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Colonel /Izies and Gentle ~en of the Arr~ Industrial College 

I dernve coqsmd~r~ble p<rso,~el pleastro ±n corttmng 
down here. it ms al~sy¢ a co~p]~rcnt be be as] ~c ~ to co~ e to 
a place l]P~ ~l~ms: b~tt zt !s vcx$ ~t~c ~ ~£ a cor~ol]r~en~ be be 
as]<'Oo, a c o o  ;!~d t! le° 

Co!onol ~nJcs ~s u~cs r,e t~,~t #ou ~,z~ .ntc.~ st~c ~ 
mn cost accounting; t~,at ~ou a~e  olop~rcd t~ " ,~ o~ bln f±o~, bhe 
bogmnnzng ~±bh ~e~ that ! ohall not be o~t of ,)rd z zf I 
talk of some rathe~ e]c~entacr conccots; ss I ~]~ ,otng to ~o~ 
hopzng mn the o~ocoss to carz~j tee elo enta~y co~,ce0tz~us a 
3zttlo ~vay Into some o£ bbe more dm2izcu!t pn,s<~. ]y ]~ctuzo; 
t~orefo,o~ ms gomn 5 to be In the naturc 8f a gcnora] servy of 
the oosb f±old. Insofar as mt LS o]cn,nta~y~ I spo]o~zzc. It 
zs ~mth the, par0o~c of us]n S tha~ as the ~aszs for ~,;batovo, 
o~hez m,:,erl, s I z~ay be ab!o to add. 

~e a,ll hsve zt In ~mnd nst your znter, st ~r~]] be to 
oxsmunc the costs o£ o~h~rs~ to dctcr~mne not only bhemr 
accurac~ z n  ~hc er±bluuotmca] s~nsc bub the pzo~z ty and the 
rcssonab]cncss oi a~, costs ~J~mch ~o~ comb to ~,O~ as a baszs 
for govc rm~ont co~t~acts~ ~ a baszs for chargmng lhc govorm~cnt 
a przco. A gr~s~ }an,~ things cuter ~nb~ th~qu~tzon of 
r~ esonabieness and I ~un thmnkzng oz H~c e!emcnts w~zch i shall 
teen%men mn the~ sense. ~c rzll o~sz~nc bhem mn tna~ sense. 

At the bcgmnn!ng co~ s the qucstzon of ~¢hmch cost 
system ms ap~ropr±stc mn bbc czrcumsts~ccs. You hsvc all h~ srd 
the names of job costs~ process cosbs~ unit costs~ s~anda~d 
costs~ mass product±on costs~ cud all thos~ thzngs, qnst 
quostzon ms znvolvod bh~o~ Th~ qu~stmon zs~ ~n_t is the baszs 
upon~h~cn costs wmL3 b~ ost _r~d~ ~ocs mb ~Ic an5, Czf~ncc 
whmch baszs we s~ ~ct~ l~s~ ±~ do~s. If ~ s~azt o~ on 
m~thod mnapproprz~tc ~o t,o cmrc~so~u]ccs-,~ a ~ ~c~ ~ l~J, to 
g,t rc]z~b]~ o! 3ust z sul0s. 

A lob rest s~o1~m ~_~ ~o~rooz~st~ t~ ties, SLr~Cb~ons 
more thc z~c~e0a] lob D cot tract ±s th~ bas~ or ~znLt %zound 

whmch #o gathcz ti~o cosbs. T~rt naturc]ly ms bhe e cJ ¢h±ng 
wzth ~rbzch ~ou ~rzT_~ tc n~ca concerned, f gover,~ncnt conbroct 
usually ms an Ln@ Lvmdusl gob: to ~, hzch costs must bo c btsched. 
But zt doesn't n~ccs~oz~!y fol]~,~ t h ~ b  all ~ovcr1~mcnt ;ork ~zll 
be on the job cosb bos]s. In bhose cascs ~ bcre the gov, rmm, nt 
may approprzato roll the f~cslzbmcs of a graven pl ~nt so that 
thcrs ms an ont~ru utz]~,,u]on of mrs r~sourcos~ lhcn the 



mndzvmdual job would be of secondary consmdcratmon and you would 
have somethmng more analogo~s to a process cost~ a contznuous 
process~ ~herc 5he cost for s pcrmod of tome becomes the basms 
of your cons±deratmon, Then th~s qucstzon of cost allocotzon 
ta/~es on a somewhat dmffe~cnt form. In the case of job cosbs 
the questmon zs~ arc those ~tcms of cost properly allocable to 
job number one or job charges t~vo v If job numbrr one ms your 
job n~ber two ±s somebody elsc~s job~ you w±]l be mntcrcstcd 
mn what ms chsrged to your job as agamnst the other job. If 
you arc tskmng th~ cnt~ outpat of a g~ven piamt~ bhat 
dm%usmon of ~nto~ost ~ud ~ ~ao ncccss~ ior a!!ocaf~ons ao~s 
not ar±se o 

B~t there is ~nobhcr fern of rl~ocat~on ~omch does arLso 
and whmch becomes imnorton% even in the ~o~c ~f ~roc s~ co ~ os 
whore you are utmlmzmng tb cntmre f~cmlmtmes o~ ~ ~lunb. Thrt 
±s the pcr~od or tzmo al!ecstmon of ccrt~mn charges ]mPc long- 
tome charges for dcpr~c±o0~on~ ~ortmsa%mon of lacm!~ b±c~ 
amortmsat~on of patcnts~ devclop~nt~ research i, ork~ and e!l 
those ~xpenses ~h~ch are unccrtsJ~cn or a !ong-tm~m basms. The 
problem of allocst~on there ms not bct vecn on~ lob rnd ~mother 
job carried out smmultsneous!y, but reth~r between one yc ~r and 
another. In other words~ rt whrt rutcs of amorhmsatmon ar~ 
those c~onsos go±ng to be ~vrmtbcn off ovc~ the dmffcrcnt 
perzods of tome ~ I us~ thrt as an example to ±]~ustr, tc Lhe 
bho fact that the bests of allo~at±on of the d~ffe~ont totems 
of expense may be changed accordmng as you select job costs 
mn one case or process combs mn another case. 

