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COST ACCOUNTING 

Colonel Mmles ~d gent!omen of the College: 

i have a great deal of pie~sure and a consm@er~ble sense 
of responsmb~Imty mn coming do~vn here to talk to you about "Cost 
Accounting". My sense of responszb~l~ty has been greatly mncroased 
since i sarmved mn the building, Com~nder Dunham tells me that 
my talk ~s to be the foundatmon of the course ~hmch he ms about 
to gmve mn cost accotuutmng. That seems to ~ncrease the load upon 
me consmdorably. 

Colonel ~ml ~s ,zas good enough to ] cave me ~ w~de-open 
field as to ~hat I should say to you raqd ho,,, I would ~ondle the 
subgect. I s~n goz~og to grove an out!rome of the mazn problems of 
cost aocotu~t~ng, ~th some reference to the w~r contract forms, 
the procurement contract forms. I e~n ro~ an expert or an au- 
thormty mn o~0y sense on those forms, but I h~%ve read them ~nd 
studmed them a lztblo mn the past, sc~8 recently h~ve refreshed 
my memory by rea$m~ the excellent papcr thor },~gor Form ~moto 
zn February on that subDect. Therefore, my talk ~s przmarmly 
about cost account]r~T as such, nbout cost account~ mn mn- 
dustrmal ~olants mn the ord~nar~j course of bus~ncss; out I shall 
make some alluszon to the war contract forms. 

The flrst problem zn cost account!ng is always what 
they call zn textbooks, "the cho!cc of a system", that ms to say, 
what k~nd of co~t aecountlng system are we goz~ to have mn a 
glven plant, and we thlnk prlmarlly of Dob costs ~nd process 
costs, i~ow, flrst, these terms ~c m~slcc~]z@, the slmplmclty 
of textbooks ms al aYs mislcadllog. In most cases mn practlce 
you f~nd some combln~t~on of the t~ro thlngs, but what ms there 
about It that Is Importaut? Thins I th1~A[ ms importm~t: When 
wo say "job costs" ~c moan thor we are ondc~vonng to fzzxl the 
cost of a pe~ctzculnr lot of product. Of course the slmple 
example ms bulldlng a house or a brzdgo or a structure, but mn 
manufaoturzng we fznd the cost of a partl~a!nr order for good~ 
from % particular customer, and there ~s ~ gob cost sztuatmon. 

The process cost is used where produotlon Is contmnuous, 
a sort of contmnuous flol; for ex~Jmplo, the p~ckors mn Chlccgo 
use process costs because they hove a contlnuous flow of product 
of anlmals gomng through themr plant, also, mllllng flour Is a 
process cost case, m~kv chemlcal compsnmes use process costs. 
Instead of f!ndlng the cost of a p~a~tlcular lot of the product 
dmrectly, you c~iculate the cost for a porlod of tmme, ssy a 



month, -rid then frond ho~ much h~s been produced ±n the month' 
divz le bhc ouant~ty into bhe cost and g~ct a cost leer unmt. 

1~hc mmoortant th~nT there ms the u_u~t around which 
we bumld the costs, the quantity of goo@s sro~nd whzch ~e bumld 
ob¢ costs° It m~ mmportant partly as a m(~tte~r of szmple 
c!erzca] c~nvcnzcnce and economy. !~ut whale economy zn cost 
accounting z ~  z~ortsn~, ~t ms st~13 more mmportant that you 
should select the rmght unit arG~ad which to bumld your costs 
,vhen you ~c allocat~ng costs to the dmf±arent prod~cts. If 
,~e select the wrong unit we ~o apt to go assray in our cost 
alloca~on~,. Tm~t~ then, ~s the f~rst har&le to be taken, 
the det(rm~natmon of a system by whmch ~e seJect ~ob costs 
or proc~sz costs or some combmns~tmon of the two. 7ery often 
you will find e plant ~,mth Dob costs zn one d%o~rh~ent and 
process costs in snother ~cpsz~tmcnto But the zmpo±tsnt tb_m~T 
ms to select the rmght k-~na of ~n~zt a~otu~d which to bumld 
the costs° 

l{cxt the mszn elemcPts of cost~ I am talkmng mn 
rather clementsry l~g~age, gentlemen, but I am endeavormng 
to pozut out to yea ~ hat sro the important features in those 
elG]cnt~ug comcoptSo When we tc~Ik about the factors or 
clement° zr cosb ~ c zmmedmately thank of mabormals ca~d labor 
an~[ burden, b~t bhe fmr~t and m~n d~vzsmon ms that between 
direct costs, as ,~e coO l them, ~d mud!rest costs. Direct 
costs cJ~q be allocated to e g~vcn Drod~ct. Hcrc is the desk; 
zt contazns sort zn m~tcrzsl, cort~n labor ~ put upon ~t 
by an individual, and that m%tcrla! and thst labor can be 
clmorgc6 dzrcctly to tl~t desk m~-d go Inbo the cos% of m%. 

The l~nd of thzng Is fci~ly slmplc. I say "fairly 
sl ~Tple ~' advi~cdly because there core so~o problems present, ~mth 
~rhmch I shsil de~l later. IVhlle there zs no trouble mn 
idcntlfylr~T the l~uber ±n that desk nor the mndlvidu~i labor 
of the cup ~ ~tcr ~ho put mt together, a sob of problems ms 
co~_.ectcd even ~rzth that. It is all very well to scVF, "That 
desk cost so much for l~mber an(~ so much for labor, ~ dm~oct 
ch~rgc~ I' T~ey e~c u~m~istaksbly mn that desk. ]3ut zn 
buslme~ s o~d In yo~or procurement ~orz, ~Id partlc~tl~rly zf 
~c should cG,o to ~ho stage of ~r contracts, thcre ms al~ays 
in th~ b~ckg~otn~d the qucstion: True, tl~t @esk cosb $5.00; 
that ]~y bca fsct but ~s that the rzght cost: Should zt 
1 ~vc cost $5.00? ~Vmo Is gomng to set a standard s~d say, 
"Yes, but zb o~cht to have becn m~dc for $4.50." 1~hth the 
so-c~l!cd d~rcct costs thcrc ms imttle trouble mn allocatmng 
the~ to the product~ the bag question ~s thc standard or 
r~e~surc you s~ro gomng to ap~ly. 



