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C0ST ACCOUNTING

Coloncl Milecs and gentlemcn of the College:

I have a great deal of pleasure and a considerable sonse
of responsibility in coming down here to talk to you zbout "Cost
Accountiag!'. My scnse of responsibility has been greatly increased
since I arrived 1a the burlding, Commaader Dunhem tells mc that
my talk i1s to be the foundation of the course which he 1s about
to give in cost accounting. That seeng to increase lhe load upon
mc considerably.

Coloncl M1l»g was good cnough to lcave me 2 wide-open
field as to vhat I should say to you nnd how I would handlc the
subgects I am going to gaive an outline of the main problems of
cost accounting, with some rofercnce to the war cortract forms,
the procurement contract forms. I am rouv an oxpert or an au-
thority in -ny scnsc on those forms, but I have rcad them 2ad
studicd them a littlc in the past, and rccently have refreshed
my memory by reading the oxccllent paper thot Magor Femn wrote
in February on that subject. Therofore, my talk zs primarily
about cost accounting as such, ~bout cost accountirg in in-
dustrial plants in tane ordinary course of busincss; out I shall
make some allusion to the war contract forms.

The first problem in cost accounting 1g always what
they call in textbooks, "the choice of a systom', that 1s to say,
what kind of cost accounbting system arc we goiug to have in a
given plant, and we think primarily of Job costs and process
costs. How, firgt, thesc torms arc mislecding, tho simplicity
of toxtbooks 1s al ays mislcading. In most cascs in practice
you find somc combinntion of the tuo things, but what 1s there
about 1t that 1g 1mportent? This I thank is important: When
we say "Job coste" we meon thot we are cadcavoring to find the
cost of a particular lot of product. Of coursc the simple
cxample 1g building a house or a bridge or a structurc, but in
manufacluring we find the cost of a particular order for goods
from 2 particular customer, and there is a Job cost situation.

The process cost 1s uscd where production is continuous,
a sort of continuous flowy for cxomple, the packers in Chicego
use process costs becausc they hove a continuous flow of product
of animals going through their plant, also, milling flour is a
process cost case, many chemical componics use procecss costs.
Ingtead of finding the cost of a periicular lot of the product
directly, you cnlculate the cost for a period of time, soy a



month, ~nd then find hou much hag becn produccd in the monthe
divile the cuantity anto the cost and get a cost por unit,

The amoortant thing there is the unit around which
we build the costs, the quant.tv of goods erovnd which we buirld
vhe costs, It 15 1mpoctant partly as a matter of simple
clerical cranvenicnce and economy, But while economy in cosb
accounting 1s importanc, Lt 1s st1ll more rmportant that you
should select the right unit around whicn to buald your costs
when you e allocating cogsts to the difterent productse If
re selcet the wrong wait we are apt to 20 astray in our cost
allocations, Taab, thon, is the first hardle to be taken,
the detcrmination of a system by which we select Job costs
or proc.cs costs or some combinabtion of the two., Very often
you will find e plaat with Job costs in one departuent and
nrocess cocts 1n eaolher dcportment. But the irmpoitant thing
1s to gelect the right kana of wmat around which to build
the costs,

Fext the mein elemorts of coste I am talking in
rather clomentory larguage, gontlomen, but I am endeavoring
to moint out to yoa vhat arc the important featurcs in those
cloenteory corcomts.  Whon we talk gbout the factors or
clemeate 1r cost ¢ i1mediately think of materials and labor
and burdon, but the firest and main division is that between
direct costs, as ve call them, snd indirect costse. Direct
cogts can be allocated to 2 giver nroduct. Here ig the desks
1t contains cert ia material, ceortrin labor usg pub upon 1t
by an individual, and that matcorial and thot labor can be
charged dircctly to thrt desk and go inbo the cost of 1t.

The kind of thing i1s foirly simple. I soy "faurly
siaple! adviccdly beecauss thore are some problerms present, with
vhich I shall deal later. While tncre 1s no trouble in
i1dorbalying the lunber in that desk nor the individual labor
of the cup~iter vho put 1t togebncr, a scobt of probloms is
covrected even inth tnats Il 1s all very well to saoy, "That
desk cost so much for lumber ana so much for labor, & dircet
chargos,"  Troy orc vnmistokebly in that desk. But in
businecs and an yovr procurcment orz, and particnlarly af
ve ghotld core to the stage of var contracts, there is always
in th» bockzround tho questions Truc, that desk cosk $5.00;
th~t w1y be a foct but 1s that the raght cost: Should 1t
L~ve cost $5.007  Tan 1s going to scb a stondard and say,
"Yee, but 1t ought to have beeca made for $4.50.% With the
so-called direct costs theore 1s little trouble in allocabting
ther to thc product: the big question ig the standard or
rengure you arc going to gpoly.
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In ordinory busiacss se abtompt to deal with that type
of thing by such decvices as standord costs, buirlt pertly out of
experieace of the past, but also partly cubt of stendaras sebt up
by enginecrs and people who from knowledge of dramng and
designing coen say from a theoretical viewpoint what the thing
ought tn be. I 2w sure you are all conscious that only a
combination of those two things can be setisfactory, that i1s to
say, experience of the past 1s not nccrgsarily satisfactory;
we need olso an ideal theoretical stondard to check up by, bub
also you cannot sct ¢ standard olone oa the bagis of a theoretical
1dea about 1t. That also nust be chiecxed vp fror experiecnce. It
1s generally accepted all through business thot standards arec
necegsary and desirable to match against your actual costs. Those
standerds must come partly out of experience as to what has been
accomplished ocfore in the way of the use of material and the usc
of labor, How much material did they spoil, how many board
feet should they take out, end how meny hours of labor went
into 1ty 1f scven hours, should 1t hove been done in six hours?
Questiong of that sort arc at the basis of any cost sibuation.