The elements of cost arc mat( r±~Is~ lsbor o~nd burden~ 
~'As ever7 school boy kno~s. '~ l latcrmels - ~,hat prob!cl ~ do ~ c 
have ~a~th them ~ First ]~,t me say the b all cba~zcs arc usually 
dmvmded onto dmrcct ano mndmrccb costs, Usually the d~rcct 
costs are more smmplc th~n ibe mndzroct. The mndmrcct costs 
arc those ~boch ~e cannot e~ach to gmvon units of product 
or to gmvcn j ob~ . .  Datcrmrls and l~bor sr~ u~urlly !meted as 
the e±rect cosbs~ bhe rr~crmsls complmscd ~mthmn the prodvct 
to be produccd~ ayld the d~r~ct labor actual ~ put mn~o rot. 
It Is true thcb thos~ e±~ th~ ~or~ smmpl~ asJsc~s el our loves 
as cost accouuvan~s~ but ~y ~r~ not too s±~olc. ~or chsrb~s 
for mstermals the eonbr c~ol~ - thc±r coot rccoun~ts - c~n 
produce lot us ~nvomee~ ~ho ~ ~n ~ fh t they p ~m~ the st  ~t~d 
amount fo~ the mrt~rmr]s t~c¢. Then ~het ~'o~mons c~ erase ~ 
The smt~atmon ms stroll nero s~uo!c mf ~c have ~ f ~ ~l- rvcn 
p~_co !evel~ no vmoicnt changes mn prmcc. In lhe Is~t ~ ~r~ ss 
you arm all ~aro~ ~c dmd not ~mve an even prmc~ l ev~l~ bat e 
repmd upword pr~ co mov,~ment mn ~,hmcn every )ur~bssc ~ as ~t s 
hmghor cost than bhe !a~t one. Thsb brings up prob!~s el 
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how are vze gozng to chax~e ,~atormals to proce~s. Normally 
we car~ ~ ~aw m&tor3als mn scores a5 bnemr ¢o%t~ ~n¢ t~ere 
may be no 0±"pure aboub ~.~at bhe costs were. ~out ,±th 
rmsmng prince level~ v~ncn ou ~u~ those raw m~t~ ~s ±nbo ~no 
production stre~% hab r bes of c1~argc do o o~ use ~ In ord~n~ 
mndustry the post corpsmen o~sct~ce ~_s to t~q c the ~vor[ge f~ce~ 
to average the OD_C~O ~r~ce~ ~nd cUargo those avorg~e costs 
•nto p;oductmon ss you t~c the raw ~ at~rmals out of store~. 
But thzs practmco mq based ch~ cfl~ on the fmn~nclal ~oc~,mrom~nt 
of the balance shoot and the mncomo ~vstcm~nt of the compony. 
They a~e thmnkmng of The fmnancma3 eccountmng r< suqts ~or the 
purposes of management, for the purposes of stockno_~ ~rs~ 
for the purpos<~s of the ~ncomo tax~ end thot sort of 5h±ng. 

