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Colonel Miles and CGentle ien of the Army Industrial College

I derave considersble pcrsoael pleasire in coming
down here, 1t s alweyc a corplircnt Lo be asod to core Lo
a place like s, bat 1t 18 very 1vel of g corlament Lo be
askew a ceead t1e.

Colonel Tiles ws vics re tuml 30w ore .nbco stld
in cost accounting, that vou arc wiep.rca to bogin fion Lhe
beginning vith e, that T <hall not be out of ord 1 uf T
talk of some ralhor clerentar conccots, as I 11 o~ to o,
hooing an the wiocess to carry tne elc cntary corcerticns a
Jittic way anto sone of Lhe more diZficult pnasece 1y lecture,
therefore, 18 going to be in the naturc of a gencrsl surv y of
the cost ficld, Insolfar as 1t is clenentary, I epolo 1ze, It
18 with the porso~c of using thav as the Yasis Tor whatover
other rororks I vay he able lo add,

we all heve 1t 1a rond nal your intor st 111] be to
cxaminc the costs of othors, to delermune not only theoir
accuracy in vhe ariblmetical s.nsc but ihe Jroorer Ly and the
rcesonablencss of any cosbs which nzy come to you as a basis
for govcinment coulracis, ¢~ a basis for charging the goverancnt
a pricc. A grootv apv Vongs cntor int> tha que~tion of
rcesonablencss and I am thinking o. the clements wiich 1 chall
menbron 1a thet scase., e 1l erorunc them in thab ICNSC,

At the beginning coins the guestion of which cost
systom 1s aporopriate 1a Uhe circumstenecs, You hove all lic ard
the names of job costs, proc.ss coste, uaii costs, svenda:zd
costs, mass production costs, ond all 1hosc thingse net
question 1s involved theic?  The question 18, wn.t 1s the basis
upon " hien cosls will be et ored? socs 1b 1l any cuffiionee
which basis we sc.cct? los, 1t doos. If 1. 5tc1d oie on o
method 1nappropricle to Lue circuwstancls— i a.L oot | tet, to
gt rcliable or just 1 silos,

A job sl svelim e ~aaromriate 0 Lo, sitiobions
vacre the ancaivacual 359b 5 contr-cl 1s the bas. nr unit 2round
which re gathcr the costs, Tort neturelly 1s the « ¢ o thing
with vhach you will L¢ rwen concorned, goverwwent controct
ustally 1s an wncivaduol job, to vhich cosLs rvst be ctteched,
But 1t doesnt't n.ccscoraly Iollow Lhot o1l sOovernment vork 111l
be on the job cost bosis. In those cascs v bhere the gov. rnrent
may appropriate all the fcealitics of a given plwont so Lhat
bhers 1s an ontare vtilinowion of 1ls r.gonrces, lhen the



individual job would be of sccondary consideration and you would
have something morc analogous to a process cost, a continuous
process, vhere the cost for e peraod of tame becomes the basis
of your consideration, Then this question of cost allocotion
tales on a somewhat dofferent form. In the cosc of ob cosls
the question 1s, arc thesc 1tems of cosl proncrly alloceble to
job number once or job charges ®wwo? If job number once i1s your
Job number two 1s somebody clscls job, you will be intcrested
in what 1s cherged to your job as against the othcr job, If
you arc taking the enbirc output of a grven plant, that
division of inteorest ind viat nceessity for allocations does
not arisc,.

But there 1s enother forn of cliocation rnach docs arise
and which becomce i1mwort-nt cven in the rcasc nf Jroc g~ o us
where you arc ubtilizang th cntaire frerlaties o3 » »lanb, Thet
Ls the period or time allccotion of ccrbein charges Jike long-
time charges for deprgeirovaon, «mortisation of faecililics,
amortisabtion of patcats, devcloprent, rcsearch vork, cnd o1l
thosc cxpenscs whach arc unccrialen or o long-tame basis, The
problem of allocction there is aot botween one job end (nother
Job carried out samulitancously, bubt rethor belwcon one yo - r and
another, In othcr words, ot whet ratcs of amorbisation are
thosc cxpenses going to be wratlen off over the dalfcrent
perrods of tame® T uge thet as an cxample to 11lustr. e the
che fact that the bosis of 2lloration of the difleront 1vems
of expensc may be changed according as you sclcet job costs
in one case or process coabs in another casc,

