, for the cost record is more persuasive than the

eye of the task-master, for one skilled department head can direct

more men with much greater efficiency and effectiveness than is

possible where cost records do not exist. The work of compiling

figures leads to a study of differences of costs which is the first step

in an introduction of more modern methods.

Before going into detail as to the application of cost accounting, I

might take just a moment to give you some idea of our munici-

pality. Brookline, Mass., is a community having a population of

approximately 50,000 inhabitants. It has an area of 6.81 square
miles and although its population is far in excess of the statutory re-

quirements for a city charter, it has nevertheless retained its town

form of government upon which it has thrived so well since its in-

corporation in 1705. The only change, in fact, was the adoption of

a limited town meeting form in 1915 in consequence of the ever-

increasing and unwieldy attendance at the town meetings. By the

influence of some strange wisdom, we have refused to grow up into a

city. It is primarily a residential community because of its close

proximity to Boston, which city in fact practically surrounds it.

For this reason, our problems are quite different from what they
would be if we were geographically isolated.

When our cost system was first adopted in 1925, officials were

amazed with the response of every activity to consequent savings.

The highway, forestry, sewer, and garbage departments which were

operated independently were consolidated under a superintendent
whose duties are comparable to those of a public works commissioner

in a city government. Greater efficiency has been realized by cen-

tralized purchasing and a reduction by consolidation of overhead

burden. It is now possible to exchange laborers from one ac-

tivity to another in each of these four departments in view of the
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fact that they are under one supervision and appear on but one

payroll.

Establishing Efficiency in Garbage Collection Service

The first activity which we will consider is that of the garbage col-

lection service which has received so much favorable comment from

public health officials throughout the country. Each year, in fact,

students from the various medical schools and colleges around Boston

have visited us for the purpose of making a study of our system.

You will recall that a few moments ago I mentioned the necessity

for the proper measurements of any activity for the purpose of es-

tablishing standards. This is exactly what was done in the garbage
collection service. A complete survey of the work was made for the

purpose of cutting costs and increasing efficiency. It was felt that

the previous arrangement of one collection a week under the con-

tract system was inadequate and unsatisfactory. It was, therefore,

decided to collect the garbage three times a week from residences and

daily from commercial establishments because of the quantity pro-

duced; in other words, standard of service rather than cost was the

determining factor in the minds of the town fathers, although, strange

as it may seem, the high standard has reflected a comparatively low

cost to the citizens. Frequency of collections has directly improved
conditions of health for it has reduced the quantity of material stored

on the premises and, thereby, the cumulative storage throughout the

town. This naturally reduces the fly and disease-bearing nuisances

and although its effect upon the health of the citizens cannot be

measured precisely, it is sufficient to conclude that the splendid

record of health among the citizens is due in no small measure to the

present standard of garbage control. I might mention at this point

that Brookline has received the highest record for the last two years

for the municipality of its size rating the highest standard of health

among its citizens. Another important advantage of frequent col-

lections is the fact that garbage does not reach the stage of Decom-

position that is experienced in many other communities. The
town is laid out in definite routes and the adherence to time sched-

ules is really extraordinary. An attempt is made also to prevent any
lost effort on the time of collection forces. For example, if a family

leaves for an indefinite trip or goes away for a summer vacation, the

collector, after two or three calls, drops the premises from his route.

The burden is then on the householder to call the garbage collection

headquarters and collections are immediately resumed.
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The trucks are municipally owned and maintained. They are

kept in good repair, are washed with warm water each night, and

present a spick and span appearance while on duty. This high

standard has a distinct aesthetic value to the citizens and their

community and the absence of heterogeneous equipment no doubt

makes them less noticeable in moving about on the street. Pneu-

matic tires were adopted for the purpose of increasing the speed and

cutting that part of maintenance cost which is due to the tremen-

dous pounding and jarring which obtains with the use of solid tires.

Pneumatic tires, incidentally, further reduce the wear and tear on

town-maintained roadways. As a result of the survey analysis, each

truck was placed in direct charge of a chauffeur who is responsible

for a schedule and who takes all orders with respect to collections

from the inspector. Each chauffeur must also act as a collector

and occasionally each collector is called upon in various instances

to drive the truck. When the truck starts off on the route, each

collector goes to the source of garbage, usually in the rear of the

premises, and whenever it is necessary, as is the case when the

chauffeur happens to be engaged in the service of collection, the col-

lector boards the truck and drives it ahead so that as fast as garbage
is collected, the truck is being brought ahead by each man in turn.

The survey also included a study for the purpose of arriving at

some system whereby it would be possible to expedite the work of

the forces and compensate them for extraordinary efficiency or effort

in line with the practice prevailing in private enterprises through the

use, for instance, of the bonus and piece-work plan. The tonnage
that should be collected by each force was therefore determined and

there was an understanding with the men that when this tonnage was

collected, their day's work was accomplished and they were through.
This fact, in itself, obviously had a tendency to keep the men moving
and each collector was in reality a check upon his co-worker. In

such a crew, a slow man obviously would not be tolerated since he

would prevent the other men from finishing early. These men all

average about 30 years of age and have been selected with due

respect to their physical capacity and agility. The men, therefore,

are working at top speed in the morning when their resistance is high
and in the early part of the afternoon when fatigue is inclined to

manifest itself, they are finishing up. This stimulus has the added

advantage of reducing the time when trucks are seen on the street,

for which the citizens are usually grateful. Through the use of

pedometers, it was found that in some instances the men walked as
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far as 22 miles per day on the collection routes. A plan was

adopted therefore whereby routes were slightly changed so that every
other day the distance to be covered would be somewhat less than on

the previous day. In this way, the strength of the collector was
conserved.

A special form is used for each complaint that is received in the

office. On this complaint form the inspector must report the name
of the party interviewed and cite the specific facts in connection with

the complaint. On the basis of this information it is possible to

determine whether or not the complaint is justified. In view of the

extremely limited number of complaints which are received, we
found it was not necessary for us to keep monthly records; in fact,

most of the calls at the office were merely for resumption of collec-

tion or reporting new occupancies. Furthermore, in view of the fact

that the men must return to any collection point that has been

skipped, it can be readily appreciated that such a delay interferes

considerably with their getting through early. We believe this fact

alone contributes quite appreciably to the efficiency of the men.

Foremen's Daily Reports

In every departmental service the foreman should be acquainted
with the cost of his particular function. This is done to keep him in

competition with other foremen in similar branches of the work. In

like manner, a municipaldepartmentshould strive in a competitiveway
to exceed the attainments of other communities having similar depart-

ments in the matter of costs and records, as well as methods employed.

Every foreman is required to turn in a daily report similar to that

indicated by Figure 1. On this report appears the names of the en-

tire labor force and a record of whatever equipment was used on the

job, together with a notation of all material received. In this re-

port, as I have previously stated, it is extremely important to have

accurate information in order to give accurate cost reports, and to

accomplish this it is vital that the proper division of labor and equip-

ment rental be shown against the various appropriations. This re-

port is so designed that the distribution of labor over the various di-

visions of work is properly indicated so that when turned over to and

properly approved by the division fpreman or whoever is in charge of

the work, it may be passed directly to the payroll clerk. On the re-

ports of the foremen engaged in sidewalk or street resurfacing work,

there must be indicated the exact yardage of work completed during

the day.
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TOWN OF BROOKimE- Highway Department

May

Names of Entire Working Force HOURS WORKED
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FIGURE 2
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Figure 2 indicates the loose-leaf type of payroll which is used by
the department. The names and rates are printed in to expedite

the work of payroll preparation. This loose-leaf type payroll lends

itself to the obtaining of carbon copies whenever desired. Our prac-

tice is to make one carbon copy for the office files and to send the

original to the treasury department. Whenever an additional copy
is desired for the use of the Civil Service Commission, it is possible

to make one up as the week progresses. You will note that on some

of the names, a square or circle is placed about the mark. The sig-

nificance of these marks is to illustrate whether the man is being paid

for vacation, sickness or injured time. Thus, when the clerk is post-

ing this labor record to the personnel card, the proper notation can

be made of this information.

Unlike many communities which compute their payrolls at the

end of the week, the payroll clerk enters from the foremen's daily

reports to the payroll the hours worked every day by each member
of the force. Then as she posts the labor hours on the payroll, she

at the same time posts the division of labor directly to the division

sheet indicated in Figure 3. In this way, it is possible for her to

reconcile the total of her payroll and daily division each day, rather

than at the end of the week. The daily division of labor cost is then

posted to the daybook and subsequently to the ledger. This daily

division of labor is extremely helpful and advantageous, more par-

ticularly in municipalities where the same men are engaged in many
departmental activities with the consequential diversity in the allo-

cations of charges to different appropriations.

As previously set forth in this paper, it is extremely important that

the municipality maintain a proper control over labor, material, and

equipment, for these three items represent the greatest portion of its

expenditures. Unlike a private corporation, the matter of apportion-

ing the overhead or fixed charges is not so vital due to the fact that

there are no such immediate considerations as rent, taxes, insurance,

advertising, and selling expenses, amortization charges, and the like.

It is advisable, however, to include all overhead, and in the event

that it becomes necessary to compare the cost of work done by the

municipality with a possible saving under a private contract sys-

tem, all these important factors must be taken into consideration.

Control of Overtime

It is quite essential to take every precaution possible to prevent

unnecessary expenditures for labor. To accomplish this purpose, we
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are using a form indicated by Figure 4which mustbe filled in by every

departmental foreman. This form, known as
' '

Record of Overtime,
' '

is used in the nature of a deterrent and in submitting it, it is the duty

FIGURE 4

of the division foreman to state that the overtime covered emergency
work that could not have been completed in the regular eight-hour

day period. The foreman must state in detail exactly of what the
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overtime consisted. This report is designed to eliminate such chronic

abuses as working the men overtime solely for the purpose of ob-

taining additional remuneration. It has the further advantage of

checking any violation of the State Labor Law which limits the

forces to 48 hours per week.

One of the problems which is somewhat unique in municipalities

is that of properly caring for superannuated employees. A private

corporation may have a strong moral obligation in this regard but

the tendency in later years is to either retire them or dismiss them.

Whereas, in the case of a municipality, many communities do not

have a compulsory retirement system and the aged employees must

be cared for by assignment to duties which will not tax their limited

physical capacities and yet will not associate them with the other

forces to the extent that they become a demoralizing factor. It has

been our practice to place these older men in street cleaning patrol

work due to the fact that they work independently of other men for

the most part and consequently do not demoralize the younger men
who can accomplish a great deal more. It will then be observed that

the cost record kept of each section will vary considerably depending
on the physical limitations and efforts of each patrol sweeper.

Certain Legal Restrictions

There are also statutory or legal restrictions making impossible

the adoption of many practices which are common to ordinary ac-

counting; for example, in the purchase of new equipment, such

capital outlay must be charged directly to some specific appropria-

tion, although in fact the- equipment may be used in many different

branches of service. It is impossible to set up a garage sinking fund

for the purchase of equipment but fortunately it is permissible to

charge against such garage account a daily rental charge for the use

of equipment to the end that the cost of operating the garage maty be

entirely wiped out by allocating its expense to the various divisions

in proportion to the demands for equipment on the garage. Amor-

tization or depreciation accounts are not used generally and it is

necessary, in comparing the costs of municipal activities with those

of private contractors, to consider substantial depreciation and in-

surance costs. For example, in Massachusetts it costs $2 per truck

to register a municipal unit whether it be a four or five-ton truck.

You can compare that with the costs that are levied upon the private

contractor.
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Motor Truck Costs

The daily cost record as indicated in Figure 5 is kept for every

piece of motor equipment. The truck number is given, together

with the time it leaves and returns to the garage. The name of the

driver is also indicated, as well as the number of tickets collected in

the event that the truck might have been engaged in the collection of

rubbish or garbage from commercial establishments. The body of

the record is divided into three sections so that the driver may
record thereon the actual work done in the morning, afternoon, or, in

the case of overtime, at night. The driver must note the actual

work on which he was engaged, whether it be carrying material for

resurfacing a particular street, collecting garbage, hauling snow, etc.

He must also indicate the number of loads, as well as the weight of

each load and the time consumed on each project. On the basis of

such information contained on the cards, an accurate charge can be

made against the particular appropriation indebted and a proper
credit given to the garage account. It will also be noted that there

is a space provided on this card for gasoline, oil and grease used, as

well as the labor employed for washing and repairing. On the re-

verse side of the card may be found a detailed tabulation of the

various mechanical features common to motor equipment. In the

event that the driver encounters any difficulty during the day which

does not necessitate his returning immediately to the garage, he

must make a note of the same on this report. Then upon his return

to the garage at night, it is his duty to call the matter to the atten-

tion of the superintendent of equipment who will place the truck in

charge of a mechanic so that it may be put in readiness for work the

following day without loss of time. On the bottom of the card is a

space provided for the tabulation of any stock which may have been

disbursed by the stock clerk in connection with repairs on the truck.

The exact type of requisition form is shown in Figure 6. It might
be noted at this point that when requisition is made for replacement

parts, it is necessary for the mechanic to turn into the stock room the

old parts. The items then which have been posted on the bottom of

the card are priced and posted each month to the monthly equipment
cost record card indicated in Figure 7. To this card is also posted the

cost of gasoline and oil which is kept daily on a special oil and gasoline

record card. This latter card is kept primarily for the purpose of

comparing the daily consumption of gasoline and oil with the mileage
covered by the truck. It may be seen, therefore, that any discrepan-
cies or misappropriation of gasoline and oil will soon reveal itself*
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BROOKLINE HIGHWAY DEPT.

Daily Cost Record

Truck No 25 Date 5-J.8.-.31

Lett Garage. .. .7.2.0..... A...M Ret to. Gar....4.*30,

Driver AnJreiVMe Carthy Tickets Collected

EM.

A.M.
Work

7.30 12.00

Flush ^
Seaver St.

LOADS HOURS

2

P.M.
Work
12,00 ..4,30

Fit icK Co at in

Channinef Poad
Night

Work
4, 30 p.m.

7.30a.m.

Resurfacing
Clark Road

Trial 8

Gals. Gas .6. flrs. for Wash ,'/2..

Qts. Oil 1. Hrs. for Repair

Grease

Remarks :

Fan belt loose

J.JS,G,
Supt. of Equipment
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REPAIR REPORT

MOTOR
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The labor entailed for washing and repairing as shown on this

daily cost record card is also posted to the monthly equipment card

together with the cost of parts, tires, garage rental if any, and

proportionate fixed charges or unused labor, as well as any expense
involved for outside repairs.

An individual garage record card, which is shown in Figure 8 of

the exhibits, is kept for each piece of equipment and all notations of

repair materials used and the cost of outside repairs are noted so

Brookline Highway Dept Stock Requisition

Quantity Decription * Part No, Coit

To ItiaeJ M Signtdfa fc__

OK _-.
Stock Cfek

FIGURE 6

that a constant vigilance may be kept of the operating expense of

each particular unit. This record therefore reveals any excess cost

of repairs to the end that the question of whether or not a particular

unit has outlived its usefulness may be determined. The high stand-

ard of truck maintenance has been made possible by a very close

scrutiny in the matter of costs and the results obtained. Further-

more, records are kept of the accomplishments of each truck and as

in other services, this has a psychological effect upon the men to the

extent that they feel their superiors are interested in their work and

are keeping track of their individual efforts.

Ash Collection Service

A study was made of the ash collection service and it was dis-

covered that, due to the length of haul, the horse-drawn equipment
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had long since become impractical. Round trips to the dump in-

volved excessive time with the serious consequential item of lost

labor effort by reason of the fact that crews of laborers were required

Brookline Highway Dept.
Garage Repair Record

Description

FIGURE 8

to wait for the return of equipment. A study of the possibilities of

motorization was made and particular attention given to the type of

truck which would render the best service. It was decided that a
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chain-drive truck would give more efficient service with less wear

and tear resulting from constant starting and stopping. Since the

motorization of this service, the expense of collecting ashes and

paper was reduced approximately $30,000 per year. This was due

principally to taking up the slack in lost labor.

BROOKLINE HIGHWAY DEPARTMENT

Ash Collection Cost Record for_ _1932

Cost of \*\*x$l539JO Use of Trucks_J22j5!g_Total &**Z33/./0 Total T

K* Kensington Cire/e Dvmp
Dump cod. TM -foyfa CrOSSVMy QVmf>

FIGURE 9

The inspector in charge of ash collection keeps a record of the ac-

complishments of each truck as shown by Figure 9. From this re-

port he may observe from time to time the number of loads collected

by each truck, as well as the number of hours it worked. Under the
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column headed "Dump," he also enters a key letter which is trans-

lated at the bottom of the sheet under the caption "Dump Code."

At the end of the month the cost accountant is then able to post on

Comparative Costs (Ashes)
JUNE 1922-

FIGURE 10

this sheet the cost of labor and determine the collection cost per ton.

In the ash collection service average weights are usually employed
due to the fact that dumps are located in various parts of the munic-
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ipality and scales are not always available. Whenever the trucks

are in -proximity to the scale house, however, they are required to

weigh so that a constant check is kept on the average weight used in

the tabulation. If there is a variance from the standard cost per ton

arrived at for the collection of ashes, the dump code translation be-

comes a very pertinent consideration as to the length of haul for the

purpose of a justification of such variance.

Figure 10 indicates a comparative cost sheet which is kept for the

ash and paper service whereby it is possible to follow closely the daily

labor and equipment rental costs, together with the number of

trucks employed each day of the current year in comparison with a

similar period for the previous year. With the employment of such

a check, any variance is quickly discovered and its cause is deter-

mined before any great waste is suffered. A study of the cause of

such variance might indicate the prevalence of severe snow storms,

excessive heat waves, and the like. As previously stated, every

activity studied responded admirably to savings. In the paper col-

lection service, for example, it was found that considerable time was

lost at the incinerator while the men were engaged in unloading the

trucks. In view of the fact that the paper had been packed so

tightly, it was necessary to practically free the entire load with the

aid of pitchforks. As a result, a wire cradle was placed on the bot-

tom of the truck and an electric winch installed at the unloading pit

at the incinerator. Then the men only had to attach a winch rope
to the cradle in the truck and the time for unloading was reduced

from approximately twenty minutes to the matter of a few seconds.

The men engaged in these collection services, whether it be ashes,

paper, or garbage, are constantly instructed to deliver a higher grade
of service. Many of our large department stores have succeeded by
working under the influence of such slogans as "The public is always

right." In a similar manner, we try to impress upon the men that

they also must serve the public well. This attitude is reflected in the

comparatively few complaints that are received.

Street Resurfacing Delays Eliminated

The item of street resurfacing was found to be excessive and the

cost system analysis revealed that the labor item was running much
too high. This was due to substantial delays in the delivery of such

material as stone and asphalt. This fault was immediately cor-

rected and deliveries were planned so as to arrive within a few
moments of the time when they were required by schedule.
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The cost records, not only of construction but of maintenance,
likewise reveal a wealth of data for the proper study of the life of

pavements with respect to the relative demands of traffic upon them.

It has been found that as a general rule, macadam roadways are

expensive and do not wear sufficiently long when subjected to heavy
traffic on main arteries. The trend, therefore, has been to asphalt,

and whenever possible a concrete base has been used. Although the

first cost of asphalt on a concrete base is more per square yard, when
the life of the pavement is taken into consideration, the annual

maintenance cost is reduced. In the work of resurfacing the high-

way, the comparison of quantities of materials used per square yard
reveals at once the materials used in excess of standards. You will

observe in Figure 11 a tabulation of all the individual street resurfac-

ing cost cards. The analysis at the bottom of this sheet, which

shows average quantities of materials used per square yard, reveals

at once any excess use of material or variation from standards.

All materials are purchased by the department under a rigid order

system and before the material is delivered the approximate value

of the order is entered against the appropriation as an encumbrance.

The Problem of Snow Removal

We now come to another subject which is an extremely important
one to those who live in the northern sections of the country, and that

is the problem of snow removal. In Brookline, we have been experi-

menting for a few years in an endeavor to set up some standard for

snow removal. We have kept the cost of doing this work per mile,

per snowfall inch, and per cubic yard of snow removed. I therefore

believe that the data shown in Figure 12 will be of some interest. In

this we have attempted to show the actual operating cost of each

snow storm together with the cost of removing snow from various

public squares and in front of commercial establishments. The

operating cost in Brookline possibly runs somewhat higher than in

other communities due to the fact that Brookline is practically

unique in its policy ofshoveling sidewalks. In otherwords, the prop-

erty owner is not required to remove snow from in front of his prop-

erty. The town forces do this work and the results obtained are so

desirable that the citizens appreciate it and are willing to appropriate

adequate funds for it at the town meeting. In organizing the forces,

the town has been divided into various routes and as soon as one inch

of snow has fallen, the town forces are mobilized and plowing begins.

It is very interesting to note in the mobilization of the men for
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FIGURE 11
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snow work if we happen to strike a snow storm during the night,

there are certain key men for each section, and it is their duty to call

those directly under them and they in turn get in touch with other

members of the force. If the storm were so severe that it required

instant mobilization, a mobilization alarm would be sent out on the

curfew bells. The plows then keep going in progress with the storm

so that it does not get beyond control. Each man is given a definite

post and each successive storm finds him in the same position so that

he, in fact, becomes experienced within his own sphere.

Street Cleaning

In the work of street cleaning, we do not as yet employ machine

sweepers for two reasons; first of all, each machine that we have

studied has not given the desired standard of cleanliness so that it

was always necessary to supplement the work of the machine with

labor forces
;
and secondly, because the street cleaning patrol force

gave us the only possible chance of adequately caring for our

superannuated employees. The town, however, has been divided

into various sections so that it is possible for us to know the cost of

cleaning per yard for each section. In connection with street clean-

ing, I am going to suggest one other point and that is the fact that we
have 15,000 shade trees which are well cared for and of which we are

justly proud. Nevertheless, the cost of maintaining each patrol

section reveals that in the selection of roadside trees, due considera-

tion should be given to the peculiar habits of the tree; so you see,

clean habits are as important in trees as in human beings. Some
trees are so lacking in the observance of the proprieties as to cause

litter through blooms or fruit or through the breaking or falling of

fragile twigs or branches. These trees are to be avoided for the sake

of neighborhood pride and good housekeeping and the excess cost of

cleaning the particular section where they are to be found.

Overcoming Unbalanced Ratio of Mental to Physical Force

Earlier in this paper, I called to your attention the wasting of dol-

lars due -to the unbalanced ratio of mental to physical force. A
municipal cost system can relieve this situation by measuring the

potential possibility and capacity of each force or service and

determining the production to be derived therefrom. For example,
in the service of cleaning catch basins in a municipality which I have
in mind, the cost accountant has determined that one crew of two
men (chauffeur and cleaning machine operator) should be capable of

cleaning from eight to ten basins a day. The cubic yardage or ton-
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FIGURE 13



152 SESSION III

nage removed is then determined at the central disposing plant, thus

revealing the production or lack of production of that particular

force. A record, as indicated in Figure 13, of each day's work is kept

by the foreman in charge of this service. It will be noted that the

location of each basin must be given, together with the number of

loads and weight of material removed. To this report is added the

names of the force, also the labor and equipment rental cost, so that

the cost per ton or cubic yard of material removed as well as the cost

per basin can be determined at the end of each working day. It

might be mentioned at this point that if accurate records are kept of

actual labor and material costs of each function, substantial savings

can be made in view of the fact that these two items, namely labor

and material, represent the greater portion of expense in municipali-

ties. Cost systems furnish a wealth of information to municipalities

on practically every phase of governmental function. For example,
how often do we hear the public complaining of the burdens of the

gasoline tax
; nevertheless, real property has been accepting the bur-

den of increased governmental cost for many years. Yet, a study
will reveal that if it were not for the automobile, it would not be

necessary to expend so much money for expensive and improved

type pavements. We would not be required to maintain traffic

police forces. We would not be required to maintain numerous

signs and traffic lines, nor would we be required to install expensive
and elaborate systems of electric traffic control. I do not call this

matter to your attention as a proponent of gasoline taxes but rather

to suggest what may be revealed by proper study. Brookline is

making definite progress in this matter of cost work and we are

proud to say that it has one of the lowest tax rates in the state, being

merely $20 per thousand of assessed valuation. It gives a high
standard of service to its residents and its funded debt is extremely
low. There are other communities, however, which are making
equal progress and I have definitely in mind such communities as

Kenosha, Wis., and Lexington, Ky.
In Figure 14 is shown a monthly analysis of public works com-

plaint form which is used in Lexington, Ky., and which is ex-

tremely helpful to the department head in determining theweak spots
in his organization. In other words, it is the measure of success or

failure in municipal service. A great deal of credit is due to the

Committee on Uniform Street and Sanitation Records of Chicago,
which has assisted in the installation of many cost systems through-
out the country.
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A Cost Accountant Should Be Under Control of Public Works Official

The question has been raised several times as to whether or not

the cost accountant should be under the supervision of the controller

or finance officer of the community. There are many arguments in

favor of both methods, as the circumstances in each community will

vary considerably. I am rather inclined to favor, however, the

placing of the cost accountant under the direction of the public

works commissioner for he is more apt to be conversant with the

various phases of the work and by constantly going on location can

be of much constructive help. He is able to assist the commissioner

in working out his various problems and in following up the accom-

plishments and measurements of each undertaking. Furthermore, it

is possible for the public works commissioner to get his information

much more quickly and before the data becomes historical matter.

In concluding, I sincerely hope that I have illustrated some of the

possibilities of municipal cost accounting. Municipal consideration

and adoption of at least some of the fundamentals of this system of

control seem advisable and extremely practical. It is of great benefit

to the citizens and those interested in their government, for the

average citizen does not always comprehend the elaborate financial

statements published in the records or annual reports of his com-

munity, but when they are reduced to the unit cost, he is readily

cognizant of the work that is being done by his municipality. In

other words, you are not talking to him in carload quantities. It is a

stimulus to the organization and keeps the men interested, for the

department head, by taking them into his confidence, can show them

that the cost of work in any particular activity is exceeding the cost

of work if it were done under a private contractor. Their jobs and

their livelihood, therefore, depend upon their absolute cooperation.

The results that seem possible of attainment certainly warrant the

expenditure of the effort required to establish cost standards.

Municipalities are beginning to learn that there is something to con-

sider besides the cost of new road projects, as it is not the first cost

of such thoroughfares or arteries but rather the future maintenance

that effects the upward trend in taxation.

It might be stated in general that the function of cost work in

municipal activities is to analyze the cost of doing a particular piece

of work with a view to securing the minimum cost possible under

existing conditions, as well as to provide data upon which to base

estimates of projected work. These records should divulge such

information as:
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Excessive use of material

Excessive use of supplies

Inefficiency of foremen or workmen
Excessive lost time waiting for materials

Obsolete methods

Excessive overhead

Excessive cost in comparison with other municipalities.

Much of our municipal waste has been due to the practice of

increasing, though by a small amount, the individual budget items

each year. Every increase should be justified in fact and budgets
should be based not only upon past expenditures of public funds but

upon accurate estimates as well. Cost records afford a sound basis

of comparison and are a safeguard to the treasury. They furnish

adequate control over expenditures, an intelligent basis for deter-

mining required revenue, a safe control of debt, and a definite

warning for the conservation of resources. Where a cost system
is found operating in a municipality, we invariably find that that

particular municipality is operating on a strictly business basis.

CHAIRMAN CORNELL: Thank you, Mr. O'Shea, for that

fine talk, which was a splendid companion to the one which pre-

ceded it.

Directly related to this subject of municipal accounting, the

Association has received from Mr. Walter A. Staub, President of

the New York State Society of Certified Public Accountants, an

interesting letter, with which he sent us a copy of a resolution

adopted by that Society in March of this year.

Unfortunately, Mr* Staub could not be present to read that

resolution to you, but the Executive Assistant to the President of

the New York State Society of Certified Public Accountants, Mr.

Louis H. Renn, has just arrived on the platform. I am going to

ask him to read that resolution and to comment on it very briefly.

Mr. Renn,

MR. RENN ; I like nothing better than a mutual understanding.

Mr. Cornell said I would be brief, and he certainly hit the nail on the

head-

There happens to be in progress now in Cincinnati a convention of

Municipal Finance Officers. I suppose all of you have heard of it.

Just as a beginning, I am going to quote the statement of the Pres-

ident of that Association, Mr. George D. Begale, who also happens

to be the Mayor of Denver.
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He states, "The greatest problem facing American cities today is

that of municipal finances." I do not know how much cost ac-

countants are interested in municipal finances, but I know the

members of the New York State Society of Certified Public Account-

ants, now nearing 2,000, are very interested in it because they see in

it a field that has hardly been tapped by the accounting profession,

and where, if you read the daily papers, you will see that some in-

stallation of business methods and proper accounting policies would

not hurt a bit; to wit, New York City.

This resolution was adopted by the New York State Society in

a meeting, I believe, in this very ballroom, on March 20 of this

year. Since that time we have been in correspondence with a

number of national organizations. We have also corresponded
with every mayor and fiscal officer of every New York city of over

5,000 population.

The replies from those people who are essentially in the field of

politics have convinced us that they, for the most part, have open
minds on the subject and would be glad to be shown wherein they

could improve municipal finances without cutting down the effi-

ciency of municipal government, and thereby increase! the standing

of municipal credit, which, during the last three months, while all

other securities have been going up, has been declining rather

sharply.

This resolution which I shall now read to you, is as follows, in full :

11 The New York State Society of Certified Public Accountants respectfully

urges upon the President of the United States, the governor of the State of New
York and other officials and bodies concerned, the great desirability of the publica-

tion of more informative, prompt and frequent reports relating to the public

finances.
" We believe that governmental financial statements should be made as clear and

informative as the statements developed by modern accounting systems and

employed by the most advanced industrial corporations. The accounting

principles involved in determining the financial condition and operating results of

government are identical with those applicable to private enterprise, and the public

presentation of governmental accounts in such form as will lead to a better under-

standing of the public finances by our citizens is of paramount importance.
"The general understanding of the balance sheets and income statements of

business has progressed with greatly accelerated speed during the last two decades

as the direct result of three developments during that period. Corporation securi-

ties have become much more widely distributed and interest in the facts as to

financial condition and operating results has been multiplied proportionately.

Intensive study and analysis of corporation reports by management, investors

and economists have improved their form and content. Internal revenue laws

have instructed all citizens as to meaning in relationship of these two statements.
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11 We believe it possible so to report the financial condition and operations of

government that this increased familiarity with the two basic financial statements

of business may be utilized to bring into existence a new kind and increased degree
of public interest in governmental finance, and that such interest, being based on
a better understanding of fiscal facts and problems, would be a powerful aid to

good government, economic reconstruction, and permanent stability."

The letters referred to, which we have received from various state

municipal officials and heads of national organizations of all types,

particularly those which have made it their business to study munic-

ipal finances, have indicated that when we drew up this resolution

and passed it we commenced something.
I assure you, gentlemen, if you are interested in it at all, we intend

to carry it to its logical conclusion. Until possibly six months,

perhaps a year, ago, there was very little interest in municipal
finances. Occasionally, a holder of municipal securities would try

to get some information. Sometimes he might get a city official

to give it to him. Other times he might not be so fortunate in

securing a clear and comprehensive statement. However, numer-

ous defaults which have occurred recently in some of our best

cities have changed the situation.

Now the operations of municipal government are being scanned

eagerly, and public opinion is demanding that sound principles of

accounting be applied to municipal finances, and complete and

understandable financial statements be published, at least monthly.
We believe that every taxpayer and every holder of municipal

securities has a perfect right to ask a municipal official, especially

the chief, such as the mayor or chief fiscal officer as treasurer, to give

him a thorough and understandable accounting of their steward-

ship of his money at least once a year.

I thank you.