Perhaps I snou!d have sald earl~ ~r bho~ ~'o all ought 
to get c]ear~ before ~o sbs~t off on a cost ~cco~mtmng syst~m~ 
es to ~ hst our ob3cct{vcs ~rc; because a cbcngo of oo3cct±vcs 
may mnvolvc ~ ch~mgc ~f i cthoos~ stud mt J s pcrfcct]y propcz end 
legmtm~atc to select one method £or onc pun)osc and omothcr 
method for sa~othcr ourl~osc. The problems of prcpur±ng q be] ~mcc 
sheet snd an mncome st%tcmcnt io~_ mm~e <~cnt of r ports~ to 
stockho!dcrs to the mncomo tsm ~cpsrt~icnt~ r~ froblcms of 
flnanc]al accountmng thst do not ncc~ssc~mly control our prsct~cc 
as cost account%mrs. ~c ~rc intcrc~bcd else _~n cnni~cr rob]cm~ 
n~ucly~ the cost of s g±ven contract ~ ~olctlon ~o mts p~ race - 
thst ms ~ d±ffcrent o~ob!(m. It ~,qalr~s dmL ~r~nt bases of 
al]ocat on -~d wc hcrc ~_~ not n<ccssorml~ centre]ice by bhc 
fsct ths~ thc &cn~rc! ~u]<~ for f~n-nc~c! cc(ountmng purposes ms 
to svcrogc the costs of natczm Is. Fuo~hcrmorc; ~vcn for f]~ ~c~ 
accountmng pu~pos~ s ~hct svcr~gc c~st ms not th~ un , ~rs ] p~ctmco 
and ~he~c is orowlno u~ c~nc~ to c ions or c ~stmon ±5. lhc 
most nobablc ov~]c ±o 0~ "lcsL in ~±~rt o t' m~i io~ u~ <~ol~]ng 
nebormals into co~bs, bncol~tucl~- it h~s a l~rg< psrt el ~i~ 
insDlro$2on in l~COmO t~x cor~]~¢r~Lons. ~om ~ O0~qo lql~S iiio 
thomqclvos po~inL ~ h ~ ~pc~ ? + c~ curln~ ~ ] rio@ of rl~]n~ 
princes bocci, so tho~ ore psi ~nL h~s~- orofmts on the evor-[~o or 
tsu~l cost b-sm~ -nd then ~ hen przcos dcclmne they n ' c hovy 
losses ±or w~mch tho~ ~ [co little or no rclmcf fro~ ohc ~_ncnmc 
t~x dopaz~mcnt, it ~-s qumLc n~t~, q bh~t ~nau~trmrl l~ocrs 
should be concerned to f±nd some cscspe from th~ b ~f po~smblc. 
The Intem~al ~Icvcnuo ~cts n~vc ~sdc c grsdusl progrrssmon mn 
recognltmon of isst mn~ fmrst out~ prsctmce. For a long tm~o 
they ~o~Id not r~cognmzo mt ~t sll~ %hen they g~v~ s imr~mtcd 
recognmt~on mn c~rt~n casos~ to one or t~o ±ndusbrmes. In 
the act pas~ed t~ms y~r ms s gencrol clause ~h~t oli mnaastrmes 
ms}~ mf the cmrcumst~ncos Gtsto~ use the "]~st mn fmrst out" 
ethod. I~ there ms~consmc roble cmscus ~mon mn drcftmng the 
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rogulatlons of t h e  Intorns~ Revenue Dopartmsnt, whzch regulot~ons 
t' wzll say exac ly what "lash In fmrsb out" moons. ~,h~t ms the 

pomnt at zssue ~ It ms thss on ~ r~szng prlco 3eve! the "lest ±n 
fzrst out" bests mcens~ cs bho chs~plons of the ~,,othod s~y, that 
you are ehorgmng current costs cgr~nso c~rr~nt productuon. You 
r~e chargzng the cmotcnb 2.~ce laws ~acznst tnc c~,~o,~o J~oducb~o~ 
end you ar,~ nob t~d~zn~ ac.vent~ oz she isct ~nab ou ~kv~ on 
hsnd an ola 2nvcntory ~ou h+, ~ ~c r c,o ab lo~r o£2ct ~w, ls. 
Probably vhe ~r~ ctmce doos 2ust±cc to the co, ~ ,~ies conc~rncd~ 
probably'~ocng up ~ith tm rocPct ~n@ co±rang do~ n , itb the st~ck" 
does them cons~_dorablo Ln,t~omco° fl~r c-~mn~nf ! o~ ~n~ 
first out ~th some c~r'~ i~ost pcopl~ cbroc the[ th ~c _s - 
good dcsl to bc soid for mr; ond re± bblug !as, than ~u~t]cc 
r~cy bc done on the other bases. 'ut I call ~ttcnt!on to tqog 
fect zn corn,cat±on wroth snothor aspect of our problem not rd ted 
to tsmatmon. In ozdmnsry cost accountlng~ ,~cr~ government 
contracts w±ll bc going through factories ~s inc "~vldus] jobs 
szdo by smdc ~th privets contr~cts~ it ms o!oo ncccssa< ~ to 
dcclJc ~t whet ~rlccs matcr!~ I~ w~l! bc charged. 

Anobhcr occo~mtmng problem ~rhleh ollcrs ~ choice of 
r~thods us tnot @ascribed in s~xt books ,s 0h~ inv~ntor~ method 
vcr~u~ the cost cccountmng m~thod. }~h~t do T~ m ~ n by Upt ~ i 
wml! illustK~c. Sup~os~ m~ ,~c c buglnnmng ±~ 7cnbory el 
~IOO~OOO and then costs of the p~r±od ,5OO,0OO~ tot I c~stc 
~)bOO~OOO. The problem now ms to d_vmcc the tots! cost znto two 
carts - nanc!y~ thrt stm!~ mn stock s inventory t the end of 
the pcrlod end th%t wnzch zs the cosb of the goods z_n ~hcd 
and sold during the period. From my xm~,Ic on the blockbo~rd 
zt all scums ovor-sz~mlc~ hut mn practlcc the chomcc ~rc ~mkc 
brings an enormous dmfYcroncc t J the cosg accounf'rg precedings. 
The old-fashmonod nct~,od ms s~_mplu to t kc stock - b <~ ~ -n 
mnvcntory~ ~ ou rut ~ht say~ 'Inv~nt~ ms ~,150~OOO, ~n~z~f~rc 
~%450~OOO ms bhc cost of ~,~cs suld~ ~rr~vcd ~ b~ subtr c ~ l o n  
from the .,600~OOO. '~ lov C~i ~, ~ t~b ~r~ p~mo I u( t th~ 
inventory reduces th~ c~st of gooc s sold~ ~ ~ > ~n~ i 
subtroct from ~nvunt~ry -_near,so ~ co~t of t ~orlq ~" id. T ~ ~rc 
that ms som~tblng ~ ~ic~ ~,~t nccoss~'rl]~ ~ ~ )£ - t~r st % u ~ 
e!! as  e cost o c c n u n t l n  S prob!c~-. Lu~ thc ±n'~nt-r ,'. ~ ~ - . t b j r  ms 

r:n old-foshm~no~ m~b]*~ d~ o ' ~ , ~ h  s~IN vcr~ [r~ u t  in -' ny 
l n d v s t r ± ~ s .  

