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This research examines the assertions made by Johnson 

and Kaplan (1987) that cost accounting lost relevance after 

1925 due to the dominance of financial accounting, to an 

academic preoccupation with financial accounting, to the 

disappearance of engineers and to a managerial emphasis on 

financial measures of net income and earnings per share. 

Additionally, the research looks at environmental effects on 

cost accounting, both economic and governmental. 

The methodology chosen for this investigation is histo-

rical analysis. The data employed are the cost, financial 

and engineering literature of the period. The dissertation 

is organized into eight chapters including an introduction, 

an historical overview and a conclusion. The remaining five 

chapters explore major cost accounting topics. 

Many of Johnson and Kaplan's (1987) assertions hold in 

large part. Financial accounting dominated and academia 

supported that dominance. This inhibited the spread of cost 

knowledge. However, there were always individuals who never 

lost sight of the various roles of cost accounting and the 

necessity for a cost system to produce different costs for 



different purposes for managerial decision-making. Funda-

mental to a good cost system was a notion unique to cost ac-

counting, that of firm departmentalization and a commitment 

to continuous cost research. Within the literature of the 

1925 - 1950 period can be found the genesis of modern day 

Activity-Based Costing, the Just-In-Time inventory system 

and Total Quality Management. 

Although engineers tended to drift away, the evidence 

shows that few were ever in cost accounting. There is no 

evidence that managers were preoccupied with financial 

measurements. The influences most destructive to cost 

accounting were environmental, including mass production, 

seller's markets and the governmental regulations of World 

War II. 

Future research must include an examination of the re-

cords of individual firms and explorations of specific 

industries. Firms with highly developed cost systems may be 

localized in industries dominated by individuals or by trade 

associations dedicated to cost analysis. Evidence for the 

breakdown of cost systems should be found during the war 

years. 
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CHAPTER I 

INTRODUCTION TO THE STUDY 

In 1987, Thomas Johnson and Robert Kaplan published 

Relevance Lost, an influential and controversial book. 

Dozens of articles from both- academia and the business world 

have been published in response to the recommendations found 

in that book (Ezzamel, Hoskin and Macve 1990; Hopper and 

Armstrong 1991; Noreen 1987; Holzer and Norreklit 1991; Loft 

1991). The thirty citations alone in the Social Sciences 

Index do not include such accounting journals as Management 

Accounting. Accounting Horizons and The Journal of Manage-

ment Accounting Research.1 

The book generated a good deal of attention. It is 

speaking to those people who see the erosion of American 

technological and manufacturing world leadership. Timely, 

well-written and well-argued, it diagnoses and prescribes 

remedies for the problem. It also provides a scapegoat for 

managers who might otherwise have borne the blame for com-

petitive failures. 

Johnson and Kaplan assert that most of the major devel-

opments in cost accounting2 that we know today were in 

place before 1925 and that those techniques had developed in 

response to distinctive managerial needs. Uniquely appro-

priate to each firm and able to trace product costs with a 

1 



2 

high degree of accuracy, they enhanced management's ability 

to make the best possible product and investment choices. 

They suggest that cost accounting was not merely a manageri-

al tool but actually helped firms grow because it produced 

the timely and relevant information needed for control and 

optimal decision-making. After 1925, this felicitous mesh-

ing of accounting and management began to fray. Cost ac-

counting progressively failed -to respond to ever-changing 

managerial needs, imperceptibly but inevitably undermining 

the decision-making process. The techniques developed early 

in the century are no longer appropriate (Johnson and Kaplan 

1987). 

Johnson and Kaplan (1987) attribute the crippling of 

cost accounting primarily to an increased attention to 

financial accounting. They allege that external reporting 

after 1925 began to take precedence over internal reporting 

rendering managerial accounting virtually useless. They 

claim that the erosion of control over internal information 

has undermined the competitive position of American firms, 

has masked the relative profitability of products and led 

managers into unwise product and investment choices.3 It 

is comforting to believe that America's competitive decline 

has been caused by the poor information offered by account-

ing rather than by the poor decisions made by management. 

The explanations Johnson and Kaplan (1987) offer for 

the growing irrelevance of cost accounting are controversial 
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to many researchers. One argument is that academic account-

ing has privileged financial accounting over management 

accounting, emphasizing the needs of the auditor over those 

of the manager. As evidence for their assertions, they 

point to the lack of developments in cost accounting since 

1925 while acknowledging that little research has been 

done.4 That admission inspired this dissertation. 

Purpose 

This dissertation explores the history of cost account-

ing from 1925 to 1950 by examining via the cost accounting 

literature, the purpose of cost accounting, changes in its 

techniques and uses, its place in academia and the influenc-

es upon it. Johnson and Kaplan (1987) augment the tradi-

tional view of accounting as mechanical and technical with 

accounting's facilitative nature. The vision of accounting 

will be expanded even further by employing an institutional-

ist economic perspective rather than a traditional one. A 

new frame of interpretation can offer new ways of approach-

ing old problems (LaCapra 1985). 

The Interpretive Framework 

Institutionalism is not a mainstream school of economic 

thought. It needs to be distinguished from the more famil-

iar, neoclassical economic framework. After a review of the 

neoclassical, or traditional, approach, this section ends 
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with a description of institutionalism. Since the premises 

of both systems are very complex, only those relevant as-

pects are utilized in this dissertation. 

The Traditional Approach to Business History 

A traditional interpretation of business history takes 

as given the assumptions of neoclassical economic thought 

and its more recently articulated refinements of agency 

theory and transaction cost economics.5 Ontologically the 

orientation is realistic. Reality preexists the individual 

who must adapt to the social structures in which he or she 

exists. Epistemologically positivist, the traditionalist 

seeks to explain and predict what happens in the world by 

searching for regularities and causal relationships. This 

search for knowledge copies the approach of the hard 

sciences, particularly physics, in which observation, con-

trolled experimentation and an attitude of radical doubt 

leads to knowledge (Burrell and Morgan 1979) .s 

Traditionalists assume a beneficial effect of the 

market mechanism on society. The market, driven by consumer 

demand, fueled by the self-interest of multiple individuals 

and firms, and oiled by competition, allocates scarce re-

sources to ensure the most efficient production of goods and 

services. The factors of production receive a fair share of 

income based proportionally on their contributions to the 

production process. Thus, the forces that move the market 
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continually towards equilibrium, efficiently distributing 

labor, capital and raw materials, also distribute equitably 

the fruits of production to labor and capital (Williamson 

1981) .7 

Chandler (1977), Williamson (1981) and Johnson and 

Kaplan (1987) have a tautological explanation for a firm's 

survival and cost accounting's role in that survival. As 

traditionalists, they believe that the efficiency demands of 

the market act like the law of survival of the fittest, 

forcing firms either to find the best.way to produce goods 

and services or go out of business. Consequently, surviving 

firms must have been more efficient than those that failed. 

Since cost accounting techniques are instrumental in the 

search for and maintenance of productive efficiency, the 

techniques used by the surviving firms must have been opti-

mal for them. As the environment changes, the linkages 

between the firm and the elements that are necessary for 

efficient operations must shift and evolve. 

In the neo-classical paradigm, evolution implies move-

ment to a better end, the consequence of Adam Smith's invis-

ible hand. The interest of the entire society is ensured by 

the summation of all individuals maximizing their own self-

interest.8 The dominant force is that of equilibrium - the 

economy gravitates towards a balance point attracted by 

innumerable people striving to improve their economic exis-

tence.9 As environmental changes such as demand, supply, 
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and technology amass and apply pressure on the economy, the 

market strains to find a new equilibrium. To the extent 

that the system adjusts to these changes by reallocating all 

resources efficiently it is said to be evolving. It is 

assumed that any interference with this process will cause 

inefficiencies and inhibit the market's beneficial effects. 

If financial accounting has interfered with the evolution of 

cost accounting, an efficiency-seeking mechanism, then the 

firm will be harmed. 

The Institutional Approach to History 

Institutionalism is a school of economic thought quite 

different from that of neoclassicism. Thorstein Veblen 

articulated institutional concepts in his popular book The 

Theory of the Leisure Class, first published in 1899. Later 

institutional economists included John Commons and Wesley 

Mitchell. More recent advocates have included Gunnar Myr-

dal, Clarence Ayres and John Galbraith (Canterbery 1980). 

Within the Burrell and Morgan (1979) framework, institu-

tionalism belongs in the radical humanist tradition. Onto-

logically nominalist, the institutionalist views reality 

not as a preexistent absolute but as a continually emerging 

phenomenon, created by the works of human beings acting 

within various institutions. Institutionalists do not focus 

on individuals but on the institutions to which they adhere. 

Institutions are defined broadly. They range from the 
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groups to which the individual belongs to the patterns of 

thought to which he subscribes. Both IBM and racism would 

be considered institutions. Since individuals tend to adopt 

the beliefs of the groups to which they hold allegiance, 

society will change only if institutions change. Individu-

als influence their institutions to change only to the 

extent that they are able to reject socially-imposed assump-

tions. Consequently, change- occurs slowly and is always 

accompanied by great resistance. 

Epistemologically antipositivist, the institutionalist 

argues that knowledge is acquired by entering the subject's 

frame of reference. Information is gathered by immersion 

into the subject's world without privileging one method of 

gathering data over another (Burrell and Morgan 1979). 

Confining research techniques to searches for regularities 

and cause-and-effect relationships is at best narrow and at 

worst misleading. 

In contrast to neoclassicists, institutionalists do not 

believe that the economy is moving toward a benevolent 

equilibrium. It is drifting randomly, always in conflict 

and reacting blindly to all environmental shocks. They see 

no reason to expect that the evolution of the economy will 

bring either prosperity or despair because there is no 

invisible hand - no deterministic agent. Society must 

determine the democratically chosen ends for the economy 

(Dugger 1989) . This involvement indicates a pragmatic 
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influence. Pragmatism demands the exercise of free will and 

rejects determinism in any form whether divine or market-

based (Merino 1991). It takes an affirmative stance towards 

behavior insisting that choices be made, actions taken, and 

their consequences examined. Pragmatism rejects all excuses 

that are used to justify inaction in the face of injustice. 

It would not accept the assertion that the "market was 

responsible" for layoffs or plant closings because society 

can and should exercise control over economic mechanisms 

(Dugger 1989). 

Why is it difficult to effect broad changes in society? 

Institutionalism offers a partial answer within the concept 

of cumulative causation (Dugger 1989) . Cumulative causation 

suggests that ideas.have momentum. Social beliefs and 

customs are powerful ideas that are difficult to change even 

when injustice is obvious. The longer certain practices or 

ideas exist, the more difficult they are to excise or 

change. Most people have a deterministic attitude toward 

the status quo and trust that whatever is must be for the 

best. Institutionalists desiring change face a formidable 

challenge. 

Unlike neoclassical economics, institutionalism does 

not assume that individuals act rationally. People are 

easily influenced, tending to accept the social and cultural 

beliefs of their contemporaries and peers. To protect 

inherited social and cultural beliefs, society has developed 
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mechanisms which institutionalists have dubbed enabling 

myths. These myths enable society, or the institutions 

within it to escape censure, to remain in power and to pass 

blame. 

One enabling myth blames fate for misfortune. The 

protestation that the market forced a firm to make layoffs 

is an enabling myth because it claims both that the market 

is an independent instrument of fate and that the layoffs 

must occur for the future benefit of society because the 

market is acting as a mechanism for the efficient allocation 

of resources. Corporations insist they are helpless in the 

face of market forces. Another myth blames the victim.10 

This myth is at work when business problems are blamed on 

workers who are accused of not being productive or on the 

consumer who is not buying American goods. In addition to 

enabling myths is the phenomenon of emulation. Emulation 

prevents change because those for whom change would be most 

beneficial admire those who would be hurt by change. Wealth 

and its symbols are admired (Dugger 1989, Newman 1954). 

Enabling myths and emulation work together to protect and 

sustain social and cultural beliefs. 

One of the metaphors of institutionalism is the dis-

tinction between ceremonial/pecuniary and technolog-

ical/industrial behavior. Ceremonial or pecuniary behavior 

is exhibited by those who seek wealth for its own sake and 

take pleasure in displaying it. Technological or industrial 
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behavior is exemplified by those who wish to produce the 

best possible goods or services. Pecuniary behavior is 

characterized by managing production for the purpose of 

manipulating prices and profits. Decreasing production to 

drive up prices or refusing to allow generic reproduction of 

desperately needed drugs would be typical of pecuniary 

behavior (Dugger 1989). Coffee's (1984) empire-building 

hypothesis explaining many mergers and acquisitions is 

readily accepted by institutionalists. They view many 

corporate combinations as the consequences of pecuniary 

behavior. Veblen stated that the ultimate accomplishment of 

pecuniary behavior is to get something for nothing so cre-

ating wealth for a few by financial means would be preferred 

to the more difficult task of creating wealth by productive 

means (Veblen 1899). 

Power and status characterize ceremonialism. Power is 

defined as the ability to act with the cooperation of oth-

ers. Status is the claim of prestige granted by others. 

When combined and given authority, they are formidable 

because they become supported by myths and emulation. For 

example, states create the rules that establish and allow 

capital markets to function. The state legitimates who can 

buy and sell, and what can be bought and sold. But somehow, 

capital markets have become surrounded by myths. These 

myths assert that the market is an independent force, sub-

ject to an 'invisible hand.' Power and status can then hide 
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behind it, privately capable of control but publicly lacking 

influence (Dugger 1989). 

An institutional lens offers insights into areas previ-

ously ignored. Johnson and Kaplan (1987) submit their rea-

sons why cost accounting did not progress, but there are 

other possibilities. An institutional analysis of the cost 

accounting literature might show that performance measure-

ments had become ceremonial in nature, that is, no longer 

relevant for productive purposes because of a detachment 

from production - not necessarily because of the interfer-

ence of financial accounting. Cost accounting often fol-

lowed social themes rather than market movements. Account-

ing for waste and distribution costs became important when 

those concerns came to the attention of the public. When 

dramatic economic change occurred during the depression, 

cost accounting responded by developing the flexible budget. 

Institutionalism provides explanations for firm behavior 

that seem to be in contradiction to economic conditions. 

Social trends have as much of an impact on people and corpo-

rations as does the market and institutionalism offers a 

more elegant explanation of events than does neoclassical 

economics. 

Origins of Cost Accounting and Periodization of Study 

This section investigates the work done by historians 

in the area of cost accounting origins. Their insights 
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motivated my research. A discussion of the study's period 

and the temporal divisions within it follow. 

The Origins of Cost Accounting 

The origins of cost accounting have generated a great 

deal of interest. Among those intrigued by origins are 

traditional historians Johnson and Kaplan (1987), Garner 

(1954), Vangermeersch (1986,. -1-988) , Sowell (1973) and Ep-

stein (1974). Critical theorists, including Loft (1988), 

Miller and O'Leary (1987), Hoskins and Macve (1986), and 

Hopper and Armstrong (1991), have also examined origins. 

Fleischman and Parker (1991) investigated costing techniques 

within the archives of individual firms and in so doing have 

extended our knowledge of when many of those techniques were 

first used.11 These writers each bring a particular per-

spective to bear on the question of origins. Their inter-

ests vary from the development of accounting techniques to 

the professionalization of accounting and accountants. Some 

study the engineers in accounting or the influence of the 

scientific management movement on cost accounting. 

Curiously, interest in origins is dominant. Neither US 

nor UK researchers have ventured much beyond 1925. Those 

who have done so tend to confine themselves to technical 

matters such as Sowell's study of standard costs.12 Con-

sidering the importance that they all attribute to cost ac-
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counting, it is surprising that no one has examined later 

changes in the discipline. 

Periodization 

The periodization of an historical study is problemat-

ic. Carr (1961, 76) writes, "the division of history into 

periods is not a fact, but a necessary hypothesis or tool of 

thought, valid in so far as it- is illuminating, and depen-

dent for its validity on interpretation." Historians must 

choose periods. Consequently, library shelves are filled 

with such convenient titles as "the Twenties in America" or 

"Eighteenth Century French Art" even though many of the 

events or trends depicted reach outside the stated period. 

Every event can be viewed as a confluence of other streams 

of influence, of causes and effects, of prior beliefs, of 

revolution and resolution, and of processes intersecting at 

various places on their own journeys through time (Porter 

1981) . 

The date 1925 follows Johnson's and Kaplan's (1987) 

suggestions. They write that "if there has been much inno-

vation between 1925 and 1980, other than the introduction of 

discounted cash flow procedures (in the fifties) ... inno-

vating practitioners have managed to keep it mostly secret" 

(Johnson and Kaplan 1987, 176). A literature search confirms 

that there has been a dearth of historical research in the 

post-1925 period. Johnson and Kaplan claim that corporate 
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management has detrimentally managed by the numbers since 

the 1950s, but they "wait for future historians to explain 

fully the complex forces that caused this transition" (1987, 

125-6) . This dissertation examines this transitional period 

of 1925 to 1950. 

Though chapters are topically organized, the presenta-

tion of topics, when appropriate, is subdivided into three 

smaller periods: 1925-1932, 1933-1939 and 1940-1950. Other 

divisions were possible but these coincide with the major 

economic and social events and regulatory activities that 

shaped cost accounting. 

Research Questions 

The first four research questions all address the 

alleged waning of cost accounting and its eclipse by finan-

cial accounting. The last extends to the post-1925 period 

questions asked by critical theorists about the role and use 

of accounting in earlier times. After the statement of the 

research questions, the theoretical framework that informs 

each question or set of questions is presented. Finally, 

each question is examined in detail. 

The first research question is, did financial 
accounting eclipse cost accounting in importance 
and what factors account for it? 

The second question is, how have the uses of cost 
accounting changed over time? 

The third asks, did the engineers, so prominent in 
the first quarter of the century, stop contribut-
ing to the cost accounting literature? 
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The fourth, has academia contributed to the irrel-
evance of cost accounting? 

The final question, interwoven with all of the 
above, is what cultural, social, political and 
economic influences affected the development of 
the cost accounting literature? 

Maurice Mandelbaum and Historical Inquiry 

The historical philosopher Maurice Mandelbaum (1977) 

provided the methodology for this research. He uses the 

word 'inquiry' to express a unique commitment to the study 

of history. Inquiry is the action taken to ascertain the 

events to be reconstructed and explained as well as a way to 

support the arguments used in that reconstruction and expla-

nation. To know what happened, and to know it as fully and 

completely as possible, inquiry is required. Inquiry estab-

lishes a right of explanation that arises from a moral 

obligation. It is an obligation to gather all the informa-

tion possible to establish an event and to consider the 

merits of facts and interpretations that weigh against a 

desired outcome. 

Prior assumptions and beliefs cannot be escaped. 

Albert Einstein said that "common sense can be defined as 

the deposit of prejudices laid down in the mind prior to the 

age of eighteen" (Carter 1977). Regardless, the inability 

to escape prejudice, assumptions and especially, common 

sense, does not grant absolution from the ethical obligation 

to explore all possibilities and to render up that which 
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possesses the greatest likelihood of having occurred (Man-

delbaum 1977). Neither can one merely state assumptions and 

thereby escape the demands of inquiry. Mills (1990, 2) 

asserts that "it is not enough to say that since complete 

objectivity is impossible, the pursuit of objectivity must 

be abandoned and replaced by some frank expression of the 

historian's own moral and political beliefs." The domain of 

the historian is "the study of human activities in their 

social context and with their societal implications" (Man-

delbaum 1977, 11). Mandelbaum divides this domain into 

studies of society and studies of culture. A society is 

made up of individuals living in a community that controls a 

particular territory. The organization of such a community 

is provided by institutions that define the status and role 

of each individual. Society is a common subject for a 

general history. Culture, on the other hand, is defined by 

the objects (artifacts) created and used by individuals and 

whatever skills, beliefs and forms of behavior have been 

acquired through their social inheritance. Culture includes 

art, literature, technology, language and religious beliefs, 

as well as accounting. 

Cultural artifacts regularly cross national borders and 

time. They interact with other aspects of culture, as art 

influences music or technology influences art. They are 

frequently the subjects of independent study. Mandelbaum 

calls these specialized histories. The specialized histori-
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an follows a cultural line identifying influences and points 

of interaction and tries to explain why they were influen-

tial . The focus of historical research should be on the 

"pattern of emergence, the integration of indeterminate 

elements into a temporal composition" (Porter (1981, 51). 

As a cultural artifact, cost accounting is a special-

ized history. Within the institutional form of the corpo-

ration, cost accounting is an -adaptive tool whose primary 

value lies in its potential for providing information useful 

for decision making. To the extent that it fails to do this 

its value disappears. The forces that influenced cost 

accounting are examined here. Although specialized histo-

ries often transcend national boundaries American cost 

accounting did not adopt much from other countries. While 

English accountants were much in evidence in public account-

ing around the turn of the century, Loft (1988) notes that 

the British lagged behind their U.S. counterparts in the 

cost accounting area. Financial accounting, engineering and 

government regulation had the greatest influence on cost ac-

counting. 

The Eclipse of Cost Accounting 

The first research question investigates financial 

accounting's alleged eclipse of cost accounting. Did the 

needs of financial accountants, who required product costs 

for inventory valuation and periodic income measurement, 
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become dominant? There is no debating that the accuracy of 

product costs was a secondary concern to that of preparing 

the financial statements for financial accountants. Howev-

er, I demonstrate that the marginalization of product cost-

ing by 1950 was caused only partly by financial accounting. 

Rather, governmental regulation, cost accounting's daunting 

complexity, a booming economy and an insufficiently authori-

tative position in the corporation all conspired against the 

broad use of its techniques. 

The complicated allocations arising from the use of 

multiple overhead rates for multiple departments, such as is 

described by Alexander Church (Vangermeersch 1986), that 

were used to cost goods accurately required a large invest-

ment of time and money in record-keeping purposes. The cost 

of entering multiple calculations first into the cost re-

cords and then into the financial records may have out-

weighed the benefits for many firms. The integration of 

cost and financial records encouraged the simplifications 

that produced misleading information. However, despite 

these record-keeping problems, there is no evidence in 

textbooks or cost articles that the inventory valuation 

procedures needed by auditors dominated. The literature 

sustains a commitment to accurate product costing throughout 

the period. However, surveys that appear in the literature 

reveal that few firms made that commitment in practice. In 

order to generate information for control, feedback or 
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product cost purposes managers had to make due with the 

financial accounting records manipulated to mimic departmen-

tal or product costs. Kaplan (1988) says that the capacity 

of today's computers not only can permit the keeping of 

separate, active systems for all managerial purposes but 

that this may well be a necessity for the promotion of long-

term viability. 

Carruthers and Espeland-- (1991) , discussing the rhetori-

cal aspects of double-entry bookkeeping, argue that any 

reordering of an account (which occurs when the accountant 

arranges and aggregates figures to create financial state-

ments out of a chronological flow of events) is an abstrac-

tion, a re-creation. This re-created text takes on a fixed 

aspect that seems to represent an underlying economic reali-

ty. While these reordered accounts can used to legitimate 

transactions with external parties (creditors, investors), 

it is plausible that managers of firms, if continually 

generating numbers irrelevant to decision making, might come 

to find them just as convincing as any outside reader. 

The world tends to be perceived by the organiza-
tion members in terms of the particular concepts 
that are reflected in the organization's vocabu-
lary. The particular categories and schemes of 
classification it employs are reified and become 
for members of the organization attributes of the 
world rather than mere conventions (March and 
Simon 1958, 165). 

Cost accounting was also weakened by its location in 

the firm. As early as the twenties, cost accountants were 

exhorted in their literature to meet with foremen, supervi-
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sors, engineers and other production personnel to discover 

what kinds of reports and information would be useful to 

those users. The cost accountant's physical location, away 

from the factory floor, and his mental location, under the 

supervision of the controller, built a barrier between the 

accountant and the causes of costs. The accountant lost 

track of the physical and causal characteristics of cost, 

mired in quantitative aspects despite many calls to write 

reports based on non-monetary variables and the needs of the 

user. 

The development of compensation schemes such as 

bonuses, options or other performance measures tied to 

bottom line income were posited as possible sources of the 

ascendancy of financial accounting. However, I find little 

evidence to support this hypothesis. Executive compensation 

tended to be treated as a fixed cost and was not tied to 

corporate income. Incentive schemes for lower level person-

nel were usually linked to production or time and not to 

income. 

The Uses of Cost Accounting 

The inaccuracies and inadequacies of cost systems are 

blamed for American manufacturing problems under the assump-

tion that 'good' cost systems are needed. But are they? 

Are they needed for efficient functioning?13 If the envi-

ronment has changed radically, then a thorough examination 
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of what is necessary for business survival is required. It 

is possible that managerial accounting as currently prac-

ticed is not needed - that it may actually be harmful. W. 

Edwards Deming (1901-1994) thought so (Duncan and Van Matre 

1990). 

Deming was trained as a physicist and worked as a 

statistician during World War II. At the end of the war he 

tried to sell the ideas he had developed regarding statisti-

cal quality control. Perhaps because the major manufactur-

ing powers around the world had been severely crippled by 

the war, American business rejected his ideas. Undeterred, 

Deming took his ideas to Japan. So successful were the 

Japanese businesses that adopted Deming's program that the 

Emperor awarded Deming the Second Order Medal of the Sacred 

Treasure for his contribution to Japan's post war recovery 

(Main 1984) . 

Deming's ideas about how to run a business have recent-

ly become compelling. He claimed that business pays people 

to make defective goods because output quantity is favored 

over output quality. He contended that managers fail to 

understand that, of the errors or variation that occurs in 

every activity or process, 85% are unavoidable. Consequent-

ly, managers exacerbate the problem by disciplining all 

error thereby inducing dysfunctional behavior - reducing 

morale or creating anxiety (Gitlow & Hertz 1983). Finally, 

flying in the face of common sense, business must raise 
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quality in order to cut costs. Raising quality reduces many 

ordinary expenses in the short run (defective goods, scrap) 

and extraordinary expenses in the long run (loss of customer 

loyalty and reputation) (Ross 1993) . 

Deming advised clients to put an end to numerical 

quotas, stop awarding business on the basis of price tags 

alone, and eliminate slogans, exhortations and production 

targets for the work force. He believed that the use of 

most numbers is damaging because numbers express quantity, 

not quality, because specifications become ceilings for 

acceptable quality levels (products are made no better than 

they have to be) and because merit reviews and performance 

ratings encourage rivalry, build fear and ultimately destroy 

teamwork (Duncan and Matre 1990). In short, Deming, as an 

institutionalist, condemned pecuniary calculus, demanding 

productive, not ceremonial measures.14 

Deming's ideas provide a means to find new ideas in the 

cost accounting literature. Traditional cost accounting 

techniques (as viewed from what appears in texts of the 

1990s) such as budgets and standard costs, were the origins 

of more modern techniques. Activity Based Costing, seeming-

ly a modern technique, can be found in many areas, particu-

larly in the accounting for distribution costs. Some ad-

vanced the idea of adding a quality component to incentive 

schemes. Others encouraged employees to propose changes to 

the operations they found inefficient and shared all company 
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cost information with them to underscore the need for cost 

control and to encourage their involvement through educa-

tion. Behavioral issues that arise with performance mea-

surements were addressed though rarely. 

An institutionalist analysis reveals why these tech-

niques were not universally adopted. Cumulative causation 

explains the lack of willingness to change. Distribution 

costing was not only expensive but demanded the cooperation 

of marketing, sales, purchasing, and inventory control with 

cost accounting. Cooperation demands;trust, a softening of 

boundaries between functions and a giving up of power. 

Institutionalism teaches that people will not readily do any 

of these things. A history of mistrust, an enabling myth, 

between labor and management mitigated against the develop-

ment of a mutually beneficial relationship through the 

sharing of cost information. 

The Disappearance of the Engineer 

The rapid development of costing techniques in the 

first quarter of the century was due, in large part, to the 

prominence of engineers in costing during that period. The 

most well-known included Frederick Taylor, Harrington Emer-

son, Alexander Church, Frank and Lillian Gilbreth, and Henry 

Gantt. Of these, all but Church were associated with the 

scientific management movement.15 An examination of the 

Engineering Index and the Industrial Arts Index reveals over 
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a hundred articles a year in various engineering journals in 

such categories as cost accounting, cost systems, and cost 

finding during the twenties and early thirties. By the 

forties the National Association of Cost Accountants -

Bulletin (NACA - Bulletin), rather than engineering jour-

nals, had become the major source of cost articles listed in 

those indexes. The NACA - Bulletin published many articles 

by engineers. However, in engineering journals, the focus 

is on the physical nature of production rather than costing. 

What was the nature of the engineering connection? 

Some engineers practiced scientific management and others 

were involved in cost finding, cost keeping and estimation. 

The scientific management16 movement was an engineering, 

not an accounting domain. Frederick Taylor, regarded as the 

father of the movement, and Frank Gilbreth (among others) 

were interested in the efficiency of productive movement.17 

They were not concerned with profits per se but in the 

efficient production of goods and services - the elimination 

of wasted time and effort.18 The influences on accounting 

were predictable. First, to sell the method, they had to 

convince management that savings would be forthcoming. 

Savings are demonstrated through accounting reports. Sec-

ond, once in place, incentives were needed to encourage 

employees to follow the prescribed methods that would result 

in greater production in less time. These incentives usual-

ly took the form of payroll plans using differential piece 
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work rates that gave the worker a higher rate for producing 

more goods within a given period. The step from standard-

ized movements to standardized dollars for standardized 

movements was a small one (Boorstin 1974). Scientific 

management was easily translated into accounting. 

Of the engineers not involved in the scientific manage-

ment movement, Alexander Church was probably the most promi-

nent and influential. He was -meticulous about tracking 

actual costs. He promoted the machine hour as a basis for 

overhead distribution because he was"aware of the distor-

tions that would result from allocations based on an ever 

diminishing amount of direct labor relative to overhead 

costs (Vangermeersch 1988). Like those in scientific man-

agement, he was concerned with waste and introduced the idea 

of accounting for "idle machine time" to bring underused ma-

chines into the spotlight. Engineers James Gunn, Hugo 

Diemer, and Percy Longmuir and accountants H.L.C. Hall and 

J.L. Nicholson (all active in the early part of this centu-

ry) were also concerned with cost-finding - the tracking and 

tracing of accurate, actual costs (Epstein 1974). Cost 

accountants and engineers sometimes performed identical 

jobs. 

Johnson and Kaplan (1987) believe that it is essential 

for engineers and other operating personnel to become in-

volved in the design of new management accounting systems in 

order to reestablish U.S. firms as world competitors. This 
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implies that the engineering involvement discussed above 

ended. The reasons that their input into accounting ceases 

were many. The answer may lie, in part, in the profession-

alization of both engineers and accountants. The engineer-

ing profession developed much earlier than accountancy in 

terms of professional organizations, journals, and schools. 

Unlike other professions, there was no place for engineers 

to exercise their knowledge outside the corporation (except 

in academia). Engineering became a popular path to manage-

ment positions but to move up engineers had to switch from 

managing machines to managing people. A major study of the 

careers of engineers between 1884 and 1924 showed that 

approximately two thirds were in management positions within 

fifteen years of graduation from college (Noble 1977) . This 

exacerbated the distancing from their cost accountant col-

leagues who were not professionally independent. Even CPAs 

viewed cost accountants as technicians (Previts and Merino 

1979) ,19 

The engineer never completely disappeared from cost 

accounting. The National Association of Cost Accountants 

Conference Proceedings prove that by the late forties engi-

neers were still contributing to the cost literature. Their 

primary interest however was production management. The 

engineers during this period were linked to cost accountants 

by professional and personal friendships. The original 

founders of the National Association of Cost Accountants 
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were well acquainted with one another. Either they or the 

firms they represented continued to appear in the NACA -

Bulletin throughout the 25 year period. From a critical 

perspective, the efficiency craze that swept over the coun-

try at the turn of the century that brought the engineering 

profession into the limelight and introduced engineers to 

cost accountants appears more pervasive than it really was 

(Miller and O'Leary 1987). -

The Role of Academia in the Decline of Cost Accounting 

It has been asserted that academics are to blame for 

the alleged managerial blindness towards irrelevant and 

arbitrary financial numbers. Accounting teachers, overly 

influenced by financial accounting20, have unrealistically 

simplified cost accounting by teaching it merely as a method 

of inventory valuation and periodic income determination. 

While textbooks deny this assertion, the evidence 

suggests that it is true. Cost accounting played a small 

role in academic programs. The C.P.A. examination was 

heavily emphasized. It stressed inventory valuation and 

manipulation of numbers and ignored concepts of accurate 

costing or of costs for decision-making purposes. 

Social and Cultural Influences 

The final research question examines the social and 

cultural influences on cost accounting including regulation. 
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Accounting does not change because of some inner drive, some 

inexorable momentum or some inherent evolutionary tenden-

cies. It changes because of outside forces. It reflects 

the beliefs and desires of the society in which it exists. 

Hines (1988) believes that accounting is even more powerful 

than that, participating in the creation of reality. For 

example, privileging stockholder rights draws attention to 

distributable net income (Me-rino and Neimark, 1982) . In 

this way, the environment shapes accounting. But accounting 

can also shape the environment. What;is accounted for and 

how it is accounted for becomes the reality of the firm. 

The isolation of federal income tax expense from other 

operating expenses makes the subtle point that tax is not 

considered an ordinary cost of doing business and is viewed 

as a burden, not as duty to a community (Hines 1988). 

This study begins in the twenties when a explosion of pro-

ductive activity masked an explosion of unemployment in the 

manufacturing sector that rarely dipped below ten percent 

(Chase 1975). In the same decade, Secretary of Commerce 

Herbert Hoover led a nationwide drive to reduce waste in 

business (Hawley 1981, Hudson 1928). The research continues 

through the stock market crash of 1929 and into the depres-

sion in which, by 1933, up to 25% of the population were 

unemployed. Immediately after the 1933 inauguration, Frank-

lin Roosevelt signed legislation intended to pump up the 

economy that had direct effects on cost accounting (Hawley 
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1966). Also impacting on accounting were the price con-

trols, war production contracts and contract renegotiations 

enacted by the government during World War II. All of these 

events influenced cost accounting. Highly regarded during 

the twenties and encouraged by government, businessmen 

shared information with each other to prevent cutthroat 

competition without fear of new regulation and without 

attending too closely to antitrust regulations already 

existing. Many firms took a paternalistic view of their 

employees and adopted benefit plans previously unknown. In 

the thirties however, anxiety, fear and business scandals 

made people antagonistic to business and regulation became 

unavoidable (Hawley 1966). In the forties, the country 

pulled together. Between the cooperation of the war effort 

and the consequent renewal of the economy, attitudes towards 

business softened. The public's mood and economic events 

both proved to have an affect on cost accounting. 

Data Sources 

This research is archival and all the historical data 

comes from secondary sources. Regarding the eclipse of cost 

accounting and the uses of cost accounting, all issues of 

the Journal of Accountancy, the Accounting Review and the 

NACA - Bulletin were examined. The first two were the 

premier financial accounting practitioner and academic 
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publications in the United States and reflected the major 

accounting issues as seen by the financial side of the 

profession. The Journal of Accountancy also published the 

CPA examinations. What financial accountants deemed impor-

tant about cost accounting is reflected in those examina-

tions. The NACA - Bulletin (as well as its Conference 

Proceedings and Year Books) was the major practitioner 

journal of cost accountantsThis publication contained 

articles by accountants, officers of businesses and engi-

neers who described how things were done in their firms. 

There are articles on accounting for specific industries as 

well as articles on general subjects such as budgeting, 

fixed capital expenditures, and standards. In addition, 

each article is preceded by brief biographies of the authors 

identifying their professional affiliations. 

To identify the change in the influence of engineering, 

I examined the industrial engineering journals of Factory 

Management. Mill and Factory and Factory and Industrial 

Management as well as others within specific industries such 

as Paper Trade. I determined that their primary preoccupa-

tion was improving the efficiency of production. This led 

them to study a variety of incentives or benefits that would 

encourage or help the worker to do a better job. They do 

not demonstrate any interest in cost accounting in those 

journals. However, when they speak through the accounting 

journals, they do address the accounting side of many of 
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their concerns and often draw attention to ideas ignored by-

accountants . 

The role of academia was addressed by examining the 

textbooks of the period, articles focused on the teaching of 

cost accounting and the CPA examination. Textbooks are 

neither published nor adopted unless their contents reflect 

accepted ideas. Kuhn (1970) places great emphasis on the 

role of textbooks in the creation and perpetuation of a 

scientific paradigm. 