In ord~nor~y business ~e attempt to @oal w~th that type 
of thing by such devices ms standard costs, btult p~rtly out of 
e~lperlence of the past, but ~ so partly out of stand~ras set up 
by engineers and people who from knowledge of dra~vmng c~%d 
deslgnmi%T can saY from a theoretical wm~polnt what the th~ng 
ought to be. I ~n sure you a~-e all conscious theft only a 
combination of those two things can be sst~sfactory, that zs to 
say, experience of the past is not necessarily satisfactory; 
we need oleo an ~deal theoret~_cal sten~_rd to check up by, but 
also you cermet set e staudsrd ozone on the basis of a theoretical 
i~ea about ~to Tl~t also ~mlst be dlec~ed up from experience. It 
is generally ~ccepted all throu~ business t~t st~_dsrds are 
necessary and desirable to m~tcl~ ~z~nst your actt~l costs. Those 
standsrds must come partly out of e_xper~enco as to what has been 
accomplished oefore in the way of the use of maternal and the use 
of labor° How much material d~d they spoml~ how msmy board 
feet should they ts~e out, end how msny hours of Isbor went 
into it; if seven hours, ~hotuld ~t hsve boon done In s:~x hours? 
~estlons of that sort are at the basis of any cost s~tuatlon. 

~9en we come to burden, the zndlrect costs, ~hcre is 
the problem of allocation, of s~-ing how r~uch burden ~st be 
lop.led on the direct ma~erlals o~d Isboro Over in ~g3 ~d they 
use the p~mrase "onco~%"~ some people call it the loading. It 
moans the sfldltlonal costs over and above the d~rect charges 
for materl~l and labor that go into tl~zt desk. Hero the problem 
of allocstlon In Itseif is d/fficult. There are t~To stages of 
it in ordln~y manufacture. You h~ve flrst the general charges 
of the department in whlch thot desk ms made, buildlng costs, 
the machinery m%d equipment, ~o.II the cnsrges within the depart- 
ment. It is not difficult to see that charges of a shop in 
which tl~t ~rtlc!e was made hove something to do wlth its cost, 
and it is not too difficult to mcke some kind of allocation to 
the psrticular artlcle, con~o~_ly on the Ic~bor basle, uqd there 
the question chlcfly ms, ~rhether ~t s_hc~! be on a money bas±s, 
for example, a percentage of the lobor cost. The labor cost 
wos $2~00 for burden of the department. That pert ~s not too 
d~ffm cult o 

The problem is to find out ~b~at the rel~tlonshmp is 
bet~een the burden of the ~Thole shop ~nd the p%rtlcu1~.c articles 
that go tltrough it. How much do those articles utilize the 
facmlltles of the shop ms the quostlon. One great d~fferenoe 
airways surroundl~ the question ms, whether the a~tlele is 
chiefly me~e by hand labor or machlno labor. If it ms a 
machine product then cure.only a machlne-hour cost is the common 
~nnd suitable basis of allocotmon. The thoorotlcal ideal, once 
more, is to cha/-ge the product mn proportlon as it uses the 
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facilities of bLe portlculur ~hop. 

But, over r, n d  goow~ the psrtmcu]or shop ~d the 
foz em~n ~d the machznery ms the general orgormzatmon of the 
comp~ly, the gorozcl c@nmn~strcbmve, the preszdent of the 
company, the v]co-p~osmdont, the socretaz~£, the gcnor~l offmcos, 
~I! the ~@umzstr~tzvc paraphorn~Az~ of the comp~ury. ~_~t about 
thcm~ he, ore they gozng be be charged to the desk? Here you 
ore mn more dmfflcult territory, on o.roo ~Tbero there are 
practzc~ily no ~Ios. it zsn~t ctt snd drled and we ~e forced 
to the iso of the b3st o~dg~ont theft ze c~l~ ~pply to the 
sltu~tmon, ~h~cn ~ ~ ~oI m~s v e r y  dlstrosszug to poo~ie ~ho 
do~:t imke to uso tholr sadgmento But there ms no one w~ for 
~i~ ~ys ~oz~C tl~at kmud of thi~kg~ Somotmne~ tb~s gener~l overheoA 
cm~ be c~ nb~nod w~ ~h a stop overhead, on~ cea~ be ap~ohed on the 
s~z~e boszs ~ ztL ~to So~]e%mos ~t zs necessary to moke a second 
lo%dzng~ a second charge for the goncrnl overhead, puttmng mt 
In ou a dmfic~ent baols from the shop o~orho~d. 

0no of the throngs I am most snxzous to omT/~oslze ms 
tl~ot as ~ ou stu~ ~ovr cost ~cco~n~t~rg yo~ t~ be observe up 
to ~vhst pomnt ~o ~ c~ bc s~o mbo~t y~ur ground. You csn be 
s~tre ~n~t tLat I ~ ~r ~ ~n bn~t desk ~d that the ~/orl~nm~s 
!cbor i~ :~.~ tl~t ocJq cu~ bavcnd that, when ~ou cor~ to the 
Ioodi~ of ov~rh~od you are do~amdeut ~pon the e~crcmse of your 
o,~_ ~ud@~ont md your o,~ @iscret~on t~ a very ~arked degree. 
When you co.-c to th~ot stsgo @o ~.ot deceive yes, selves mnbo 
thlukzng th t you n~o ~s definite .rid relznble flg~es for 
bhe Indzrect cha~ges as for thc d~rect charges. 