Thc oth~r ncth,d ms tnc~ by ~i~ ns of y~r c ~ s b  

accountlng Droccduro - ~ u  ctt cl~ these custs t mnd~vlcuo_] 3~b 
numbers or to ,~roducts~ nc b~ %~osc direct -]"oc~±onu i 
cost to mndmvuducl jobs pen crrzvc st t~Is c st o£ F~ a~ sold 
fm&uro by dmrect cnst~ng )rocoss o Th~ rc ~u ~ -v-~ ~ oTlcct 
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attack upon the cJ-t sccounting orocodur,. T ~n i£ you 
also tS e cn Inventory the im cntory s~ount ~nd th- c~st 
of goods sold will serve cs s check upon etch o~hcr s~nce 
the tv~o together must cCc up to the t)b~l co~t~ of ~600~0OO. 
If they do not~ thorc is s discrepsncy t~ be o~p~c~ncc~ ~, hich 
sgaln will be of interest to those tr3=±ng to lina true co~ts. 

I hove wandeiod a l]tt!c fzom my outline. ~c ~crc 
tslklng obout motcrlal costs. The problem is the sl]occt±on of 
to%cl cost ss bctween the costs of the ~ rlod end the inventory 
as ot the end of the year. That ms the kind of thing I hod in 
~und ~ moment a o ss comtmnous process cost -~llcro t~c problem 
of eli ocatlon else wcs bct~,~ccn ~nc period ond sncther p~r~od. 
Coming to your pxoblems ogomn~zf thc govcrr~qcnt is contrsctmng 
for yecrs one, ~wo~ snd three; and then ceases to be interested; 
pulis out of the m~rkct b~c~usc the ~R r is over Jr something 
el~o hsppcncd~ thcn you hove bhls problem of ~llo<~ glen of 
co~t as bct}~cen f over~nuen~ co~tr~(t ocriods end pr±vabc ~ndustry 
periods. If on the ethcr hcnd government ~nd prlvotc contracts 
gJ olong side by siucs mt bcc-mcs c oroblem of the prlcc st 
vrh!ch motc rials c r  b-~ be c~crged t contr~ct~ ~s ~cnt!,~ncd 
before. As you kno~ other ocople than cccount~nts are ]sbormng 
on this. Other dep~rtme~ts ~f government ere ~c~ug th~'t there 
will bc no r~pld rise of prices next tlfe~ t~ct pr~ ccs will be 
pegged. If M-cy ccu ~o t~ g, it ,ill scvo tI~o acc~utsnts a 

lot of tr)uplc, l'l~cr~ ~ ~i n~t n_~,~ to ~orr~ ~oou~ ~n~ncr 
we o r e  g o i n g  t D  ~ s ~  &n ~ v - ~ o c  ~ ) r i c ~  ~ r  ]~ s t  l n ~  i i ~ s t  Ju0~ 

for charging mctcri~is Into ¢ ~ts. 

There is ~pe ¢~_~'~ r orobl~, ~h r~teTmqs~ ~nc' 
thst is the econemy md e~'ic~ency ~f u~e ~f ms~ m-ls. II~rc 
~re c~me once ~ga±n t~ t~ b~rders ~f sterda2d co~t~. The b~Ic 
idea of stenderd costs ms bh~t ~e ere ~ot g~ing to be con~cnt 
merely t~ find (~t the cctucl c>at of the c-~trsct ~r pcriodo 
~c src going to rci~e questions of h~t the cost ~hcu!d be. 
~@hst is nermcl ~ whet ms st~c~ rd v ~h t is a g d p~rfor~pnce v 
~Je ~snt to fm~ wbethcr so-ccllca sctucl costs offered be us 
ere rcasoncble or not. In scttmng stc~dcrd c)sts for~ lob us 
soy~ small t~nits tun~cd ~ut !n !crge ntmb~ rs ~'~c t Pc eccount 
of past exp~rlence~ of p?osent mcmmf-cturlng practlccs~ of 
everything we kn~ about the production of thct unit. F ~ cxc~ple~ 
in c_ns_~dcrmng the stcnd~ rd smount of material supposed t go 
into on s~tmc!e~ we ~01ght sey Performance in the ,?cst sI~o~s 
that this ~rticle requi~-ed hc]f o pound of copper. In the i'ubure 
we think ~o sen get slong ,~th 7 ounces of cop Jcr~ bec use of 
bctt~r shap~s~ bottcr prccticc~ ~_rd so forth. Jo can g~t long 
~th sevcn-~ights of the fo~r ~m~otmt~ card so we dccid( t~ call 
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7 ounces the st ~ndard. After that; the proo!em of cost 
accountmng ms to see tbst the factory Imves up to that 
standard or betters mt mf possmble. The purpose of costzng 
then ms not so much to sscertamn the cost as ~o keep the 
practmce and perfom~ance up to a predeter-~mned cost. Yuch 
money can be ~rasted by suing ~-ore ~a~er~al~ than the stancards 
call for. There you have the double quest~ ~n of set~mng up a 
standard whLch zs re~sonabie; whmcl~ can ~casonably be atta±ned~ 
and afte~ ards b3 ~ea~u~ ~no the perfor~m~ce to sno~ ~ melter or 
now fa~ they azc /~v~ng up to that standsrd. 