CHAIRMAN CORNELL: Thank you, Mr. Renn. Mr. Renn
has put before us the thought that the general accounting methods

of a municipality should be as well designed as are the cost account-

ing records discussed by Mr. Moe and Mr. O'Shea.

The meeting is now open for general discussion from the floor.

Mr. Moe and Mr. O'Shea have agreed to answer questions. Please

remember the purpose of the session. Its scope does not include

federal accounting, nor do we want to talk about the excessive cost

of government.
The discussion should be informal and may take the form of

questions addressed directly to either of the speakers, or it may be
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in the form of a statement of your own in amplification or criticism

of anything they have said.

W. G. SCHULZ, (Cost Accountant, Perfection Stove Co. Cleveland,

Ohio) : I should like to ask one question. Is there any incentive

plan for the foremen or directors in each of the divisions they were

speaking of?

MR. O'SHEA: The only incentive that I can think of for the

foremen is increased responsibility and experience on promotional

examinations for civil service. In the case of laborers, we never

requisition the civil service for chauffeurs. We always pick our

chauffeurs from the laboring group and make that a promotional

step.

G. W. SEYBOLD, (Treasurer, Eureka Mower Co. Utica, N. Y.):

I should like to ask Mr. O'Shea if his figure of the $20 per thousand

assessment in Brookline if he could elaborate on that a little to

give us a little more light as to the comparison with what we may
have for our own cities. There are three things, I think, that will

enter into that. One of them will be about the proportion of the

assessed to the actual valuation. It would give a higher tax rate if

assessed lower than 100%.
Another one would be comparison of Massachusetts with New

York State in the division. For instance, some things in Massachu-

setts may be included in county taxes, whereas in our state they

might be in the municipal taxes,

I take it that your taxes included the school fund for maintenance

of the schools. I wonder if you could give us a little more on that.

MR. O'SHEA: My understanding of the assessment is that the

$20.40, to be exact, per thousand of assessed valuation represents

approximately 90 to 100% of the normal market value of the

property, not on the basis of your present deflated prices.

What was your other question?

MR. SEYBOLD : I do not know that you can answer it, but I do

not know how your division might come. For instance, you have

ash and rubbish collection. There are a number of activities in

some sections that are considered a county charge and would not

come in yours, whereas, in some other sections they might I

wondered if there was anything you had along that line to enable

us to get a comparative set-up.
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MR. O'SHEA: I see what you are driving at. That figure

represents every expense that is imposed on the taxpayer, whether

it covers schools, state and county taxes, highways, public health,

protection of persons and property in fact, everything but poll

taxes and personal property taxes.

In other words, there is a state tax which is collected by the

municipality for old age assistance. It amounts to $1 per male

capita. Then there is the tax for personal property, which is more
or less of an arbitrary tax on personal property and bank deposits.

The tax of $20.40, as I say, represents every possible charge that

can be made upon the resident.

MR. SEYBOLD : That includes the county taxes?

MR. O'SHEA: The proportion of county taxes assessed upon
the community. It includes any state taxes assessed. It includes,

for instance, in our case, an assessment upon the community for

deficits in operating the Boston Elevated Railway, and things of

that sort.

MR. SEYBOLD: In your purchase of your motor equipment,

you set that up in the same way as an industrial concern? That

does not go in under the year it is purchased as an expense item

total?

MR. O'SHEA: We do not set it up as you do in industry. We
must charge the whole cost of that piece of equipment directly into

some appropriation in that current year. The only thing we can

do to compare with the practice in private industry is that daily

rental charges are made for the use of trucks which offset the cost of

operating the garage. It is contrary to law to do that. It is one

of our legal restrictions.

MR. SEYBOLD: I was thinking how your depreciation runs.

Do you use it as an offset?

MR. O'SHEA: We do not charge depreciation into any current

operating cost figures. We simply consider that as an extraneous

item when we want to compare the cost of our work with what it

would cost us if we were to have the work done by private contract.

Those are outside considerations.

MR. SEYBOLD: Thank you. I think I have a better picture

now.
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J. B. BROWN, (Member, Brown fir Imhof Louisville, Ky.}:

You mentioned in your paper about the City of Lexington, Ky.,

reducing municipal costs. I should like to report that last month the

Kentucky Society of Certified Public Accountants held a meeting
in Lexington at which Mr, Paul Morton, the city manager, made a

very interesting talk. He brought out one phase of reducing costs

by operating on a cash basis.

He stated that the cash discount which the city received last year

amounted to more than five times his salary. The City of Lexington

pays all bills the same day they are received, and before any requisi-

tion is converted into a purchase order, it is first sent to the city

auditor who approves it for payment on an estimated cost. The

requisition is then sent to the purchasing department and all pur-

chases involving any substantial sum are submitted for bids.

When it is selected they ask how much it is for cash. In that way
they have made substantial savings on cash discounts.

I should like to ask if your city operates on that basis and has

saved any substantial amount in cash discounts.

MR. O'SHEA: There is no attempt on the part of our commu-

nity to expedite the payments of bills. In other words, we pay

usually on the second Monday of every month every voucher that

is received, but in any instance where a discount is allowed, the

treasury and accounting departments will allow that voucher to go

through with the weekly payroll so we can anticipate all cash

discounts.

I might say that many communities in Massachusetts are now

considering the advisability of collecting taxes semi-annually to

reduce, if possible, the interest cost in borrowing in anticipation of

taxes. I think Mr. Moe has more information on that subject that

he might offer.

MR. MOE : The gentleman who just spoke so kindly of the City
of Lexington, Ky., is absolutely right. There are many other cities

that are carrying out the same principles as carried out in Lexington.

The State of New York, for example, has 14 cities that have

centralized purchasing at the present time. In the cities of over

100,000 population in the U. S., of which there are 91, about 50%
have centralized purchasing as explained for Lexington. .

The large cities like Milwaukee, Minneapolis, New Orleans, and

Cincinnati report large savings from pooled buying power of their

city departments which nets many thousands of dollars annually.
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Cincinnati has perhaps carried that plan further and done a better

job than any community because they have taken in the three main
units of government county, city and schools. In the first place,

they have prepared a consolidated long-term plan for all improve-
ments for city, county and schools. They have combined their buy-

ing power in much the same manner. The same price is paid for

coal that goes to the county as for coal that goes to the city institu-

tions or schools.

In purchasing, if we want to get real cost accounting, we need

centralized stores. Many have not gone that far for the simple rea-

son that some state laws will not allow cities to set up revolving

funds to carry stores until consumed. Centralized purchasing with-

out centralized stores does not provide desirable results for control

over inventory of material and supplies. When you do not have

centralized stores, operating departments will increase their budget

requests so that at the end of the year they can purchase materials to

beat the next year's budget. With centralized stores, we eliminate

such practices through the budgetary control system. Budget esti-

mates carry only the amount of material which the operating depart-

ments are actually going to use during the year. The stores ac-

counts carry the perpetual and annual inventories.

For example, in Lexington, Ky. ? City Manager Paul Morton de-

cided to operate a centralized store for supplies used by all city

departments and a central equipment bureau. Further, he decided

to set up a replacement reserve so that whenever equipment needed

to be replaced, he would not have to appropriate any department
account for such purchases. The only time appropriations would be

made for new equipment would be in case it was not a replacement.

The Lexington store handles all commonly used commodities for all

departments. Commodities used only by a single department are

purchased direct for those departments. iFire hose is one good
illustration. No other department in the city uses new fire hose.

The Sewer and Works Department may use old fire hose for clean-

ing sewers.

The stores control account carries the inventory at the start of the

year, plus all purchases during the year, and at the close of each

month a distribution of all stores issued to the appropriation account

and cost account is provided. As the distribution is accumulated ,

the needs of both the general and cost accounts is met at the same

time. At periodic intervals the city general accountant goes to the

storehouse and checks the fiscal stores with the book accounts.
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All city-owned equipment is carried in one control account in the

general accounting office. These general accounts do not tell what
cost operations equipment works on, but they must carry the charges

to the appropriation accounts. Therefore at the end of a complete
distribution of all equipment, rentals are provided so that both the

cost and general accounts can be charged. Rental rates are not

used for police and fire equipment. The garage and repair shop

charges on this type of equipment are made at actual cost. When
rental rates are charged the equipment account is credited, so this

account is cleared and has no balance fund for that. Current city

cash is used to finance these expenses until bills for rentals can be

passed.

R. J. HANNON (Member, Naramore Nils and Co., Troy, N. 7.):

I should like to ask if it is a custom to tie this cost system into the

general books.

MR. MOE : Absolutely. The cost system is not worth much un-

less there is some control in the general ledger of the city. Some-

times it is difficult to get proper controls established, partly because

some of our city finance officers have been slow to appreciate the

value of these control accounts and partly because state laws in some
cases do not cover costing.

The City of Kenosha, Wis., makes an appraisal of its equipment at

least once every two years by competent appraisal engineers. The
director of finance sets up the values so furnished and provides
the annual depreciation charges on plant and equipment. Thus,
the costs of equipment include a depreciation charge. Further, the

finance office carries one stores account for material and supplies in

stock. The purchasing agent has control over stores, bills the

storekeeper and charges departments monthly for stock delivered to

them on stores requisitions.

Two years ago in making an installation of public works records at

Troy, N. Y., the city controller did not see the need of establishing

the control accounts which we desired and which are needed for cost

accounting; therefore, we arranged for our own control accounts

within the works departmental accounting system. The works de-

partment in Troy has much broader powers and carries on many
more activities than do similar departments in other states.

In Binghamton, N. Y., which is another Class B qity of New York,
we were able to get the controller to establish excellent control ac-

counts for the departmental cost accounts. Here equipment rentals
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are channeled through the general ledger in the department of

finance. The city manager of Binghamton insisted upon adequate
control and to him is due the credit for these improvements.
There are many common problems of payroll distribution which

affect every city. Often we find city employees receiving from two
to five pay checks in one weekly pay period, because cities use sepa-

rate payrolls for each public works activity payroll as a means of

obtaining the distribution. For example, there is often a payroll for

street cleaning, garbage collection, sewer repairs, etc., receiving an

appropriation. Thus, if a man worked on those three, he would be

placed on each payroll for the time consumed and receive a check

for a corresponding amount from each at the end of the week.

Obviously we provide one master payroll and one check goes to

each individual for his total time. The distribution of that payroll

is provided by foremen's reports and goes to the accounting office for

charging the appropriate accounts. City officials welcome such

changes because they provide adequate control and greatly simplify

procedure.

MR. HANNON: Thank you.

J. JAY DOUGHERTY (Member, Mills and Co., New York,

N. Y.) : Is it not true that where depreciation is not recognized,

the cost systems are practically valueless? In other words, many of

these cities take amortization of debt which is not usually based on

the same length of time as the life of equipment, with the result in

some cases of not retiring the debt.

It would seem to me to be sounder accounting to put depreciation

of equipment in the current budget and actually from that cash to

replace the equipment at the time it is exhausted. Certainly, if

depreciation and amortization of facilities is not recognized in cost, I

think from the standpoint of the general public the cost systems are

practically valueless.

MR. MOE: I agree with you absolutely on that. In all of our

installations we do include depreciation in the cost accounts and set

up replacement reserves. But when we set up replacement reserves

we have to be very careful that these cash reserves do not become

political footballs.

In the City of Chicago there is the vehicle tax. When that money
is raised and the citizen pays a $10 fee on his car and drives it on the

streets of Chicago, that money is supposed to be used to maintain
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those streets. That should be used to maintain those streets. That
should not be used for anything else. The bars are lifted at the

present time and a large portion of it is going for unemployment
relief.

All city departments must be considered when replacement re-

serves are installed, If it is decided to set up a reserve for deprecia-

tion on rolling equipment in one department, a cash fund must be

kept for the purpose of replacing that equipment; it should be so

fixed by charter provisions. If this is not done you have a political

football of thousands of dollars which can be used by an incoming
administration to promote politics in their behalf and thus defeat the

purpose for which it had been established.

We have to guard against all those things. I agree with you
absolutely that if we want true costs we have to include wear and
tear on rolling equipment. There is no question about it. If we
cannot get the control in the general books and cannot set up
reserves, we, at least, have to write it off on the cost record. We
make provisions to do it in every case.

CHAIRMAN CORNELL: I am sorry the time for closing has

come, but it is necessary to start our afternoon session promptly at

two o'clock.

I am going to extend the thanks of this Convention to Mr. Moe
and Mr. O'Shea for the effort and the time they have put on the

preparation of their papers, and for their splendid presentation. I

want your support in a rising vote of thanks.

. . . The Convention arose and applauded. . . .

. . . The meeting adjourned at twelve-fifteen o'clock. . . .
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PRESIDENT BULLIS: Ladies and Gentlemen: This is Flag
Day. We will all stand while Harry Whitney leads in a verse of the

"Star Spangled Banner/'

. . . The Convention arose. . . .

PRESIDENT BULLIS: At this time, I should like to welcome
one of our charter members, Mr. C. Oliver Wellington.
The three technical sessions we have had have served as an ex-

cellent background for this fourth technical session. We will hear

today about the new partnership between government and business,

from an outstanding leader who is closely in touch with the situation

in Washington. From his treasure house of splendid knowledge, he
will give us a picture of the part we can play in the movement for

a greater statesmanship in business.

There is no use hurrying if you are going in the wrong direction.

We hope that business which has been headed the wrong way for

several years has now turned the corner. We can afford to take

several hours today to get our bearings and see how we will be af-

fected by the new policy of the national government.
There never was a time like the present for us all. I hope in

these golden days we, as members of the National Association of Cost

Accountants, will become active leaders and will fill a valuable place
in the Nation's work.

It is now my pleasure to turn the chair back to the Chairman of

the day, Mr. Cornell.

CHAIRMAN CORNELL: The program originally arranged
for this afternoon's session provided for a discussion on the debat-

able points in cost accounting, with Dr. Sanders and Dr. Reitell on
the platform. Unfortunately, Dr. Sanders asked to be relieved of

'his assignment on account of the illness of Mrs. Sanders.

I know you won't think me ungracious when I say that it is fortu-

nate for us that we are able to fill his place on our program at this

167
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Convention with a discussion of the most important piece of legisla-

tion which has been filed with Congress, affecting industry and

accounting. Its possibilities are appalling. Its introduction is

rather startling, but some of its features are not entirely new to this

organization.

At our Convention in Chicago in 1927, at the close of the session

on "Taking Business Below Cost," Mr. C. R. Stevenson introduced

a resolution which was adopted by the Association, inviting Congress

to investigate the effects of the Sherman and Clayton acts on busi-

ness, and to consider the advantages which might accrue from new

legislation which would encourage cooperation and eliminate de-

structive competition.

That change which we asked Congress to consider at that time

has come, and we have an opportunity this afternoon to hear some-

thing about it.

Colonel Nelson B. Gaskill was formerly Assistant Attorney
General of the State of New Jersey, and formerly Chairman of the

Federal Trade Commission. He is a lawyer engaged in general

practice, but specializing in the field of trade relations. For the

past several years he has been President of the Lead Pencil Institute,

Incorporated.

I am glad to introduce to you Colonel Gaskill, who will talk to

you on the National Industrial Recovery Act. Colonel Gaskill.

THE NATIONAL INDUSTRIAL RECOVERY ACT AND WHAT
IT MEANS TO THE ACCOUNTANT

NELSON B. GASKILL, President

Lead Pencil Institute, Washington, D. C.

MR. CHAIRMAN, Ladies and Gentlemen: I assure you it is a

very comforting fact to realize that there are so many cost

accountants in the country, for your profession has before it as

complicated, as important, and as large a task as now confronts the

management of business itself.

Your position in the great movement which dates from today, is

that of a vital leadership. You are no longer relegated to the back-

ground, to be called into action whenever business management finds

that the margin between its costs and whatever prices it has seen fit
'

to make, becomes too small. From now on, your work will be the

vital basis for price making, for selling policy, for business control.



There are two phases of the work that you will be called upon to

do. One is advice and consultation with business in the preparation
of its preliminary applications to the administration in Washington.

Just how far that statistical service must go is, at least for the present,
somewhat in doubt, except that we all know there must be a sub-

stantial factual basis with reference to which there can be a compari-
son of proposed increases in wages, and possibly, increases in com-

modity prices.

While it is quite evident that the administration has no intention

of being over-technical, of being over-exacting, it is equally apparent
that the superficial guesswork, the over-broad assumption, the vague

estimate, will not suffice.

In that preliminary work, your past experience will be of great

value. In that work, your assistance will be absolutely necessary.

However, valuable as that is, the reality of your work lies in the

stages which are to come afterward.

It is evident that there is a firm, fixed intention on the part of the

Washington authorities to control business operations to the end that

there may be a profit to capital as well as reasonable wages paid to

labor. There must be, consequently, a better managerial control of

business operations, of distribution methods and processes, which will

steady the competitive processes to a point where profit becomes an

assured result of a sound business operation. It would be impossible

for me to exaggerate, or for you to exaggerate, the importance and

the significance of the relation of your profession to this work, the

reorganization of business management.
'

If I may, I should like to speak for a few minutes about the phi-

losophywhich underlies this Act, because, unless you understand some-

thing of its economic premises, you are liable to be misled in your

conclusions and in the work that you do. You must understand that

this Act implies far more than a superficial rearrangement of surface

effects. It strikes to the roots of age-old economic precepts and

traditions.

If you will remember, the processes which led up to this legislation

began with what was known as the Black Thirty-Hour Law. That

was an effort to stagger employment, to increase employment by lim-

iting the hours of labor. It became apparent that there was a valid,

practical objection to that Act, not so much an emotional objection

or an objection based on prejudice, but a very distinct recognition

on the part of business that that Act standing alone was likely to

accomplish two results.
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First, by increasing the wage cost to the manufacturer, it was

only too likely to lead to an increase in the use of automatic and semi-

automatic machinery to displace labor. In the second place, in-

creasing the wage cost without any promise of an addition to the

general margin for profit, it became apparent that the risk of busi-

ness disaster was entirely too great.

It was largely for these reasons that the administration did not

back the Black Thirty-Hour Law. Immediately following upon the

heels of that legislation came the proposal from the manufacturing

group for a relaxation of the anti-trust laws. That movement
dashed itself into foam on the rock of resistance which existed in the

Congressional attitude toward the anti-trust laws. The body of

opinion in Congress which still believes that the restraint of trade

doctrine is necessary to the preservation of our institutions, remained

unshaken. It became necessary, therefore, to join those two pieces

of legislation, and out of the combination came a statement of an

entirely new principle.

I think the situation can be fairly summed up in this: The time

has come when it is apparent that the continuance of employment,
the payment of reasonable wages, the maintenance of a sound social

order which is characterized by social justice, depends upon the ex-

tent to which invested capital in business can earn not only a re-

placement of its expenditures, but a margin for profit. It seems to

me that this interrelationship, this interdependence of interest

constitutes a new concept of the public welfare.

We now have, therefore, definitely related, three things: The

wage rate, which becomes the wage cost on the manufacturer's books;

the 'commodity price; the jnargin for profit. And these three are

component parts of one common interest. This new understanding
of the consumers' or publicfinterest throws a strong, clear light on

the much-vexed question of collective bargaining by labor, for wages
and work hours. If you will look back a while, I think you will see

that the curse which has previously hung over collective bargaining

by organized labor has been the fear on the part of the employer that

the wage rate fixed by collective bargaining might push the wage
cost to a point which would destroy the margin for profit, as it might
easily do*

Some years ago, at the time of the last anthracite coal strike, I

was told by the engineers of the government who were working with

the Coal Commission, that if there had been an adequate cost ac-

counting system in the anthracite industry, by which the production
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cost and the margin for profit could be calculated, the possible wage
cost with reference to the possible commodity price would definitely

establish the possible wage rate. In their opinion, that wage rate

would be acceptable to labor as it would have to be acceptable to

industry, and that on that basis the strike could have been settled

and the wage question equitably adjusted.

In other words, I think there is a great deal of misapprehension
at the present time with reference to the labor clauses in this Act,

simply because it is not clearly recognized that for the first time,

there will be established a measurement by which the reasonable

extent of wage to be reached by collective bargaining or any other

process can be determined almost with mathematical accuracy,

provided that you gentlemen do your work.

Back of this Act lies another idea: John Stuart Mill made it very
clear that an increase in the wage rate which was equal to the In-

crease in commodity prices, did nothing whatever for labor. He
argued that the only way in which labor could be benefited was by
an increase in the ratio of the wage costs to total cost and to margin
for profit.

It has not been definitely stated, and I do not know that it has

been definitely reduced to any. exactitude in the official minds in

Washington, but in the outcome of action under this law, if there is

to be a real benefit to labor, if there is to be a real contribution to a

steady purchasing power and through that process a benefit to indus-

try, that result will come as the ratio of wage costs to total cost and

to margin for profit, increases. That will mean a decrease in the

manufacturer's excess profits. In short, the assurance of a steady

profit rate to invested capital will remove the claim of justification for

high profit rates at one time to offset low or less rates at another time.

The purpose is very clear that there shall be a contribution to

labor, to purchasing power, to the social status, through the distribu-

tion of wages rather than by the collection of money through the

taxing power and its distribution in the expenditure of money from

the treasury for public works.

It will be necessary in the beginning that industry loan money to

labor and to purchasing power in the form of increased wages. It is

quite clear to the authorities in Washington, I think, that we cannot

safely go through another winter of unemployment. The funds for

private relief are practically exhausted. The possibilities of state

taxation for further relief are very slight. There must be a resump-
tion of employment, and there must be an increase in the payment of
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wages. It is that crisis which has forced upon the country what can

only be described as legislation which ends an epoch and begins a

new era.

The old theories of free competition, of laissez faire, of dog-eat-

dog, the survival of the financially fittest and most unscrupulous, are

over. I think you can draw two red lines across the bottom of that

page and begin your entries on a new sheet.

It is impossible that this shall be an emergency legislation only.

Whatever of reorganization industry goes through during the next

two years for the purpose of meeting this emergency will not be a

temporary statement from which industry will retreat to its former

positions or its former methods, or habits, or customs. This reorgan-

ization will be the point of departure for further development of

what I think can be called a regulated competition instead of a free

competition. You might also use the phrase, if you like, of a

systematized democracy.
I think there is dawning upon the public mind a recognition of the

fact that there is a community of interest which includes the manu-

facturer, laborer and the consumer, and runs through the entire

social order. I think there is developing a new understanding of the

community of interest in the management of invested capital as the

agency through which the device of private property must serve the

social objectives. I think we are beginning to see the necessity for a

protective regulation of the methods of use of capital in order that

it may meet the needs of the community for its commodity supply,

may furnish, in a constantly'moving circuit, the purchasing power
which enables the consumer to buy and, in return, enables the

manufacturer to employ.
There must be an end to the destructive practices which have been

regarded heretofore as the essence of individual economic liberty.

Just as it was recognized that political liberty meant, nevertheless,

government under the law, so are we coming to the point where we
are recognizing that economic freedom is, after all, government
under principles of economic control.

The loss-taking factor, the loss-making practice, the use of capi-

tal for the purpose of taking losses in order to extinguish competi-

tion, the idea of taking losses with the hope or the expectation that

there will be a future gain, must be a steadily diminishing factor in

our economic experience from now on.

That there will have to be a tremendous reorganization, particu-

larly in the field of distribution, goes without saying. I think we are
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just at the beginning of a recognition of the fact that there has been

no method, no principle, no control in the field of distribution. And
without any control of method or mechanism, distribution has grown
into an absolutely disordered mass of practices and customs, most of

which are directed at beating down prices instead of maintaining

prices at the level which will enable wages to be paid and a proper

compensation to be made to the producers of raw materials.

Consequently, I think you must vision the United States from

now on as engaged in a collective endeavor to do three things by in-

dividual initiative under systematic control; first, to produce an ade-

quate commodity supply ; second, to assure continuity of employment
and the payment of reasonable wages; third, to secure the replace-

ment of capital expended and its increase. There will be less con-

cern than formerly for the purpose of serving the individual greed, the

individual selfishness, or, if you like, the individual pleasure in the

avenue of economic liberty. I think it can be safely said that there

is no intention, no expectation, that this legislation is a drift toward

Communism or toward Socialism. As a matter of fact, for myself at

least, I can say this seems to me distinctly an effort to mark out a

hitherto unknown territory which was not supposed to exist, be-

tween the old concepts of Capitalism on the one hand, and Commu-
nism as the alternative.

If we can work out a method of control by which the individual

use of the private property device is maintained, but under conditions

which ensure in the tise of that property device a return of the ex-

penditure which is involved in its use with a margin for profit; if we
can make a price system operate so that the last iota of needed supply

will nevertheless come forward to the consumer, but always with a

return of cost; if we can modify our old ideas of price and value to

state them in terms of this new concept of a replacement of expendi-

ture, there is the possibility of our building in the United States an

economic sovereignty the like of which the world has never seen.

There is no necessity for us to follow down the beaten track of

despair which the old world has followed. We are carving out, as I

see it, in America, a new economic idea as we carved out a new idea

of political liberty. If that movement can succeed, there is no reason

why we should have any apprehension whatever with reference to

Communism or Socialism. We should see on the other hand, the in-

dividual liberty, freedom, opportunity, but under equal terms and

terms always that state the individual contest in the relative ability

of different men, rather than in their financial power.
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If we can grasp that philosophy and see that philosophy underly-

ing this law, and strive toward that end, we immediately begin to put
within the reach of possibility the ideas of social justice which have

plagued our consciences so long.

Under the old economic formula, it was always necessary that

there should be a shortage of supply. It was always necessary that

there should be someone, some part of the social order, in poverty.

On the old theories of price and value there could never be an equal-

ity of supply and demand without the disappearance of price and

destructive loss to the manufacturer and to the distributor.

Under that ruthless economic theory which has governed the civ-

ilized world now for 200 years or more, social justice was an impos-

sibility. It was always a question as to how far a satisfied majority

could control a justifiably dissatisfied minority. With this new con-

cept, it becomes possible for us to work toward a social order in which

poverty may be eliminated, in which there need be no shortage of

supply, in which the conduct of business, intelligently and scientifi-

cally governed, can be assured of a reasonable profit. And in that

concept, it seems to me, it becomes necessary for you to approach

your work.

You are going to be met with the ideas and the states of mind of

many men to whom the ideas at which I have hinted in a rather vague

way, are so foreign and so strange that they are utterly I will not

say unacceptable, but incomprehensible. It will be your job to

act as interpreters; it will be your task to seize upon the men, the

younger men, if you like, whose minds are open to a new idea, to

spread that idea and give them the vision which you yourselves

have, of a constantly brightening future,

I have no intention of talking to you today about the details of this

Act. They are written rather plainly in the statute, and after that

they become matters of administrative detail. However, there is one

thing which I would like to say to you, as I have with this audience

before ventured to rush in where an angel might hesitate. There is a

strong and an almost absolute necessity that as uniform cost account-

ing becomes the practice of industry, there should be a uniformity of

method and of understanding among cost accountants.

That will arise as a necessity because in one industry which has to

deal with a selective or alternative commodity whose cost account*

ing is worked up on'a different basis, there may be a disparity in cost

and price arising out of methods of accounting. This would be just

as injurious to conditions between those two industries as the ab-
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sence of uniform accounting would be between two firms in the same

industry.

There has been I do not say justifiable criticism, but criticism

of the difference of opinion among you, of the differences in methods
which you follow, of the inability of cost accountants to agree, which
has done your profession no good.

You now come to a point where you no longer function for the

individual. You come now to a point where you function for the

Nation, and just as there is to be a uniformity of cost accounting

practice and theory in the particular industry, so I think it is abso-

lutely desirable that you should arrive at some definite understand-

ings among yourselves with reference to uniformity in your own
work. It should no longer be said that the cost accountants are

unable to agree among themselves.

I think I have talked to you long enough. I have made you no
set speech but have tried to open your minds, to set you thinking,

rather than to do your thinking for you. I was brought here as a

"handcuff volunteer/
1

to help you if I could. Possibly you would

like to ask some questions although I fear to most of them I should

have to say,
"
I don't know." However, I shall try to answer your

questions if you will state them.

CHAIRMAN CORNELL: Thank you, Colonel Gaskill, for that

splendid talk, and thank you for coming here on such short notice to

appear on this program.
I have no doubt but that there are a large number of questions to

be asked from the floor, and it is fortunate that we have a man on

the platform who has already been introduced to you, who is splen-

didly equipped to handle the discussion on this Act.

Mr. C. Oliver Wellington is a partner in the firm of Scovell, Wel-

lington & Company of Boston and New York, amember of the Ameri-

can Society of Mechanical Engineers, and, as you have heard today,

a charter member of the National Association of Cost Accountants.

It is also fortunate that the second part of our program fits very

nicely into this discussion. We had arranged, you will remember, a

session on debatable points in cost accounting with the thought that

it was time to have another one of those sessions such as conducted

by the late C. H. Scovell in 1924, 1925 and 1926. We thought we
had a man on the National Board of Directors who could and would

undertake such a session.

Dr. Charles Reitell has had a varied experience in educational and
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professional lines. He is the head of the Department of Accounting
and Industry at the University to Pittsburgh, from which institu-

tion he is now on leave. In 1931 he was appointed chairman of the

Greater Pennsylvania Council by Governor Pinchot.

In making a list of his debatable points which he wished to discuss

with you this afternoon, he listed as the first one a question as to

what is this National Industrial Recovery Act. The two things go

together very nicely. I am going to ask Mr. Wellington to speak to

you now. I am going to ask him and Dr. Reitell to take charge of

the discussion on this Act after which Dr. Reitell will conduct the

rest of the session on his debatable points in such manner as he may
see fit. Mr. Wellington.

MR. WELLINGTON: Mr. Chairman, Ladies and Gentlemen:

For over fifteen years I have been rather closely connected with the

trade association movement, helping a number of groups of manu-

facturers, especially toward uniform methods of determining costs

in various industries, and I am particularly pleased that this Act

has emphasized to the average business man the importance of a

trade association.

Mr. Stevenson's remarks in 1927, as quoted by the Chairman,

emphasize again that the idea of cooperation in a trade or industry

through an association is not a new idea but simply one that has

been reemphasized at this time. Many if not most of the good
features of trade association work could have been carried out long

prior to the passage of the National Industrial Recovery Act. If

any trade group really wished to cooperate and stamp out bad

competitive practices results could have been obtained years ago.

I hope and expect that one of the important results of the present

Act will be to demonstrate to individuals and groups the advantages
if cooperative action, so that such action may be carried on long
after the so-called emergency is over.

You will remember that there was a similar situation when the

income tax law was first passed. Many of the smaller companies,

irms, and individuals protested at the requirements for detailed

accounting necessary to prepare the income tax returns. The
-esults have been, however, that forcing the small businesses to

seep adequate books and records and thereby know more about

their own business has helped the average concern to a greater

extent than would be measured by the taxes paid. Similarly,

inder the Recovery Act I believe reforms will be forced on individual
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concerns and trade groups that should have been brought about

years ago, and bad conditions will be corrected which would never

have been remedied unless there had been the compulsion as called

for in the Act.

I am particularly pleased to have Colonel Gaskill review the

philosophical and political background for the Act, as a clear under-

standing of the forces that have been working upon business in this

country is very important if we are to work out a practical solution

for the best interests of all concerned.

We are all very much interested in just how the operation of this

Act will affect our own company or our own trade group, and if

Dr. Reitell will not object to taking a certain amount of time it

seems to me that practical questions asked Colonel Gaskill will

help g, great deal to enlighten all of us.

. . . Dr. Reitell assumed the chair at this point in the proceed-

ings. . . .

CHAIRMAN REITELL: Ladies and Gentlemen: Now we

begin the fireworks if we can get them started right. You will note

that we have no written speeches. Both the Colonel and Mr. Well-

ington spoke without any notes, and I think that is a good thing to

keep going right along through the afternoon.