The elements of cost arc mobcrials, lobor and burden,
"As cvervy school boy hnows." Matcricols ~ vhat problure do e
have with them® First Jot wc say thet all charges are usually
davided into darcev ane aindarceb costs. Usually the dorcet
costs are more simdle then the indircct, The indaircet costs
arc thosc which we cammot etftach to given units of product
or to given 20bs, batcricls ond 1ibor ore usuelly lictcd as
the airect costs, the retoriels compiascd wathin thoe product
to be produccd, and the direet labor actualyy put anco at.
It 1s Truc thet those ere the nore simple assccus of our laves
a5 cost accounvants, bul Tuly o not too cimplce. Por cherges
for materials the contr cbteis -~ thoir cost cecount-nls - cun
produce for us invorces <ho in~ th t thoy nrac the stoted
amount for the met.riels veed, Then vhet quretions oo°n or.se?
The sitvation 1s stall nmorc sinplc 1f e have o £ ~r1: rven
price level, no violenl chaonges in pricc, In the la<t *-r, ag
you are all ewerc, we dad not “ave an cven price level, bat o
repid upword price movement in vhien every ourchosc vas ot o
higher cost than the last onc, Thot brings up probloms of
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how are we going lo charg,e natorials to process., Normally

we carry i1aw mavcrials in scorcs ab bacir cost, wnc tuere

may be no di-pute aboul 1.aal the costs werce bpuu wllh «

risaing price level, wncn  ou tuin thoce raw matiizcls Labo uvae
production stream, hab r uves of charge do oo use? In ovdinesy
industry the rosi corron oreclice 1s to lelc the evercoe pr.ce,
to avcrage the nu.chasc roecee, ond charge those averore cocts
into production as you takz the raw 1 alirials out of stores,.
Bubt thas practice 15 based chiefly on the finonecial .creircment
of the balance sheet and the income cvatcment of the cormony,
They arc thinking of the lfinencial eccounting rosults sor the
purposcs of managerent, for the purposcs of stockholcurs,

for the purposus ol the ncome tex, ond thot sort of thing,

Perhaps I snould have soad carliacr Lhoto i1c all oupht
lo get c¢lear, belorc ®o stort off on a cost accouniing syst.om,
es to vhet our objectives arc, beceause a chenge of onjoctives
may involve 2 change @ 1cthoos, and 1t 1s pcricclly propcr end
legatanote to scleet ene method for onc purpose cnd another
method For anothcr purposec, Tho problems of preparing ~ belonece
shect end an income stalowent for .amne (ment of r ports, to
stockholders to the income tox ccperbnent, o problcms of
finaneiral accounting Lhct do nol nceossoraly control our practice
as cost accountnats., we ~re 1ntoercsted else 1n onolucr  roblem,
namcly, the cost of o guven contreeb 1o 1cletion to 1ts prico —
thet 1s o dilfcrent neoblcm, It r.guir.s di: crent hescs of
allocatron =nd we here ~r not noecscorily controlice by the
fact thob the geacrel r1ule for fincneacl cecounting purses.s 1s
to cverage the costs of netera 1s, sfurtherrorc, oven for £in nea 1
accounling pu. poces thet cvertge coust s not the un s.ors 1 picclace
and the.c 1s LTowin, uvercenC, L0 cwn_¢ 0r coostaon iv, Ll
nost notaeble evandde ue oal Mlest in Lloet o U oLt wa vr ooring
neberials intd cosuvg, bLmcovkbucly 1t hhs a l-orge pert ot ais
ingoirotzon in income tox corcaderoizons. Somt comy nios o
themsclves pring » " »w anen e * o curine ~ > riod of rican,
prices beccuse they ~re relang heevy nrofits on the over-oc or
tsu~l cost b-sie, -nd then ' hen pracos decline they n'c h ovy
losscs ior whach thev o liltle or no rclicf from vhe inenme
tox department, 1t 1s quite notie 7 bvot inausteicl locoors
should be conccrned to fund some ceeope from lhet o possible,
The Internal Revenue Acts ave mode ¢ grodusl progression in
rccogmition of leet in, first oub, proctice, For a long tire
they would not recognize it ~t o11, then they gove o lamated
reecognition in cortmin cascs, to onc or two industrics., In
the act naseced tnas 81 1s ¢ generel clruse thot oll ancastrics
may, 1f the circumst-recs netafy, use the "losl in [irst out!