The nroble~s of labor costs ~e J~act~eally ara] ~el 
to those of d~rect ate,Tals. I~bor ~oo ~ fluchuabJng costs 
for two reasons. Labor rote ~ are apt to 6o uo or @o~vn~ ~ they 
go up~ then the standar@ cost hmc, ~e have predeter~3~c@ as 
the basms for a prmce beeo~ms obsoTete, ib ms neces~azy to 
mncrease the st~darCs to agree wmtb the rcreasmn G age 
levels that correspond ~vh th~ rmsmng prmco of raw matermsls. 
Then smn~larl3 t~cre ~s the oroblem o C the use of lebor~ mrs 
effzcmency~ mrs output~ ho~ msry uou2s of labor co st±tute the 
operatmng stendard~ and then ho~ i sny ],ours are act~a!ly u~ed. 
These thzngs are r~ade ore dlf~ mc~ it ~uen ,Je have a oermod of 
rapmdiy changmng condmtmonsj v~hcrc now ~ o~k ms be~_ng undertaken 
by fsctormcs ~mzch have n~ver ~adc such art~ci~s before. Tl0en 
the problem of s~tt~ng standard for contract prmec ms a very 
dmffmcult thong, it ms neces~a~D ~ to accum~iat~ ezq0ermencc %s 
you go a3ong. E~-oer~cncc also may bc transfcmed fro~ other 
factormes by government mnspectors WhO have observed certsmn 
thmngs mn pls~uts they ~avo vms~tc~ and ~ho t~ to spp!y them 
to now plants, llay I sp~k of a qbn~e cmffmm~it m t~r~ nm~cly 
the attztudo of our labor tmmons sbout ,ego mnc~ntmve plo~s. 
It ms gcno~ally known tha~ the unmon ~ do no~ bk~ them. The 
labor unmons src opposed to l~r. Boacat~x end otn~rs l~ke hmm. 
They dosm~nstc th~ spo~d-up~ uni~mr to orgsn~z~d ]abor~ and so 
on. ~fnat should w~ r~gar@ ~s ~h~ truth tho~ ~ The in~ory of 
ell tbosc m~(cnt~ve plans ms t~at Js~ ~nt~ b sup~mor 
organmzst±~u~ b j  ~vln o on~ ~ , ~ a ~ r l ~ l s  ~ d3~ n a v l n ~  ~n~ tools 
rcady~ by su~cr~ ~ ~ou~mn o arc ia3-ou~ ~ ml± ~o , ~c~i~ ~u~. p~oauc0zon 
That a nan ruth th~ s,~ ~xpondmtu~u 0z ~f~rt c~n turn oub ~orc 
work. Now mf ,h~o conJ~_tmons a~ m~t +hen bh ~ ms uo ~rCs,~_p 
and no mnjustmce to ]<bor mn ~ n  8 tbat ranrcn<nt ~ ~otuld )art~r!pcc 
mn the zncr_ssed output. Putt,ng mt the other s ~ round: ~h ~< ms 
no obvmous need to pay l~bor for that extra output mf mt ms the 
product of the same ~mfort as before on the fort of lebor. 

Obvmously ~,hen output is stoJ)~d up from 50 p~occs an 
hour to 60 p±~cos an l~o~r th~ b![ orobl~m is~ who old ~0~ 
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the worker or management ~ That ms the real argument. If 
management car demons5rsve that by supcrmor skm] imn organm- 
zatmon that by thmnkzng of better tools~ bette~ process~es~ 
and so on, they accomplmshed mt~ then mn pure ~]ustmce (whmch v 
all understand does not exmst anywhere) the wage mncentmve 
plans are ~ust. If s hov~ever~ management ms smmply usmng such 
plans as an excuse s and zs really drmvmng the men harder under 
the gumse of an ~ncentmve wage plan s mt ms bound to f~!, for 
there zs an essentmal mn3ustmce. In the cost accountmng field 
you are bound to run constsnt!y mnto these wage mncentmve 
plans~ an9 to become mnvolved mn thms dmspute between labor and 
management as to ~ hat the justmce of them ms and whatever you 
decmde ms gomng to affect the cost~ ~o~-±ng the cost up or down~ 
and mn thms way these matters come mnto our fme!d. Burden 
questmons ~onstmtute vbo ~ost dmffmcult part of our task~ the 
a!locat~on of mnd~rect expenses. There are two steps s one more 
szmple t ~an the other. 