Whea we come to burden, the zndirect costs, there is
the problem of allocation, of saying how ruch burdea wst be
loaded on the dircct materials aud lebor. Over in Englaand they
use the parase "oneopa$”,  some people call 1t the loadiag., It
ncons the additional costs over and above the direct charges
for materinl ond labor that go into that desk. Eerc the problem
of allocetion 1a 1tsell 1s dufficult. Thnere arc two stages of
1t 1in ordinory manufacturc.s You have first the general charges
of the department in which thet desk 1s made, buirlding costs,
the machiacry and equaipment, all the cnerges within the depart-
ment. It 18 not difficult to scc that charges of o shop in
vhich that article was nade hove something to do with 1ts cost,
and 1t 1g not too difficult to moke some kind of allocation %o
the particular article, commonly oa the lobor basi., wnd there
the quostion chiefly 1s, vhether 1t shall be on a moncy basis,
for example, a percentnge of the l-bor cost. The lobor cost
wos $2.00 for burden of the department. That port 1s not too
dzfficult,

The problem 1s to find out +hat the rcl-tionship is
betueen the burden of the vhole shop -nd the particular articles
that go through 1t. How much do those articles utilize the
facilitices of the chop 1s the question. Onc great daffercace
alvoys surrounding the question is, whether the article is
chicfly mape by hand labor or machine labore If 1t 1s a
machioe product then commonly a machine-hour cost is the common
and suitable basis of allocotion, The theoretical i1deal, once
more, 1s Lo charge the product in proportion as 1t uses the
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facilitiecs of the partacul~r shop.

But, sver and above the particulaor shop nnd the
foiremen wd the machinery 1s the gencral orgarization of the
compy, the gercrol cdminiebrobive, the president of the
corpany, the vico-peesident, the sccretary, the gencral offices,
all the ~duniste~tive paraphornalia of the company. dhat aboutb
them, ho are they going to be chorged to the desk? Here you
are in mere difficult torritory, on oron vhere thorc are
practically no mlics, It 1entt at ond dried and we arce forced
to the 1cc of the bast gvdgrent that e can xuply to the
situnbion, vhich 18 al mys very distrossing to poovle vho
dontt like to uvse their jadgmeont, 3Butb there i1s no one woy for
Ay ys woine Wratb kind of thing. Somctimes thig general overhead
car be ccmbined with a srop overhead, ana can be apnlicd on the
sme boaig vill b, Sonctirmes 1t 1s necessary to moke a second
londing, a second charze for the goencral overhead, pubtting 1t
in on a dalfcrents bacig from the ohop overhoad.

Cnec of tnc things I an most onxious o crphnsizc 1s
thot as jou study ,ovr cost accounbirg yoa try bo obscrve up
to vhet poirt yo e be sure about your ground. You cen be
sure tn~t that 1 ro~r 1, in bn~t dosk wd that the vorkman's
lebor 1o 1n thot vo.x, o bovead thet, vhen you core %o ihe
loodang of ovirhend you ace dependent wpon the excrcige of your
om Judgreat wd your oom discreiion to a very larked degree.
Thea you core to thot stege do aot deceive yourselves inbo
thinkiag the t you nwe g defimilce (nd rcliable figures for
the indirect charges as for the dairect charges.

V1th burden, og vith direct charges, there is also

the question of the stardards, what ought the expeascs to hove
been, UYhot o nas gre-t trouble vath your cosu-plus coatract

in the r  Vorv often 2t veen!t very difficult Toe o manufactarer
to shou o o Je Tabor and the material actunlly rent into the
prodict 20 12t - - cae to o hundred thousand dollers. They
coule ~los tae checbook and thore ~re the pryments  But vhile
1t cost thot imcu, the vhole guestion vas should it have cost
thot mich® 3. It a fair cost? Oncc more you ~ce confronted
12 0 (3 v standard, by vhich you can pus o yawrdstick
CEouTs ~Ctud] v es nd goy hether these cogts ~re roosoncble
o1 not.

o
o

Thus ¢ hove thas ruaning parnllcel of dafficulticss
firgt, the ollocotions of costs, sore thich arc easy, sone more
wifrficult, sceond, somitbing that e now have in our honds a
cost sacct veh cortains the actunl costs, are thoy the raight
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costs 1n the sonsce of Jhat the costs should have been? Is 1t
a good standard? Is 1t fai1 to ask o customer or the Government
to pay that rmch cost as a price?

Thig general overhead algo conbains things that will
be intercsting to you goentlemen, rescarch costs -nd development
costse. Those are alvays dafficult things to handle, We have
two stagess first. rescacch and development designed to develop
a particular product; here you know vhat you are shooting ab
and thercfore can charge such costs to that product: sccond,
especially in large corpanies, you nave a good dral of gencral
research and development going on, feeling around in the dark,
not knovning vhat they arc going to find, but fecling sure that
they are going to find something. Such costs rust be lurped
1ato that general overhead of which I gpoke. Theoreticlly,
they should be chorged agoinst oll the products wkich will
result from thrt rescarch and developrient, You arc dealing
in futures in o condition like thot, but are spending your
money nowy you don't knou vhet 1s going to come of 1t, and
even 1f you i1nvent something you aon't lmou how nony uvnits of
that thing that you are going to momufacture to that particular
design, Ag~1ia you arc confronted vath the necessity for makang
ostimtes, cnd the main guestion 1s, sre your estimates
reagnnable. There constantly develops in cost accounting this
situation of denling wath figures thet look exact, nd to the
sirple~runded are exact, but vhich ~lusys contain a lacge
element of judgment in which some persoa has token sone
arbitrary stcps, ond made 1llocation to this and to that
product on vhat he called the best basise

Let we 11llustrate that further by referring to the
cnse of jJoint costse Mony people think that goiant cosvs arc
odd and peculiar things limited to meople like the Chicago
packers or o company like Corn Products Refining Cormpany,
which tolzes corn and makes thirty-seven aiffercnt products
out of 1t, or compenies of that kind using o comon raw
material ond developing a great mony products from 1t. Here
1t 1s not ~erciy the overhead ~hich is corrong the very raw
material atsclf 1s common to 2ll the products and its cost
1a sore v oy ruet be split up arong the different products
which rcsult.