In other words, we are, as the Colonel just said, entering a new
era in industry. That new era, as I see it, means a tremendous re-

sponsibilty to us as cost accountants. I hope we will immediately
turn that responsibility into an opportunity. That opportunity is

to see that we as professional cost accountants use our intelligence

and our working capacity to contribute to the full in seeing that not

only the government, but more important, American industry gains

that advantage which I believe we are able to contribute.

I know there are lots of you who have specific questions to ask

Colonel Gaskill.

EDW. WM. KRUEGER (Walton, Joplin, Langer & Co.,

Chicago, III.} : I will break the ice. The most important thing that

I can see is the establishment and maintenance of commodity prices.

In that calculation comes a question of what is a fair rate of profit.

So the work which is important hinges on the government's interpre-

tation of what is a fair rate of profit. I have heard it is 10% on

invested capital, which is quite a shock to corporations at present.

It would be a great help to us if we had some sort of an idea as to

what the government considers a fair rate of profit. It will help the
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establishment, as I see it, of minimum prices necessary to really effec-

tively put this law into operation.

COLONEL GASKILL : No official statement has been made, so

far as I am aware, with reference to any rate of return on invested

capital which would be regarded as reasonable. I think it can be

more safely said that each industry's approach to the Administrator

will be dealt with upon its own particular merits.

It may very well be, in the beginning, that until it has been dis-

covered how far there will be an increase in the volume of sales or

how far a commodity price increase can be justified, that the best an

industry can look for is an operating profit without reference to a

fixed rate of return upon invested capital.

So far as I am aware, the administration has not laid down any
rule as to whether it would regard as a basis for price the highest

amount of invested capital or the lowest, whether it would regard

the high cost producer or low cost producer or whether it would

consider the cost and margin of the average.

I think the disposition of the Administrator is to approach that

subject, as I say, with reference to the conditions governing in each

industry, rather than to lay down fixed and rigid rules which might
create difficulty in their application.

One of the problems with which the administration is struggling

at the present time is the fact that commodity prices have advanced

at a more rapid rte than wages or purchasing power. There is a

very considerable fear, I think, in official Washington that the dis-

parity between wages and purchasing power on the one hand, and

an increasing scale of commodity prices on the other hand, may pro-

duce reaction.

Consequently, I should say that each industry from the point of

view of its own situation, which may be different with reference to

different industries, should begin with the wage increase which they
can reasonably make in view of their inspired guesswork as to what
the profits will be from a reorganization of methods and processes

and an increase in volume as purchasing power flowing from wages

begins to circulate through the consumer trade.

GEORGE D. GASKIN (C. P. A., New York, N. F.): What
effect will the fixation of minimum wages have on the exports of

United States products?

COLONEL GASKILL: I do not think I can answer that. My
belief is that there will be no effort to control the prices in exports,
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that whatever regulation is applied to industry in control of its

methods and its prices, will be with reference to domestic trade.

Consequently, while the increase in the wage cost would possibly
make it a little bit more difficult to sell in export trade profitably,

at the first blush I should say that so far as the administration of the

Act is concerned, it would exclude export trade.

HOMER A. DUNN (Retired Partner of Haskins & Setts, New
York, N. F.) : Colonel Gaskill, will you please tell us your opinion

upon the question of whether or not the requirements of the opera-
tion of the Recovery Act will accentuate the need for budgeting
volume of production in the different associations? Broadly, will it

accentuate the need?

COLONEL GASKILL: The question is whether the applica-

tion of the Act will accentuate the necessity for budgeting the volume
of production, and in the purchase of raw materials, and so on.

I should say, decidedly, "Yes." There will be, in all probability, a

decided brake upon the movement to obtain profits by a constantly

increasing volume of production and sales, as the profit element

in sales becomes practically a compulsory requirement.

Consequently, in those lines of industry where the advance, or

policy toward advance, has been along the lines of a constantly in-

creasing sales volume, it seems to me that it will be necessary to

revise that policy somewhat and to hold inventory in check by a

sales estimate. That necessity will of itself, it seems to me, be re-

flected in an increasing necessity for a budgeting of processes

throughout.

In other words, instead of management being, as it has so often

been heretofore, a sort of speculative process which was based upon
a production volume in the hope of an increased sales return, there

will have to be a beginning of management at the place where man-

agement should begin. That is, with reference to the sales possibili-

ties, a budgeting of all operations checked, as I see it, by a constant

observation of the sales chart. In other words, I think the probabili-

ties are that there will have to be a reversal of managerial experience,

and that necessarily will make budgeting the beginning point rather

than a check-up on operations, as it has too often been.

GEORGE V. LANG (United Engineering & Foundry Co,,

Pittsburgh, Pa.) : Will the Administrator of this Act designate a

few large trade associations to cover the field, to which each corpora-
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tion would be assigned, or will he recognize a thousand associations

in existence right now? It seems like a duplication of effort in some
of our trade associations.

COLONEL GASKILL: Theorizing, my answer should be that

the Administrator should deal with the larger groups, even though
the larger groups work through branches or divisions. I understand

that about 300 trade associations or trade groups have already filed

codes for approval, and that about 300 more are expected to do so.

There are in the neighborhood of 1,800 to 2,000 trade associations.

Outside of them is a vast mass of unorganized industry.

Consequently, my expectation is that the Administrator will deal

with any coherent integrated group which comes before him with a

definite program, with the idea that so much being disposed of, he

will be freer to deal with the greater job of unorganized industry.

I understand also that the major consideration will deal with the

five industries steel, coal, oil, textiles, automobiles which are

responsible for about 70% of the employment in the United

States. After that, I do not believe that the group which goes to

Washington and can say it is representative of or is a branch of an

industry, will be turned back to wait until all the branches of that

industry, if you like, come forward under one head.

MR. LANG: On uniform practice, is it possible that some sort

of movement could be started through the National Association of

Cost Accountants, through possibly a committee working with the

Administrator, to iron out some of the variations in the uniform

methods?

COLONEL GASKILL: I am rather fearful that it would take

too long, that the variation in ideas in the several industrial groups
is too pronounced, and that the effort to apply uniformity to them
would create dissension and delay. In the beginning, at least, what-

ever modifications the individual in the group may require later on,

the effort should be to find the minimum which will satisfy the Ad-
ministrator. By that course I think, a greater speed will be ob-

tained, and speed is the essence of the program.

MR. CASTENHOLZ: Combined with the establishment of

commodity prices, will anything be done through taxation to ad-

just the differential in profits among the producers in a given

industry?
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COLONEL GASKILL: I have not heard that discussed.

MR. CASTENHOLZ: If the price is fixed, which is, say, pos-

sibly on an average in an industry, to permit a certain profit or cer-

tain return on the investment, your high cost producer, of course,

will barely make the grade, if at all ; whereas, the low cost producer
will, of course, reap very handsome profits.

I was wondering whether the government expected to adjust those

differences in the same way they did after the war and during the

war, through excess-profits taxes.

COLONEL GASKILL: I cannot say. I have heard no expres-
sion of opinion about that. There is a hope, at any rate, that the

competitive processes which naturally tend toward the elimination

of the marginal operator or high cost operator, will still be allowed

to continue, and that there will still be a process of elimination.

That might very well be a part of the pressure, to which you refer,

upon the high-cost producer.

MR. CASTENHOLZ: That is the point I wanted to find out.

In other words, there will be no artificial stimulation in favor of the

marginal producer. He will have to make good or get out of the

field.

COLONEL GASKILL: That is it, exactly.

A. R. M. BOYLE (Lehn & Fink Products Co., New York, N. F.) :

In those industries where there is an intense competition, there is a

big difference in the cost because of advertising. Will the disposi-

tion of the government be to take the price of the nationally adver-

tised or private brands?

COLONEL GASKILL: The gentleman refers to the difference

in the cost of marketing nationally advertised brands with the adver-

tising as a part of the selling cost, as against the lower cost of mar-

keting private brands which do not carry the advertising. He in-

quires whether, as a basis of price fixing, the government will take

the price of the nationally advertised article or the private brand.

I can give you only guesswork because I have heard no expres-

sion of opinion about that, with this exception: In so far as the

private brand operates in the market upon a price basis which means

low wages both to its producer and to its distributor, it will be dis-

couraged as a price factor in the market in which it operates.

I think there is a very general recognition of the fact that one of
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the elements which has tended to pull prices below the profit level

of decent wage-paying industries, has been the private brand which

too often emanates from what is called "sweatshop*
1

labor. No

competitive price which is dependent upon sweatshop labor or in-

adequate wages will, in my opinion, be justified or sustained as the

basis of an industry price level.

I think, as a matter of fact, that if the effect upon distribution

which follows price stabilization, is to relieve the distributor of his

fear of price cutting in standard lines, the tendency will be to develop

distributor volume in the branded merchandise and to discontinue

the pressure toward the private brand which is the distributor's own

possession.

Personally, I look to see, as a result of stabilization of prices in

distribution, a lessening of the movement toward private brands.

T. M. McNIECE (Market Analyst, New York, N. 7.) : Will you
tell me how far the Act will go in price control on intrastate versus

interstate business?

COLONEL GASKILL: The Supreme Court has already de-

cided that when it is necessary to control intrastate commerce in

order to make a control of interstate commerce effective, intrastate

commerce can constitutionally be controlled also.

GEORGE CLAGHORN (Public Accountant, New York, N. 7.) :

Trade associations are being organized by concerns now actively

engaged in industry. What provision will be made for new business

organizations?

COLONEL GASKILL: There are two possible answers to the

question of entry of new industry. If it can be shown, as in most
cases it could be shown, that an industry now suffers from over-

capacity, it is extremely likely that if the industry protested the

entry of a new productive unit, to the administration, that the first

effort of the administration would be to discourage the new unit.

If that effort was not successful, an application might be made to

put the industry under license and to deny license to any new fac-

tors. On the other hand, if the industry comes anywhere near a
stabilization of price, or even to establish the minimum price upon
minimum cost, there would be a check on the ability of any new unit

entering the industry to "muscle in
"
so to speak, by sacrifice prices.

The license factor, however, I think would be the more powerful
and probably the more effective remedy.
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B. M. SAYRE (Carrier Manufacturing Corp., Newark, X. J.):

What effect will the enforcement of this Act have on existing labor

organizations? Does the Act tend to encourage labor organizations?

COLONEL GASKILL: Decidedly. There is no intention, as I

understand it, in the official circle, to encourage labor organiza-
tions in any unreasonable or any unduly exacting attitude. I

think it can be said they recognize the necessity for a control on

some phases of organized labor activity, as well as they recognize
the necessity for control upon some phases of manufacturing activity.

T. A. MULVANEY (Pyrene Manufacturing Corp., Newark,
N. J.): If production limits are controlled by industry, will not

small organizations be in better position than large organizations

having heavy overhead?

COLONEL GASKILL: I question whether one can generalize

as broadly as that. If the large organization happens to be well set

up and well governed financially, if it happens to have an established

consumer good will, if it happens to have some other elements in

its favor, it does not necessarily follow that the smaller unit would

have any advantage over it.

On the other hand, it very well might be that some of the smaller

plants by their mobility, the ease with which they may change, the

ease, for instance, with which they may change price lists and handle

contacts with customers on a new basis, may give the smaller unit

a decided advantage. It may be also that some of the smaller con-

cerns which heretofore have been maintaining a marginal position,

seeking distress orders, upon a cut-price basis, being compelled to

raise wages and put under, if you like, some restrictions as to quality

of product by a standardization or simplification program might
be under a handicap that would be greater than the large organiza-

tions would find.

I think it is one of those questions which turn up on the individual

facts. I question whether you can generalize on it.

L. S. ZAHRONSKY (Wiremold Co., Hartford, Conn.): May
power given the President to license business be interpreted as

applying only to recalcitrants who fail to take advantage of bene-

fits obtainable through trade or other associations?

COLONEL GASKILL: I do not wish to quibble about the

form in which the question is put. The question is whether the
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license factor applies only to recalcitrants who fail to take advantage
of the benefits obtainable under the Act. It might apply to those

who refuse to comply with the terms of any uniform code which

may be prescribed by the President for organizations or for indus-

tries which do not voluntarily come under the Act.

It might also be, as I stated a while ago, applied to prevent the

entry of new units into an overcrowded market. It is also for the

purpose of controlling and coercing recalcitrants.

ALBERT B. COLBY (Geo. B. Hurd & Co., New York, N. F.):

When and how will the codes adopted by associations be made into

law? Can appeal be taken from these codes, and how?

COLONEL GASKILL: Any dissenter to any code which is

proposed by any industry, should present his dissenting argument to

the Administrator. Public notice will be given by the Administrator

of hearings upon all codes which are presented for approval. After

the code has been ruled upon, after the dissenter has been given an

opportunity to be heard, it is rather questionable whether there will

be any subsequent appeal. It is conceivable that there may arise

under some of these codes a question as to whether they do not

involve some violation of law, whether the Administrator might not

have allowed something to be done which was beyond his power.
It is conceivable, therefore, that in certain cases there might be

a judicial review as to whether certain regulations approved by the

Administrator were within his power under the law.

DWIGHT D. FARNHAM (Peat, Marwick, Mitchell & Co.,

New York, N. F.) : Can you give us an outline of the topics which

a code should cover to render it acceptable?

COLONEL GASKILL: There is no model code adopted by the

Administrator. The National Association of Manufacturers has

put out a standard code of which they will be glad to furnish anyone
copies. There is a standard form which has been issued, I think,

by the Department of Commerce, that was prepared by Dr. Haake
of the Furniture Manufacturers Association.

There are two or three forms of that character. If you want

anything of the sort, write either to the Chamber of Commerce of

the United States at Washington, or to the Department of Com-
merce at Washington, and tell them what you want. They will

send it to you.
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JOHN A. COOKE (Peat, Warwick, Mitchell of Co., Chicago, III) :

If a group agrees upon a code and upon presentation it is not

acceptable to the Administrator, what are the mechanics for speed-

ing up final decision?

COLONEL GASKILL: Well, I do not know that I can answer

that, except to say a baseball bat would be useful. I do not think

the Administrator is going to monkey with this law or allow anybody
else to monkey with it. In one or two instances which have already

arisen, where tentative applications have been made, instead of as-

suming the burden of deciding any conflict of opinion, the Adminis-

trator told one group to go into a room and take their disagreement
in there and leave it, and if they did not, he would license the whole

bunch. They left their disagreement behind them and came out

with their arms around each other's necks.

MR. CASTENHOLZ: Upon what standard of living .will wage
rates be based? Will this standard, if any, be the same for all kinds

of labor?

COLONEL GASKILL: That is one of the most troublesome

factors in the entire situation. Speaking personally, it is impossible

to relate a wage rate in any industry to any particular standard of

living. For instance, a standard of living may be possible to a

highly paid laborer in a community, as, for instance, carpenters,

masons, and so on. They may set among themselves a standard of

living which would be absolutely impossible in an industry where

the margin for profit was necessarily low, where the price of the

commodity was low, and where the ratio of wage cost to commodity

price would not permit of a very wide spread.

I think the effort to find a reasonable wage has been approached
from two points of view. One is the standard of living, and the

general idea is that it ought to be a wage scale which will dp more

than maintain a bare existence short of starvation. The other is a

very clear mathematical relation of wage cost to commodity price,

and the commodity price may very well be a low price, necessarily

low because of competitive commodities and their prices, which

would make impossible the payment of a high rate of wages.

Therefore, I do not think you can reach any sound conclusion as

to reasonable wages with reference to any particular standard of

living. The very fact that there is a difference in wage costs and a

limitation upon the possibility of the difference in wage costs, makes
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it impossible that there should be the same standard of living for

all kinds of labor. Theoretically, I think it is desirable; practically,

I do not think it is possible.

CHAIRMAN REITELL: There is no need of sending up any
more questions. We have enough questions to keep the Colonel

busy for at least an hour and a half. I think we should limit our

questions to what we have here. We have already imposed too

much upon this good gentleman.

GEORGE E. LEITCH (Burroughs Adding Machine Co., Detroit,

Mich.} : Do you think that the application of this Act will tend to

discourage investment of capital in American industry because of

the fixed return?

COLONEL GASKILL: No. I think the assurance of profit is

all that is necessary to attract capital. The assurance of profit, I

think, is a stronger inducement in the long run than the possibility

of a high return at one period, necessarily to be followed by the dis-

appearance of profits at another.

J. W. OLIVER (Linen Thread Co., New York, N. F.): Will

interest on invested capital be permitted in calculating cost?

COLONEL GASKILL : I do not know.

MR. OLIVER: If under the new Act labor organizes so com-

pletely as to make wage demands which they are able to enforce,

what will become of a reasonable return on capital?

COLONEL GASKILL: Practically, the Administrator will be

charged with the responsibility of seeing that that does not happen.
There are two factors in this situation which I think are very clearly

recognized and which are entitled to equal recognition. The wage
rate and the capital wage stand on a parity of justification. Prac-

tically, the emphasis will be put upon the payment of the wage rate

first, for the purpose of drawing funds out through the manufacturer

into purchasing power. Subsequently, as that process continues,

undoubtedly there will be given reasonable attention to the pro-

priety and justification of a return on invested capital. But clearly,

I think the authorities recognize the fact that they must control the

demands of labor to prevent an undue increase in the ratio of the

wage cost.
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H. D. ALLEN (Attorney, New York, A
r
. F.): Along those lines,

is there any such provision in the Act making any ruling of the

Commission mandatory upon labor?

COLONEL GASKILL : At the moment, I do not think of any.
I am not sure whether there is or not. I am rather of the opinion,

however, that it is within administrative discretion. We can all

hope it is, at any rate.

W. SYLVESTER (C. P. A., Baltimore, Jl#.}: Why do you
think American industrial associations in staple commodities

should be more successful than European ones which failed?

COLONEL GASKILL: The failure of the European cartel was
almost entirely due to the lack of any police power in the industry
which set it up. The cartel failed for the same reason that most of

the illegal agreements made in this country ultimately fail. Just
as soon as it becomes of advantage to some competitor to undersell

those who have agreed upon a price, or to make more than the others

have agreed to make, for the same purpose, he does it. If they try

to put coercion upon him, he resigns from the association. He
walked out from the cartel in exactly the same way. Practically

the only foreign cartels which were ever in any degree successful

were to some extent, at least, under governmental control.

The thing which the American trade association has needed and

required for years is that power of control of a dissenting minority,

whether it was ignorant, greedy, willful, malicious, or whatever it

was. Under this Act, for the first time, that control exists. With

that control, there is no reason why the trade association, reasonably

conducted, intelligently managed, should not succeed, simply be-

cause it now has that which no organization of the kind either at

home or abroad has before enjoyed*

R. E. GRAVER (Mohawk Mining Co., Nw York, N. Y.)i Is

it likely that the government will reject bids made by companies

paying low wages or offering goods below cost?

COLONEL GASKILL: Well, all I can say is that they should.

Whether they will have sense enough to do it, I do not know. There

is talk at the present time of a concentration of the whole govern-
mental purchasing power in one buying contracting agency. I

should take it almost for granted that the Administrator of this Act

will endeavor to protect the associations which are raising wages
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under his protection, from injury by government purchases quite as

much as he would be inclined to protect them from purchases of

similar character by private consumers.

H. J. KEATS (William D. Gibson Co., Chicago, III.): How
would prices be controlled for a corporation which makes all of its

products to customers' specifications?

COLONEL GASKILL: Probably under those circumstances

there would be required from a manufacturer of that character and

all his competitors, agreements not to sell below their individual cost.

E. F. BALDWIN (Atlantic Carton Corp., Norwich, Conn.) : In

establishing minimum prices and costs, will consideration be given

to excess capacity and if so, what will be the basis for costs?

COLONEL GASKILL: You have some theories of your own
about the calculation of costs with reference to excess capacity. I

should suppose that your methods of calculating cost upon the part

of the productive capacity which is being used, and charging the

cost of the balance not against production, but against the general

margin for profit, would be followed.

A. R. KASSANDER (Lybrand, Ross Bros. & Montgomery, New
York, N. F.) : What effect will the Act have on existing long-term

contracts?

COLONEL GASKILL: Long-term contracts at prices which

conflict with the prices which will be made necessary by new wage
scales will be subject to considerable moral pressure at least, for

reconsideration and restatement at prices which will enable the

higher wage scales to be paid.

J. B. BROWN: Will it not be necessary to make an elaborate

geographical division of major industry to fix a minimum wage scale

in accord with existing conditions in each section of the country?
If your answer is affirmative, have you not fixed a different cost for

the same article within an industry?

COLONEL GASKILL: Yes, to both questions.

T. H. HUGHES (General Printing Ink Corp., New York, N. K):
What provision is contemplated to prevent an increase in labor

racketeering?



ACCOUNTING UNDER THE X.R.A. 189

COLONEL GASKILL: I think no definite statements have

been made on that subject. I think the administration will wait to

see what manifestations along that line, if any, appear. I think it

can be expected that they will recognize the fact that there is a limit

to which the wage cost can be raised. As I say, that now comes to

be practically a mathematical relationship, particularly as uniform

cost accounting is established. The possibilities of an increase in

wage cost are thereby stated. No industry will be coerced into ac-

cord with the demands of labor which are unjust or unreasonable.

I think you can take that for granted.

JAMES W. KELLY (System Brake Service Corp., Newark, N. 7.) :

What part will trade associations have in the establishment of new

policies under the Recovery Act?

COLONEL GASKILL: The administration, I think, recognizes

the fact that the success or failure of this legislation depends upon

cooperative efforts of industry and not upon the coercive power of

the Administrator* The responsibility for the inauguration of

corrective policies and new policies in business very distinctly lies

with business. This is, I think you can say, self government in

business plus governmental supervision and policing.

ARTHUR L. CHANDLER (Millers National Federation, Chicigo,

III.) : What is your idea as to how far the administration is prepared
to go in policing and enforcing trade rules?

COLONEL GASKILL: My idea is that the policing of these

trade rules in the first instance will be a function of industry. I

think the administration will not attempt to set up any great bureau-

cratic administrative force, nor any great force of secret service men
such as would be necessary to police the industries of the United

States. I suppose industry will be required to collect adequate proof

of violation and after they have argued with the violator and at-

tempted to get him into line unsuccessfully, to take that proof to

the Administrator and ask for coercion.

There are alternative remedies. There is the possibility of in-

dictment and a fine. There is the possibility of application to the

Federal Trade Commission for restraint of the violation as an unfair

method of competition, in addition to the coercive power of the

Administrator.
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MR* OLIVER : How will a wage level of 25 per hour in Indiana

be reconciled with the wage of 6Q per hour in New York City in

the same industry?

COLONEL GASKILL: I do not know that that question can

be answered categorically. I do not know, for instance, that 25?!

per hour would be regarded as a proper wage in Indiana. I do

not know that 60f per hour would be regarded as a proper wage
in New York City. This question of wage rates is one which is still

being studied, and with reference to which no definite statements

have been made.

It is clearly recognized by the Act that there may be different

wage rates in different localities, and beyond that, I do not think

there is any definite information at the present time.

H. E. HOWELL (Grinnell Co., Inc., Providence, R. I.) : Will new

patents and processes automatically be discouraged?

COLONEL GASKILL: No. I should see no reason why they
should be.

C. O. JACOBY (Union Carbon Sf Carbide Corp., New York,

N. F.) : If an industry fails to agree on apportionment of volume of

production, what action will be taken by the Administrator?

COLONEL GASKILL: He may take no action. He may send

industry back to make an agreement. If it is necessary to control

the volume of production in order to get an adequate or reasonable

wage scale in that industry, he may put the industry under license,

or if they do not agree and voluntarily cooperate, they may be made

subject to a uniform code which the President may announce with

reference to all industries which do not voluntarily cooperate.

F. A. SHALLENBERGER (The Brager Co., Baltimore, Md.):
Is it the purpose of this Act to control retail prices? Certain

large chain stores and some large department stores use adver-

tised articles as leaders. In some instances, these articles are

offered for sale below wholesale prices. Will the government still

permit this?

COLONEL GASKILL : There has been very little said officially

with reference to the extent to which the manufacturing interest

might control distribution. I think there is a gathering feeling of a
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considerable extent, that control must come from the manufacturing
end of the price quotation. The manufacturer, at least, must see to

it that the prices which he quotes to distributors are adequate to

maintain proper wages by the distributors.

I think it can be said that the loss leader practice, wherever it

appears, is not approved and is very likely to be strongly disapproved
and eliminated. It is well recognized, I think, by those in charge of

this Act, that the loss leader practice, the consistent price cutter, the

distress marginal operator, are all factors which must be controlled

in the interest of a price which will maintain a reasonable wage scale.

You will understand, of course, that in all of these replies I have

been giving you my own opinion, my own views as I have obtained

information from various sources. I want to disassociate these

replies clearly from any official status because the Administrator

and his aids have been very careful to make no official statements.

I certainly have no authority to commit or attempt to commit or

state the position of the Administrator on anything.
If I have been of any service to you, or any assistance, I am

very grateful for the opportunity.

. . . The Convention arose and applauded. . . .

CHAIRMAN REITELL: I know we are full of appreciation

for the fine service Colonel Gaskill has given us. I feel it would be

a terrible imposition for him to go further with the large bundles

of questions we have.

I feel there are many in the audience who have some suggestions,

opinions and so on, regarding this Act, that should be expressed. I

have talked with several of you and know how interesting it is to

you. I am wondering if we cannot have discussions from the floor,

carried on by you people. After all, we have just had the questions

and answers so far, and I fear some of you have not had the oppor-

tunity to express certain opinions that you have regarding this Act,

I have quite a few pronounced opinions, but evidently Dr. McLeod
knew I had, so he put me in a position where I cannot sound them.

However, that does not in any way limit you.

I have a question here, addressed by someone in the audience,

asking that instead of waiting for the Year Book, we have the

speech of Colonel Gaskill and also the questions and answers pub-

lished in the next Bulletin.

H. D. ANDERSON (Scovell, Wellington Sf Co., Syracuse, N. Y.):

Inasmuch as I cannot be at the meeting of the National Board of
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Directors tomorrow, I will see that the request is put before the

Board. I think that it will be carried out. Certainly, it is heartily

approved by the group.

G. A. HORN (Tabulating Machine Co., Buffalo, N. F.): I

should like to comment on the maximum hour feature. Reference

was made to the Black Bill, the Thirty-Hour Bill. The industry in

which I am engaged (I am not a cost accountant; I am an engineer)

has been considering this matter in preparation of some preliminary

thoughts to the committee of the industry. I want to comment on

that feature just for a moment, and express an opinion, that from

our viewpoint and that of kindred industries, the thirty-five or

thirty-six-hour week, all things being considered, at the present time

has many advantages over the thirty-hour week. There are several

million people employed in the country on what is known as the

shift basis, the twenty-four-hour basis. Almost exclusively the

six-day week prevails now against the old seven-day week, and the

almost uniform arrangement is the forty-eight-hour week.

In our industry and in others, I believe, which are on the twenty-
four-hour basis, four six-hour shifts instead of three eight-hour

shifts would affect several million people throughout all the indus-

tries of the country. Therefore, in making such adjustment on the

basis of four six-hour shifts, you have a simplified arrangement
which in many industries, I think, would be found acceptable.

In the type of work which is not continuous, not shift labor, such

as the clerical force and perhaps a large part of the help who are not

on the shift basis, we think thirty-five or thirty-six hours is also fea-

sible, particularly on the five-day week, seven-hour day. Or in such

industries, ours being one, where of necessity, as in the food busi-

ness, part of Saturday has to be .used, we are thinking of a six-and-

one-half-hourday for five days, making thirty-two and one-half hours,

and three and one-half hours on Saturday, making thirty-six hours.

I merely make this suggestion, having been thinking about it for

some months, as one which would come pretty close to the largest

part of employees of all kinds and would be a great deal simpler
in many ways than the thirty-hour week and not quite such a
drastic change.

MR. LYONS (Pittsburgh, Pa.) : You mentioned the fact, Mr.
Chairman, that you are in the position where you cannot present;

your own views on this. If it is not out of order, I should like to ask

you to tell me something.
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What is the immediate job of the cost accountant under this Act?

CHAIRMAN REITELL: I think that question should be an-

swered and will be answered probably more intelligently than I can

answer it now, by the Board of Directors at their meeting tomorrow

in which this whole matter soon will be thrashed out.

My personal feeling about the matter, if I may state it, is three

definite things: first, I think we can be of tremendous service in

the matter of uniformity and classification and in educating our-

selves as rapidly as possible as to the service that is needed for our

particular plant or enterprise, working into the code and working up
the code so that when regulation comes, we are adequately and

properly fitted for it.

I think our first job certainly I feel it is my first job in the sev-

eral industries I am interested in is to know the law, and, knowing
the law, to see that my firm prepares its statements and gets its data

ready. I would probably put that first.

The second I probably would list as the matter of getting into the

trade association to see what we can do to get uniformity. I think

that is extremely important.
Last of all, of course, is the importance of the cost accountant in

contributing his data in relation to prices and price establishment.

CHARLES C. JAMES (Consulting Accountant, Stevenson, Jordan

& Harrison, New York, N. Y.) : It seems to me the sense of this

whole thing is that industry is on trial. If it kills the goose that

lays the golden egg again, it is not going to have another chance.

We, as cost accountants, have for years been faced with a rather

supercilious attitude on the part of the sales people when we laid our

costs in front of them. They have been inclined to say those costs

were interesting, but they did not control pricing. Pricing was

controlled by competition. That day has gone. Competition, if

it means destructive price cutting, is going to be a thing of the past.

It is our job as cost accountants, to tell our management immedi-

ately what is the cost of our product and what that cost should be.

It then becomes the job of the management to get its cost down
within a reasonable price level. If that cannot be done, then I am
sure these marginal producers that Mr. Castenholz was talking

about, whose costs would compel a price level considerably above

what industry can pay or what labor can pay, are simply going to

find themselves washed up. And if that is not a man-sized job, I

give it up. It seems to me the sense of this whole thing is that the
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President of the United States expects every cost accountant to do

his duty.

CHAIRMAN REITELL: Thank you, Charlie.

LEWIS F. SAWYER (81 Cypress Avenue, Lawrence, Mass.}:

There is one question in connection with this that I have not heard

raised. What is the effect of this present tariff discussion going to

be whereby we decrease our tariff and increase our cost?

CHAIRMAN REITELL: Didn't you have that answered in

the question about exports and tariffs?

MR. GEORGE D.GASKIN: Yes.

MR. SAWYER: What will be the effect upon this Act of the

present tariff discussion regarding reducing the tariff, whereby we
increase our cost? We spoil our own sales possibilities because our

costs will be so high it won't work.

MR. KRUEGER: I can answer that. I think the new law

gives the administration the power to license importers and in that

way control their prices. They have not gone into this thing with

the idea of throwing the domestic market open to our foreign com-

petitors. I think they have adopted the good Republican principle

of the protective tariff.

MORRIS KNAPP (Fairbanks Co., Binghamton, N. F.) : I should

like to ask the Chairman of the meeting to express some of his

opinions. In the first place, how we will begin in our individual

business to work up our data and work it in with the trade associa-

tion and into the whole plan.

CHAIRMAN REITELL: I think there are many people in-

terested in this subject. My experience has been quite limited to

the matter of soft coal. Really, I think I would sooner let the rest

talk. Not that I do not want to answer the question. I feel this

is your meeting. I am to run the works.

MR. OLIVER: I should like to inject into the discussion a

thought that has not been brought up before, as to what effect

this control will have over clerical labor, office help.

CHAIRMAN REITELL: Expound your ideas. It may force

us into a labor organization. Maybe I can start a cost accountants?

union. I will be your agitator at a good price.
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J. FRANK CRAIG (Remington Arms Inc., Bridgeport, Conn.):

My thought along those lines is that when the various industries get

together in order to establish reasonable costs when the margin of

profit is determined, I am afraid the high-priced executives are going
to be brought down ;

the margin of profit will be the same for all of

them because if the smaller concern pays lower executive salaries,

and the average price is somewhat consistent with what they pay, I

am afraid the high-priced executives are going to be cut in order to

bring them down to it.