cthods Now thcre is,consic rable cascus.ion in drolting the
L]



regulations of the Internal Revenue Department, wvhich regulotions
will szy exactly what "last in fairst out" meons, WYhet 1s the
point at issue® It 1s thetv on » rising price Jovel the "lest un
first out" besis meens, os the champions of the wethod s-y, theu
you arc chorging curcent costs cgeinsc current production.  You
cre charging the curient puice leved cpoinsty tac Curcwate roductior
end you ar. nobt talin, acvent~ o 01 vhe fzet racb  ou weve on
hond an ola anventory cou _ht o 3¢ r ¢ 0 ab lover orace auvels.
Probebly the »roctice dous pustice to the co > mics conceconcd,
probably "gowng up ath tn- rockct -nd coming dovn orath the stick®
docs them congiderable itn,vsvice, [f{oor cvmininy 1 < In,

first out wath some cor~, vost ncople oprec Lhal thoze e

good deol to be sexd Lor 1tb, -nd com Lbang les. thon gustice

moy be done on lhe otvher boscs. ‘ubt I call ottonbaion Lo thct
feet in comvection wilh onotlhor aspeet of our problem not rod ted
to taxation., Tn ordinory cost accountaing, wlcr. govermment
contr-cts will be going through foclorics -5 wnd-vaducl jobs

cade by side 1ath pravote controcts, a1t 1s oleo nccessary to
deecide -t vhot sraices matericls wall be chrrged,

Another occounting problem vhiach offcrs ~ choice of
nothods s tnnt described in ouat books .o ohe anventory rothod
versus the cost cccounting wcthod, Whot o 7w m- n by Jhint” I
will 1ddustrcee, Supoose wi n~ve © bugimning inenbory of
»100,000 cnd thcn costs of thce perred 500,000, tHt-T custe
«000,000, The problem now as to dovice the totel crst into two
verbs — narely, thet staill an stock s inventory + the ond of
the period end thl wnzch 1s the cost of the goodrs finz<hed
and sold during the pcraods. From my « xewn~le on the blockborrd
1t all scums over-suinle, hut in practice the chorce e ncke
brings on cnormous diiffcrence to the cost accountirg procecdurc,
The old-fashioned nothod 1s simply to t ke stock —~ L2 e -n
inventory, ,ou m ht say, “Invealery 1s 150,000, wicioforc
ﬁLS0,000 28 bhe cust of guoes suld, crrived T by subir cuion
{rom the 600,000, Touv conoeve bact wvery oy L e L0 the
mventory raduc.s the cost of goocs s0ld, o 1, »x oy 1
subtraet from inventory zaciccscs cost of poods o Ide 1 LeaoTC
thet 18 somctbing 1 nich ot necesseralv bl o L tcr sttt ue
11 es ¢ cost occeounting nroblers  Lun the in-ont-r = thoe 1s
on old-foshicnea mcthed, viow h stall very rre ~U nt an ~ oy
indvstries,

The other ncth @ as Lhoe by 1 ne of nr cast
agcounting Hroccdure - ~u ottt en tacse custs ©oancdivacuel Jub
numbers or to products, nc by tacse darect -1 overvivns L
cost to indivaducl jobs you orrive el tis ¢ st »F . as s0ld
figurc by  dircct eosting orocess. Thire you 1 ve ¢ oricct