Ulth burden, os ~-ith ~irect charges, there is also 
the quettlon of the st~dards, what ought the exioensos to l~ve 
been° ~hot m~ ~,ns gre~t trouble ~imth your cos~-plus contract 
In tbc ~or 4cr ~- often mt w~sn~t very dmff.,cult for ~ manufmcbarer 
to sl~o~ ~ .... h~ i~oor ~nd the m~tcr~oi act~o.lly lent into the 
prod~ ct ~ ~ %~ - - c~ue to ~ hundred thous~ud doll~m~. They 
cculc ~1 o J c ~ cLc c._.~book ~md there ~re the p~ments But vhzle 
it cost that J~cn, the ~ho!e quostmon vas should mt have cost 
thot ~ich ~ ~,s ~l ~ ~ fazr cost? 0nee ~ore you ~o confronted 
• tno ~ s~,_ ~ o ~ ~ st~&o~d, by ,~h±ch you c~u~ pu~ c ynrdstmck 

~g~rs ~c~D f~ ~ es on! shy he?her these costs ure reasonsble 
el not. 

Th~s e hove this rtunlng pc~nllel of dmfflcultles: 
fmrst, the c!locotions of costs, some ~h~ch arc e~sy, some more 
~iffmcult, second, oommttmng theft ,~e ~ow have ~n our h~uds a 
cost snoct ~h~ch co~t~mns the actual costs, ~re they the rmght 
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costs zn the sense of ~zl~%t the costs should h~ve been? Is ~t 
a good standnrd? Is mt fsm~ to ask a customer or the Government 
to pay that much cost as a price? 

Thzs gonersl overhe~ ~Iso contains th~ngs that w~ll 
be ~nterostm~g to you gentlemen, rese~orch costs ~nd development 
costs. Those are alwsys d~ff~cult th~ngs to l~nd]o. We l~ve 
two stages: f~rst, reso~c~h and development dcszgned to develop 
a partz~l~r product; here you ~uow wD~t yot~ are shootmng at 
~nd therefore can charge ~ach costs to that product: second, 
especmally mn l~rge composures, you hc~vc a good do~l of general 
research und developmen~ going on, fcehng around zn the dark, 
not kno~mng what tl~ey arc going to fznd, but feelmrg sure that 
they ~re gozng to frond somothzr~. Such costs must be lumped 
mnto that gencr~l owrheag of whmch i spoke. Theoretzc~ly, 
they should bc charged og~nst oi1 the products whmch wmll 
result from thot research ~nd development. You arc dealmng 
mn futures zn o condztmon like that, but are spending your 
money now; you don~t kno~, what ms going to cone of ~t, snd 
even ~f you ~nvent somethzng you aon~t l~ou how ~ony units of 
that thzng th%t you ~re going to mcnufacture to bh~t particular 
design. Ag~n you are confronted v~th the necessity for ms~ng 
estimates, ~I the mamn oue~tmon ms, ~,~e  your estzm~tes 
reasonable. There constm~t!y develops ~n cost accotmtmng thins 
smtu~tmon of deolm~ v~th fmgares thct look exact, ~d to the 
smmple-mznded are exact, but which "~,~ays conta~n a large 
element of 3udgmont ~n which some person has token some 
arbitrary steps, end made ~llocatmon to t~h~s and to that 
product on ~do~t no called the best b~sms. 

Lot rc lliustrate theft further by refcrrlng to the 
c~se of joint costs~ NL~4y people thlnk that jolnt costs ore 
odd and pocuzlor thl~s ]immtcd to pcople llko the Chlcago 
packers or c compal%v lzke Corn Products Reflnzr<T Conp~°~uy, 
whlch trd-cs corn and m~:es thlrty-sevcn alfferont products 
out of ~t, or co~psnies of that k!nd usmng a co~non raw 
m~torzal cnJ devoloplng a groat qcr~y products from it. Hero 
it is not uorcly the overhead .,hlch ms common; the very raw 
m~te~zal mtsclf ±s co~mnon to ~ll the products and rots cost 
~n some ~ ay nu~t be spht up among the dmfforent products 
whzch result. 

Sane years ~go, 1921, I believe, the Fedor~1 Trszle 
Coumlsslon node ~ study of the cost sccotmtzng practlces of 
the Chlcogo P~ckors o~d samd they ~lero ~ull ,Tong. ~-klt, In 
thins year of gu-oce, 1938, the Chicago Packers ome stzll 
follo~,ing the some cost accotmtlng practlces ss they fore before 
the Fedelal Tr~z~e Commzssmon made zts study: no change hos 
occurred I% tl%~t respect. 
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%~%t zs the ~s~.e? ~on you ~o out mn Ilhnozs as_& 
bay a steer s~%& brzng n~m up to Chzcago end d~_vzdc ham mnbo 
beef, h~es, o~,~ fat, ~nd the h~e ~.st be p, ocesse~ thms vmy 
to m~=o leather, m~d the f~t processed that woy to make SO~lO , 
~sh~le the bcef~te~d< ms sold ms boo.f stock, how much ms the cost 
of ench of those products? Ho~ mch of the cost of the steer 
sl~ll be alloc%ted to e~h? As % s~mple oxmzple, ~uppose they 
boy the steer on the hoof at ten cents a potu~d, that the 
average sell~ng wlue of the ne~t ms %~enty-fmve cents 
potuud, h~des ~ro fzvo cents ~ pound, and fots two cents a 
pound. 1~ot the Chmcsgo Packers do, roughly spooking (there 
arc mony q vcl~f~cat~ons o~d coral ~cat~ons) ~s to d~wde the 
cost of that steer, ot the ormg~nal ten cents a pound, and 
ullocsto to the ooofste~ fat {~ud h~d~s mn prop{~rt~on to 
thczr market valuos~ They re~ort to a selling vPlue baszs 
for the o~lloc%tzo~, of costs, 

~e Fcdoro£ Trade Cou~sszon sazd theft ~ios ~ong, 
~_d that a so~uqd nnd scmentmfzc cost accoontzng system ought 
to be ~st%llod whereby the packers weald get dmrect actual 
costs of those d~fferent products ~nat result from the steer. 
But they comeft~lly refreshed from sugsest~ng sz4y spec~fmc 
basms ~s to w!~tt the allocat~on should boo ~.z~ represents 

problem ,l~mch confro_~ts us all, Jomnt costs are very 
common mn mndustry. They sro co,uteri zn chemmco~l plants, for 
exomple, ,~hero y~m are breokz2g dovm r~ materials ante 
numbur of ~fieront chep~c~Is, havm~ ~Ii k~nds of 8~fferont 
values. It ~s one of the co,~r~oaest problems, tnzs sAlocmt~on 
of a Jo~t r~ mote, me! to m~kv ~zfferont products. 