Sone years ngo, 1921, I bolicve, the Federal Trade
Corriission node o study of the cost occounting practices of
the Chicogo Packers and said they wore all *ronz. Bub, in
this year of groce, 1938, the Chicago Packers are still
folloving the sarc cost accounting practices s thoy rere before
the Federal Trde Corrission made 1ts studys no change hos
occurred 1n thot respect.
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Vhat 1s the 1ssue? Wion you 2o oubt in Illinois and
bay a stecr aad bring nim vp to Chicage and davide him into
beef, hices, ara fab, and the hile rmet be processed this way
to malze leather, and the fut processed that wvoy to make soap,
M1le the beefotesk 1s s0ld ag becfstealz, how much 1s the cost
of ench of those products? How much of the cost of the steer
shall be allocabed to each? As n simple cxemple, suppose they
bay the stecr on the hoof at ten cents a pound, that the
average selling v-lue of the reat is twenby-five cents a
pound, hides arc lfive cents a pound, and fots two conts a
pound, Vk~t the Chicogo Packers do, roughly speaking (thore
arc nony giolifications aad corplications) is to divide the
cost of that stecr, ~t the original ten cents a pound, ond
allocote to the pecfsteak, fat and hidzs in proportion to
their market valucg. They resort to a selling velue basis
for the allocatin. of costse

The Pedoral Trade Cormmission said that ves wrong,
and that a couad and scieatific cost accounting system ought
to be rast~lled vhereby the packors would get direct actual
costs of thicse dufforent products vaat result from the steer,
But they coarefully rcfreincd fron suglesting any specific
basis as to vhat the allocation should be, This represents
a problenn hich confroats us all, Joint costs are very
cormon in industry. They arc corwron in chenical plants, for
ocxomple, vherc you are breckirg down rw materials into a
mumber of waffereont chericuls, having all kiads of different
values, It 1s onc of the corronest problems, tnis allocation
of a joint rovy mrterial to many cafferont products.

Herc are tvo choices in this ollocaticn, You can
resort to a physical basis and charge them all equally, pound
for pomdg for irstance, for hide ten cents a pound, Tat ten
cents a pound, and becfsteak ten cents a pound, o211 alike.
But ~hat are figures for? They ore vory largely for the
guldance and nssistance of exccutives vho are goins to use
then as a basis for policies oa such guestions as Jhether
thay are fo1ag to process & given product any further, or
sell 1t now, Many such questions and problems denend upon the
figures thoy are using., Bub 1f you put a loading of ten
cents o vouna on fab which 1s sclling et two cents a pound,
vhat 1¢ the roaction of your overating mon, the foreman, the
supcrinteoncent, these practical mea /o are naturally
cusnicious of figures? Thoy say theoy have no use for
figures ol thot kand, onl tne thing f~lls of 1ts oun weight.
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I o not talking theorctically, In the corn products
rcfining 1ndustry, not tne Corn Products Refining Corpany bub
ancther cormpany of the sarme type, the atierpt lias been nede to
allocate the cost of corm ot equal rates per pound to storches,
cattle-feed, fertalizeors, high-grade chormicals, salod o1l and
the other products ~made out of corn, although sone of then are
worth ten dollars a ion, some of them fifty cents 2 pound, and
other products 1a betwecn. Such a practice breaks 1tself down
because the exccutives say, WPhose figures mcan nothing to us."

The ~lternative 1s the valuc basis, rarket value or
selling value basige I vould like to warn you thot thore arc
nany corplicobions, Sometimes, ot the point there the produch
divides there 1s no rarket value; you hove to process 1t
further,s In that cose it 1s usunl %o subtroct the subscquent
processing charges from the selling value and work backvards
to the poiat b which the prodvet is divided up. This 1s a
cormon cxarple of o situatica vhere you are forced to ncke a
choice betweca a physical basis for allocating your costs and
a value baosis, an econoric basis

I have roised the gquect.on of standards in costs,
vhether the costs ore resscrnoble, All of vs, especiolly
poople like you, hope and desire to have some kind of check
upon costse How 111 you find them? In ordincry business
and 1n a gre~t deal of Governnent buying the grentest check
and the greatest safoguard 1s competitive bidding, If you
can get honcst corpetitive bads in an open market, that is
the greatest protection that any buyer, Govermment or private
individual, can hove, Uhen we can't get thot, hen e are
dealing with some special product, perhops acver been mnde
before, or a plant which hog been =nking seving machines 1s
now maxing runitions, then things rove oul of tae area of
experience into the reaim of experimcatation, corpetitive
bidding 1s not available, and you resort -nce riore to the
exercisc of jJudgnient aided by the application of stondnrds
of some sorte Thesc standords consist, first of all, of
cormmrigioas with prior cxperience s far os maybe; but we
have started out vith the nsswrmbion thot this 1s an area
where therc 1s little or no prior experience. While the
plaat my hove had ao prior expericnce in rnaking a
particular product, they -y hove had prior experience in
many of the operations that enbter iato that product; they can
break a4 thinz dorm and say, "We know how ruch a ron ought to
do on th~t machine in that particular operation, and the sane
mchine is used for this other purpose'. In this woy 1t 1s
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possible to find usoful eperieace 1rath which to cneclk new work,
Also the desigoniaz department, the enginecriog deoartment, can
heln to set sbanderds on the new work, how much time should 1t
take on that machinc for that ovoration, and for that laborer
how much time, A good deal of that goes on in ordinary industry,
and thorce 1g no need to accept as a final answer, "We havc no
experience of thot imnd of work.," They have had oxperience of

a simlar tync or othorvise they would not be doing this kiad

of work;y Jhoy meke such sransitions 1n ordrnery peaco-time
vork, Of coursc thig involves corrccting the stenderds, e good
deal of almstiag as you go long. You set standards in advance,

and os you acquirc ~xpericnce those stanlards can be adjusted
anl corrected.

Another i1veresting phose of this problem 1s sugeested
by the wosk of that class of coasulling peosle called industrial
cnginoors,  Thoy are often arked by peivate manufactaring concerns
to come in nd sce ~hat they can do for them, Whabt do the mami~
Tecturcrsg vant thom to do? The vork of such firmg falls largely
into tuc moin clasccsy one 1s the cost accounting cystem as such,
the oaprr vork nd 1ts molhodss the other 1s an attack upon the
actual co-~ts thomsclves, wath {he hope of rewucing theme

A great de~l of confusion occurs on this subgject. It
is a common thing for a menufacturcr Lo have an wneasy feoeling
that something 1s not quite right in his factory, that somcthing
nceds to be done to 1mprove 1t, So he goes to such and such
firmg of consulting engincers ond says, "I think you could do
something for me." One of the difficuliies 1g he docealt nave
ary cleor 1dca what to ask thom for. If tacy happen to be
speeiniists 1n cost accounting thoy mey give him a vory good cost
accountig gystom ~nd sov, "You take this and then you v1ll know
all aoout your busincss., It 'nll tcll you vhat you ought to do.®
But ofton 1t does rot de .l Carcetly mta tac problem: "I -ant to
reduce ms costs, I vant to cut down the cost of this article from
three conts to two and a half ceats per PLCCCHM