Fmrst ~e have depart enta3 overhead s that is to sayj general 
costs of the mm@7_vmaual s ~op or de~Jartm~nt mn w imcn the partmcular 
prod~cts are made -the fc~e1~an's ~r~aocs ~ ~h~ ~epr~cmatmon~ t~es~ 
mnsurance~ and ~nterest on bhe bum]dmng and equmpmcnt of tnat 
shop. There ms qot much questJ on but %het thooe costs ~T~us, be 
allocated to the oroduct9 nroduced mn that shop. That ms only 
one degree removed from c ~rect costmng ~nd thet ms not too 
dmffmcult. But the secede staoe mnvolves the general overhead 
of the company as e ~hole -the presmdentts salary~ the sec~etsr2~ Is 
salary s the treasurer's - sll of the ao~mnmstratJve offzces - 
all those throngs devoted to the gene~a! purposes of the company. 
HerG zs more dmffmcult terrTtory~ an area where there are 
prsctmcally ~o ~ulcs. ~v~e arc forced to the usG of the best 
Dudgmont we can aoply to 5he sztuatmon, ~vh~ ch ms el~ays very 
dmstrossmng to people ~J~he do not Imke to use thcmr judgment. 
The expense allocatmons become more and mor ~ arbmtrary~ and the 
more arbm5rary they become the less it ms possmble to prove 
them rmght. All one cdn do ms to study the smtuatlon and proceed 
by the rule of rea~on~ one of the most dmffmcu!t thmngs mn the 
world to imnd, I have her~ some e~cerpts fron the ~gulstmons 
under the Vmnson <ct for Na~j contracts. No doubt some of you 
gent!emcn are much ~ore fs~Imar than i am w~5h these regulatmons s 
but I ~ould Imke to ml!ustrate what Imn sa~mng by rcacmng a 
portmon here. Beyond the departmental overhead s whmch no doubt 
must be charge~ to the product~ end beyond the general company 
overhead ~hmcb must be cbsrged to the product but wroth consmdorably 
more unce~tamnt~ there co1,~es a stroll more d~£fmcu3t class of 
expenses whmch a company ~ncurs mn the process of domng busmness 
as a company. 
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To m!lustrate that let ~e rea<] th~ s t]~ng hero. 

Article 8, (g) (4) Ocneral Hcad±~g - "Other Expenses". 
"~<mong the ±terns vh[ch shall not be znc]uded as s psrt of ~e 
cost of perfo~mng a contrsct or subcont~sct or considered ~n 
detormmnlng such cost~ arc the follo~vmng. (I %¢~ect s ~w mtems~ 
whmch you wm!l vmsur]mze as ra~ smn~ dm~fmcult problems). 

"EnSertamnzent o~enses (Ab~ays suspmcmous~ but 
sometimes reasonable &n@ neces~sry.) 

"lhcs an@ }±~mbcrsomps other thsn those of rogu!sr 
trode assocmatmons. 

~DonaLmons u~c~pt ss oth{r ~±sc provl~ea above. 

"Losso~ o~ oth-~ contrscts. 

assets, 
"Profmts or io oo-, ~o,~ S~LCS or ~xc,mn,es of ca~a~al 

(The Conpeny cs~no~ avomd quch ±c,(~as~ can ate) 

"E}~tr%o~dlnary expenses 4uc to strmkcs or lockouts. 
(Who pays for ~hose ~) 

"Fines and pena] braes. 

'~%mortmzat~ on of ~u~rc~Imze4 sp~rccmatmon of values of 
assets. (That ms all right.) 

"Exocnscs~ m~±ntcnoncc snd deprccmstmon of excess 
f~cml!tmOSo" Co~Jlon!y ca]qcd 'idle plant I - here yo~ have the 
problem of dec3 dlng ~,n~s 5 parL oi the p]ont ms devoted to 
productlon and ~hzt 9srt ms mdle. &s you kno~ bhls ms no 
cons~o~t factor. The act]vmty p~rc~nLs[cs pub] msh6v/ for the 
st,e! mndustr~ crc not absolute. The stcc! mn4us0ry ms som~tmmos 
s-rod to be wo~kmng IO5~o of c~p~cmby° lusthcma~mcal]y spcokmng 
that ms mrposslb]o~ but ±t means that 100% ccpocmty ms thor 
mrmlm~m~ copacmty v~hmch they use mn normsl ~m~cs. But mn 
abner±s! bmncs old blest ~rn~ccs nay be added to ~ho !00~ 
coo cmty whmch hss com~ to th~ spoken of as the to~al capacmty 
of bhc p!ont~ b~t un~cr nom~l ¢on(~±0±cns. Unccr abnon~sl 
condmtlons~ the lO0/o ~ ~ bu mn qu~b~on. 

T~cn co~ ~mot%c~ quc~b±on~ uDon r~Ic5 c,q~cmty 
basms arc ~c gown L to ,7!or ~o the btr~len ch~r[es ~ Thms c~]Js 
for the actu~! no~l el evc1~<~c~ not Cor the m~Ymmvj~_ nor~ i 3ust 
referred to. If ~,~n~ of a pleat ~17_ rcooul~rly be utm!~zed~ ,re 
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may set thor as s standard bess for dlsbrlbutmon or ~llocstmon 
of our burden charges~ that no~ns thab t 80% of ccpoclty you 
are sbsorbmng i00~ of ~eur burden. According to bbat theo~ my 
~rk~ any coutrcct~ going through is required to assuage ~n equ~! 
share of the normsl amount o~ Id!encss~ hcrc ost! mted ~t 20~. 
A imtersl mnterpret~tmen of the Vinson regulatzons woula ne~ that 
no amount of mdlcncss is co±no to bc cha~gcd to ~ contract. 

"InofD-~sos Ln r~TCZV~ 8CCO~imts ~or cortl o~nc:cs~ r~p, ii~ 
compensation in~i ~nce (e~-ccnt a~ above nrov~c~ec ~ ~itn ~csp~ct to 
solf-lnsursnce) ~nd guerca~zre v, ork. 

"Federal end Stoic mncome and excess-profmts t~o cs cud 
sur-taxes. (income temcs or< ~ct a par~ of tgo cosbs~ they ore 
part of the dmst,mbutmon of profits sfter you hove co~putcC 
them.) 

~'Ca~h dmocounts on purchases. (The Govcrr~acnt says 
you c~n keep t~ to I~o. 0ver~ ~t amom~t the Gove~mnent says~ 
"Except thot &ll dzscom~ts on subcontracts subject to vhe Act 
will be considered." 