TLero oz-e bye cholces In tbls sllocatien. You can 
resort to a pb@sical b%szs nn¢! charge then all equally, penn8 
for po~u~d; for most~nco, for hlc!o ton cents a pound, fat ten 
cents ~ petal, and beefsteak ten cents a pound, ell allke. 
But '~h~t ore fly, rues for? They ere very largely for the 
guidance ~i ~sszstanco of executives ~no are gozDc to use 
them a~ a basis for pol~cies on such qupstmons as ,b_ether 
they ~e gol.qg to process a glven product shy further, or 
sell it nosy. Many such questlons ~d problems dQoend upon the 
fm~ures they ere us_~ng. ]3ut mf you put a load!r~ of ten 
cents <~ no,ha on fat wblch ms sel!Ing st two cents a pound, 
~,~%t is the rcg~ctmon of your oDoratlng mo~%, the foreman, the 
~upcrlntendent, those practlcal men ~ho are r~turally 
SUSpIC!OUS of f~-guros? They soy they have no use for 
fl~es of thor km~cL, end the thlng f~lls of its o~m ~elght. 
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I ~ not talkm~g theo~ctmc%lly. In the corn products 
refmn~ng ~n~ustry, not the Corn Products Refm~ung Compsmy but 
re%other conpo~ of the s~e type, the ~ttempt ha~ boon ~de to 
alloe~te the cost of co~n st equal rates per ootu%d to stretches, 
cattle-feed, fertml~zors, h~gb-grade chemicals, soloA o~I snd 
the other products ~ade out of corn, o~Ithough some of them are 
worth ten dollsrs a ton, some of them f~fty cents ~ pound, ~%d 
other products ~n between° Such a practmce brooks mtself down 
because the executives say, "Those f~g~res me~a~ nothing to us." 

~e ~ltornatmve ms the w~lue basms, rt~rket value or 
sellmng value basms~ I ~ ould l~kc to warn you thst thcre are 
many co/~olmco~monso Sometmmes, %t the pomnt ~/here the product 
d~wdes there ~s no market v~ue; you lqove to process mt 
furthor~ In that case ~t ms usual to subtroct the subsequent 
processm~%T ch~-ges from the sell~r~ value aud work bachvards 
to the pen ~t ~t which the product ~s d~wdcd up. Thms ms a 
corm]on oxm]plo of o s~tuatmon ~ here you ore forced to m~ko a 
choice hot,men a physical basms for allocatm~g your costs ~nd 

Value b~SlS~ an economic b~sls 

I have ralsed the quest J on of standards zn costs, 
whether tae costs oze reasonoble. All of us, especlal!y 
people llke you, hope ~d deslre to have some kmnd of check 
upon costs. I£o~ ~ 111 you flnd them? In ordlnsry buslnoss 
nnd In a g~e~ deal of Govornnent bujlog the greotest check 
and the greatest ss2oguard Is conpetltivo blddlng. If you 
c~on get honcst conloetltmve brads in om open r~urket, that Is 
the greatest protectmom theft ~ bayer, Goveroment or prlvate 
zndmvzdual, can hove. b~en ~vc c~nlt get that, ~rhen ~e ere 
doallng wlth some spectral product, perhaps never been mode 
before, or a plant whlch hos been naklng se~Ing r~%chlnes Is 
now m~ing r%h%itlons, ~hen thlr4~s move out of the area of 
experlence into the re~im of experlnontat!on, co[~oetltlve 
blddmng ms not avam!able, and you resort once nero %o the 
exercxso of tud~ent alded by the appllcatlon of sts~_dmrds 
of some sort. These standords conslst, flrst of all, of 
cor~mrlsions %~th prlor oxpor!ence ~s for os [%aybo~ ~t %7e 
have st~%rte@~ out ~ith the assur~_gtxon that thls is an area 
whe;e there zs l!tt!e or no prlor experlence. %{hlle the 
plant m~y hove ho~ no prxor experlonce in m~ing a 
pomtlcular product, the}. ~%~y h~ve h%d przor experlence xn 
many of thc operatlons that enter Into th~%t product; they can 
break ~ th~ng do~ and say, "V~o kno~7 how much a r~m~ ought to 
do on that ~achzne zn that part~cul%r operst~on, an@ the sane 
~%clune ~s used for th~s other purpose". In th~s wsy mt ~s 
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possible to fand useful e~oer~ once ~mth whmch to c~eck new work. 
A/so the d~s!~ng department, bhe eng~neera~%T de~o%rtment, can 
h~ip to set sbancls~ds on bhe nevr work, ho~¢ much tmme should ~t 
take on theft machznc for tLat opcratmon, and for that laborer 
how much tzmo. A good deal of that goes on mn ordinary ~ndustry, 
and there ~s no ~eed to accept as a f~ns~l answer, "Co have no 
c~qoerzenco of thot kmnd of work~" They have hacl o~qoermence of 
a s.mL~m tyoc or otherwise they ~o~id not be doing tlus k~nd 
of work~ ~ ~n~y mske such ~ransmtzons mn ofdmnsry peaco-t~me 
,~ork° Of course th~s ~nvolves cofrectmng the stsng~rds, s good 
deal of a4]ustz~g a~ you go Llong° You set standards mn ~dvanco, 
a~d ss yea acqumro ~xperatnce those stsndsrds can be ad3usted 
and cor~ coted. 