-t -



attack upon the co~t eccounting oroccdur.. T.on 1.f you

also tele on inventrry the antcntory amnunt ~nd th- cost

of Foods sold will scrve os o cneck up~n cech >ther since

the two togethor must odc wp Lo the tib-1l costs of ¢600,000.
If they do not, therc is o discrepency t> be expleimcd, vhich
2pcan will be of intercst to thosc trying to fina Lrue costs,

I hove wandeied a lattle from my outline. We icrc
talking obout m~tcrial costs. The problem a1s the ollocetron of
totel cost os botuecn the costs of the priod ownd the inventory
as ot the cond of the yerr, Th-t 1e the kind of thing T hed in
mnd o moment a o os continous process coct ~ where the problem
of e1location olso wes betwreon -ne period ond encther period,
Coming to your problems ezoin,il lhe government i1s controcting
for yeers onc, twwo, end tarce, and then ceases Lo be antorested,
pulls out of the market beccuse the vor 1s over or somcthing
els. heppened, then you hove this problem of ~lloc.tion of
cosl as between government controct ocrieds ond pruvabte industry
periods, I on the other hend government -nd praivote contr.cts
go olong side by siuc, 1t bec-mes ¢ oroblen »f the price ¢t
which notericls cr B> be cherged © contr-ets, zs rwntioned
before, As you knot other ocople than cecount-nts arce Joboring
on this, Other depertments >f povernment ore soying thot there
will bc no repid raisc of prices next tare, tact praces wall be
pegoede I Erey comoco to b, 2t will seve the accounteats a
lot of traplcs Then o« vutl not acve to vorey obout vactoer
we ore going L2 is. o ovele _C orice, or lest in, fa1st v,
for charging meicrai~ls anlo c.-ts,

There s ~re furt™ r 9reblor +3th rotera-is, -nd
thet 1s the ceonemy wnd e aciency ~f use ~f mob-,1-ls, Horc
e come vnce fgatn t> L borders oI stardocd costs, Tne boaire
1dez of stenderd costs 1s Lh-t ve cre 1wt guing to be concent
mercly to find cvt the octuol coet of the c¢-rtreet or neriod,
"o orce goang to reise questions of  hot the cost <heuld be,
Whet 1s normel® whet 1s st rd? wh L as o g d purforicnce?
he vont to knov whet'wer so-ccllca ecctucl eosbs offcred to us
ore reasoncble or not, In sctting standerd costs for, let us
52y, small vnits turncd out in lorge numb.rs we t ke occount
of past cxpirience, of present menuf-cturing practices, of
cverything ve hnow about the production of thet unit. F 1 cxemple,
n c.nsidering the stondc rd omount of woterzal supposcd t go
into en sr1ticle, we wmnght soy  Performance in the nest shovs
that this zrticle reyuired helf o pound »f copper, In lhe Ifuturc
we think re con get elong "rith 7 ounccs of copaer, bee usc of
better shajes, butter prectice, «pd so forth. Jo can got long
with seven—~.ights of the Foriir amount, and so we deceidc be call
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7 ounces the st mndard, After that, the proolem of cost
accounting 1s to see that the factory lives up bo that
standard or betters 1t 1f possible, The purpose of costing
then 1s not so nuech to sscertein the cost as to Leep the
practice and performance up to a predetsr-nned cost, Much
money can be wasted by sving rore raterials Lnan the stancards
call for., There you nave the double guesti-n of cet.ing wp a
standard which 1s re.sonable, whicl. can rcasonably be attained,
and after avds by 1easurin, tne perfornance to snow vielner or
aow far they arc lrving up to thal standerd.