If that 1s the problem paper work caa assist by telling
vhet the costg ore now, but that 1s only the sbarcting point,
The question is, hor to reduce present costs, and thot requircs
somebody +ho hns the gaft of being able to 1alk aboub 2 factory,
and locking a¢ a mnon vorking ~n 2 machine to say, "He 1s doing
hig oecst, he 1+ doing whot ought to be done, he 1s doing a
stendard Jgob on thot machine, Or, he 1g doing something less
then etandnrd, else that 1s the best loyout, the best sequence,
the best crrangement, for processing that particular article,"
It 1s nccessary to tackle actual layout, organizotion, methods,
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time ond motion studies, with sore sensc as to thet 1s good, i1hab
1s poor, n¢ vhat 1s bad performances The nuriber of men v.ho have
that g1ft 1s lamited. If ¢ should ever got 1ato an acute crisis
where a greatly increased prodvetion vasg svoddenly nceded all of
a suldea by the Government, I could imnginc no better step thon
the Govermoeat mobilizing, arong other things, the vhole
consulting cngincer frabernity. It includes many of the best
men at this task of locking at the shop and waying “hat 1s one

s

mndred per cout, of eighty per cent, or forty per cont efficient.

I should wvarn you against this 1llusive gppenrance of accurracy
1n the figures tlhint you get on the cost sheet. It 18 aicely
trped, 1t adds up; 1t 1ncludes all tne material ~nd lobor ~nd
burden; but 1t 1s very often a delusion. Bub vhen you challenge
1t aad endeovor to say “hether 1l 1s raight or vrorng, all the
questions tc which I hove referrcd come up! the questions of
allocation, the question of judgnent in avlocatzon and an the
application stanlords. You arc 211 conscious that industry

1g confronted vith this problom cvery day; they are not
satigficed nerely to know what 1s the actual cost cf a products
thoy 1ant to know vhother they con wcks 1t cacepor, vhether
they can do better; that 1s tucie rerl amorticn, Obvaovsly,
that must also be your interest vhen you come iato contact with
thig soct of worlk,

Referring bricfly to your forms of controct, you howve
the scveral forms - I ropcat thot I an not an avthority on
them, especially not on thoir legzel aspocts —e you have ccrbain
fized price contracts for use 11 thosc cascs where cxperionce
1s available, Wien you are buying o knowm product in o
cormetitive market you can get compstitive bids. In such cases,
1f you are pretty sure sbout the bids, you can safcly place your
order at a fixed price, It s ves a Lot of troublc ~nd probably
gives you about all the protection you can get as rogards not
paying an oxcessive price for the article, The cvaluabion fee
construction convtact relates to the construction of buildings
and large urdertalkiags designed to he devoted to var-tbine or
Goverrment production. There you arc venburing inso a now
arca end the purpose is to pay for the dircst chorges, the
materials and the labor and a foe in adli*ion, 1t hag rony
features 1n cormon nth the next form, the adjusied corpensation
contrach, vhe.e agoin e are talking obout momufactured products,
perhaps manufactw ed 1n one of these bualdings wub up under
wother form of contract., But hore the conditions arc such
that there i1s not much opwortunity for corpetitive bidding, and
not as ruch experience as ve would like to have %o guicde us in
sotting up stondards or arriving b a price. Furthermore we all
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understand thot these forms are efforts to get aray fron the
old~time cost-nlus coutract. Thil wag seriously aflfected writh
the defeet of vhach I have spokens The contractor could put

so many thiuggs into cost, could prove o you that 1t wag the cost,
that he gpent the money, but all the time the questiun vas,
should, that have been the cost, wvas 1t an honest cost, or was

it padded, cither deliberately or, by cuareless negligence and
incompetrnee?  Almost any fault might have contribubted to
incrense these costs over and above a reagonable cmounte

Toe acu forms sre no approaches to thnt problem,
but they do rol solve the problem. You will still be confronted
under the aew forms as under the old, with all these problems
of sctting ~ standord, in acriving ot thet, In lhe adjustment
corpersabion cintracl they sposk of dircct materials and direct
labor ag being fa.rly easy to figure. They are casy to come ab
in the sense of finding what actually reat an, bub 1f you raise
the queostion, hot should hove gone in, you arce in the same
dafficulties os Jiba your costeplus, 1t 1s the sane situabion.

I think that the nor aporoach has sore valuey 1t
malzes a contribut.on, but wiady 1n taat 1t puls you on a
better nl-tform for approaching the problen, for negotirabion
with the contractor, We have geen 2 lol of negotiafion
lately intore~tionellys you knoyr the edvantoge of haviag a
grod platform to gtart from, no pars These contrrets rzll
put you or cthers concerned 1a o better place, i1n o better
negotiabing position to agt more questions of the kind to
cone ot the truth of the matter, Thet 1s their greatest
value, but 1f any mon believes tnot these now forms of contract
arc zoiag to rorove all the difficultics that arose with cogte
plvs, tart 1 o deolusion,

In the adjusted couponsation contract 1tgelf are
variovs provisions for controlliog costs, indicating thab
those vho Arev the form vere arare that tacy vould have to
tke certoin gsteps to protect the Goverament.  First of all,
there 1s the sotting of an estimated cost, the atterpt fo
create 2 st-ndard in the farst iastance, recognizing that 1%
might only be tentotive or temporery; heve 1s a standard for
the time beings Then there 1s the inceative of charing with
the coatrector the savings vhich are made as corparcd ".ath
the egtimabte, Cub of every dollor the contractor can save on
the cstimnote he can have thirty-five conts or vhatever the
sharc 1s, There is o good deal of value in that. There is
n> doubt thet 1t 1s worthvhile to give the contractor an
1ncentive to cut Las costs, Then, of course, thore is the
provision that the ropresentatives of the Govermment will have
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the fight and the oopnortunity for a review of all the costs,
both vhile the contract 1s going on and afterwardse. In that
review you ‘nill pay attention to the variovs things that have
been mentioned, the basis of cost allocation .nd the i1dea of a
standard or reasonableness at cvery step, Finally, there 1s

tne provision in the contract for arbitration in case of dispute.
All of that 1s to the goods All of 1t contemmlatos setting up
machinery to deal with these problems as they arise, but all of
1t emphasizes the fact that the contract 1tself, the form itself,
1s not going to avoid the difficultics, Thesc will come up, and
the contraet 1tself contemplates meeting thom, ,aad sets up
certain machioery for dealing with them. !