EMORY A. AUSTIN (Hammermill Paper Co., Erie, Pa.): Refer-

ring to the question raised by the other gentleman, the first thing

to do would be to get hold of the Act and get busy.

I think Charlie mentioned that the next logical thing to do is to

see our trade associations taking the proper steps from the cost stand-

point. It may be that we have a well-organized association with a

well-qualified secretary. It may be that we are not in that favorable

position. I think it is incumbent upon us to get busy on that very

point right at the start.

L. I. HOUGHTON (C. P. A., Springfield, Mass.}: I spent

yesterday afternoon as a trade association executive, also as a cost

accountant, discussing this Act and listening to what someone had to

say who seemed to know about it for the paper industry. What was
said indicated an answer to a question that has been asked about

which associations would ask for codes. There are r
I understand,

between 18,000 and 20,000 in the United States. Most of these

associations are small, local associations. The number of national

associations runs somewhere around 1,800 to 2,000. The adminis-

tration does not want to deal with all these 2,000 associations direct.

They want them to get together.

In the paper industry, the plan is that the administration will deal

with the American Paper and Pulp Association. That Association

will be an association of 40 or SO subordinate associations. The

American Paper and Pulp Association, for instance, will have no in-

dividual members. Their membership will consist only of these

other paper associations. Among those other paper associations

will be manufacturing associations and also converters.

For example, the association which buys all the paper and converts

it will be in the group. That association also has in it a distributors'

division, which will probably answer the question of how far down it

will go. It will take manufacturers, converters and distributors and
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the whole thing in the American Paper and Pulp Association will go

to the administration.

Another point regarding hours I understand the Cotton Textile

Institute went to the President because he specifically mentioned

them when he made his address or message to Congress regarding

this Act. They composed a code and in that code they mentioned,

I believe, 36 hours. They wanted to get their code in first, or, at

least, have a tentative code or act at once. President Roosevelt,

or his representative, looked over the code and said,
"
It is fine, but

36 hours is not good enough. You will have to do better."

The probability is that the administration will insist on 30 hours

or less. We must remember that back of all this is this big thing:

There are 15,000,000 people out of work in this country. The ad-

ministration wants to get people to work. If there is work enough
to go around for six hours a day, that is what they want. If there is

work enough for eight hours, that is what they want. If there is

work enough for only four hours, that is what they want. They
are after employment.
The cost accountant must keep that in mind and must plan to

adjust his work in the cost accounting to perhaps provide for four

six-hour shifts per day or five days of six hours each, or some-

thing like that. Employment has to be increased. The cost

accountant has to plan his work for that increase.

G. W. SEYBOLD (Eureka Mower Co., Utica, N. F.): I should

like to enlarge on the question in regard to exports, where we have

a concern with a rather large proportion of its output in exports
and under the plan now its cost will be greatly increased possibly by
the added labor, as well as the raw materials which will be finished

products for someone else. Until the export field is brought up by
natural processes or otherwise, just how that matter of price can be

equalized on this side, we do not know,

If you have in an association some concerns which are manufac-

turing largely for domestic trade, and some others whose output
might be three-quarters for export trade, I was wondering where

they would get off under these fixed prices and costs.

CHAIRMAN REITELL: I do not see how they would get off

unless there would be a pooling with those more domestic sellers.

MR. GASKIN: You have European competition there.
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CHAIRMAN REITELL: You have competition now with

countries not under this Act. It seems to me the only way to save

it would be to have the domestic market man pool his surplus

earnings with the fellow who is meeting the serious export

competition.

MR. SEYBOLD: Do you mean the earnings or production?

CHAIRMAN REITELL: Production,

MR. SEYBOLD : The trouble is, a good deal of this export stuff

is special. It is in some industries. That is why it is handled by a

different individual. It is just something more to think about.

MR, GASKIN: When I asked the question of Colonel Gaskill,

I had that particular phase of the matter in mind. It might be pos-

sible that we will have to get rid of our surplus possibly at a loss if

we are to compete in foreign markets with European goods.

CHAIRMAN REITELL: I am not certain that the time may
not arrive, and very quickly, where the industry of which you are a

member, a large exporter as contrasted with others who have more
or less a domestic trade, will have to absorb some of the losses that

you as an exporter are suffering. I feel that probably would be the

way out.

CHARLES W. TUCKER (JET. P. Hood fir Sons. Chwlestown,

Mass.} : It is quite apparent that the effective administration of

this Act involves a very extensive auditing program. It seems to

me, therefore, that it is highly important and incumbent upon all

business men to see to it that only accountants and auditors very
much skilled in their profession, and men of very high integrity are

permitted to engage in this work. I should like to leave that as an

objective, as something toward which our Association should bend

every effort.

CHAIRMAN REITELL: I think that is very wise. I feel it

is too late to go on with the other questions we had set up for our

round-table discussion this afternoon, but inasmuch as we have

opened up now a place in our publication for the discussion of points,

I shall suggest to the National Board that these different points be

submitted and that possibly we can have some good reading material

through the winter.
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You will recall what Colonel Gaskill said in his speech today, that

it is very important indeed that we have uniformity within our

group, in our cost association. That is one of the necessary things
for the functioning of this new Act. At one of our coming National

Board meetings, I hope this whole matter of working out standard

classification and nomenclature will be taken up,

I feel this session has been one of the finest I have ever attended.

I know we have had over 700 people here, and the reason we had 700,

and no other reason under the sun, was because industry is faced

with a new situation, a new era, in which we, as cost accountants,

must of necessity play an important part. I want to thank you
from the bottom ofmy heart for coming out and making this meeting
such a fine success.

I am sure the National Board will take cognizance of the fact that

we want this paper of the Colonel's and the questions and answers

published, and published quickly, because I do not think we want to

wait until September for the Year Book to get such valuable

information.

Thank you very much.
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BUDGETARY CONTROL FOR THE
SMALL BUSINESS

PRESIDENT BULLIS: Yesterday we heard from Colonel
f Gaskill that budgets are going to be necessary in the future because

of the work the government is doing now with industry. We all

know that the budget is new to some small business enterprises, but

someone has said a thing is new only in that it is new to us. I think

that every business, large or small, should use a well-rounded budget
as a practical management tool. This morning we are to learn about

the use of the budget in a small business.

I take great pleasure in handing the Chair and the gavel over to

the Chairman of today, Harry E. Howell, the Auditor of Grinnell

Company, Inc., of Providence, Rhode Island, a Certified Public Ac-

countant and National Director of the N. A. C. A. Mr. Howell.

CHAIRMAN HOWELL: Mr. President and Fellow Members
of the N. A. C. A., and Guests: After the session yesterday covering
those very broad national problems, you may feel that we are going
to get down to some very minute details today. However, it is the

handling of the details that is going to show in our final results, if

we are going to do the job properly.
The subject of budgeting has been discussed many times. I was

amazed at the N. A. C. A, bibliography that there was on budgeting,
and wondered why either Mason Smith or I had the temerity to at-

tempt to add something to it. At least, we can repeat what has already
been said, because some of it probably has not entirely registered.

It seems that we are now entering into an era of financial planning
when the budget, as I think Colonel Gaskill said, will be the beginning,
and not the end. We have used it as a kind of check when we were

all through. We look at it and say we did pretty well in accordance

with the budget, or pretty poorly.

This afternoon we will have an even more detailed application of

this subject in that we will discuss the standards used, those standards

being very necessary, I think, in the larger enterprises to properly

operate the budget.
The first speaker this morning I really do not have to introduce.

You all know Mason Smith, He was associated with Dr. McLeod at

201
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headquarters for a number of years. So that we may get his official

pedigree, I will read it because I could not remember it all.

He has the degrees of B.S. Comm. and M.B.A. from Northwestern

University, Evanston, Illinois. He is a Certified Public Accountant in

the State of Illinois. After several years' teaching experience he

became Assistant Secretary of the N. A. C. A. in March, 1929. In

September, 1931, he accepted a position as Assistant Professor of

Accounting at Northwestern University. He has also been associated

With James O. McKinsey & Company, Accountants and Engineers

since 1932.

With a gentleman as well qualified as that I need make no further

introduction. I will turn the meeting over to W. Mason Smith.

PRESENTATION OF THE FACTORS OF BUDGETARY
CONTROL FOR SMALL COMPANIES

W. MASON SMITH

Assistant Professor of Accounting

Northwestern University School of Commerce, Evanston, Illinois

I
THINK Harry Howell is right when he states it is pretty difficult to

say anything new on the subject of budgeting. I think, however,
that the problems of small industries are unfamiliar to most of us, no
matter what particular phase we want to discuss.

If my memory serves me correctly, it was not until the summer of

1931 that any organized, concerted effort was made to deal with these

problems. During that summer the National Industrial Conference

Board held a conference for the smaller industries at Silver Bay, New
York. I believe they repeated that conference at least once.

Your program committee has felt it desirable to focus our attention

as an organization upon the problems of the smaller businesses, par-

ticularly with reference to budgetary control. In order that we may all

be thinking somewhat along the same line I shall try to present the

fundamentals of budgeting as they apply to small companies. I shall

also try to show how such companies can get started on a program
of budgeting in any one of several ways which may lead to a complete

program.

What Is a Small Companyf

Before we attempt to treat of the problems of small companies it

might be well to get clearly in mind the kind of organization such a



BUDGETARY CONTROL 203

company has. Anyone at all familiar with the literature of accounting
knows with what painful intent all manner of strict definition is

avoided. Argument without decision on fundamental matters is no-

where more common.

I have tried to formulate in my own mind what we are thinking
about when we use the term "small company." While a strict defini-

tion need not be accepted by all of us we should be able to reach some

agreement on the characteristics of such companies. Since "small"

is a relative term at best there are a number of bases available to

measure such relativity number of employees, sales dollars, sales

units, breadth of market geographically, number of plants and/or

branches, and others. None of these seems satisfactory for our pur-

pose. Since we are talking about a management problem, I believe

a fair point of differentiation might be this: Small companies are

those the complexity of whose organization and scope of whose activ-

ity are such that management specialization cannot be fully developed.
Some important characteristics of such a company are the following :

(1) Internal management problems are handled with a lesser de-

gree of specialization.

(2) Technical research facilities are usually less completely de-

veloped.

(3) The market for the product is less subject to control.

(4) Often a considerable volume of sales are in special orders

which the large company cannot handle economically.

(5) Management may be more flexible even to a point of seeming
vacillation.

(6) Methods and procedures can be less formal without lessening

their effectiveness.

We may think of our small company, therefore, as organized some-

what as follows. The president is also the general manager and, in

addition, is actively in charge of one of the main divisions of the busi-

ness, such as sales, purchasing or production. There are functional

executives in charge of those divisions not administered by the presi-

dent. The accounting and control activities will be done in a routine

way without the imagination and breadth of vision that should be

found in the controller's office of a larger company. The president

will know a great deal about the details of the business in all its

aspects and will have less need for elaboration and analysis by the men
within his company. In short, he will run at least one ring of the

circus and will pretty largely dictate how the other rings are to be

operated. He will recognize the fundamentals of organization within
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his company but will realize the necessity for supplementary work by

outside counsel on many special matters.

How May the Budget Be Started?

It is usually hopeless in any company to attempt the introduction of

a budget all at once. Theoretically, certain preliminary work should

be done to find out many facts about the business and its problems

before introducing the budget. Practically, if we wait for such things

the start is long delayed. Nearly every successful budget plan has

found its beginnings in something less than a complete program.

Since distribution problems are important to both large and small

companies, it is common to find the budget introduced through the

sales division. Our small company executive may be the sales man-

ager of his company and see the desirability of developing a better

control over his sales and selling costs. He determines, therefore, to

study his distribution problems for the purpose of establishing a sales

budget. His first attempt may be crude but he has at least started.

Specifically, he should find out from his own knowledge and his records

(1) what he has been selling, (2) to whom he has made his sales, (3)
what channels of distribution he has used to reach his customers, (4)

at what prke or prices he has sold his products, (5) what methods

of sales promotion he had used, and many other factors. Careful

study would show him what his past sales activity had accomplished
and would give him a start in his judgment di future safes policies.

With' such a study of the past in hand, our small company executive

looks to the future. He calls in his accountant and by dint of much

pain they find out that a shift here, more emphasis there, and pressure
some other place would give them a more desirable sales volume.

The accountant has read a book on statistics and understands how to

study two curves in their relation to one another. He therefore gets
the Annalist index of business conditions and superimposes the curve

of past sales of his own business on it and notes the relationships that

appear to recur. The executive would study trade data, government

reports, general magazines, etc., to gain as good a grasp as possible of

the business outlook. Having thus informed himself he must rely
on his own judgment to make the final forecast. This will then be his

sales goal for the ensuing period. Perhaps the budget would never

permeate int'o the other divisions of the business but it would be sur-

prising if it did not.

A second approach that might yield results would be through a trade

association of which our small company 'is a member. Through an
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exchange of information and group meetings the executives of this

and other companies might formulate the outlook for the trade. This

would supplement and help the single company president in his judg-
ment about his own company.
A third approach could be made on a "break-even" basis. Our

small company accountant is a member of the N. A. C. A. and has

studied the 1931 Year Book. When Ed La Rose talked before his

chapter he was struck with the idea of Ed's "rainbow" chart. He
shows it to his boss and they decide that such a thing might look pretty

for their business, too. Accordingly, the figures are gathered from

the books and past statements and much colored ink is spread to show
that the desired volume of this business to make a reasonable profit is

some 30% above the average for the past three years. This makes

the boss sit up and take notice. He sees two possibilities of improv-

ing his chart more sales or less expense. Since labor cost is 6Q%
of total cost he cuts all salaries IQJo, including the accountant's,

and then proceeds to stimulate the sales end of the business. Internal

study is made to see what can be saved inside the plant and the budget
idea has started to work.

Fourth, a budget may start in an obscure way in an attempt at an

expense budget in a single department. It usually is easier to compre-
hend the, relationship between volume and cost in some departments
than others and it is in such departments that a start of this kind would

be made. Seeing the benefits of expense control in a single case might
stimulate the executive to application of similar measures in other

divisions.

Fifth, many small companies exhibit such a wide variety of products

that a budget may be thought impossible. Often a large percentage

of these products are made to customers* order. Sales forecasting

may seem hopeless in such a situation and it may be reasoned that with-

out a sales forecast in units the budget is an impossibility. A compe-
tent small company executive will not believe such a statement He
will seek relationship between sales in dollars and, for example, dollars

of direct labor cost in his various departments. He will then study

relationships between direct-labor dollars and indirect-cost dollars.

One company in Chicago, 60% of whose business is special order, finds

it possible to exercise excellent control over its departmental costs

within the factory. If emphasis is shifted from the unit of product as

a cost base to a unit of activity, of functional productive divisions within

the plant, satisfactory control over expenses of such divisions can be

secured at any one of several levels of activity. Such a budget may not
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be complete but it will go far to give a small company the internal

benefits of budgetary control.

Sixth, the working capital condition of our small company may be

unsatisfactory. The boss may have been annoyed and embarrassed in

the past because of unforeseen demands on his cash. His common

sense tells him that it should be possible to plan for his cash needs.

His accountant says that would be easy if everybody around the place

would cooperate.

For example, if the sales manager will figure out how many dollars

worth of receivables will come out of his sales, and when the money
will be realized from them, the biggest income-forecasting job will be

over. If the production manager and sales manager can get together

to plan out what they need to make, to sell what they think can be sold,

it will then be possible to translate all this into cash outgo. It is easy

to see how such a problem and its solution would show everybody the

benefit of a complete budget. This approach has been used quite Suc-

cessfully in several cases.

None of the foregoing examples are meant to give an ideal approach
to the introduction of budgeting; they merely suggest places to start.

As each is developed into a complete program the fundamentals of

budgeting must be observed.

Development and Application of Fundamentals

The first requisite to a successful development o*the budget program
is research in order that proper policies may be established and proper
standards set. All of you are familiar with the excellent research

work in the distribution field carried on by Mr. Hedges at Bauscfo and

Lomb. Mr. McNiece has explored new fields in distribution at Union
Carbide. Methods and standards departments are a commonplace
in scores of large companies. Research in connection with product

development is all about us. The small company, however, must get

along without as complete a development of a formal program of re-

search as these items suggest. It must rely on outside technicians

and counsel to direct and execute its formal research program.

Research, however, is not necessarily a matter of specific organiza-
tion. It is more truly a state of mind. Any small company can de-

velop such research so there will be a constant inquisitiveness of operat-

ing personnel. In one company during the past year the whole prob-
lem of idle machines due to obsolescence was solved because of such

a state of mind on the part of a sub-foreman in the plant. It is a

healthy condition in any business if research-mindedness can become
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a habit. It is probably easier to develop such a habit in a small com-

pany because of the intimate relationship between the company and the

employees. If management is successful in bringing out this research-

mindedness there need be little fear of the facts available to the small

company executive in shaping his policies and setting his standards.

They will be sound and abreast of the times.

The policies established on the basis of research constitute the

second requirement of successful budgeting. In a large company,

policies are born in meetings of boards and committees. Reports, fig-

ures, graphs, charts and other paraphernalia appear from specialized

departments until common sense may be a little hard to exercise. In

a small company one man will probably establish the policies of the

firm. If he is alert and open-minded and has the grasp of the details

of his business that he can have, there is no reason why his batting

average in policy formation cannot be at least as high as his large com-

pany -competitor's. He can match the personnel of such a company
on every count except formality and perhaps that isn't so necessary

after all.

A third requirement of successful budgeting is sound organization.

Probably no subject in business literature has been the subject of so

much psuedo-scientific discussion. It is not my purpose to add to such

an overburdened situation. I have observed that it is very difficult to

think about organization impersonally in a small company. Common
sense, sympathy, vision, understanding, and courage characterize suc-

cessful operation through a good organization. Are there any of

these things that the small company cannot apply to its problems ? Such

a company may lose in its ability to develop specialists but it should

more than compensate its loss in broader development of its operating

personnel.

A fourth requirement of budgeting is that the budget be constructed

along organization lines and that those responsible for its execution

have a prime hand in its construction. It is probably easier to construct

a budget in this manner in a small company. There is chance for

greater cooperation and coordination
4

, a greater frankness and open-

ness in discussion of problems. All members of the organization can

be made to see the benefits of the budget program. Personal confer-

ence can be made the substitute for written instructions.

A fifth requirement of budgeting is that the budget shall be rigid

enough to establish control, yet flexible enough to meet changing condi-

tions. Since the budget is but a statement of policy by units of organ-

ization expressed in terms of future accounts, it is necessary that
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changes in policy be promptly reflected in a revised budget. Since

small companies can operate under policies that change more fre-

quently and can turn sharp economic corners without tipping over, it is

particularly important that budgets should be watched constantly. If

a budget can be made to fit these changing policies so that flexible

rigidity of control can be accomplished, I believe the small company can

enjoy a permanent advantage over large companies in many lines.

A sixth requirement of budgeting lies in the field of accounting.

The accounts must be made to reflect organization responsibilities and

results, and actual data coming through the accounts must be strictly

comparable with the budget. The small company probably has a sim-

pler accounting set-up since only the bare essentials are thought neces-

sary. Perhaps such a set-up cannot give the required analytical

material and must be revamped. There will probably be more reli-

ance on hand-kept records, more oral reporting of results, less for-

mality in reports and less analytical data possible. Instead of having

sales analysis made on special machines there will probably be less

continuous analysis. Intermittent studies of the sales picture will be

carried on as needed. The small company's volume will not support

elaborate procedures.

We have all heard a lot about reports. We have been shouted at

about getting reports out while the figures are still hot. We have been

graphed and charted and curved and diagrammed until we are color

blind. The seventh fundamental of budgeting, the preparation, pres-

entation, and action upon comparative reports, becomes decidedly more
fundamental in a small company. /There will be less formality in

reports, they will be issued oftener 'and in less volume, they will tell

a current story and not give detail about something that the executive

knows already. Each executive is on top of the details of his division

and the boss knows a lot about every division.

As reports are issued they will be studied and made the basis of

executive action. They will serve the purpose of supplementing exist-

ing knowledge already at hand. Direct, hand-to-hand treatment of the

problems indicated by the reports will be a day-to-day occurrence.

Summary and Conclusion

The foregoing material indicates that there is no mystery about

budgeting that precludes its use by a small company. The funda-
mentals of budgeting must be observed no matter what the size of the

organization. In many respects the small company with its flexible

situation stands in a preferred position in American industry today.
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To capitalize on that position and make the most of these advantages

requires the same sound management fundamentals as are observed in

successful large companies. Those small companies that find perma-
nent success will solve the problem of applying effective control in a

practical manner. Those who fail to make such application will be

either lucky or failures.

CHAIRMAN HOWELL: Gentlemen, the meeting is open for

questions and discussion.

MR. CASTENHOLZ: Mr. Smith, I was wondering what you

thought of starting a budgeting procedure or system through stipulat-

ing a normal net profit return on a normal investment. In other words,
I ask that question because after all, whether a business be small or

large, net profit is the goal of all business. It seems to me all of our

operations in business must be predicated upon this desire to obtain

a certain net return on our investment.

I have personally successfully started a number of budgetary control

systems on that basis and it is an appealing basis from the standpoint

of the executive because that is his major interest.

MR. SMITH: I think such a basis works pretty well if all your

competitors do not try to do the same thing at the same time. In

other words, as industry is organized at present, success usually de-

pends upon beating your competitors in applying any improvement.
For example, if an industry has SO companies and only one of those

companies is alert enough to think about budgets, I think it can safely

start a budget on the basis of a profit goal. But if a substantial part

of the other 49 commence to shoot at their needed profit goals, some-

one will get hurt. The old economic concept of balance between the

existing supply and the demand to take it off the market will operate

as it did before the first company started a budget.

It seems to me if you start a budget that way, you should never lose

sight of the fact that if you miss that mark, you should not throw up the

sponge and quit. Let us still say we missed it, that we are going to

lose a little money, but we have a level that is a little bit below the level

we contemplated, and we are going to apply the control mechanisms on

that leyd just the same.

There are in one industry that I think of two large competitors.

They are comfortably ahead of their other competitors. Both are

using budgets. In my opinion, if those two companies should start

their budgets entirely from a desired profit angle, th$y would be bound
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to run into each other and one of them would have to give ground.

The one that does has to be alert to adjust its budget to changing

conditions.

While any idea to get the budget sold is probably justified, funda-

mentally you are interested in developing such a satisfactory control

of the operations of any company that it will reap the largest degree

of profit possible, no matter whether the desired profit is secured or not.

CHAIRMAN HOWELL: These papers run practically jointly,

so if you have any questions when we get through we will answer them

jointly, if we can.

THE ACCOUNTING MECHANICS OF BUDGETARY
CONTROL FOR SMALL COMPANIES

HARRY E. HOWELL

Auditor

Grinnell Company, Inc., Providence, Rhode Island

npHE idea back of this particular paper, which does not contain much
-* that is new, is to set forth a formal approach and a definite tech-

nique for budgeting for the assistance of those great many cost account-

ants who have been suddenly assigned to budgeting work. In most

cases they have had very little preparation. Probably when they first

suggested budgeting, they had a very unsatisfactory hearing from the

boss, and they forgot all about it, and then during the exigencies

through which we have been passing, the boss, hearing of budgets, has

dashed out and said, "Why don't you make up a budget?"
The cost accountant instead of telling him it takes considerable time,

has tried to do it with the result that some of it has not been very sound

or very scientific.

It may appear at first that Mr. Smith and I are engaged in a debate

here because some of the things I am going to say do not exactly
coincide with some of the things he has said. I think the difference

is this : Mason is talking about starting it cold, the first time you have

the idea. I am talking about it after you have had the idea, after you
have saturated yourself with budget information and you are ready
to really do something.

I was interested in the question of Mr. Castenholz regarding budget-

ing to a net profit because I think that sort of budget has been most
vital in the last couple of years, and probably will continue to be vital

for some years to come.
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Those of us who are engaged at all in credit work know that in a

good many lines of industries more than 50% of the concerns today
are practically, technically anyway, insolvent, so that budgeting for

control of finances has been most important and most vital. What
they have wanted has been a budget which will show what the cash

position is going to be, and what they probably will have to borrow.

That is what the boss usually asks for. That is what he is going to the

cost accountant to get.

While it sounds very simple, you can see before you get that answer

you have really to prepare a complete budget from top to-bottom. That

is why preparation is so necessary and why it is much better to say,

"Well, I am sorry I cannot make a budget. You will have to give me
a year (or some other time) to get it ready," rather than to jump in and

bring discredit to yourself and to the whole subject of budgeting.
It is very easy for you to practice budgeting. You can take your

last year's figures or those of the year before or any other time, and

start off with a basic set of facts. Say that last year or the year before

our sales were a quarter of a million dollars. I am going; to guess that

our sales would have been a quarter of a million dollars and work back.

You will be surprised at the intricacies and details that you will find in

that way that you otherwise would have forgotten. You will develop
a facility in handling budgets that is very necessary. I cannot empha-
size too much the fact that to dash into budgeting in cold blood is a

very dangerous procedure.

Adequate procedure and preparation, I think, would be to saturate

yourself with budget literature, and even though that may be very

elemental, it is fundamental. It is necessary to get that background
into the back of your head and back into the experience and judgment
cells so that it is available when you need it.

I was surprised, for instance, to see in the Complete Topical Index

of the N. A. C. A. that there are 52 papers on budgeting. Suppose

you take those 52 and start at number one and work through. I think

you will have a very fine preparation for budgeting ; much better than

if you just read a magazine article today and dash into it.

Even aside from the N. A. C. A. publications, there are some very
excellent works and some of us probably should blame ourselves for

not having used this information before. I have here a pamphlet that

is called "Budgetary Control System," put out by the Accounting Com-
mittee of the Rubber Association of America, which was printed in

1926 by the Ronald Press, and is just about as complete a manual from

which to work as you can ask for. That has been available for seven

years.
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In all of this budgeting, in the articles and speeches I have heard,

there is great emphasis placed on starting at some little place and doing

some little bit of a job. The result is that it is too liable to stay a

patchwork job, too liable to stay a lot of pieces. It seems to me to go

fundamentally against the competent accountant's grain to do things

in such a slipshod, loose, and piecemeal way. If there is anything that

makes an accountant an accountant and not, well, several kinds of a

bookkeeper, it is the fact that he does appreciate accounting technique.

He has a certain formality in doing his work. I do not say he should

advertise that to everybody in the place, but in doing it himself, he

should follow a certain technique.

It is with this idea that this paper has been prepared. While the

preliminary steps in budgeting do involve' making up expense and pro-

duction budgets and miscellaneous budgets, you cannot say you have a

budget system until you have a completely coordinated unit that

enables you to effect financial control. That means you have to have

a balance sheet at the beginning of the period, cash receipts and dis-

bursements statement, profit and loss statement, and balance sheet at

the end estimated.

Of course, before you can do that it is necessary to have the prereq-

uisites to sound budgeting. They are very simple. You need them

for sound management. The first is proper organization and definite

lines of authority and responsibility. I think, not in the very smallest

organization that Mr. Smith was talking about, but in the next largest

where it is tqo big for one man so that you have three or four, that

that is where the greatest confusion comes. As was pointed out in

the 1932 Year Book of our Association, in Mr. Hopf's paper, you get a

condition where any one of three men is doing something about every-

thing. That makes it very difficult for you to budget.

The second thing you need is an accounting system which reflects the

operation and results of such an organization. That also seems sim-

ple. When you start to budget in detail one of the first things you find,

if you haven't got a very carefully planned chart of accounts, a func-

tional chart of accounts, is that you have to tear your figures to pieces

in many different ways so that you cannot get your budget controls

from your general books, which makes continual analysis a very ex-

pensive procedure.

Another point to remember is, that where you have branches or

plants around the country you must have uniformity of accounting.
You cannot have Milwaukee charging something to one account and

Chicago charging it to some other account. All of that work has to
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be done ahead of time, and it is the failure to do so that has made some

of this impromptu budgeting the failure that it has been.

It is also really necessary to have a cost system which accurately

reflects the cost at varying capacities, and the components of this cost.

You also need the adequate support of the management in the budget

work, and, although probably you all will not agree on this, you need an

individual to operate the budget who is able to use it as a coordinator of

the work of all departments, and as a means of educating each manager,
that is, each manager of the little units (it may only be a foreman of a

department) in the economics of his own particular unit of business.

I think I see, as one of the great things in budget work, its educational

value. Men operate in small units of a big industry for years and

really do not understand their relationship to the whole or understand

even the economics of their own little department. There is a wonder-

ful opportunity for the budget director to get them all profit and

company minded.

In the preparation of the complete budget, the sales budget is really

the keystone. In the accompanying charts you have been given a com-

plete set of budget papers based on using the sales budget to start off

with. I won't complicate it by departing from that and working from

some other base.

It seems to me the vital importance of the sales budget is the fact

that the customer's dollar in the final analysis dictates all the policies

and all your activities and operations, unless you happen to be an

endowed institution. So it really is a very vital part of the system.

Not only is the sales budget the basis for the profit and loss statements

and balance sheets, but its preparation constitutes a reappraisal of all

sources of profit, and in doing this you open up a very large field of

research.

Almost invariably this work leads to an educational program for your
field managers. They begin to put down their thoughts logically.

They depend a little less on hunch and instinct. It usually leads you,

whether you are a one-man concern or a big corporation, into market

research and sales analysis. It leads into work that in the distribution

and selling fields discloses and stops uneconomic practices, and reveals

the same faults that Taylor and the pioneers in industrial cost account-

ing discovered when they first began to scientifically manage factories.

While the preparation of the budget may be the result of the labor

of many, the final collating and establishing of the budget is a one-man

job. I feel that if every Tom, Dick, and Harry in the plant is going to

feel that he is responsible for the budget, can change it and argue about
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it, there is going to be the tremendous disorganization that comes from

any large committee rule. If the budget is to be a basic structure,

around which the financial condition of the company is to be built, it

has to be in pretty strong hands.

These budgets cannot be prepared from cold statistics. Even

though our cost accountant has read a book on statistics, I am afraid

that just one book is liable to get him into very considerable trouble,

particularly if he tries to plot his sales against general business index

lines. Some of these indices are treacherous to the nth degree.

The building of an index to match your business is a very difficult

job, but that is a development that does not have to come early in the

budget game. There is certain knowledge that is essential. Mr.

Smith has told you about the small concerns that need to establish

policies or at least formulate policies that they do not realize are policies.

How about the places that have their policies already established, that

are going? Somebody has to know all those things. In the large or-

ganization it becomes scattered, so I think, in addition to sound statisti-

cal background, certain basic information is needed.

You need to know the general plans and policies of the business.

You need to know something about trade conditions. Then you need

some statistical information on previous sales, what you sold, where

you sold it, how you sold it, and to whom you sold it.

The first item, a knowledge of general plans and policies of the busi-

ness, is usually lacking in budgets prepared entirely by the salesmen.

The second item, a knowledge of trade and conditions, particularly

as they may exist in the near future, is a problem of great difficulty for

the managing executive to estimate and anything but a superficial

appraisal of immediate local conditions is beyond the ken of the average
salesman.

The third item requires statistical study to bring out the trends, the

underlying and less obvious currents, the natural channels in which the

business flows the most easily,

In most cases sales have to be analyzed by commodities, methods of

sale, terms of sale, methods of delivery, by territories, by salesmen, by
customers, and by such other special classifications as a particular busi-

ness may require. In the search for basic data this information is

cross-collated and set up in many different arrangements.
Further analysis is sometimes required so that forecasts can be

made for those materials where with reasonable accuracy the require-
ments can be determined by units of size or price as distinguished from
that group of materials which can only be estimated in bulk.
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The sales budgets used in this study have therefore been prepared,

using the following source material :

(a) An adequate statistical background showing sales volume, sales

cost and profit by department, by products, by salesmen, by
customer group, and by trading centers, with sundry cross col-

lations.