"Intercsb mnc~rred or camped. 

"Bone l dlsco~at or fmnance c1~rgos. (Again bhey say- 
thst ms not )art of the cost of opor~t~on, that depends on the 
manner mn vJhmch you fmns~cc ~our busmnoss.) 

"Premiums for 13 fe Insuroncc on the !ires of officers. 

"Legal ~nd occountmng fccs mn conncctmon wzth ~oorgcnmzs- 
tmons; security mssues~ capmtoi stock mssucs; ~n@ vhc pros~cub±on 
of c]emms agslnst the Unmted Sb~ bes (inclucllng incone t~x matters). 

"Tr~s snd cx~nsos on ms~ucs ~nd tronsf~rs el cm mu~l 
StOCk. 

"Losses on nm~strcnts. 

"Bad debts. 

T'Eo~ensos of collection %nd cxchange. ~' 

All these Items ar~ excluded. ~at docs zt m~sm es 
a practmcai matbcr ~ Unccr the Vinson ~ct thcory~ the company 
is allowed up to 10% proflts~ thc government takes all the r~st, 
If then a co~ ~ \~c ~ ~ qn~ cf ihe ~nar~es imst~,d - ,ov~ t~ ~ ~ 



nust be t~ken out of bhe IO~o profmt. That may ~ot be unoust - mt 
ms assumed bhet the i0/o ms st a level m~b enough be be sbte be 
absorb ~hose m~ems. Y~t ~ou can ~mn~mnc cas~s ~r~rc those ~ems 
m±ght run hmgh enough so absorb all the f)rof~ts. I usa B~st as 
sn m~lustrrt~on of the dofznmt~on of co~ts~ snd especmally of 
~4~rt belongs mn 'o -er'~ead' ° 

Ict us return to somcthm~g a!r~cdy mentmoned mn 
connect±on wroth stsndard costs. ~o ore ~I] of us confro~bed ~mth 
this double auc~tmon ~hot are costs ~ ~hat crc rc~soncblc 
costs - ~hot s,~oold the costs b(~ ~ That ~vmll al~ o~s be a quest±on 
zn ~ our kmnd of wrork. The obgcct of government aud~tors~ gow rnmen~ 
mnspcctors - ms not moro!y vhe scccpbrnce of such costs sheets as 
the company groves thcm~ but also to mnqumrc mnto them and frond 
out ~hcthcr %hcy ~re rcasonoblc or not. ~c are all a~vsrc of the 
}o~smbmlmtmcs of frcud~ but the~ arc vo~ fe~ comprred ruth the 
n~mbor of csscs whr~e P~f~crc~cos of op~nmon constitute the rc~l 
problem. }~c mus~ not overlook vhe fact 5hot wc m~_g~ run rants 
a case of fr~ud~ but the 3udgment end opmnmon quesbmons wmil 
occupy 95% o£ your d~ys. 

~fhat sre the ef[ectzve chad-s upon costs ~ Here~ of 
coursc~ wc bare mn mmnd not only costs but rcsultmng prmces. 
There ms some rcl%monsbmp bct~recn cosbs c~d sol!rang prmce° 
Whst tbcn arc the checks ~ 

Fmrst~ competm~mve bmd~ing~ mf ~e csa~ Let mt~ ms 
one of the most potent cbccks~ bu + compct±tmve bmd~mng 
presupposes t~t tl~rc arc enough compcnLcs cble to ±eke t~l~ 
crtmc!c wc wcnt~ ~ao to put ±n a bm4. Thms presupposes 
cxocrmcnce mn mckmng tha~ ~ rt~ cle but f~°~quc~t!y ~ ou ~m3i 
w~ut o nc~ ~rtmclc. ]ou ~vml3 go ~o ~)co~le m~kmnc sc~rmng 
mcch~ncs r~d s~y~ "He ~ ; " ~ a c l  ~ or d-±n C csrtrlcges ~" ~hmcb ~,hcy 
~ver n~do b~foro; [~s ~uts l!nmtrt~on~ on the po~mbml±Lu s 
of eel%oct±trove bmddnng. Eut do not uue~erostm~oto the r~l~sncc 
that tory be pl~ced on co~zpet±tmvo bmcc~mng 4~en ~t gencr~Lly 
OX1S~S, 

In the obsence of mt ~c -~c forco~ to some use of 
st-mdard costs~ costs brsed on st-rod rd practmccs~ therefore 
strmdcrd costs mno cost accoun%mng ~nd mn an ongmnecrmng sense. 
We corn consider comp~1~smons vr±th pr±or costs~ and ton~ctmve 
stc~dar~s on nc~ ,~ork~ ~vhmch stendards ~l] be constantly 
¢~cckcd as wc go ~long. All brag comps±±as ~<hmch use stsmdrrd 
co~ts hove c!sssmfJ cotmons of ~ork "On Stsndords' ~nd "Not let 
On Sbondard". "On Stondord" me~ms work on w~ch they have 
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suffmclent experience that they know what they are doing, they 
can hold a worl~an to the standard. "Not Yet On St~dard" ]~eans 
changmng design and methoc~s of manufacturmng, on rhlch they have 
not ~et accumulated suffmc¢ent expermence. Some of those 
companies~ of course~ are opezat±rg on the ~ deaux %stem and 
the two things run together. "On Stan~aras" w~e rstes can be 
inc!vded in bids on~ they can rely on t~iose standszUs to see 
that the work is o one within bhe omd price. ~,~os~ o "~ the comJanles 
engaged in o~dina~ peace T~z~ue practice ~ ill ha~u t ,is cateoory. 
But mn rao~d!% changing cond-tlons~ ~ch a~ ar kind el e~,cr~cncy~ 

TD ~u ~ enormous m oun~s of Irork ~m]q oot ~ t br on ~tarm~ards~ n~ the 
only thing ~¢e can do s ¢o use ot~r bc~t 3ucfnent~ to et on 
standards as soon ts pos~ib,~e~ to ~ arch acc~u!aLec o~o~rmence~ 
and do the best v~e can as e go along. 