The -roblers of labor costs ~re Lvactically araliel
to those of direct aterzals., Tabor ~l<o 13= f{luctvrabing costs
for two reasons, Tabor rate~ are apt to ;2 wo or dom, ~{ they
go up, then the standard cost hic: e have nredelermircd ac
the basis for a price becoiics obsolete., [t 15 necescary Lo
increase lhe stondards to agree wnnth the 'rcreasing age
levels that correspond 'nth the rising price of raw materads.
Then similarly thcre 3s the problom of the use of lebor, its
efficiency, 1ts output, hov many ~oucrs of labor co-stitute Llhe
operating stendard, and then hovr 1 any bours ere actvally vsed,
These things arc rade oce difiaicr 1t vaen e have a vertod of
rapidly changing conditions, where now 1 ork is being undeitaken
by fectorics waich have nuver radce such articlzs before., Then
the problen of sctuiing standerd for contract nricc 1s a very
diffaicult thing., It 15 nceessary to accumvlate expericnce as
you go along. Eyoor-once «lso maey be bransfericed fror othoer
factories by govermmeat inspeclors wno have obscrved cortein
things in plants they have visiteo, and 1who try to apply them
to now plants. lay I gpoch of a quate caffacult mtor, namely
the attitudc of our labor unions ¢bout roge incenilave plans,
It 1s generally known thab the unione do not 1rke taum, The
labor unioans cre opposcd to Mr, Boeacaux end otners 1.ke him,
They designate them specd—-up, uni~2r to orgenizcd labor, and so
on, What snould vie regard s (he trutn there® The ta.cry of
8ll thesc ricentave plans 1s tnat oo o wnt, b suporior
organizabticn, Ly 1¥Vin, wie natoilcls .o ¢y, acviny v Lools
rcady, by SuiLIriul LOLTLn, arc waij-~oub v all o vacilitele procucoion
that a nan 1th the e cxpoendatmice 21 Cfiert cen tun oub norc
worke Now 1f 1'iesc conditicns are met then th oo 18 "0 rerdshap
and no injustice to lcbor an <~ang thet roncg nont <would Horticipoo
1n the iner.ascd output., Putting 1t the other o round, h .o 13
no obvious nced to day 1-bor for that cxtra output af a1t is the
product of thc samc cilori as beforc on the port of lebor,

Obvaously ~hen output 1s stcyid up from 50 picecs an
hour to G0 pioces an hoor the big sroblum 1s, wno cid o,
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the worker or nanagement® That i1s the real argument, If
management car demonstrete that by supcrior skill in organi-
zation that by thinking of better tools, better processes,

and so on, they accomplashed 1t, then in pure jusiice (whaich v.
all understand does nhot exist anywhere) the wage incentive
plans are just, If, however, management 1s simply using such
plans as an excuse, and 1s really driving the men harder under
the guise of an incentive wage plan, 1t 1s bound to faal, for
there 1s an esgential injustice, In the cost accounting field
you are bound to run constantly into these wage incentive
plans, and to become involved in this dispute between labor and
management as to vhat the justice of them 1s and whatever you
decide 1s going to aflect the cost, woving the cost up or down,
and in ihis way thesc mattors come into our field, Burden
questions constitute the w08t difficult part of our task, the
allocation of indirect ecxpenses, There arc two steps, one more
simple thran the olher,

First we have depart catal overhead, that 1s to say, general
costs of the andivicual siwp or departaent in witca the particular
prodvcts are made - the foreian's wa,cs, the wepreciation, tares,
insurance, and interest on the building and equipmcnt of tnat
shop. There is not rmch question but that thoce costs rust be
allocated to the oroduct=s nroduced in that shop. Thalt 2s only
onc degree removed from cirect costing and thet s not ton
difficult, But the second sta_c involves ihe geoneral ovcrhcad
of the company as e whole - the president's salary, the sccretary'ls
salary, the treasurcr's -~ 211 of the awanistrative officcs -~
all those things devooed to the geneial purposes of the company.
Here 1s morc difficult territory, an arca wherc therc arc
practically no rulcs, We arc foreed to the usc of the best
Judgment we can apply to the situation, which 1s always very
distressing to pcople who do not like to use thcir judgnent.