(b) The report of potential business prepared by the market re-

search section.

(c) The report of business necessary to sustain the existing expense
and the comparison of existing expense with normal cost of

doing business.

(d) The study of the weighted index line forecasting the trend,

(e) The study of seasonal variation.

(f ) A study of the relative acceleration or deceleration trend which,

in effect, eliminates seasonal variations.

(g) A study of the statistics of satisfactory districts used as a meas-

uring stick against the statistics of unsatisfactory districts.

(h) Field budgets, prepared by the local manager, of sales by prod-
ucts and by major customer groups.

While field budgets should be called for, it is too much to expect them

to come in in shape for final use ; in fact, it is sometimes not desirable

to insist upon field budgets when dealing with men who have sufficient

business sagacity to competently plan their operations but who are dis-

turbed by the setting down of their ideas in a formal accounting
manner. If you try to get them to set it down on paper, you just spoil

their style completely. So the best thing to do is to go out and talk

to the men and make up your own budget. I feel the value of the field

budget chiefly lies not in its immediate use in making up the budget, but

in the check-up which comes when the actual results are apparent.

That can be done, let us say, six months later in a very friendly and not

critical way, in which you can go out to the field manager and say,

"Bill, you certainly were off. You threw my budget out to beat the

band."

Then sit down with him and see if you can find out why he did not

make a better analysis. You may find that certain very important

factors he had completely ignored. If that can be presented to him in

the right way, and if you teach him one or two factors at a time that

he understands, eventually you are going to get that man not only better

for budget work, which is not so very important, but better for his job.

One other study made in connection with setting the final sales

budget is a volume-price chart. This requires a very intimate knowl-
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edge of competitive conditions and customer resistance and the possible

effect of encroachment on competitors' territory on the price structure

and resulting net profit.

You can budget increases in sales, but you have to bear in mind that

maybe a competitor will take offensive measures which will wipe out

more profits than you will gain. The volume-price study is effective

in correcting the profitless expansion which arises when the sales

quotas, as they used to be, are set 10% higher than they were last year.

I do not know just what is going to happen to sales estimates under the

National Industrial Recovery Act.

It may be that this very difficult subject will be settled for us, that

we will receive a letter from somebody which will say, "Your quota is

so much/' and if so, that takes one of the tough jobs out of budgeting

because you can start with a known figure. However, I am not a great

believer in blessings by mandate, and it is just possible that we may still

have a few odds and ends of constructive thinking to do without get-

ting the government to do it.

I think there will still be need for study. Suppose we even have

fairly uniform prices and fairly uniform quotas. There is one thing

we have not got and cannot get by legislation, and that is uniform intel-

ligence and uniform initiative. It seems to me that if they set my price

and quota for me, there are still a few ways I can entice an additional

customer into my field.

I think new competition may involve a little extra in quality, or a

little additional accessory at no extra cost, that will make the customer

buy my product, or perhaps I may package the stuff a lot better, so it

will deliver easier or display better. Or, I may group the product and

sell it in combinations until they pass a law against that. I may have a

much more effective advertising campaign, or, if I am working through
dealers, I may develop a very much better plan of dealer helps.

It will be, I think, a mistake for us to assume that there is not going
to be extensive competition, but I do think that for a while, at least, we
may have a much better idea of what our sales are going to be and that

will certainly make budgeting much easier. At the same time, it will

make budgeting that much more important, because, instead of budget-

ing for sales, you will have to budget for profits.

It will be your job to budget to see that with a definitely assigned

quota at a reasonably established price you make the maximum amount
of profit. The only way you can make the maximum amount of profit
is to control your expenses and control your costs and the most effective

way of doing that is through the budget. So, though one element of
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uncertainty might be removed, it does not eliminate the need of care-

ful budgeting.

Another phase that I am not going to touch on at all, except to

mention in passing, is that it seems to me there will be a tremendous

field for budgeting an entire industry and of budgeting your part in

that industry. I cannot see how all these small units are going to be

tied in unless there is some master control which will be a form of

budgeting.

To go on, there are a lot of figures in this paper, and I really do not

intend to get into all of them. I should just like to call off a list of the

schedules and then, if you have any questions about them, we will try

to answer them.

Preparation of the Master Budget

Schedules and working papers, together with the following explana-

tory detail, are designed to illustrate the principles involved in the prep-
aration of the master budget. The following schedules are required

(see illustrations) :

Schedule No. :

( 1 ) Sales budget by territories by product

(2) Sales budget by territories by customer group

(3) Statement of standard cost of sales

(a) Inventory balances and distribution of cost variance

(4) Statement of inventory and required production and purchase
commitments

(5) Statement of standard cost of production, and cost variances

(6) Detailed expense budgets :

(a) Sales expense by territories

(b) Manufacturing expense

(c) Advertising expense

(d) Administrative expense

(e) Fixed operating expenses

(f) Sample expense ledger sheet used for control of actual

and budgeted expenses

(7) Schedule of anticipated collections from sales

(8) Schedule of anticipated expenditures for:

(a) Labor

(b) Material for manufacture and for resale

(c) Supplies, telephone and sundries
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(9) Schedule of accruals and prepayments :

(a) Taxes

(b) Fire insurance

(10) Budget of repairs and replacements and betterments and addi-

tions (not illustrated or used in this example)

(11) Journal entries covering anticipated transactions by months

(12) Work sheets for the handling of journal entries and prepara-

tion of monthly cash receipts and disbursements statement,

monthly income and expense statement and final balance sheet

(13) Statement of anticipated profit and loss

( 14) Statement of cash receipts and disbursements

(15) Comparative balance sheets and statement of application of

funds and changes in working capital.

After you have all schedules very carefully prepared and take them

to the executive, what he probably looks at is the last page, and says,
" How much are we going to lose ?"

"Well, we are going to lose $19,000."

"How much is our cash going down?"
"The cash won't go down."

"That's fine. Let me know if it does not go that way."
All your work looks as though it is shot. I prepared this from an

accountant's point of view. I think if we were preparing the budget
for presentation to the chief executive I would put Schedule IS on

top, and would not use some of the others. I would leave them in the

office in case somebody called for them. They are essential to arriving

at the last figure correctly and accurately without doing it in a jerry-

built manner so that you forget half the things you put into it.

Schedules 1, 2, 3 and 3a are self-explanatory.

Schedule 4 first divides the product into that which is purchased and

that which is manufactured. It shows the inventory on hand at the

beginning of the period, the anticipated withdrawals based on the

schedule of cost of sales, and the inventory at the end of the period after

withdrawals, that is. assuming ytiu did not produce a thing.

You take out withdrawals, which will give you stock on hand. Then

you put down your desired inventory, what you think you should have.

That may be dictated by any number of reasons. In a declining

market, protection against price changes. If you are in need of cash,

it may be dictated by finances. In any event, you put down the desired

inventory and then production is merely a matter of subtraction.

However, you may get a production figure that will then involve very
considerable argument.
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HOVTELL-KEEXE COMPANY

Schedule 4

STATEMENT OF INVENTORY DEMANDS AND
PERIOD: FIRST SIX

t Products G, H, J, K purchased for resale in same form.

It will be noted that the inventory is allowed to fluctuate during the period in order to maintain
.nd the total estimated demand for the period inserted and the total production required is then fig-

*urchases can be estimated to fall in those months when other expenditures are not excessive. Another

J The monthly desired inventory will be obtained by taking the inventory first of month, deducting

The production schedule is broken down to furriish shop operating
data. The foundry work is translated into tons and into the number
of days of foundry production. The machine work is broken down
into the number of hours of productive labor. The necessary sched-

ule of purchases of raw materials and supplies and the basis for the

preparation of Schedule 5 is obtained from this report.

The preparation of Schedule 5 is facilitated if a standard cost system
is in operation, but it can be prepared under a job order actual cost

system if sufficient records are available to show the actual cost at

varying rates of production. With a standard cost system it is a simple
matter to figure the standard cost of production and its component
parts of standard labor, standard material and standard expense and
to bring over the variance due to running above or below normal.
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Sources of data: Sales Budget
Inventory Control

Prepared by: F. L. HARVEY
Checked by: H. E. HOWELL 11/3/32

REQUIRED PRODUCTION AND PURCHASES
MONTHS 1933

constant production over the period. To do this, an arbitrary inventory at the end of the period is set

ured and divided by 6 to get the monthly production, which is then inserted under the proper month,
set of conditions may be worked on this schedule such as building up inventory, planning shut-downs, etc.

demand and adding production or purchases as figured.

Suppose you anticipated production from Schedule 4 to be 40$?

capacity. If you have a standard cost system you do not have to worry
much about computing variances ahead of time. If you have an actual

cost system, you have to go through some figuring unless you come

back to some period when your capacity was 40% or t$% or 80$?.

The important thing, however, is to remember to pick up the variances

due to not running at normal production. Otherwise, you will have a

considerable discrepancy in the budget.

There was a paper read at the New York Convention in 1928 by Mr.

Kingsbury, who, I think, was controller of the American Rolling Mills,

in which he discussed in great detail the budgeting and manufacturing

operations. Some of us have an idea that if a paper was published five

years ago it is not any good. I think you will find that 1928 paper well

worth studying:
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HOWELL-KEEKE COMPAN-Y Sources of data:

Schedule 6a

Eastern Territory

Field Reports
Market Research Reports

Prepared by: F. L. HARVEY
Checked by: H. E. HCTCTELL 11/2/32

SALES EXPENSE BUDGETS
PERIOD: FIRST 6 MONTHS 1933

Totals 800 700 775 735 780 790
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Each budget under Schedule 6 is used not only in the preparation of

the master budget, but constantly during the period as a means of

controlling expense and increasing efficiency. I should like to have

it understood that those budgets do not represent the highest efficiency

or the best conditions. They represent the facts as they are. It may
take you a couple of years to get some of them so that the budget and

what you would like to see is the same thing.

I do not like to see a budget operated as a sort of whip to force the

management to do through bookkeeping what they should do through

just exercising a little courage.

In this connection, there was a very splendid paper published in our

N. A. C. A. Bulletin of March 1, 1933. It was written by Mr.

Kleinschmidt of the York Ice Machinery Corporation, of York, Pa.,

on the budgeting of branch office expenses. It is a perfectly splendid

paper and there is no need of you fellows belonging to the N. A. C. A.

listening to me when I tell you about it. You can read it.

Schedule 7 is a very important record. It is a most interesting one

in checking up your credit and collection departments and a very vital

one in times when collections slow up and banks close. All of the

schedules, as you can see, fit into a scheme of checking up various

operations as well as tying into this final figure.

Schedule 8 covers expenditures. There is nothing very important
about it except the expenditures for labor. Again I refer you to

standard cost systems and budgets that have been set for labor and

overhead at varying rates of production. That subject has been thor-

oughly covered and it certainly will wreck your budgets if you have not

adequate control of labor at varying rates of production.

Just the matter, for instance, of the last few weeks when there has

been a rush of business and men have been hired. The natural tend-

ency will be if you have not adequate control by standards, you will

have excess forces for months longer than they are needed if business

should fall off. What we want to have is control so that we have the

right amount of labor and right amount of expense for the production
that we have at any particular time. That expenditure budget, tying

right through the shop budgeting system ought to help you control

labor.

There is nothing important about Schedule 9.

Schedule 10 (not illustrated) is the budget of repairs and replace-
ments and additions and betterments. Some of us are inclined to

think that is not very important because we are not going to build a new

plant this year. I omitted Schedule 10 for the reason that all it does is
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list the new additions and betterments, and it is not a vital thing right at

this time.

I would not ignore it, however, for this simple reason : Sometimes

the betterment involved is only a small machine. But how many
times have we seen a master mechanic or manager go to a show and see

some magnificent new machine that turns out five times as fast as his

old machine does. He buys it and puts it in and then has it lie idle

for 95% of the time, due to the fact that he does not have the production

to keep the machine running.

So, if you can tie in the purchases of new equipment through this

budget, that may give you a chance to check into the old machine and

show that the excess labor cost from using it for the next ten or fifteen

years would not be any greater than the initial investment in the new
machine.

Each budget under Schedule 6 is used not only in the preparation of

the master budget, but constantly during the period as a means of con-

trolling expense and increasing efficiency. These budgets of antici-

pated expense are continually checked against the standards and are

the subject of special cost investigations.

The expense budgets are journalized as debits to various expense

accounts and credits to Sundry Accrued Payables and Reserve for

Depreciation, and then a summary by items such as salaries, supplies,

rent, etc., is used to prepare a schedule of payments from which the

journal entry debiting Sundry Accrued Payables and crediting Cash is

derived.

From the production schedule, it is necessary to set up the anticipated

cost of manufacture. The actual labor and material is a debit to

separate labor and material accounts and a credit to Sundry Accrued

Payables, the actual expense having already been set up. The actual

labor, material and expense accounts are then closed into their respec-

tive variance accounts.

From this same schedule the standard cost of production is journal-

ized as a debit to Inventory and credit to labor, material and expense
variance accounts.

The schedule of those items paid in the budget period is a debit to

Sundry Accrued Payables and a credit to Cash.

From the schedule of inventory demand, the total purchases for

resale is journalized as a debit to Inventory and a credit to Sundry
Accrued Payables. From the schedule of payments an entry is made
for items paid debiting Sundry Accrued Payables and crediting Dis-

count Receipts and Cash.
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HOWELL-KEENE COMPANY
Schedule 12

* Where there are many cash transactions, use horizontal columns to facilitate preparatio
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FOR BUDGET
1933

Prepared ft>: F. L. HARVEY
Checked by: H. E. HOTVELL

Profit and Loss
Balance
Sheet

Cash Receipts and Disbursements statement,
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From the standard cost of sales schedule an entry is made debiting

Cost of Sales and crediting Inventory at Standard Prices. At the same

time the portion of variance applicable to cost of sales is picked up.

It will be noted that all of the necessary expenditures for labor, ma-

terial, and expenses of various kinds are credited to Sundry Accrued

Payables. If necessary, these accruals can be kept separate as accruals

for labor, accruals for vendors, etc.

In order to simplify and at the same time to provide all the necessary

information so that the balance sheet at the end of the period will be

complete, it is not necessary to trace through all of the reserve and

accrual entries. For example, at the beginning of the year there is un-

doubtedly a reserve set up for accrued state and county taxes. At the

end of six months it is possible to prepare a schedule of what should be

in the accrual account at that time. Instead of trying to trace all of the

items through the books by means of journal entries, the accrual at the

beginning of the year is credited into Profit and Loss and the estimated

accruals which should be on the books at the end of June are set up on

the books by a debit to Profit and Loss and a credit to Accrued Taxes.

A master set of journal entries with fly-sheets for each quarter or

for each month facilitates journalizing and helps to avoid omission

of items,

In analyzing a variation between the budget and actual operations it

can very often be localized quickly by showing along side of these jour-
nal entries for anticipated transactions the journal entries eventually
made covering the actual transactions.

The next step is the preparation of the work sheet, and if it is care-

fully designed it will show the entire picture resulting from the an-

ticipated transactions for the budgeted period. It shows the balance

sheet at the beginning
1 of the period and the balance sheet at the end of

the period and all of the transactions for the intervening period. In

order to prepare a monthly cash receipts and disbursements statement

and a monthly profit and loss statement, the entries affecting these ac-

counts are posted to separate columns for each month while all of

the entries affecting the other accounts are combined in one column.

Budgeting is a continuous process and master budgets must con-

tinually be brought into line with changing conditions. The method
shown involving the use of journal entries and the work sheet makes
the adjustment of the budget a simple matter and free from errors

or omissions due to not
"
following through

"
every transaction.

A good many times a variation occurs and they say, 'That affects

our sales," and they will change the sales budget but forget all the other
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things it does affect. If you follow through with a set of entries,

you cannot miss those things.

Schedules 13, 14 and 15 are self-explanatory and their chief value

lies in the fact that they clearly point out to the management the end

to which the present course is leading. If that end is unsatisfactory, it

gives the management an opportunity for remedial action.

I suppose after you very carefully prepared this whole set of budg-

ets, and on November 1 said, "This is for the first six months of

1934," you would be very disappointed if all those figures were ruined.

That is what should happen if this condition as reflected in Schedule 15

is not satisfactory to the management.

They might say, "We won't pay for this loss out of inventory. We
cannot pay for it. We are going to increase sales or going to cut

costs." In such a case you have a variation from your budget before

it actually goes into operation. That is when the budget is really

worthwhile. If it is never used from then on, they have taken some

remedial action six months ahead of time, instead of after it has all

happened, and that would justify the work you put in on it.

The questions answered by the statements of anticipated profit and

loss, anticipated cash receipts and disbursements, the comparative bal-

ance sheets and statement of application of funds, with the supporting
detailed budgets, are as follows :

( 1 ) What is the expected profit ?

(If we are in the kind of business where there is an expected

profit and we can hope to get it, we can add Mr. Castenholz*

question, "Is that a sufficient return on investment?" In the

last two or three years if there was a profit at all most of us

have stopped with the first point grateful for any profit, even

if inadequate.)

(2) Is this amount of profit satisfactory ?

(3) If not, what is the reason?

(4) How can the prospect be improved?

(5) If there are losses, where do they occur?

(6) In any event, how are the operations to be financed ?

Again, in some institutions this last point does not make any differ-

ence. In others it is vital.

If the financing is too great a strain on the cash, can the operations

be financed from inventories or from some other group of assets, or

do we have to borrow from the banks? If so, are we going to have

the kind of balance sheet we can borrow on from the bank?

This set of statements shows more clearly than any other presenta-
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nxE COMPANY Prepared by: F. L. HARVEY
Schedulers Checked by: H. E. HOWELL 11/4/32

STATEMENT OF SOURCES AND DISPOSITION OF FUNDS

Summary of Balance Sheet Changes from 1-1-33 to 6-30-33

Sources of Funds

Current Assets Decreased

Inventory (Actual) ............................... 461438

Fixed Assets Decreased

Depreciation ..................................... 2 , 787

Current Liabilities Increased

Taxes Accrued ................................... 3QO

Total ......................................... 496i5

Disposition of 'Funds

Current Assets Increased

Cash ........................................... 23,937
Accounts Receivable (Net) ........................ 3 > 543

Advance Payments Increased

Insurance ................................. ..... 252

Loss per Profit and Loss Statement ................... 21 ,883

Total ......................................... 496i5

Prepared from Comparative Balance Sheets shown on the Work
Sheets.

tion the effect of all the operations and actions which convert cash back

to cash and the master budgets with their supporting schedules, if

properly prepared, clearly indicate the course to any desired end.

The period over which you should budget varies in the business.

Sometimes you cannot budget more than three or six months in ad-

vance. I think any management of a concern which does not have a

product requiring too long a period of time for processing, or too

great an investment in inventory should be rather pleased if, say, on

November 1 they could get a picture based on the facts known at that

time, of what would happen in the first six months. They cannot

expect anybody to tell them in November what is going to happen in

the first six months on events as they will occur in January. "To
the best o everybody's knowledge as of November 1, this is what
will happen." That seems to me a lot more effective than waiting
until it does happen, and trying to correct things in a hurry.
There is one thing that might be of help and that is the interim

variation. Changes occur constantly, as I have said. Sometimes as

soon as the budgets are issued they cause action which changes them.
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HOWELL-KEENE COMPANY
Schedule 15 (Cont'd.)

SUMMARY
The anticipated loss from operations, not including

depreciation charges, is estimated to be $19,096

The budget calls for the financing of the loss from

reduction in Inventory and for the building up
of the Cash Balance from the same sources.

Reduction in Inventory $46,438

Used to build up Cash Balance through Collected

Receivables $23,937
In Receivables uncollected 3,543

To finance loss 19,096

$46,576
Less: Net of accrued items , 138

$46,438

It is essential that manufacturing and purchasing schedules be closely

supervised, that collections be maintained as scheduled, and expenditures
held to the budget if this loss is to be financed out of Inventory and
not out of Cash.

I think sometimes it is a mistake to wipe out all the budgets and start

all over again. In fact, I would not do it. I would take each one

of those tilings.

Suppose, instead of cutting the accountant's salary, they decided

to raise him 10%. Let us be optimistic. We can have variation

number 1 increase in salaries for everybody, including the cost ac-

countant, of 10%. It is very easy to figure how much that is, and in a

brief statement on schedule number 1 you can say, "This will decrease

the profits so much, and increase the cash disbursements so much, and

change the final figures so much."

Let us say on January IS the price of everything we sell goes up

20%. All we have to do is to head up a sheet variation number 2,

change due to increase in prices of 20% on January 15 increase to

sales, increase to profit, increase to collections, instead of gumming

up the master budget.

Another nice thing is that the management can see: clearly what

changes have taken place in this period. I think that trying to con-

tinually refigure your budget and make it tie in with the actual figures
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is a mistake, even if you can do it. There is absolutely nothing wrong
with the budget that does not agree with the actual figures, if, because

of some action the budget caused you to take, the actual figures are

very much better than the budget.

Sometimes you have to get out an emergency edition of the budget.

For instance, in the recent push with increased sales, it may be neces-

sary to increase the production schedules. It is much better to do

that on the same theories on which you outlined the original inventory

than to just let the shop run full speed and a couple of weeks after

the orders cease to be shipped, to find that the shop is still operating on

full schedule, and then perhaps a month afterward shut it down.

There ought to be some computation of what that excess and un-

usual demand really is and then a budget made of the production

necessary to take care of it, and if that emergency budget has to be put

into effect again, so much the better. But do not let it upset the basic

set-up because we have had a lot of violent and short fluctuations and

we want to be sure before we go ahead.

The budget is nothing more than intentional planning. It is neces-

sary to remember its limitations. It will not correct the ills of an in-

dustry. It will not wipe out unemployment. It will not be a substi-

tute for management. It can point out the right course but it cannot

steer the ship.

It is important not to let it become an expensive overhead routine, nor

must it become an additional piece of bookkeeping. While the effect

of budgeting must permeate the whole organization its operation should

be an undivided responsibility, although the policies and actions dictated

by the budget should be put into effect by the chief executive officer of

the company through regular organization lines.

The psychology used in handling the budget with the men in the

field is most important. If the budget does not educate them in the

economics of their own particular unit it has failed. For that pur-

pose many field budgets are accepted which do not agree with the final

ones used in the master budget. Before the year is out actual results

will show whether the field budget was right or wrong and a careful

analysis in the light of this experience will reveal the points which were
overlooked in its preparation and educational results of lasting value

will be obtained.

I do not think it is necessary to have elaborate systems of reporting
these things. I do not positively know. It all depends upon the set-up
in the concern, but I think monthly or weekly statements get tiresome.
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We get tired of looking at them or making them up. So long as every-

thing is all right, why report about it? I think the most effective way
of handling these things is to have your accounting department set up so

that when a variation occurs, it is reported to the budget director.

Maybe he will write a letter and say, "Dear Bill: We notice this

is out, and what is the trouble?"

Or, we might go to see the man and find out what it is, and take that

little item and get it corrected in such a way that the man who is re-

sponsible for getting it out of line knows when you get through with

him why he was out of line, and so that he thoroughly understands

it and won't get out of line again. Unless you teach him why he is

wrong, you will still have that variation to contend with.

I like the principle that is used in standard cost accounting, that is,

that you do not account for anything but what is wrong. The same

system in reporting, I think, is very effective.

Where actual conditions line up satisfactorily, no reports are needed,

although a letter of commendation or a field visit is a considerable help.

Where actual conditions are not lining up with the budget, it is

usually best to find out what is the matter by a visit to the field. The

very men capable of understanding accounting reports are probably
the least suitable for selling and for that reason a set form of report

does not satisfactorily handle questions of this type, as the real ad-

vantage in the budget is the education which it gives in the principles

of sound management, and these can only be developed and brought
out by personal contact and a presentation to the man based on his

personality.

This matter has this importance with all these trade association

activities, I feel that there will be a tremendous urge to budget. They
will want to know where we get off under this New Deal. A great

many men will be thrown into the job of budgeting. I feel it is a job

that requires tremendous preparation. You can go off on the wrong
foot a good many times, and no matter how long you have been budget-

ing, it is always a good idea to keep the budget in your own top drawer,

and never allow it to be thought of as a formal harness in which the

business must run. I feel that it is better to write letters about the

budget.

To those men who are thrown into budgeting with very little prepa-

ration, I just have one thing to say, and that is I urge them to follow

sound accounting technique in preparing the budget. At least, they

cannot accuse you of making ordinary arithmetical or bookkeeping
errors.
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If there are any questions about any of these schedules, I will try

to answer them. Thank you very much.

HERBERT J. WEBER (Cost Accountant, Henderson Lithograph

Co., Baltimore, Md.) : I should like to ask, first, in your opinion,- is

this budget idea applicable alike to a business making a special product

to order and one making a stock article ? And then just one other ques-

tion. You spoke about the six-month period. Do you hold that is

the ideal length of time or ideal period ?

CHAIRMAN HOWELL : The answer to the first question is that

the principles set forth there apply to any kind of budgeting. The

methods by which you arrive at the figures you put into those schedules

are decidedly different. Naturally, where you are building for stock,

you have a pretty easy proposition. Where you manufacture what

happens to come in today, you have a very difficult proposition.

The difference is this : In the first case you can have a relatively uni-

form set of expenses and costs and relationships. You can translate

them into the exact number of dollars because you know what 100%
is going to be. In a special business, the only thing you can have is

definite flexible budgets based on ratios of varying capacities.

Then you can take any volume of product you like. The point is,

you have to have some estimate even if it is only the last month's busi-

ness or that of the month before. Otherwise, you cannot really stay in

business. You have to know something about what is coming in.

When today's orders come in, all you want to be sure of is that you do

not spend more for those orders than the standards that have been

set, so that the budget is really flexible for job work.

This particular budget illustrated, in addition to involving manu-
facture for stock, also covers a couple of foundries, 80% of whose
work is job work. The manager never really knows what he is going
to make until he opens the mail in the morning. So the budget is ex-

tremely flexible and we do not pay half so much attention to the total

sales figure and profit and loss figure as we do to the budget of allow-

able expense, allowable labor, allowable material, to actual.

The answer to the second question is,
"
No," because you absolutely

have to study each business. In some of them, of course, it would be

utterly impossible to budget a six months' period. Some, particularly
those with sound finances, may be able to budget a year ahead^of time.

I think you have heard some addresses from the platform in previous
conventions where they budget the full year. The only statement

I can give you on that is to again emphasize the need of saturating
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yourself with budget material, saturating yourself with policies and

plans of your own business so when you do decide to budget, you do

not pick an impossible task for yourself.

There is no period I know of that could be set as the ideal time or

period for budgeting,

MR. GRAVER: Can't we say quite definitely that the first step in

preparation of a budget is a sales estimate?

CHAIRMAN HOWELL: The sales estimate is the keystone of

the thing. There is no question about it, but as Mr. Smith has pointed

out, budgets can be prepared for a lot of other things. That is not

the point. For a complete budget you have really got to have a sales

estimate as the basis. If the sales volume is too uncertain to estimate, it

does not prevent you from having budgets. Assuming that your busi-

ness is so variable and fluctuating that you cannot tell whether the sales

will be so much more or less, the least you can do is to set up a budget
for several different kinds of conditions which might happen, and leave

it to the management to decide which one they are going to gamble on.

M. W. MERWIN (Controller, The Bradley Smith Co., New Haven,

Conn.) : First, I should like to ask one or two questions, and then

state our case. In the light of our case, possibly you can answer the

questions.

The first is, are you overemphasizing the value of the budget for a

small concern? By that I mean a concern doing under $2,000,000 or

$3,000,000 a year.

In the second place, just how far should we go, and have we made
a mistake in eliminating some of it ?

The story is that two years ago we installed a standard cost system
in our .factory which manufactures candy and peanut butter. Last

year we put in a complete cost system with financial budgets and every-

thing that goes with it, even to the key-man bonus plan.

Yesterday afternoon I attended an organization meeting of the

Eastern Peanut Butter Manufacturers. At that meeting the question

was asked, "How many concerns represented here have cost systems
in their plants ?" There were over 25% who did not have any cost sys-

tem, and 50% that did not have an adequate one. That is the com-

petition we are up against.

Also, in the candy business, we set up our financial budget for the

year 1932, which was last year, and expected it to work somewhere near

right. We found we got into some pretty vicious competition and I
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might. say probably 50%, at least, of the candy industry is not making

a profit at the present time.

We had repeated calls coming from salesmen in the field that if we

could 'furnish this product at such-and-such a price, we could get the

order. In other words, we had to cut under our standard cost in order

to get the order. We did it in a good many cases which, of course,

put the budget off entirely, or so much that it was not really worth

much. We discontinued the financial part of our budget.

In the factory the expense budget is working perfectly. We would

not eliminate that under any circumstances, but the point is, until the

rest of the concerns in our field get into the financial budget and budgets

all the way through, we are more or less in a position where the financial

budget is not going to help us.

We had a case last month where we had one large order with a profit

way above what we expected because it was a novelty number, the first

in the field.

Do you recommend that we keep on with the financial budget, or,

do you say throw everything out and reduce office expense and keep
the expense budgets, and that is all ?

CHAIRMAN HOWELL: Mr. Smith, you had better handle

some of this. That is a long question.

I will tell you what I would do, first of all. I would take all budgets
out. If the accounting department was being complained about by
the management, I would do the budgeting after office hours. I would

not do away with them. In fact, a great deal of budgeting work has

to be done unofficially, particularly when you are starting. There is

no question about it. Furthermore, you should not take the company's
time while you are fiddling around, learning how to budget.

It seems to me there is a question of policy involved first, and that

is whether you are in business to sell candy at any price, or are in busi-

ness to make a profit. If you are in business to sell candy to anybody
who comes along and wants it, at his price, I would say,

"
Certainly,

throw the budgets out, but be sure you have a darned good bank bal-

ance."

Your condition is not different from the contracting business which is

torn to pieces. In it is the worst kind of competition, with the bulk

of the going work under the low-bid system going to the worst swin-

dlers 'in the business. They have no cost system nor anything like it.

They depend on the bonding companies to finish the job.

A good, sound company is going to budget. They are going to
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know that they are better off to leave the money in the bank, than, let

us say, to use it donating post offices to the Government. Let some-

body else do that.

It seems to me there is essentially a question of policy involved.

If you feel the standard cost at the certain capacity that you are entitled

to is sound and right, then whether or not you take any more business

has nothing to do with the man doing budgeting. Set the facts in front

of the management.
Whether to throw the financial budget away depends on whether

you want to know ahead of time where you are going, or whether you

just want to wait until something hits you and take it suddenly and

without forewarning. I think that under the conditions such as you
named, that is where the budget is the most valuable.

Yours is a very pertinent question, very pointed. I think I should

like to have a discussion from the floor. Mr. Castenholz looks ready
to say something.

MR. CASTENHOLZ: No, not on this particular point, Mr.

Chairman. I will surrender that privilege to someone else.

MR. MASON SMITH : It seems to me this is primarily a problem
of sales research. We try to find out what we are going to sell, to

whom we are going to sell it, how we are going to reach our customers,

and at what price.