Probably onc of the thorniest 1ssucs, onc of the mosb
difficult phescs of this work, is tne problem of the construction
of new plonts and new facilitics primerily for wor purposcs, bub
useless to thoe Govermmont after the var. The dasposal of those
buildings and facilities aliays creatos an 1ssve., It 1s naotural
for the Govermment to trke tne point of wview of going to the
company on “hose property the construction occurred, and saying,
"You can surely use this plent for someitning." The company,
partly under pressure and partly out of their imegiaat.on as to
what the future contains, wmll finally agrce to tokc 1t over at
a value, Butbt maay of the compsnics vhich acceptoed plaats in
1919 and 1920, aad accepted thom of their om free 7111 an the
belief that toncy could do something vath tham, wcre caisgpnointed
aftervards. In many cases, tncy vere not able %o got ineir
investment out of thosc plants. Some of the larger corpanics
which were contractors with the Govermment have soids '"We
made these so-called profits during the var, but by the time
we were finisned with the plants +ith hich re vere loaded
after the var, thore wasn't any profit,"

You wll s~y that is going protty far 1a the cost
accounting ficld., I am 1adicabing that cost accounting is nob
the vhole question, There arc questions ns to vhat you arc
going to do even aftcr you knov the costs It 1s easy to find
out ho7 much moncy vos put i1nto o given burlding bub vho 1is
going to berr the load? Who 1s going to pay is vhe quoestion.
In the first ainstance the Govermment, aceding the facilities,
pays for thems When peace time comes they natur-ily try to
moke o deal ath the manufacturing compenics soying, "You take
over the proporty and p-y part of its cost because you can use
it for poaco-time purposcs.,’ This is onc of the greatest and
one of the most difficult of all the questions that will have
to be dealt withe ¢
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Cost accounting in a narrov sense does not i1aclude
questions of mrice and profits, but we are all aware that one
of the main purposes of cost accounting is o arrive at a
price and to determine a profit.

You are 2ll avare = Major Fenn touched upon 1% 1a
his peaper =~ that 1t 1s contemplated thet profits will in some
woy be restricted, regulated, 1n the eveab of another war.

There 1s a certain morol elewent in that. It 1s oxpected that
every menufacturcr will do hig dubty in a nstional cmergency

and not make toc mich profit out of 1t Furthermore, the

strong ~r1 of tae Goverument will be available to effect this
result, aad to oke 1t uncomfortable for those who resiste

But ve sre agmn 1n lhe realm of political philosophy. If

ve should be £o wafortunate as to find ourselves ia another

ver, vill the admiaistretion command 2ll cuc gervices by
~wthority, by dictatorship, or 1all there still be an

clement of the f-ct taat thas as a free country of frec men

+ho vant tc fisat for their country, “ho wish for its prosperity
and bap-iuess aad welfore. Insofar as there is any elemont of
the latter kaind, the question of profit comeg into industry even
in 1or timee There is a classic example of thig in the vraitings
of Walter Bagonot, the Enplich fianncial cconorist, in his
discussioa of the foundation of tac Brnk of Enzlaad, It will
te known to some of you that tne Brnk of England .as csboblished
in 1694, -ni 1ts purpose vas to fainance the varg of Jailliam the
Third, It 1s aou an ancient and reospected instatution, bub
origiiolly ~s o dovice to finnace a wor, and Bogehob says 1t
succecded, "by rewson of the happy corbination of patriotism
vilh 8 per cent " Eight per cent uns the rote thot the bank
paid on the stock to roisc uhe moaey vhich 1os handed over to
Willaim the Third. That clement present 1s still presents I
renlize thot you zentlemen are not in the Trensury Department,
th~t you do not decide the besis of financing and taxabion;

but for thosc who do have thesc probloms there i1s a good deal

to be saud for letting manmufacturcrs at least handle the

moncy, it leecst moke a profit, coven af 1t 18 teken away labter
by toxation, Fithor the Govermmont is o govermmont of free

men “tho vant to scrve theie Government villingly, and as o
cooperative eaterprise, or clse 1t 1s a govermmeat of

terrorig by fducn they comr ana the services of the citizens

by conpulsion. If the first is vanted, they must gave o little
eacourn.crnent, ~wad onc of the joys of o business ran 1s to make
a reasonrble profit. The avthoritices could therefore afford not
to be mgsrdly about the profit, remembering hou ruch of 1t
they toke = oy aftervaros by taxetion, AL loast the business

nen hes had hig fun, he has made his profit, and hns handled
the rnoney nee,

Consider the economic discussions of profit, First
of all, to the ccoaornst profit 1s one of the costss In talking
about society as a whole, profit i1s one of the costs because in
order to hnve those goods produced, society rust pay for
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the services of the entrepreneur who makes them and receives the
profite The profit 1s the psyment made by society to the entre-
preneur for his contribution to the business, What 1s his contri-
bution, they go oa to say; and 1t 1s fair to ask ourselves the
same question, First of all, profit conteins the element of
intcrest on the capital invested. Iet us assume there 1s such

a thing as a pure rote of i1aterest of two, three or four per cent
on the moncy capital invested in the zndustry and that the
company must have a return on that. Uany of our feicnds think
that rate i1s sufficient for interest and for profits Bub profits
are, in the definmition of the economist, something more than
tnat, They also contain a reward to superior managcment, for
entresrencurs of superior enborprises.

Lot us grant that thosc vho have supcrior skill and
ability in incustrial organization and menagement should be
rewarded by beisg allowed to earn proportionately greater
profits, It seums worthihile to take note of that. In an
cmergency we necd these scrvices, espccinlly of the superior
managersy 1t should not be entirely out of our pailosophy to
allow them some recognition of their supcrior skill ond
ability.