The expensce allocations become more and mor~ arbitrary, and the
more arbitrary they beconc the less 1t 18 possible to prove

them raght, All one ¢in do 1s to study thc situation and procecd
by the rule of recason, onc of the most daflficult things an the
world to iind, I have hcre some cxcerpts fron the Hegulotions
under the Vainson act for Navy contracts. No doubt some of you
gentlemen arc much morc familiar than I am wath thesc regulations,
but I would like to allustrate what I am caying by rcacing a
portion here, Beyond the departmental overhcad, which ne doubt
must be charged to ihe product, end beyond the goncral company
overhead which must be cherged to the product but wath considerably
more unceiteinty, there cowcs g still more difficult class of
expenses which a company incurs in the process of deoing business
as a company.
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To 1llustrate that Jot 1o read this thing hero.

Artacle 8, (g) (4) General Heading -~ *"Othcr Expenscs',
"among the iteoms vhich shall not be included as e Jart of vhe
cost of performing a contract or subcontrzct or coasidercd in
determining such cost, arc the following. (I sclect o zow atenms,
which you will visuclize as raising difficult problcms).

"Entertainmont coxpenses (Alwayoc suspicious, but
sometines rcasonJsble ond nccessary, )

"Iues and licwberspips obher then thosc of reguler
trode associrations,.

HDonavions uxcept cg othor wisc proviwca above,
"Losszs or oth v contracis,

"Profits or lo =g Lrom sales or cxchanrcs of camital
asscls, (The Corwony cernos avord such rocms, can 1t?)
s o 2
i

ixlrao.dinary oxponscs duc to strikes or lockouts,
(Who pays for Lhcse?)

"Faincs and penaltics,

MAmortizal.on of unrcelized eporcciatzion of valucs ol
asscts. (That 15 all right.)

ixnenscs, meinbonenec end deprecistaion of oxcess
freilitzes, Covonly called 'adle pleat! - ncore yoa have the
problem of deciding vuwat parv ol the plant 1s devoled Lo
production and what sert 1s 1dlc., As you know, bhis 1s no
constont factor, The activaly p.re.nlazcs published for the
stecl andustry orc nol absolut.. The steel induscry is sowm. biumcs
s-1d to bce working 105% of ciprerbly, Mothcmabically spcoking
that 1s anmpossible, but 1t mcans that 100% copocity 1s thot
mexua cepacity which they usc in normel tires., But in
abnormel tancs old blost ivrnaccs may be adced Lo vhe 100%
cen city which hes emme to the spoken of ag the total cepacity
of the plent, Luvt under normel cuncwcricns, Uncee chnormel
condatrons, the 1006 1 , be 1a queslion,

Tiion cows «robtwwr quesbion, upon ™Mb caprcily
basais arc we going to vllor 1o the birdeon chorros® This colls
for lhe actu~l nominl o1 ever~gc, nmol for the moyimum norm 1 just
referrcd to, If 805 of o plant will rcaoulerly be utilized, oo
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may scl thot as o stwndard bese for dastribution or ~llocetion

of our burden cherges, thet ncons that t 80% of copocity you

arc cbsorbing 100% of jour burden, According to thauv thecory ny
work, any comtroct, going through is rcouarcd to asswmac ~n cqurl
sharc of the normel omounl or zdlencss, hcrc csliiated ~t 204,

A literal ainterpret.tioca of the Vinson regulations woula ncan thel
no ermount of idlencss 1s _oin, to be chasged to o conircet,.

tInereases wn reccive cccounts for corti oncics, ropaiirT,
conmensation insui ‘nee (evcenpt a= sbove nrovided .1tn ~espoct to
solf-ingurance) -nd gueranvre work,

"Federal ond Stolc income and cxccoss—-profits t-rcs ond
sur-taxcs, (Income taxcs ore ot o pert of the costs, they cee
part of the daistribution of profits aficr vou hove compuled
them, )

"Cash diecounts on purchascs. (The Government says
you cn keop vn to Le. OUvertl.t amount the Government says,
"oxcopt thot all discounts on subcontercts subzcet to the Act
will be consadered,™

"Intercst incurrcd or carncd.