You are making peanut butter and candy. If the industry is so

shot full of unfair, cutthroat competition as you indicate, it seems to

me you cannot help but get so deeply into that when you budget your
sales you will have to make up your mind in advance rather than after

the wind hits you and wrecks the ship, whether you are going to take

that business at all or whether you are going to try to retire from the

profitless part of it. Perhaps there is some other more profitable line

that can be developed. Adequate sales analysis and study would

bring you to approximately the same condition in your planning as you
will be in your actual situation, anyway.
Whether or not these financial budgets ought to be thrown out, I

think Mr. Howell covered that adequately. It seems to me it is danger-
ous to retreat. You must feel you are right or you never would have

started. I should say one of the very great opportunities that exists

for you is to get hold of such companies in this line of business as there

are who feel somewhat the same way you do and see if you cannot

carry on some educational campaign. If the Industrial Recovery Act

operates as it should you will have help in this teaching.
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MR. MORRIS KNAPP : We use two budgets. We have a flexible

budget which is developed rapidly, and we have the company budget

used for administrative purposes. By working the two together, no

matter how the economic conditions vary, you can bring out the why,
not only for factory operation. For actual application, it works out in

tabular form. We do not use graphs for working it out.

In our experience, for judging the result, we usually pay more at-

tention to the time up to date than to the period we are working on.

We cannot budget in a small company, especially with diversified prod-

ucts. So one period will show up total to date with a controlling figure.

CHAIRMANHOWELL: Thank you very much. That should

bring some light on the question asked by the gentleman regarding that

business which is hard to budget due to inability to estimate sales. If

you have that flexible budget idea, it is a great help.

I now recall a very clever application of that in Mr. Kleinschmidt's

paper published in our N. A. C. A. Bulletin. He is in the contracting

business, as we happen to be, and it is utterly impossible to know what

contracts are going to be closed this month, even though you may have

a list of prospects right in front of you that you know will close

eventually. You do not know just in which month.

Mr. Kleinschmidt worked out a method by which the flexible budget
is built on a cumulative twelve-months' total. It carries forward the

twelve-months' total. That possibly is not the solution of every prob-

lem, but I just want to point out that with a little ingenuity some basis

can be worked out that will give a little advance information instead of

waiting, as Mason Smith points out, until the wind hits you and drives

you on the rocks,

BERNARD J. RAEBER (Office Manager and Statistical Label

Manufacturers National Association, New York, N. F.) ; I am con-

aected with the printing and lithographing industries. We have the

problem of budgeting and we have been doing budgeting for the last

twelve years, both for individual companies and for the Association as

a whole. Printing an4 lithographing is nothing but contract work.

We establish our conversion costs on normal operating activity and
normal use pf the equipment, notwithstanding that we may only operate
on 40 qr 5Q% activity,

However, we feel we cannot force the customers to pay for the in-

activity of our eqwpiflfitrt .and the mistakes made by management in

overequipping their factories. In order to establish a measuring stick



BUDGETARY CONTROL 255

of our profit possibilities, we have to adopt a formula for establish-

ing a normal price, or normal value for the work.

Lately we have been following Mr. Churchill's idea. \Ve have es-

tablished our direct manufacturing cost for each department and by

doubling the costs we arrive at normal values for services rendered by
the various departments. By establishing our budget at 80^ activity

and including that sales value and analyzing our costs as to constant

and variable costs, we are able to establish normal for any operating

activity against which we compare our actual results.

I had one instance, for example, where it was shown that the com-

pany operated at 34% activity. The normal break-even point would

be about 33%, because the overhead was rather small compared with

some other companies. Therefore, they were below the average
break-even point for the industry. Their sales value was only 74>%
of normal sales value, and, therefore, they lost ail advantages and their

actual break-even point was over 50% of capacity, and they showed a

loss.

CHAIRMAN HOWELL: Thank you, very much. That is a

very clear illustration of what can be done and has been done. It also

again brings out the fact that there is some real talent in the N. A. C. A.

I forgot to mention when we first began to get into budgeting and

marketing research we found our N. A. C. A. friends were all very
courteous and helpful I would write a letter to some of the mem-
bers saying, "What are you doing about this, that and the other?"

They have always Replied fully, completely, and courteously. I have

had occasion once in a while to reciprocate. It is a substantial benefit

of membership in the N. A. C. A. I do not know whether that is a

sort of warning that perhaps I am going to write this gentleman pretty

soon ; but it is something of real value in this Association and it is worth

mentioning.

MR. CASTENHOLZ: May 1 1evert to the subject that I talked

about eafly in the session? In the eafly part of your paper, Mf.

Smith, you stressed the danger of Ettiitirig btidgetaty Control instal-

lation to a small section of the business and ending it there. It was in

connection with that very idea that I came to the conclusion that that

most important increment in business, namely, the net profit, should

be the starting point. I do not mean to say in a budgetary process for

a particular year we can always budget a net profit. It may be that

under certain economic conditions we may have to budget a net loss.
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However, starting from that point, knowing that the net profit is the

most important increment of the sales dollar, and that the sales dollar

recovers for us all expenses and costs which are, in turn, the measure-

ment of all functions of business, management is necessarily directed

to the control of all the functions that form these other increments of

the sales dollar. That will interest management in the complete

budget.

That is the idea I had in mind in projecting the thought of starting

with the net profit. Please bear in mind that my mind and my budgets

are flexible, to take care of economic conditions which are bound, of

course, to interrupt and change any of the early calculations.

In connection with that same topic, Mr. Smith thought starting with

a net return on a normal investment might be dangerous if other con-

cerns got the same idea. I believe if other concerns got the same idea,

the entire industry would be put on a much saner basis than if they

were merely wild, cutthroat competitors working on no basis at all.

CHAIRMAN HOWELL : I think that is
"
right down my alley,"

Mr. Castenholz. That is going to be more important because while

most of us might like to experiment with a lot of little budgets, I think

the emergency that has existed and is going to exist is going to re-

quire a complete budget.

One other point. If you are trying to put budgeting over, you can-

not expect to go to the President and General Manager of your com-

pany and say, "I have a budget on this little bit of a department on oil

and waste/' or some other thing and have him much enthused. He
will say, "Fine/* and not bother.

If you can say, "We are going to lose half a million dollars next year
and it is going to knock our cash down so that we will have to borrow

$300,000," he will get excited right off the bat. Then, perhaps, you will

get his authority to go down and work some of these detail budgets

through the shop and in the field where you might have some real

difficulty. There is a big item in budgeting that you can sell, and you
cannot start out by selling a couple of bolts if you want to sell the auto-

mobile.

I think the importance of complete tied-in budgets has not been

sufficiently emphasized. I feel also that the technique should be thor-

oughly understood. I do not know whether other people have worked
out a complete, coordinated budget merely by adding the schedules to-

geth^r in some way, without any formal method.
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If so, and if anybody has any other ideas of working it out or feels

that this method is a little too much of a bookkeeping way of doing it,

those are the fellows we would like to hear from.

A. R. DAVIS (Controller, American Hide and Leather Co., Boston,

Mass.) : I believe we ate considering the small business and their

beginnings in budgetary control I am wondering if, before they
start with what you have outlined here, it is not practical that they
should make a very thorough appraisal of their equipment and actual

capacities, and in connection with that an estimate of their irreducible

fixed charges, and in that possibly arrive at, not a budget of sales, but a

standard of sales which they must meet if they are to stay in business.

Also, I wonder whether they should make an appraisal of what they as

a concern with their equipment and organization can do the best, and

then start with the accounting and strictly technical budget.

CHAIRMAN HOWELL: The question of with which end to

start first depends on conditions. I feel when you are dealing with

functions of that type in a scattered manner you lose the coherency of

the whole thing. If you can start in with a budget of conditions as they
exist today and it shows a net profit or net loss of so much, then you
start and say, "Well, prices are low. Why are prices low? What is

our capacity ? We are running at lOO^fc capacity. Where are we sell-

ing that stuff? We are selling it in this territory or that. Who is

the competitor there? Why do we take such a loss there? Is that

the fellow's home town and are we raiding his territory ? How much
in sales can we do profitably, and what areas can we cover profitably?

What will it mean to our capacity? What will be our losses in manu-

facturing ? Will it be cheaper for us to say we made a mistake when
we built that addition on there? Shall we close it up and forget it?"

I think there has been too much money spent, too much building of

factories and flooding the country with stuff for which there w^s not

a market, and which was not properly sold. However, the method

of tackling all these problems of management differs jn every concern.

I have found that the approach through the last few years, anyway,

yvhen finances are so important, through financial control from the

budget and down into the details, is one that gets you to the head of the

house instantly, and if you get him sold on the first part, you get sup-

port on the second. On the other hand if you tackle each item with the

men down the line and build up resistance, by the time you get to the

top they are probably not ready to listen to you.
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MR. TUCKER: To what extent do you advocate obtaining budget

data from the heads of the various operating and service departments

and in turn, to what extent do you actually use such data?

CHAIRMAN HOWELL: I think if I were making up a budget

in a hurry and had a well:organized accounting and statistical depart-

ment and had the cooperation of the executives at the head, I would

make up budgets without going into much detail with those fellows to

begin with.

As I pointed out, the real advantage of the budget is its educational

value and I would call for budgets from every department head, and

make them send them in and think about them. Whether or not you
use them is another matter. If you are responsible for the budget and

for stating the financial condition, I certainly would not take the word

of somebody who does not know, has not the facilities to know, and

would throw my whole budget out. I would use a corrected figure.

I notice in a good many sessions that there is an attempt to establish

an absolute formal way of dealing with executives in budget matters.

When you come to figures, they should be handled formally according
to an accounting technique. That is what this paper is all about, but

when you come to human beings, that is an entirely different matter and

I feel that the man in charge of the budget should have intimate

contact with every single person who has anything to do about it at all,

and know each man pretty thoroughly, and talk to him and build a

budget up from talk. If he is a fellow who likes to write letters, let

him write. If he thinks he is a darn good budgeter, give him a lot

of forms and let him shoot.

I do not believe in patchwork budgets made up by the best guesses
of forty-seven people. I much prefer to have one man's guess, even

though it is wrong.

E. LA ROSE (Assistant Controller, Bausch and Lomb Optical

Co., Rochester, N< F.) : I want to say a few things about this budget.
I think a great many concerns have absolutely gone wrong by starting
from profit If we had general business conditions at a level the past
five years or ten or fifteen years, you could start from profit. With

general business conditions going the way they have, I think the only

way to start is with an accurate sales forecast. Then get as much
profit as you possibly can.

So many concerns have said, "We are going to make $500,000.
That is 10%. Our sales will be $5,000,000." Then they only sell
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$3,000,000. It will catch you on inventor}*, on expense, on cash, on

everything in your budget if you start with profit. You cannot do it

until the country adjusts itself, until we have a general level of business.

I think the greatest step in budgeting in the last few years has been

the complete study of the deviation of every product the concern sells

with business conditions. The General Electric Company, for ex-

ample, has set the 1933 budget, giving due consideration to the effect

that business conditions have on each product. Electric bulbs may
be down IQ% as a necessity. Flatirons may be down20% . You come
to refrigerators, and they are down 40%. Oil burners may be down

5Q%~ So, it has a definite effect on each product and we have to deal

with sales forecasts.

The next thing you mentioned is that you did not think the budget
has any effect on employment. I believe it will, that it will stabilize

employment, that it will give steady employment to workers, eliminate

high turnover, and high costs as a result of high turnover. It will

give you better quality. I cannot help but feel when you say that it

would be a good thing to keep the budget in your desk, that you are

wrong. A pilot certainly has to have all his instruments in front of

him, his tachometer, oil gauge and gas gauge. He cannot fly by guess-

work.

I think the more you keep the budget in front of everybody, and

show them where you are over and under, the better chances you are

going to have.

Charlie James has been sitting next to me. I told him that we have

adopted his suggested form of statement, made a few changes and it

was one of the finest things I had seen in industry today. I worked

with it the first five months of this year. Some of you people know
what it is. You can pick up variances with your budget, so now I

would say more than ever before, with the use of this statement it is

necessary to correct budgeting and have adjusting budgets.

I think the budget ought to stay for three months, six months or a

year. A year is the best you can get. In our case, we are thinking

ahead five years.

There are men who have stacks of records and do not know where

they are going in budgeting because they are trying to change every

month. Here is a budget of 60% volume, another of 70%, another

of 80%. They shoot the schedule out each week, and the concern does

not know where it is going. I think you can take care of it by letting

the budget stand. Simply show the company that due to variances in

volume, this is an amount that you should -cut or spend. That is all
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that is necessary. Then you can go back to February or March or

April or any month of the year and show where they made mistakes.

I agree that it is an education right down to the sweeper. I think

you can apply your incentives all through, especially on the expense

items of your budget. I have not heard it discussed, but I think prob-

ably the newest thing is the standard selling expense with over and

under absorbed selling expense, similar to your factory overhead.

That will work in this new style very well It eliminates a lot of figur-

ing and I think with the new recovery bill, that is one of the things we

have to face, standard selling expense, so that people will not try to get

business today at 50% expense due to abnormal conditions, when under

normal conditions it is only 25%. You have to have over and under

absorbed selling expense,

I do think you must have these reports in front of your people con-

tinually or you will never make the goals you set up.

CHAIRMAN HOWELL : We are always glad to hear from Mr.

La Rose. He is an authority on budgeting. Some of the best work

on budgeting has been done under his direction, I believe. One of the

good principles of budgeting, particularly when you are discussing dis-

putable points, is to agree to agree on as much as you can, and then

agree to disagree.

I will agree right off the bat that the budget should stay put. I

think that is fine.

On standard selling expense I can remember a very hot session in

Detroit, hot weather and a hot session, when, I think, Mr. Castenholz

brought up the matter of standard selling expense. That has been

developed to a considerable extent, and it is go^ng to be as helpful in

budgeting, in the matter of setting standards for sales by products and
customers and salesmen, as similar standards have been in manufac-

turing.

As far as the employment in industry is concerned, I can only speak
for the few I know of, and I do know this : Any one unit of that

industry will be utterly helpless in solving unemployment in particular
lines in which I am interested. If there are some groups where the

competition or the number involved is not so great, possibly something
can be done. I think budgeting for an industry or for big groups of

industry, which is practically the purpose back of this new Act, will

be of help.

I do not want the audience to get the wrong impression on the budget-

ing of net profit. The idea expressed in stating that great mistakes
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have been made by budgeting a net profit of so much, $500,000, fol-

lows the reasoning which I have deprecated throughout this paper, that

is, the belief that a budget is some ideal we would like to have, rather

than an estimate of what we are likely to get.

All we say, and I think Mr. Castenholz agrees, is that when you
do go to the bother of doing this work, follow it to the end until you
see what net profit is. Do not set it and say it has to be so much ; but

see what it is by working your schedules through to the end, allowing

all logical things to work out, allowing refrigerators to fall off 40%
and oil burners 50%, and something else, but get to tjie final figure

the anticipated net profit.

Do not stop with a sales budget or expense budget. Have all

those things go to the one vital figure. That is, what is net profit

going to be if all these things happen? So many budgets stop be-

fore they get to that point. That is the point I, and Mr. Castenholz,

if I may speak for him, had in mind, rather than saying that as a start-

ing point for the budget we are obliged to make $1,000,000. At least,

that is not the idea I had in mind.

Just one other thing. In Rhode Island we fiddle around with a

lot of boats. The navigator has a nice big compass in front of him and

a rack of beautifully printed charts and if any of the passengers or the

crew or deckhands come up and fiddle with that compass, or monkey
with the charts there is the deuce to pay. So I feel the budget is the

compass, and I would just as soon keep it and not have too many people

adjusting it for me.

There is time for one question, if it is important. If not, we will

stand adjourned.
. . . The meeting adjourned at twelve o'clock. . . .

[EDITOR'S NOTE The material, including the charts, prepared and presented by Mr.
Howell before our Fourteenth International Cost Conference also appears in "Economics of

Marketing" by Professor H. B. Killough, published in 1933 by Harper & Bros., 49 East 33d

St., New York, N. Y. It is reproduced here through the kind permission of Professor Killough
and the publishers.]
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STANDARDS AND THEIR APPLICA-
TION TO DISTRIBUTION

PROBLEMS
PRESIDENT BULLIS: We now come to the final session of

this splendid Fourteenth International Cost Conference. May I at

this moment express the sincere appreciation of the officers and
directors of the Association, to all those who have in any way assisted

in carrying out the program this week.
I would vmention especially the committee in charge of the techni-

cal sessions under the leadership of Harry D. Anderson and the New
York Committee, headed by General Chairman, William R. Donald-

son, whose many members have untiringly and successfully carried

on all of the great amount of work which is so necessary at such a

large meeting.
I have attended N. A. C. A. Conferences for many years, but I

have never attended a national meeting which was so pleasant, and
where so much was done by the members of the local chapter to

make the meeting a happy one for the visitors. We have all had a

splendid time.

During this sixth and final technical session we are to hear about
the problems of establishing and applying standards in small busi-

ness enterprises. Once more I turn the chair over to Harry Kowell,
who will take charge of this meeting.

CHAIRMAN HOWELL: Ladies and Gentlemen: Following

yesterday's memorable session on the problems brought about by
the new National Industrial Recovery Act we had a session this

morning on the subject of budgeting, and this afternoon we are to

discuss an allied subject. The topic is a broad one covering the

establishment of standards and the application of these standards to

distribution. We talked this morning of the great help which

standards give in budgeting, and described how they are already, as

we know, in effect in manufacturing operations. The extent to

which they have been applied through selling and distribution costs

is not as great, nor are the problems as thoroughly understood. We,
therefore, felt that this topic fitted in with the whole scheme. The
first section will deal with the problems of the development of

standards for small businesses selling to producers.

265
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The gentleman who will talk to us was trained as an electrical

engineer in the Case School of Applied Science in Cleveland, and

received the degree of Electrical Engineer from that institution.

Then he engaged for several years in manufacturing, engineering

and sales, in organizations manufacturing pumps and plumbing

goods.

He became interested in production work on a variety of carbon

products. For a while he was head of the Plant Accounting Divi-

sion of the Union Carbide and Carbon Corporation. He is well

known to N. A. C. A. members. With the growth of interest in

selling cost, his company selected him to head the Sales Records

and Research Division of the National Carbon Company, Inc. In

the course of his analytical work for the latter corporation, he also

devoted considerable time to security analysis.

Since leaving the Union Carbon and Carbide Corporation, he has

been working intensively on the study of the nature and charac-

teristics of economic surges. This is directly concerned with an

investigation of the dominant industries of the country and the

factors which influence their individual behavior.

You will recall we had this morning a great many questions from

the floor on the problems of particular businesses, especially as

regards the fluctuation in the sale of certain products.

This paper will give a broad background describing some of the

causative phenomena back of the results we finally show. I think

it will be most helpful in giving you that additional background we
talked of this morning in which you should thoroughly saturate

yourselves before being too ambitious in budgeting work.

Without further preamble, it is a pleasure to introduce Mr. T. M.
McNiece,

PROBLEMS IN THE DEVELOPMENT OF STANDARDS
FOR A SMALL BUSINESS SELLING TO PRODUCERS

THOMAS M. McNiECE

Market Analyst

New York, N. Y.

WHEN the paper prepared for the meeting here this afternoon
was written, I had absolutely no idea that the discussion which

we held here yesterday afternoon was to occur. However, in view
of the treatment in this discussion scheduled for this afternoon, and
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its application to the problems outlined yesterday, I expect to

adhere rather closely to manuscript.

The instant favor that is being manifested by various manufac-

turing industries toward the new Industrial Recovery Act reminds

me a bit of the dash of a bass for a barbed hook. What attracts it

is a glittering gadget and some red feathers. The glittering gadget
in this case is the opportunity for price agreement, and the red

feathers are the hopes that it will work.

With that in mind, we expect to cover the discussion as originally

planned.

The determination of performance standards in the field of selling

and distribution requires the coordinated consideration of three

basic problems. These are the cost of selling and distribution, the

volume of sales to be attained and the price levels at which such

sales can be consummated. These essential factors remain the

same whether the business be large or small. Fundamental as

these elements are, their practical application requires a receptive

management. Management may be classified into two types
casual and reflective. Both are essential in well balanced organiza-

tions. Casual management may be defined as that whose time is

occupied chiefly with the random problems of the day. Reflective

management is composed of those executives whose intelligent

evaluation of the facts of business determines the course to be

followed for the long pull. The former may be considered as the

pilots and the latter as the navigators of business.

Casual management is but slightly interested in problems of

standards. It includes those who give major consideration to

volume of sales and merely incidental attention to profit to be

derived from sales. In discussing this situation a short time ago, a

well-known executive of one of the largest organizations in the world

gave it as his opinion that "casual management is the cancer eating

at the vitals of American business today/' It may then be sug-

gested that the successful application of standards of performance in

the field of selling and distribution presupposed and requires certain

. standardsin mentalhabitsofmanagement. Merely to assume the ex-

istence of such standards is to expect too much and to court failure.

While It may be trite*, we nlay restate the ultimate objective of

business as the attainment of a reasonable pfrbfit. For any given

cost df f*rodtK?tioft this requires soda a ccKtibinatida 0f tlie cost of

selling, price level afcnd atttaii&bfe vofeae that a reasonatBte profit on

investment will be derived. The probleMi is? made difficult by the
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fact that the three elements mentioned are all variables. To assume

any one of them as a constant is to introduce a fallacy that may
wreck the plan.

The development of such a program does not mean the pursuit of

all the volume we can get at the sacrifice of unit profit. To follow

such a plan may result in creating such a relatively high investment

in equipment and organization that it will fall of its own weight

when enforced losses in volume are sustained as in times of economic

depression. To reverse this plan and to maintain unduly high unit

margins of profit is to encourage the early entrance of competition.

The ultimate effect of this is the destruction of profit through the

uncontrolled reduction of price levels.

Stability is an attribute of earnings whose desirability is intensified

by present conditions. Major economic movements enforce re-

strictions on volume and price that cannot be controlled by mana-

gerial action or legislative enactment. Recognition of these move-

ments may permit agile management to improve stability of earnings

by proper corrective action within their companies. These condi-

tions are all vitally related to control by proper standards.

While this association is primarily interested in the problems of

cost determination and control, effective action demands such a

close study of the elements of cost, volume and price that one cannot

be logically considered to the exclusion of the other two. With the

thought that this group is already much more familiar with the

characteristics of cost, it is planned to devote relatively little time to

this phase of the problem and more to the related aspects of volume
and price.- These must all be accounted for. Since the function of

accounting is to display the facts of the business in useful form, it

follows th&t ttie underlying factors in all of these elements should be

understood.

Cost of Selling and Distribution

Logic demands that we know not only how much we spend in our

selling effort but where and upon what we spend it and how much
we get for it. This means we should measure the cost of our effort

not only by classified activities but also by products and by terri-

tories. At this point many will rise to suggest that it is impossible to

determine all such facts. It is true that many of the activities in

selling and distribution cannot be as accurately measured as those
of production. This is no reason why we should not determine as

many of the facts as we reasonably can.



D1STR1BUTIOM STANDARDS 269

The first step is the adoption of a schedule of accounts that will

clearly recognize the natural divisions of labor or effort with at-

tendant expense, not only in the office, but in the field. The next

step is to determine for as many of these functions as possible, those

activities which can be quantitatively measured and which govern
to a large extent the amount of money expended on the function*

Such, for example, would be the number of orders handled monthly

by the order and billing department for each product. After as

many bases of measurement reasonably possible have been deter-

mined, residual expenditures will be found for which no direct

quantitative measurement exists. An example of this is adminis-

trative expense. In these cases some combination of or the aggre-

gate of all prior methods may be used for allocation purposes.

The next step is to devise an allocation sheet based upon these

bases that are applicable to both products and territories. Where
the product list is extensive, the only practicable allocation may be

by classes of products rather than by individual products. Where

widely different costs are encountered in various customer industries

it may be advisable to segregate costs by classes of industry or trade.

There is no real utility in these results unless they are to be used in

planning the strategy of the business. They are essential in setting

up any standards by which to measure results. They are the very
essence of budgetary control.

In view of the desire to consider the problems of volume and price

more thoroughly no detailed discussion will be offered on this part of

the problem. No real standards of performance can be compiled in

aggregate terms only. Conditions affecting costs differ so radically

among products, territories and sometimes classes of trade, that these

elements must be recognized in any real effort to measure perform-
ance.

Volume of Sales

There are three questions most intimately connected with any
consideration of sales volume. Intelligent direction of sales effort

from the profit viewpoint requires an answer to each of them.

These questions are, "How much?" "Where?" and "When?"
How much demand will be encountered largely governs the in-

vestment in plant and inventories and the amount of activity in the

marketing field.

Where this market exists influences the location of factories, ware-

houses and sales forces as well as affects sales policies and strategy.
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When the demand may be encountered requires a threefold

answer. The first is concerned with the seasonal trend. It not

only measures the monthly variation in annual load, but, in the case

of a highly variable seasonal trend, exerts a tremendous influence on

manufacturing capacity and invested capital. The second answer

to this question is concerned with the long-time or secular trend and

the location of the specific company on that trend. The third

answer measures the relative stability or instability of customers'

demand as affected by the world's economic surges. For example,

the automobile industry characteristically fluctuates through much

greater ranges than staple foods.

All of these questions will be considered in turn. It may first be

suggested that in measuring any industrial or producer market, we

keep in mind that the ultimate objective of all productive effort is

the satisfaction of consumer needs. There is no form of producer

goods or materials that is not destined to play its part in meeting
individual requirements. That is the only purpose for which it is

needed. It is always in order, therefore, to consider the market for

producer goods in terms of their relationship to the consumer. The
demand for producer materials and equipment may be very quickly
modified by a shift in consumer demand for commodities whose

production requires those producer goods. For the long pull, there-

fore, any one catering to the producer market should interpret that

market in terms of stability of consumer requirements.

Many manufacturers sell to more than one industry. It will

therefore greatly help to determine as nearly as feasible the usage by
each customer industry. This estimate, where possible, should be

of two types: (1) The potential market or total demand from that

industry and (2) the share of that market that can reasonably be

expected by the individual manufacturer. Potential demand is not

easily estimated and relatively few statistics are available that will

furnish the information directly. Often a useful estimate may be
made by indirect methods. The Department of Commerce for a

number of years past has worked intensively to assist manufacturers
in locating and evaluating markets in both industrial and consumer*

fields. Among the data published are the following pertaining to

industrial markets. The information listed is furnished by counties

for the United States:

(1) Number of Manufacturing Establishments

(2) Number of Wage Earners in Manufacturing Establishments

($) Wages Paid in Manufacturing Establishments
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(4) Cost of Materials, Containers, Fuel and Electric Energy
Purchased in Manufacturing Establishments

(5) Value of Manufactured Products

(6) Value Added by Manufacture

(7) Rated Capacity of Power Equipment.
These data apply to the year 1929. If usage based upon any one

or more of these factors is known, total demand may be quite easily

approximated and located. Trade association data may be utilized

in many cases. The Department of Commerce is in possession of

much unpublished information on specific industries and may often

give valuable assistance in measuring the requirements for many
commodities. Trade papers also possess many facts bearing upon
output and usage in their industries. There can be no general rule

or universal formula applied to all cases. Each is a problem in

itself, to be solved by whatever means are available.

The proportion of existing business that may be secured by any
one company can best be gauged by the experience of the past

modified by a knowledge of near future conditions and policies. It

is not sufficient for the long pull to know merely whether one's own
business is increasing or decreasing. It is quite essential for ultimate

success to know whether one is gaining, losing or just maintaining
his own position in the battle for sales. The successive ratios of

actual and estimated sales to total available in the industry will tell

the story. There is probably no industry where more stress is

placed upon this factor than in the automobile business. Arbitrary

and groundless estimates of changes in volume from year to year,

while easy to make, may be hard to meet and much money may be

wasted in the effort.

It is most important to know where the market exists. This is

especially true in industrial marketing where concentration is very

great. Location of market influences placement of factories and

sales forces and largely determines territorial boundaries. A
thorough knowledge of this factor is most essential in selective

selling. It is an aid to effective economy in selling and distribution

and is very necessary in comparing performance of different divisions

of the organization. Some idea of the necessity for planned con-

centration of effort may be gained from the studies by the Depart-

ment of Commerce previously mentioned. There are 3,073 counties

in the United States, Of the seven factors covered by the census

data, 75% in number or value are included in the following num-
ber and percentage of counties:
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No. Counties Per Cent

75 Per Cent of Manufacturing establishments 393 12. 8
4

Wage earners in manufactures 209 6 . 8
1

Wages paid in manufactures 145 4 . 7
'

Cost of materials, power, etc 150 4,9
'

Value of manufactured product 138 4.5
1 Value added by manufacture 137 4.5
1

Rated capacity of power equipment 341 11.1

This great concentration of industry should suggest at once the

need for close location of the market in order that effort may be

placed where it will yield a profit. The location of competitive

plants and warehouses and the strength of competitive effort should

be considered in this connection. Where data by counties are

available and useful for the purpose, counties may be combined in

whatever territorial units are desired and dem&nd estimated by
these geographical divisions. Naturally,' where buying is cen-

tralized at points remote from use, this condition must be taken

into consideration.

The question as to when demand will arise for any commodity
involves not only seasonal and secular trends but also the surging

characteristics so important in our economic disturbances. The
measurement of seasonal changes involves little trouble and most

industries are familiar with such changes as a result of past experi-

ence. Unless influenced by unusual factors, seasonal changes are

quite firmly established. The more highly seasonal the demand for

any commodity, the larger proportionately is the investment re-

quired for any given annual volume. In order to meet peak de-

mands, excess investment must be made, either in productive

equipment or in inventories. Where industries, such as food pack-

ing, are handling perishable products, their requirements will vary-

greatly through the year in accordance with their own activities.

These fluctuations in sales must be recognized in the estimates if

accurate measures of monthly performance are to be provided.
The secular or annual trend of industry is not as commonly

understood as it should be. There is a thoroughly normal charac-

teristic of growth for any industry. Time will not permit a technical

discussion as to why this is so. It will be sufficient to illustrate this

trend graphically as on Figure 1. The secular growth of any in-

dustry or of any company in an industry is measured by its annual

sales. If years be indicated horizontally and volume -vertically,

sales from year to year will normally follow a trend like that of

Graph A. From a small initial volume, sales will gradually increase
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at a greater and greater rate marked by the increasing steepness of

the graph. As the market finally becomes more nearly saturated,

the rate of increase will begin to slacken and ultimately, for a prod-
uct in continuing use, will gain only as the population increases. If

at any time usage of the product declines, the direction will turn

downward and will usually reverse the trend of growth; that is, the

over-all trend will be somewhat symmetrical and be more or less

bell shaped.
It may be pointed out that industries vary in their location upon

this normal growth curve. For example, the textile industry is

FIGURE 1

long established and its principal demand is replacement. Its

present position is far up on the trend where no great increase from

year to year can be expected. The automobile industry is rapidly

approaching this stage as far as the United States is concerned. The
electric refrigerator industry is relatively low on this growth trend,

while air conditioning for homes is just getting under way.
The practical importance of this conception is that a knowledge of

the position and possibilities of any industry and company on this

characteristic curve should materially assist in preventing those

wild estimates that arise in optimism and end in failure. A better

knowledge of this growth characteristic may also furnish some

guidance as to when to go into and when to stay out of some new

manufacturing venture. It should assist any vendor in planning

his investment for and sales to any industry.
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In view of present industrial and trade conditions, the fluctuations

in volume between good and bad times assume much greater im-

portance than would have been admitted four or five years ago.

Few will now be found who will not admit this timing of demand to

be important. In fact, it is the desire for information on this im-

portant factor that creates the insistent but unsatisfied demand for

reliable forecasting.

It seems to be generally assumed that our industries move more or

less together; that is, they follow the same approximate path. In

order to illustrate the fallacy of this thought Figure 2 is submitted.

This shows the simultaneous productive activity in the food, textile,

building and automotive industries. These movements are free of

seasonal influences. Therefore, all of the variations you see are those

which come under the caption of economic surges. You will notice

that the textile industry is following a different course from that of

the food industry. You will notice certain regularity, and, secondly,

a much wider deviation from the average than in the case of foods.

The building industry at the present moment is extremely low.