.@other mqteresta~ phssc of thms problem ~s suggested 
by the wo~k of that class of consuL] ta~% poo21e called ~nd~strmal 
ong~noorso They 9me ofto~ a~ke~ by pray%to manufsctar~ng concerns 
to come xn ~n4 seo~hat they c~ do for them. V~hat do the man~- 
fact~rers vm~t them to dot The york of such farms f~ Is largely 
~nto t~e mc~n clas~cs; one ~s the cos~ accotu~tar~ system as such, 
the oap~r ~ ork end mrs metho(~; the other ms an attack upon the 
cctm~2~l co~ts themselves, w~th %he hope of reo.ucmng thorn, 

A o~%~e%t de~l of confusmon occurs on thls subject. It 
ms ~ common tb_~ng for u ms~ufacturor to hove ~ uneasy foehng 
th%t somothir~ Is not qulte rl~ht in hls factory, that something 
needs to be @one to l~prove it~ So he goes to such end such 
flrms cf con~ultzn~ enganeers oi%d soy% "! thlnk you could do 
~ometh!ng for moo" One of the dmfflc~it~e~ Is he doc~n~t nsvc 
~y cloor Idea ~vh%t to ask them for. If they ha~ppen to be 
speca~l~ts In cost acco~Lnt.ng they may glve hlm a very good cost 
aCCOtt~tl ~g system ~nd so~, "You take th~s and then you vm]l k~ov~ 
all aoout your busmncsso It ~al! to]3 you ~h~t you o~Eht to do°" 
BuS often mt does rot do ~ d~roctly ~atn tno problem: "I ~u%% to 
reduce nj co~ts, I ~nt to cot down the cost of th~s artmcle from 
thrcc cc~%s to two and a huff cents Dcr piece." 

If thCt Is the problem p%per work can asslst by tel111%T 
whet the costs ere now, but that Is only the startl.~ polnt. 
The question is, hoof to reOuce present costs, end th&t requires 
somebody ~ he h~s the gaff of bea~ able to ~ alk about % f•ctory, 
~d locklnj ac a n~on %iorkln~ on o machano to say, "He ~s do!rig 
has oost, he l~ dolng ~-7~hat ought to be @one, he zs dolng a 
ster~dard job on that machano. Or, he ms doang somothmng loss 
than standard, else th%t ms the best l~out, the best sequence, 
the best crra.ngomen%, for procosslng that partmcular ~ortmcleo" 
It is nocessery to t%ck!o sctual layout, organmzstaon~ methods, 
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tlme ~md motion studies, w~th sone sense as to ~hst is good, ~ hat 
• s poor, ~@ ~hat Is bad Dorfor~nce, The number of men ~ho h~vo 
that gift xs Immmted. If ,~e should over get ~nto m% acute crlsms 
whore a gre~tly mncresse~ ~ production ~as s~ddonly needed all of 

suldon by the Government, I could mr~mne no bettor step than 
the Govermnent mobii~z~ng, m~or~ other th~, the whole 
consulting engineer fraternity. It includes m ~ /  of the best 
men at this ta~k of look~ng at the shep and sayl~ ,~hat IS one 
kundred per cent, of eighty per cent, or forty per co,it efficient. 
I sllould w~n you against thxs illusive e~eurance of aceurr&cy 
~n the figures tlmt you get on the cost sheet. It IS n~cely 
typed, it colds up; xt Includes all the materi~-ul o~ad labor ~nd 
burden; but mt Is very often a delusion. But vh~n you challenge 
xt an~ endesvor to s(kv ~hethor ~t ms right or ~#ror~, all the 
questions to which I hove referre@ come up: the questions of 
alloc~tmon, the question of ju@4~mont in ~locat~on ~md xn the 
~ppl"-catlo~ st~uAor&s. You are ull conscious that ±ndustry 
Is co~rontcd ~ith th~s prob]om every clay; they are not 
satisfied ~]erely to kno~ wl~t is the actual cost cf a product; 
thcy ~ ant to kr~ow \~hothor they c~un m~ko it cheeper, ~ bother 
they can do better; tbz~ ~s t~±omz rc,-i o~uoztlcn. Obviously, 
that must ulso be your ~nterest when you come into contact with 
thls so~t of y o r k .  

Refcrrl~@ briefly to your forms of contract, you have 
the several forms - I rcpeat thot I o~q not ~ a~sthorlty on 
them, espccial!y not on their legal aspects -- yc, u have ccrtamn 
f~ed price contracts for use in those cascs ~hero cxpcrlonce 
is available. ~nen you ore buylng a lo~_o,m product in s 
comoctmtzve m~rket you c~. get competitive hdso In such cases, 
mf you ~re pretty sure about the bids, you c~n sp2c!y place your 
orcler at a fmxe~ pnceo It ~ yes a lot of troub]c ~n& probably 
gives you about all the protect!on you cml get as regards not 
pnylnc ~n o~cess~e Imlce for the article, The evaluation fee 
consiruotlon contlact relates to the constructlon of buildings 
~d l~rge ~dertaklng~s dos!gned to be ~ovo~ed to ~r..tine or 
Gover~nent pro@~uctlon. There you are venturing Into a now 
area end the o~roose is to p~%y for the d~rccD chorgos, the 
nk%terlals ~d the l~bor ~nd a foe in ~]!~lon~ L~ has many 
features In co~Jmon ~th the next form, the a~3us; ed compensatlon 
contrach, ~'he.e agaln ,To are tall<ing shout m~%nuf~ctured products, 
perhaps manuf%ctt~led in one of these bumldl~%Ts pu~ up under 
o/lother form of contract. But here the cond~tmons are such 
that there ~s not much Ol~ortunlty for competitive b~ddlng, and 
not as uuch experience as we ~;ould like to have to guI@e us mn 
sctt!ng up stnndsrds or arrlvi~ ~t a price. Furthermore we ~II 
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~_uderstand tLct these forms are effo~ts to get a~y from the 
old-time cost-plus co~tr~ct. ~m~tt was seriously offccted with 
thc defect of whlch I l~ve s~okeno The contractor could put 
so m~mly ~hz~_gs znto cost, coul~ prove to you that ~t w~s the cost, 
that he spent the money, but all the tzme the questmon was, 
should, that have been the cost, ~,as It an honest cost, or was 
~-~ padded, ezthe~ delzberately or, by cureless neglmgence sa%d 
• ncor~pet~nco~ ~l~ost ~ fault ~ght have contributed to 
Increase these costs over and above a reasonable ~mount. 