In order to address the social and cultural influences 

on cost accounting I used, in addition to the materials 

already mentioned, general histories of the period. Clear-

ly, few data sources will apply to only one research ques-

tion. 

Limitations 

The use of secondary sources limits the research. I 

did not examine actual firm records to find how things were 

accounted for, neither did I seek to find those who might 

still be alive to discuss what was happening or what was 

being discussed. The discovery of actual methods used and 

systems in place must be left to later studies. Journals 

and texts may not the best method of determining what went 

on in firms but what they present are a good sample of what 

was foremost in the minds of those in the field. The major-

ity of authors in the NACA - Bulletin were those who worked 
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in cost accounting although the Bulletin may have been 

biased in the choices of authors it made. 

Contributions 

The research contributes to the first overview of the 

cost accounting literature of this period. Responding to 

the questions posed by Johnson and Kaplan (1987), this work 

forms an addendum to theirsIt also extends an arm of 

critical theory into new territory. By using a theoretical 

framework new to accounting, institutionalism, it opens new 

dimensions in accounting research. It is important to 

observe the many interrelationships within a society to 

begin to see how the most esoteric of ideas might well be 

reflected in the commonplace. Finally, if cost accounting 

is producing irrelevant numbers today, then it is important 

to find out why. 

Extensions 

The research questions are broad and leave room for 

further research. Extensions of this research include, the 

expansion and growth of managerial accounting as a specialty 

profession within accountancy, an examination of the costing 

techniques used in individual firms and analyses of the ef-

fects of laws like the National Industrial Recovery Act of 
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1933 or the Robinson-Patman Act of 1936 on specific indus-

tries. Legal interpretations of cost and their influence on 

accounting link politics and regulation with accounting. In 

this regard a study of the concept of "cost" as interpreted 

by the courts when firms struggled to defend themselves 

under the Robinson-Patman Act or a more general study of 

"cost" as interpreted by the courts over the last century is 

possible. Have legal findings" changed accounting? Clearly, 

there are many places where this research might be expanded. 

Notes 

1. In the Fall, 1991 issue of Journal of Management Ac-
counting Research, four of the twelve articles cited Rele-
vance Lost. 

2. In this paper, the terms cost accounting and managerial 
accounting will be used interchangeably. 

3. Magaziner and Reich (1982) join Johnson and Kaplan in 
the identification of cost accounting as problematic. In 
Minding America's Business, they include costing problems 
among the causes for America's competitive decline in the 
last two decades alleging that few companies know cost of 
their products. Furthermore,, they claim that accounting 
systems are ill-suited for strategic analysis (long-term 
planning) because there are no dynamic models of cost behav-
ior. 

4. This gap in the literature has been noted by others as 
well (Armstrong and Hopper, 1991). 

5. The assumptions of these theories which are outlined in 
the text can be found in innumerable articles of which the 
following are either classic or particularly well-written: 
Jensen and Meckling 1976; Fama 1980; Williamson 1981; Dugger 
1983; Perrow 1986. 

6. Some writers call this approach to knowledge, Modern-
ism. Even though it comes to the fore in the seventeenth 
century, epistemologically it appeared very late in civili-
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zation. "It is the attitude that the only real knowledge is, 
in common parlance, "scientific," that is, knowledge tested 
by certain kinds of rigorous skepticism.." (McCloskey 1985, 
5) . 

7. The word equilibrium is usually used in a positive 
sense by classical economists. But not everyone has been so 
sanguine. Simonde de Sismondi (1773-1842) was one of the 
first to attack the classical economics of Adam Smith. He 
said: 

Let us beware of this dangerous theory of equi-
librium which is supposed to be automatically 
established - a certain kind of equilibrium, it is 
true, is re-established- in the long run, but it is 
only after a frightful amount of suffering (Gide 
1909) . 

See also Dugger (1977) for an institutionalist criticism of 
static equilibrium analysis. 

8. Smith (Book 1, Chapter 2; Book 4, Chapter 2) said: 

It is not from the benevolence of the butcher, the 
brewer, or the baker, that we expect our dinner, 
but from their regard to their own interest. We 
address ourselves, not to their humanity but to 
their self-love." And, the individual "is in this, 
as in many other cases, led by an invisible hand 
to promote an end which was no part of his inten-
tion. 

9. It is the assumption of equilibrium that allows those 
within this paradigm to create and use elegant mathematical 
models. 

In neoclassical micro-theory, the mechanistic 
equilibrium concept is buttressed by the mechanis-
tic concept of the person as a hedonistic maximiz-
ing machine. With the aid of these concepts, 
neoclassicists can rigorously analyze supply and 
demand. Income and utility maximization provide 
the power to turn the wheels of commerce and the 
discipline of competition keeps them from turning 
against each other (Dugger 1977, 451). 

10. Gunnar Myrdal (1944) usefully applies this idea to the 
persistence of racism. 

11. Fleischman and Parker, for example, found standard 
costing used in 20 of the 25 firms they investigated, all of 
which dated from the eighteenth century (1991) . 
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12. I do not intend to belittle Sowell's impressive contri-
bution but only to point out that he deliberately limited 
the breadth of his study in favor of depth. 

13. The definition of efficiency is problematic. Defined 
on a firm level, efficiency is the ability to produce a 
specific good with a minimum amount of materials, labor and 
time while maintaining a given level of quality. 

14. Intriguingly, the man who taught Deming applied the 
very same concepts in very different ways. Walter A. Shew-
hart, an engineer, was one of the first to use statistics as 
a factory or production tool. He expanded the idea of 
"tolerance" - an allowable amount of variation - that was 
already prevalent before he began working in the twenties. 
Since defects are inevitable, he suggested that the number 
of acceptable defects be set in advance and then organize 
around that number a system that will allow no more than 
that. Quality control, for Shewhartmeant cost control by 
ensuring that products were constructed so that they were no 
better than they had to be (Boorstin 1974). If we read this 
in light of the concept of "planned obsolescence," we re-
ceive a foreboding of not only cost control through quality 
control but revenue control as well (Vatter 1963). We can 
also see how the very same tool can be used for very differ-
ent ends. 

15. That Church despised Taylor and Scientific Management 
is clearly expressed in "Has 'Scientific Management' Sci-
ence?", an article published in the American Machinist. July 
20, 1911 (Vangermeersch 1986, 28-32). Lillian Gilbreth, 
after the death of her husband with whom she had worked very 
closely, moved scientific management away from its single-
minded focus on physical factors into the psychological. 
She emphasized the training and welfare of the worker and 
was among the first industrial psychologists (Noble 1977). 

16. The term, scientific management, was coined by Louis 
Brandeis who popularized the term when he testified in 1910 
against the Eastern railroads for an increase in their rates 
in front of the Interstate Commerce Commission. He claimed 
(having read Taylor's Shop Management) that the railroads 
were poorly managed and that if they were more scientifical-
ly managed they would profit more than by increasing their 
rates (Boorstin 1974, Epstein 1974). 

17. Gilbreth brought moving picture technology to bear on 
the problem, filming workers as they performed tasks and in 
order to analyze their movements later. He and his wife and 
family were the subjects of the book and movie, "Cheaper by 
the Dozen." 
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18. Harrington Emerson took Taylor's ideas of standardized 
motions and used them to create standard costs. Although he 
was not the first to talk of standards, he may have been the 
first to use the term "predetermined" standard (Epstein 
103) . 

19. Robert Montgomery, a prominent CPA, stated in 1918, "I 
not only will say I know nothing about cost accounting, I 
claim it" (Previts and Merino 1979, 196) . 

20. And by teaching towards the CPA exam - a complaint that 
has been voiced for decades (Previts and Merino 1979). 



CHAPTER II 

HISTORICAL OVERVIEW OF THE PERIOD 

The similarities between the 1920s and the last thirty-

years are remarkable. Social hostilities, ethical conflicts 

between the generations and technological achievements 

rocked the country. Governmental investigations into citiz-

ens' lives were present in the Palmer raids of the early 

1920s and the FBI's information-collecting activities of the 

1960s. While some investors lost equity in the stock market 

crash of October 1987, many people never recovered from the 

Great Crash of 1929. While rocket technology opened space 

in the 1960s, radio opened the air waves in the 1920s. 

Accounting practices reflect the business environment 

and ultimately the larger context - society. Though legally 

an individual, the corporation is a special group of indi-

viduals. It does not operate as the sum of its parts. 

Group behavior, especially when endowed with status and 

power as in a large corporation, differs radically from that 

of an individual. Nevertheless, the social environment is 

the sea in which the corporation swims and the currents in 

the sea will tend to affect the way it turns. What are the 

moods of the country? How does the public view the corpora-

tion? What is demanded of it? 

37 
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Three major areas had implications for business in the 

twenties. First, diplomatic isolationism, which was bound 

up with patriotism and with the country's view of the work-

er. Second, science, which impacted businesses with innova-

tions in machinery, new growth industries and an emphasis on 

efficiency and avoidance of waste. Third, shifts in atti-

tudes regarding the relationship of business and government 

which, brewing in earlier de-cades, polarized in the twenties 

between fading of laissez faire and the onset of regulation. 

These ideas shaped the social and business environment of 

the 1920s and the early 1930s. 

When the Armistice was signed on November 11, 1918 the 

war was officially over. There was no longer any need for 

America to commit resources to the solving of world prob-

lems . The cooperation of business and government during the 

war and the self-sacrifice of the nation as it strove to 

supply, fight and end the war had fulfilled its purpose. A 

fanatic, isolationist patriotism was drawn over the country, 

smothering the forces of progressivism and blocking the 

global visions of President Wilson and others who had hoped 

that America would take her rightful place as an interna-

tional leader (McElvaine 1984). President Wilson's desire 

that America assert herself as a standard bearer in a new 

world order was not to be. The end of the war did not bring 

a world view but rather a fever of isolationism and a fear 

of alien influences. 
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The Russian Revolution sparked fears of Bolshevism. 

Socialists experienced vocal and physical attacks. Social 

disruption in any form was suspect. The media continually 

reported red plots, fostering hysteria. Under duress, 

people took oaths of allegiance. Students reported teachers 

as subversive. Films, books, journals, and ordinary civic 

organizations fell under suspicion. There were outbreaks of 

violence between black and white, attacks against Jews and 

Catholics and against any known socialist. The Ku-Klux Klan 

blossomed. "A jury in Indiana took two minutes to acquit a 

man for shooting and killing an alien because he had shout-

ed, 'To hell with the US'" (Allen 1931, 45). 

A series of bitter strikes after the war, which includ-

ed the Boston Police, the United Mine Workers and hundreds 

of thousands of steel workers, were linked to Bolshevists or 

socialists or communists. Workers went on strike because 

anticipated post-war rewards never materialized. Instead, 

the frozen wages and long working hours of wartime seemed 

likely to continue.1 Businesses were not anxious to accede 

to labor's demands because they also had been held to re-

duced profits and wanted to start recouping those losses 

(Allen 1931).2 Unfortunately, since large numbers of East-

ern Europeans had entered the country as immigrants, labor 

unrest was thought more likely to be the result of foreign 

influences than of reasonable complaints. Labor organiza-

tions and other groups that historically had been objects of 
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persecution began once again to suffer (Allen 1931).3 

Labor was not favorably represented in the press of the 

early twenties. 

Science was tremendously popular at this time. Its 

immediate effects were obvious with new kinds of machinery 

appearing rapidly both in businesses and in the home (Chase 

1929a,b). Radio was king. Motion pictures were popular. 

Einstein's words always made the front page. Psychology was 

invading the schools and the workplace. The intelligence 

test had entered academia and psychiatrists were installed 

in businesses to hire and fire employees as well as to 

determine advertising policies (Boorstin, 1973). 

A demand for standardization had developed by the end 

of the 19th century. Established in 1902, the Bureau of 

Standards had set standards of measurement, of constants and 

of performance for metals, instruments and machinery by 1916 

(Noble 1977) . Standardization and the statistical control 

of quality was the norm in much of manufacturing sectors 

(Boorstin 1973). 

The engineers in the scientific management movement 

promoted not only the standardization of production process-

es and machinery but also human performances (Noble 1977). 

Time study engineers and their complements, the motion study 

men (those who used film to capture and study movements), 

were either consulting for accounting firms such as Scovell 

and Wellington or Patterson, Teele and Dennis or were en-
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sconced in the specialized, standard-setting departments of 

large corporations. While the unions were always distrust-

ful of time study, their objections never managed to uproot 

its practice (Duncan 1911/ Golden 1911). 

The transportation industry grew enormously during the 

twenties. In 1919 there were about 7 million cars in the 

United States, very few paved roads and plenty of horses in 

active business use. Expenses relating to the care of 

horses still appear in the accounting records of firms at 

this time. Within a decade, there were 23 million cars and 

the horse was rarely used in urban business. Airplanes 

began carrying the mail. 

Communication was the most dynamic industry in this age 

of innovation. Radio was the star. The first public broad-

cast was in the autumn of 1920. By 1922, the sales of radio 

sets, parts and accessories had grown to an astounding 

$60,000,000. By 1929, sales had increased to $842,548,000 

(Allen 1931, 165). The Radio Corporation of America or RCA, 

known more familiarly as just 'Radio' was the growth stock 

of the twenties. That stock, more than any other, is stud-

ied by those fascinated by the bull market of the twenties 

and its collapse in 1929 (Galbraith 1988, Allen 1931). 

Attitudes towards business evolved in the twenties from 

two divergent philosophies of economic thought. The first 

was the traditional view of classical economics in which the 

market mechanism is trusted to ensure the best possible 
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allocation of economic resources within a society. The 

second was a mixture of beliefs. Primarily, it was a belief 

that the classical model did not work and that there were no 

universal economic laws to govern the allocation of 

resources. 

The first view was buttressed by the public acceptance 

of the invisible hand and of the inevitable benevolence of 

the market. This economic model supported the autonomy of 

the men who had already proven themselves to be the best 

decision makers by virtue of having gained control of major 

corporations. The survival of the fittest, most rugged 

individualist, meant that he must be the best man for the 

job. A relatively small group of very powerful men were 

controlling more and more of the resources of the United 

States, both financial and physical. 

The Supreme Court protected the freedom enjoyed by 

these powerful capitalists by recognizing the corporation as 

a person. Perhaps more important, the corporation was pro-

tected by a culture that had created an enabling myth that 

accepted wholly the value of unhampered individualism and 

easily transferred that notion to the corporation. 

The laissez faire religion, based on a conception 
of a society composed of competing individuals, 
was transferred automatically to industrial orga-
nizations with nation-wide power and dictatorial 
forms of government." and "So long as men instinc-
tively thought of these great organizations as. 
individuals, the emotional analogies of home and 
freedom and all the other trappings of 'rugged 
individualism' became their most potent protection 
(Arnold 1937, 189). 
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The second view, which denied the validity of the 

classical economic model, maintained that since there was no 

natural allocation, that resources should be controlled and 

distributed equitably. The growing concentration of re-

sources in the hands of financial capitalists was an alloca-

tion that many feared was bound to deteriorate even further 

in the absence of some kind of regulation. 

Many prominent people looked with trepidation upon the 

growing power of business during the first two decades of 

this century. Some confined their anxieties to big business 

believing that size bred corruption (Brandeis 1913). Bran-

deis and others, including Thomas Corcoran, Benjamin Coker 

and James Landis thought that big business: 

Sapped the vitality of local communities, corrupt-
ed the political process, denied the satisfaction 
of owning a business to many and, by taxing human 
abilities beyond their natural limitation, result-
ed in an impersonal, machine-like stultifying 
process, lacking in imagination, flexibility and 
compassion (Hawley 1966, 287-288) . 

They feared the unregulated, unhampered freedom of a 

few people in control of vast amounts of wealth. 

We have witnessed in modern business the submer-
gence of the individual within the organization, 
and yet the increase to an extraordinary degree of 
the power of the individual - of the individual 
who happens to control the organization (Ripley 
1927, 3) . 

Thorstein Veblen (1904), William Ripley (1927), and 

Stuart Chase (1926) were among those who spoke out against 

the power of the financial capitalists. Those critics said 

that neither the public, employees nor stockholders were 
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well-served by those who controlled the corporations and the 

banks. "Louis Brandeis and others said that the 'trusts' 

had grown strong because of special privileges and unfair 

practices to crush rivals and not because of their greater 

efficiency and productivity" (Hawley 1966, 7) . Some wanted 

to penetrate the corporate veil that had been created by the 

judiciary to make those within the corporation take personal 

responsibility for their actions. "Society cannot afford to 

have individuals wield the power of thousands without per-

sonal responsibility" (Ripley 1927, 7). 

The reduced influence of the stockholder was also a 

concern. "He sometimes doubts whether corporate stocks are 

property at all or not. He does not seem to enjoy any of 

the substantial rights of property in connection with them" 

(Ripley 1927, 13). Ripley (1927) tied the marginalization 

of the stockholder to the poor quality of contemporary 

corporate reports. The two issues were clearly related. A 

lack of knowledge implied a lack of rights. 

Ripley (1927) credits the New York Stock Exchange for 

expanding corporate listing and disclosure requirements 

although some requirements applied only to new listings. A 

census taken in 1926 showed that 242 out of 957 companies 

then listed on the NYSE were making quarterly reports, 79 

were reporting semiannually, 339 issued annual statements 

and 297 companies had no agreement with the Exchange re-

specting the issuance of such statements (Ripley 1927, 187). 
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The Royal Baking Powder Company and Singer Manufacturing 

published no financial data at all. National Biscuit Compa-

ny, American Tobacco Company and most cotton mills disclosed 

no income accounts. Ripley (1927, 184) sarcastically said 

that some corporate reports were reminiscent of dance cards, 

'diminutive, dainty, tied up with fancy string' - attractive 

but uninformative. Ripley chided auditors who certified 

reports that were difficult to understand at best and decep-

tive at worst. Finally he expressed resentment at the 

attitudes of many businessmen that these matters of corpo-

rate income and finance were nobody's business but their 

own. (Ripley 1927, 163, 184, 177-8). 

These critics desired a new means of business control. 

They sought social planning rather than the traditional 

means of letting capitalists, constrained only by the invis-

ible hand, make all the decisions.4 Now, with the motives 

and actions of the men at top in question other means of 

control were being discussed. Ripley (1927) wanted more 

public disclosure. Chase (1926) and Brandeis (1913) pro-

posed governmental control of key industries. Regulation 

was in the air. 

The fears of big business and calls for change or 

regulation lost momentum and dissipated because of the 

exemplary cooperation and stunning success of business and 

government during the war. New possibilities for the rela-

tionship between business and government awoke. "War has 
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revealed the possibilities...of intelligent administration -

administration that will raise and maintain on a higher 

level the general standard and scale of living" (Dewey 1918, 

397). The highly praised cooperative war effort between 

business and government was coordinated under the War Indus-

tries Board directed by Bernard Baruch (McElvaine 1983) . 

Its success, as measured by attaining unheard of production 

levels and by winning the war,- convinced most of the good-

will of business and gave birth to an interventionist -

cooperative - approach to business on.the part of government 

to promote efficiency (Barber 1985). 

For many, the war effort was convincing evidence that 

progress would occur through scientific inquiry, expert 

administration and coordinated group action. Socially-

minded businesses, trade and professional organizations and 

efficiency-minded labor would cooperate for the general good 

of the country. This new spirit of cooperation could elimi-

nate the cutthroat competition which only led to business 

failure and unemployment. Gerard Swope of General Electric, 

economist Rexford Tugwell of Columbia University and Herbert 

Hoover5 were among the prominent people who advocated shar-

ing information and standardizing business practices among 

companies in the same industry (McCraw 1984). 

In November of 1920, Hoover, as head of the Federated 

American Engineering Societies and soon to be Secretary of 

Commerce, launched a survey of waste to provide a blueprint 
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for managerial action. In 1921, after studying six repre-

sentative industries, the survey reported that over 50% of 

waste in business was due to poor management. This study 

spawned a movement of standardization and simplification 

that swept through much of the non-consumer goods industries 

(Hawley 1981) . 

Hoover believed that dissemination of information was 

the key to efficiency. As Secretary of Commerce, he ap-

pointed an Advisory Committee6 on Statistics to begin the 

massive project of gathering comprehensive data on all 

industries. Hoover hoped that this information, eventually 

to be published monthly, would 1) be a resource for busi-

nesses trying to control costs and by doing so preserve 

natural resources, 2) create a more perfect market by pro-

viding access to information that had been too expensive to 

acquire, 3) promote economic stabilization (minimize the 

swings in the business cycle) and 4) help consumers because 

competition based on fair and equal information would lower 

prices (McGraw 1984) . 

Hoover met resistance to this project from governmental 

personnel who felt he was encroaching on their territories. 

Businessmen also balked wondering how this information was 

to be acquired, to whom it was to be made available and who 

was to bear the costs of its collection and dissemination 

(Barber 1985, 8-9) . Businessmen worried about giving away 

proprietary information and damaging their competitive 
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position. Hoover was convinced that these ideas would 

improve and stabilize business and he was persuasive. Since 

the government would not pay for gathering the information, 

Hoover began encouraging the growth and work of trade asso-

ciations. Trade associations, composed of business repre-

sentatives within a single industry, were informal organiza-

tions. Hoover felt that trade associations could develop 

his ideas and rationalize business by collecting statistics, 

by adopting standard accounting practices and by promoting 

good labor relations (McCraw 1984). '/ 

This cooperative movement disturbed those who felt it 

conflicted with the classical economic principle of competi-

tion. They anticipated that these associations would be 

nothing more than thinly-disguised safe harbors of collusive 

activities where prices and territories were predetermined 

to the disadvantage of customers and society. Hoover dis-

agreed. An idealistic believer in classical economics, he 

thought that unequal information crippled the market. He 

hoped to improve the market mechanism by putting small and 

large firms on relatively equal footing by giving all of 

them equal access to information. This would eliminate the 

cutthroat competition which he attributed to ignorance 

rather than malevolence (Barber 1985). 

The Department of Justice saw sharing of information as 

tantalizingly close to price fixing and violation of anti-

trust laws. It refused to permit exchanges of information 
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regarding production, shipments, prices and inventories 

unless the information were taken to a governmental agency 

and transformed so that individual firms could not be recog-

nized. Hoover felt that these conditions would defeat the 

purpose of the exchanges. He was not concerned with price 

fixing because the benefits of the public disclosure of 

information would outweigh any risk of price fixing (Barber 

1985) .7 On June 1, 1925, the Supreme Court ruled on Hoo-

ver's side, stating that exchanges of information in trade 

associations were not inherently unlawful. While prosecu-

tions for price fixing were still possible, the line between 

price fixing and cooperation was blurred (Barber 1985, 11). 

Established to uncover and prosecute unfair trade 

practices, the Federal Trade Commission suffered a diminu-

tion of its powers and an alteration of its purpose in the 

twenties. In the teens, when it investigated and denounced 

the meat packing industry, recommending that it become at 

least partially publicly-owned, people cried out about 

socialism. The case was removed from its jurisdiction. 

Later, in 1920, the Supreme Court deprived it of the power 

to define unfair trade practices. The FTC recreated itself 

as a fact-finding agency. Once again the Supreme Court 

ruled against it, severely restricting the FTC's power to 

gather information from corporations. On the Court, Justice 

Brandeis worked for an interpretation of the law that sup-

ported Hoover's trade association policies (Freyer 1992). 
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Brandeis' efforts were successful and, by the end of the 

twenties, the FTC had come full circle. It was sponsoring 

trade union conferences where businesses gathered to codify 

practice - exactly the kind of activity it had originally 

sought to prosecute (McCraw 1984; Mitchell 1989). 

The Supreme Court in the twenties ruled in ways that 

reflected an uneasy acceptance of both unbridled individual-

ism (for corporations) and of cooperation between corpora-

tions as seen above. It frequently struck down state regu-

lations on business (usually price regulations) on the 

grounds that they were unreasonable invasions of property. 

The majority of the court had a hands-off attitude regarding 

business. "The court...dressed huge corporations in the 

clothes of simple farmers and merchants and made attempts to 

regulate them appear as attacks on liberty and the home" 

(Arnold 1937, 190). The Court's justices were not unanimous 

as Justice Holmes made clear in a 1927 dissent: "the notion 

that a business is clothed with a public interest and has 

been devoted to the public use is little more than a fiction 

intended to beautify what is disagreeable to the sufferers" 

(Conant 1974, 123). These decisions rested on top of earli-

er ones that allowed employers, for example, to continue to 

employ children and women in any job at any wage for any 

number of hours or to contract with workers not to join 

unions. Apparently the Court believed that market did not 
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protect the corporation adequately but was more than suffi-

cient for the protection of the individual. 

The twenties were a time when ideas about business and 

the economy were clashing and interacting. Earlier in the 

century a laissez-faire attitude was predominant although 

many expressed grave concerns about the major changes in the 

characteristics of the corporation including enormous size 

and the disenfranchisement of the stockholder. The war, 

along with faith in science and standardization and the 

support of influential and powerful politicians like Herbert 

Hoover, allowed a new idea to emerge - that of managerial 

cooperation. Businessmen preferred managerial cooperation 

and social responsibility to cutthroat competition and 

heavy-handed government regulation. Laissez-faire was 

fading. 

Attitudes towards business in this period were over-

whelmingly favorable. For seven years from the death of 

Harding in 1923 to 1929 the business man was, as Stuart 

Chase put it, "the Dictator of our destinies," ousting "the 

statesman, the priest, the philosopher, as the creator of 

standards of ethics and behavior" and becoming "the final 

authority on the conduct of American society" (Allen 1931). 

Many industries were booming and the managers of many corpo-

rations took their social responsibilities seriously. 

During the twenties many firms sponsored sports and 

picnics for their employees. Many had hospitals or emergen-
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cy care centers on site and provided free medical care. 

Employee representation plans (company unions, works coun-

cils) were widespread. Employee welfare policies were very 

common in spite of high unemployment throughout the twen-

ties. Some believe that these policies were simply attempts 

to thwart unionization but unions did not develop comprehen-

sive benefit packages. Joining a union did not necessarily 

offer benefits to a worker (Mitchell 1989). Preventing 

unemployment by regularizing production became popular. In 

1931, it was estimated that more than,200 firms were at-

tempting to stabilize employment by manufacturing for stock, 

doing repairs, building plants and cleaning when business 

was slow (Mitchell 1989, 22). It is arguable that a benevo-

lent spirit was spreading from management towards labor. 

Charles Schwab of Bethlehem Steel said: 

What are those reasonable wants of employees, 
which they have a right to see satisfied as far as 
conditions of industry permit? I believe they 
include the payment of fair wages for efficient 
services; steady, uninterrupted employment; safe-
guards of their lives and health; good physical 
working conditions; a voice in the regulation of 
conditions in which they work; provision for them 
to lay up savings and to become partners in the 
business through stock ownership; and finally, 
some guarantee of financial independence in old 
age (Schwab 1928, 14). 

Despite the image of prosperity, unemployment was high 

in the twenties. It was estimated at 13% in 1924 and never 

fell below 10% throughout the decade. People were moving to 

the cities in ever-increasing numbers, women entered the 

work fcrce (they included up to 25% of the work force), 
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labor turnover was low and strike activity decreased (Mitch-

ell 1989). 

Chase thought that technology was largely to blame for 

mass unemployement. "Machinery has created a new ruling 

class based on profits, which is no improvement upon the 

earlier aristocracy based on land, except that its personnel 

is subject to a greater rate of turnover" (Chase 1929a, 

192). Worries about the replacement of men by machines 

often found a spot in Chase's articles: 

Machinery did not create unemployment, but pro-
moted it from a minor irritation to one of the 
chief plagues of mankind. A new job can no longer 
be created as fast as the machine tips a man out 
of an old one. Mechanical devises are already 
ousting skilled clerical workers and replacing 
them with operators who need not know how to add, 
subtract, divide or multiply. Men are to tramp 
the streets by the thousands, because machines can 
provide more than enough to go round. Perhaps the 
financial system under whose blessings we live is 
about to register a crowning example of its in-
ability to adjust the Power Age to man. I hope it 
cracks (Chase 1929c). 

Chase (1929c) reported statistics published in the New 

York Times that while the number of factory employees had 

only grown by 15% between 1914 and 1927, production had 

increased by 70%. Factory employees had actually decreased 

by 9% between 1919 and 1927. In agriculture, manufacturing 

and mechanical trades and railroads (as defined by the 

Chamber of Commerce) employment between 1919 and 1925 de-

creased by 1,675,000 workers or almost 7%. Heilbroner 

(1962) reported that physical output in 1929 was up by 49% 

over 1920 while employment had not changed. In mining, 
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transportation and utilities, production was up but employ-

ment was down. Overall employment was up but that was due 

to increases in non-technological areas such as construction 

and service industries. Heilbroner (1962, 148) called this 

an "undertow of technological displacement." 

The Federal Reserve Board's index of manufacturing 

production revealed a 53% overall increase in productivity 

between 1919 and 1929. Complementing that statistic, the 

Bureau of the Census reported a similar increase of 64% 

during that same period. In contrast, average weekly sala-

ries of production workers in manufacturing increased only 

by 13%. Annual salaries showed a 20% increase. If 1920, 

rather than 1919, is used as the base year, weekly earnings 

actually declined by 5% by 1929 and average annual salaries 

increased by only 1%. 

Membership in unions jumped by one million members or 

24% from 1919 to 1920 but steadily declined throughout the 

twenties until unions had lost 30% of their members by 1929. 

By any statistical measurement, productivity far exceeded 

wage increases and unions membership declined dramatically 

during the twenties (United States. Bureau of the Census 

1975, 168-9, 172, 177, 669). The general feeling of econom-

ic elysium was induced by a triumphal stock market which 

overshadowed the grim labor statistics. 

The regulation of business that one might have predict-

ed for the twenties because of the voices of the institu-
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tionalists and the promises of the scientific management 

movement never materialized primarily because of the suc-

cessful cooperative efforts of the business community and 

the government during World War I. Budgeting, standard 

costing and time and motion studies did survive for two 

reasons. First, these techniques were viewed as scientific. 

Second, budgeting and standard costing were methods of 

controlling labor. Union membership declined despite unem-

ployment and wage increases lagged well behind productivity 

because of that antagonism towards organized labor. The new 

social consciousness of business, which resulted in many 

labor benefits for those employed, also served to undermine 

any actions that organized labor might take against these 

new controls. 

In view of the tremendous increases in productivity, 

one would not expect cost accountants to produce new methods 

of cost controls beyond installing budgets and standard 

costing systems or to speak loudly on behalf of old methods. 

Neither would business be expected to seek out new controls. 

Consequently, although distribution costing, for example, 

does appear in the literature of the twenties, it is not 

embraced by many businesses. During this period of an 

explosion in mass production techiques, productivity hid 

cost increases within the steadily increasing profits. 

Investment bankers like J.P. Morgan and Charles Mitch-

ell, along with close associates John Raskob, William Du-
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rant, Arthur Cutten and Fisher brothers were all ardent 

speculators. The faith the public had in these financial 

capitalists, some simply because they were bankers and the 

others because they became wealthy in the best traditions of 

the rugged individualist, goes a long way to explain the 

speculative fever that gripped the country. The pools that 

they formed exclusively for the purpose of manipulating 

stock prices are well-documented. The frenzy of speculative 

actions and profit-taking has been described by many excel-

lent writers such as Galbraith (1988).and Allen (1931) and 

need not be retold here. 

For the same reason, it is not necessary to describe 

days surrounding the crash itself or to debate whether the 

crash caused the depression or whether, in a world full of 

fires, this was simply a more spectacular one. Neverthe-

less, the reaction to the crash was immediate and the reper-

cussions rippled throughout the country over the next three 

years. The collapse of equity and investment values put 

pressure on debts everywhere, from holding companies to home 

and farm mortgages. Pyramided holding companies, left with 

worthless or near worthless securities against which they 

had issued bonds, now had no income with which to make the 

interest payments. The loss of income from investments 

forced the operating companies at the bottom of the pyramid 

to support debt in addition to their own expenses. Debt 

payments forced cut backs on planned expansions and on 
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employment. As these major corporations laid off workers so 

did they hasten the death of many small firms that depended 

upon the purchasing power of those workers. As people 

economized, economic activity shrunk. As unemployment 

continued and increased, more and more mortgages came into 

default. Banks collapsed, some because of mismanagement or 

fraud and others simply because they could not maintain 

liquidity. Exacerbating the problem was the Hawley-Smoot 

tariff of June 1930, which effectively ended all trade with 

Europe thereby shutting down even more production (Allen 

1940) . 

The depression the country entered after 1929 was not 

expected to last. Hoover, elected president in 1928, ini-

tially followed a policy of doing little other than making 

motivational speeches. He believed, as did his advisors, 

that the best the government could do would be to let the 

economy take care of itself. Business would right itself 

and working people would follow. The conservative belief in 

the resilience of the market took precedence over any sug-

gestion that government should help to relieve the deepening 

suffering (Allen 1931). 

Hoover believed heartily in capitalism, cooperation and 

in a sense of community. He expected businesses, banks and 

communities to work together to stay in business, to sustain 

employment and to help those out of work. He called upon 

the heads of banks to help each other stay afloat voluntari-
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ly and was dismayed when they failed to do so. He would not 

give relief to the desperate and unemployed for three rea-

sons. First, he believed that welfare would destroy morale. 

Second, he expected communities to help the destitute. 

Families, towns, cities, states - they were to bear the 

burden of any needed relief. But all these sources of help 

were quickly squeezed dry. Third, he and most of his col-

leagues in politics and in business inherited a strong faith 

in a particular notion of capitalism which led to the ex-

treme reluctance of the incumbent government to interfere in 

business other than to ask for cooperation (Phillips 1969). 

By the end of 1930, the unemployment figures of 3 to 4 

million estimated in the spring had increased to 5 or 6 

million. By 1932, depending upon the source, and realizing 

that counts of unemployment are fearfully inadequate, be-

tween 8 1/2 and 17 million people were out of work or be-

tween 1/3 to 1/2 of the labor force (Phillips 1969). 

As years of depression passed with no hopeful signs on 

the horizon, attitudes toward business and government began 

to shift. The search for blame began. Collapsing banks 

often revealed less than strict fiduciary standards of 

practice and suspicion fell on the financial capitalists of 

Wall Street. Hoover encouraged the Banking and Currency 

Committee of the United States Senate, led by prosecutor 

Ferdinand Pecora, to begin an investigation. The investiga-

tion began as a search for ways to help and stabilize the 
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banking system. As the investigation proceeded with Pecora 

closely questioning prominent men, there appeared shocking 

revelations of misuse of depositors' funds, of tax avoid-

ance, of insider trading, of preferred customer lists, of 

manipulation of stock prices and blatant misrepresentation 

of securities and their risks. Finally, the enormous sala-

ries these men had been drawing while so many in the country 

were unemployed became publi-c -knowledge (Leuchtenburg 1963) . 

What became clear was that the financial capitalists, who 

had been among the most admired men in America, had behaved 

unethically, if not illegally, towards their depositors, 

their clients, their employees and the public. The ruined 

reputations of those who so recently had been respected 

helped open the door for the regulations-which were to 

follow (Pecora 1939; Phillips 1969). 

The failure of the economy to improve gave rise to a 

new kind of thinking about the economy. Questions about the 

end of capitalism arose. Curiosity in the Russian experi-

ment expanded. Was the country doomed to massive unemploy-

ment forever (Allen 1940)? Was it time for a radical re-

alignment of American economic thought? 

Veblen's ideas, though no doubt not familiar to the 

public by name, had been clearly demonstrated. The Pecora 

hearings showed without doubt that many financial activities 

had been performed exclusively for the purpose of making a 

profit or expanding an empire for the very few rather than 
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to improve production or quality or service. Pyramided 

holding companies existed to drain the capital contributed 

by the public and the income from the operating companies. 

Pools had been formed to drive up a stock's price so that 

the operators could sell their stock at fantastic profits. 

Perhaps an active role for government was needed since the 

cooperative/competitive system was not keeping businesses in 

check. 

Although these ideas were not new, they did not make 

sense politically until the great depression. By the time 

of Franklin Delano Roosevelt's inauguration, the country was 

in a desperate situation. Bankers and businessmen had 

violated the people's trust. On inauguration day, every 

bank in the country had closed. People were angry at the 

government's tardy and minimalist actions and were as ready 

as they had ever been for a change in administration. 

Roosevelt entered office with a tremendous mandate and he 

was ready to put it into operation. 