It stems desmrab!e here to refer to tna~ body of men 
called mndvstrmal engmnoers. ~ost of them arc already ~nGazed 
as employees of large mndustr~al concc~s~ others are consultln~ 
ongmneers~ who offer tc come ~nto a o q ant to overhaul the m~u- 
facturmng mothod~ and prac~_ces~ to act up cost accotmt.~ng s~stcms~ 
aPd to cut present costs, in discursmons like ours t~cy plsy sn 
~p~rtant part. Some of then nave hsd ~nough exocricnco and 
abmlmty to be llablo to walk ~bout a factory~ an( lookmng at men 
workmng say "These men arc doing ~re~ those ~on are ou!ow 
standard." Therofcro u0on occasions ,~cre ~ro arc o~pend~nt upon 
thst kmnd of abml'~ty~ it ms ,roll to rcrcrbc~ that ~ c kno~r ~ here 
to fmnd them mf we need them. 

i have a £cw notes 1~rith rcsoect to th~ ne~, ferns o£ 
c o n t r a c t s  w h i c h  2ou gen t l e ,~en  mn vhc Na~o- Depa r tmcn t  have  bccn  
d l s c u s s m n g  £o r  poss~b3e  2 u t t ~ u  u s e .  ,~  a r c  a l l  a~,are o f  the  
weaPnes sos  0£ t h e  c o s t - p l u s  c o n t r ~ c t ~  ~ ~c~c t h c r ~  ms no inccnvmve 
f o r  t h e  c o n t r a c t o r  t o  keep  c o s t s  do~m t o  any  r c a s o n a b T e  l o v e l o  
I n  a d d i t i o n  t o  t h a t  i s  t h e  3mfo tus  v h a t  cG~cs fzo~. r l s ' ~ng  p r i c e  
icveJs~ m£ prices rca!l~ do broa ~ loose so b~st ~anuiactur~rr 
have constcz%tl~ osc~noln t price i~v~!s~ it ~s _@ossIblo to 
brmng contzact costs ao~m. But ~ f c~rng~ng price J~v~±s c~n oc 
controlled by o~hcr gov~m~ ntsl dg{ncles~ t~at ~iil m~ itself 
take a}ray a larg~ halt o~ vhc basis ~or ~e tse ~i Ui~ co~t- 
plus forms. You bay ~ of cour~e~ con~r,ct ~ ~Ic ~ o~ likely 
to be an ~mprovcment on oh~ old cost-olus ~on+rsets~ "n~ hlch 
have an effect of pro\~dmog sore mncentive to k~ep costs dGm~ 
such as the forms ~t~ s s!m~ng sc-&o fec. Eut none ~f bhesc 
devmces can ¢~ade the problem o~ fmndmn G out ~d~st ms o rc~onablc 
cost, None of us c~n rite a controct ~mch des u~t rarest the 
question of 'hot ~s a ruasonoo]e cost. The o ere!so o~ ~udg~unt 
unon the fscts of the csse wi]~ sl~ys be neccsssry. 
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The subject of prmco ms mn a sense beyond the 
subject of cost. The tv~o a~c connected because of the part 
cost plays mn prmce~ ~nat ±s ~rh~ ~ve ar~ so much mnocrcsted 
mn cost. I am gomng to i, sko one or t~o ~e~la~ks not strmctly 
called for mn a dlscvs~mon of costs. I sug osb to you ~1~at a 
polmcy of rosso~abTe gel~lo~t~ mn prmces ~vm]7 grove best 
results. Remember t1~at ~ftor or~cos come profmts~ and after 
profmts come ~ncome taxcs~ the contract prmce ms.not the fmnal 
word~ the government gets another turn at them. Thorefore~ ! 
am mnclmncd to thmrfl~ that as a mat~c~ of polmcy for get bmng 
the best results; those results are most !mkcly mf mn qucstmons 
of reasonable doubt ore sns~rorod on hhe generous smde. Thms 
does not mean extravsganco ml~ an~ degree. It means reasonable 
prmces and rcasonab3e profmts, in the case of Navy contracts~ 
out of bhat profmt the contractor must take those charges he ms 
dmsallo~ed under the Vmnson Act, end then he comes face to foco 
~Sh the ±ncome tax collector. If contrsctors en3oy the experience 
of handlmng money profmts for a fo~ mmnutes and bhen handmng mt 
back to the govermaent~ why rot let bhem have themr fun~ If a 
contractor makes an uctua7 loss on hms ~ork because the rules do 
not allo~r hmm be recover hms costs~ bhcn of course~ mn effect 
the goven~ment ms makmng a capmtal 3 evy upon hmm. ~¢e all 
un~erst~d mf and when the day of burden comes we all must 
contrmbute our part~ but ~o all understand there ms stml! some 
v~lue mn justmco~ mn hr~vmng our people fool thaz some ~qualmty 
has boon schmcved mn the dmstrmbut~on of t~ms burden. 