The automotive industry is following widely fluctuating variations

which in point of time have manifested a three-year periodicity.

No two of them even remotely resemble each other and none of them
follows the path recognized as that of general business. The

acquisition of food, clothing and shelter includes the predominant
activities of man. All other effort is subordinate to these. Nearly

70% of consumer income in the United States is spent for these

fundamental requirements. Consumer income pays the entire cost

of all industry, including producer's income. Depletion, deprecia-

tion and obsolescence charges normally transfer full cost to the

ultimate consumer.

It may be accepted that industry purchases its requirements very
nearly as it needs them. It is not buying and storing material while

suffering with declining sales. It should then be dear, that any
manufacturer selling to any one of the four industries shown on

Figure 2 will find his sales fluctuating very closely with the path
described by that industry. If any manufacturer should, perchance,
sell in balanced proportions to all of these four industries, he would
find that his sales trend followed the index of general business, for

that is exactly what the combination of these four highly variable

trends produces. It is, therefore, important that he know not only
what industries he serves, and in what volume, but also what the

characteristic activities of those customers are.
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That agreement between the composite of these four industries

and any accepted index of general business is illustrated on Figure 3.

We have here the index of manufacturing activity as compiled by
the Federal Reserve Board, It embraces a very complete cross

section of all basic industries in the country, including 14 or 15

major classifications in the census of manufactures, among them

iron and steel, chemicals and oils, paper, ceramic products, leather,

and transportation equipment, including all railroad equipment.
The light black line is the weighted summation of these four con-

sumer industries, the courses of which are charted in Figure 2.

As previously suggested, the ultimate objective of all producer

enterprise is the satisfaction of the needs of the ultimate consumer.

The iron and steel industry sells materials to machine tool builders

who in turn sell equipment to automobile manufacturers. The
latter in turn sell their product to consumers. The automobile

manufacturer buys neither steel nor machine tools when he is not

selling cars to consumers. The machine tool maker buys iron and

steel for use, not for inventories; and the fluctuations in demand
for automobiles are transferred quickly to the machine tool builder

and thence to the iron and steel industry. At once, any manu-
facturer supplying the steel industry feels the impact of the decline

in demand for automobiles. The time lag in these days of quick

inventory turnover is very slight.

Thus, each of these dominant consumer industries acts as a pilot

or- pacemaker for a long chain of other industries that serve it.

Any manufacturer serving one of these industries exclusively will

find his sales following the pattern set- by that industry's sales.

Any manufacturer serving an industry fyhich predominantly serves

one of these will follow a similar trend. Any manufacturer who
serves two or more will follow a path that is a composite of the

individual trends.

It is of more than passing importance that the combination of

these four widely differing but tremendously important industries

faithfully duplicates the trend in all its twists and turns of general
business as shown by any of the accepted indexes of business ac-

tivity. It should then be apparent that a manufacturer serving
other industries should be familiar with the habits of his customer

industries if he is not to steer blindly in a fog. It is not enough
merely to measure the trend of aggregate business.

At this point, in view of yesterday's discussion, I should like to

introduce another chart.
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Statistics on sales or demand are very scarce and for that reason

it becomes difficult to determine the fluctuations in sales activity

in many industries. All accountants know, but from the evidence

relatively few politicians and economists know, that the inventory

on hand the first of the month, plus the production added to it

during the month, less the inventory on hand at the end of the

month must be equivalent to the sales during the month.

We have, fortunately, two important and concurrent indexes.

One is the production of manufacturers, the course of which was

sh'own in the prior chart. That index is computed by the Federal

Reserve Board and probably subject to as great statistical refine-

ment for the purpose of accuracy as any index in the country.

We have another index of stocks of manufactured goods. That

index is computed by the Department of Commerce from totally

independent data. In both cases the data are volumetric. If we

put the index of manufacturing activity or production and the

inventory or stock index through that inventory formula month

by month, we get a most interesting picture as shown in Figure 4.

No question can be raised logically regarding the accuracy and

secular trend because a single line in this general direction accurately

reflects a median position for all three of those activities. We find

when, to the inventory at the first of the month we add the produc-
tion during the month, and from that subtract inventory at the

end of the month, we get in sales such a faithful duplication of

production activities, that it is necessary to double the vertical

scale in order to show the deviations visually.

You may properly ask what there is to the problem of controlling

production to meet demand. I do not see how it could be much
more accurately controlled. The requirements of stockroom space
and capital investment afford very close control from the stand-

point of the economic whole.

To be sure, certain companies and industries temporarily may be

guilty of accumulating surplus stocks, but when you stop to realize

the usual high ratio between annual sales and normal inventories,

you realize such an extended production cannot long continue.

Price

Of the topics originally outlined for this discussion, there remains
the problem of price. How is a sound selling price to be determined
and what is such a price? It may be roughly defined as that price
at which attainable volume will yield a reasonable return on in-
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vested capital. But is sufficient volume attainable at a price that

will yield a reasonable profit? No marketing plans can be made

and no standards set that do not demand price determination.

But it should be realized that no manufacturer and no industry is

the final arbiter of its own price level. Prices are the resultant of

forces too powerful for control by agreement or legislative enact-

ment.

It will be interesting in this connection to refer to the all-commod-

ity wholesale price trend over a long period of years. This is

shown on Figure 5. This price index is that of the Department of

Labor. It is based on the average of 1926 as 100% and displays

average annual prices from 1798 to 1932 inclusive. Two points

should be obvious at once. One is the existence of three enormous

but very similar peaks and the other is that the 135-year trend shows

no tendency for prices to increase. The three great peaks mark
the War of 1812, the Civil War and the World War and are due

entirely to conditions imposed by those wars. A similar peak oc-

curred in 1780 as a result of the Revolutionary War. There is a

striking resemblance in the long-term trends between these war

peaks. Most of our time between these wars is spent in recovering

from their price influences. In view of the price performance
shown here in a span of years that virtually marks the life of the

nation, is it not fair to ask, "What is a standard price?
"

Is it not

apparent that these price swings are primarily the result of war
conditions and are part of the cost of conflict?

The Goldsborough Bill which passed the House last summer
aimed at the restoration of business volume by raising prices approxi-

mately to the level of 1926 by control of Federal Reserve Board
credit. It is a common belief that the prices prevailing in the years
between 1920 and 1930 can be accepted as normal. The fallacy

of this thought should be apparent from this historical picture.

The level of 1926 is thoroughly abnormal. There is, first of all, no
indication of a long-term rise in prices. Furthermore, in the 135

years here portrayed, there were only 18 years or 13% at or higher
than the 1926 level and these were confined to the war-time peaks.
The grand average for the entire span is 77 based on 1926 as

100. Only 52 years have shown prices higher than this average
while 83 were below it. Thirty-eight years showed average prices
lower than those of 1932. The problem of government is to quit

fooling with the buzz saw, and of management and men is to face the

facts and to develd sufficient agility to adjust themselves to those
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forces which they cannot control. If, in looking at these price

peaks, we could realize that what goes up must come down, much

grief would be saved the world. Relatively few executives in

positions of responsibility today carried any such burdens before

the last great price rise. In other words, most of their active respon-

sibility has been confined to the latest era of high prices, which for

this reason seems normal to them. Recognition should be accorded

by government, management and people at large to the fact that

the high price levels of the past decade are but a passing phase

with accurate counterparts in the past if they would but realize it.

Much of the trouble in the present situation is induced by the

enormous investment by government, business and individuals

at abnormally high price levels during the past 10 or 15 years.

Virtually all the criticism we hear of investment and debt on the

part of individuals is based apparently on the conception of volu-

metric overpurchase. Certainly, those of us who are engaged in

the business of accounting, in one phase or another, realize that the

level of unit prices is just as important as the level of volume. The
debts remain at high levels. Deflation and liquidation are painful.

Government and people are looking for an easy way out. Our
fathers and grandfathers had these same problems and apparently
met them with more fortitude. These thoughts have a vital bearing

on the subject under discussion. A better knowledge of the nature

and significance of these price movements would enable all concerned

with the investment of capital to avoid much of the trouble we
now face* The weir-time price peaks stand out like lighthouses,

warning of the dangers ahead and yet we see not.

If the stimulus to expand our purchases and debt during these

abnormally high price eras could be controlled, the peaks would not

be so high nor the valleys so deep. Incidentally, the effect of legal

price agreements will not be so beneficial as the advocates of such

measures hope. We may freely agree not to run for* the exits if

fire breaks out in the theater but if fire occurs, look out for the

crowd. Agreements to maintain prices can be effective only
when internal conditions among competitors are comparable.
If one of the competitors is long on inventories and short on cash,

with creditors pressing him, he will undertake to realize on his

inventories. The instinct for self-preservation is commanding and
the organization cannot be expected to sacrifice itself for a price

agreement.

This, too, has a bearing on the problem at hand, for price stand-
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ards based on trade agreement will have an unstable foundation.

Any legal enforcement of uniform price levels will mean the virtual

extinction from time to time of those companies whose working

capital position becomes unduly precarious. Planned operations

through the development of standards of measurement will assist

materially in reducing this risk. Prices, of necessity, are influenced

strongly by supply and demand. Figure 2 gives a visual picture

of the type of surging demand arising in various industries. Figure
5 gives a pictorial history of commodity prices that strongly suggests

what may be expected to happen under certain conditions. An
intelligent approach to the problems of price warrants the considera-

tion of these trends.

We have attempted in this discussion to call attention to those

underlying conditions which must be recognized if planned control

of selling and distribution is to be successful. They apply indis-

criminately to large and small business. Any differences between

large and small companies in meeting these conditions are in magni-
tude rather than in nature. Standards, to be effective as an aid to

management, must vary with those conditions which cannot be

controlled. Only in this way can they measure those variations

within the organization itself. This is the problem to be solved and

the field is broad.

CHAIRMAN HOWELL: Gentlemen, I read in the little

Convention News Bulletin this morning that the session was going

to be meaty. I think this is the most substantial meat that we
have served today. It is a thoroughly technical paper.

One of the gentlemen, in asking ajquestion this morning, asked

whether we should start with a check-up of our properties and our

capacities. I think I told him we should start from the net profit

budget, that is, the profit that we are actually thinking we are

going to get, not the desired profit, and build back. You will

find SO many problems which will require specific study.

In this particular case, in getting into distribution problems,

you can see that in a complicated problem of distribution you are

going to get back into price charts, economic surges and a great

yariety of things which will be studies in themselves.

Before we open, this meeting for discussion, I would like to ask

that, in addition to questions, some of the members who have

worked out methods and plans for setting standards for distribution

get up #nd say a few words about them. There are a great number
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of methods. All of us cannot possibly be trained to understand

the economic background.

In other cases, we do not have to work our distribution problems

out quite as extensively. I have in mind, for instance, that if you
are one of the contributing industries, that is, if your production

trails a few months after another big industry, you may be able to

adjust yours on a basis set by the industries you are following, if

you can get the records for that industry far enough ahead of time.

I have a great number of questions that Mr. McNiece's paper has

aroused in me, and I am sure you fellows have. We will open the

meeting for discussion. Do not forget also we would like to hear

from the members who have worked out some plans of their own for

the development of distribution standards.

Mr. McNiece, if you do not mind, I will ask a few questions on

these charts. They seem to be history. They represent facts

that have occurred and we know about them and we can now chart

them. Of what use is that chart in 1933 in the prediction of what

is going to happen in June, 1933, to December 31, 1934?

MR. McNIECE: Here we have coming up a most insistent

demand for a reliable system of forecasting to which I referred in

the paper. Time could not possibly permit intimate discussion of

the characteristics found in these particular industries, not discus-

sions as to the probable or possible underlying causes.

It may suffice, in making a relatively indirect answer to this

question, to call attention to this: In a period far longer than covered

by that chart in a critical examination of the building industry,

which is the most important economic industry in the country,
we find very strong indications of a long wave length with peaks

predominating around eighteen to twenty years apart. Superim-
posed on top of that is a ripple, approximating three years in length.

Visualize, if you will, that sort of trend for the building industry.

Confirming records from similar studies are beginning gradually
to filter through. Our own studies have been made from 1900 to the

present time. We recently found reference to one which covered a

period from 1859 to 1929, and it shows the same general trends.

The textile industry, strange as it may seem, has shown a two-

year oscillation without exception up to the present time. Its

levels of activity have been relatively high in the odd calendar years
and low in the even calendar years, beginning with 1919. Some of

these data are not available beyond that because that is when the
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Federal Reserve Board began the collection of its commercial and

industrial statistics on which this study is based.

We have in the automotive industry a decided three-year surge.

The automotive industry, from its origin through all the succeeding

depressions of greater or less intensity, never suffered a decline in

output from one year to the next until 1918. Then, forced entirely

by external conditions induced by the war, it suffered a catastrophe,
that is, a decline of 45% in output compared with that of the prior

year. Every third year since that time, without fail, that decline

has reoccurred.

It is thrown off schedule now by the depth and intensity of the

present depression. Textiles are maintaining a two-year surge

through this depression, though the general level of activity is

somewhat lower. Foods are required as long as we live. There-

fore, it is to be expected that we find a relatively stable trend in

foodstuff^, and from the yearly standpoint, no volumetric change of

unusual nature.

Getting back with that historic picture and applying it to the

question in hand, we may say this: The closer an industry is to the

level of elementary necessities, the less liable it is to be distorted

volumetrically by economic conditions. The farther removed from

the bare necessities of life, the more liable that industry is to violent

disturbance. The longer the normal useful life of any commodity
manufactured by any industry, whether it be a necessity or a

luxury, the longer can deferment of replacement take place under

stress of economic crises. Therefore, the longer recovery will be

deferred in such an industry.

It comes down to this, then, in answering that question: Appar-

ently one can count with reasonable assurance on certain levels of

performance in those industries which may be classed as close to

requirements of necessity. Certain types of industries manufac-

turing durable goods are subject to more or less periodic influences,

such as those I have described with reference to textiles, building

and automobiles.

Our problem in answering this question as to what we may expect
in the near future is to make some sort of an intelligent classifica-

tion or estimate of the near-term trend, based on characteristics of

these industries a"s just described, keeping in mind both the timing

and the degree of fluctuation above and below normal. Anyone
serving the building or automotive industries must expect higher

pe^ks and lower valleys than will be encountered in serving the
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food industry, and the timing of these fluctuations may vary widely

among the industries. In further answer to this question, we have

been able to make a tentative classification of all industry, breaking

it up into four groups.

This is all-important in answering this question. The first

is that type which, by nature and use of its product, varies but

slightly from normal levels even during serious crises such as the

present. The best examples of that are staple foods and tobaccos,

whose total volumetric levels have been disturbed very little.

The second class of industries is made up of those whose activity

follows the trend of general business. That is, if you plot its ac-

tivity, you would not get one of the widely variable trends, but you
would get a trend that would approximate that of general business.

That can come about in two ways. Either that specific industry

is serving so many industries that it gets a fair sample of the whole

picture, or its product is such that it yields to variation in general

income levels. Examples of that are shoes and carpets and rugs.

Depressions in the shoe industry are shorter than depressions in

the carpet and rug industry under conditions like the present,

because we cannot so long defer replacement of shoes as we can of

carpets and rugs.

The third class of industry is made up of those that develop
characteristic fluctuations of their own, as textiles, automobiles and

building, though the latter is harder to recognize.

The fourth class, and this includes most of the producer indus-

tries, is made up of a group which by nature of its product and use

might automatically fall into some one of the three prior groups.

However, actually, it is so strongly dominated by the industry
it serves that it takes on the path of that industry.

An example of that is can making as it serves the food packing

industry, in its highly seasonal fluctuations. Another example
is machine tools. If the sales of machine tools be charted on an

index basis, their peaks and valleys will be found to be coincident

with the peaks and valleys of the automobile industry. That is,

it follows the trend of its outstanding customer.

Therefore, the problem of how to apply this simply and practically
in a short-term predetermination of trend is one of evaluating such

facts as I have just described in terms of yourown individual industry.

A. R. DAVIS (Controller, American Hide and Leather Co,, Boston,

Mass.) : I should like to ask Mr. McNiece if, in the preparation
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of Figure 4, he has the figures which would give the relation of sales

and production to inventories, or an overall turnover figure.

MR, McNIECE: Presumably you mean the turnover, tech-

nically expressed. I have not tried to work that out accurately

although some rough calculations have been made on a sales rather

than cost of sales basis. One was based on a group of aggregate
income tax returns. Another was derived from a statistical com-

pilation on a large number of industries. The average results in

both cases were between 4.5 and 5 times, that is annual sales

were between $4.50 and $5.00 for each dollar invested in inventory
at the close of the year.

Recently, in doing some work, I found one of the very prominent
food companies enjoys an inventory turnover of 16 times a year
measured in this way. In some extreme cases it might be even

less than twice a year and is certainly less than that under present

conditions in the copper industry.

MR. DAVIS: This chart shows sales and production are almost

exactly alike year after year. If that is the case, why does the

inventory line vary so?

MR. McNIECE: In part, because of the turnover ratio which

we have just been discussing. The rate of turnover has a direct

bearing on the sensitivity or stability of these relative movements.

If the inventory turnover is at the rate of 3 times a year, the normal

inventory is equivalent to 4 months' production. If the turnover

rate is 6 times a year, the normal inventory is equal to 2 months
1

production. Any given difference between quantities produced
and sold would therefore have twice the relative effect in the latter

case than it would in the former.

Another point to be considered is that the inventory represents the

accumulated difference between quantity produced and quantity

sold. Therefore, a relatively small daily or weekly difference between

the two will soon make a considerable accumulated difference.

There are often minor differences between output and sales. Their

effect for the reasons mentioned is quickly shown in inventories.

Normally in practice, adjustments are quickly made between pro-

duction and sales when a change in trend of sales is once determined.

MR. DAVIS: The production line actually leads the sales line?
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MR. McNIECE: Generally speaking, it does all theway through.

The actual working sheet from which this large transcription was

made shows that even more closely.

One point in connection with that question and this Industrial

Recovery Act that should be considered seriously but to date has not

been, is this: Assuming that we find fluctuations in demand that

precede any change in income levels, any improvement in coordina-

tion between production levels and sales levels will mean a quicker

dismissal of help from the payroll. It goes in reverse order just ex-

actly as our present tax plans do. To promote stability of demand
or sales and, therefore, of economic levels, luxury taxes should be im-

posed in peaks of prosperity and removed in the valleys of depres-

sion. The purchase of those commodities should be discouraged at

the peaks and encouraged at the low points. But, for political rea-

sons, we reverse the process to the distress of all of us.

H. A. GEORGE (Accountant, United Engineers and Constructors,

Inc., Philadelphia, Pa.)'. I should like to ask why the decrease in

the amount of inventory, shown in that chart, is so low for the year
1933 when the statement is made generally that inventories are very
low at the present time. Why does that show such a small drop?

MR. McNIECE: That is a tremendous drop.

MR. GEORGE: Not in comparison to the production and sales.

MR. McNIECE: Yes, in relative terms, it is. The inventory
turnover ratio must again be considered.

If sales increase and inventories remain the same, production has

increased at exactly the same rate as sales and inventory turnover is

increased.

If sales decrease and inventories remain the same, production has

decreased at exactly the same rate as sales and inventory turnover is

reduced.

If sales decrease and inventories also decrease, production is de-

clining at a faster rate than sales but the turnover rate will still be

decreasing unless inventories decline at the same relative rate as sales.

In this latter case, inventory turnover rate will be constant. This

latter condition has not been and cannot be realized in practice.

Inventories cannot be reduced below normal as rapidly as sales any
more than the number of employees can be or is so reduced. A cer-

tain minimum is required as long as any sales are made. As the

complexity of an inventory increases through a growth in the number
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of items or styles, the minimum total inventory increases. As long
as a business is to remain in a "going condition," there is a limit to

the "compressibility
"
of inventories. The behavior of these trends

illustrates this condition and shows that the inventory turnover rate

has materially declined with the serious decline in sales volume.

You will note that the decline below the trend is far greater at the

present time than it was during the depression of 1920-21. As a

matter of fact, if you compare these trends in that depression you
will find that inventories in the depression of 1920-21 continued to

decline for a full year after business started its recovery.

Those of you who at that time had, as I happened to have, some

responsibility in watching the control of inventories would realize

we went into that period with excessive stocks. We did not do that

this time. It is interesting in following this close agreement between

sales and production trend, to consider a statement that appeared in

the public press two or three months ago.

One of the statistical agencies had conducted a questionnaire and

they had more than 500 responses. The point at issue was whether

production, in an effort to stimulate recovery on the part of these

companies, was to be in excess of demand. Nearly all of the com-

panies said they expected to produce only to meet demand. That is

exactly what they are doing.

W. H. FISHER (Cost Accountant, J. T. Lewis and Bros. Co.,

Philadelphia, Pa.}: Has the Department of Commerce chart of

wholesale prices, that is Figure 5, been corrected for the purchasing
value of the dollar in various times during the 135-year period?

MR. McNIECE: That has been adjusted by various agencies.

That, by the way, is not the Department of Commerce, but the De-

partment of Labor index and they also publish an index on cost of

living. The National Industrial Conference Board has also done

the same thing rather extensively.

MR, FISHER: It would be necessary in order to compare the

peaks and valleys accurately.

MR. McNIECE: Yes, that is true.

CHAIRMAN HOWELL: Before we end the discussion on this

question, we talked this morning about budgeting and the possibility

of taking some simple initial steps. For the benefit of those of us

who, during your talk, have dived overboard and gone down for the
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second time, could you hold out a word of encouragement to those

fellows who have to deal with the small industries and cannot, at

least within a reasonable time, get such a broad view of this entire

picture?

I have in mind a great number of industries that are coordinated

with big industries. For instance, speaking of a personal experience,

take the automatic sprinklers for fire protection. We do not really

have to go into a tremendous number of general statistics if we can

keep in rnind the statistics on new building construction. We know
that if that falls off the automatic sprinklers are gone, too.

Regarding the talk about peanut butter this morning, I should

think peanut butter was more or less of a luxury and if wages fell off

you might eat ordinary butter. I think one thing that would have

to be brought out very carefully in the classification you were talking

about is not to classify something as a foodstuff merely because it

looks like food or because it looks like something else. There may
be some gradations or sub-classifications. For instance, I suppose
the sale of high-grade, surgically fitted shoes must have fallen off

tremendously and all of us are probably buying a standard make for

$3. It is important to pick out the particular little niche in which

your line fits.

I wonder if you feel, for the purpose of immediate budgeting for

six months ahead or even a year ahead, some indices, some judgment,

might be developed requiring not quite so comprehensive an eco-

nomic study as you have presented.

MR.McNIECE: I should say most definitely, "Yes." The de-

tails to which I have gone this afternoon were not developed prior to

or as a fundamental part of market estimates. They were developed

subsequently in the effort to determine an explanation for some of

these widely varying industries. It should be apparent to anyone
who will stop calmly to think and temporarily wave aside his preju-

dices, that with a picture of highly variable individual industries

such as is shown in those four predominating industries, which
would take up 75% of consumer income in the United States, that is

on a weighted income basis, taking in all income strata, certainly the

highly individualistic performance could not exist unless there were
differences or influences predominating within the industries them-
selves.

If we must blame the jberiodic appearance of sun spots for our re-

curring economic depressions, the peaks and valleys in the individual
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industries should be coincident. Likewise, the peaks and valleys

should be simultaneous if the controlling influences were in common
financial and credit troubles. I am not depreciating in any way the

part those latter elements play.

It is very simple to determine basic requirements for an industry.

I was called upon at one time to make an estimate of what would be

required to set up work of that kind, and it is remarkable what one

man can do with one clerical assistant and one typist. You can

wade right into all this information from the practical point of view

with an amazing speed.

The first step is an analysis of your own sales, which should not be

difficult to determine, and their relative importance by principal in-

dustries. If you sell to many industries, bunch the unimportant
ones. Consider sales to predominating industries. If those pre-

dominating industries are highly fluctuating, 50% of your sales may
give you the predominant trend. That is, the predominant load on

your own plant. That is a shot in the dark. It might be true on

less, and it might not be true until you take in more.

The essential thing is to work out those principal customer indus-

tries. Then you will find nearly every industry is covered by its own
trade publications. The Federal government and the Federal Re-

serve Board also publish data on trade activity, the former both

weekly and monthly and the latter, monthly. Properly chosen,

you can get very reliable information, not only historical, but on the

near future trend that is expected in that particular industry.

From that make your own picture.

One man and a typist can do a great deal of work by themselves.

It requires no large organization to put all that together. Research

work is something else.

CHAIRMAN HOWELL : The next section of this program is on

"Problems in the Development of Standards for a Small Business

Selling to Consumers." The gentleman who will address us is

C. Howard Knapp, a very familiar figure to us. He has addressed

the National Convention before. I will read his "pedigree."

Mr. Knapp was graduated from the Melrose, Mass,, High School

in 1904. In March, 1909, he joined the Special Service Department
of the Library Bureau, and later became a partner in Cutter,

Fletcher & Company, Public Accountants. In 1912, he left the

public accounting field and became accountant for Waitt & Bond,

Inc., which organization he served until 1916, when he went with the
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Bassett Company of Bridgeport, Conn, In the early part of 1918

he returned to Waitt & Bond, Inc., as Secretary. In 1929 he was

made Treasurer and Director in charge of Finance, in addition to his

secretarial duties.

At the present time he is Vice President and Controller of Waitt &
Bond, Inc., Congress Cigar Company, and the Porto Rican American

Tobacco Company, Newark, N. J. He is one of the gentlemen

whose volumetric volume of business has not been affected by the

depression.

Mr. Knapp was elected First Vice President of the Newark Chap-
ter when it was organized in 1929, and reelected for the year 1929-30,

and served as President for 1930-31. That accounts for his smil-

ing face, because being presiding officer of a chapter certainly

takes your mind off the depression. I am very proud to introduce

the next speaker, Mr. C. Howard Knapp.

PROBLEMS IN THE DEVELOPMENT OF STANDARDS
FOR A SMALL BUSINESS SELLING TO CONSUMERS

C. HOWARD KNAPP

Vice President and Controller,

Waitt & Bond, Inc., Newark, N. J.

I
WANT to begin with somewhat of a confession. My original

plan was to talk largely from notes, but I found that the exceed-

ingly good fellowship of this Association is such that the time planned
for coordinating the notes was spent in hours of dissipation. I can

assure you that they were very much more pleasantly spent as they

were, and I hope you will not have to suffer too much from my lack

of character in being unable to say, "No."
Mr. McNiece and I planned to develop a bit of teamwork in con-

nection with our two papers. His has been a general one covering
the underlying principles involved with respect to the subject, that

could be applied to any number of industries, whereas mine has been

more of a detailed effort to show just how the different elements of

distribution cost are applied in the one company.
I am sorry that the Chairman's remarks about the volumetric vol-

ume, or whatever it was, of our business has not been in line with

what Mr. McNiece has told you. It is not that Mr. McNiece is

wrong in his theories, but it emphasizes once more the trends that

take place in an industry.
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We make cigars which are termed more or less high-priced, selling

at 10j each and two for a quarter. Whereas tobacco consumption
has not been tremendously reduced, as Mr. McNiece has told you,

unfortunately it is going to lower-priced products and we have

suffered. I want to get that straight so I will not be flying under

false colors.

You have noticed that the program of the technical subjects of

this convention lists this particular effort of mine under the general

title of "Standards and Their Application to Distribution" as they
affect the "Problems of the Development of Standards for a Small

Business Selling to Consumers." It was not until this paper was

practically completed that the adjective "small" was included in

the title. When the distribution expense application about to be

described was first installed, Waitt & Bond was doing a business of

from five to six million dollars per year a relatively small business

compared with many of our nation's industries, but substantial

enough to be described more correctly as medium sized rather than

small. In any event, we believe the principles to be outlined will

apply to almost any business manufacturing and selling consumer

products, regardless of size.

There has been distributed to those of you in attendance what

might be called a chart, or memorandum, detailing the various classi-

fications of distribution expense, and indicating, in "high spot"

manner, Waitt & Bond's method of creating standards for each

classification, how it is applied to the product and to the territory.

Also, the results of a recent survey are shown, which indicate that

kind of manufacturing business selling consumer products, having
the highest and lowest percentage of sales dollar cost in the year

1931, for each of the classifications. It was thought that these

notes might possibly facilitate a clearer understanding of the

explanations to follow.

Since being assigned to the preparation of this paper, I have read a

great many articles on the subject, and all of them begin with the

same statement, viz., "The matter of distribution costs has been

sadly neglected, whereas factory costs, etc., etc., etc." Inasmuch as

I am to quote at some length from a report that is probably the most

recent one on this subject, I reasoned out, perhaps as Will Rogers

might "Why should I spend my time trying to say in a different

way that which everybody who has talked on this subject has al-

ready said?" I, therefore, quote from a report called, "An Analy-

sis of the Distribution Costs of 312 Manufacturers," published by
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the Association of National Advertisers, and feel that, to some de-

gree, we have a certain right to borrow this quotation because the

National Association of Cost Accountants participated in the com-

pilation of the data making up the report, and, more particularly, be-

cause Waitt & Bond happens to be one of the contributing 312

manufacturers. The foreword on this very excellent 109-page re-

port is as follows:

"For some years past intensive efforts have been put forth by manufacturing

organizations in the United States to reduce costs. The greater part of these

efforts has been directed toward the manufacturing or production end of business

and real progress has been made in that direction.
"
Distribution costs, on the other hand, have more recently come under the

scrutiny of business management and, today, an increasing number of manufac-

turers are devoting careful thought and study to ways and means of lowering

the cost of distribution. No greater need exists for manufacturers at the present

time perhaps than a reduction in the cost of selling and distribution.

"With this thought in mind, the Association of National Advertisers has en-

deavored to assemble facts on the various costs of distribution of representative

manufacturers in leading industries of the country. While numerous surveys

have been made of selling and operating costs in both the wholesale and retail

fields, relatively little information is available on manufacturers' distribution

costs. This comprehensive study should therefore be of value to all those inter-

ested in the subject.

"Because the information desired was directly concerned with cost accounting,

an invitation was extended to the National Association of Cost Accountants

to participate.

"Members of the A. N. A. and all others who find this study of value are in-

debted to the National Association of Cost Accountants for its friendly spirit

of cooperation and to each of the 312 manufacturers who have generously con-

tributed reports on their costs of distribution."

When an association as important and powerful as the Association

of National Advertisers, whose membership reads like the blue book
of American industry, decides a study of distribution costs is a prob-
lem of such importance that it necessitates an analysis of the magni-
tude of their report, it is an indication that some of the subjects we
discuss in our chapter meetings are interesting to others outside the

field of accountancy, and furthermore, that the N. A. C. A. must be

making a place for itself in the field of business research when we are

invited to cooperate in the preparation of such valuable information.

Developments in Washington, during the past few months, are

full of interest for those of us in the field of cost accounting. Col
Gaskill in his -splendid talk to us yesterday afternoon indicated what
is undoubtedly tte most up-to-date knowledge on the Industrial

Control Act. The Klplmger Washington Letter of this week states :
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"
Uniform cost accounting methods within each trade and industry are empha-

sized by ALL officials as the key to the whole messy problem of price determi-

nation and price control. Trade associations are being advised quietly to rush
their uniform cost work, so that each unit will use the same rules for finding cost."

If we are awake to our opportunities we will concentrate largely on
a standardization of underlying methods for obtaining distribution

costs, as there is very little uniformity of practice at present. The
most important reason for computing costs is to supply management
with all of the facts as an aid in meeting competition. The trade

associations which will be formed will probably consider selling price

making their most important function, as many of the ills of indus-

try today may be laid at the door of unscientific price making. The

"will-o'-the-wisp" in cost is Distribution Expense. Because it is

such an exceedingly live topic, I am particularly pleased to have had
the opportunity of presenting this paper.