Within 100 days of his inauguration, Roosevelt moved a 

massive amount of major financial legislation through Con-

gress geared to restore confidence and to start the engines 

of the economy moving again. The National Industrial Recov-

ery Act (NRA) was one of the most important and controver-

sial pieces of legislation. The NRA sought to keep prices 

and wages up by limiting overproduction. In place of price 

competition, the NRA sponsored industrial cooperation. The 
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NRA invited each industry to create its own code of fair 

competition. The codes called for a restriction of output 

to push up prices and for the standardization of work prac-

tices and product quality (McCraw 1984). The codes prohib-

ited selling below cost (to end bankruptcies caused by 

price-cutting) and in the haste to prepare them, cost was 

variously defined from one code to another (Hawley 1966). 

In return for these concessions to industry, labor was 

guaranteed the right to organize and bargain collectively 

while employers had to comply with maximum hours and minimum 

pay rules.8 

In 1935, the Supreme Court found the NRA unconstitu-

tional . The Federal government could not overtly regulate 

procedures, hours or wages in industries. 

The decision implied that it would be unconstitu-
tional for the Federal government to deal with a 
national industrial or social or agricultural 
problem by dictating to individual factories, 
stores, or farmers what they should do (Allen 
1940, 155) . 

The Federal government could only regulate interstate activ-

ities, and the Supreme Court interpreted all of the activi-

ties of manufacturing, retailing and farming as intrastate 

matters. Trade association codes remained acceptable since 

only Federal intervention was deemed unconstitutional. 

Congress acted quickly to protect labor by passing the 

Wagner Act within a few months which again authorized col-

lective bargaining (Leuchtenburg 1963). 
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Managers generally ignored the right of collective 

bargaining, refusing to meet with labor representatives, 

proceeding as if sure that the Supreme Court would find the 

Wagner Act unconstitutional. Many firms set up company 

unions. Some were real organizations for the airing of 

grievances and representation of labor, others merely straw 

houses. Most corporate managers did not tolerate unions, 

spending huge sums to hire spies to infiltrate the workplace 

and the unions. As a result, many workers were unexpectedly 

fired on charges of inefficiency while their crime was 

joining a union or associating with union personnel (Allen 

1940). Nevertheless, workers flocked to join unions. 

Managers' refusal to bargain, combined with the suffering 

caused by years of low wages and frequent layoffs and subse-

quent use of spies and firings of union organizers bred 

massive discontent. The stage was set for the some of the 

largest and most controversial strikes in American history -

the sit-down strikes of 1936-1937. Over 1.8 million people 

participated in these strikes in 1937 alone (Factory and 

Industrial Management. 3/1939). Although labor did not win 

all of these strikes, unions did have some marked successes. 

Some of the nation's largest corporations including U.S. 

Steel and General Motors, signed labor agreements that 

recognized labor's right to collective bargaining setting a 

precedent for many other corporations. From a cost perspec-
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tive, I would expect to see changes in the way labor is 

presented in the literature beginning in the late thirties. 

Another major cost event of the thirties was the Robin-

son-Patman Act (1936) . This act forbade price discrimina-

tion unless the firm could prove that it cost more to pro-

duce for and sell to a particular buyer. If two customers 

bought an identical product, the firm could not discriminate 

on price based on the cost of -production. Even an end-of-

year order, produced when the factory was expected to be 

idle and when all overhead had already been absorbed by 

previous production, could not result in a discount to the 

new customer. The act specified that any apparent savings 

in overhead because of such circumstances were due only to 

previous production. Had the firm known of this extra order 

earlier, it would have spread the overhead evenly over all 

production. The firm could not penalize earlier customers 

in such a situation. That left distribution costs - ware-

housing, packaging, selling and transporting - as the only 

allowable means of giving a customer a price discount. Does 

it cost more to get the goods into the hands of a particular 

customer? If this cost differential can be proved, then the 

firm could discriminate in price. The incentive to control 

distribution costs, which was previously fueled by a nation-

al concern with waste in the twenties and the need to con-

trol all costs in the thirties, was given an added boost by 

this legal obstacle to old practices. 
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In the thirties, Americans were still isolationists. 

Events in Europe changed that attitude. On September 1, 

1939 Hitler invaded Poland. In April, 1940, Norway and 

Denmark fell to be followed by the Netherlands, and Belgium 

in May and France in June. This left Britain, quickly 

running out of money, as the last democratic power in Eu-

rope, making Americans more and more aware of the fragility 

of their own democracy. In the summer of 1940, America gave 

Britain 50 older destroyers and other equipment in return 

for certain properties and rights. 

The forties in America were times of enormous economic, 

scientific and psychological change. The country entered 

the forties still in a depression and fiercely isolationist. 

She left with a booming economy, a massive military estab-

lishment and holding treaties committing her to world af-

fairs and world leadership.9 

In March, 1941 the Lend-Lease Act became law in which 

the president was authorized to "sell, transfer, exchange, 

lease, lend, under such terms as he thought suitable, sup-

plies of munitions, food, weapons, and other defense arti-

cles to any nation whose defense he deemed vital to the 

defense of the United States" (Dulles 1955, 193). Once 

again, coordinated economic planning increased production. 

Britain had no funds so the United States donated all this 

military assistance. The need to rearm the United States, 

having given Britain so much, sparked a massive military 



65 

buildup. Finally the attack on Pearl Harbor and Germany's 

and Italy's declaration of war on the United States in 

December 1941 ended most isolationist arguments and war 

production began in earnest. 

Under the squeeze of the depression, America had become 

enormously efficient. Statistics show that from 1900 -

1910, output per person had increased by 12%, from 1910 -

1920 by only 7%%, 1920 - 193-0,- 21%, but, during the 1930s 

when many factories were closed or operated only during 

limited hours, and there was intense pressure for efficiency 

and economy, it increased by 41%. Even this incredible 

productivity was restrained not only for fear of an overpro-

duction but also to prop up prices (Allen 1952). Without 

question, fear of losing jobs must have had a hand in these 

productivity increases as well. 

President Roosevelt appointed Donald Nelson of Sears 

Roebuck head of the new War Production Board in December 

1941. Nelson took it upon himself to convert the automobile 

industry to war production. By February 1942, the last 

passenger cars were produced and the industry began pouring 

out trucks, tanks and other munitions (Cochran, 1968). The 

military planners intended that our armed forces be the best 

supplied anywhere. They were successful. The annual feder-

al budgets, which so inflamed those who criticized the New 

Deal, ran about $7 - $9 billion per year during the depres-

sion. In 1942 they rose to $34 billion, in 1943 to $79 
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billion, in 1944 to $95 billion, in 1945 to $98 billion and 

in 1946 to $60 billion. The national debt had risen from 

$19 billion in 1932, to $40 billion in 1939 and to a stun-

ning $269 billion in 1946 (Allen 1953, 146). 

"And how was the ambitious and expensive job of mili-

tary production accomplished? By paying precious little 

attention to costs, and asking producers to concentrate on 

volume and speed" (Allen 195-3,- 146) . Besides the incredibly 

quick conversion of the automobile industry, all manner of 

new products and devices were assigned to American plants to 

produce in a hurry, ranging from synthetic rubber to radar, 

from landing ships to proximity fuses, from atabrine and 

penicillin and DDT to the Manhattan project for the atomic 

bomb (Allen 1953) . In shipbuilding, new, fast methods of 

production were invented including seamless welding and the 

prefabrication of major hull sections. This reduced the 

time required to make the standardized Liberty ships from 6 

months to 17 days (Cochran 1968, 170-171). 

The tax bill of 1942 sought to close some of the gap 

between government expenses and income and to arrest the 

inflation that was advancing at the rate of 2% a month. It 

imposed a 90% excess profits tax and an extension of the 

income tax to all receivers of income above $500. The 

practical problem of collecting a substantial tax from low 

income earners who might be only partially employed also led 
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to the introduction in 1943 of tax withholding from wages 

and salaries (Cockran 1968, 185-6). 

The standard of living soared. By 1944, fur coats and 

jewelry and piano sales were booming although cigarettes, 

butter, sugar and coffee were rationed. The government 

tried to reduce spending and slow down inflation through 

price ceilings, rationing of scarce and essential goods, 

wage freezes, excess-profits-taxes, and high personal income 

taxes (Allen 1953, 148). 

Those working in the war effort,.many of whom had been 

unskilled workers, benefitted greatly. Between 1939 and 

1945 their average earnings increased by 86% while the cost 

of living increased by only 29%. Farmers, engineers and 

specialists and technicians with skills useful to war pro-

duction were the largest beneficiaries of the period (Allen 

1953, 149-150). 

By August 1945, the war was over and America began to 

shift from the production of war materials to the production 

of consumer goods. A post war depression never materialized 

at war's end but inflation did. By 1945 approximately 16 

million men had entered the military. On VJ day, there were 

still 12 million in the armed forces and the civilian labor 

force was at an all time high of 53 million. While the 

average weekly earnings in manufacturing had doubled in five 

years, price controls and scarcities had kept a lid on 

spending. By end of war $136 billion of personal savings 
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were in the banks and invested in war bonds. The Truman 

administration feared inflation; but its efforts regarding 

price controls were countered by huge labor strikes, by-

businesses clamoring for relief from price and production 

controls and by the public who desperately wanted to spend 

their money. Grass-roots organizations composed of house-

wives, students and other groups were formed to protest and 

eliminate the controls by means of petitions, marches on 

Washington and mass mailings. Needless to say, Truman's 

efforts were blocked by a Senate under tremendous pressure 

from their constituents (Cabell 1975, 275) . 

In July 1946, the cost of living jumped by a greatest 

amount ever recorded. The labor department's index of 

retail prices, which had gained only 30 points during the 

whole war, went up 20 points in July and gained another 20 

by the end of the year. It reached 200 by 1949. The outcry 

that followed the dismantling of controls made Congress try 

in vain to reinstate them (Cabell 1975, 278). 

Labor was determined to raise wages, gain fringe bene-

fits and expand their bargaining power. While often suc-

cessful, labor lost a lot of public support because of the 

terrible strikes it engaged in. The public did not appreci-

ate cutting off coal production during freezing winter 

months after years of willing sacrifice. Managements 

thought this was the time to reduce the power of labor. 

They expected a surplus labor supply and massive unemploy-
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ment because of the millions of men returning from the war. 

This did not occur because so many of those that had been on 

the labor force during the war were women and school age 

children. Both groups left the labor force in large numbers 

(Cabell 1975, 278) .10 

By the end of the decade America discovered that isola-

tionism was a dream of the past. Early in March 1948, the 

Soviet Union invaded Czechoslovakia. In June, 1948, the 

Soviets tried to drive western Allies out of Berlin and set 

up a blockade of the city. The United States, Great Britain 

and France conducted a year-long air lift to thwart the 

blockade. The allied nations signed several treaties prom-

ising mutual protection and containment of communism (Dulles 

1955, 236; Allen 1953). The cold war, with its large mili-

tary establishment and enormous defense budget, had begun. 

In light of the events of the 1940s, one would not 

expect new techniques to develop in cost accounting. Cost 

accounting was deemed important during World War II but only 

because the government wanted to prevent profiteering and 

because it wanted to be charged only with costs attributable 

to government contracts. If anything, business would be 

expected to overstate costs in order to reduce reported 

profits. The excess profits tax served to diminish the role 

of cost accounting as a method of uncovering and reducing 

costs and encouraged instead the reporting of as many costs 

as possible. The need to produce as much as possible and 
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the governmental promise to pay for all production also 

reduced attention on costs. 

The governmental regulations that addressed cost issues 

encouraged simplification and speed and discouraged careful 

allocations for cost finding purposes. While companies that 

had no cost accounting systems had to install them, all 

extant systems would be expected to become less accurate and 

more oriented towards the needs of financial accounting. 

Finally, the incredible demand for consumer goods that 

was unleashed after the war simply extended the lack of 

attention to costs. The absence of international competi-

tion and huge domestic demand would not encourage develop-

ments in cost accounting. 

Notes 

1. Wilson had appointed Samuel Gompers to a number of 
Washington war councils and had encouraged collective bar-
gaining in order to promote labor peace during the war. 
With these assurances, labor kept its demands to a minimum 
during the conflict believing that its position in society 
had stabilized. 

2. This statement must be qualified. In World War I the 
government instituted price fixing procedures. The method 
used was to ascertain the range of costs from the lowest to 
the highest cost producers and to set a price so that all 
but the high cost producers could cover their costs. One of 
the results of this was that low cost producers reaped large 
profits (McMillan 1949, 4). 

3. Mitchell Palmer, the Attorney-General of the United 
States, began to attack. In what were later called the 
Palmer Raids, he sent the militia to suppress groups he 
deemed dangerous. Wilson was ill, unable to realize what 
Palmer was doing. Using the Sedition Act under which he had 
the power to deport anarchist aliens, Palmer authorized the 
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infiltration of communist party organizations and arrested 
thousands of people and confiscated their property. Few 
questioned the legality of these actions during this period 
of ethnic tensions (Allen 1931). 

4. "It is fair to say that under a competitive system 
'what is' has developed because in general it is right" 
(Mazur 1925, 8) . 

5. Herbert Hoover,, known as the "Great Engineer," did a 
magnificent job as the volunteer head of the Commission for 
Relief in Belgium during the war. Under his guidance, the 
CRB fed more than 9 million people over the course of five 
years. This helped to confirm his belief that efficiency 
was the road of progress (Ha-wley 1981) . 

6. The original committee included economist Wesley Mitch-
ell, Edwin Seligman of Columbia, Allyn Young of Harvard, 
Walter Willcox of Cornell, Carroll Doten of the Massachu-
setts Institute of Technology, Edwin Gay, president of the 
New York Evening Post and William Rossiter, past head of the 
U.S. Census Bureau. 

7. There is a fine line between price fixing and legiti-
mate pricing. Classical economics predicts that under 
perfect competition all prices will be equal. 

8. Flynn (1939, 225) was furious at the NRA calling the 
"wave of codemaking a sham to gain an advantage." He said 
that letting large manufacturers write their own ticket was 
the "most appalling attack on democracy that I have ever 
encountered" (226). 

9. Veblen (1975, 391) addressed the relationship between 
business, war and patriotism. 

Business interests urge an aggressive national 
policy and business men direct it. Such a policy 
is warlike as well as patriotic. The direct cul-
tural value of a warlike business policy is un-
equivocal. It makes for a conservative animus on 
the part of the populace. During war time, and 
with in military organization at all times, under 
martial law, civil rights are in abeyance,- and the 
more warfare and armament the more abeyance (Ve-
blen 1975, 391). 

The ceremonial aspects of patriotism and the threat of a 
'red menace' keeps the population passive and unwilling to 
change the status quo. 
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10. Whether most women left willingly or not would be an 
interesting subject to research. 



CHAPTER III 

THE PURPOSE OF COST ACCOUNTING 

The search for an overshadowing of cost accounting by-

financial accounting suggests exploring whether the way cost 

accountants viewed costs or how other's views of costs 

changed over time. This chapter explores cost and financial 

accounting literature for contemporary understandings of the 

function of cost accounting, of cost systems and of cost 

accountants and to determine whether those understandings 

changed. 

The differences between written testaments of purpose 

and the recognition and practice of that purpose are exam-

ined only peripherally, by means of secondary sources. For 

example, surveys taken and reported by the National Associa-

tion of Cost Accountants provide some information about the 

extent to which cost accounting techniques were practiced in 

firms. Additionally, the kinds of activities that cost 

accountants were repeatedly encouraged to engage in indi-

cates that those activities were not practiced as universal-

ly as the writers thought they should be. 

The stated purposes of cost accounting, as revealed in 

articles and textbooks, remained relatively stable during 

this period, uninfluenced by financial accounting. Never-

theless, as a practiced discipline, cost accounting was 

73 
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heavily influenced by financial accounting, by governmental 

regulation and by an assumption that the costs required to 

set up and maintain a comprehensive cost system outweighed 

the benefits to be derived from such systems. 

The National Association of Cost Accountants (NACA) was 

formed in 1919 for those involved in cost work in all indus-

tries. A forum for the dissemination of information about 

cost accounting practices was -needed. The interest in the 

field had become so widespread that extant accounting orga-

nizations and their journals could not meet the needs of 

those working within industries. 

The scientific management movement, which began in the 

last decades of the 19th century, played a major role in the 

popularization of cost accounting. An additional spur to 

the development of a separate body came from the financial 

accountants themselves. The leadership of the American 

Institute of Accountants (AIA) disclaimed cost accounting as 

a technical discipline. Cost accountants, with the appro-

priate credentials, were among those who could participate 

in the Institute, but only as nonvoting associates (Miranti 

1990) . The disenfranchisement of cost accountants from the 

AIA encouraged the formation of a separate organization. 

The original officers and board of directors of the 

NACA were members of industrial engineering firms, officers 

of manufacturing firms, as well as CPAs and noncertified ac-

countants practicing in public accounting firms. Membership 
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was granted to anyone working in the field or interested in 

cost matters including academics. The association began 

publishing the National Association of Cost Accountants -

Bulletin (NACA - Bulletin) in 1919. It appeared bi-monthly 

until September, 1949 at which time it changed to a monthly 

format. Although articles about cost accounting continued 

to appear in the Journal of Accountancy and later in Ac-

counting Review, which began.publication in 1926, the NACA -

Bulletin immediately became the primary organ for those 

devoted to matters concerning cost accounting. 

Cost accountants by 1919 had enough self-awareness to 

create their own organization and journal but, unlike the 

AIA, they did not require an examination or any other par-

ticular prerequisites for membership. With a panoramic 

vision of serving many needs and a broad-based membership, 

how was cost accounting defined and what were its purposes? 

An excellent way to answer this question is to use an early 

textbook written by J.P. Jordan and Gould Harris in 1921. 

Jordan served on the board of directors of the NACA in the 

second year of its existence. 

Jordan was a member of the Society of Industrial Engi-

neers and the Society of Mechanical Engineers and was em-

ployed by the firm of C.E. Knoeppel, Industrial Engineers. 

His co-author, Gould Harris, was a professor of management 

at New York University and a member of the American Associa-

tion of University Instructors in Accounting. Among the 
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founding members of the NACA, their views of cost accounting 

are likely to be representative of the contemporary under-

standing of the discipline. Their textbook provides a 

benchmark to identify changes that occur over the next three 

decades. 

Jordan and Harris (1921) open with a chapter entitled 

'What Cost Accounting Is.' The presentation is excellent. 

Beginning simply, they identified cost accounting as a 

branch of general accounting that provided detailed informa-

tion as to the separate components of costs that have en-

tered into a product. Cost accounting enabled a determina-

tion of the profit or inventory costs on each unit. 

Unit was defined broadly. It could be a job, contract, 

product, department or division. Its determination depended 

on the needs of management. General financial accounting 

was not sufficient for the task because it collected costs 

and revenues in total and could only calculate the profit or 

loss on the firm as a whole, not on a unit basis (Jordan and 

Harris 1921, 3). 

After discussing why firms hesitated to install cost 

systems (including opposition from managers and workers, 

costs of installation and inertia) and suggesting ways to 

overcome those objections, Jordan and Harris (1921) listed 

the advantages of a cost system. First, knowledge of unit 

cost and unit profitability provided manufacturers with 

important information about whether to continue, expand and 
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or drop lines of production. Jordan and Harris (1921) were 

not naive about cost accounting and did not suggest that it 

offered all the information needed by managers. They pre-

sented it as only one among many inputs into major decisions 

and illustrated circumstances under which an unprofitable 

product might well be continued for the good of the firm. 

Second, cost information was useful to all of the 

departments of a firm, not just the production department. 

Unlike auditors, cost accountants were under no obligation 

to avoid forecasting and were failing in their duties if 

they did not present forward-looking data. Jordan and 

Harris did not see cost accountants merely as keepers or 

finders of historical costs but as people with expertise and 

information critical for future decisions. The sales de-

partment and financial managers, for example, needed cost 

information to help determine which lines to pursue and to 

plan their investments in inventory. 

Third, cost accounting could isolate idle machinery 

and, thus, reduce waste.1 Fourth, cost accounting was 

essential as a basis for fixing selling prices. Adding an 

arbitrary percentage to prime costs (labor and material) was 

no longer deemed a safe business practice. When Jordan and 

Harris (1921) discussed price fixing, they did not mean that 

prices were not subject to competitive forces, nor were they 

referring to collusive corporate behavior (Jordan and Harris 

1921, 11). They meant that, without knowing costs, a manu-
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facturer could not set a reasonable price nor, if he were a 

price-taker, could he know if he should even produce.2 

Fifth, costs could be used as a basis for standardizing 

costs - for finding what was normal. Only by knowing what 

was normal, or usual, could the manufacturer set prices. 

These standards were not the fully developed standards of a 

few years hence but largely, averages of past overhead costs 

only. They recommended compiling records for many years to 

determine normal capacity and normal cost. Standards were 

essential for the application of overhead rates.3 

Sixth, costs were useful for preparing financial state-

ments and other cost reports and tax returns. A reliable 

cost acccounting system avoided the necessity of taking 

physical inventories and permitted management to request and 

receive financial statements at any time - at any level of 

the firm. Cost information facilitated the preparation of 

interperiod and interdivisional comparative statements. 

Finally, because of the knowledge gained by comparative 

information, "future policies can be formulated with more 

assurance, because they are based on accurate knowledge 

rather than on guesswork" (Jordan and Harris 1921, 15). 

There were no references to budgeting in the Jordan and 

Harris (1921) text. Budgeting either was not yet a common 

practice or had not been a common practice long enough to 

find its way into textbooks. On the federal level, budget-

ary accounting only became law in 1921. Jordan and Harris 
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(1921) addressed cost standards only cursorily, confining 

them to specifications of amounts and qualities of materials 

and employing them to compare and control actual usage. 

Predetermined figures made their way into the books of 

account through general overhead and hard to measure indi-

rect materials such as glue, nails and rivets. They did not 

mention labor standards. 

Jordan and Harris (1921) began simply; cost accounting 

calculated unit costs. This homely beginning was richly 

developed. The text covered the intricacies of book and 

record-keeping but never assumed that the accounting choices 

made for various transactions were trivial. For example, 

they devoted a chapter to transportation charges. They 

analyzed the various causes of transportation costs in order 

to illustrate that many different accounts should bear those 

charges. They warned that the common practice of charging 

all transportation-in to inventory and all transportation-

out to selling expense seriously distorted the calculation 

of product and particularly territorial profitability. They 

also explored the nature and treatment of joint costs and 

the prevention of and accounting for defective work and idle 

machinery. Their goal was a thorough understanding of costs 

to facilitate the costing of all units. 

Lawrence's (1925) definition of cost accounting was 

similar to that of Jordan and Harris (1921). Cost account-

ing was an application of accounting principles in greater 
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detail than was normal or possible for general accounting 

purposes. In contrast to the broad brush approach of Jordan 

and Harris (1921) who kept examples to a minimum, Lawrence 

(1925) laid out all the forms and reports necessary for a 

complete cost system - an approach followed in most text-

books at least through 1950. Budgeting still did not ap-

pear. However, a lag in the textbook presentation of such a 

new topic might be expected.. -

Lawrence (1925) expressly deemed cost accounting a 

technical function that occasionally'touched upon the fields 

of industrial engineering and management. It was useful to 

those fields only in so far as it assisted in the avoidance 

of waste and the discovery of more economical methods of 

manufacture. His description of the scope of cost account-

ing was much broader than was his definition. Lawrence 

(1925) attributed a wide range of knowledge to the cost 

accountant. 

He pursued such questions as capitalization of interest 

on investment (a controversial topic for many years), wheth-

er selling and administrative expenses should be inventoried 

(yes, if made to order, no, if produced for stock), the 

effect of an unstable dollar on cost finding and various 

influences on efficiency (including factory layout, wage 

incentives, quality of equipment and tools, and working 

conditions - lighting, safety, color). He strongly urged 

the study of distribution costs although he did not discuss 
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the issue in detail. Cost accounting standards, including 

materials, labor and overhead standards, did not enter the 

books of account; they were to be used only for statistical 

purposes reserving actual costs for the financial reports. 

The standards he discussed expanded greatly on those of 

Jordan and Harris (1921). Lawrence (1925) devoted a sepa-

rate chapter to estimating cost systems which were essen-

tially informed guesses frequently used by firms needing to 

quote prices before production began.4 Overall, he pre-

sented a world of cost accounting that belied the narrowness 

of scope expressed in the opening few pages of his text. 

By 1925, the scope of cost accounting had dramatically 

expanded. Cost standards jumped into the forefront and 

distribution costs were beginning to come under close scru-

tiny. The efficiency movement, long in the public eye, had 

moved into the textbooks. Concerns with waste, having 

gotten a big boost by Hoover's campaign against waste, were 

expressed through approaches to handling idle time and 

defective work. 

Cost accounting still encompassed two divergent func-

tions. One view depicted cost accounting as an adjunct to 

financial accounting. This was the technical/mechanical 

side of record-keeping, cost finding, unit costing, and 

allocating, which, under the eye of the financial accountant 

enabled the 'valuation' of inventory without a physical 

count and the preparation of financial statements whenever 
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needed. The other side was the managerial side, the plan-

ning and control function. This view depicted costing as an 

output measure that enabled users to determine the effi-

ciency of production and labor, eliminate waste by isolating 

idle machines and personnel and to contribute to business 

planning. 

The analysis of costs and cost behavior allowed compa-

nies to budget (not evident yet in the textbooks but begin-

ning to appear in articles) for future activities. Engi-

neers cooperated with cost accountants to develop cost 

standards, which expressed what things "should" cost, not 

what they did cost. These normative standards were used to 

further refine efficiency analyses and for budgetary plan-

ning. The two sides overlapped but Lawrence (1925) appeared 

uneasy about straying too far from the record-keeping and 

cost-finding center. Hence, he limited the expressed func-

tion of cost accounting but described activities that 

stepped over those limits. 

During the twenties, there were a number of references 

in the cost literature linking the engineer and the cost 

accountant. This is not surprising in view of the close 

relationship between the scientific management movement and 

cost accounting. Jordan was not the last textbook author 

who was an industrial engineer and he frequently expressed a 

need for cooperation between accountants and engineers. 

Fletcher (1923) of Scovell, Wellington (a firm of CPAs and 
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industrial engineers) linked the production engineer with 

the cost accountant through the development of standards. 

Engineers set standards and the cost accountant accumulated 

actual costs to compare with those standards. Harrison 

(1920-21) was concerned that cost systems did not fit the 

needs of managers. He reasoned that this was because a 

breach was developing between the cost accountant and the 

engineer. The cost accountant- felt that his territory was 

being encroached upon by the engineer. Such a reaction 

could easily be anticipated when engineers set standards for 

production. The establishment of what a unit should cost 

may have seemed to minimize the usefulness of determining 

what it did cost. It may also have served to put cost 

accountants on the defensive. If standards were being used 

to encourage or even to threaten employees to work harder 

through performance measurement, the cost accountant may 

have become the perceived villain. 

Schlatter (1927) wrote an elementary text which did not 

cover standards, budgeting or distribution costs. Neverthe-

less, his statement of the functions of cost accounting was 

broad. Cost accounting should help in 1) maintaining the 

economy and efficiency of labor through the use of incen-

tives and variance analysis, 2) keeping track of inventory, 

3) controlling scrap and defective work, 4) revealing any 

inefficient use of equipment, 5) highlighting the need for 

new equipment, and 6) helping to control overhead. A cost 
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system was a tool for control and an aid to management. 

While elementary, the text catalogued a broad range of 

responsibilities. 

Sanders (1929) characterized cost accounting as the 

analytical study of the expenses incurred in running a 

business. The word analytical is significant in that 

brought a managerial patina into the opening definition -

something not seen before. -The cost records provided a 

control over manufacturing operations that the general 

accounting records could not offer. Cost accounting applied 

to every phase of the manufacturing operation and to distri-

bution costs as well. The latter had not received much 

detailed attention up to this point. A successful cost 

department would: 1) be tied into the general accounts to 

guarantee the overall accuracy of the cost figures, 2) 

supply reports that represented fair analyses of the origi-

nal costs, and served as constructive criticism upon all 

operations coming within their scope and, 3) supply reports 

to afford guidance to the manufacturing heads as to the 

efficiency of their operations. He devoted moderate cover-

age to standard costs and budgets, viewing budgeting as a 

new concept in business. He did not object to entering 

standard costs into the books of account but though they 

would be equally useful as statistical devices if completely 

separate. Sanders (1929) regarded cost accounting as a 

managerial tool and not merely as a bookkeeping device. 
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Sanders (1929) expanded on the uses of cost accounting 

outlined by previous texts. He gave labor much more atten-

tion and did not objectify it as just another factor of 

production, writing that: 

On the human relations side it is now generally 
recognized that these objectives of efficiency and 
low cost cannot be pursued in a purely mechanical 
and arbitrary fashion, as many have done with 
machinery and equipment. All the emotions, opin-
ions, prejudices and failings of human nature rise 
up to prevent it, and every intelligent manufac-
turer understands that his production plans must 
pay due regard to all these things; it is no lon-
ger thought necessary to secure low costs by forc-
ing labor in a ruthless fashion;.better results 
are obtained by enlisting the active support, 
loyalty, and cooperation of the workers by a dem-
onstrating a reasonable concern for them (Sanders 
1929, 93) . 

Sanders (1929) devoted considerable space to the many 

extant wage payment plans such as the Taylor differential 

piece rate, the Gantt task and bonus plan, the Bedaux point 

system, and group bonus systems.5 He believed, as did many 

others including Frederick Taylor, that high wages could 

lead to low production costs if the proper wage system, 

faithfully applied and understood by all, were used. Simi-

larly, he advocated supplying cost data to foremen (this was 

also important to Jordan and Harris (1921)) and training 

them not only to interpret data but also to manage their 

staff more effectively. 

In response to a survey taken by the NACA - Bulletin in 

1922 in which only 10% of the,companies surveyed provided 

foremen with cost data, Sanders (1929, 256) concluded that 
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"it is safe to assert that the 10% probably includes some of 

the most successful companies." He presented case studies 

of companies that relied heavily on their foremen to reduce 

costs and helped by providing them with cost information and 

management training. Hubbard (1925) had reached the same 

conclusions previously. Referring to the same survey, he 

concluded that corporate secrecy was dysfunctional when it 

prevented information from reaching those who could make the 

most use of it. 

Dohr (1931), in the Accounting Review, described cost 

accounting as: 1) an organized record of business, 2) a 

means of measuring the efficiency of business operations by 

means of standard costs and 3) a method of exercising con-

trol by means of the budget. These prosaic functions have a 

modern, managerial ring - organization, planning and con-

trol. The methods of cost accounting have, at least by the 

beginning of the thirties, coalesced into three characteris-

tic practices: careful record-keeping, budgeting and stan-

dard costing. While the texts appear quite modern, it is 

difficult to believe that budgets and standards, practically 

nonexistent in Jordan and Harris (1921), have become common 

practice. 

In March of 1931, the NACA - Bulletin included among 

the purposes of a cost system, bookkeeping, pricing, operat-

ing control (through budgeting and standard costing) and 

special problems (in which were included make or buy and 
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equipment replacement decisions). These basic roles were 

sustained throughout the period.6 The function of provid-

ing special reports to deal with more unusual problems 

developed slowly only to expand dramatically in the fifties. 

Differential analysis began to become important in the late 

forties but capital budgeting and related topics do not 

enter the literature until the fifties. 

During the short period.when the National Industrial 

Recovery Act was the law of the land, cost accountants were 

expected to take on new tasks. Krueger (1933), hoping that 

the government would let business govern itself under the 

new law, outlined their potential duties. They included 1) 

surveying industries to establish normal and present costs, 

productive capacities and fair rates of profit for the 

purpose of useful exchanges of information between indus-

tries, 2) designing uniform cost systems, 3) installing and 

operating the uniform systems and 4) investigating and 

examining all reported code violations. 

In many textbooks there were chapters devoted to trade 

associations (associations of specific industries formed to 

share information about cost and other aspects of their 

business) and uniform accounting, which was frequently 

linked with the activities of trade associations (Lawrence 

1925, 1937, 1946; Blocker 1940; Gillespie 1932). 

The National Industrial Recovery Act generated many 

discussions in the literature about uniform accounting 
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systems. Firms needed to know costs in order to adapt to 

the requirements that banned selling below cost (NACA -

Bulletin. 6/15/33, 8/15/33 11/15/33, 12/15/33, 1/15/34). 

However, not all firms calculated their costs in the same 

way. Proponents of uniform accounting hoped that a uniform 

system would allow firms to compare their costs and then, 

industry-wide, be able to set minimum price levels. While 

uniform accounting had been a-subject of interest for many 

years, the Act gave it a new lease on life because it en-

couraged the formation of trade associations and the writing 

of codes for the guidance of firms within each industry. 

Many industries adopted codes that defined cost and fair 

competitive practices. Taggart (1934) said that cost ac-

countants, previously viewed as poor relations of public 

accountants, had been brought into the light as arms of the 

government and saviors of society. 

The National Industrial Recovery Act was well-inten-

tioned. It was based on the hope that if antitrust limita-

tions were suspended, that businesses would cooperate with 

one another and speed the end of the depression. By sharing 

information, business failures would be prevented because 

the knowledge of costs of production would eliminate cutting 

prices to the point at which firms went out of business. 

The writers of the National Industrial Recovery Act assumed 

that cutthroat competition was due to ignorance, not to 

greed. One of the differences between this Act and the 
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earlier encouragement given to trade associations by the 

Federal Trade Commission was that once codes were adopted 

and approved by the President, they were to be legally 

binding. It was based on the classical economic assumption 

that those who have risen to the top of their industries 

know what is best for business in general. It was an at-

tempt to avoid governmental regulation in favor of manageri-

al cooperation. In their optimism, the authors did not 

foresee that the codes would be used to keep production low 

to sustain high prices and to impose the will of the major 

corporations in each industry on the minor firms (Hawley 

1966; McCraw 1984). 

The discourse that informed the writers of the National 

Industrial Recovery Act appeared in the accounting litera-

ture at the same time. It drew on the ideas of managerial 

cooperation and social responsibility while responding to 

the ubiquitous disappointment in business that the depres-

sion had engendered. This included the notion of the social 

aspect of accounting. The idea was that, in the absence of 

market forces, accounting might be used to monitor business. 

The failure of the market was certainly clear. Littleton 

(1934) remarked that the contemporary debate centered on 

whether to increase government regulation or to encourage 

self-management enlightened by the public interest. He 

espoused the latter in the form of some kind of industrial 
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democracy or economic planning along with an embracing- of 

the public interest: 

A great corporation is not a private business. It 
is in some measure a public institution occupying 
so large a position in its own labor market, its 
wage policy is affected with the public interest; 
occupying so large a part in the commodity market, 
its price policy is of public concern,- since its 
capital is publicly subscribed, its financial 
management is a public trust (Littleton 1934, 70). 

Accountancy could play a large role in the public trust 

of the corporation. It had already substituted for competi-

tion in rate-setting for the railroads and in patent in-

fringement cases in which cost accounting was used to deter-

mine the financial windfall of the defendant. To maximize 

its usefulness, there had to be a full sharing of informa-

tion between capital and labor (Littleton 1934). 

Scott (1936) predicted that the business statistics 

that had come into common managerial use would soon be inte-

grated into the accounting records just as depreciation, bad 

debt expense and standard costs had been. He referred to 

the usage of ratios, trends and nonmonetary off-book re-

cords. The popularity of ratios and their value in compara-

tive reports put a premium on an accurate measurement of 

assets, liabilites and income accounts (Scott 1936, 141). 

He recommended that accountants release their dependency on 

historical costs and prepare forecasted financial statements 

to accommodate the longer time frames of managers. 

Scott's discussion was motivated by an expectation that 

the economic world of competitive capitalism was coming to 



91 

an end. That competitive capitalism could not continue 

seemed obvious during the depression. However, whatever the 

new economic world, and Littleton (1934) described an indus-

trial democracy, there would have to be a new way to assess 

performance. Scott thought that using cost accounting for 

the social control of business affairs was the trend of the 

future. He warned against the adoption of unyielding ac-

counting principles in favor- of flexibility and adaptability 

to deal with differences in different firms and changing 

circumstances in the same firm (Scott -1936). 

The idea that cost accounting might replace the market 

as a performance measurement of social responsibility as 

well as financial achievement was a unique one. There is no 

question that cost accounting was used to measure perfor-

mance within firms for products or stages of product devel-

opment that had no external market to use as a guide. 