The nc~ forms ere uo, approacho~ to thor problem, 
but they do rot solve the problem° You w~ll st~ll be confronted 
under the ne~ forms as ~±der the old, wmtn all these problems 
of scttm~g ~ ston&~rd, ~n ~r~v~ug ~t tl~t~ In ~he adjustment 
co~ersut~on contract they sp~k of d~rcct matcr~[s and d~rect 
l~bor ss being f~.r!y easy to fm~e. They are easy to come at 
mn the sense of fmndm~g what act~lly ~ent an, but ~f you raise 
the ques~on~ ~h~t shoold hove gone an, you s~re mn the same 
dmff~cult~cs o ~, ~tn your cos~-p!us, mt ms the sane s~tuatmon. 

I thank that the nc~/ a)~roach ha~ sore value~ It 
m~es a contrlbut~on~ but qomn]y ~n tn~t ~t puts you on a 
better ~i~tform for ~pp~oacl~ng the problem, for n~got~at~on 
wroth the contractor~ We have seen ~ lot of negotmatzon 
l~tcly ~ntcrn~t~onc!ly~ you kno~ the sdvantc~o of hav~ng a 
g)od platform to stort from, no pnr. These contracts ~mll 
put y~u or others coucerned mm a better place, mn ~ bette~ 
negotmabmng posmtmon to ask more q~e~tmons of the k~nd to 
co~e (~t the tzath of the matter° Tl~t ~s themr gre~test 
vulue, but ~f any man bel~eve~ tnot these now ferns of contract 
~c going to ro~ove all the d~ff~cu.!tmes thst arose w~th cost~ 
pl~s, t~t ~s a de!u~mon. 

In the odjustod compensstlon contract Itself o~e 
v~rlots provmslons for control!rang costs, mndlcatmng t~hat 
those vho drew the form yore o~-are tl~t they ~Tould l~ve to 
t~!<e certcmn stcps to protect the Govornment~ First of all, 
there ms the settmng of an ostmm~ted cost~ the atterTpt to 
crests ~ standard mn the fmrst l.~st~ce, recog~mzmr~T theft It 
mlght only bc tentot!ve or temporcry; here !s a st~udord for 
the tame bem~. TDcn there ms the mncentive of sl~rmng w%th 
the contrsctor the S~VLUgS ~ hmch are made as compared ~Ith 
the estmmatc. Out of every dollzr the contractor cnn save on 
the ostmmote hc e~_ have thzrty~flve cent% cr ~h~tcvcr the 
sharc ms. There is o good de~l of vslue in that. ~-±orc ~s 
n) doubt that mt is ~orth~lhllc to glvo the contractor s~ 
mnceutlvo to cut h i s  costs° Then, of cotu~se, there Is the 
provmslon ~D~t the representatives of the Government will have 
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the r~ght and the o]~portunmty for a review of all the costs, 
both whale the contract ~s going on and afte~vards. In that 
rewew y~u ~mll pay a~tent~on to the varmo~s th~ugs ~hat have 
been mentmoned, the bss~s of cost allocatzon ~nd the mdea of a 
standard or reasonableness at every step. Fm~mlly, there ms 
the prov~smon ~n the contract for arbmtrstmon mu case of dmsoute. 
All of that zs to the good° All of ~t contemolatcs settmng up 
mach~nerv to deal wroth these problems as they armse, but all of 
~t emphasizes the fact that the contract mtself, the form mtself, 
~s not going to avoid the dmff~cult~es. These w~ll come up, and 
the contract mtself contemplates meeting them, ~an8 sots up 
certain machinery for deal~ng ~v~th them. 

Probably one of the thornlest Issues, one of the most 
dlfflcult phases of thls work, is the problem of the constructlon 
of new plants and ne~ facllltios prlmar~ly for jcx purposes, but 
useless to the Government after the ~ar. ~e ~isposr~l of those 
bulldlngs ~md fac~l~t!es al~ays creates ~ mss~e. It ms natural 
for the Govor.mmont to toke the pomnt of we~ of gozng to the 
company on ~hose property the constructmon occurred, ~nd s~ymng, 
"You can surely use th~s plant for something." The company, 
partly tlllder pressure end partly out of their ~mcg~nat~on os to 
what the future contsans, w~ll fmnally agrce to take mt over at 
a w~ulue° ~ut many of the comp~n!cs ~h~ch accepted plants ~_n 
1919 o~d 1920, ~d acc%oted them of thozr o~m f_~oe vmll mn the 
behef that they could do somothmng w~th them, ncre ~apoomoted 
aftervards. In m~uv c~ses, they ve~e not ~ble to got their 
• nvostment out of those pleats. Some of the larger companmos 
whmch were contractors w~th the Govorr~mont h~ve sozd~" "We 
made these so-called profits durmng the ~v, but by the tame 
~e ~ro f~nmsned wroth the plants ,~th ~hmch ~e ~ere loaded 
~fter the ~s~, there w~sn~t ~%v prof~to" 

You ~lll! sky that is goll~ pretty far l~ the cost 
accounting flcldo I sun mndlcatlr~z that cost accounting Is not 
the N~ hole questlono ~nere are questlons %s to ~hat you are 
golng to do even after you kno~ the cost. It Is easy to flnd 
out he v much money ~ms put into a glven bulldlng but ~ho is 
going to beer the load? Who Is golng to p~j is ~he question. 
In the flrst Instance the Government, needlng ~nc fac111tles, 
p~s for them, L~hen peace tlme comes they n~tur~fL!y try to 
moke a £eal ~th the manufacturlng comp~les soJl~T, "You toke 
o~er the property m~d p~y part of its cost because you can use 
it for poaco-tlme purposes." This is one of the greatest ~ud 
one of the most d~fflcult of c&l the questions ~that will have 
to be dealt w~th. 