Distribution cost is a most important factor in almost every type
of business endeavor whether retailer, jobber or manufacturer.

The dollar used by the ultimate consumer in making his purchases
is a totally different one from the one we manufacturers use in our

computations. It is cut down to perhaps 75ji when considered

from the jobber's point of view, and perhaps 60^5 when reduced to

the manufacturer's standpoint, or expressed inversely, the manu-
facturer's sales dollar becomes $1.25 to the jobber and $1.66^
to the retailer. These comparisons will, quite naturally, change
with the nature of the business. In 1931, the distribution cost

in the drugs and toilet articles manufacturing business was 38.8%
of the net sales. Some of these products are sold to jobbers

who sell to retailers, who in turn sell to the ultimate consumer.

Assume a jobber's gross profit of 15%, out of which he has to pay
all expenses of doing business and make a net profit, and assume

a retailer's gross profit of 25%, out of which he has to pay all

expenses and make a profit. Based on the distribution cost of

38.5%, if a manufacturer wishes a profit of 5% on net sales, a toilet

article with a manufacturing cost of $1 becomes a sales dollar of

$1.78 to the manufacturer, a sales dollar of approximately $2.10 to

the jobber, and a consumer sales dollar of $2.80. Think of it an

increase from a manufacturing cost of $1 to a purchase price by
the consumer of $2.80, and the manufacturer has made only a 5%
net profit and the jobber and the retailer are having a difficult time

to make both ends meet. Too high a cost for distributing the prod-

uct, you say? Very probably, but the drug manufacturer's adver-
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tising and salesmen's expense alone was 30% of his net sales in 1931,

but if he didn't advertise his product, the consumer would not know

of it, and the jobber would not carry it. There are two sides to every

story. We will all surely admit that advertising has been a tre-

mendous force in the growth of our national industries. It has

trebled and quadrupled the sales in many instances, and by so doing,

has greatly reduced manufacturing cost through greatly increased

volume. Let us not forget, therefore, that, although the cost of

distribution has greatly increased through larger advertising and

promotional expense, there has been, until recently, a greatly re-

duced manufacturing overhead through increased production. The
trouble has been that we have permitted ourselves all along the line

to become geared up to a productive capacity that a depression can-

not support. We come to distressing times such as we have been

experiencing. The manufacturer feels that he should advertise as

much as ever to get what business there is. He cuts his sales prices

even more than his decreased cost of raw material will warrant, in

order to prevent idle factory capacity. Jobbers begin to cut prices

and throats in a wild attempt to get the other jobber's business. The

large retailers reduce prices below a point which gives them a suffi-

cient margin to cover store expenses in order to increase unit sales.

The little retailer feels he has to meet the price or lose his business,

and in too many cases he is in a position where he has no alternative

but to lose his business, either to his cut-price competitor or in the

bankruptcy courts. If distribution costs of manufacturer, jobber
and retailer are so great that an article, the manufacturing cost of

which is $1, must sell to the consumer at $2.80, why cannot a

great deal of this cost be saved if the manufacturer sells directly to

the consumer, or at least with the elimination of the jobber? In

some instances this may be done, but many a manufacturer has

tried it, and great indeed have been the resultant headaches. I

would like to continue further along this avenue of thought, but have

probably already digressed too far from my subject. The point I

wish to bring out is that a better knowledge of distribution costs on

the part of manufacturer, jobber and retailer would have curtailed

many of the evils that have crowded the last few years of manufac-

turing and marketing.
There are varying ideas as to what constitutes distribution costs.

Our own run very closely to those outlined by the Association of Na-
tional Advertisers, but I am using theirs, as it is probably better to

base my remarks on a classification pertinent to a large number of
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industries. Thus, Distribution Costs are grouped in the following
main classifications:

I. Direct selling costs

II. Advertising and sales promotion
III. Transportation
IV. Warehousing and storage

V. Credit and collection expenses
VI. Financial expenses
VII. General administrative expenses.

It is intended that they constitute all of the expenses of the business

that are not included in manufacturing costs.

Although we have used the sales dollar in our illustration of dis-

tribution costs, we do not wish to create the opinion that all classi-

fications should be computed in this manner. Different bases are

used in applying the cost of the various classifications to the product ;

some are more equitably applied on the net sales dollar, some on the

weight of the product, some on a unit plan, and some on a purely

arbitrary basis. Of course, conditions applying to one kind of busi-

ness will necessarily be different in another, causing a different

method of application. In addition to computing distribution

standards and costs for the various products we manufacture, we
also compute standards and costs of distribution expense against our

various distributors and territories. For instance, we have a certain

advertising cost per thousand for the Blackstone Londres, but in

computing the advertising cost of the business done by our Phila-

delphia distributor, no consideration is paid to per thousand cost,

but the cost of advertising in that sector is charged against the

business of that sector. Later on, this feature will be discussed in

greater detail. I have assumed that the reference to standards in

this subject applies only to standard distribution costs, and will

make no reference, for instance, to such standards as those which

may be applied to salesmen's efforts. Our sales department keeps a

close check on activities of the sales force and can tell pretty well as

to what has constituted a fair day's work from a perusal of their

daily reports, and work accomplished as indicated thereon.

In the creation of standards, it is necessary to work from a forecast

of performance. In effecting factory standard costs, the element of

production, whether based upon sales forecast or factory normal

capacity, is used as the basis of computation. In computing stand-

ards for distribution costs, the sales forecast is the basis of the
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computation. Certain exceptions might be made to this statement

during periods of great depression, and we will comment upon this

point further along in this discussion. As we believe it was not in-

tended that the method of obtaining sales forecasts was to be part of

this paper, we will not touch upon it, but will assume that satisfac-

tory figures have been given us, determining sales expectancy for the

twelve-month period just ahead. We will take each item of distribu-

tion costs and endeavor to indicate as to how Waitt & Bond estab-

lishes its standard cost and its actual cost, both as to the product

and the customer. The allocation of costs to the various distribu-

tors is not tied in to the accounting records, but of course, the totals

of all items recorded on distributors' records must agree with the

accounting totals, so that a listing of net profits on the statistical

accounts of our various customers must agree with the net profits as

indicated on the statement of earnings. In addition, we will com-

ment on the various types of distribution costs as shown in the report

of the Association of National Advertisers just referred to.

CLASSIFICATION OF DISTRIBUTION COSTS

I. Direct Selling Costs:

(a) Salesmen's salaries, bonuses and commissions

(b) Travelling expenses, including salesmen's auto expenses

(c) Sales office expenses, including office salaries in sales de-

partments, office supplies, telephone, telegraph, rent,

postage and other items, and like expenses for related

sales service, sales adjustment or installation depart-

ments

(d)' All other direct selling costs.

A great deal of difficulty is encountered in formulating the most

equitable plan of applying to the product the various expenses com-

ing under this classification. Obviously, the ideal way is to base the

application of expense on the effort exerted on the different items or

groups of items in the line. In some businesses it is possible, through
a study of salesmen's reports, to reach a basis for equitable applica-
tion. In our own instance, we believe the net sales dollar the most
desirable basis for cost computation of direct selling costs. There is

more sales resistance to the two-for-a-quarter cigar than there is to

the Sff cigar, and as our salesmen usually have to work harder and

longer to sell a thousand of the higher priced product, it is only fair

that it should be assessed at a higher figure. As nearly as we can
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estimate, the difference in selling price is a fair measure of the dif-

ference in selling effort.

The forecasted net sales dollars for the year is divided into the

forecasted direct selling costs, obtaining thereby, quite obviously, a

cost per net sales dollar, which we establish as standard for classifica-

tion I
, applying the same to the net sales value of each type of cigar

to obtain the standard cost per thousand. As history develops, the

actual monthly cost per net sales dollar is computed and compared
with the standard. This is done cumulatively throughout the year.

The seasonal feature of business will create apparent variations

between standard cost and actual cost, as the direct selling costs

usually remain about the same monthly, regardless of whether the

month might be a seasonally good one or a seasonally bad one. The
true comparison of the actual with the standard would be more

fairly indicated if, for statistical purposes, the forecasted sales ex-

pense for the year is assessed to the various months on a basis com-

parable with the forecasted monthly sales. For instance, if January
is forecasted as a sales expectancy of only 5% of the annual forecast,

to get a true comparison of direct selling cost for the month, only 5%
of the annual selling cost forecast would be assessed to January for

the purpose of figuring the actual cost of this classification for the

month. This would be done only for statistical purposes, as we be-

lieve the accounting for direct selling costs should cover the expendi-

ture of the month, whatever it may have been. Our salesmen in-

dulge in what is called in our business "missionary work." They do

not take orders to be sent directly to the house, but work with the

salesmen of our various distributors, the orders going to the distribu-

tor. A careful record is^kept of the time spent in the territory of

each distributor by our different salesmen during the year, and their

salaries, travelling and 'Automobile expenses, are allocated to our

various customers' accounts, based upon the number of days spent

with them.

On the analysis of the National Advertisers, covering 19 dif-

ferent groups of businesses selling consumer products, the range in

direct selling cost was from 21.26% of the net sales dollar in the

office equipment and supply business, to 3.23% in the tobacco prod-

ucts business. It is interesting to consider the probable reason for

this; those of you wlio are selling office equipment know how much

time is necessary to effect a sale, whereas, in the tobacco industry,

the salesman of the manufacturer is usually following up the jobber's

salesmen to make sure that the goods of his own house are properly
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promoted, and his expense, therefore, becomes a smaller proportion

of the total business accomplished.

II. Advertising and Sales Promotion:

(a) Total expenditures in all recognized advertising media,

such as general magazines, newspapers, business, class,

agricultural, trade and industrial publications, radio

broadcasting, direct mail, outdoor advertising, car

cards, window displays, dealer helps, and advertising

production costs (art work, engravings, etc.)

(b) Salaries and office expenses of indirect selling or sales

promotion departments, such as advertising depart-

ment, market analysis department, educational, pub-

licity or market development forces, including any

proration of administration expense to advertising and

indirect selling costs.

(c) Samples (including cost of distributing).

The proper application of advertising to the various products, or

groups of products, in many instances necessitates a more arbitrary

method than any other item in distribution costs. The basis for

including advertising cost in the product may vary materially, de-

pendent upon the nature of the business and the policy of manage-
ment in recognizing this cost. We stand firmly against any defer-

ment of advertising cost against sales of a subsequent year unless

there are most unusual circumstances connected with it. Advertis-

ing should be charged to the specific article advertised whenever

possible, but in many instances advertising copy will cover a great

variety of products, and yet, certain products will gain greater ad-

vantage from the publicity than others. In our case, for instance,

we have arbitrarily applied that part of the advertising which is not

specific on the following basis:

10% is charged to all brands for use of the firm name in ad-

vertising, as a certain cigar may not be mentioned, but as it is

known as our product, it receives value from firm name ad-

vertising.

30% is charged to all shapes of the Blackstone brand; the

Junior shape, for example, is almost never specifically men*
tioned, but it bears the Blackstone prefix, which is always
mentioned.

The balance is charged to those shapes of the Blacfcstone

brand that are mentioned and illustrated in the copy.
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In this manner the entire advertising appropriation for the year is

charged to the different brands and shapes, the respective amounts

being divided by the forecasted sales of each shape, and a standard

assessment charge per thousand is derived, which, although arbi-

trarily obtained, we believe to be fair and equitable. The standard

charge per unit, when applied to the forecasted sales, will total the

forecasted advertising appropriation for the year. Experience has

proven to our satisfaction that an advertising appropriation is much
more likely to be successfully forecasted than are the sales, and,

therefore, we charge distribution costs each month with the total

resulting from the multiplication of theforecasted sales (instead of the

actual) by the respective unit assessment charges. The actual cost

of advertising per product unit will vary monthly, depending upon
how actual sales compare with forecasted sales. We obtain actual

monthly advertising cost of the product as indicated by the following

example: Let us say that the advertising assessment charge for the

month, based on forecasted sales, was $60,000, whereas, the same

assessment charge per unit, when multiplied by actual sales, came
to $48,000. If we have made no change in our advertising appro-

priation during the year, $60,000 is the correct amount to be charged
for advertising for the month, but on account of sales falling down
from expectancy, there has been an actual increased cost per unit

which would not have been the case had actual sales come up to the

forecasted figure. Advertising appropriation earned was only 80%
of the correct monthly charge; therefore, if the assessment per unit

was $6 per thousand, this amount is only 80% of what was the

actual cost per thousand, which, in this illustration, would be $7.50.

This difference of $1.50 amounts to a variation loss on standard of

advertising expense and is, shown as such on the statistical data.

At the present time almost all of our advertising appropriation

goes into radio, and the change to this type of advertising has

brought a new problem with respect to the method of assessing the

advertising cost to the various territories. Our advertising agency

provides us with a map, the results of various surveys indicating the

coverage of the different stations carrying our program. The enter-

tainment cost is prorated against the station charges and the full

radio cost allocated as an expense against our various customers, in

accordance with the benefit the survey maps indicate they have re-

ceived. Any direct advertising material issued is likewise recorded

as an expense against the customer in whose territory it is distrib-

uted, so that at the end of the year the entire advertising expendi-
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ture has been allocated to our different customers. The expense of

samples used is designated as to the distributor using same.

The National Advertisers' analysis shows a range on advertising

and sales promotion expenditure of 18.36% in the drugs and toilet

articles industry to L58% in the agricultural equipment industry,

and once more, it is easy to see why the former spends a great deal

more of its sales dollar in this form of distribution expense than does

the manufacturer of farm equipment. The tobacco products group
is second in the list of the 19 groups, spending 8.23% of their net

sales on this form of distribution expense.

III. Transportation:

Out-freight, cartage and express; long distance trucking;

local delivery; in-freight paid on returned sales.

In the case of Waitt & Bond we include the cost of shipping room

labor and supplies under the classification of Transportation Ex-

pense. These items are very much more definitely related to the

weight of the product than to the net sales price. Our method of

computing transportation costs is a great deal more simple than it

may sound ;
the weight of one thousand cigars of each brand and

shape, packed in the various sized packages in which they sell, has

been recorded, and Blackstone Londres, packed 50 cigars in a box,

considered as the standard or 100% package. All other packages of

Londres and other shapes are indicated by the percentage that their

weight bears to the weight of the standard package. At the end of

the month, sales are converted to a basis of the standard package,
As an illustration, the standard package weighs 29 pounds per thou-

sand cigars; the Blackstone Londres, five cigars in a pack, weighs
35.4 pounds, or 122% of the standard, and the Blackstone Midget,
50 cigars in a box, weighs 18^ pounds, or 64% of the standard.

The same cigar will, of course, weigh differently when packed in a

different type of package.

Monthly sales of 1,000,000 of each package would be totaled as

1,000,000 for the standard, 1,220,000 for the 122% package and

640,000 for the 64% package. As there are less than 50 different

packages it is a matter of not more than 15 minutes' time, once a

month, to make the conversion to the standard package, and deter-

mine the cost per thousand standard package cigars of all the selling

expense items that are to be distributed on a weight basis. In one
month the cost of the standard package was 52ji, thereby resulting
in a cost of 63.4ji per thousand for the 122% package and 33.3
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for the 64% package. There cannot be the slightest question as

to the equity of distributing the items just referred to on a weight
basis rather than on a sales dollar basis, and the extra effort involved

is negligible. We are not unmindful of the fact, however, that in

most industries here represented, the great diversity of products sold

would entail considerable effort. Nevertheless, we believe that in

nearly all instances certain groupings could be effected that would
make the plan practical. In computing factory burden cost, all of

the elements are analyzed and applied to the product in an equitable
manner. Why should we be less scientific in our application of

distribution cost?

On our distributors' cost records, a charge is made for the actual

cost of transportation, so that there will be shown on the cost

records of our Denver distributor's account, a very much higher

charge for transportation on 10,000 Blackstone cigars going to

him, than would be the case with the same quantity of cigars going
to our Philadelphia distributor. In this way, a truer picture is por-

trayed as to the net profit developing from the accounts of our vari-

ous customers.

On the National Advertisers' analysis, transportation costs were

greatest with the manufacturers of grocery products, being 5.19% of

net sales, and lowest with jewelry and silverware manufacturers, in

which instance the percentage was .31%. This difference is quite

obviously due to the comparison of the weight of the product with its

average sales price.

IV. Warehousing and Storage:

Total warehousing, storage and handling expenses on

finished goods properly chargeable to distribution.

We do not have this classification in our accounting, as the nature

of our marketing is such that our distributors carry whatever supply

is necessary in each territory. Certain it is, however, that ware-

housing should not be applied to the product on the basis of net

sales, as in nearly all instances there would be no relation between

the bulk of the various products and their selling prices. If the

product warehoused is all of the same form, the one most frequently

handled should be called the standard, or 100% product, and all the

others indicated by various percentages to denote a greater or lesser

difficulty or expense in storing and handling. If the products ware-

housed are not of the same form, certain groupings should be equi-

tably established, and the same plan followed. All products would
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be converted to the basis of the standard product, and the monthly

warehousing cost obtained in the same manner as just described for

transportation expense.

The National Advertisers' analysis shows the petroleum products

industry to have the highest warehousing and storage cost 4.29%
of net sales, and the tobacco products the lowest, with .34%, and we

believe the reasons are too obvious to deserve comment.

V. Credit and Collection Expenses:

(a) Expenses of maintaining collection department, legal

fees, and credit service

(b) Losses from bad debts.

The standard for this classification is obtained by the division of

forecasted net sales into the forecasted credit and collection expense.

The resulting percentage is applied to the net sales value of each type

of cigar to get standard cost per thousand. It will be just as satis-

factory to disregard forecasted sales and expenses of this classifica-

tion, and use as standard the percentage that the actual expense

bore to the actual net sales as, under anything like normal circum-

stances, the forecast of this type of expense would be based on the

history of the year just ended. In the case of a company manufac-

turing a varied line of product, one class of goods going to a type of

trade from which it is much more difficult to collect, it would be

more equitable to indicate losses from bad debts by class of product,
but once having done so, the bad debt cost of group "A" would be

applied to the cost of the group
"A "

line on the net sales dollar. It

may seem strange to some to see losses from bad debts accounted for

in costing the product, but it must be remembered that distribution

costs are being recognized more and more as a term to cover every

expense pertinent to the business after manufacturing cost up to, but
not including, federal taxes and dividends. Certain it is, that in

computing the total cost of a product, recognition should be given to

the fact that certain losses from bad debts will occur. Whether the

anticipated loss is deducted from net sales, or included in distribu-

tion costs, is immaterial, but we believe there will be more surety of

recognition, if treated in the latter manner.

The National Advertiser's survey shows jewelry and silverware

manufacturers to be the greatest sufferers from credit and collection

expense, with 3.51% of net sales, whereas manufacturers of house-

hold appliances have the lowest cost .63%. The reasons un-

doubtedly are thatjewelry is a luxury, sold usually on credit, whereas
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household appliances are sold often for cash, and the credit loss is

minimized by reason of sales being largely through utility companies

supplying current.

VI. Financial Expenses

This classification on the National Advertisers' survey had in-

cluded with it the item of cash discounts on sales. We believe it is

very much better to consider cash discounts allowed customers as -a

deduction from sales before arriving at net sales, as a cash discount

of 2% for payment in either 10 or 30 days is paying such a high
rate for money that it obviously becomes an additional trade dis-

count, contingent upon payment in accordance with terms. Other

financial expenses might be the cost of the treasurer's department,

expenses with respect to stock certificates and bonds, and their list-

ing, registration and transfer fees, and interest costs. The applica-

tion of this classification to the product in most instances is most

equitably applied to the product on the basis of the net sales price.

Where interest constitutes the major part of the expense, the manu-

facturing cost is more equitable as a vehicle than the net sales price,

as the money has been borrowed primarily for material purchases
and payroll expenditures, but the chances are that there would be

only an infinitesimal difference in the cost whether it was applied on

the manufacturing cost or the net sales price. Application of finan-

cial expense on the basis of the unit of production, however, would be

gross!v incorrect in most instances, as a thousand Blackstone cigars

selling for $95 have cost infinitely more for interest than a thou-

sand Totem cigars, selling for $38.50. In the case of Waitt & Bond,

interest on investment in manufacturing equipment is charged to

burden departmentally, and interest on raw materials computed as a

separate element of manufacturing cost. The offsetting credit for

these two entries is made to the interest account, which is charged

with interest on borrowed money. In our case, the interest account

becomes quite a substantial credit item. We do not reduce our total

distribution cost by the interest credit, but due consideration is

given to it in planning the desired profit percentage. For purposes

of Federal tax return, the item of interest on investment is eliminated

both in cost of manufacturing and in the P. & L. interest credit. In

listing current assets, that portion of inventory consisting of interest

on investment is taken out and shown with deferred charges. No

equitable cost of manufacturing can be computed, however, in our

instance, without recognizing interest on investment as an element



308 SESSION VI

of cost, as raw materials used in some of our brands are owned for

two or three years, whereas, due to special buying arrangements,

raw materials used in other shapes may be owned for only four or

five months, the leaf dealer assuming the carrying charges in such in-

stances, although it is included in the price to us when billed. If

one type of tobacco costs $1 per pound and is not ready for use

until two years have elapsed, it has cost, with interest at 6%, ap-

proximately $1.12 per pound in manufacturing, whereas a to-

bacco ready for use at time of purchase will be less expensive even

though the price paid for the raw material be $1.10 per pound as

against a dollar in the first instance. As these conditions are facts,

and costs are supposed to deal with facts, and should be tied up to

the accounting, there is only one correct way for us to handle the

problem.

VIL General Administrative Expenses

Various elements of administrative expense should, undoubtedly,

be applied on different bases. In many instances, the cost of order

taking, billing, accounts receivable ledger work, etc., should follow

the number of orders rather than the sales dollar of the order. Some
elements of administrative expense, and miscellaneous income charges

and credits, may best be applied on the net sales dollar, which we
believe is the way such items, in their entirety, are usually applied.

In our case general administrative expense is applied on the net

sales dollar, because we believe it to be the most equitable when con-

sidered from the standpoint of practicability. As we deal almost en-

tirely with large jobbers and sole distributors, the orders are nearly
all large ones, and so few clerks are needed for order writing, billing,

posting, etc., that a more minute allocation of this expense is

deemed inadvisable.

Referring for the last time to the National Advertisers' survey,
we find that in the year 1931, of the 19 groups manufacturing con-

sumer products, distribution costs averaged 26.83% of the net sales

dollar with a range from 38.80% in the drug and toilet article busi-

ness, to 16.54% in the radio equipment and supply field, whereas, of

the 10 groups manufacturing industrial products, distribution costs

averaged 20.64% of the net sales dollar, with a range from 25.83% in

the machinery and machine tools business, to 9.15% in the textiles

business. It is not surprising to know that distribution costs are

greater in the consumer field, but it is interesting to see the com-

parisons.
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In Waitt & Bond's case, manufacturing overhead is applied on the

basis of normal factory capacity instead of forecasted production.
The manufacturing account is charged each month only with that

portion of fixed burden which actual direct labor has earned, the

unearned portion being charged to profit and loss as due to idle

capacity. Obviously, such an item must not be lost sight of in ob-

taining the final cost of a product, and it is equally true that it

should not be included as one of the items of distribution cost. We
believe idle capacity to be such an important factor that we compute
it as a separate element of cost, thereby making for greater elasticity

in obtaining all the information necessary to establish the selling

price of a product. As idle capacity is not a part of distribution

cost, we will not attempt to describe our method of applying it to the

cost of the product, but to those who may be interested, I refer you
to N. A. C. A. Bulletin, Vol. 14, No. 12, published February IS,

this year, which describes the method.

When business is in the depressed state that we have experienced
for several years, even the most accurate of cost computations and
sales forecasting should not be relied upon too implicitly for the pur-

pose of establishing selling prices. The costs of the various products
of the United States Steel Corporation, when its plants are operat-

ing at, say, 20% of normal capacity, must be so excessive that

very little of the available business could be secured if selling prices

were based on such costs. The advertising and sales promotional

expense of an article reliant on publicity for its consumption and use

might very conceivably be so great during such times that any at-

tempt to establish a sales price based upon a costing which included

these full advertising and promotional expenses, would result in a

price far greater than the traffic would bear. In such a case, should

the manufacturer eliminate his advertising as something he cannot

afford to do and thereby have a sales prifce that has a chance of

getting some business, or should he continue publicity work that

results in a final cost that will be in excess of his sales price? I be-

lieve that in such a case the far-sighted business man will continue at

least the minimum amount of marketing expense that he believes his

product must have, regardless of the effect of a decreased sales vol-

ume on the marketing expense per unit. I believe that the experi-

ences we have been through will result in a realization of the neces-

sity for creating a reserve, set aside out of the earnings of profitable

years, so that a broad business policy may be maintained even when

we are in the valleys of the business curve. It would seem, there-
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fore, that a well organized business will have not only its factory idle

capacity to consider, but also its idle selling effort, during that period

when many of its customers do not have the money to buy, but

should be constantly reminded of the product so that they will buy
when the cash rolls in again. As an example, a manufacturer of

automobiles may properly consider that a million dollars is the

minimum advertising appropriation to use if the public is to be kept

conscious of the name of his car. Under normal times this manu-

facturer may be spending $3,000,000 for advertising and selling

30,000 cars per year at an advertising expense cost of $100 a

car. Let us assume that a depression causes sales to decrease to

2,000 cars a year, and that, in recognition of conditions, the ad-

vertising appropriation has been decreased to the minimum of

$1,000,000. Forecasting on this basis would result in an adver-

tising cost of $500 per car, which might very easily be a prohibi-

tive figure as it would necessitate a sales price that would preclude

his selling even the 2,000 cars. Should he then limit his publicity

to a figure very much less than the minimum in order to have

a sales price in excess of his cost? We believe he should not, as

it would very probably become a vicious circle which would once

more bring expected sales down below the 2,000 estimate be-

cause of insufficient publicity. In such a dilemma we believe a

desirable cost procedure would be to establish an arbitrary advertis-

ing cost per car of, let us say for illustration, $100 per car, which

would be in line with normal advertising cost under normal condi-

tions, and the amount by which the actual advertising expend-
iture of $1,000,000 exceeds advertising applied to 2,000 cars

at $100 per car or $200,000, viz., $800,000, would be charged

directly to profit and loss as
"
Depression Excess Selling Costs," or

some such appropriate title. For statistical purposes it would be

possible to figure this excess cost against the product so that actual

costs would be a matter of record. The point we wish to drive home
is that costs, to be useful, must be computed in a manner that will be
of assistance in establishing selling prices. Costs figured on the

basis of a production, using only 20% of plant capacity for covering
full publicity costs, during a period when sales expectancy is at a low

level, may be splendid from the standpoint of statistical information,
but are of little value to management in planning and devising ways
and means for acquiring all the business obtainable. The businesses

that will weather these times to best advantage are those that have
had sufficient foresight in the past to keep substantial surpluses in
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their business so that charges to profit and loss covering idle capacity
and excess promotional costs will not wreck their financial posi-

tion. They will be permitted to get whatever business is obtain-

able because their prices will not be out of line with prevailing
conditions.

In this paper, I have attempted to describe the exact methods
used by Waitt & Bond, in applying the various elements of distribu-

tion cost to the product and to the statistical records, denoting the

profit and loss history with our various customers. If there have

been any ideas presented that will enable any of you to improve

your present methods or increase your fund of knowledge on the

subject, I will feel that the time spent in preparing it has been well

worth while, and in any eventL I am deeply grateful for the privilege

of appearing before you.

CHAIRMAN HOWELL: It has been a very great privilege to

listen to such a practical working paper showing what can be done

along these lines.

We have just a few moments for discussion. Are there any
questions?

MR. MERWIN: May I get up again and ask a question? In

the candy end of our business we have followed curves and, of course,

we find it following mostly the curve of the automobile industry,

in other words, the luxury curve. We also found by tracing trends

that the 5 item in the candy industry is decreasing in proportion

to the penny item. The penny item is going up in this period of

depression.

We traced all that, and we are trying now to make a forecast

for the remainder of the year. In industries which are large and

distributed throughout the entire United States, such as Schrafft's,

and so on, their sales probably vary with the general trend.

To give an illustration, last year, while the candy industry was

going down to about 30% under the year before, our sales increased

because one item which happened to hit the trade, a specialty

item, came out. This was a summer item which was introduced

in April. At the beginning of the year we had a conference and

were trying to forecast our sales.

The sales manager, with the salesmen at that conference, thought

our sales Would increase over last year. The general manager and

I, seeing the trend of business, forecast that our sales would be

down. Now we are trying to forecast our sales for the balance of
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this year. Of course, our selling price will be based somewhat on

our forecast of sales.

What I want to ask is, do you advise concerns in our position

where novelties do make such a difference in our sales volume,

irrespective of trends in the industry, taking the salesmen's expecta-

tions as the basis for" forming our forecasts, should we stick to the

office estimate, or what method should we take as the means of figur-

ing our costs for the balance of the year?

MR. McNIECE: The only suggestion that I can make in

connection with that question is to fall back on what I know has

been the procedure in similar cases in totally different industries

where it habitually is the custom to secure an estimate of future

sales from the field and to make up a totally independent one in the

office.

Where those estimates come into agreement, devote relatively

little further discussion to them, but where they are in disagreement,

sit down with all the known information to determine (and this

need not be a long job) whether the salesmen's extra information

which is not available to the office, or the information of the officers

that is not available to the salesmen, seems to predominate in making
the future trend, and on that basis establish a modification.

I think it would be extremely dangerous to attempt to adopt a

rule that you should either accept the salesmen's estimate or your
own inside estimate.

CHAIRMAN HOWELL: The only thing I can add is that in

the paper we had this morning, in the sales estimate there were

eight different forecasts mentioned, some from the field, some from

statistical information, some from comparisons of statistical

records. There were eight sources of information which were used.

I believe after all that information has been put together that

probably the budget director can put a couple of stars over the ones

he recommends, but I am not advocating at this time that the

budget director should be the man who makes the important
decisions as to what the guess is going to be. He can present all

those facts to whoever is in charge.

As an alternative, if there is a tremendous discrepancy and you
have irreconcilable differences, I think I would make up two budgets
and say, "If you hit this, that is what will happen, and if you hit

this, this is what will happen."
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The purpose is not to get a budget so close to actual that at the

end of a few months you can get up a nicely printed report and say,

"Look how good we were." That is not the purpose of budgeting.
I do not care at all how different the budget is from the actual as

long as I know why it is different and have had some hand in causing
it to happen.

Before turning the meeting back to the President, I want to

express my appreciation of the honor of being Chairman and my
thanks to the three gentlemen who have addressed you today.

Also, I wish to thank the audience who have been kind and attentive

and responsive in giving us a fine discussion period which is the

meat of all N. A. C. A. meetings, whether they are Annual Conven-

tions or local chapter meetings. That is where we get real ideas.

Thank you very much. I will turn the meeting back to President

Bullis.

PRESIDENT BULLIS: Ladies and Gentlemen, this meeting
of the N. A. C. A. brotherhood and fellowship of friends is drawing
to a dose. Let us go forth to our homes filled with the positive

qualities of faith and confidence and willingness to serve.

There never has been a time in the history of the Association

when its members could be of more value and greater service to

themselves and the country than at the present time. Today all

of us, whether we serve industry directly or the government, are

partners marching down the one-way street to more prosperous

times and to greater happiness.

The call is forward with all eyes on new fields and fresh points

of view. We march onward with confidence and courage, spoken of

by Kipling:

"And they asked me how I did it,

And I gave them the Scripture text,

'You keep your light so shining

A little in front of the next.'

They copied all they could follow,

But they couldn't copy my mind.

Then I left
T

em, sweating and stealing,

A year and a half behind.'
1

There being no further business, I declare this International

Cost Conference closed. Good night, and God bless you.

. . . The meeting adjourned at four-fifteen o'clock, . . .