Drucker (1946) described just such mechanisms in Gener-

al Motors. He recounted how foremen prepared efficiency 

budgets and were evaluated by how their efforts, calculated 

using cost accounting, measured up to those budgets. The 

divisions of GM were too far from the market for performance 

to be measured by market success. Drucker (1946, 122-3) 

conjectured that a "socialist competition" and cost account-

ing would replace the market entirely. The breadth of the 

suggestion was new and was clearly a reaction to the massive 

market failure of the depression. 
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For a brief time, there were some who thought that the 

use of accounting in general and cost accounting in particu-

lar would expand dramatically. It never happened. The 

forces of the status quo were far too strong and the idea of 

a national accounting far too foreign to the tastes of 

Americans to appeal to any large degree. As flawed as the 

American version of capitalism may be, there is equal room 

for manipulation and fraud within a system governed by 

accounting data. 

When the Robinson-Patman Act of 1936 was enacted, focus 

was again placed on distribution costs. The Act prohibited 

firms that were engaged in interstate commerce from selling 

the same products to different buyers at different prices. 

While this Act brought attention to cost accounting, it did 

not propose a new function but simply focused on an area 

that had received rather minimal attention in the past. 

From 1936 until the end of the forties, the purposes of 

cost accounting had been established as: 1) record for 

inventory valuation and periodic profit measurement, 2) cost 

control through budgets and standard costs, 3) information 

for planning purposes, 4) pricing and, 5) assessment of 

costs for special managerial needs. Within limits, such as 

qualifying the use of costs as elements of price setting, 

these elements were accepted by most writing in the NACA -

Bulletin, the Journal of Accountancy and the Accounting 

Review. Within textbooks, stated purposes were essentially 
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the same: unit cost determination for price setting, for 

planning and control through standards and budgeting, for 

inventory valuation and income determination and for special 

problem solving.7 Textbooks accentuated cost control over 

the financial aspects. Most authors devoted only a single 

chapter to inventory valuation, that is, procedures for 

LIFO, FIFO, average cost and other inventory pricing meth-

ods. By far, the texts were-devoted to cost issues and not 

to financial accounting questions. 

If the purposes of cost accounting were not in ques-

tion, do any other factors related to its functions appear 

in the literature? 

Paton (1934) said that cost accountants had been more 

concerned with the physical than with the economic side of 

business and that they should ignore tangible things and pay 

more attention to their costs. Paton's remark is curious 

since there is little evidence in the literature that cost 

accountants paid more attention to quantities produced or 

other measures than they did to dollars. In fact, Bennett 

(1936) said that cost accountants ought to prepare a greater 

variety of reports - ones that did not arise from the ac-

counting records. He suggested reports such as a record of 

incoming business, or of unshipped orders, or of tonnage 

shipped from each division. Bennett (193 6) believed that 

cost accounting had been limited because of its reliance on 

historical accounting records. The very act of keeping 
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particular historical records in dollar format only may have 

imbued them with an authority and importance they did not 

deserve. The dollar format is an abstraction of the reality 

behind the dollars, that is, the numbers of unshipped orders 

etc. The abstraction may claim the dominant role, blinding 

the user of the accounts from seeing the implications of the 

physical nature of the actual events. 

Howell (1944), a cost accountant, argued similarly when 

he said that the value of cost reports had been diminished 

by converting everything into dollars, He suggested that 

reports would be just as effective and more understandable 

if expressed in physical terms - men, machines, quantities, 

kinds, as well as prices. Moreover, he concluded that a 

deeper problem than the mere conversion of physical events 

into dollar terms had developed saying: 

At the present time the idea that financial ac-
counting and cost accounting must be tied-in has 
produced situations in regard to depreciation that 
are not logical. Tax considerations have allowed 
it to occur that no depreciation is being charged 
against machines still operating (Howell 1944, 

108) . 

Howell's point was that if equipment had been complete-

ly depreciated so that the cost of producing particular 

units excluded depreciation, then current costs were being 

understated. The cost accountant who forgot the physical 

nature of costs because of the influence of financial and 

tax information, could not produce the kind of data useful 

for operating personnel (Howell 1944) . The financial ac-
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counting rules that determined which costs were expenses and 

which were not, for financial accounting purposes, were 

inappropriately being used in the production of cost ac-

counting data. 

Crockett (1937) also believed that cost accounting had 

been limited by the accounting department's goal of finan-

cial statement presentation. He asserted that cost informa-

tion was not used as much as-, it should be because cost 

personnel saw themselves as linked more closely with the 

accounting department than with the factory or operations -

a linkage crippling the nature and usefulness of their 

information. He reported that operating personnel often 

compiled their own cost information because that which came 

out of the cost department seemed destined for the financial 

statements. Crockett (1937) concluded that too many cost 

accountants thought that once they had produced inventory 

valuation figures and the cost of sales for the financial 

records that their job was done. As early as 1927, Bass 

suggested that the cost accountant had to adapt his reports 

to individual needs and to do so must break down the barri-

ers between shop and office. 

Many writers expressed the need for the cost accountant 

to work closely with those for whom reports are prepared -

particularly factory personnel. Typically, under the super-

vision of the controller's office, the cost accountant did 

not initiate contact with firm engineers and foremen. Cost 
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accounting and financial accounting were linked to a great 

degree, especially in small firms where the staff was limit-

ed. It is likely in small firms that cost and financial 

functions were performed by the same person. Even in large 

firms, the cost accountant or the cost department, under the 

direct supervision of the controller, was probably mostly 

occupied with generating reports destined for the general 

books that had to conform with financial accounting rules. 

Repetition of any act can have ritualistic consequenc-

es. That is to say that the ritual itself can become suf-

fused with a meaning that is separate and distinct from that 

which it represents. This is the ceremonial concept of 

institutionalism. Ceremony is ritual. Ceremony is sus-

tained by tradition and the myths that surround it. Repeat-

ed preparations of accounting reports would create an im-

pression of 'rightness' and usefulness. Why is overhead 

allocated? Originally it was needed to construct meaningful 

unit costs. However, it also became a required activity for 

financial accounting purposes. If, over time, for reasons 

of simplicity or carelessness, the financial allocations 

subsumed meaningful costing, the assumption of usefulness 

would still remain. It is assumed that the reason allo-

cation is required is because it is useful to do so. It is 

forgotten that the allocation of overhead is useful only if 

it segregates costs in a way that corresponds to the using 

up of those costs. Instead, the allocation, the ritual, be-
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comes the important act, not the tracing of costs.8 Con-

trarily, the nonritualistic request, the unique request, for 

special reports that do not conform to the usual rules may 

seem odd or unimportant to those accustomed to regular, 

ritualistic reports that conform to known rules. It may 

even have been difficult or impossible for the cost accoun-

tant to prepare a unique report because the information 

requested was not available -in that format since the cost 

system itself had been set up to conform to the requirements 

of more routine, financially-oriented-requests. 

Financial accounting required full costing for external 

reporting purposes. Full costing included allocating fixed 

overhead to products. As the chapter on departmentalization 

will clearly explain, multiple overhead rates are necessary 

in firms that produce more than one type of product and wish 

to have a reasonable approximation of cost. The multiple 

rates, when calculated thoughtfully and applied to produc-

tion on a rational basis, maximize the possibility of deter-

mining a cost figure that corresponds fairly well to the 

machinery costs and factory usage costs that went into the 

product - at least relative to other products. In contra-

diction to this cornerstone of cost accounting, Fitch (1941) 

referred to a 1938 NACA - Bulletin research study that 

reported that 22% of the companies surveyed used one over-

head rate for all their operations. Another survey of one 

diversified industry revealed that 51% of the companies used 
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a single overhead rate in spite of production of multiple 

products. These companies were following financial account-

ing rules only. They could not produce good cost informa-

tion from these records. Research reported in the April 1, 

1943 NACA - Bulletin indicated that only 40 out of 143 

companies used standard costing to any extent.9 Clearly a 

large number of firms had not adopted even the most basic of 

cost accounting practices. 

Hinting at a weakening of control over the business as 

a whole, Reitell (1940) suggested that companies establish a 

research staff committee, interrelating some of the activi-

ties of controllership, merchandising, production, and 

financing. They would coordinate meetings of accountants, 

controllers and engineers to discuss variances from an 

integrated profit plan and draw on engineering, sales, 

advertising and the controller for information regarding all 

the interrelated influences that end in net profit realiza-

tion. According to Reitell, business controls were weak. 

Reforms had to be implemented. 

Fiske (1942) said that cost systems had always been 

dominated by the need for financial information and by tax 

considerations, due in part to the obvious requirement for a 

historical financial record. The air of accuracy and com-

pleteness attained by a tie-in to the financial accounts 

tended to suggest a greater importance for routine figures 

and for those cost concepts more commonly reflected in 
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routine records than for the special studies that make cost 

accounting most useful. Fiske's (1942) direct reference to 

the dominance of financial information was rare. 

Tucker (1932), a CPA, supported Fiske's assertions when 

he limited cost accounting to providing data for financial 

reports. According to Tucker, cost reports should only show 

the effects of a particular division on the company's finan-

cial position. Each report should build toward the major 

financial statements and tie-in with the general ledger so 

that the general manager could trace all the figures back to 

original transactions. Tucker (1932) did not acknowledge 

any cost accounting functions beyond that of record-keeping. 

Bass (1927) said that the cost accountant determined 

his usefulness himself. If the accountant could not con-

vince, i.e., could not sell the value of his information to 

managers, then he was not useful. He had to break the 

barrier between the floor, the factory and the office, sell 

his services to managers and foremen and adapt his reports 

to their needs. Wallis (1931) went further. He said that 

the failure to progress in a firm was the accountant's own 

fault - his failure to sell his services. Throughout the 

three decades, articles continuously urged cost accountants 

to 'sell' their services. The literature conveyed the im-

pression that cost accountants were swimming against the 

tide - that managers had not been convinced to add more 
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complexity to a system that was already somewhat mysteri-

ous . 

Sanders (1944) reported a tax situation that he pre-

dicted would have a negative influence on cost accounting. 

An interstate company, whose cost accounting records showed 

a loss in California, was nevertheless subjected to Califor-

nia tax. A state could base its levy on Generally Accepted 

Accounting Principles that permitted cost allocations by 

sales. Sanders (1944) said that if the courts continued to 

follow Generally Accepted Accounting Principles in regards 

to taxation, companies would have little reason to adopt or 

retain cost accounting systems. This implies that only if 

cost accounting could reduce taxes would it be useful. It 

may well be that Sanders (1944) realized that businesses 

often required a financial incentive to invest in activities 

such as an expanded cost accounting system whose benefits 

were not obvious. 

Finally, the general consensus was that the war had had 

a negative effect on cost accounting. For example, Dressel 

(1945) concluded that the emphasis on the production of war 

essentials, the elimination of competitive bidding and the 

assurance of cost recovery all promoted the breakdown of 

good cost systems. They became merely a recording of oper-

ating costs. 

An enormous gap existed between the purposes of cost 

accounting expressed in texts and in literature, and the 
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practical application and use of cost accounting in prac-

tice. The literature strongly endorsed the value of cost 

accounting. It was not a certainty that management would 

accept cost accounting practices. The survey that disclosed 

common use of one overhead rate in multidivisional firms 

revealed that even the most basic of cost accounting prac-

tices, that of departmentalization, was not universal. The 

ubiquitous calls for 'selling'- cost accounting and constant 

references to the poverty of those services that did exist 

provides evidence of the poor dissemination of critical cost 

accounting practices. Wartime governmental regulations, the 

acceptance of Generally Accepted Accounting Principles 

during the thirties and a judicial preference for those 

Principles for tax levies over more specific cost determina-

tion all lend credence to the thesis that cost accounting 

was losing ground to the simpler methods of financial ac-

counting . 

Notes 

1. The authors did not discuss the control of labor time 
in this text. This seemingly peculiar omission may be 
partially explained by the extensive use of piece work at 
this time. Piece work, almost by definition, controls labor 
costs. Also, this text was written just as World War I had 
ended. At that time, labor was still being paid at wartime 
rates which had been held artificially low as part of a 
national war effort. 
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2. The conflict between the belief that the market regu-
lates prices and an acceptance of administered prices has 
been a persistent one in our society. It is a conflict that 
produced antitrust action on one hand, and the encouragement 
of trade associations with considerable sharing of informa-
tion on the other. This was spotlighted after World War 1. 
Daugherty, President Harding's attorney general, in the wake 
of the inflation and recession that followed the war, wanted 
to prosecute all trade association activities that sounded 
like price fixing or production limitations. Herbert Hoo-
ver, Secretary of Commerce, disagreed, asserting that trade 
associations would rationalize the conduct of business by 
collecting statistics, introducing standard accounting 
practices, promoting good labor relations and helping to 
smooth out business cycles. He expected business to learn 
from these cooperative practices and thereby to control 
waste, to resist price fixing and to avoid any deliberate 
division of the market (McCraw 1984). Hoover prevailed. 
The Federal Trade Commission, which began the decade prose-
cuting antitrust cases, ended the decade sponsoring trade 
union conferences where businesses gathered to codify prac-
tice. It seems that the perfectly competitive market, one 
in which prices fall to a level that offer a normal (in the 
economic sense) profit to the most efficient producer, is a 
special case. Rather, imperfect markets, monopolies, and 
oligopolies dominate the economic scene. In these markets, 
producers are not price takers, but have flexibility in 
their pricing mechanisms. It is within this context that so 
many in the cost literature discuss setting prices based on 
an assessment of a product's full cost while at the same 
time trying to hold on to the competitive mythology by 
affirming either that the ultimate price is set by the 
consumer or that when costs are determined the firm's rela-
tive efficiency is revealed and thereby its ability to 
continue production of that good is resolved. 

3. These were not the 'scientifically' determined stan-
dards of later years. "In calculating the burden to be 
applied to current work in process, predetermined rates are 
used, generally based on the average monthly figures for the 
past year. These rates are called 'standard'" (Jordan and 
Harris 1922, 391). 

4. The distinction between estimating cost systems and 
standard cost systems was one of degree. An estimating 
system required best guesses for assessing costs for planned 
production. The 'guesses' were based on whatever informa-
tion was easily available - historical costs or recent 
supplier price lists. In contrast, a standard system requi-
red very accurate assessments of the quantity and quality of 
materials needed. These were gathered by engineers who ran 
tests of sample materials for setting the material stan-
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dards. Time studies and test runs of labor are made for 
setting labor standards. Overhead items were carefully 
analyzed. The established standards were what the items 
should cost. Under an estimating system, actual costs were 
assumed to be correct when variances were examined. Under a 
standard cost system, the standards were assumed correct. 

5. The mechanisms of the various incentive wage plans are 
frequently described in detail in the texts and in cost 
articles, at least through the thirties. In the forties, 
this presentation dies out. It is likely that the systems 
themselves were falling into disuse both because during the 
depression labor was plentiful and needed little incentive 
to work and because the unions were always distrustful of 
these plans. Their distrust.was justified because the plans 
were open to abuse. Unions worried that companies were 
trying to get workers to produce more for little return to 
the workers. There were many occasions when companies cut 
rates when production increased which, in turn, led to the 
practice of union members deliberately holding back produc-
tion. Finally, they feared that these plans enabled manage-
ment to more easily identify and weed out the slower worker. 

6. Essentially the same purposes were identified in NACA -
Bulletin articles on these dates 6/15/31, 9/1/37, 12/1/39, 
7/1/41, 10/1/44, 4/1/45, 11/1/45, 4/1/47, 1/1/49. There was 
a unanimity of opinion regarding the purposes of cost ac-
counting within the literature that spans these decades. 
Extensions of those purposes which occur in those articles 
will be explored in the text. 

7. Cost accounting may be regarded primarily as a 
method of making an accurate and organized histor-
ical record of business happenings, as a means of 
exercising control (forecasting, budgeting and 
budgetary control) over the activities of the 
business unit, as a means of measuring the effi-
ciency (standard costs) of business operations 
(Dohr, Inghram, Love 1935, 4). 

A major function...is the determination and anal-
ysis of costs and income...so that comparisons can 
be made in order to evaluate the operating effi-
ciency of each division. A second function is the 
accumulation and utilization of cost data for the 
purpose of controlling costs (using flexible bud-
gets and standard costs). A third function is 
matching costs with revenues. A forth function 
comprises special cost studies including pric-
ing. .. (Blocker 1950, 3-4). 



104 

It records the internal transactions of a manu-
facturing business so that...perpetual inventories 
may be kept. This makes possible the compiling of 
monthly financial statements. It furnishes... the 
total and detailed costs of products..to formulate 
selling prices. It furnishes ... the detailed costs 
of all operations and processes... enabling execu-
tives to exercise an effective control over the 
efficiency of each division. By use of cost expe-
rience, intelligent and effective control of all 
departments is obtained through the establishment 
of standards and budgets for all executives and 
covering all expenditures (Reitell and Harris 
1948, 3) . 

8. Allocation by output became so normal that rarely was 
it questioned. The cost driver concept of Activity-Based 
Costing of the 1980s turns this concept around by focusing 
on the inputs. 

9. The NACA - Bulletin published a five-part series on 
standard costs in 1948, presenting the conclusions of a 
research project. They studied 66 companies that used 
standards. Standards were used for cost control by 65 of 
the companies. They facilitated bookkeeping in 60 of the 
companies. The other six did not enter standards into the 
accounts (except perhaps for overhead). Sixty companies 
used them for costing inventories. Most had no budgets. 
However, the few companies that did prepare complete budgets 
regarded standard costs as very useful in that regard. This 
study revealed nothing about the general use of standards 
because only companies with standards were interviewed. 
Also many of those interviewed were companies whose officers 
frequently contributed to the Bulletin such as Eastman 
Kodak, Dennison Manufacturing, Monroe Calculating, and 
General Electric so generalization to other firms is impos-
sible . 



CHAPTER IV 

BUDGETING 

Budgeting was a significant subject in the cost ac-

counting literature throughout the twenties, thirties and 

forties.1 Budgeting had already entered governmental ac-

counting. In 1921, the federal government formally adopted 

budgetary accounting to control operations and to assess 

adherence to legislative intent. From 1911 to 1919, 44 

states had adopted budgetary systems. The inclination 

toward this type of accounting was very strong (Theiss 

1932) . Whether the catalyst for the development of govern-

mental budgets arose from the failure of other accounting 

systems within the governmental venue, the efficiency move-

ment, or some entirely different stimulus is unclear. 

Nevertheless, the budget quickly made its way into the 

accounting and engineering literatures and into businesses 

themselves. 

From an institutional perspective, two patterns of 

thought that arose in the first quarter of the century were 

important in the popularization of budgeting. One was the 

growing distrust of big business and financial capitalists. 

The successful war effort effectively stifled the harshest 

criticism, leading to an era of managerial cooperation after 

World War I. The other included the expanding interest in 

105 
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efficiency. Both themes intersected in the arena of con-

trol. Cumulative causation prevented any significant chang-

es in the control and supervision of businesses. Neverthe-

less, within the status quo, the idea of control gave re-

spectability to promising new mechanisms of control within 

the preexisting system. 

The fears of business that grew during the teens were 

considerably assuaged by the.war. Nevertheless, the theme 

of cooperation, of some kind of social planning, lived on. 

While the country rejected Bolshevism and socialism, budget-

ing became linked with the new theme of financial planning. 

Although a far cry from the national social planning recom-

mended by many of the progressive thinkers, it was idea that 

could easily be adapted into a business environment without 

effecting real change. It gave an impression of a change in 

attitude - an attitude that looked to the future to control 

the vagaries of the present. Budgeting was viewed as an 

attempt to smooth out business cycles - even as a way to 

sustain employment by moving away from producing just for 

immediate, changeable needs (Tobey 1925; Fletcher 1929; 

Hanson 1931) . 

By continually exhorting accountants to sell their 

services to management, the cost literature revealed that 

upper management resisted not only budget adoption but other 

services of the cost accountant as well (Jordan and Harris 

1921). The notion of the cost accountant as salesman ap-
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plied to all aspects of his work, not merely to new tech-

niques the adoption of which might well be expensive. Cost 

accountants were told that reports were useful only if 

management read them and if management was to read them, 

they had to be concise and clear, as well as useful. Use-

fulness, in itself, was no guarantee of managerial attention 

(Hubbard 1925; Bass 1927; Porter 1928; Howard 1930; Wallis 

1931). Many businesses were.slow to or did not adopt a 

budget (Vieh 1925; Drucker 1929). Businesses that had pros-

pered for many years without one wondered what a budget 

could offer them. If managements were hesitant to adopt 

budgets, it was partly because of the tenacity of old habits 

and partly because the planning that budgets demand can mean 

sharing power and moving away from the absolute decisions of 

the rugged individualist at the head of the corporation to a 

cooperative effort among many. 

Cost accountants embraced the budget as a tool. It was 

primarily quantitative and as such fell well within the 

ambit of their perceived abilities. Budgeting enhanced cost 

accounting by bringing it out of the world of reporting his-

torical transactions, out of pure record keeping, into 

planning and forecasting - a duty with managerial overtones 

(Scott 1931) . The combination of the possibility of in-

creased responsibility and prestige along with a national 

theme that planning was good for the firm and by extension, 
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for the nation, supported cost accountants' calls for bud-

geting to increase efficiency in all businesses. 

An interest in national planning went far beyond bud-

gets for businesses. The waste of "our abundant but finite, 

natural resources" disturbed Chase (1925, 282) and others 

who worried that mass production, along with the waste that 

accompanied mass production, was threatening to use up 

irreplaceable resources. Chase (1925) also despaired of the 

human waste that arose from unemployment. Many were con-

cerned that the so-called free market.was failing to allo-

cate resources in a way acceptable to a civilized society 

and wanted to plan that distribution in a far more equitable 

manner. 

Miller and O'Leary (1987) locate budgeting (and stan-

dard costing) within this philosophical and technological 

discourse that flowered during the first three decades of 

the century. That discourse centered on efficiency2, where 

it was missing, where it was needed and what means were 

available to promote it. Efficiency was an all-pervasive 

concept, not unique to business. It ranged from the waste 

of human resources due to mental deficiencies, physical 

health problems and unemployment to the waste of natural 

resources (Miller and O'Leary 1987). 

The scientific management movement was part of this 

development. In the interest of increasing production, 

disciples of Frederick Taylor analyzed work by breaking 
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operations down into their simplest motions and timing them, 

in order to discover how to perform these same tasks more 

easily and more efficiently. 

The task was to advance national efficiency 
through remediation of those vast wastes which, 
going far beyond the poor use and inadequate con-
servation of natural resources, secreted them-
selves within the daily action of everyone (Miller 
and O'Leary 1987, 251). 

"To Taylor, an inefficient man was like a 'bird that 

can sing and won't sing'" (Boorstin 1973, 363). The filmed 

studies of bricklaying prepared by Frank and Lillian Gil-

breth exposed an enormous amount of wasted movement. As a 

result of these studies, 

the unit costs of making goods...were reduced 
substantially through specialization by simplifi-
cation, predetermined rules, and detailed task 
information - the management science prescription 
for rendering work routine (Reich 1983, 81) . 

Upton Sinclair (1911) responded to Frederick Taylor's 

account of scientific management with severe reservations. 

Through analysis of movement, Taylor reported that he had 

been able to increase some workingmen's productivity from 

loading twelve and a half tons to forty-seven tons of pig 

iron a day. Their pay was consequently raised from $1.15 to 

$1.85. Sinclair questioned why a productivity increase of 

over 350 per cent was rewarded by a wage increase of only 61 

per cent. He also wondered why Taylor was sanguine about 

finding jobs for the seven out of eight people who would be 

turned out of their jobs under this new system and whether 
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such a large increase in productivity would find ready markets. 

Miller and O'Leary (1987) proposed that the budget and 

standard costs were tools springing from a desire to control 

and improve society through the individual. These tools 

exposed waste that individuals produced and provided a means 

to control that waste. Taylor suggested that human behav-

ior, whether at work or play, was inherently inefficient and 

only by scientifically managing those actions could the 

worker fulfil her potential.3 Human efficiency becomes 

social efficiency only when guided by.social organization -

hence the movement supporting national planning. 

Whatever the drive, it is certain that budgeting as a 

literary and academic subject became a major part of the 

cost accounting literature in the twenties and early thir-

ties. The interest in budgets is primarily a cost account-

ing domain. The tables of article distribution in the 

appendix show that the National Association of Cost Accoun-

tants - Bulletin (NACA - Bulletin) emphasized the topic 

throughout the three decades. Indeed, the table understates 

the number of articles addressing budgeting because the 

articles have been for the most part categorized by dominant 

topic rather than under multiple topics. An article with 

standard cost in the title would be listed under Standards 

in the table even if budgeting were a dominant topic in the 

text. Many of the articles on standards are budget-related 

because the development and use of standards usually in-
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volved budgets. On the other hand, the article "Budgetary-

Control and Standard Costs in the Newsprint Paper Industry" 

(11/15/27) was listed twice, under Budgets and Standards but 

not under Specific Industry. Most of the articles catego-

rized as Specific Industry have general titles such as "Cost 

Accounting in Bakeries." Regardless of the bias against 

revealing all of the budget-related articles, budgets still 

account for nearly 8% of the total articles published.4 

In contrast, the Accounting Review and the Journal of 

Accountancy published few articles on.budgeting relative to 

the total number of articles published, confirming the 

budget's isolation from the concerns of financial accoun-

tants.5 Budgeting was regarded as a cost accounting sub-

ject. Even fewer articles appear in the Journal of Accoun-

tancy than in the Accounting Review. This underscores the 

limited impact of budgeting on public accounting practice. 

The presence of at least some budgetary coverage in the 

Accounting Review is related to the journal's educational 

mission which embraced cost accounting but never to the 

extent of financial accounting. 

From 1925 to 1933, the authors of the budgeting arti-

cles came from a variety of disciplines but primarily from 

accounting. Those publishing in the NACA - Bulletin claimed 

the following titles: cost accountants, 3; accountants 

(either the title accountant or treasurer was used), 8; CPA 

and/or professor, 3; and engineer, 4. It is impossible to 
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ascertain whether or not the corporate accountants started 

their careers as public accountants. The differences be-

tween some of these authors may lie in title alone. That 

is, the title "accountant" in one firm may mean the same as 

"cost accountant" in another. More interesting is that 

there are no obvious differences between the articles writ-

ten by engineers and accountants. 

Described as machinistsupervisor of inspection, time 

observer, planning and development engineer and then produc-

tion manager of Ritter Dental Manufacturing, Owen (1926) 

wrote a budgeting article for the NACA - Bulletin. He pro-

posed an approach to the control of overhead charges. 

Overhead costs were the largest of all production expenses. 

Because they were not clearly attributable to particular 

products or departments, they were the most problematic of 

manufacturing expenses from a cost accounting viewpoint. At 

the same time, since absorption costing was required, over-

head had to be allocated to products. Owen (1926) advocated 

the standardization of all overhead expenses and assignment 

of responsibility for their incurrence. Standardization 

would allow the foreman to budget and to compare actual 

results with the budget. 

How might standardization be accomplished? He recom-

mended a considerable commitment to research within the 

firm. Owen (1926) encouraged firms to establish a generous 

number of accounts in order to disaggregate data. He knew 
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that disaggregation was the only way to unveil cost behav-

ior. By generous, he meant that every department should 

have individual accounts for each type of expense - so if 

there were fifty departments there would be fifty electrical 

expense accounts. 

Also, if a cost had both a fixed and a variable compo-

nent, two accounts should be established to separate them. 

Once costs were understood and the accounts were appropri-

ately defined, they would be distributed, in the form of a 

revised chart of accounts, to responsible personnel in every 

department. By defining the accounts and the nature of the 

costs entered into them, Owen (1926) felt that they would be 

far more susceptible to analysis and that cost allocation 

might be done objectively. Management should analyze over-

head charges over a number of months to find repetitive cost 

behavior. Repetition made prediction possible so that, 

using the records built from these accounts, standards could 

be determined for overhead costs. Finally, a complete, 

standardized budget could established for all departments. 

Timeliness was essential. Owen (1926) set 48 hours as 

a goal for the preparation of variance reports and their 

distribution to line managers. This is one of the quickest 

goals expressed in the cost literature throughout the 1925-

1950 period although authors many stress the need for speed. 

The tardiness of cost reports is a frequent complaint in the 

literature. 
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Owen mirrored the concern for efficiency that had been 

given further impetus by Hoover's campaign against waste in 

the early twenties - a concern sustained throughout the 

decade in spite of an apparent boom in the economy. The 

continued interest in avoiding waste indicated that, in 

spite of the boom, many manufacturers were aware that prob-

lems existed in manufacturing as popular journalists like 

Stuart Chase (1929) warned. -While the NACA - Bulletin never 

made a direct reference to troubled times, the emphasis on 

budgeting, standards and distribution, costs during the 1925-

1933 period suggest that serious problems existed in the 

manufacturing sector. 

Owen (1926) used the same tone in discussing labor 

costs and material costs. Labor lost power throughout the 

twenties while controlling business interests had the ear 

and favor of the public and the politicians (Hawley 1966; 

Carter 1975) . The eulogy of business, combined with a fear 

of socialism and a legal system that venerated private 

property rights, facilitated the commodification of labor. 

Commodification is not necessarily exploitation. Many 

company managements had paternalistic attitudes towards 

their employees and provided them with many benefits which 

are not easily explained by a motive of exploitation. 

How was this condition expressed by Owen (1926)? At 

the outset, he stated simply that material costs were fixed 

by competition between manufacturers of the materials and 
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labor costs were fixed by the standardization possible 

through analysis and time study. With that he dispensed 

with material and labor costs and devoted the remainder of 

his discussion to overhead and supervision. 

Tobey (1925), a cost accountant, described the advan-

tages of budgeting in terms that would not be out of place 

in today's textbooks. He reminded the reader that Hoover's 

campaign against waste demanded the establishment of bud-

gets.6 Tobey listed the advantages of budgeting: it al-

lowed a manager to 1) know what expenses should be, 2) 

reduce expenses, 3) establish goals, 4) educate foremen, 5) 

reduce the ill effects of uneven demand on production sched-

ules, 6) minimize inventory by budgeting raw materials and 

finished goods, 7) improve and simplify processes and to 

standardize equipment, 8) avoid unusual expenditures 9) 

ensure sufficient cash, 10) set tasks for all, 11) coordi-

nate sales, production and finance, and 12) centralize 

control over operations. This list could be used to con-

vince management to adopt a budgetary system. 

Bennett (1926) of the Fuller Brush Company echoed the 

period's concern with waste. He said that the need for 

efficiency was paramount and called on the cost accountant 

to perform his most important function - providing manage-

ment with figures to plan for the future. Predictive skill 

developed from continually checking the budget against the 

actual costs of production. 
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Bennett (1926) advised companies to adopt the practice 

of having managers build a monthly, zero-based budget. The 

manager should provide the accounting department with a 

monthly expense budget detailing all the requirements of his 

department. No part of the budget was to be taken for 

granted, each requirement had to be explained. To help him 

build the budget, each manager had the actual records of the 

previous ten months. In return, the accountant should 

present to the manager, in a timely manner, a monthly vari-

ance report of budgeted and actual results. These data 

allow the manager to control his department as if it were a 

tiny shop (Bennett 1926) .7 In contrast to Owen above, 

Bennett expressed little concern with overhead or its allo-

cation and did not discuss it except in passing.8 

A similar respect for the budget existed in the engi-

neering literature. White (1928), president of Armour and 

Company, recommended participative budgeting. Budgeting, he 

said, showed managers what they lacked for evaluating per-

formances. Consequently, they looked both to other compa-

nies and to outside consultants to do job analyses. As a 

result, they were able to increase productivity and wages 

and yet still cut costs. He added that they did not re-

strict themselves to efficiency studies but also used "con-

tacts, campaigns, and similar devices for arousing the 

enthusiasm and spirit of emulation" (White 1928, 955).9 

There was no clear distinction between the budgetary ap-
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proach of this article and those in the NACA - Bulletin 

although the means to encourage adherence to budgets were 

more psychologically based than in the cost literature. 

Also in Factory and Industrial Management. A.J. Lansing 

(1928), who was the comptroller of Palmolive Peet, urged 

that budgets be used. He defined their purposes as lowering 

costs, increasing output, securing better operating condi-

tions, reducing capital investment and stabilizing produc-

tion schedules. His article expressed an interest in stabi-

lizing business cycles that were widely recognized as dys-

functional in the twenties and the thirties. He hoped 

budgets would help keep panic (within the firm) to a minimum 

in times of reduced output and narrow margins. 

Similarly, Wanner (1928) (comptroller of Belden Manu-

facturing) viewed budgets as critical because of the tight 

margins corporations faced. Wanner advocated flexible 

budgets and sensitivity analysis. He suggested breaking 

overhead costs into a daunting 63 different accounts to gain 

knowledge and control over them. Stressing the importance 

of keeping workers informed of costs and the condition of 

the business, he had faith that, armed with information, the 

employees would help the firm keep those costs under control 

(Wanner 1928).10 The engineering literature always placed 

more emphasis on psychological factors than did the account-

ing literature. Industrial engineering was heavily influ-

enced by Lillian Gilbreth. Ms. Gilbreth may not have been 
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the first to recognize importance of the human factor but 

did make it her life's work as an industrial psychologist to 

bring recognition of the needs of the individual to all 

those involved in industry (Boorstin 1973). 

In the Journal of Accountancy, articles on budgeting 

were general in tone. Vieh's (1925) article, "Why the 

Budget" is not technical at all. He suggested that coopera-

tion and communication were the most important advantages of 

the budgeting process. While not denying that the drawing 

together of minds would be a valuable.exercise, it is sur-

prising that Vieh (1925) did not mention cost control or 

efficiency. Colgan's (1928) article was both basic and 

financial; it focused on including accruals in the budget. 

In other words, he wanted the budget to fit into the finan-

cial accountant's vision of income. He viewed the budget as 

the preparation of a pro-forma balance sheet and income 

statement rather than of the creation of a document for the 

control of operations. Both of these articles underplayed 

the primary goals that cost accountants set for the budget, 

that is, planning and control and underscored the overwhelm-

ing emphasis placed on company-wide financial statements by 

the financial accounting community. 

Colgan's article was reprinted in the cost association 

section of the Paper Trade Journal in 1928. This journal 

more often than not used reprints of articles in the NACA -

Bulletin and other accounting sources rather than articles 
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written by its own members. A short article in that journal 

by MacDonald (1928), a professor of management, while just 

as sketchy as the Colgan article, at least broadened the 

scope. He cited control through analysis of actual versus 

budgetary figures, restraint of unwise expenditures, accumu-

lation of data to present evidence to banks for borrowing 

purposes and a breeding of coordination and cooperation 

throughout the business as advantages of the budgeting 

process.11 

The cost accounting textbooks lagged somewhat behind 

the journals in presenting the topic of budgeting. This is 

not surprising since textbook authors usually wait for 

general acceptance of a topic before offering it to stu-

dents. Lawrence's (1927) text included no references to 

budgeting. He geared his text toward the beginning cost 

accountant - with emphasis on the word accountant. In no 

sense is his accountant a manager. He stressed accounting 

procedures, journal entries, and the various documents that 

flow through a business. He also mentioned rising competi-

tion and the need to avoid waste - both common issues of the 

twenties. Standard costs, frequently linked with the bud-

getary process in other writings, were important here as 

statistical devices, but they did not enter into the ac-

counting records. Standard costs were determinations of 

what an item should cost so their very creation was budget-

ary in nature. 
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Lawrence (1927) did not view the accountant as a pure 

mechanic however - he expected analysis and interpretation 

to accompany the reports going to management. 

It is no light matter to place responsibility for 
variation from standards. Accountants deal with 
an ever-shifting series of combinations in which 
the variable factors of human ability and effort 
are commingled with variations in economic condi-
tions, so that a variation from an expected result 
many be traceable to many causes (Lawrence 1927, 

395) . 

Schlatter's (1927) text was a beginner's book. It 

emphasized journal entries and lacked any mention of bud-

gets. He depicted cost accounting as little more than an 

embellishment of general accounting by which the production 

costs were allocated to the different departments or to 

different products or both within a factory. Nevertheless, 

Schlatter (1927) expected that a good cost system would 

guide the economy and efficiency of working forces, keep 

track of investment in inventories, control scrap and defec-

tive work, indicate inefficient use of existing equipment 

and requirements for additional equipment and help in con-

trolling overhead expenses. 