"Bond dascovat or fincnece cherges., (Agoin they say —
that 1s not sart of the cost of op.rotaon, thal dcpends on the
manncr in which you financc tour business,)

"Premiums for life ansuronce on the lives of offaicers,

"Legel and ocecounting focs in conucetion wath rcorgonizo—
tions, security issucs, copitel stock zssucs, 'nd the pros.cubion

of cleams cgoinst the United Stetes (1ncludlﬂg inconic tax meiters).

#Tores ond cxoenses on is<ues nd tromsfors of co 1wl
stock,

"Logses on ot strents,

"Bad debis,

"Expensces of collection -nd cxchange,

All those 1ceas ar. oxeluded, Whal docs 1t mean os
a pracbical mebber® Uncder the Vainson st theory, the compeny

1s allowed up to 10% orofits, the government takes all the rest.
1If then a corronv “nerv»s any ¢f the -nareges listod -~ wwve th~ -
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must be tobon out of the 10, profit, That may not be unjust -~ 1t
1s assumed that the 10x 13 ot a lcvel nigbh cnough to be 2ble to
absorb those 1tems. Yot jou can ima, inc cases miere thosce 1teus
might run high cnough to absorb all the profitse. I use btret as
en 17Tustretion of the definitaon of costs, cnd especially of
whet belongs in 'o -erhicadt,

Ict us rcturn to somcthing alreedy wentioned in
conncelron with stondard costs., We crc 211 of us confronbed rith
this double gucstion  whet are costs®? whal cre rcosoncble
cocts — +hot snoald the costs be® Thet will alioys be o question
in jour kind of work, The object of goveimment audators, gowk rnmen:
inspeetors —~ 1s nob mercly the occeptence of such costs shecets as
the company gives them, bub also to inquire ainto thom and faind
out shether they c¢re rcasoncble or not, we arc all awerc of the
soesibilitics of Ifroud, bul they arc very fow compered mth the
numbcr of cescs where dafricrevces of opinion constitule the re-l
problem, Wec amust not overlook the fact thot we might run anto
o casc of fr-ud, but the judgment ond opinion quesbtions wall
occupy 95% ol wour doys,

Whot ere the eftectave checdks upon costs® Here, of
coursc, we have 1n mind not only costs but rcsulting prices,
There 1s some rel tiongbip betvecn costs and selling pricca
Whot then arce the checks?

First, compectitive bidcding, 1f e can got 1t, s
onc of the most potcnt cbccls, but compctitive birceing
pro=uproscs tu~t th.re crc cnough cormpenies ecble to ke tuc
crticle we went, .ac to put in a bad., Thisg prosupooscs
cxacricnee in making thav (rticle bul frequently jou wall
w-nl 2 nor orbricle.  Jou will go wo pcosle mokang scorring
meelones end s~y, "Hor mach cor ~lkuing cevbricges?!  which vhey
rever nede by fore, tas Huts tuwmictzons on the poesibilibtiues
of commctitive biddaing., Tut donot underestuiote the rilience
th~t wey be ploeced on compelitive bicding rhen .t gencr-1ly
cxisls.

In thc obsence of 1t we ~1c foreed 1o some use of
st~ndard cosls, costs besed on st-nd rd practices, thercfore
stendeord costs in o cost accounting "nd i1n an cngincering SENsc,
VWe can conegader comp~iisions with prior costs, and tentetive
stendards on ncw vork, which stondards wall be constontly
cheeked as we go ~long, All aig companics vhich usce stenderd
costs hove clossificotions of work "On Stonderds' wmd "Not lLet
On Stendard", "On Standord" me-~ns work on wtich they have
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sufficient experience that they know what they are doing, they
can hold a workman to the standard, "Not Yet On Stondard" wveans
changing design and methods of manufacturing, on rhich they have
not yet accumulated sufficient experieance, Some of taose
companies, of course, are operatirg on the ' deaux system and

the two things run togelher, "On Stancaras" w._e roles can be
inclvded i1n bids ona they can rcly on lhose stancerts to sec

thal the work is conc witbin the pid price, 0sL 07 lne companies
engaged in o.dinary pcace tire practicc vill have t1s cale ory.
But in rasidly changing cond-tions, <veh as ar, kind of eue oncy,
enormous amounts of work 1ral? rot - t be on standards, <nc the
only thing we can do s to usc our best jucement, to et on
standards as scon 25 pos<ible, to 1 atch accumulavec cxmrrience,
and do the best we can as .e go along,