The taird element that goes to moke up wrofit - I
have mentioned intorest and the reward for superior monagemont ——
1s the compensation for rigketaling, Investors ombark their
capital in the eiterprise, they undertake all the risk, they
pay the expenses and receive the income, and tlws take what is
left,s If 2% 1s plus 1t 1s o profity 1f mumus 1t comes oub of
their capitals Therefore, as a reward for the risks which
thoy undertake, ond for their cncouragement, if you like, to
adventurce their capital, they are gaven a profit commensurate
wnith the risks, over a long perrod of time; becouse if the
profits are not commensurate then maiy arc eliminated from that
business ~nd other people will not come in to rcplace them, so
that gradually there i1s a curtailment of the supplics, and
prices orc forced up. There are such risks involved in vorking
for the Goveormment. Mojor Fenn in hig paper rcfers, for cxample,
to the fact that on acamt of a legal ruiing, -t the end of
the vrar a very large number, I think he sead something like
74600 proxy-sizncd contracts vere throwm out for the tame being.
It 1s lruc that thoy were roinstated, but that is one of the
righs to which the manufacturer i1s exposed. Then of course he
1s cxposcd to the risk thot the var mey suddenly cnd and leave
him with unfinished contracts,
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Thercfore ~11 three of the elemonts vhaich i1a ordinary
economice erter into profit, intorest, superior manngement, and
rigk toking, erter in large degroc into btnig emergency marie
freturing for Govermment purposes. It does thercfore seen
reagonable that a fair addition be made recogmizaing all those
elements, not merely the clement of pure int-rest - practically
everybody rccognizes thot ~ tub thesc other clements also, of
superior skill nad mensgement, and also sume compeasation for
the type of risse they ure underboking vhen they accept that
xand of works,

Thus hiale 1n cost accouating, for ordinary busincss
we ston vhen ve hiove found the internal costs, the econormist,
gpeking "bout eneral costs for the vhole of society, adds
profit for the ertreproncur as being - cost, axother cost which
society must pay 1l 1t expects those matorials and cormodities
to centiaue to be supnlicds

I refer t5 oac other point, For riasons arisiag
partly out of the Govermment manager.ent of finnuce, 2 war tame
1s practically dvays b lcast, 1a past oxperience, a tame of
rising prices, That aciscs parlly, as I say, ovt of the method
of finoncirg the var by the Govermient; out partly 1t arises
from o gcarcity of ordinary peace-time cormoditres created by
the diversion of 1liwrge productive cnterprises to rar prodvction
inste~d of peaco-ti e productions So you have ab the same time
o Tinancial gituotion vhich tends to rising prices, and also
~ condition of scarcity of productss That is the otrosphere
in vhich e rmst cxpect Lo work vhen ve deal with var-tine
contractse Bub then another thousht enters. Probably the
expericnce of the last t renty-five years 14 this and other
countries i1s saoulng our Goveramont .oys, not only of managing
moncy, as thoy coy, of monaging tho supply ond dennnd for moncy
1tself, but nlso of vegzing prices, nnd undoubtedly considerable
effort 'nll be mrde to pog all the st ple commodities of food
and naterials for runitions, steel, copocr, cast iron, vheat,
Thot 1g wolher ta.ng whach 211 a0t be 1n your honds aor in
ry hands but thogse hands an vwaich 1% lies wall heve a heavy
respoasibility, ond they ore the peoople vho should toke account
of sorme of the things vhich I have said this —orning as to vhat
snould be included 1a a price, You rust rermerber the inberent
corditions, the muney situnbion, the need of financing tho war
nth constratly nev boad issues on the one hand, ond on the
other hnad the scareity of comroditics; these excert a constant
upvard pres wrc on prices, and the more the Governmont holds
the iid dom on copoer and wheat and vhat we call staples, the
more prices arc likely to bresk out in some othor direction,

14



I am conscious that I have covered a lot of territorys
My teeching at the Hwrvard Business School 1s largely concerned
with ordinacy peace-time monufacturings Our students expect to
go into ovsiness and they hope to live the rest of their lives
without being bothered with war, Hovevor, all of thesc coo-
siderations which I have placed before you as appliceble to
peace~time production would be cqually apnlicable to war-time
production and I have tried to show you lhe elemonts that cntor
into 1t, Up to a certain poiat we have definite fagures, with
some agsurance as to their accurcacy; out even though they are
accurate, arc they standard, arc they good standords, are they
fair stndards? Beyond that, no defirile figures arc available,
no definite basis for allocationy the nced 1s for some vise and
sensible person to usc his Judgment about whore the costs zre
to be atloccted; and then skall 1s required to ap.ly stondords
to the actual costs, ond thus determine wnether or not they
are rcagonblce
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G == Doctor, Bebors I aésk this guestion 174 1ike to weke one surmise.
As T understand 1%, the pilitary is not %o fundamentally exsrolsed over cost
eontrol except'dn the vaw maberials that g0 into the waterials But om of g
mm&m&miw&wmwmmmiﬁmmmmmmm time
slemant, You sommentsd on Yheds Forws for determinabion of cost. How i that
Bolng bo affech thy tims slemant of picdustiont
8= 1 don' &ee and tothing i thés struck zo as betng 1ikely %o prolong

or delay the Wﬁgi “Po $611 the “truth I haven't examined them with that
particalar m‘&iﬁm in mind. A# ?i hawe resd Yhewm thers has Been nothing in
them that struch me &8 being Wﬂﬁs&m; tubareome, bub of Sourse the
point you make 36 yevy tmpowtant Indeed. They must be drawm and carried b
Both In Tetter and epirit in a vey vhish will sxpsdite tho cmletion of
thed: Bub T em not ‘Yenstble aboub anything thet will creste undus detay.

| Qe I834ke %o usk you, Dottor, in sommection with this question of
detoralnation of ‘vosty ote., what, ym cusider the real efficlency of the
© yermonent settlemtnt of Yrady shen, 09 compared »ith any war Yime sotilseent,

1% 15 made, In otherwords, Af by law a property has boen abbached, would: you

be 'mors 1fksly In the Long yun to arrivs at a fair prive and hold down op

extlude ‘excessive profits by operabion of the tuxing 1aw than you would 4y
 attempbing $o conkrul the tax during the produstion process, Iu othey

worie, m%m#ﬁwm@w%f&%mﬁwwmn qalified as
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#ha¥ $he Tra; dlresdy hos, I dianty meak to use one of these polictes
to the %&%ﬁkﬁﬁim of the othéy, ‘T have a3tumed that these contracts, fop
- SRemple; 110 B8 applid 11 thetr- Sorms ang that the price w111 b held dom