Cost acoountlng In a narrov sense does not mnclude 
questlons of •ZlCe told 9roflts, but we ere all a~are that one 
of the mazn purposes of co~t ~ccountmng is to ar~mve at a 
prmce and to determine a profmt. 

z 

You are all a~are -- I~jor Fenu touched upon mt mn 
hls paper -- that mt ms conten~olated thst proflts will mn some 
woy be restrmcted, regulated, mn the event of au~other war. 
~here ms ~ cert%mn moral elenen~ in that, It ms ezqpected that 
every man.lecturer wxll do hms ~uty mna nst±onal emergency 
~d not m~/<etoc muc~l profmt out of mt~ ~-hrthem~ore, the 
strong qr ~ of the Goverlment wm!l be nvaliable to effect thls 
result, ~d t~ ~m~ke mt unconu~ortable for those who resmst° 
But ~e ore ~a~n mn the realm of polmtmcal ph~losoploy. If 
we should be so ~fort~n~%te as to f~nd ourselves mn another 
~=cr, wzll the admmnzstr~tmon co~and %11 ou~ servmces by 
%uthormty, by dmct~torshmp, or ~mll there stroll be on 
element of the f~ct t~at thm~ ms a free co~nt~y of frec men 
he %~si%t to frogs@ for thelr country, ~ho wmsh for mrs prosperlty 

s~ad h%pfm~css ~%d ~:elfcme~ Inso£~ as there ms ar~ e] ement of 
the l~tter kmnd, the questlon of profit comes tar.to xndustry even 
mn ~er tmme~ ~hcre ms a cl~ss~c exmnole of thzs mn the ~mmtmngs 
of }~hltcr Bagcnot, the Englm~h fmnsnc~al economist, In hls 
@mscussmox of thc fovunda~mon of the Be2/< of ~land. It wmll 
be kno~ to some of y~u that the Br.nk of Engl~d ,~as estobl~ shed 
mn 1694, ~m% rots pttrpose ~ as to fm~muce the rots of ~hllmam the 
Thmrdo It ~s ~o~, nn ancment o~nd rospecte8 mnstmtutmon, but 
ormgL~olly ~s o dovmco to fm~co a wsr, ~d B~{ehot s%ys mt 
succeeSed, "by robson of the h~ppy combmnat~on of patr~otm~m 
wroth 8 per cent°" E~ght per cent ~%s the rote thot the bank 
pa~d on the stock to ro~so one money ~ h~ch ~ ss honded over to 
Wmllmom the Third. That clement oreseut ms stroll present~ I 
reolmzo that you gentlemen ~re not xn the Treasury Department, 
that you do not docmdo the bosms of fmnnnc~ end taxation; 
but for those ~ho do h~ve these problems there ms a good deal 
to be s~d for lett~ng m~factttrors at least hm~dle trio 
money, ~t lerst moke ~ profmt, even mf mt ~s token away later 
by tuxmtmon. Extber the Government ms ~ goverr~mcnt of free 
men .~ho ~ ant to scrve their Gover~mment vlll~ngly, ~d as a 
coope~mtmve entergrmse, or else mt ms a governme~%t of 
terrorm~ by ~c~ they co~ sn~ the servmces of tloe cmtmzens 
by compulsmon. If the f~rst ms ~nted, they must grove s httle 
encour%ocmont, ~%d one of the joys of ~ bus~ness r ~n ms to make 
a re~so~oblo profmto The ~thorztmes could therefore ~fford not 
to be qzgz~rdly %bout the profit, remembermng ho~ much of mt 
they take ~ ay ofterwmr~s by tmxatmOno At least the busmness 
men hss h~ h~_s fun, he has ~ade hms profmt, and h~s h~%ndled 
the money once. 

Conszder the econommc dzscusslons of profit. First 
of %11, to thc oconommst profmt Is one of the costs. In talklng 
about socmcty as a whole, proflt is one of the costs because In 
order to h%ve those goods produced, soclety must p~%y for 
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the serwces of the entrepreneur who mskes them and recemves the 
profit° The profmt ~s bhe pe~nnent ma@e by soclet~ ~ to the entre- 
preneur for hls contrlb~tlon to the bus~ness. What ms h~s contrl- 
butmon, the# go on to say; %nd mt ~s fear to ask ourselves the 
seine question. Fxrst of all, proflt contains the element of 
• ntcrest on the c~pmtal Invested. Let us assume there ms such 
a th~ng as a ptue fete of inteaest of two, three or four per cent 
on the money capltal mnvested mn the zndustry and that the 
con~pa~y must h~ve a return on that. L~ny of our friends th~nk 
that rate ms sufflclent for znterest and for profmt~ But proflts 
are, in the defznmtlon of the economlst, somethlng more than 
tnat~ They ~ulso contaln a rew~rd to suDermor management, for 
entgeorenet~rs of superlor entorprlses. 

Let us grant that those ~lho have superlor skill and 
ablllty mn inaustrlal orgsnmzat~on and management shot~Id be 
rewarded by be~:~ allowed to earn proportmo~tely greater 
prof~tso It se~ms worth, while to take note of there In an 
emergency we necd these scrwces, especially of the supermor 
managers; ~t should not be entm~ely out of our pn~losop]kv to 
allow them some recogn~tzon of their s~ocrmor skxll end 
ab¢hty. 