It scoms desirablce here to refcr to tnab body of men
called industrial engincers, l'ost of them arc already cnpgaged
as employccs of large industr.al conccins, others are consulting
cngincers, who offcr te come inte a »lant Lo overhanl the manu-
facturing methods and pracvices, 1o cct up cost accounting systems,
ard to cut nresent costs, In discugsions like ours t'ey pley en
aapertant part, Some of lhen nave had cnough cxucricnee and
ability to be liablc to walk <bout a factory, anc looking at mcn
working say ‘'These wen arc doaing wreld, thosc nen arc ollow
standard," Therefcre upon occasions ricoe we arce oopendent vpon

nat ¥and of ability, 1t 1s scll Lo rererber thal v o know vhore
to find them 1f wo nccd them,

I have a fow notos with resweel to the ncw forms of
contracts which you genticren in vhe Navy Department have becn
dascussang for poss.ble lfutvre usce Joe arc all asvarc of the
weaknesscs of the cost—plus controet, v wic ther. 1s no inccntive
for the contractor to kecep costs dowm to any rcasonabic lewel,

In addation 1o that 1s the zmpotus thal comcs fror rising price
levels, if priccs rcally do brea’ loose so biot ianufaclurces
have congtently osceoucan: price levels, 1t 15 _apeseille to
bring contiact costs awm,., Bub 10 coenging price Jovers cen oe
controllcd by other govermnrntel agincics, trab +vill e 2leldf
take avay a large nait o. the basis wor the vse 7 Ui coutb-
plus forms, You hav , ol course, contrict~ hich oz lakcly

to be an improvcricnt on che old cogt-»lus controcts, ~n¢ hach
have an cffeet ol provading sore incentive to hecp cocts dovm,
such as the forms with ¢ slicing scenle fec, Eub nonc ~f these
devaces can gvade the problom o. fandins out vhot 1s o rcoconable
cost, Nonc of us cn ritc a conlreet Prich d es et roisc the
gucstion of hot w3 & reason~lc cost., The ¢ creisc or judgment
uwoon the facts of the cosc will al..vs be ncecssory,
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The subjeet of pricc 1s in a sensc beyond the
subject of cust. The two arc connccted becausc of the part
cost plays in price, twaal i1s why we arc so ruch inuvcrcested
in cost. I am going Lo wcke one or two rcuarks not strictly
called for in a discuseion of costs, I sug cst Lo you that a
policy of rcasomablc gen.iosity in prices wall give best
results, Romember thet -~fter nraces come profits, and after
profits come ijncome taxcs, the contract price i1s.not thc final
word, the governnent gets another turn at them, Thercfore, I
am 1nclincd to thank that as a motver of policy for getbing
the best results, thosc rcsults are wost likcly 1L in quecstions
of recason~ble doubt ore ensucred on bhe gencrous side, This
docs not mecan oxtravegance in any degrec. It means rcascnable
prices and rcasonable profits. [n the case of Navy contracts,
out of that profit the contractor must teke thosc charges he is
disallowed uncer the Vinson Act, and then he comes face to focc
wth the income tax collcctor. If contractors cnjoy the experience
of handling moncy profits for a fow minutes and bthen handing 1t
back to the govermacnt, why rot let them have their fun®? If a
contractor makecs an actual loss on his work because lhc rules do
not allow him to recover his costs, bhen of coursc, ain cffect
the gevernment is making & capital Jevy vpon him, We all
uncéerstand 2f and whon lhe day of burden comes we all must
contribute our part, but irc all understand there 1s staill some
velue 1n jJusticc, in havang ou. pceople foel that some eguality
has bcen echicved in the daistraibution of this burden,