Sanders' (1929) comprehensive book, Industrial Account-

ing. was intended as both a text and a guide to actual 

practice. He discussed economic theory as well as many of 

the motivational techniques needed to encourage the best 

possible work from employees. He wrote that "within recent 

years the attempt has been made to apply a budgetary proce-

dure, similar to that which has long been used in governmen-
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tal accounting, to all phases of business management" (Sand-

ers 1929, 325) . He advocated that budgets incorporate 

multiple measurements. They should contain not only dollar 

measurements but also quantities and other operational data. 

He stressed the need for continuous budget revision to 

ensure that standards were obtainable, recognizing the 

psychological aspects of standard-setting. He observed that 

budgets should be carefully written because the judgement 

and activity of every subordinate was likely to be affected 

by the reasonableness of its standards of accomplishment. 

The depression changed the tenor of budgeting articles. 

Kleinschmidt (1933), a cost accountant with York Ice Machin-

ery, made one of the great understatements in reference to 

the need to budget. "A little more than three years ago we, 

in common with many others, began to sense the need for a 

closer supervision of our disbursements" (Kleinschmidt 1933, 

997). He argued that the savings made possible by the 

adoption of a budget materially helped his company. White 

(1933), an accountant with Leeds and Northrup Company, 

writing for Factory and Industrial Management, reported that 

accountants had difficulty convincing production departments 

of the value of a careful analysis of expenses. The source 

of the problem was the dislocation between the cost depart-

ment and the factory (Crockett 1937; Bass 1927). The fre-

quent admonitions to cost accountants to sell their services 

arose from the perception that they were interfering in the 
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business of other departments. Accountants brandishing 

numbers without understanding operations were rarely wel-

comed. Ultimately the accountants at Leeds and Northrup 

gained acceptance for a monthly report of budgeted and 

actual results. While White (1933) did not offer an expla-

nation of why the accountants were successful, it is not 

difficult to imagine that the strains of the depression with 

its fears of cutbacks and layoffs forced all firm personnel 

to attend more closely to their costs.12 

The need to survive also drew attention to areas previ-

ously ignored or considered peripheral including distribut-

ion costs and general office costs. White (1933) said that 

budgeting in his company had only recently entered the sales 

and distribution expense area. He wrote that although the 

sales department had had a general budget for years, those 

figures had been highly aggregated, and were found useless. 

Since then, they had begun to break down their expenses much 

more carefully to those attributable to salesmen, territo-

ries and products (White 1933). 

The appendix highlights the importance of distribution 

expense throughout the thirties. Control of distribution 

expense had been a controversial topic in the twenties due 

to the uneasiness that close scrutiny of this activity 

created among managers. Critics claimed these expenses were 

largely unnecessary and only resulted in raising the prices 

of products. 
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During the twenties, many people, as diverse as Chase 

(1929c) and Ford (1925) considered all marketing expenses, 

especially advertising, a form of waste. During the thir-

ties, advertising was attacked for promoting waste at a time 

when people had little money to waste (Fox 1984). Why, they 

asked, if business responds to the demands of the public, 

does it make any sense for business to spend money to show 

the public what it already wants? But, in the freewheeling 

twenties, American business moved into a period where demand 

creation, rather than demand satisfaction, became common 

practice.13 The enormous productivity of the twenties, 

arising from mass production techniques forced business to 

create demand. Henry Ford raised his workers' wages to the 

unheard of $5 a day in 1914, to the outrage of other busi-

ness leaders. He did so both to promote operating efficien-

cy and to encourage them to buy the cars that they were 

producing so rapidly (Boorstin 1973). Many people did not 

feel comfortable with this relatively new and rapidly grow-

ing practice of selling the public on what it wanted and 

advertising was prominent among those expenses deemed waste-

ful . 

In the thirties, all costs were closely monitored. 

Distribution expenses that had exploded unchecked now de-

manded control. 

It has been said that during the past 50 years, 
that the cost of manufacturing in the United 
States has been reduced by more than 20% while, 
during the same period, the cost of selling and 
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distributing goods has increased by more than 3 00% 
(Atwood 1934). 

Theiss (1932) reported that many firms had just begun 

to analyze distribution costs in order to budget and set 

standards for them. Rogers (1932) discussed trends in 

budgeting, including the difficult but necessary treatment 

of distribution costs as well as administrative and office 

expenses. She even mentioned that a trend toward measuring 

the efficiency of management was appearing in the larger 

firms.14 

White's (1933) handling of labor costs clearly reflect-

ed more stringent control, facilitated by a virtually unlim-

ited supply of workers. He regarded labor as a true vari-

able cost and expected labor to accept all managerial deci-

sions such as reductions of hours and layoffs without pro-

test .15 

During the 1930s, overhead became less important in 

some respects. It continued to be applied on the basis of 

direct labor dollars. All of the textbooks of the period 

condemn this method because it overburdened departments that 

used higher paid workers (White 1933). Overhead costs had 

become less important for some companies after the huge 

write downs of fixed assets in the first two years of the 

decade (May 1932). Few companies bought new equipment. 

Depreciation expenses were minimal for companies that wrote 

off fixed assets while cuts in production minimized the need 

for repairs. Deflation decreased all costs, including over-
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head.16 On the other hand, severe reductions in production 

awakened an awareness of the tremendous burden of fixed 

overhead charges, charges that could not be eliminated, for 

those firms heavily invested in capital equipment. 

In the 1932 issues of Factory and Industrial Manage-

ment . many articles stressed the need for budgeting. Toner 

(1932) and Sommer (1932) expressed concern that budgets 

continued to be based on productive capacity rather than on 

market demand. Sommer called them "wish budgets." "In the 

present depression with all of its variable elements, bud-

gets must be realistic and flexible" if they are to be 

useful Sommer (1932, 64) warned. Merchant (1928), a statis-

tician, had expressed the same sentiment earlier.17 The 

tendency to plan based on capacity, according to Merchant 

(1928), coupled with a lack of knowledge about cost behavior 

at various volumes and an ignorance of the product market 

can lead to depressed prices and widespread industry fail-

ure. There was a clear urgency in later articles, because 

of the depression, to move to demand budgeting. 

The massive changes in production volume forced manage-

ments and cost accountants to focus on volume, an area they 

had taken for granted in the twenties. A static budget, 

anticipating costs for a given level of production was no 

longer adequate. Holding inventories to a minimum and the 

ability to lay off production workers enabled management to 

control material and labor costs but overhead costs were a 
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different problem despite cost reductions. Articles on 

flexible budgeting - volume-based budgeting - blossomed. 

The NACA - Bulletin published at least six articles devoted 

to the subject between 1931 and 1936. Even though overhead 

costs had dropped for many firms, they could devastate a 

firm that did not have them under control or did not fully 

appreciate the extent to which they were unavoidable. Unit 

costs under full absorption costing dramatically changed 

when volume changed. Firms planning for, but failing to 

reach, a given production volume were-, left with large idle 

capacity losses. They quickly learned that they had to know 

which elements of overhead were fixed and which were vari-

able so they could plan for volume changes. The rude awak-

ening of these enormous idle capacity losses soon brought 

flexible budgeting into all the cost texts as well. Compa-

nies had to know the characteristics of their overhead 

charges in order to plan and survive. Cost accounting 

responded quickly to managerial need in this crisis by 

developing the flexible budget, a method used today. 

In the textbooks, budgeting had made its mark. Few 

texts ignored it.18 Reitell, a member of the indus-

trial engineering firm of Stevenson, Jordan and Harrison, 

Inc. and an active member of the National Association of 

Cost Accountants, published an excellent text in 1933. By 

1948 this book had gone through three editions and nine 

printings. It was very broad-based and informative, not 
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restricted to cost procedures and methods although thorough 

in that regard. The text included discussions of factory-

layout, wage incentive plans and addressed the necessity of 

intermanagerial cooperative effort. Reitell (1933) said 

that expansive growth and major financial investments in 

equipment had made it necessary for executives to rely, more 

than ever before, upon statistical and accounting data for 

the formulation of policy, the establishment of control and 

the guidance of the activities for which they were responsi-

ble. The cost accountant was presented as far more of a 

manager here than in many other texts. 

Reitell (1933) addressed budgets at length. With a 

primary need to use cost data to measure and evaluate plant 

performance at every stage, he treated overhead as a major 

item to be rigidly controlled and placed under a budgetary 

straightjacket to hold it in check equally with direct 

labor. Standard costs and budgets became an integral part 

of this control process. He also linked standards with 

factory layouts, pointing out that if standards were to be 

tight, the factory itself must facilitate meeting those 

standards. He urged accountants and engineers to cooperate. 

Reitell (1933) claimed that the budget was the most 

important corporate planning device. He defined a budget as 

a systematic schedule of transactions of financial signifi-

cance that were expected to take place within a definite 

future period. He depicted it not as an inert object but as 
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an active force that exerted a power of its own - a driving 

force. The elements of a budget he claimed were partly-

financial and partly psychological. Reitell foreshadowed 

the later accounting behavioral literature.19 He asserted 

that people will rise to meet targets, set within reason, 

and will welcome the knowledge of how standards will be used 

to measure their efforts. 

To satisfy the bounds of -common sense, a budget should 

be prepared by accountants and engineers who have made 

careful studies of all conditions affecting the business. 

Reitell did not advocate participative budgeting. Given his 

recognition of the behavioral aspect of budgeting, his 

support for imposed budgets seemed strange. Other articles 

in the literature, as well as most texts, promote participa-

tion to gain workers' cooperation. Reitell (1933) assumed 

the integrity of managers, accountants and engineers in set-

ting the budgetary goals. If experts work together to 

determine reasonable goals, then an imposed budget would be 

in the best interests of all. There is an enthusiasm in 

Reitell's works, articles and texts, that reaches out to the 

reader and pulls him into a world of competent, cooperative 

and well-intentioned professionals. 

While it is possible to interpret the institution of 

the budget as a device to isolate and control the individu-

al, those advocating budgets were not malevolent. The 

themes of efficiency and control that crisscrossed the 



129 

nation's psyche also permeated the budgeting literature. 

Budgeting was accepted as a means to improve the efficiency 

of the firm through a more organized approach to the fu-

ture.20 A tool that fit so well into a national theme of 

planning could hardly be denied. When the depression 

squeezed business, the need to survive made tools of control 

very attractive and encouraged their development. 

The period from 1933 to 1940 provided a tremendous 

opportunity for cost accounting. The economy was in disar-

ray, millions were out of work and thousands of businesses 

were in collapse. The Pecora hearings, investigating many 

of the most respected financial capitalists in the country, 

were daily uncovering more and more instances of financial 

manipulation, tax avoidance (which looked a lot like eva-

sion) and general disregard of fiduciary duties (Leuchten-

burg 1963). The need to control businesses was never more 

obvious. 

The depression provided plenty of incentives to control 

costs. The government had changed course relative to busi-

ness. The National Recovery Act sanctioned information 

sharing. Industries wrote codes of business practices that 

included minimum cost standards and uniform accounting sys-

tems. Although collective bargaining was guaranteed, labor 

remained uneasy and rebellious. Distribution costs became 

ever more important with the passing of the Robinson-Patman 
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Act in 1936. Did the budgeting literature reflect these 

developments? 

An article in the NACA - Bulletin by Robinson (1938), 

an engineer and CPA, was enlightened by labor unrest. 

Robinson (1938) advocated setting profit standards for 

management. He questioned the logic of subjecting workers 

to standards and variance analysis without doing the same to 

management. He suggested that executives be asked to antic-

ipate their contribution to profit since it was difficult to 

standardize managerial tasks in the same way that production 

workers' tasks were standardized. Then, at the end of the 

period, they would be held responsible for meeting or fail-

ing to meet those budgeted goals. More radical still, he 

wanted those budgeted financial statements published so that 

the public could also see how management performed relative 

to the goals they set. 

I don't consider budgeting a phase of accounting. 
I consider that it is accounting and that without 
budgeting we can not have any real accounting that 
will answer the problems of management (Robinson 
1938, 662). 

Robinson (1938) reported that taxation, rising prices 

and labor demands cut into profits and forced management to 

control costs as never before. The budget defined what 

should have been. Any variance from it must be explained. 

Deviations, he concluded, should not be taken lightly. 

Crockett (1937), an industrial engineer writing for the 

NACA - Bulletin, reflected a similar view. He supported 
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revealing company plans by integrating budgetary accounts 

into the general books in what appeared very much like an 

assessment of management. Although he defined the budget as 

a target rather than as what 'should be,' it was a serious 

control tool that should be open to examination. He added 

that budgets must be participatory to have any real effect 

on behavior. 

Another engineer, Davis. (1937), writing in the NACA -

Bulletin, was interested in management appraisal as well 

although he approached the issue from.another angle. He 

said that companies with large inventories have large prof-

its in years of rising prices and large losses in years of 

dropping prices due to inventory valuation methods. These 

swings, he asserted, hurt everyone. 

Over the years there has been an increasing regard 
for financial statements, and particularly the 
audited figures at the end of the year. Uncon-
sciously, one of the first reactions to these 
figures is that they are a measure of managerial 
ability (Davis 1937, 381). 

Consequently, poor managers may be kept and good ones 

fired. Accountants should work on finding a way to report 

managerial results separately from the effects of the econo-

my. This was especially the case when "conservatism and 

stewardship of assets is taken for granted and regular and 

continuous earning capacity is more important than net 

worth" (Davis 1937, 3 83) . An accounting separation of 

managerial and economic effects has never been accomplished. 
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Only two articles on budgeting appeared in the Journal 

of Accountancy from 1933-1939 and four in the Accounting 

Review for the same period. There were eighteen in the NACA 

- Bulletin. Financial accounting continued to have little 

interest in subjects traditionally viewed as a cost account-

ing techniques. There are a few articles on standard costs 

in the Accounting Review which brush on budgeting but they 

add nothing to the subject. 

Mihalik (1936) wrote a historical piece in the Journal 

of Accountancy that reported the results of a 1931 survey 

taken by the National Industrial Conference Board. The 

survey showed that more than half of the largest corpora-

tions used budgets.21 Preceding the heightened concern 

with management performance that Crockett (1937) and Davis 

(1937) expressed, Mihalik (1936) recommended the firm-wide 

budget as the best way to check on managerial performance 

because the control of sales and production was within in 

the purview of the executive. He believed that long-term 

budgets should be part of each corporation's plans regret-

ting that most prepare only short-term budgets. Mihalik 

(1936) reported that bankers were becoming more interested 

in a better appraisal of management rather than of property. 

For this purpose, bankers should be allowed to see the 

budget for the year as well its operating results. His 

emphasis on bankers suggests that their requests for infor-
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mation, clearly for lending reasons, may have driven the 

type of information prepared. 

The Mihalik (1936) publication placed the income state-

ment on center stage and moved the balance sheet and cost 

accounting to the sidelines. If bankers were asking for 

operating results this indicates that the financial assess-

ment of operations had begun to take precedence over proper-

ty valuation, leading the way to the overemphasis on income 

determination so central to the concerns of Johnson and 

Kaplan (1987) as well as those from much earlier periods 

(Chase 1926; Veblen 1899). Mihalik's mention of the absence 

of long-term budgeting is indicative of the short-term 

thinking that has so worried contemporary writers (Johnson & 

Kaplan 1987, Magaziner and Reich 1982). 

Willcox (1934) did not discuss budgeting in firm-wide 

terms. Budgeting was the analysis of variances arising from 

the use of standards on a departmental or specific job 

basis. He wrote three chapters on distribution costs and 

chapters on such major costing problems as waste, unused 

capacity and the effects of common wage incentive plans on 

production and the care with which they must be administered 

(Willcox 1934). Lawrence (1937) presented standard costs 

and included chapters on distribution costs but ignored 

budgets as a separate subject. He skimmed overhead prob-

lems, avoided joint and by-product costs and dropped a 

chapter on the analysis of responsibility for variances. 
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The reviewer from the Accounting Review (3/38) noted these 

omissions. It is as if Lawrence (1937) did not view the 

cost accountant as an interpretive or managerial figure. He 

included a chapter on the advantages for auditing offered by 

cost accounting and one on uniform cost accounting methods 

which he supported. 

In contrast, Blocker (1940, 1950) fully integrated 

budgeting into his texts. Almost every chapter included a 

section on the application of budgeting to the subject. He 

applied it, in conjunction with standard costs, to manufac-

turing, distribution and administration. Blocker (1940, 

1950) devoted chapters to the careful illustration and 

explanation of the interplay of budgets and standard costs. 

He expected budgetary control of operations to help stabi-

lize industrial activity and smooth out the business cycle -

expectations also expressed in the twenties. If firms could 

accomplish this, it would offer an economic gain to the 

worker, the firm and the public. If not, then all three 

parties would suffer economic losses. Blocker (1940, 1950) 

also devoted a chapter to uniform cost systems of which he 

was a proponent. 

Reitell and Johnson (1937) expanded on the Reitell text 

of 1933 by adding budgeting to distribution cost accounting. 

They deemed budgeting the most important planning device. 

They also added chapters on by-products and joint costs and 

on trade associations and uniform cost accounting. 
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The textbook attention to trade associations and uni-

form cost accounting was not unique. Similar chapters are 

found in the twenties as well. Trade associations were 

helpful to firms by providing information on particular 

industry practices, average cost information and uniform 

accounting. They spread knowledge of manufacturing methods 

and trade practices, set standards of ethical conduct, 

studied legal and governmental matters applicable to the 

industry, and discussed labor relations as they affected the 

entire industry (Sanders, 1930). Uniform accounting systems 

were nothing more than suggested accounting classifications 

(charts of accounts), along with definitions of the expenses 

and revenues that were to be entered into each account as 

well as uniform financial statement and other report for-

mats. The purpose of uniform systems was to permit firms to 

compare more easily their costs to those of others in their 

industry to determine if they were keeping their costs 

within a reasonable level. Interest in these areas was 

rekindled by the events of the thirties but certainly did 

not begin there. 

Schlatter's (1939) text, devoted exclusively to factory 

costs, included many chapters on standard costs and their 

interaction with flexible budgets. Schlatter also stressed 

differential costs for better executive decision making. 

Differential cost applications were rarely seen in the 

literature at this time. This prompted the text's reviewer, 
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George Bennett, to take exception to Schlatter's choices. 

Assuming that it might take ten years before a student be-

came a cost executive and could use that material, there was 

little point to include it in a textbook. He further pre-

sumed that the student would first become a Certified Public 

Accountant and criticized the lack of sample CPA examination 

problems in the text (Accounting Review. 3/39, 130) . 

Charles Nickerson, who also reviewed the text for the Ac-

counting Review (6/1939), gave it high marks, praising it as 

unique among cost texts because of its emphasis on manageri-

al decision making. 

The shadows of a controversy between those who saw cost 

accounting as a mechanical, technical discipline, a mere 

detailing of one aspect of financial accounting, and those 

who viewed it as far more interpretive, almost creative, and 

certainly managerial can be discerned in the literature. 

Bennett (1937) mirrored those who viewed cost accounting as 

merely technical. In contrast, the Nickerson review of the 

Schlatter (1939) text, giving it high marks for its manage-

rial thrust, reflected those who saw cost accounting as a 

profession. McKinsey's text was reviewed positively in the 

Accounting Review (6/26, 94-6) for using a managerial per-

spective in which accounting and statistics were used as 

aides in the control of business operations. Sanders (Ac-

counting Review. 12/28, 408) remarked on a beginning cost 

text saying that it was "unique (because) it makes no claims 



137 

to virtue as an exponent of executive policies or managerial 

uses." It stuck to technique. Vatter reviewed (Accounting 

Review. 6/39, 187) Van Sickle's (1938) text and criticized 

it for its emphasis on description of procedures and book-

keeping routines and added that this was a common fault of 

many cost texts. He viewed the cost accountant as a manager 

or at least an important aide to managers. Lang, in con-

trast, praised the same book- highly (Accounting Review. 

3/39) . 

There was a conflict of objectives within cost account-

ing. The methods and procedures, the innumerable forms to 

be filled out, organized and filed and the very real need 

for financial reports and therefore for inventory valuation 

all steered the cost accountant toward the mechanistic and 

routine aspects of the job. On the other hand, managerial 

needs for information about cost conditions, profitability 

of lines of product or idle machines were the kinds of 

information necessary for control of costs that should have 

been most easily supplied by the cost accountant. If con-

trol and efficiency were important elements of a business 

then the accountant had to be able to interpret and explain 

or search for explanations rather than simply file a report. 

Budgeting continued to be discussed during the first 

half of the forties. The tables in the appendix shows that 

both the Journal of Accountancy and the Accounting Review 

had two articles at this time, and the NACA - Bulletin. 
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thirteen. There were eight articles in the previous five 

years in the NACA - Bulletin. The apparent large increase 

in the second half of the decade to 33 articles must be dis-

counted since the total number of articles published more 

than doubled. 

A discussion of budgeting in the forties can not be 

isolated from the affect of the war on cost accounting in 

general. The government wanted quantity and speed of pro-

duction, no matter the cost. In the cost literature, many 

writers responded differently to the'government on the issue 

of costing. Peloubet (1942) said that the defense program 

had a strong and positive influence on cost accounting. The 

Office of Price Administration and the Office of Production 

Management (both headed by accountants, Herbert Taggart and 

Thomas Sanders, respectively) required cost reports, based 

on actual cost, for the determination of price ceilings and 

the evaluation of government contracts. While the term 

'actual' is necessarily problematic within the context of 

arbitrary cost allocations, it seemed less problematic from 

a governmental perspective than that of standard costs. It 

is fair to say that a company facing the production of goods 

never produced before might find it difficult to create 

standard costs for those goods. At least actual costs, no 

matter how arbitrary the overhead allocation, could be 

traced to original documents which is what the government 

wanted. 
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Smith (1944) reported that the need to produce goods 

quickly forced accounting controls to slacken and that all 

accountants faced diminishing responsibilities. Burke 

(1944) listed a variety of wartime affects on accounting. 

Contrary to Smith (1944), he said that the cost accountant 

had gained recognition because he was needed by the govern-

ment. Cost accounting itself was greatly affected because 

cost reports had to be prepared in a particular way for 

government contracts. Some firms abandoned systems long in 

use. Those with no cost system had to develop one. Stan-

dard costing suffered because the government only permitted 

actual costs (Burke 1944). 

Perry (1945) contended that cost accounting deteriorat-

ed to nothing but the recording of actual costs. War activ-

ity reduced personnel, equipment and time. Governmental 

auditors, finding they spent too much time trying to under-

stand cost records, needed relief. Consequently, many firms 

retreated to single, factory-wide overhead bases and rates. 

A trend toward simplicity in cost accounting developed. For 

these reasons, good cost systems degenerated but bad ones 

improved (Burke 1944, 252-6). While the use of factory-wide 

overhead rates was not new, war regulations expanded their 

use. Also, in the light of the unlimited demand that ap-

peared after the war, there was little incentive for busi-

nesses to return to or to install more careful allocative 

procedures later. 
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At the beginning of the decade, cost accounting litera-

ture still focused on the need to sell the budget. Schultze 

(1940) and Perry (1940) urged cost accountants to work to 

change the impression that budgets interfere with the busi-

ness of other departments existing merely to point out 

faults. To that end, Schultze (1940) suggested that budgets 

be used not just to isolate failure but also to illuminate 

success - a side of performance measurement too often ig-

nored . 

The labor disputes of the early forties were not for-

gotten. Wilks (1947) proposed a new purpose for budgeting -

aiding in the negotiation of wage contracts. If it were to 

be used as a guide for future operations and as a measuring 

stick of present performance, its creation should be a 

participatory process involving frequent conferences between 

the factory and the office. If labor understands and ac-

cepts budgetary goals because it participated in setting 

them, then disputes between labor and management would be 

minimized (Wilks 1947). Muth (1947) also stressed that 

budgetary success was dependent on understanding. The 

participatory process was essential with workers encouraged 

to make suggestions. The accountant and the industrial 

engineer should understand each other and their duties for 

fullest cooperation. The industrial engineer defined the 

work to be done and workers needed. By means of analysis of 

variances, the accountant supplied the engineer with the 



141 

feedback necessary for the continued effective application 

of his techniques (Muth 1947, 1506). 

Many of the articles in the NACA - Bulletin in the late 

forties were clones of one another. From 1946 - 1950, five 

articles on flexible budgeting and the benefits of segregat-

ing fixed and variable costs appeared. This continued 

without modification the interest in flexible budgeting that 

appeared during the depression - an interest fueled by drops 

in demand and by the plan of controlling production levels 

to support fixed prices. 

The presentation of budgets in textbooks did not 

change. Budgeting took up a chapter or two or was consoli-

dated with the standard costing chapters. The one exception 

was Blocker's (1950) text which, as was the case in his 1940 

edition, fully integrated the budget throughout the text. 

This unusual presentation demonstrated a commitment to the 

planning and control aspects of cost accounting. Texts that 

relegated budgeting to a chapter suggest that planning and 

control were of significantly less importance than unit 

costing for inventory valuation purposes. 

In the engineering literature, the budget disappeared. 

During the war, production control was far more important 

than cost control. Engineering articles focused on planning 

the flow of materials, selecting the correct processes, 

scheduling installations, handling and reusing waste materi-

als, developing the most efficient factory layout and con-
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trolling engineering changes. Because of the need for 

speed, the fantastic number of new employees, and because so 

many of them were women (with whom employers felt somewhat 

uncomfortable since they were performing men's jobs) and 

youths, safety also became a major issue. Hair nets and 

comfortable (but not loose) clothing were required so that 

nothing could get caught in machinery. Job testing for 

suitability for particular duties, goggles, adequate light, 

clean factory floors, food and rest were all promoted. 

Incentive plans also received prominent attention since 

the objective was to minimize time and maximize the quantity 

of production. Also, incentive pay was specifically exempt-

ed from the general wage controls imposed during the war 

period. Bennett (1947) wrote a article for the NACA -

Bulletin that included a brief history of pre-war cost 

accounting and a summary of the results of a cost survey of 

large corporations conducted by the National Association of 

Cost Accountants. An overview of that article will end this 

chapter. 

Bennett (1947) reviewed the accomplishments of cost 

accounting through the thirties. Cost accountants used 

historical costs, forecasted budgets, cost standards and 

flexible budgets for performance evaluation. Cost standards 

were the result of a merging of budgeting for financial 

control of business activities and of engineering standards 

to provide control over the amount and quality of work done. 
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Quality considerations do issue from the engineers rather 

than the cost accountants. The flexible budget came into 

use when the tremendous changes in production volume during 

the depression threatened firms' survival. More detailed 

and useful cost classifications contributed to cost control 

because desegregation increased understanding of cost behav-

ior. Finally, better and speedier cost reports with vari-

ances and explanations of variance, had come into common use 

(Bennett 1947, 915). Bennett's report agrees with the 

information found in the literature. . 

The National Association of Cost Accountants' survey 

investigated the war's impact on cost accounting in large 

corporations. The unlimited demand for goods diverted 

management's attention from cost controls. Since profits 

were held fairly constant because of the excess profits tax 

and contract renegotiation rules, managers had little incen-

tive to minimize costs. Cost allocations for contract 

reimbursement were critical. Cost plus fixed fee contracts, 

renegotiations and contract terminations required a detailed 

accumulation of actual costs. Because of this, as well as 

price inflation and untrained accounting personnel, there 

was a shift away from standard costing procedures. 

This survey asked whether companies planned to make 

improvements in their costing systems since the government 

had withdrawn and it seemed that business would soon be in a 

consuming buyer's market. Corporate managements outlined 
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the following strategies: a review of account classifica-

tions which had been disrupted during the war, a revision of 

cost standards which had been ignored and were long out of 

date and a simplification of accounting routines. This 

entailed the elimination of repeated allocations and distri-

butions. A member of the Committee on Research said: 

Allocation to burden centers... can most easily be 
done once a year on a sheet of paper. There is no 
need to complicate the accounts with too many or 
too frequent distributions of expenses (Bennett 
1947, 922) . 

More mechanization of clerical chores and more long-

range planning (for capital investment decisions) were 

anticipated. Additionally, the flexible budget would be 

used more in conjunction with budgets of physical units. 

Renewed interest in the control of distribution costs ap-

peared. Some corporations planned to implement improvements 

quickly and many admitted that their cost departments dete-

riorated during the war. A few said that fraud had in-

creased due to the weakening of internal controls (Bennett 

1947). 

In conclusion, a cost accounting method, budgeting 

flowered during the twenties and the thirties. It encom-

passed the firm as a whole in theory but probably was imple-

mented in practice far more often in partial form, by de-

partment or function. It was considered a control device 

and although it dealt with future costs and revenues, cost 

accountants controlled the process. No doubt this was so 
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because accountants were deemed to be facile with numbers 

and had access to the most common future cost indicators. 

If reliable information on future costs was not available, 

predictions were based on historical averages, on recent 

costs or were estimated. 

Articles on the changing value of the dollar appeared 

during the inflationary forties and predictions were appro-

priately indexed for inflation. If budgets were prepared 

using standard costs then, under the most precise definition 

of standards, they had to be developed by carefully con-

structed engineering estimates. But budgets were not as 

widely used as the literature implies. The large number of 

articles that encourage readers to 'sell' the budget suggest 

that it was far from universal. On the other hand, histori-

ans such as Allen (1952) say that businesses had become very 

efficient (defined as output per employee) during the de-

pression, and it is not unreasonable to suspect that the 

budget played a part in cost control. During the war 

however, most cost accounting procedures fell into disuse. 

Despite the intentions expressed in the National Association 

of Cost Accountants survey reviewed above, the conditions of 

the late forties did not encourage the revival of careful 

costing. The great demand for goods, backed by the spending 

power of the public and little world competition continued 

the wartime emphasis on maximization of output, not on 

efficient production. Financial accounting was not respon-
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sible for the deterioration of cost accounting. A need to 

know costs comes from just that - a need. That need was 

missing in the forties and the governmental demand for uni-

form costing and simple cost techniques during the war pre-

cluded innovation in cost accounting and ended the advances 

made by many firms before the war. The great technological 

and mechanical achievements of the war made the largest 

industries as efficient as they needed to be in the absence 

of any competition.22 Unlimited post-war consumer demand 

did not encourage the efficiency driven behavior of standard 

costs nor the detailed planning offered by budgeting. 

Notes 

1. As a textbook subject, budgeting did not appear until 
the later twenties despite its frequent appearance in the 
cost literature in the early part of the decade. 

2. 'Efficiency,' an American Gospel in the twentieth 
century, meant packaging work into units of time. 
In a nation where labor was often scarce and al-
ways costly, efficiency was measured less by 
'quality' or 'competency' than by the speed with 
which an acceptable job was accomplished. Time 
entered into every calculation. An effective 
America was a speedy America (Boorstin 1973, 362) . 

Throughout this dissertation as well as throughout the cost 
and engineering literature, the word 'efficiency' is used to 
suggest speed as well as the minimum amount of labor and/or 
materials need to accomplish a job. It does not mean eco-
nomic or allocative efficiency in the sense that the market 
will insure the most profitable allocations of all the 
factors of production. The national discourse of efficiency 
embraced a broader definition, including that of allocative 
efficiency. But for my purposes, efficiency is a micro, not 
a macro concept. As Boorstin (1973) suggests, quality takes 
a second seat to this characteristic. In this era of Henry 
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Ford and mass production, more pride is taken in the number 
of goods produced rather than their quality although the 
issue of quality does arise on occasion. 

3. The notion of inefficiency embraces waste. Clearly if 
one is inefficient, he or she is wasting time or materials 
or human resources. The related idea of laziness and wheth-
er men (in a generic sense) are inherently lazy, and there-
fore wasteful, is one that on which people have radically 
different opinions. Veblen (1899) defined waste as some-
thing that doesn't serve human life or well-being. He 
believed that men possess an instinct for good workmanship, 
an instinct that admires good work and despises waste. 
Veblen (1899) said that this instinct leads us to purposeful 
activities in preference to waste even if they seem trivial, 
such as flower arranging. Mercer (1928) agreed and stated 
that we naturally try to produce good things and, even 
further, tend to harp on quality if given an opportunity. 
In contrast, Cabot (1925) argued that.the man who works for 
the love of it is rare and that the employee needs incen-
tives, preferably fear, to encourage work. Balch was of the 
same mind saying "labor is notoriously inclined to soldier 
if not closely checked" (Balch 1934, 30). These latter 
opinions become self-fulfilling prophecies as work is re-
duced to tedious repetition by time and motion studies and 
mass production. 

4. See Table 1 in the appendix for the total number of 
articles categorized primarily as budgeting. 

5. See Tables 2 and 3 in the appendix for articles catego-
rized as budgeting in the Accounting Review and the Journal 
of Accountancy. 

6. Many writers in the cost literature mention Hoover's 
campaign (Holden 1928; Kilduff 1928; Ford 1928). The cost 
and engineering literature did not regard the Commerce 
Department's crusade against waste as a political phenome-
non, but as a serious crusade to help business manage costs. 

7. The ideas behind zero-based budgeting and decentralized 
responsibility accounting are not as modern as some might 
think. 

8. It is difficult to know whether this slighting of over-
head was because of the nature of the Fuller Brush Company 
or the writer's ignorance of overhead problems. If Fuller 
Brush was a service industry, that is, did not manufacture 
its own products, then it is possible to conjecture that 
overhead was of minor consequence relative to labor (sales) 
and inventory. 
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9. The concern of industrial engineers with worker safety 
and health as well as efficiency will be addressed later in 
this paper. 

10. The notion of giving workers cost information must be 
read in the light of the articles that mention that foremen 
ought to be given cost data (Hubbard 1925; Andrew 1925; 
Sanders 1929). The frequent references to the need for 
openness with cost information suggests that such openness 
was unusual. If firms were normally secretive and kept cost 
information away from their own foremen, then Wanner's 
suggestion seems almost radical. 

11. It may be that banks, because of their financial power, 
drove the eventual domination -of financial information over 
cost information. Paton (1934, 131) said "In the matter of 
the pricing of inventories there has been altogether too_ 
much influence exerted by public accountants and commercial 
bankers steeped in balance sheet presentation." However, 
there is evidence that contradicts the assertion of banking 
power. Flynn (1939) testified that the capital markets 
played a small role in furnishing funds to corporations. 
Most corporate funding came from retaining earnings. Means 
(1962) found this to be the case in the period from 1950-
1956 as well. 

12. A case study by Knights and Collinson (1987) showed 
that cutbacks by management infuriated employees until they 
were presented with accounting numbers. These numbers were 
not challenged and debate was silenced. 

13. Dugger (1989a) asserts that the market is not a natural 
phenomenon but a manmade institution. Likewise, the so-
called laws of supply and demand that make up the market are 
in no way laws but rather inventions of human beings. 
Moving to a creation of demand mode is therefore easily 
explained by institutional economic thought as an activity 
of a manmade market and not necessarily a function of mass 
production. 

14. Brief articles in Factory and Industrial Management in 
February and April 1928 consider the measurement of manage-
rial performance suggesting the use of accounting reports, 
cost reports, statistical reports or production records as 
yardsticks. The April article mentions a sliding scale 
whereby bonuses would be paid on profits but it does not 
define how profits were to be calculated. Generally, there 
are not many references in the cost and engineering litera-
ture that address management compensation although occasion-
ally one is made regarding management assessment, especially 
later in the thirties. 
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15. This attitude is supported by Knights and Collinson's 
(1987) case study. When workers losing their jobs through 
layoffs were given reasons in an accounting or financial, 
rather than a verbal, format they responded with quiet 
resignation, not protest. 

16. Means (1962) reported that, in contrast to the tenets 
of classical economic theory which hold that if demand 
drops, that prices should drop, altering the economic capac-
ity of a plant (economic capacity is defined as the point of 
production where marginal cost approximates price), that, in 
practice, companies tended to retain their old prices and 
reduce production. It seems that, once settled on a price, 
that companies will hold those prices constant and vary 
output in light of demand at-, those prices. Means (1962, 
200) used the steel industry as an example. In the first 
half of the 1960s, demand for steel dropped such that opera-
tions were cut to 50% of previous production levels. Pric-
es, however, did not change or changed little. 

17. Although the focus of Merchant's (1928) talk was on the 
need to become aware of general business conditions through 
publicly published statistics and trade association informa-
tion, he also expressed concern about the tendency to base 
budgets on productive capacity. 