The tnlrd element that goes to make up ~rofmt -- I 
have mentioned znterest and the reward for superlor manogemon% 
is the co~pensatmon for rlsk-t~klng, investors embark thelr 
capltal In the e~temprlso, they undertsko all the rlsk, they 
pay the expenses and recelve the rancor]e, and thus tske wb~t is 
left. If It ms plus it Is a proflt; if mlnus mt comes out of 
thclr caoltal. Therefore, as a re, yard for the rlsks whmch 
they undert~{c, end for themr cncouragement, If you lake, to 
sAventure thelr capital, they are graven a profmt commensurate 
~ith thc risks, over a long perlod of tame; because If the 
profmts arc not commensurate then ma~y ~rc ellmlnated from that 
busmness ~nd other people w111 not come !n to replace them, so 
that gradually there Is a curt~Iment of the supples, end 
prlces era forced up. There are such rmsks involved in worklng 
for the Govcrnment~ Major Form In has puper refers, for cx~mple, 
to the fact that on acc~lut of a legal ruimng, ~t the and of 
thc ~ ~r a very large numbcr, I thank he scid somethmng llke 
7,500 pro~sm~aod contracts v ere thrown out for the tlme bomng. 
It is true tl~t they ~Tcre rolnstated, but that ms one of the 
rlsks to ~vhlch the manufacturer is exposcd~ Than of course he 
ms exposed to the rlsk thor the ~rar ms~ suddenly cnd end leave 
hlm wlth unfl~shed contracts. 
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Therefore ~Ii tl~ee of the elements whlch mn ordmmory 
econommcs e~tcr into profit, Interest, superior m~agoment, end 
rzsk tokzng, enter li~ L~rgo dugroc z~to this emergency manu- 
focturi~g for Govcr~]ent purposes° It does therefore seem 
reasonable that a fair addition be made recogz~zmng all those 
elements, not merely the o] eme~ of pure mnt~rest - practmc~lly 
everybody ±ecognzzes thor - but these other elcments also, of 
s~perlor skill ~@ y~an~gemont, ~d ~ulso some compcnsatlon for 
the type of rzs~[s they ~re under~okzng ~ hen they accept tl~t 
l~znd of work. 

9hue ~l~l~ in cost accountmng, for ord~m%ry bus~noss 
~e stem ~4~cn ~e h~ve fo~_nd the mnternml costs, the eoono~st, 
spedklng %bout dcncro~l costs for the ~,hole of soc~ety~ add% 
p~ofmt for the e~_~trepre~eur ~s being % cost, a.%othcr cost whmch 
socmcty mu~t pay if it e~oects those natcrmals sm~d commodmtmcs 
be centl,_~uc to bc s~plmcd~ 

I refer t~ one other point. For r~asons srlszng 
partly out of the Government ms~er~ent of f±~o~ce, ~ war tzme 
is practlcally ~l~ays ~t ioa~t, I~ past experlencs, a tmme of 
rismn~ prmces~ That a~iscs p~ortly, as I say, o~t of the method 
of fmm~)ncmr~ the ~ar by the Govor~ent; out partly mt arzses 
from m scarcmty of ordmn~y pe~ce-tlme cor~odlt'-es created by 
the dlver~lon of I ~rgo pro~actlve enterprmses to Tar prod~ctmon 
inste~d of peaco-t-~ e productmon. So ~ou h~ve at the same tlme 
o flnmnclol sltuctmon ~hlch tends to rms~ng prmces, ~gnd also 

condltzon of scoa~cmty of productso Tk~t ~s the ,qtmosl/aero 
in wh!ch re 1~ust expect to ~7ork ~rhon ~le deal wl~th ~ ar-~me 
contracts. But then another thouc/~t enters. Probably the 
exper±onco of the lost t ,onty~fmve ye~rs mn this ~d other 
coautrmcs ms ~o~ing our Government ,~sys, not only of m~ng 
money, as they cay, of m~u~mng the supply cnd dew,and for money 
~tsclf, but ~lso of peggmng prices, ~d undoubtedly conszdcrgole 
effort ~zll be ~de to peg ~Ii the st ple co~mo@mtmes of food 
anc~ matermo~Is for rmu~mt±ons, steel, copncr, cast zron, wheat. 
Thct ms ~other tn_ng whmch ~m!! tot be in your h~ds nor in 
my h~uds but tDosc n~aqds in ~vhzch mt Los ~I! hove ~ hec%qff 
rcsponsmbmlmty, cud they ore the people ~ho should tc/<e accoun% 
of some of the throngs ~h~ch I have s~d th~s -qornmng as to ~hat 
snoul@ be mncluded mna prmce° You must remember the znherent 
cordzt~ons, the m~ncy s~tumt~on, the need of fzn~onclng the v~ar 
~mth coust~tly nc~ bond mssues on the one h~ud, end on the 
other h~d the scorcmty of co~odmtmcs; these exert a constant 
upwsrd pres urc on p~ices, and the more the Government holds 
the imd @o,a% on copper and ~heat end ~,hat we call staples, the 
more prlces arc l~ke!y he bre~d< out in some other dmrect~on. 
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I s~ consc~-ous that I have covered a lot of terrltory. 
My tesching at the Hnrvard Buslness School Is largely concerned 
wlth ordlna~y iJeace-tlme msnufsct~trlng. Our students expect to 
go Into otlsiness and they hope to llve the rest of thelr !ayes 
wlthout belmg bothered w~th war. Ho~evcr, all of these con- 
slderatlons ~hmch I have placed before you ss a~jllcsble to 
peace-tlme productlon wo~Id be equally applicable to war-tlme 
productlon ~d I l~ve trmed to show you the elements that enter 
Into it. Up to a ce_~taln polnt we have deflnlte flgures, wlth 
some assurance as to themr accur~scy; ~t even though they are 
accurstc, arc they stsa~dard, are they good standards, are they 
falr stnndards? ~egond rYe%t, no def~rlte flg~res are ~vallable, 
no defznmte basls for allocate]on; ~he need ms for some wlse and 
senslble person to use hls judgment about ~horo the costs are 
to be a[loccted; sa~d then skli] ms reTazred to ap~ly stan ~dal~ds 
to the actual costs, end thus detenn!ne wnother or not they 
are reason~blo~ 
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