+ %0 ot 90 night Wal) & falr price and o

' i * wnagament plus piske, 1 sald
“sighy ‘m@g@%ﬁ%m@ that 1o o historteal tem but I tnime more then four
eF Gont iy 1 sk thag tn-offier wrds T von't be nigearaly abont ope
or e m ent.” T'vs dons & 1ot of stily and work 1n the public utility
;vm m@si‘é donty m@m You have been aware of the enormons exponditure

of monay ne effort s wanglitg that goed on tn the
$hat sxspolie Goibirel oyex them, They*1) spend @1@:@ in = he

- m&& e same kind o mngzxng in-ca0 of way, Ome way to get things done
idKly 48 not o mrangle $00 much alout 5% or 6 or 7 por cent because you
have €0 & So00nd oisck nt then in the tax laws,

ﬂ«,@ﬂ*ﬁ%%ﬁsf%’magyww '3 Yoon Dostor Sandeps whe haw asied me
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the teris. It your arsensls will not be respongible for eny gyrations that
tals plage in the price of stesl or wopper or obher materisls. Somebody
dlde bas got to look after thak, Presumsbly, they'll have %o pay whatever the
mariel sets or the Oovormment gots, In the uss of materisle there's somee
$thing that yoo'll went %o have « standard bond from vhich you could derive
a good denl of stondard gofdance In poace $ime worlk. It is, howsver, = conmon
sxperisnce that vhen we berm small products 68 on 4 wore or less experimentsl
busts 0 maph Mﬁiﬁm on & grond  soala, something baprens &0 cost, In
general, wo canoxpebt thew a1l to go down, That is a general statement,
of course, Xﬁ the trinsibion pepidd in speeding e production youtre bound
o have inoresses on aceount of the uunevessary confusion. I thiuk of the
fhrass of an ol4 bextile man vho was §n the habit of spesicing of vhab he
odlled, the hiddmy profits thet wers always in o long run, They gob an order
for 5,000 yurds of o maberdel or 10,000 yards; that is Just chivken feed; that is
Junt awll sbaff. They 1ike %o got an order far 200,000 yards of the sume
s¥uff and be able fo wan 1t through the mathinss, IF you can give &
| #pmmiardised frodust to = tlant and give hin & leng order for a long run
the woriomen, the formen, the whole organization lssrms a good mmy short
| ¢S and 2 god many of the best ways of dofng this end that, bub they don't
bave time $o learn when they are on shord time work, I thisk it's falp
%0 spesk on mhss gwémﬁim on & grand scale of a great meny economiss you
can't expact from short time preduwndion. OF conrse, I's not answaring your
quéstion predissly. Tou didn't expest mb to say 10 ver cent 'or 5 per sent
or 6ns Visy or the other buf the general axperiente of all industry is that
oosts are reduced to .4 rather surprising degres when there is the oppor
tunity o heve long riy operations,
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G s WELYL m Wﬂﬁ; plessd, on your opinien as to the present cost
stondand Wt w ‘ﬁy ﬁw Bovernment fér income tax purposest Fould they '
e a faid hosie Yo dstesnine deprecistion vabes In the event we must 2o ¢o ‘
ﬁwﬂ planingt

B oo %‘m g a &ﬁ;ﬁ’ﬁw&t question. I wah over in the Internsl Revenue
Déprtnant o, 008 orcaston Ywo or thves pourd sgo when 1 was dolng some work
for the 5.5.0, Taey told e there that out of & Balf millim or so tax
potuts which they Pessiwe fran chrporations, fn 95 per cett of tem the
doprediation shich they thke {n ¥alr fax rotum 15 the sane as the de-
pfeciation they bake in their ordinary Pinsmola) scoounbing for thelr own
prrposes, How I é‘mﬁ that that i3 one of those wmielesding stutements,
That means that Five per gent of the corporations have a difforent rate of
deprectation In thelr regular ascounts from what they G0 in the tax returns,
That 15 veferred to &5 having two sets of books, Is lsn't thet ob o3l and
ﬁmmhmﬁmﬁﬁfﬁm&ﬁﬁm Bub now five per cent of half
&m&ﬁw mmmﬁm seang 25,000 sorporations whe have of may have 4ifw
‘forent vates of roburn in thelr oun accmints from what they do in thidr
tax returns, Vel eeﬂm thare ard highor rates of reburn tan the T éremand
will sllow them %o take, Now I femr that the point Is that in that 28,000
corporations that A4Ffer with the Gevermment oh depresistion ave prasticslly
all the wig vorporations’ of the dounbry, 5o whon we eny Slmsby-five per
teny of &1l the corporations are the sams for both purposes we are misleading,
Bow as you know the msmm Depar¥mént hos pob the pressure on
corporations 4o pare dovs their depreeiation rotes within the last ten years
Itts been gﬁiﬁg on & long time, I remesber meeting in 1925 or 1926 with some
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of ‘ha rewemgﬁiw& d“ %he@ Inbernsl Bovemme Departwent in a Trade Sssccie-
ﬂifm w&ﬁm wmf% timr were beginning o stody deprapistion rates in Qif-
fm; mmssma aid bdgluning fo get this information together for vhat
M Jéaliaﬁ 2.0, 4408, The faot 3% that conservative mamgement is a good
thing, < 1€ ‘ekes Wﬁiﬁa for a1l the possibile contingenoies of the
fature, . How *f*w mmlw in thi 1920%8, 1t used to be sald thet the public
ubility amsms were abouk ﬁghﬁ ia their charges for depreciation and
im%ria& mﬁaﬁ wove sxoessive, T hae Yeon sald by somd of the leading
mm mgmm% in %@f York, vho Imow most shout these things, that the
19208 mw ﬁmﬂmﬁ that' the publte utilities vers woefully luadcouate
iﬁ %&&r Ww&aﬁiﬁn @Mﬂ%ﬁ# mﬁa soms industries, notably the steel
m&m&w; ‘ware: mﬁw«wﬂ&m for depresiation. You probably know that shout
; mﬁ 5% 1936 the Daltsa States Stesd Gorperation underwent o grand trensfore
matfon. ﬁwm of the things thet hey have done, of course, is %o write
ol ot of M mmm 1ike $2HB,000,000 of plant that was obsolete
4hsk had not m w&ﬁﬁé& for by deyreciation, That kind of thing mere
‘o lesw mﬁw thvoughout the steel induntry. Bow you day, can we acoep
191 ﬁﬁ“ﬁ?«m it cont only study the Situstion spd use your om
 ‘Judgnent. 1f-the' tax depreclation is the sam as the compang's deprecie-
" %oy then I say thets is a very strombasis for ascepbing it but 4f this 1s
- ﬁﬁ&ﬂ&mﬁm&m 1 mimmm Yo zule & gompony why they are using a
aﬁmmmwfwmmm yon have 40 use your om Julzment as to
+ bow good thety Ponson ;i.m Hany sompsnies bonestly believe that the vate
m mm sﬁxwmm wg ariongh. -
‘ &wima% aslc Dr, Sendevs & qustion sbout his standards. The
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Wmmm A0 your vemivk sbout the Wiﬁa of that desk If it would
w&@%@m ths questiion arfses as to whether that would be the proper
prive, “How in ‘ofdinary ¥ines as you intimated that standard would be
‘obssrved; | Bub we w a primivie im the Industrdal mobilization vlan as