18. Gillespie's (1932) Introductory Cost Accounting was 
just that, the merest introduction. It was an exception to 
the general rule. He did not include budgeting but stuck to 
paperwork and procedures. 

19. Decoster and Fertakis (1968) examined linkages between 
budget-induced pressures and the behavior of supervisors. 

20. Miller and O'Leary (1987) are not as sanguine about 
budgeting. They place the development of budgeting and 
standard costing in "a complex of practices which consist in 
a form of socio-political management whose concern is with 
individual persons and their efficient functioning" (1987, 
241). They observe that accounting was able to broaden its 
range from stewardship to individual efficiency as well. 
"Cost accounting could now embrace also the individual 
person and make them accountable by reference to prescribed 
standards of performance" (1987, 241). 

21. This survey also was reported in a 1932 issue of the 
Accounting Review. Of 300 companies surveyed, 162 produced 
at least a single function budget but only 37 had a complete 
budget. 
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22. The absence of competition and the insulation of demand 
were the causes of later inefficiencies according to critics 
like Reich (1983) . Even though better manufacturing pro-
cesses were available, major American industries such as 
steel and automobile production neglected to update their 
facilities because they dominated world markets and failed 
to see the threats of foreign competition. This lack of 
foresight left plenty of room for Japanese companies (as 
well as German, French and Swedish companies in other mar-
kets) to take over those markets with higher quality and 
less expensive goods. 



CHAPTER V 

RELEVANCE FOUND: DEPARTMENTALIZATION AND DISTRIBUTION COSTS, 

PRECURSORS TO ACTIVITY-BASED COSTING 

Johnson and Kaplan (1987) assert that cost accounting 

lost its relevance for managerial decision-making sometime 

after the first quarter of this century. Although there is 

evidence that many firms failed to adopt cost accounting 

techniques beyond those required for financial accounting 

purposes, it is clear that the relevant knowledge was not 

lost and that advocates of these techniques were abundant. 

In fact, the cost techniques that were promoted by many 

writers and adopted at least by some firms, were very close 

to the Activity-Based Costing systems advocated by today's 

management consultants (Miller and Vollman 1985, Cooper and 

Kaplan 1988, Cooper and Kaplan 1991, Cooper and Kaplan 

1992). The evidence for this assertion comes from discus-

sions throughout the period in both the literature and in 

the textbooks about departmentalization and approaches to 

distribution costing. 

The most critical feature of costing procedures found 

in the cost literature of the 1925 - 1950 period is that of 

the "department."1 The department, as understood in the 

literature, was substantially different not only from to-

day's dictionary definition but also from that which is 
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found in modern cost texts. The common understanding of the 

word department embraces, in the context of a department 

store, a shoe department or a housewares department. In the 

factory, perhaps the grinding, boring, mixing or plating 

departments come to mind. 

Contemporary cost and managerial texts use the term in 

this manner. Deakin and Maher (1991) specifically name 

assembly and sportswear as examples of departments for 

costing purposes. Morse et al. (1991) do not define the 

term but use it in the same way as Deakin and Maher. When 

discussing a cost center2, they say that it is "financially 

responsible only for the incurrence of costs...and...may be 

as small as a segment of a department or large enough to in-

clude...all manufacturing activities" (Morse et al. 1991, 

286-7). Needles et al. (1988, 881) reports that 

a cost center is any organizational segment or 
area of activity for which there is a reason to 
accumulate costs. Examples of cost centers in-
clude the company as a whole, corporate divisions, 
specific operating plants, departments, and even 
specific machines or work areas (emphasis added). 

Why is this an important issue? Because in the cost 

literature of the twenties, thirties and forties only spe-

cific machines or work areas would be appropriate for cost 

allocations. It would have been inconceivable to those 

writers to advocate collecting costs for the company as a 

whole or for individual plants. Collecting costs over such 

a broad spectrum of activity was clearly useless because it 
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could not provide information on the costs of individual 

products or information for general cost control. 

If the cost center is not homogeneous, that is, it is 

not producing a particular product exclusively, but is 

rather an entire division, or a single plant employing many 

people and producing many products on many different kinds 

of machines, then precision in costing is at a minimum and 

cross-subsidization is at a maximum. This will occur be-

cause even if overhead cost elements are segregated into 

pools of similar costs and allocated to various cost centers 

using apparently appropriate bases (floor space, hours 

worked, number of employees), the overhead pools themselves 

will contain heterogeneous costs that are not related to 

many of the specific products to which they are being as-

signed. 

For example, an overhead pool might collect the depre-

ciation, insurance and maintenance and repair costs for all 

the machinery in the factory. Containing only machine-

related costs, the pool would be allocated later to products 

- possibly using a machine-hour base. The theory is that 

all machinery-related costs should be allocated to goods 

that are produced by the machines. The allocation should be 

correlated with machine use - a correlation best expressed 

by the passage of time. 

The problem here is that while these costs are related 

in character, they may in fact be radically different from 
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machine to machine and cause radical miscosting as they are 

allocated to different products. The costs of an expensive, 

infrequently used machine would be allocated along with the 

costs of all machines, on the basis of time, to products 

that only go through small machines, inflating their costs 

and hiding the expense of the products going through the 

large machine. Thus, no matter how many different overhead 

pools one has, unless only one- product is made, if the pools 

are heterogeneous because the department or cost center is 

heterogeneous, costing is going to be misleading and poten-

tially dysfunctional. 

Reitell and Harris (1948, 324) used as an example a 

plant manufacturing metal parts for automobiles that had the 

following divisions: forge, machine, blacksmith and foundry. 

To charge the product produced in the foundry with 
some arbitrary portion of the total depreciation 
of the plant equipment would mean that it was 
being loaded with some depreciation applicable to 
the forge-shop and machine-shop products. The 
same condition would hold true for practically 
every other type of overhead expense item. The 
only accurate method of collecting overhead ex-
pense items is by departments. 

The department or cost center of the twenties, thirties 

and forties was a fundamentally different entity from that 

understood by contemporary definitions. The department, 

defined as a single homogeneous entity, was absolutely cen-

tral to the use of all accounting concepts and tools includ-

ing overhead allocations, budgets and standards in the early 

accounting literature. If one imputes a contemporary mean-
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ing to the term department seen in the literature of the 

past, then discussions of overhead, budgets and standards in 

the early literature appear trivial. It could easily be 

asserted that all such allocations were meaningless. With-

out it, Johnson and Kaplan's (1987) analysis of the degener-

ation of cost accounting would appear perfectly correct. It 

would seem that, as is the case in the cost texts of today, 

costing was completely arbitrary, devoted to a financial 

concern with the valuation of ending inventory only and 

therefore not merely useless, but misleading as well. 

What then is a department? An examination of some 

extended definitions is in order. 

The word 'department' as used in cost accounting 
has a more restricted meaning than that usually 
given it in manufacturing...A department, within 
the meaning of cost accounting, may be defined as 
a section of a factory in which are located like 
machines, or in which like kinds of work or opera-
tions are performed, and which incurs expense of 
an amount or kind which is different from that of 
other sections, or which has a different person 
responsible for its management from those respon-
sible for the operation of other sections... 

If there is more than one machine in a de-
partment, the machines must be alike or substan-
tially so, because machines of different size, 
capacity, or power consumption are unlike factors 
in determining cost. If unlike machines are 
placed in one department, the cost and production 
of the department cannot be secured, because of 
differences in the cost or production of the vari-
ous machines. 

The kinds of work or operations performed in 
a department must be substantially the same be-
cause, if a department performs several dissimilar 
operations or kinds of works, the cost of each 
kind cannot be separated and applied properly to 
the product. If the expenses incurred on several 
different machines, or on hand and machine work 
which are included in the same department, are of 
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different amounts or kinds, there will be such a 
mixture of costs that their correct analysis and 
control will be impossible. Furthermore, the cost 
applied to the product will be inaccurate, because 
it will be a mixture of different kinds or amounts 
of costs, all of which do not apply to the same 
product, or in the same amount. 

One reason for classifying cost departmen-
tally is that those in charge of departments can 
be held responsible for the achievements of their 
departments. The departmental classification must 
permit this, if the cost system is to be of the 
greatest value as a means of control" (Lawrence 
1925, 24-25) . 

A type of departmentalization lends itself to 
better accounting control and cost accumulation 
than others. Accounting information for the 
plants is concerned with 1) who is responsible and 
2) the determination of the cost of the product. 
To best allocate expense, it is desirable that the 
units in which expense is applied to product be 
homogeneous and involve the simplest of operations 
(Willcox 1934, 40-41). 

The term "department" has a distinctive meaning in 
cost accounting as compared with administrative 
concepts of the word. A department, as a cost ac-
counting concept, is a division of a business 
enterprise in which a similar group or products 
are located, services are dispensed, similar ma-
chines are operated, or like kinds of work are 
performed. The important consideration from a 
cost point of view, is the separation of the con-
cern into units or divisions in which similar cost 
conditions for material, labor, and overhead exist 
(Blocker 1950, 22). 

These definitions, all of which express the same mean-

ing, are found in every text examined from this period. A 

precise understanding of the nature of the department was 

central to all cost accounting procedures. Notice the page 

references in each example above. The definitions appear 

early in the texts. They were not casually brought into the 

discussion in a later chapter or buried among miscellaneous 
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information. Neither are the definitions assumed - they are 

stated early and clearly and are heavily emphasized. In 

many texts, "Departmentalization" is allotted an entire 

chapter. The concept of 'department' was the sine qua non 

of cost accounting during this period. In contrast, while 

modern texts of the 1980s and 1990s sometimes say that a 

single assembly line or separate machines might be regarded 

as separate cost centers, the need to do so is underplayed 

as critical to the development of meaningful cost informa-

tion. Furthermore, the definitions of cost centers are 

normally buried deep in the text and, while the term contin-

ues to be used, its importance is ignored. 

Consider what is implied by costing by department. 

Product costs were accumulated in a two-step allocation 

process. First, there was an allocation to the departments. 

Factory rent and insurance might have been apportioned on 

the basis of floor space. Machine depreciation and machine 

insurance were collected"directly. Repair and maintenance 

could have been directly collected or apportioned based on 

usage. These and all other general factory expenses were 

allocated to departments using whatever base was deemed to 

be most equitable. This was called the primary distribu-

tion. 

Second, each department allocated these costs to the 

products that moved through it, usually on a time basis, 

using direct labor hours or machine hours. This was the 
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secondary distribution. Using this process and departmen-

talization, a product could move in any order between the 

factory's departments, absorbing costs by time spent in each 

(direct labor cost allocations were universally condemned), 

and would emerge with relatively little unrelated costs 

attached. This system assured that even if two products 

spent the same amount of time in the factory that they would 

absorb very different overhead: costs because of the individ-

ualized costs of the departments through which they pro-

gressed.3 

A reader might think that the secondary allocation on a 

time basis could also be misleading. If slow downs oc-

curred, perhaps caused by poor materials or equipment break-

downs, would not products be charged with more time than was 

normal, resulting in miscosting? This was certainly possi-

ble (and no doubt probable in practice) but many texts 

provided for the separation and isolation of idle labor time 

and idle machine time into their own accounts (Gillespie 

1932; Blocker 1950, Neuner 1942). They addressed these 

types of, problems by the use of standard costs. Standard 

costs, based on normal, not budgeted, capacity and governed 

by engineering specifications regarding time, quantities and 

qualities needed for production, allowed managers to deter-

mine whether productive operations were proceeding effi-

ciently. 
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The textbooks were very clear about the handling of 

specific types of costs. For example, Reitell and Harris 

(1948) recommended, in the case of purchasing and storage 

costs (including costs of purchasing, receiving, raw materi-

als stores and material handling and trucking), that they be 

allocated on the basis of number of requisitions. They 

warned against allocating them on the basis of material 

value because of the distortions that would arise and did 

not even consider grouping them in with other costs commonly 

known as general overhead. 

Some texts addressed the unusual (in the sense of 

irregular occurrence) cost of set-up time for each machine. 

Set-up costs were not simply added to the departmental pool 

and spread over all products, they were collected and spread 

over only the products for which they were incurred (Reitell 

and Harris 1948; Dohr et al. 1935). The definition of 

department embraced the notion that the department was not 

only a collection of similar machines and similar laborers 

and supervision but also that similar products were being 

produced. A product that demanded a new set-up demanded 

also a new department, if only temporarily. Faithfulness to 

the departmental definition ensured that the new product 

absorbed fully the set-up costs incurred for its production. 

Set-up costs are a commonly cited cost driver in Activity-

Based Costing systems (Cooper and Kaplan 1992) . 
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Schlatter (1927) analyzed a variety of overhead expens-

es and proposed a list of allocation bases for their distri-

bution to departments. Some he identified as having clear 

cause-and-effeet relationships, others as arbitrary. While 

he did not dwell on the misleading aspects of the latter, 

neither did he propose that all overhead be pooled and 

spread by means of a single allocation rate. The book was 

written as an elementary text and Schlatter (1927) specific-

ally stated that it would not cover any advanced or compli-

cated issues such as losses due to spoiled work or costing 

of by-products. Consequently, one would not expect great 

detail regarding the fine points of overhead accounting. 

Nevertheless, the importance of the department was made 

clear. While he wrote an elementary text, he did not regard 

the subject of the department as one to be ignored. 

Lawrence (1946) also argued the need for having sepa-

rate overhead rates for each department rather than a single 

flat rate for the entire plant. He reasoned that since both 

manufacturing expense and production vary in amount and in 

proportion in different departments that the distribution 

rate used for each department must be in accord with indi-

vidual departmental conditions. While a single distribution 

rate for the entire plant would apply all of the manufactur-

ing expense of the plant to production, it would not apply 

the expense of any single department correctly to its prod-

uct. Since most firms produced more than one kind of prod-
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uct and since each product required more processing in some 

departments than in others, it must be concluded that sepa-

rate rates for distributing factory overhead should be used 

for each production department (Lawrence 1946). 

The writers of this period stressed overhead problems. 

While departmentalization did not eliminate the overhead 

problem, the use of a small, single, homogeneous entity for 

cost accumulation was deemed the most accurate and useful 

method of dealing with major overhead expenses. All agreed 

that overhead was the most difficult issue in cost account-

ing. 

The problem of spreading manufacturing overhead 
expenses is one of the biggest in cost accounting. 
This problem challenges not only the cost accoun-
tant, but the management engineer and the factory 
management as well. Study and research are being 
carried on continually to evolve better plans and 
methods of accounting for manufacturing overhead 
expenses. Trade associations are devoting much of 
their time to the overhead problem; cost account-
ing associations are constantly discussing princi-
ples involved in the overhead problem; management 
engineers are joining hands with the cost accoun-
tants in an endeavor to solve the overhead problem 
within individual plants (Harris and Reitell 1948, 
306) . 

Reitell & Harris (1948) discussed the evolution of 

overhead bases. They recalled that early cost accountants 

used only a single overhead base such as direct labor hours 

or direct labor cost for overhead allocation. They must 

have been talking about very early days indeed because 

Jordan and Harris (1921), and this is the same Harris, said 

the very same thing. They reported that soon the use of a 
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single basis of allocation was deemed too arbitrary and 

multiple bases were developed (Reitell and Harris 1948) . 

These bases included 1) square footage, to allocate factory-

rent and taxes and the depreciation, repairs and insurance 

of buildings, 2) number of employees, to allocate superin-

tendence, factory lunchroom and hospital expense, cost 

accounting and toolroom expense, and 3) rated capacity, to 

allocate light (Neuner 1942) . " Reitell and Harris (1948) 

advocated the multiple base approach. However, they also 

reported that plants were returning to the single basis 

approach because of 1) a desire for cost simplification, 2) 

an emphasis on high production in plants which were engaged 

on government contracts with less attention to correlative 

matters, and 3) a desire on the part of government inspec-

tors to facilitate cost checking by using single per cents 

for proration of general factory overhead (Reitell and 

Harris 1948, 327). 

If Reitell and Harris (1948) were correct, then the 

governmental influence on cost accounting during the forties 

might have been the primary source of the diminishment of 

cost accounting observed by Johnson and Kaplan (1987). 

Departmentalization did not end costing problems. 

Costs such as the president's salary and depreciation on 

corporate office buildings have no obvious correlation to 

products. There is certainly no cause-and-effect relation-

ship although it is true that there would be no president's 
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salary if there were no products (and perhaps vice versa as 

well - especially in the case in which the president is the 

founder of the company). Costs of this nature were not 

usually allocated to products during this period nor are 

they today. Instead, they were (and are) treated as period 

expenses. 

The costing of joint products, by-products and co-

products4 appeared in most texts with varying degrees of 

emphasis. The reason these were accorded separate treatment 

was because the allocation of the costs incurred in the 

production of products that jointly emerge from the same 

process is necessarily arbitrary. Departmentalization 

provided no help in assigning costs under these circumstanc-

es. Examples of joint production include the tobacco indus-

try where various grades of tobacco are produced simulta-

neously and the meat packing industry, where various cuts of 

meat come from the same animal. 

Some texts omitted the problematic nature of these 

allocation issues and simply described an assortment of 

allocation methods. Others described those methods but also 

warned about the arbitrary nature of any process and out-

lined the problems associated with each method. Sanders 

(1929) recommended that no allocation be made because of the 

arbitrariness. He preferred a simple common offset against 

common revenues. Dohr, Inghram and Love (1935), in a very 

fine presentation, used specific industries to illustrate 
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each method but did not recommend any method over another. 

The approach to joint cost accounting did not change over 

the period and does not seem to have altered up to today. 

Generally, the student was simply told that different meth-

ods of allocation exist and was instructed to manipulate the 

numbers based on those methods. 

Distribution costs, that is, selling, marketing and 

delivery expenses, could notusually be traced to depart-

ments. These costs were more often associated with individ-

ual products (not product lines), smaller lots of a product, 

with groups of heterogeneous products, with territories, 

with channels of distribution or with customers. Rarely 

could they be linked with an entire production run of the 

same product. Accounting for distribution costs in a mean-

ingful way forced attention on the individual product, 

customer, territory or channel of distribution. Ostlung 

(1932) discovered in tracing costs for the National Whole-

sale Druggists' Association that departmental analyses were 

wholly inadequate. He suggested that cost accountants go 

directly to the products and analyze their post-manufactur-

ing costs. The costs he highlighted included: selling 

effort required, bulkiness and or weight in relation to 

value (affects storage and handling costs), whether the item 

was sold in original shipping cases or in broken package 

lots, average stock turnover (affects storage and carrying 

costs) and special considerations such as refrigeration. 
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The cost analysis Ostlung (1932) prescribed foreshadowed 

Activity-Based Costing systems being implemented today. The 

point is that distribution cost analysis was not suitable at 

the departmental level and, as will be discussed later, is 

usually not even appropriate at the product level. 

Early writers contended that without this costing unit, 

the centrality of the department, there could be no reason-

able allocation of costs in an- organization producing multi-

ple goods. Many factory costs could be distributed con-

vincingly when departmentalization was in place. If it were 

not, then even those costs with clear cause-and-effeet rela-

tionships with certain products would be improperly allocat-

ed. But even with departmentalization there remained obvi-

ous costing problems, such as joint products or distribution 

costs, that had no solution, or no solution logically defen-

sible to all parties. Rather like an algebraic equation 

with two unknowns, there were infinite solutions but no 

"right" answers. 

Financial accounting theorists often dismissed cost 

accounting procedures because of the arbitrary nature of 

allocations. They warned that cost calculations could be 

misleading. 

It is necessary to recognize the fact that cost 
allocation at best is loaded with assumptions and 
that in many cases highly arbitrary methods of 
apportionment are employed in practice. Certainly 
it is wise not to take the results of the usual 
process of internal cost imputation too seriously 
(Paton and Littleton 1940, 120). 
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When the financial effects of individual external 
transactions are recorded for historical purposes, 
the meaning of costs as the 'release' side of an 
exchange is generally clear. But when transac-
tions are viewed from within the matrix of opera-
tions, entwined in a maze of interrelated and 
interdependent activities, the meaning of cost 
becomes so indefinite that the term must be quali-
fied if it is to convey much sense (Vatter 1945, 

164) . 

The remarks of Paton and Littleton (1940) above seem 

absurd because they suggest that tracing the costs of prod-

ucts was valueless and imply that managers would be better 

off by guessing which products they should produce and which 

they should eliminate. Now, if in practice, few firms were 

departmentalized, and that may well have been the case, then 

Paton and Littleton's (1940) assessment makes sense because 

costs determined by means of arbitrary allocations are no 

better than guesses and perhaps worse. 

It is important to recall that the major purpose of 

cost accounting is control over costs. Without this purpose 

it becomes nothing more than a determination of inventory 

values - which is what financial accountants need from cost 

accounts. Regardless of many of the admittedly arbitrary 

cost allocations, departmental accounting set a strong 

foundation for cost control. Consistency in allocation from 

period to period, in tandem with historical records, could 

pinpoint significant changes in costs and the principle of 

management by exception, already well-developed, should, in 

theory at least, have enabled control to take place. 
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One of the most difficult areas to understand and 

control within cost accounting is that of distribution 

costing. Distribution costs include all of the costs in-

curred to encourage a customer to order a product, to move 

that product to the customer and to get the customer to pay 

for it. They also include costs relative to ordering, stor-

ing and the like that are related to the sale of the product 

even if they occur prior to production. This is a difficult 

area because most of the costs are hopelessly joint in 

nature. Salesmen usually sold a variety of products so that 

their time could rarely be attributed to particular prod-

ucts. Advertising was often directed towards the firm as a 

whole rather than a single product. Various combinations of 

products were ordered by and shipped to customers. Seldom 

could any of these costs be attributed to single products. 

Because of this, distribution costs were typically ignored, 

expensed as incurred and exempted from serious research 

efforts. 

In the twenties, however, events were moving cost ac-

counting into the area of distribution costing. The money 

spent on advertising, promotion, selling and other distribu-

tion expenses was the subject of repeated concern by those 

who worried about the manipulation of demand and the rising 

prices of goods (Allen 1931). Surveys that reported dramat-

ic increases in these costs relative to production costs 

disturbed many. Homer Buckley (1928) decried direct selling 



168 

as a waste recommending that the cost accountant learn 

everything possible about selling and marketing to find 

areas in which savings could be found. He claimed that all 

waste arose from unprofitable selling and that business, 

contrary to 'proper' practice, was in a creation of demand 

mode, paying more attention to increasing sales rather than 

on improving the product. Unlike others, he exempted adver-

tising from opprobrium because- it reached so many people at 

a minimal cost. However, he asserted that creating demand 

by means of excessive spending for advertising and hard 

selling directed attention away from product improvement or 

price adjustments that could be made by attending to other 

factors. 

Similarly, Castenholz (1930) said that, contrary to the 

'natural' order of things, production had become the stimu-

lant for consumption rather than vice versa. The 'natural' 

order for Castenholz was the notion that demand precedes and 

stimulates supply.5 If a firm were to produce in advance 

of demand and to remain in business, it had to spend enor-

mous sums on selling. Castenholz relied on statistics to 

show that distribution costs had risen to the extent of 

doubling the cost of a product. He advised cost accountants 

to look at distribution expenses as the most fertile field 

of cost savings and encouraged businesses to spend money on 

research to find out what consumers want rather than create 

their wants for them (Castenholz 1930). 
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At the same time, the literature reveals that many-

industries in this apparently prosperous decade were suffer-

ing profit squeezes. Lansing (1928) and Wanner (1928) 

referred to the narrow margins and the need to cut costs. 

Chase (1929a,b) repeatedly mentioned the problem of unem-

ployment. It is likely that the high unemployment rates in 

the industrial sector during the 1920s were due to general 

business weakness and not simply to the replacement of man 

by machines as Chase suggests. There were economic and 

social incentives for businesses to examine their expen-

ditures in the distribution area. 

Finally, the report on waste in industry released by 

the committee on waste of the Federated American Engineering 

Societies appointed by Hoover in 1921 initiated an attack on 

waste through standardization, simplification and education 

that lasted at least through the decade. The report laid 

most of the blame for waste at the feet of management and 

recommended that each firm analyze its costs to determine 

where those costs had gone out of control. The report 

focused on particular sources of waste. These included, 

among others, poor timing of production, poor training of 

workers, poor tools provided to workers, excessive paper-

work, or insufficient analysis of the needs of the customer 

resulting in an unchecked explosion of variety which in turn 

placed costly demands on the plant's ability to retool and 

adapt to each product's minor modifications.6 
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In 1924, the federal government, again under the impe-

tus of Secretary of Commerce Hoover recognized a need to 

look more closely at distribution costs and established the 

Domestic Commerce Division of the Chamber of Commerce to 

study the issue. A census of distribution costs was pub-

lished in 1929, 1933 and 1935 (Stewart et al. 1939). The 

link between waste reduction and simplification and increas-

ing costs of distribution was clear. A company that had 

developed a multiplicity of products differentiated only by 

color or other superficial style changes had created a world 

of expense that would not exist with the single functional 

product. Ignoring increased production costs, it would 

incur far more costs in the following areas: storage and 

handling costs for the larger inventory; clerical costs for 

ordering materials and for taking and filling sales orders; 

inspection costs; cost accounting costs because of the 

increased complications; print advertising and order book 

costs. 

Castenholz (1930), echoing popular sentiment, said that 

a tremendous amount of waste entered into selling and pro-

ducing things not desired. To avoid ruinous distribution 

costs, he recommended that businesses place themselves on a 

research basis to find out what the consumer wants. He 

proposed sales tests before making large capital investments 

and suggested questionnaires, house-to-house canvassing, 

limited area advertising and studying publicly available 
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information. He thought it was a mistake to allow those 

engaged in marketing activities to proceed haphazardly. 

Selling had to be just as accurately planned and controlled 

as were factory costs. The efforts of individual salesmen 

should be open to performance measurement while making 

allowances for the conditions under which each work - larg-

er, more sparsely populated areas required more allowances 

than heavily populated metropolitan areas - nevertheless a 

determination of the value of each selling effort must be 

made. Freight costs should not be expensed directly but 

rather should be traced to each product individually after 

analyzing the cost to transport to different territories. 

He dismissed period expenses as "absurd, misleading and 

meaningless" (Castenholz 1930, 150) . 

The new interest in distribution costs found its way 

into textbooks quickly. Jordan and Harris (1921) did not 

refer to the examination and control of distribution costs. 

But, beginning with Lawrence (1925), virtually all later 

texts devote chapters to the subject. 

In spite of the attention that distribution costs 

received, an editorial note in the November 15, 1929 Nation-

al Association of Cost Accountants - Bulletin reported that 

a survey of the membership revealed that few firms had taken 

any steps to rethink their approach to the area. Part of 

the problem was that distribution cost analysis required 

that many records be kept not in dollars but in other terms 
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such as numbers of calls made, miles of travel and bulkiness 

of products (Hedges 1933). These kinds of records were 

foreign to the accounting department and would require 

cooperation and coordination with other departments to 

gather and analyze that information. Marketing and selling 

personnel would be resistant to interference by cost accoun-

tants who knew nothing about their concerns. Institutional-

ist thought supports this. People are resistant to change 

under the theory of cumulative causation and reluctant to 

threaten their hold on power by sharing it. 

The firm that wanted to tackle its distribution prob-

lems could find guidance from the accounting literature, 

from the government and from trade associations. Books 

devoted to the subject were written by Castenholz (1930), 

Heckert (1940) and Longman (1941). The NACA - Bulletin 

published articles on the subject. Some of these articles 

were general in nature but many described in detail the 

approach taken by specific firms. 

The Department of Commerce produced a series of studies 

on the profitability of commodities and customers for a 

variety of industries including wholesale grocery opera-

tions, grocery retailing, wholesale electrical goods, and 

paint distribution. The Department of Commerce found that 

four basic functions, common to most companies, were the 

sources of the variation of cost with product or with cus-

tomer. These functions were maintenance (investment in 
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inventory and storage), movement (handling and checking or 

order routine), promotion (advertising and cultivation) and 

reimbursement (payments and collections). The Department of 

Commerce recommended that companies expand their charts of 

accounts to classify costs into these basic functional 

subdivisions. This classification would eventually expose 

the causes of variation. If a company wanted to determine 

costs by product, the Department recommended that investment 

costs be allocated by the average of inventory values, that 

storage costs be allocated by square "feet of storage space, 

that order routine or checking costs be allocated by the 

number of invoice lines or number of orders. If the company 

wanted to allocate by customers, the allocation bases were 

changed. For example the Department recommended that main-

tenance costs (investment and storage) be allocated by cost 

of goods sold and movement costs (handling and order rou-

tine) by number of invoice lines (Longman 1941, 51-52) . 

Trade associations published methods of allocating 

distribution costs. Among them were the National Wholesale 

Druggists' Association (Ostlund 1930), the National Whole-

sale Hardware Association, and the Institute of Meat Packers 

(Greer 1937). These references are to NACA - Bulletin 

articles that were based on the publications of the trade 

associations. The Wholesale Druggists used a unique method. 

They classified costs into receiving and shipping, city 

delivery, buying, storage, handling, carrying, selling, 
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billing and pricing, and executive and general. The expense 

of each of these functions was expressed as a percentage of 

sales. Next they determined the need of each product for 

that function relative to others, determined the basis for 

allocation, and allocated functional costs to it with a 

charge in percent of sales (Longman 1941, 53-54) . 

The methods of analyzing and allocating distribution 

costs that were published and advocated by these various 

bodies were the ancestors of modern day Activity-Based 

Costing. Costs were disaggregated, their causes isolated 

and their amounts were distributed based on usage. Longman 

(1941) cited the Dennison Manufacturing Company, with 6000 

different products, for having the best procedures for han-

dling distribution costs by product. 

At Dennison, distribution costs were analyzed, segre-

gated by function and then allocated. Dennison recognized 

twenty-six functions classified into office and warehousing 

and shipping. Office functions included: credit, bad and 

overdue accounts, correspondence, order records, pricing and 

invoicing, accounts payable, accounts receivable, cash re-

ceiving, general accounting, factory accounting, sales 

accounting, sales statistics, order and letter files, post-

age and office management. Warehousing and shipping func-

tions included: balance of stock records, receiving stock, 

space for stock, getting out stock orders, assembly and 

checking, packing, packing material, stencil or label, 
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loading cars or trucks, storing hold orders and warehouse 

management. Each function was analyzed in detail to deter-

mine its elements and relationship to products. The demand 

of the product on a particular function was critical to the 

proportional distribution of the costs of that function to 

the product. 

Costs of function elements not clearly product-related 

were removed from further analysis. If an element were 

deemed to be hopelessly common or joint in nature then any 

allocation of it was recognized as completely arbitrary and 

it became a period cost. Finally, product-related elements 

of each function were assigned a standard cost based on 

normal capacity. Dennison determined that there were six 

primary bases of variation that bore the closest relation-

ship to functional costs. They were: cost per order, per 

item, per customer-month, per letter, per 1,000 cubic inch-

es, and per dollar of sales. With their comprehensive 

standard cost system they could produce standard costs under 

any of these bases depending on the need of the user. These 

kinds of distribution costs were the only ones charged to 

products. Sales expenses of all kinds and advertising were 

charged to customers not to products but were also subjected 

to intense analysis and standardization (Longman 1941; 

Freeman 1925, 1933). 

Allocations, to be meaningful, depended on an analysis 

of each firm within an industry. Heckert (1940) said that 
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analyzing by cost items as expressed in financial records, 

was not useful because a change in an expense item gave no 

information about whether it was well spent. Costs should 

be disaggregated and analyzed by categories appropriate to 

the firm. That was what the Department of Commerce and the 

various trade associations maintained. Companies had to 

expand their charts of accounts. The purpose of a cate-

gorization by territory was to- control distribution expense 

within a territory or on its behalf, and to direct sales 

effort into the most profitable areas.. 

The purpose of analysis by channels of distribution was 

to determine types of profitable sales effort (mail order, 

direct selling). The purpose of analysis by commodities was 

to determine which items to sell. A market analysis would 

disclose which products were wanted and how much people were 

willing to spend for those products. Cost analysis revealed 

which products could be made for how much. The firm might 

discover that in certain territories that costs were too 

high or that a product should be dropped or may discover how 

to satisfy laws like the Robinson-Patman Act. Perris (1934) 

agreed that firms needed to focus on their potential markets 

and assume low volume requests rather than drive for high 

volume. They should try to do business with concerns that 

have a quality and service fit and try to eliminate returns 

and allowances. All of this required research. 
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The Robinson-Patman Act boosted the cause of distribu-

tion cost analysis because it prohibited price discrimina-

tion in the absence of provable price differentials. Thorp 

(1937) discussed three accepted bases for applying the 

Robinson-Patman cost test. One, determine the cost of the 

specific transaction under examination. Two, use the cost 

customarily experienced by the particular manufacturer 

involved for the type of trans-action. Three, use general 

costs established for the industry for the type of transac-

tion. He preferred the second basis because price struc-

tures would be based on experience, have permanence and 

breadth and for those reasons be more convincing in any 

investigation. 

Greer (1937) also described the cost provisions of the 

Robinson-Patman Act. The Act permitted differences in 

prices due to overhead costs if a direct relationship could 

be found between the good and the costs associated with 

particular customers. Greer's use of the term overhead was 

not restricted to production overhead typically allocated to 

products but also to the costs that were charged to the 

period - distribution costs primarily. An arbitrary alloca-

tion was not permitted by the courts. The costs had to be 

traceable to some distinctive service characteristic of that 

particular sale. They could arise out of something connect-

ed with the sale or delivery of the product but could not 

include savings in general overhead resulting simply from 
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increased volume. The allocation could be traceable to 

channels of distribution or to territories - it was not 

restricted to individual products. Greer's (1937) discus-

sion was an introduction to the variety of costs and the 

drivers that create them. 

Discussions of distribution costs virtually disappear 

from all accounting publications (see appendix) during the 

war years for an obvious reason - the war concentrated most 

manufacturing facilities on war production and severely 

curtailed civilian production. Distribution costing had 

little meaning during those years. Heckert (1945) affirmed 

that during the war few businesses kept track of distribu-

tion costs. A reawakening of interest in distribution costs 

after the war was confined to the cost literature. 

Smith (1950) questioned the value of setting standards 

in such areas as direct selling, traveling, warehousing and 

advertising. He illustrated how a standard, difficult to 

set at best, may be impossible to interpret under many 

circumstances. A salesman, failing to meet a standard 

number of sales calls, may have been spending his time 

profitably by spending more time with customers, building 

goodwill and setting the stage for more business in the 

future. He recommended that in selling and promotion, that 

the attitude toward distribution costs be not so much cost 

reduction as profit maximization. The cost analysis should 

be focused on finding the profitable territories, customers, 
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and products. It should discover how best to use the sales-

man's time not how to minimize his time. 

Freeman (1929), statistician with Dennison Manufactur-

ing, addressed this issue by seeking the marginal yield per 

town visited by salesmen. He did not, except in unusual 

situations, attempt to allocate costs to products but tried 

to determine how best to set up routes to maximize profits. 

He gave due consideration to developing sales territories 

where yield was low but realized that only by keeping sta-

tistics on salesmen, customers and sales could the company 

hope to reduce costs and improve their operations. 

It is impossible to determine from the literature what 

proportion of firms practiced distribution cost analysis. 

That textbooks and articles in the cost literature advocate 

the analysis cannot be denied. Longman (1941) devoted two 

chapters to countering arguments against distribution analy-

sis, arguments about cost to install, complexity, interrela-

tionships of costs and lack of training in the interpreta-

tion of results. It is not to the point to present either 

the criticisms of distribution analysis or Longman's coun-

ter- arguments . The issue is that Longman thought it impor-

tant to address these questions to dispel rampant false 

impressions. For example, White (1934) despaired of deter-

mining costs of distribution with any accuracy. He reported 

that even agreement on which costs were distribution costs 



180 

was missing. He claimed that the common cost problem in 

this area was unsolvable. 

A major problem with distribution cost analysis was 

that it required extensive, time-consuming and expensive 

research for each individual firm. The results would re-

quire adaptation at best or complete revision at worst as 

territories, customers and products changed. Guidance, as 

mentioned earlier, was available for many specific indus-

tries as well as introductions into the general concepts. 

Nevertheless, the guides did not substitute for research. 

Longman (1940), wrote that in spite of the Robinson-Patman 

Act that there had been little effort on the part of the 

accounting community to provide information about these 

costs. 

Another difficulty was that Generally Accepted Account-

ing Principles required current expensing of distribution 

costs - a requirement at odds with the notion of assigning 

any distribution costs to products. An integrated distribu-

tion system would require regular aggregation and disaggre-

gation of costs and tracking the accruals and deferrals at 

regular intervals. A separate, nonintegrated, system was 

possible but the literature universally shunned such an ap-

proach. Although not an insurmountable problem for the firm 

determined to invest in the system, it is easy to imagine 

the dismay of management facing such a prodigious task for 

the first time. Since financial accounting was required, it 
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was difficult to justify additional costs for a system whose 

value was only conjectural. Whatever the extent of distri-

bution analysis within firms during this period, it is true 

that textbooks today omit such discussions. Clearly, at 

some point after the forties, interest in the area waned 

disappeared from the literature. The general prosperity of 

the United States resulting from apparently limitless demand 

from here and abroad deemed an- major investment in distribu-

tion cost analysis an unnecessary expense. 

The evidence is clear that the techniques for generat-

ing meaningful information for managerial decision-making 

within cost accounting were readily available. No writer 

advocated factory-wide overhead allocations. All knew the 

pitfalls of overhead distribution and pointed to departmen-

talization as the only way to minimize that problem. Ele-

ments of overhead were segregated and allocated on bases 

deemed appropriate for the proper recognition of usage. 

Writers advocated extensive research in the area of dis-

tribution costs. The many costs that could not be attribut-

ed to products were approached by some on a marginal yield 

(marginal revenue less marginal cost) basis (Freeman 1929). 

The failure of firms to adopt these measures must be 

attributed to environmental conditions and not to cost 

accounting. The twenties and the forties were periods when 

firms were price-makers - demand seemed unlimited. Under 

these conditions, when goods sold practically without ef-
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these conditions, when goods sold practically without ef-

fort, the need to examine costs closely was absent. The 

cost regulations during World War II also contributed to the 

neglect of cost accounting. On the other hand, during the 

thirties, when firms were price-takers and were under tre-

mendous strain, attention to costs became important. Unfor-

tunately, tendencies to develop good cost systems in the 

thirties were derailed by the extraordinary events of the 

forties. 

Notes 

1. The department is also called a cost center or a pro-
duction center though not as frequently. 

2. The tern cost center, along with related terms such as 
profit and investment center, seems to have replaced, in 
contemporary texts, the older term department. Both words 
refer to an area, a unit or an operation for which it has 
been decided that costs should be accumulated. These costs 
will be accounted for separately from those accumulated in 
other cost centers. 

3. This idea is similar to that of Cooper and Kaplan 
(1988) who designed an Activity-Based Costing system in 
which data is collected on direct labor and materials and 
each product's demand on indirect costs is examined. Focus-
ing on expensive resources, the emphasis is placed on those 
resources whose consumption varies significantly by product 
and product type. 

4. Co-products are the same as joint products. By-prod-
ucts are similar to joint products but a distinction is made 
by the extreme differences of sales value. For example, 
sawdust is a by-product of manufacturing lumber. It has a 
value but that value is very small relative to that of the 
lumber produced. 

5. Clearly, Castenholz did not accept Say's law which 
states that overproduction is impossible because supply 
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creates its own demand. Say's law dominated economic think-
ing until the thirties (Oser 1970) . 

6. After forming a waste elimination division of the Cham-
ber of Commerce, the National Paving Brick Manufacturers 
became the first industry targeted for the start of the 
standardization and simplification program. They reduced 
the number of varieties of paving brick from 66 to 7 (Hawley 
1981). 



CHAPTER VI 

EXECUTIVE COMPENSATION 

Among the possible causes of the alleged ascendancy of 

financial accounting over cost accounting addressed in the 

research questions at the outs~et of this paper was the 

development of compensation schemes tied to net income or 

stock price such as bonuses, options or other performance 

measures. The hypothesis was that managers seeking to 

increase their income through compensation or their wealth 

through stock appreciation might attend more to financial 

accounting measurements, that is, net income, than to pro-

duction measurements. 

Profit-sharing, bonus and option plans for executives 

took root in the early part of the century and grew rapidly 

throughout the next three decades (Washington and Roths-

child, 1962). Rarely do discussions of executive plans 

appear in the cost, financial or engineering literature. 

This was so primarily because corporations considered this 

information proprietary.1 Executive compensation plans 

were established and or approved by boards of directors for 

very small groups of top executives in contrast to those 

plans set up for the majority of employees. Accountants and 

engineers were more interested in plans that had direct and 

large effects on costs and performance - those applicable to 
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the rank and file. Furthermore, neither accountants nor 

engineers had any authority over the composition of the 

plans or the amounts paid to top executives. 

Executives and their boards of directors assumed that 

their compensation plans needed to be understood by only by 

themselves and that the company had no obligation to reveal 

either the elements of the plans or the amounts paid to the 

public. Charles Schwab in 1931, in defense of the amount of 

compensation paid to the executives of Bethlehem Steel, 

admitted that, although the stockholders approved the bonus 

system in 1917, no statement of payments to executives had 

been disclosed since then. He said that both he and the 

board of directors felt such disclosure might damage the 

purpose for which the system was designed (Bowers, 1931). 

Schwab did not reveal what that purpose was or why it might 

be damaged by public disclosure. 

Profit-sharing plans and a great variety of incentive 

plans for the general employee made frequent appearances in 

the accounting and engineering literatures. Efficiency was 

the key note. How might employees be encouraged to work 

more quickly and often, with more care? The potential for 

great savings or great waste that lay within aggregate labor 

cost accounted for the attention given to incentive plans. 

The ease with which standards and budgets could be used to 

measure the performance of employees made incentive plans an 

obvious area for both the cost accountant who evaluated the 
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results and the engineer who established the standards. But 

this was not the case for top executives. Their performanc-

es could not be tied so readily to output or waste minimiza-

tion - their work was not amenable to the kind of rigid 

standardization which governed the laborer. 

Articles on executive compensation appeared steadily 

throughout this period.2 They were published in popular 

financial journals like Fortune. Barron's. Forbes and Busi-

ness Week as well as in academic outlets such as Harvard 

Business Review or management-oriented journals like Manage-

ment Review. Very few appeared in the engineering or ac-

counting literature. The last article on the subject in the 

engineering literature appeared in 1938 and only three were 

published in the cost literature - in 1930, 1941 and 1950. 

The 1941 article dealt with key personnel below the level of 

top executives and the 1950 article applied only to incen-

tives for foremen. Information on executive compensation 

plans, then, can not be ascertained from accounting or engi-

neering sources. Surveys, anecdotal information and final-

ly, data gathered under the force of law in the thirties are 

the sources of the information about executive pay. 

A 1925 survey by Taussig and Baker (1925) revealed that 

less than 5% of 400 companies surveyed had a method of 

executive compensation over and above straight salary from 

1904-1914. They found that most executives were paid on a 

straight salary basis. They concluded that, prior to the 



187 

twenties, executive pay was primarily fixed (disregarding 

raises) and was not tied to net income, total revenues or 

stock prices. 

"There is hardly a sign in any instance that sala-
ries are adjusted upward year by year upon the 
basis of annual earnings, and none that they are 
adjusted downwards. While earnings show the ebb 
and flow of changing business conditions, the 
salaries of managers remain unchanged" (Taussig 
and Baker 1925, 22). 

In contrast, Baker and Crum (1935) found that by 1928 

64% of 100 companies surveyed had bonus plans (1000 execu-

tives were covered by a bonus plan in,this survey). The 

definition of bonus depends on whether it is used in refer-

ence to general employees or to top executives. When used 

in conjunction with the pay of lower-level employees, it is 

defined as extra compensation, typically awarded as a 

Christmas bonus. The amount paid, and even whether it was 

be paid, was usually arbitrary and unpredictable. It is the 

lack of relationship between individual performance and the 

amount of the bonus that distinguishes the bonus 'plan' of 

the general employee from their profit-sharing or incentive 

plans (Poole 1930). When applied to top executives, the 

bonus plan had a different meaning. It was usually some 

type of profit-sharing plan and not an arbitrarily chosen 

amount. 

True profit-sharing, that is, bonus compensation based 

on corporate net income, was commonly viewed as appropriate 

only for the top executives (Poole 1930; Balderston 1929). 
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In contrast, consultants advised that mid- and lower-level 

executives be given incentives based on factors other than 

corporate income. A treasurer or a purchasing agent, for 

example, who performed well in a year in which profits had 

declined should not be compensated on the basis of corporate 

income but upon measures tied to his own performance. A 

1930 survey reported some factors upon which incentives for 

treasurers were based. They- included keeping credit losses 

within one-quarter of one percent and keeping accounts 

receivable at, or below, a certain ratio to sales (Poole, 

1930). Jordan (1930) stated that basing incentives on 

profits for executives below the top levels was dysfunction-

al. Their activities were so removed from bottom-line net 

income that any relationship between performance and incen-

tive would be obscure at best. An employee who worked long 

hours and accomplished set goals but received no bonus 

because the company showed a loss would soon recognize the 

lack of relationship between his efforts and his remunera-

tion - a revelation that might change behavior. Consultants 

recommended that incentives be based on clear cause-and-

effect relationships. 

For top executives, however, compensation based on 

corporate performance was generally accepted. Balderston 

(1929) outlined what he believed was a well-planned execu-

tive profit-sharing plan. There had to be agreement on what 

constituted the corporate income upon which bonuses would be 
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paid. He recommended that the participants accept the 

profit-and-loss statements as audited by independent accoun-

tants . At the same time he agreed that provisos governing 

various contingencies should be written into the plan. By 

this he meant anticipating factors, such as extraordinary 

gains or losses, that would influence the computation of 

profits but which should be ignored or otherwise treated in 

the calculation of income for profit-sharing purposes. He 

was convinced that profits were the best measure of top 

executive performance. 

"Profits are not as definite as output, and are 
influenced by general business and by the frowns 
and smiles of Lady Luck. Where compensation is 
based on volume or sales or savings of expense 
executives are likely to be motivated either to 
secure volume irrespective of its cost or to be-
come parsimonious without counting its effect on 
profit. But where profits are the basis, the goal 
is the prosperity of the company as a whole" (Bal-
derston, 1929, 968). 

Forbes expressed great support for high salaries for 

top executives based on profits in a series of editorials in 

the journal that bears his name. As early as 1928 he as-

serted that a sliding scale of remuneration (the greater the 

profit, the greater the percent of bonus compensation) was 

coming more and more into vogue because directors were 

coming to realize that the success of a company was wholly 

in the hands of its top men.3 In 1930 he, along with many 

others including Poole (1930), Bowers (1931) and the editor 

of Barron's (1931), responded to the outcry and suit filed 

by stockholders of Bethlehem Steel Corporation over Presi-
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dent Eugene Grace's compensation. They were in full support 

of Grace and of Bethlehem Steel's compensation plan. 

Grace had received average annual bonuses of $815,000 

from 1918 to 1930, culminating in a $1.6 million bonus in 

1929. During that period, Bethlehem Steel had paid approxi-

mately $36 million to officers (of which there were about 

15) but only $40 million in dividends to common stockholders 

(Bowers 1931). Stockholders- argued that his compensation 

and that of other officers was wildly excessive and should 

be refunded. 

The disturbance created by stockholder outrage brought 

many highly compensated individuals and the plans that 

compensated them into the light along with many who argued 

both for and against the virtues of high pay. Compensation 

during that period was often based on profits. When Mr. 

Grace's salary was plotted against earnings, it did rise and 

fall accordingly. The anger was directed at the amount of 

pay not at the method of pay. 

Many top executives were evaluated and compensated on 

the basis of bottom line net income during the twenties. 

This adds substance to the assertion of institutional 

thought that management was led to focus on financially-

based measures rather than on product-based measures. The 

ease with which profits or earnings per share could be 

manipulated by top executives was not understood and was 

never addressed. Inventory valuations for financial ac-
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counting purposes could easily be modified to change net 

income. Depreciation rates were equally adjustable. Fixed 

assets were frequently written up during the twenties re-

sulting in large gains. May (1932, 344) said that "the 

public accountant has no power to initiate improvements in 

corporate methods of accounting or reporting, nor to exer-

cise pressure to bring them about." With no checks and 

balances on the top executives- regarding financial income 

measurement, it is easy to appreciate their adoption of 

profit-sharing plans. 

Institutional thought suggests also that with compensa-

tion tied to net income, a tendency might arise to attend to 

transactions that will maximize that income to the detriment 

of production. The argument goes on to suggest that as 

interest in operational or productive measures declines so 

will the cost accounting that produces those measures. 

Although not universally true, the twenties were a time of 

high profits for many companies, and, among those whose 

executive profit plans were well-known, were some of the 

most profitable companies. They included General Motors, 

DuPont, Dennison Manufacturing, Leeds and Northrup, American 

Rolling Mill, Woolworth, Walworth and Studebaker (Balderston 

1929). Profit-sharing was bound to be well-received by 

profitable firms. However, this high water mark of profit-

based bonus plans was short-lived. 
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The financial rewards received by top management during 

the twenties came to light in the early thirties because of 

the depression. Anxiety and a desire to attach blame led to 

examinations of corporations and banks. First, stockholder 

litigation such as the Bethlehem Steel suit mentioned earli-

er became widespread. Second, investigations were initiated 

by equity receivers and bankruptcy trustees after businesses 

collapsed. Third, the government initiated investigations 

including the familiarly known Pecora hearings and the 

Federal Trade Commission hearings4. Fourth, the Securities 

and Exchange Commission, after its formation in 1933, due in 

part to the results from those investigations, required that 

limited information about executive compensation be dis-

closed. As information became available to the public, 

resentment mounted. A more cautious approach to compen-

sation was taken by directors as they searched for alterna-

tive ways to compensate their key personnel (Washington and 

Rothschild 1962). 

What happened in the thirties when business came into 

disrepute and profits declined? Executives reduced their 

bonuses but increased their fixed salaries. In spite of a 

general decline in their earnings, when purchasing power is 

taken into consideration, executives did very well during 

the depression years (Washington and Rothschild 1962). 

Baker analyzed executive compensation in depth in a 

series of articles, primarily published in the Harvard 
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Business Review. He was able to use previously proprietary-

data gathered by the Federal Trade Commission and the Secu-

rities and Exchange Commission during the thirties. His 

research is a primary source of information about executive 

pay in many industries during the thirties. 

Baker and Crum (1935) analyzed the Federal Trade Com-

mission data. Using a sample5 of 100 companies, they 

looked at the changes in executive compensation relative to 

total compensation, dividends and earnings from 1928-1932 as 

well as executive employment (number employed) relative to 

nonexecutive employment. They found that while the use of a 

bonus system was widespread in 1928 (64% of companies), that 

by 1932 bonus payments had fallen by 58% relative to 1929. 

This resulted in an overall decline in total executive 

compensation of 40%. On the other hand, executive salaries 

remained fairly stable. They found that those receiving 

large salaries were few. In their sample of 100 companies 

there were only 1000 executives employed.® The employment 

of industrial laborers fell by 39% while that of executives 

remained stable. 

The wages of industrial laborers and dividends paid to 

shareholders both declined by 59% while interest payments 

(on bonds and other loans) and straight executive salaries 

only decreased by 3% and 10% respectively. They concluded, 

as did Taussig and Baker (1925) ten years earlier, that 

executive salaries were in the nature of a fixed charge 
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against income. But while bonus payments and bonus systems 

declined on average, top executives lost neither their jobs 

nor their base salaries (Baker and Crum 1935). 

Baker (1938b) examined the fluctuation in executive 

compensation relative to earnings, dividends, factory pay 

rolls, production, and average weekly compensation per 

factory employee from 1928-1936 for a number of industry 

categories. He studied large industrial companies (1929 

assets over $100,000,000), small industrial companies (1936 

assets below $10,000,000), department stores, and steel 

manufacturers. He further partitioned the industrial firms 

into producers of durable and nondurable goods. The results 

were dramatic. No matter how the sample was partitioned, 

changes in executive compensation never paralleled the 

tremendous decline in corporate earnings or dividend pay-

ments. The largest drop in compensation was 35% (from 1929) 

among steel manufacturers at a time when earnings had dipped 

far below zero. The smallest decline was 20% in department 

stores in a year when their sales had increased to 71% of 

the 1929 level from a low of 60%. Overall, percentage 

changes in executive compensation did parallel changes in 

average weekly compensation per wage earner. Total payrolls 

declined more quickly than individual wages as would be 

expected in this period of large layoffs. Except for nondu-

rable goods producers, production fell more quickly and 

deeply than any of the other variables. Nevertheless, 
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unless the reported statistics are misleading, it does 

appear that companies tried to abide by the government's 

wish to keep laborer's wages high in order to sustain pur-

chasing power (Baker 1938b) - at least among those who 

remained employed. 

The interesting feature that emerges from this series 

of articles is the lack of a relationship between executive 

compensation and corporate earnings. Executive compensation 

behaved as a fixed charge, not varying with earnings or 

sales or production except under the loosest of interpreta-

tions of the word "vary." This is in complete contrast to 

the evidence of Grace, the President of Bethlehem Steel, 

whose compensation in the twenties did rise and fall with 

earnings. There is evidence that bonus plans were widely 

abandoned. Baker (1938a) reported that among small compa-

nies, the use of bonus plans declined from 50% in 1929 to 

20% by 1932. Among this more homogeneous sample, he found 

no evidence that large payments to executives correlated 

with large corporate earnings. With earnings falling, no 

executive with power to do otherwise would choose to keep 

compensation tied to earnings and with that link removed, 

salaries remained stable and relatively high. Few execu-

tives, however, wanted their firms to collapse. During the 

depression, survival was of the utmost importance. It is 

reasonable to believe that executives would be far more 

concerned with keeping their firms afloat, and this suggests 
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attention to production, costs, and sales, rather than with 

financial concerns unrelated to survival. 

In the forties, taxes had a major effect on compensa-

tion for top executives. Income taxes were very high in the 

early forties. This quickly led to the adoption of stock 

option plans for executives (Editor 1946) . Baker (1939) 

listed the most common compensation plans as: straight 

salary, straight salary plus bonus (arbitrary or profit-

sharing) , straight salary plus stock bonus, straight salary 

plus options to buy stock and commissions with drawing 

accounts. In 1948, Fortune magazine published a similar 

list. The most common extra compensation plans were: arbi-

trary bonus, profit-sharing based on salary and company 

earnings, stock distributions and contributions to annuity 

and retirement plans. In the same article however, they 

stated that annuity, pension and retirement plans for execu-

tives gained in popularity while profit-sharing lost. "The 

mortality among the executive bonus plans has always been 

high: Industrial Relations Counselors Inc. estimates that 

over 35% of some 125 schemes studied have died. Fewer and 

fewer are being born at all" (Fortune 1948, 210;). Business 

Week (1947) confirmed this assessment. The reason of 

course, was taxes. President Grace of Bethelehem Steel re-

ceived $150,000 in salary and $143,000 in bonus in 1947 but 

brought home only $64,525 after tax (Fortune 1948, 207): an 
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effective tax rate of 78%. Nevertheless, $64,525 was still 

an enormous amount of money for the times. 

The progressive tax rates in 1939 ranged from 4% on the 

lowest bracket ($1500-$4000 of taxable income) to 79% on the 

highest bracket (over $1,000,000 of taxable income). In the 

period 1944-1945, the rate on the the lowest bracket ($750-

$2000 of taxable income) was 23% The rate on the highest 

bracket (over $200,000) was 94^ of taxable income (Webber 

and Wildavsky, 1986). After the war, the rates lowered but 

not to prewar levels and not appreciably. Incomes over 

$200,000 paid 91% of taxable income according to the Inter-

nal Revenue Tax Code of 1954. 

In addition, the war led to direct control over sala-

ries for the purpose of preventing inflation. Salary stabi-

lization was in effect from 1942 to 1945. But, deferred 

compensation and pension plans were exempt from both the war 

restrictions and taxation (Washington and Rothschild 1962). 

In 1944, Business Week reported the rise of stock options as 

a form of executive compensation. By 1947, however, Busi-

ness Week reported that options were losing popularity. The 

stock market had flattened out and the Internal Revenue 

Service ruled that all options exercised after February 29, 

1946 were subject to ordinary tax rates. Instead, companies 

turned to pension and annuity plans and to perquisites. The 

expense account was coming into its own. 
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Washington and Rothschild (1962) reviewed a number of 

studies of executive compensation that covered the late 

forties and early fifties. They found that executive com-

pensation was not influenced by net profit or by profit-

ability in terms of sales dollars. In terms of total sales, 

larger firms paid more to their executives, but, in terms of 

an absolute percentage of earnings, larger firms paid the 

least to their executives. This is logical since as firms 

increase in size, it does not follow that their executive 

staff would increase proportionately:. Increases and de-

creases in corporate earnings did not result in proportional 

changes in executive compensation. However, more than half 

the time, executive compensation, sales and profit did move 

in the same direction though not proportionately. No corre-

lation between compensation and earnings was sufficiently 

demonstrated. Washington and Rothschild (1962) qualified 

their analysis by recognizing their inability to value 

supplemental benefits such as contingent or deferred compen-

sation and stock options and stock purchase plans. 

A Dartnell survey about executive compensation was 

analyzed in a series of articles in American Business in 

1949 and 1950. The analyses supported the Washington and 

Rothschild (1962) findings. Salaries remained relatively 

stable during the 1948-1949 period and while half of the 

surveyed firms had bonus plans, many of the bonuses granted 

were driven by cost of living increases rather than by any 
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admitted measure of performance (American Business 3/1950). 

One article was devoted to president's salaries. Of 156 

companies listed, 95 paid bonuses. Of the latter, only 14 

received bonuses exceeding salaries but in no case was the 

amount very large (American Business 4/1950). Deferred 

compensation and noncontributory pensions seem to have been 

the trend of the period (American Business. 1/1950). 

The conclusion that must be drawn from all this evi-

dence is that, from the point of view of key executive 

compensation, financial accounting performance measures did 

not play a part except during the twenties. Neither did 

cost accounting measures, at least for top executives. The 

pay of executives was not determined on a short-term earn-

ings basis. Neither is there evidence that there was a 

long-term relationship. Rather, compensation payments were 

far more like interest payments on long-term bonds than 

anything else. This conclusion is supported by studies 

covering almost five decades, from Taussig and Baker's 

(1925) 1904-1914 survey to those of the late 1940s reviewed 

by Washington and Rothschild (1962). If financial account-

ing did eclipse cost accounting, it was not due to compensa-

tion plans based on net income prior to 1950. 
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Notes 

1. Very little information about executive compensation 
was known until the revelations by the Federal Trade Commis-
sion and the Securities and Exchange Commission (Securities 
and Exchange Commissions Act - data in the files of the 
Securities and Exchange Commission) which provided such 
information for the years 1928-1936. Analysis of this data 
will appear later in this chapter. 

2. The Industrial Arts Index from 1924 to 1950 was the 
source of this information. The year of publication and 
number of articles on executive compensation in each year 
appeared as follows: 1924-5, 2; 1926-27, 4; 1928-29, 5; 
1930-31, 13; 1932, 2; 1933, 9; 1934, 17; 1935, 4; 1936, 12; 
1937, 7; 1938, 10; 1939, 6; 1940, 9; 1941, 6; 1942, 8; 
1943, 3; 1944, 6; 1945, 9; 1946, 17; 1947, 5; 1948, 8; 
1949, 5; 1950, 13. 

3. The executive incentive plan of the U.S. Industrial 
Alcohol Corporation was based on earnings per share. When 
the company earned at least $3 or more per share, 10C was 
put in a general fund for the 1st, 2nd and 3rd dollar. 15$ 
was added for the 4th and 5th dollar. 20$ was added for 6th 
and 7th dollar. The total dollar amount placed into the 
fund could not exceed 10% of net earnings. The allocation to 
officers from this fund was set by the board of directors 
(Forbes 1934). 

4. The hearings and investigations of the Subcommittee of 
the Senate Committee on Banking and Currency are catalogued 
as: Sen. Res. 84, Sen. Res. 239, Part 6, 72nd Congress, 2nd 
Session (1933). The Federal Trade Commission hearings and 
investigations are catalogued as: Sen. Res. 75, 73rd Con-
gress, 1st Session (1933-1934), 77 Cong. Rec. 4474, 4475 
(1933) . 

5. The sample was in large part randomly selected. Howev-
er, they choose to fill out the sample with specifically 
identified firms whose industries had not been represented 
by the randomization. The authors were very clear about how 
the sample was chosen and the effects of that choice on the 
interpretation of the resulting statistics. This care is 
sustained throughout the article and into Baker's later 
articles. The reader never feels that Baker overstates the 
results of his analyzes so plainly does he lay out the 
limitations of the data and the methodology. 
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6. Among 53 small companies sampled, the median number of 
executives in each were five or six throughout the years 
1928-1936 (Baker 1938a). 



CHAPTER VII 

IDLE TIME, WASTE, QUALITY, LABOR AND STANDARD COSTS 

The control of, and accounting for, idle time were 

issues only periodically addressed in the accounting litera-

ture from 1925-1950. Idle time refers both to the time that 

machines are out of use, whether due to malfunction or lack 

of work or improper scheduling, and to the time workers are 

on the job but unoccupied. Far more often, idle time issues 

appeared in the engineering literature. However, because of 

the interrelationship of accounting and engineering in the 

first quarter of the century, there were intermittent ap-

pearances of these issues in accounting journals and text-

books. The issues took two forms. One was that of cost 

control or efficiency, and the other, that of product cost-

ing itself. 

As early as 1912, Church advocated isolating and ac-

counting for the idle time of machinery (Vangermeersch 

1988) . His method involved estimating the total number of 

hours a machine should be used during a given period (which 

in turn depends on the definition of capacity) and estimat-

ing all machine-related costs associated with the same 

period (depreciation, insurance, repairs etc.). The ratio 

of costs to hours produced an hourly rate per machine. As 

real time elapsed, this rate was applied to the products 
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that passed through the machine. However, when the machine 

was idle, that rate was gathered into a separate account. 

For example, if a machine's estimated usage was ten hours a 

day, but was only used productively for six, then products 

would absorb six hours of the machine rate and an account 

for idle time would absorb the other four. The amount in 

the idle time account would then be prorated over the goods 

produced on that machine. Church used what he called the 

supplementary rate to make this later allocation. This rate 

was composed of the idle time expense , in the numerator and 

total productive machine hours in the denominator. 

Isolating idle time was desirable for drawing attention 

to problems with machinery whether caused by obsolescence, 

under capacity or poor production planning. Only by throw-

ing light on under-usage could appropriate actions be taken. 

Although the idle time account might have been currently 

expensed as a loss and explained as an operating inefficien-

cy, Church felt strongly that all costs were product costs 

and that they should all be allocated to products.1 Why 

then did he not allocate all costs to products immediately 

rather than partially into a supplementary account? Be-

cause, as an engineer, he was very interested in discovering 

areas of waste. Isolating idle time was the first step 

towards its control. He knew that a one-step allocation 

would hide this type of waste. 
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Dunkerley (1926) was of the same mind when he invited 

accountants to think about idle time and its cost. He 

recommended a periodic analysis of overhead and machinery. 

Should the machinery be repaired or replaced? How often was 

it used? It was easy to ignore idle time when only the cost 

of active time was calculated or when idle time was subsumed 

under active time. Crockett (1937) recommended that firms 

with a lot of idle capacity show it as an idle capacity loss 

as a separate line item because, in contrast to Church, he 

believed that idle capacity was not a product cost but an 

operating inefficiency. He also endorsed the use of stan-

dard costs because he regarded them as representative of 

what products should cost over an extended period, rather 

than what they did cost at a unique moment in time. Since 

he would have valued products at what they should cost under 

a standard system it was logical that he would expense other 

costs, such as idle time, separately. Church did not adv-

ocate the use of a standard cost system because he thought 

it was important for managers and owners to know exactly 

what their actual costs were (Vangermeersch 1988) . 

Cogburn (1938) agreed with Crockett (1937) that an idle 

capacity expense account was a critical element of cost 

control. Idle capacity became a terrible problem during the 

depression. Misunderstanding the nature of idle capacity 

loss distorted the understanding of product unit costs. 

Textbook authors Dohr, Inghram and Love (1935) and Reitell 



205 

and Harris (1948) echoed this concern and recommended that 

the idle time arising from fixed overhead (based on normal 

capacity) be accounted for as a current charge against 

profit and loss. They felt that, to be useful, unit costs 

of products should not fluctuate simply because the plant 

was operating below normal. 

Cogburn (1938) encouraged the cost accountant to ana-

lyze and separate overhead cos-ts into fixed and variable 

components before any product allocations. Segregating the 

fixed and variable elements of overhead became common during 

the depression. It expressed itself in the accounting 

literature primarily through many articles on flexible 

budgeting. 

Flexible budgeting was a direct response of the cost 

accounting profession to the specific problem of idle capac-

ity that had become so severe during the thirties. It 

permitted business to isolate elements of overhead and other 

costs and determine which could not be avoided and which 

could. 

Idle capacity was not the only source of waste ad-

dressed in the literature. Dunkerley (1926) maintained that 

workers should be brought into the company's confidence if 

maximum savings were to be gained. He realized that those 

closest to the work would also be most likely to effect 

savings. Unfortunately, workers all too often suspected 

that costs were gathered only for intimidation. A company 
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needed to gain the confidence of its labor force if it were 

to get the most from their labor and their knowledge. He 

contended that most employees wanted to do a good day's work 

and if management were searching for cost savings that those 

employees should be given access to cost information. This 

was a very radical idea in a period when secrecy was taken 

for granted. 

Ford (1928) recognized that factory layout affected 

production costs. The physical orientation of machinery had 

a considerable affect on costs because its location impacted 

on time, on handling costs, on goods damaged in transport 

and on accidents suffered by the workers. Many articles in 

Factory and Industrial Management and its successor, Factory 

Management and Maintenance, addressed this issue throughout 

the 1925-1950 period. Engineers knew that production in-

cludes, to some degree or another, the movement of goods and 

that minimizing movements can reduce cost. This was a area 

of waste in which employees could help if asked or if free 

to make suggestions. Recognizing this, some firms worked 

out a formal system for suggestions and paid workers extra 

for those accepted and put into operation by management. 

Early (1930) , responding to the drive for simplifica-

tion started by the Hoover committee on waste, pointed out 

areas riddled with waste: scrap, poor machinery, labor 

(including poor tools, poor supervision, poor training as 

well as the occasional lazy person) and office expense. 
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Office expense waste included poorly planned routine work 

and indifferent controls, obsolete operations and needless 

reports and records. 

It is interesting to note that Early, Crockett, Ford 

and Church were all engineers. It seems that concerns with 

waste, particularly those which arose factory conditions, 

were noted by engineers who, as might be expected, were far 

more aware of the physical nature of the factory and its 

attendant costliness. Many of these men and their col-

leagues were consultants working for industrial engineering 

firms and were trained to spot obvious areas of waste, such 

as poor placement of machinery and flow of production. 

Accountants, isolated from the factory, and accustomed to 

handling numbers and statistics, were far less likely to 

discover waste caused by environmental conditions than 

engineers. Also, many of the sources of waste were invisi-

ble to accountants because they never entered into the 

accounts or did not enter in a visible way. For example, 

the time taken moving materials from a storage area to the 

first production line is not an accounting measurement.2 

There was no way for the accounting department to see that 

placing the machinery nearer the storage area might signifi-

cantly increase production. 

Wells (1936), an engineer who addressed many aspects of 

waste control, reported that many managers believed that 

cost savings could only be found in labor and materials and 
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ignored changes in management policies and practices that 

could offer large savings. Deming echoed these sentiments 

many years later when he insisted that cost and quality 

control must come from changing and improving the system as 

a whole, not from disciplining individuals or troubleshoot-

ing (Gitlow and Hertz 1983). Wells (1936) pointed out that 

distribution cost analysis might pinpoint slow-moving and 

unprofitable items. He realiz-ed that production judged by 

output alone would create waste. Producing a large number 

of goods quickly will also produce a greater amount of 

scrap, of goods needing rework and of expanded inspection 

needs. Quality products, he asserted, were more often an 

economy than an expense because of the funds tied up in 

shoddy work. He referred approvingly to a company which 

compensated employees for setting aside spoiled work before 

working on it. That company used all of its employees for 

inspection and saved by doing so. Many of these insights 

have been expressed anew by modern day consultants like 

Deming and Juran (Ross 1993). 

Owen (1926), also an ancestor of today's total quality 

manager, said that production incentives lead to dysfunc-

tional behavior. He proposed that businesses stop tieing 

the pay of foremen or indirect personnel to production, 

claiming that shoddy work, waste of supplies and excessive 

scrap was the result. Instead, cost accounts should be 

punitive, a mechanism for docking supervisors for repairs 
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and waste. He suggested that scrap records, with detailed 

descriptions of the scrapped material and the reason for the 

waste, should be a central part of the system. He expected 

the foremen, now penalized for poor quality work, to weed 

out the tardy, irregular and poor workers responsible for 

that work and to take on their own shoulders the responsi-

bility for the production of high quality products (Owen 

1926) . 

Virtually all textbooks addressed accounting for waste 

and scrap (referring to materials) to some degree.3 Some 

devoted an entire chapter to the subject. Various causes 

were outlined and distinctions were made between normal 

scrap and unusual scrap or scrap that cannot be avoided and 

that which can. It was universally recommended that records 

be kept which include reasons for the incurred waste. 

Whisler (1937), another engineer, asserted that quality 

maintenance was a cost that needed to be reduced. In his 

firm, a number of approaches to dealing with quality issues 

were instituted. Educational programs addressing quality 

issues were offered in which employees, inspectors, foremen 

and management met to discuss elements of quality and how to 

improve it. They held scrap meetings in which everyone 

involved had an opportunity to explain why scrap occurred 

and to suggest ways to reduce it. Scrap reports were filled 

out, responsibility was fixed and all information was given 

to a scrap committee which determined whether action was 
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warranted. The new attitude towards scrap and waste result-

ed in the installation of suggestion boxes and the promotion 

of research into inspection, chemical, and mechanical de-

partments to find ways to reduce it. 

Issues of product quality were rarely addressed in the 

accounting literature probably for the same reasons that 

waste was absent. Accounting records were rife with ac-

counts of production but not-.with accounts of customer com-

plaints . Just as accountants were divorced from the facto-

ry, they were divorced from other areas of the business as 

well such as marketing and customer service. 

Wheeler (1929), an engineer, complained that quality 

concerns tended to be ignored. In his silk hosiery busi-

ness, much of the product had to be sold as seconds or 

thrown away because of the poor quality of the materials. 

Wheeler (1929) approached his Japanese silk suppliers and 

offered to pay more than market price for higher quality 

silk. As a result, although paying more for raw materials, 

he reported considerable savings because of the large reduc-

tion in stockings that had to be sold as seconds. He en-

dorsed thorough testing because quality products build 

customer goodwill. Similarly, Perris (1934) encouraged 

companies to develop good relationships with suppliers to 

ensure uniform quality and service. Engineers expressed a 

great deal of interest in technical efficiency (producing 

quality goods at a reasonable cost) over and above produc-
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tive efficiency (producing as many goods as possible at the 

lowest possible cost). 

Miccio (1949) , a controller, and Ackerman (1945), an 

engineer, discussed wage incentive plans and their effects 

on the worker and on product quality. They asserted that 

management often assumed that incentive plans were self-

policing and failed to provide adequate supervision. Lack 

of supervision led to quality problems, to excessive scrap 

and even to dangerous levels of carelessness in certain 

situations. Although quality problems were not inherent in 

incentive plans, they stated that plans must be established 

carefully to allow for sufficient inspection while not 

making the workers suffer for lost time. 

The problem was obvious. If the incentive plan were 

based exclusively on output, there would be a tendency, 

absent provisions to the contrary, to complete as many goods 

as possible regardless of their condition coming into or 

leaving the hands of the worker. It was important that 

these plans be carefully structured to provide an incentive 

not only to produce more but to produce more with consistent 

quality. If a worker were held back by the system from 

being able to earn extra money, an incentive plan could be 

dysfunctional. It could lead to discontent if workers find 

that the system prohibits them from increasing their earn-

ings . This is an excellent example of what Deming (Duncan 

and Van Matre 1990) is trying to tell employers today. The 
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system was set up in a way that encouraged errors or shoddy 

work. Only by adjusting the system itself could improve-

ments be made in the long term. 