‘bﬁ wide. and wt !h% ’M gob ot the mmm That is defined as the price
thiah is mﬁﬂwy 5 Bring dut' the lust indispensable guality in produstion,
How on mmmw golng o apply & stendayd vhen the high eost profusers
sk e %ﬁmﬁ in WEW that Bagls? Dosen't the principle loeave us oud at

I

‘ﬁ%‘! T s L e B,

e m&g %& m Mﬂ%& one of wmy previous remuiremnts that the
' proper cont proluoss would reap the reward of that in what T call the reward
. *‘é‘w m&w wansgevent, Theat would serve that purpose. That i3 a dife
fmﬁ imﬂa from vhat yon ave reising, But of course, it does mesn that
&&mm WI‘&W&% the word mmmmﬂ&m have zob to get out of
"8 bigh éauﬁgmw betauss you have got to ompensate hing then 4 you

 aBoept thiat a8 thh pFAGe Sons of Bhem are going to flourish very well.
Then of dourse, you Bave gob to vely on that other taxing clement.

T Qs m«&a 1ast war T think the low ede} producers mals profits

" phich they wore ssfiansd Yo acknovlodge. Bethlshen Steal, I hik, testie
m to ﬁﬁh Bvon pow e run up sgainet the other mroposition, If we hed
m m&ﬂ% gﬁ‘ﬁ&‘iﬁa fok whioh wa%& b fmm tha Yow dost produser e
Wﬁv ‘b@m ”M# it misht Yo ﬁgl rﬁ@t, m ths Pressury expert as

. you well, W teatified bofore the Nys Sommittee that for every
ﬁﬁhﬂf% Government cotleshsd in exodss &mm it cost them three and

‘s hialf ol lars  be gollect, )

A aow Tty m&lﬂf %am fault that w&a&m o8t of collsetion results,
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ey ﬁmﬁiﬁ ﬁé@kﬁu & tox lm and a business procedure that could be operated
ﬁm e than mw L
e 2 Qo ’i’mwwm&ﬁgmmﬂﬁwmw problems that we are trying
NM m& @&gﬁ@%ﬂ? fgc*i& dontesl’  You said the Gévernment took steel
over, Do y@a gk i:w Wﬁi@%ﬁ& for the Government %o taks the price of
tﬁeﬁ?ﬁ* knowing that et elémint of & grest varisty go into the price of
m&:&. wi%ﬁéu% at’ dons %im taking notice of whet poes indo the sonstituvent
ﬁﬂm %"%‘f«m Do yot think 145 possible to teke the price of steel and
ia%ﬁ wﬁiﬁ geb out of work, traksportetion will get out of line. Don't
you think “ﬁ%a g0t to bs over everything, Do yéu think that & piecemeal
i‘mag; ﬁa%ﬁx&g in ih@w dlemnts snd comibiitisg, would be practicable in
- Xige- bt mww i a
A ama‘fMMMm;xW spok, I don't nind adeitbing T'm a 14bersl
m%& la-Pashionsd Seniss of the merdl. T dislivo all these Covormment
mﬁ?ﬁm I’ﬁ e gﬁﬂ& o &%ﬁgama with all of thee, Ws 1ivs in & pariod
of ;Mmm in ga-ordtimary 1ife in peacs $ime and 18°s pretty cbvious
‘ %Bﬁ% m?émﬁfﬁm@ contyols ave polng to be amplied, You say how
" fart %ﬁ* yﬁm WW the Treamiry spepding three and 5 half dollars to
g&t & @itar on the — profite tex, Vst 1 fear 18 that if they go %o
m ‘e m‘i&a 1333 ovtyihing, they »i11 gpend three and 2 half dollars
ﬁ'ﬁi‘ mwg dollar %ﬁéy fpond thedw, Iook ot the snormous machinery yoo ave
%ﬂé fo Tun 0k, ﬁx ny own heard ond mind - they wouldn't ask ms anyway -
‘“ﬁﬁ% T4 ﬁﬁiw o giwwwﬁa Por som smount of price pegging partly ss
? m:ﬁamn% in mwgammi program of naintaining the confldence of the people
at lafige dnd if we'rs gitng to call 1t & democratic country, we have ot %o
¢ ﬁm ths 'S0k of Gapport that comes from a1l dn the organisation.
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Price pegzing really, T Hiluk, i fustifisd mok on a finsncial end economie

bosis Puk an a toksn Yo the people of this country that the Covernwent and

wwsrihody 48 trying b play falr. T think i%'s a tokem. Now for $hat parpose

I don™ ihink you'll have to peg everything Wub 1 you gan me telr vheat, ,
thely &%ﬁiy bread, thelr clothing « wol » to 2 easonable price, stesl md

some of the efgble somoditiss, é}wﬁy for practical purposes, but largely

o8 sime sort of teken of maintaiming the geneval morale by mainteining the
confidenes of "tha pesple in the situation, T think thot's a large part of )
the pioture. Yo are talidng & fob of things ani wowering etill more

territory bore bub Y should bs very spprebensive sbout s genersl campaign
1 pog everything bégause thers Ity swre you would spend Ehves and a Balf
dollars for aveky dollar you tock in or saved.

Ualonel Uiles = There seem %o be no more qusstions, Doctor. 1 think
you gentlemen vhe ure heuring Dr, Sanders Yor ths fivet time mast ros)ize
shot & privilege it 15 Yo g0 Yo Harvard School of Business Muministration and
take one of his doubses, where fvom doy to day you'id get the same fine
‘approach and Eh samy comnon sense potnt of view on everything with which he
desle and I'm sure we ary very grateful for having been siven some of that
ihis morming, Yo only wish we sould have mewe of 14,
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