Throughout the twenties, thirties and forties ideas 

about incentives other than wages were considered and often 

put into practice. By 1929 there were about 300 pension 

plans in the United States (Whitmore 1929). Profit-sharing 

plans were not very successful" among the rank and file. 

Workers tended to distrust profit-sharing plans because the 

determination of profit and the plan itself were in the 

hands of management (Thompson 1949). Numerous companies in 

the twenties had free medical services for employees on the 

premises and sponsored sports, picnics and company bands. 

Many of these perquisites were abandoned during the depres-

sion but partially restored afterwards (Mitchell 1989) . 

Ackerman (1945) said that training can sometimes be 

more of an incentive than an incentive wage plan because 

most people want to turn out good work. This was not a new 

idea. Hatch (1928) maintained that the key to efficient 

production was well-trained and fairly treated workers whose 

cooperation and suggestions were sought. Church (1923, 73), 

regarding the necessity of a physically and psychologically 

comfortable environment, said about the worker: 
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"He must feel at home, not oppressed by fear, must 
not live in a maze by reason of imperfectly under-
stood instructions nor be hampered by impossible 
rules and regulations. He must understand his 
job, have confidence in superiors, feel at home 
among his mates, be free from care through expo-
sure to unnecessary dangers and generally pass a 
contented and happy day with reasonable joy in his 
work and a feeling that life is not a round of 
petty annoyances and petty tyrannies." 

Under such conditions, Church had enormous faith that 

good work would follow as well as a commitment to the firm 

and a willingness to help improve its operations. 

The issue of labor has been treated peripherally in 

this dissertation. The reason for this is that labor was 

treated nonproblematically in the literature. "The risk 

involved in the employment of labor is not usually a serious 

one since labor can be discharged or put on reduced hours 

when output declines" (Dohr, Inghram and Love 1935, 435) . 

Although Blocker's (1940) text refers to cost accounting's 

ability to show waste arising from the employment of regular 

and temporary labor and the idle time of workers, it is 

difficult to find other such references. The reason for 

this lies in environmental conditions. 

Unemployment was high in the twenties and exceptionally 

high in the thirties, giving employers enormous power over 

workers. Labor was easy to hire and fire, union activity 

was minimal and public opinion, at least in the twenties, 

was against labor. Although public opinion changed in the 

later thirties and unions grew tremendously, excessive 

unemployment left most workers powerless. In the forties, 
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with unlimited demand, factories working at practically full 

capacity, and with all costs easily covered, unemployment 

was at a minimum and workers were paid relatively well. All 

of these factors served to labor nonproblematic from the 

vantage point of cost accounting. Within cost accounting, 

labor issues were restricted to the mechanics of accounting 

for labor, including withholding taxes and other firm lia-

bilities such as workman's compensation and, how to save by 

installing incentive wage plans. 

As to the latter, most of the articles addressing wage 

plans were written by engineers, particularly industrial 

engineers, then a relatively new branch of engineering that 

was the precursor of the management consulting of today. 

Most of the articles cited above that deal with the psycho-

logical issues of work were written by engineers who were 

forced to address issues other than mere payment plans when 

they went into the factories. There were articles that 

appeared nearly every month in the industrial engineering 

journals4 drawing attention to matters of safety, lighting, 

music, house newsletters and air conditioning - all in 

relation to their effect on the employee. Engineers recog-

nized that wages alone would not cure all labor problems. 

Donald and King (1929) listed trends they had observed 

in personnel administration. They discovered that group 

bonus plans were increasing but that profit-sharing for the 

rank and file had all but disappeared. Instead, incentives 
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based on output had become most common. The 5M day week had 

become the rule although the 5 day week had been adopted in 

1926 by Henry Ford. Vacations with pay for manual workers 

were on the increase as well as pensions. Group life had 

become an important benefit. Some firms required medical 

exams prior to employment. Many firms had been working to 

improve safety conditions. 

Except for descriptions-or illustrations of accounting 

for incentive plans, other employee benefits were not ad-

dressed by accountants in the literature. These issues 

occasionally appear in the literature but the authors are 

not accountants. Directors of industrial relations and per-

sonnel research respectively, Olander and Gibbons (1945) 

discussed employee benefits in terms of saving on ineffi-

ciencies due to insufficient training, labor turnover, 

absenteeism, accidents, and labor unrest. They advocated 

building relationships between management and labor that 

were open in regards to plans and goals on the one hand, and 

to suggestions for operations on the other. Similarly, 

Dirks (1946), a director of industrial relations, encouraged 

developing an attitude of care and kindness towards employ-

ees and interviewees - to compliment as well as criticize. 

Cost accountants did not view labor as an issue. 

Payroll and personnel issues were never comfortably inte-

grated. Most texts confined their coverage to labor ac-

counting. A few contain introductions to wage compensation 
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plans but rarely consider the behavioral effects of compen-

sation plans.5 The same can be said for waste and quality-

issues which were also examined primarily by engineers. 

Idle time, more so than the other issues, was likely to 

be addressed by accountants because many accounting alloca-

tions were based on the passing of time. Fixed overhead 

variances whether arising from the use of standard costs or 

from a predetermined amount,- were nothing but indications of 

over- or under- usage of capacity. However, the explanation 

of why idle time occurred was where the engineer had more of 

a contribution to make than the accountant who was isolated 

from the factory. 

Another subject of great importance to cost accounting 

that has been ignored in this work is that of standard 

costs. The reason for this was that once standard costs 

entered the accounting literature they never changed. This 

is not to say that they were not controversial. Many finan-

cial accountants and some cost accountants were unhappy with 

standard costs because they were deviations from the histor-

ical cost model of accounting. Nevertheless, the basic 

notion of standard costs remained stable over time although 

there are attempts to introduce them into areas not typical-

ly standardized such as office work and distribution costs. 

Church, by 1930, was suspicious about predetermined 

costs, forecasted estimates or standard costs. He wanted 

the cost records to tie into the accounting records based on 
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historical costs and left the predictions to the production 

engineers (Vangermeersch 1988).6 Whitmore (1931) was also 

unhappy with standard costs and suggested that all firms 

return to actual costs. Of course, by the thirties and the 

depression, prices were dropping so quickly that standards 

were probably more of a burden than not. They either had to 

be frequently updated or they rendered up enormous variances 

that were largely uncontrollable. 

The subcommittee of the Committee on Accounting Proce-

dure of the American Institute Accountants (1941) were 

resolved that standard costs not be present in the income 

statement and declared that compromise had no place in the 

accounting records. Paton and Littleton (1940, 121) seemed 

to agree: 

"To set up estimated costs in lieu of actual costs 
in formal accounts represents a definite departure 
from the requirement that accounts show costs as 
actually incurred. However, no substantial objec-
tion can be offered to the computation of standard 
costs...provided the periodic income statement, as 
finally presented, is based upon actual costs 
rather than upon hypothetical charges." 

It is possible that this statement was not meant to ban 

standard costs from the income statement. If the variance 

accounts, which arise in the course of using standard costs, 

are presented in the income statement or reallocated back 

over inventory accounts and cost of goods sold then the net 

income figure reflects actual costs. This, of course, 

ignores the effect of the financial accountant's division of 

total amounts spent on inventory between ending inventories 
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and cost of goods sold. The financial accountant's division 

of these costs renders the term, actual cost, suspect. 

Kendrick (1948) had no quarrel with standard costs, 

viewing them as supplementary devices superimposed on cost 

accounting as cost accounting had been superimposed on 

financial accounting. In his view, standard costs isolated 

expenditures incurred for the benefit of production from 

those that were merely losses -arising from idle time or idle 

capacity. The income statement should reflect this. 

Standards were broadly defined as what the elements of 

a product should cost or what the finished product, taken as 

a whole, should cost. There were standard material prices, 

standard material quantities, standard labor prices, stan-

dard labor hours, standard overhead costs (of many types) as 

well as, although less often, standard selling and admin-

istrative expenses. Standards were distinguished from esti-

mates or averages of past costs by an assumption that they 

were determined using carefully engineered procedures. They 

were frequently called scientifically determined because 

they were established by engineers using careful measure-

ments rather than simply historical averages of past costs. 

Theoretically, engineers determined the most appropri-

ate materials as to quality and quantity by building samples 

and testing and inspecting the results. Prices were for-

ward-looking based on suppliers' quotations if possible. 

Labor time was calculated by time and motion studies. 
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Prices were taken from current or anticipated wage rates or 

union contracts. Overhead was the most difficult. Each of 

its elements had to be separately considered (except for 

fixed items such as depreciation or rent) to come up with a 

standard price. The definitions of cost standards and what 

was required to set them did not change during this entire 

period. 

Fixed overhead standard costs per unit were problematic 

because variations in volume alone produced large variances 

that had nothing to do with productive efficiency. They 

could be caused by economic circumstances, by a sub-standard 

sales force or by a supply failure. In the depression, the 

economy was the predominant cause. This drove a discussion, 

that still appears in contemporary textbooks, about the 

basis, or denominator volume, of overhead standards. Should 

they be based on ideal conditions, that is, the maximum 

productive output of the factory, or on normal conditions, 

the average factory usage determined over a period of years? 

The consensus then was that normal conditions, called normal 

capacity, should be used as a base. 

Accounting for standard costs was not controversial, at 

least within the accounting community, except in so far as 

some did not want standard costs used at all. The behavior-

al effects of standards on laborers were rarely addressed. 

The methods of accounting for them were more varied than is 

presented in current textbooks. In one method, standards 
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were not entered into the books at all. They were kept 

separately to be used for comparative purposes whenever 

desired. In the method still used today (with some varia-

tions) , actual costs, standard costs and variances were 

entered into the books as they arose or at the end of the 

period. In this method, a requisition of materials would be 

recorded as a credit to the materials account at actual cost 

(to match the purchase amount)-, a debit to the Work-In-

Process inventory account at standard cost and a debit or 

credit to balance the entry into the appropriate material 

variance account. A final method involved the use of dual 

accounts in which both the actual and the standard costs 

were entered simultaneously. Each account would have had 

two debit and two credit columns (Dohr, Inghram and Love 

1935) . 

Standard costs grew out of the scientific management 

movement. The original purpose of setting standards was to 

increase the efficiency of movement and so increase produc-

tion. The so-called scientific engineers analyzed the 

movements required for a particular task in order to deter-

mine both how the movements might be performed most effi-

ciently and how long the movements should take. They did 

not prescribe their cost elements. These standards were 

like blueprints of how to perform a job: how to set up the 

materials and tools, which tool to pick up first, how to 

hold it, how to apply it to the materials, whether to stand 
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or sit - every step of the job was written out. It was a 

short step from determining how a job should be done to 

determining how much it should cost. 

Frederick Taylor, deemed the father of scientific 

management, saw this system not only as a way to improve 

productive efficiency, but also as a way to develop the 

talent of the individual and to promote good relations 

between employee and management. (Sowell 1973) . In that 

spirit, Reitell (1929) believed that standards helped people 

feel better about themselves because they prefer to have 

goals to work towards. They sense they have improved their 

performance and have accomplished something when they reach 

those goals. To accomplish this, the standards have to be 

carefully set so that they were not impossible to attain. 

Reitell (1929) always had a positive view. He expected 

every actor, manager and worker, to perform to his best 

ability. Problems did occur and Lawrence (1930) drew atten-

tion to them. He said that standard costs had been per-

ceived as a panacea for a multitude of problems and that 

their proponents had exaggerated their value. Some thought 

that adopting a standard cost system would dramatically 

reduce accounting costs and produce more timely accounting 

reports. In that belief, they replaced systems that were 

already adequate. Properly installed and understood, stan-

dard cost systems should be less expensive to operate than 

so-called actual cost systems and should help improve opera-
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tions but he warned that hasty adoption, in the absence of 

prudent planning, could prove very expensive and actually 

slow down the production of accounting information. A 

misunderstanding of the value of standards in spotting areas 

requiring improvement had discouraged many firms. Careless 

integration of standard costs and wage incentive systems led 

to dysfunctional behavior. Standard systems, hastily and 

thoughtlessly imposed, encouraged workers to do less than 

quality work in order to fit into a given standard time 

period. The human side of all standard systems and wage 

incentive systems must be understood if the desired results 

were to be attained (Lawrence 1930). 

While the evolution of standard costs was part and 

parcel of the efficiency movement and its progeny the waste 

minimization movement, no other movement affected it over 

the next thirty years. Articles on standard costs from the 

twenties, thirties and forties could easily be substituted 

for any standard cost chapter in a text of today, so little 

did they change. One exception is that many texts presented 

the use of standards with selling and administration costs. 

This has disappeared today. 

There is evidence that standard costs were not adopted 

as universally as their proponents had hoped. Nevertheless, 

the success of the system is indicated by the fact that many 

companies used standard cost systems throughout the period. 

Whether standard costs survived because they increased 
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efficiency or because they permitted a control over labor 

that had not previously been available is difficult to tell 

from the literature. 

Miller and O'Leary (1987) were intrigued by standard 

costing and budgeting because those methods could be used to 

single out and enmesh the individual in calculative practic-

es. Management could pinpoint inefficiencies all the way 

down to a single employee. Miller and O'Leary (1987) viewed 

the development and adoption of budgets and standards as a 

unique event in the history of cost accounting. The calcu-

lation of variances and the discovery of below- or over-

budget performances interposed a mechanism between the 

employee and his employer. This mechanism substituted for a 

direct, human, relationship and allowed responsibility to 

reflect back on the employee. Standards and budgets then 

gave the employer power because "discipline comes to be seen 

to reside not in the will of the boss but in the economic 

machine itself, in the norms and standards from which the 

worker can be seen to depart" (Miller and O'Leary 1987, 

239) . 

If true, why would the employee accept this situation? 

Knights and Collinson (1987) found an explanation in their 

research. They discovered that the workers in the firm they 

studied were resistent to and suspicious of the verbal 

presentations of management whether oral or written but not 

to financial publications. The explanations Knights and 
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Collinson offered for the worker's ready acceptance of the 

truth of numbers and the rejection of words were twofold. 

First, financial accounts seemed concrete, appearing to be 

mathematical representations of real activities. Second, 

workers (and managers too) did not recognize the symbolism 

of accounting. "The absence of verbosity in the presenta-

tion of financial statements and the way they relate direct-

ly to production output renders them factual and objective" 

(Knights and Collinson 1987, 472). The result of such 

acquiescence is passivity. 

Miller and O'Leary (1987) continued with their thesis 

by asserting that the accounting practices of budgeting and 

standard costing served the economic self-interest of the 

firm by motivating employees entirely by financial means at 

the expense of employees finding meaning in their work or 

other rewards that did not relate to managerial interests. 

This does not explain why many firms gave their employees 

nonfinancial perquisites (Mitchell 1989). Some would assert 

that these non-financial rewards were nothing more than 

calculated actions to keep out unions, winning trade-offs 

against increased wages or mere superficialities meant to 

keep workers happy and passive. Nevertheless, there is a 

case to be made for the existence of an increased social 

awareness and sense of responsibility among employers, at 

least during the twenties. After all, these perquisites 

arose when union organizing was minimal and labor was abun-
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dant. They declined as the economy moved into the depres-

sion but increased again in the forties. Finally, if stan-

dard costs in particular gave firms so much power over their 

employees, why were they not adopted more widely?7 

Standard cost systems were not easily installed or 

handled. During the period from 1925 to 1950, businesses 

experienced dramatic changes in the dollar and in prices, in 

production levels and in regulation. Changes of this nature 

made standards very difficult to use because they had to be 

updated so frequently. The principle of management by 

exception becomes absurd when every month proves exception-

al. Although standards were kept on individuals if they 

were working under an incentive plan, incentive plans them-

selves fell into disuse in the depression. There was a need 

to cut costs but certainly no need to increase production. 

If the primary purpose of standards were removed, that of 

increasing the efficiency of production, it is difficult to 

substitute a new purpose simply because, as asserted by 

institutionalists, change is resisted. In the war years, 

costs were ignored because most expenses were reimbursed by 

the government. None of this was conducive to the adoption 

of standard costing. Standards were used by many firms but 

the thesis of Miller and O'Leary (1987) is not generalizable 

across the board and must bow to environmental conditions 

that mitigate against it. 
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Notes 

1. His commitment to this belief was strong. He did not 
think that even selling or general and administrative costs 
should be separately stated. The reason for the company's 
existence was to make a product. All costs were therefore, 
product costs. 

2. In Activity-Based Costing, time would be an accounting 
measurement. 

3. The definitions of waste and scrap vary. In some cases 
the terms are used synonymously. Other authors say that 
waste may be reworked in some -form and eventually sold while 
scrap must be thrown away. 

4. The journals include Factory Management. Factory and 
Industrial Management. Factory Management and Maintenance, 
and Mill and Factory. 

5. A textbook that did address the behavioral effects of 
compensation plans was that by Reitell and Harris (1948) . 

6. Church's obsession with the tracing of actual costs 
seems at variance with equally his adamant opinion that 
imputed interest on capital should also be included in cost 
(Vangermeersch 1988, 29). 

7. Research Series #1 of the N.A.C.A. - Bulletin of April 
1, 1943 showed that of 143 firms surveyed, only 40 used 
standard costing to any degree. 



CHAPTER VIII 

CONCLUSIONS 

At the outset of this work, I presented Johnson and 

Kaplan's (1987) contention that all of the cost accounting 

techniques known by the 1980s,- with the exception of capital 

budgeting techniques, had been established by 1925. They 

claimed that, subsequent to 1925, cost accounting failed to 

respond to management needs and may be held responsible for 

poor management decisions by providing consistently mislead-

ing and distorted reports of operations. The blame for this 

alleged scenario was placed on a variety of fronts: on the 

domination of financial accounting, with requirements at 

odds with those of internal users; on an academic preoccupa-

tion with financial accounting and the CPA examination; on 

the disappearance of the engineer from the cost forum and a 

disassociation of the cost accountant from physical opera-

tions and the causes of costs; on high information process-

ing and collecting costs; and on a managerial fixation on 

net income or earnings per share because of executive com-

pensation calculations. 

The evidence gathered from the cost and financial 

accounting literature both supports and conflicts with all 

of these theories. The result was a complexity of inter-

related movements not easily resolved into a single conclu-

227 



228 

sive assessment of the unfolding of cost accounting during 

these 25 years. Some of this evidence will be presented in 

this chapter. The need to examine actual firm records, the 

major limitation of this research, is essential to grounding 

the findings in a more vivid historical context. Such 

research would reveal a stratification of practices across 

the characteristics of firm size, industry type, profession-

al affiliations of controllers- and other accounting officers 

and orientation of the top corporate officer. Dennison 

Manufacturing, for example, producer of paper products and 

packaging materials, has often been cited for excellence in 

employee relations, for detailed and thorough financial 

reporting practices and for an advanced and informative cost 

accounting system. Dennison was guided for decades by its 

progressive owner, Henry Dennison, who drew the purpose of 

his corporation not within the narrow lines of profit but 

within a wide compass that embraced a commitment to employ-

ees and community. 

The financial accountant does not need detailed cost 

information. The costs of individual products, lines of 

products or divisions are of no interest. The financial 

accountant merely divides the total cost spent on inventory 

between goods sold and goods remaining in inventory and is 

unconcerned with how that division is made as long as total 

cost can be accounted for and as long as the division is 

made in a consistent manner from year to year. Her concern 
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is that inventory amounts be verifiable and traceable to 

original documents. Superimposed over this basic need are a 

variety of cost flow assumptions: first-in - first-out, 

last-in - first-out, average cost, base stock (no longer 

used) and specific identification as well as the ubiquitous 

lower-of-cost-or-market valuation of ending inventory. 

These assumptions arose not from a desire to cost products 

in an accurate way but from a need to simplify accounting 

for inventory. 

Laid over all of this is income measurement. The 

effect these cost flow assumptions have on net income is 

important to the financial accountant and to management. 

Financial accounting recognizes that since the choice of how 

to divide total manufacturing costs between cost of goods 

sold and ending inventory has a tremendous effect on income 

and that it is better to substitute a regular and consistent 

method than to leave it purely to the subjective judgement 

of management. Consistency, usually modified by the concept 

of conservatism, governs the financial accounting approach 

to these issues. 

Although inventory valuation and income measurement are 

always cited among the purposes of cost accounting, they are 

in no way of first importance in the cost literature. In 

textbooks, cost flow assumptions are given no more than a 

chapter of coverage. The calculations are presented merely 

as computational devices. In contrast, the calculation of 



230 

unit costs for control and pricing purposes is primary. 

There is an enormous emphasis on departmentalization to 

isolate costs, attribute responsibility and on the discovery 

of causal bases for overhead evaluation and allocation. 

Some might claim that all product costs calculated 

using numbers arising from transactions are by definition 

useless because they are historically-based. There are four 

responses to this. First, historical information may be the 

only available information with which to work in the absence 

of intermediate product markets. Second, in an industry 

with relatively quick turnover, historical information is 

bound to approximate near future costs. Third, within this 

period, many companies estimated future costs for price 

quotations or budgeting and others established standard cost 

systems to determine what costs should be for both budgeting 

and control purposes. In theory at least, price estimates 

and standards were based on best estimates of future costs. 

Fourth, to suggest that managers.and the cost accountants 

preparing reports for them were blind to the large price 

changes of the depression or the post-war period and planned 

solely on the basis of historical costs is to stretch credu-

lity. There are innumerable articles that address indexing, 

planning for reduced capacity and demand and adjusting for 

expected inflationary periods. There is ample evidence that 

many cost accountants were well aware of external economic 
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conditions and understood that meaningful information could 

be generated only by adjusting for them. 

In spite of those who were wary of overhead allocations 

primarily because of their joint nature (Vatter 1945; Paton 

and Littleton 1940), cost accountants continued to advocate 

those allocations. The reason is clear. If accountants 

made careful assessments of cost relationships and based 

their cost allocations on them-, they would reveal the pro-

portional demand on the cost drivers within an individual 

company and be able to make statistical comparisons that 

could determine the relative costs of products. Over time, 

this information would facilitate decisions about whether 

those costs might be contained or whether an alternate 

product mix might be entertained. 

Once they discovered cost relationships it was possible 

to budget and set standards. These techniques enhanced 

opportunities for managing and controlling operations. 

Departmentalization, budgeting and standard costing served 

to assign responsibility, set goals and establish perfor-

mance measurements. Although the careless use of these 

tools could have dysfunctional behavioral consequences and 

could produce misleading information, theoretically, these 

tools were extremely useful. 

The depression forced companies to look more closely at 

the budget. The costing problems associated with variations 

from normal factory capacity were well-known before the 



232 

thirties. Every cost text confronted the problem of unit-

ized cost when fixed overhead was applied over different 

production levels but it was not until capacity dropped 

dramatically and universally that cost tools were refined. 

The result was an explosion of interest in the flexible 

budget. Based on normal capacity, the flexible budget split 

elements of overhead into their fixed and variable compo-

nents. This allowed management to anticipate factory costs 

for various levels of activity and to assess performance 

more realistically. The flexible budgets illustrated in the 

Reitell and Harris (1948) text are quite detailed and are 

intended for the use of individual departments. 

While firms tried to control costs during the depres-

sion, it is understandable that they would resist untried 

change. Bergstrom (1974) reported that during the thirties, 

managers in his firm challenged every suggested additional 

charge that might increase overhead. Consequently, accoun-

tants' attempts to incur additional overhead for the purpose 

of operating factory ledgers in order to develop reliable 

unit costs met with management resistance because management 

feared that additional costs would only decrease already 

weak profits or increase losses. Managements viewed accoun-

tants as necessary evils whose needs only increased over-

head. Accountants had to fight to institute any and all 

changes. 
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Distribution cost analysis became prominent during the 

thirties both because of an overall need to control costs 

and because of the legal impetus of the Robinson-Patman Act. 

These costs could rarely be attributed to a product group 

and instead had to be analyzed in terms of territories, 

channels of distribution or customer, depending upon the 

characteristics of the firm's efforts in the area. They 

included not only costs incurred in the post-production 

period such as sales efforts and delivery expenses but also 

pre-production costs such as ordering, transportation in and 

storage, again depending on firm specifics. In spite of 

enormous difficulties, some companies like Dennison Manufac-

turing kept careful records for years on these costs. This 

permitted them not only to analyze these costs in tremendous 

detail but also to establish standard costs for many of them 

which enabled them to know with a fair degree of confidence 

the relative costs of any one of their products when sent to 

a particular customer in a particular territory (Freeman 

1933) . 

It was far more common to ignore distribution costs, 

due to the difficulty or the impossibility of attributing 

them to particular products. Freeman (1933, 13) said, 

referring to the allocation of certain distribution costs to 

products, "the principle difference (between distribution 

and factory costs) is that this kind of a cost has not yet 

acquired the authority and sanction of convention and fash-



234 

ion." Because financial accounting did not sanction capi-

talization of distribution costs, they did not draw the same 

interest as product costs (materials, labor and overhead) 

whose very method of calculation affected net income. 

When other factors came into play, the need to control 

all costs came into focus. As companies expanded their 

operations geographically, they discovered enormous differ-

ences in the costs attributable to territories, channels of 

distribution and customer type. This, along with the legal 

force of the Robinson-Patman Act, drew attention to distri-

bution costs. 

It is evident that the discipline of cost accounting 

responded to managerial needs in a variety of circumstances. 

There is no shortage of literature addressing contemporary 

problems and providing guidance on approaches to them. 

Dissemination of information was the primary purpose of the 

National Association of Cost Accountants - Bulletin. It is 

not clear how many cost accountants received (all NACA 

members received it), read or tried to implement the infor-

mation contained in the NACA - Bulletin. Certainly imple-

mentation would be difficult. In the absence of managerial 

commitment, the cost accountant, occupying a position of 

little status, was unlikely to institute radical changes in 

cost methodology. Hence the continual urging within the 

literature for the cost accountant to sell his services. 
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Cost accounting was and is a highly individualized 

management tool. It demands careful analysis of the partic-

ular cost structure of individual firms. Despite occasional 

calls from the financial accounting community for the devel-

opment of cost accounting principles, no consensus ever 

developed. Along this line, however, uniform costing sys-

tems were promoted by trade associations (with the full 

encouragement of President Hoover, the Federal Trade Commis-

sion and later, the National Recovery Act) and were adopted 

by many firms within specific industries. These systems 

were not guiding principles. They were charts of accounts 

in which each account was carefully defined. With knowledge 

of what kinds of costs were and were not included in each 

account, a manger could compare, on a broad basis only, his 

charges with those of his industry. 

Uniform costing systems did not and could not produce 

uniform costs. The most these systems could do was allow 

managers to see if any particular category of their costs 

seemed significantly out of line with average costs in the 

industry (data that was distributed by the trade associa-

tions) . 

This of course, could be very useful since it fit in 

with cost accounting's major reason for being: the control 

of costs. The reason uniform systems were promoted was to 

prevent cutthroat competition which, many believed, occurred 

not because firms were trying to force each other out of 
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business, but because so few had any knowledge of their 

costs. Adoption of a uniform system could help firms orga-

nize, understand and eventually control costs. These theo-

retical virtues of uniform costing systems were challenged 

by many who asserted that they were often used to set mini-

mum prices and benefit industry leaders rather than help to 

control costs. 

The control of costs has little or nothing to do with 

financial accounting. The function of financial accounting 

is to report results of operations andi financial condition 

and while every accountant realizes that the choice of 

accounting method can have dramatic effects on these results 

it has (tax effects excepted) no effect on cost. 

Financial accounting however, was required. Public 

companies, after passage of the Securities Acts, had to 

prepare financial statements for the public. Additionally, 

companies had to file tax returns and prepare financial 

statements for banks if they wished to borrow money. The 

intersection with cost accounting lay only in inventory 

valuation which, while critical for financial accounting, 

was a secondary function of cost accounting. A good cost 

system could make inventory valuation easier but it was not 

necessary for it. 

The fact that cost accounting was not required is the 

major reason why financial accounting has always seemed 

dominant. The few surveys that appeared during the period 
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show that relatively few companies had a cost system at all 

and even fewer used budgets or attempted to analyze their 

distribution or administrative costs. There has been no 

research on the relative performances of firms with or 

without cost systems - not even on survival rates (although 

admittedly that would be a weak test). 

When criticisms of cost accounting appear in the finan-

cial or cost literature, they can only be understood under 

an assumption that firms familiar to the writers were not 

using cost tools properly - for example, departmentalization 

was absent and arbitrary overhead applications were made. 

If a multi-product firm allocated overhead using a factory-

wide rate it was producing meaningless and even dangerous 

information if that information were to be used for deci-

sion-making. If instead, the firm were departmentalized, 

the allocations (along with supplementary data) generated 

meaningful information on the usage of factory facilities 

and provided an approximation of the full cost of the prod-

ucts or jobs useful as input for decisions on product mix 

and pricing. 

The direct versus absorption costing controversy that 

appears in the fifties and later is clearly issuing from 

financial accountants because this should not have been a 

cost accounting problem. Cost theorists recommended the 

production of different costs for different purposes so 
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there should have been no arguments for or against these 

costing choices, only discussions of the uses of each. 

In this case, direct costing, with direct labor, direct 

materials and variable overhead, generates unit costs that 

approximate marginal costs which can be useful for short-run 

decision making and for responsibility attribution. Absorp-

tion costing, which includes an allocation of fixed over-

head, if based on departmentalization, generates unit costs 

that provide an approximation of the full cost of production 

and a measure of the usage of factory facilities provided 

that overhead is applied on a time basis rather than labor 

cost. This is useful for differential analysis, for an 

assessment of scarce resource usage and for pricing deci-

sions . 

The argument over the choice of which method to use is 

centered around inventory valuation, a financial statement 

presentation issue. The cost accountant should have been 

able to generate direct, absorption, standard or estimated 

costs, depending upon the needs of management. However, 

these costs would be used for product line analysis, for 

example, not for inventory valuation. 

The appearance of these issues indicates the weakness 

of cost accounting. If cost accountants, as a group, had 

had a greater knowledge of the potentialities of their 

field, these arguments would have been easily dismissed. 

Writers continually underscore the responsibility of cost 
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accountants to provide interpretations of the information 

issuing from the books of account and that records to sup-

plement that data must be kept. It is only in the light of 

the difficulty and expense of keeping supplementary records 

that these discussions are understood. 

A good cost accounting system was no small investment. 

Beyond basic bookkeeping, firms had to departmentalize and 

assign responsibility, analyze- their overhead costs and 

determine what was normal or full capacity of their plants. 

None of these were simple projects. Changes in product mix 

or equipment meant new analyses. Analyzing distribution or 

administrative costs were major undertakings. The cost of 

maintaining supplementary cost records for alternative uses 

may account for the debates about the adoption of various 

costing methods. That is, if only one set of records were 

to be kept, then there is some justification for arguing 

about what should be placed in them. 

Financial accounting did indeed eclipse cost accounting 

but not because it was more important but because it had a 

larger presence. It was required by law while cost account-

ing was not. It was needed for basic business functions 

while cost accounting was not. It was present in every firm 

while cost accounting was not. Consequently, an academic 

support system developed around financial accounting that, 

to a great degree, shut out cost accounting. 
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Academic accounting programs did not adequately prepare 

one for a career in cost accounting. It is impossible to 

determine whether cost accountants of the period even pur-

sued an accounting education, whether they started their 

careers in public accounting or whether they were trained on 

the job. There is little information about the educational 

opportunities offered to the aspiring cost accountant of the 

period but it seems quite similar to that available today. 

Atkins (1929) surveyed the catalogs of 295 schools with 

accounting programs and found that cost accounting was 

largely absent. Only 88 offered cost accounting courses and 

only one course was available in 66 of those schools. 

Neuner (1934) surveyed 33 schools that were members of the 

American Association of Collegiate Schools of Business 

(AACSB). In contrast to Atkins' (1929) results, of the 31 

responding schools, 28 provided cost instruction. Twelve of 

the 28 also offered an advanced course. Unfortunately, 

insufficient information regarding the population of Atkins' 

(1929) survey as well as the small sample size of Neuner's 

(1934) survey makes any conclusions about the progress of 

cost accounting education suspect. 

Garner (1940) asked 424 cost teachers about the curric-

ulum at their schools. He did not report how many schools 

they represented but, of the 247 responding, 59% reported 

one and 34% reported two courses at their institutions. 

Since he surveyed cost teachers, one cannot estimate the 
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proportion of total schools that offered cost accounting. 

Noble (1950) examined the catalogs of 59 AACSB accred-

ited schools and found that all had one course and 45 of-

fered more than one. While Noble's (1950) survey suggests 

that more schools were including cost instruction in their 

curricula and that the cost curricula itself was expanding, 

he limited his search to schools with AACSB accreditation. 

There is no information about non-AACSB accredited institu-

tions. Nor is it possible to determine what was taught 

simply by counting courses. This information may be in-

ferred by examining articles that discuss the teaching of 

cost accounting. 

Since those who write about cost education promote 

approaches to the subject or criticize approaches taken, it 

is possible to get a sense of what was happening. General-

ly, there was a strong emphasis on record keeping and cost 

allocation for financial purposes and a neglect of the 

managerial aspects of the subject. 

Atkins (1928) strongly criticized contemporary cost 

accounting instruction. Restricted to textbooks and prac-

tice sets, he asserted that instructors rarely introduced 

the cost problems of real firms. Instead, they focused on 

techniques students needed to pass the CPA examination. He 

said that the educated cost accountant should be familiar 

with the operations of the factory, the methods and process-

es employed and the equipment used. He should understand 
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not only how to generate routine cost reports but also, and 

more importantly, how to adapt and supplement those reports 

to fill particular needs. Although the cost accountant had 

to be familiar with accounting techniques, Atkins (1928) 

contended since they were easier to learn than shop opera-

tions that the latter should be emphasized in school. 

Atkins was unusual in that he also thought the cost accoun-

tant should have a working knowledge of physics and chemis-

try, mechanics, electricity, heat and metallurgy as well as 

equipment and processes. 

In contrast to Atkins (1928), Newlove (1931) thought 

that cost courses should be limited to teaching record 

keeping and other technical cost accounting skills while 

keeping managerial aspects to a minimum. Gould Harris (an 

author of one of the textbooks mentioned frequently in this 

dissertation) concurred in the same article. They reasoned 

that the cost accountant needed to understand a variety of 

techniques, be exposed to numerous new forms and grasp how 

the bookkeeping aspects of cost accounting related to the 

financial accounting system. To include more in a single 

course would be impossible. They expected that managerial 

considerations would be taught in the non-accounting courses 

of the business department. 

Gibson (193 5) preferred that the same methods used in 

teaching financial accounting be used in cost accounting but 

that a change in emphasis be made. He wanted to underplay 



243 

the detail inherent in cost accounting and stress instead 

"fundamental cost theory, modern methods of recording and 

presenting cost data and...a clarification of the controver-

sial features which tend to confuse untrained legislative 

and administrative officials (a reference to the newly-

enacted NRA)" (Gibson 1935, 14). He recommended that compa-

nies keep three parallel records and that students be famil-

iar with them: the financial-records, the cost records and 

the budget records. Although he stressed the bookkeeping 

side of cost accounting, he wanted students to develop an 

understanding of the multiple uses of cost information and 

their interaction with managerial control. 

Budd (1948) complained that the emphasis accounting 

programs placed on the CPA examination restricted the cur-

riculum and endorsed the development of a separate cost ac-

counting major. He suggested that the following courses be 

included: industrial management, industrial relations, 

mechanical drawing and blueprint reading and theory of 

electrical and mechanical engineering. His idealized cost 

accountant knew how to work with factory personnel, how 

machinery should be arranged on the factory floor and what 

were the capabilities of those machines. There is no evi-

dence that such a course of instruction was ever created. 

Nevertheless, Budd's (1948) criticism of the current curric-

ulum and call for a new program suggests that at least some 
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people recognized the importance and the unique nature of 

cost accounting. 

In the forties and later, some began to demand that 

educators introduce a managerial emphasis into cost account-

ing education. This was caused by the rising importance of 

the position of controller. The Accounting Review published 

nine articles on controllership during this decade mostly 

geared towards the education.needed for that position. No 

articles on the subject appeared in the thirties and only 

two in the twenties. 

Representative of these articles, Brink (1950) worried 

that students failed to understand the purpose of cost 

accounting. They memorized techniques and assumed that 

correct answers would come from the application of those 

techniques. They did not grasp the concept of different 

costs for different purposes. He recommended that the 

emphasis move away from detailed bookkeeping towards an 

understanding of how to solve problems and to prepare spe-

cial reports. 

Vatter (1950) criticized textbooks for overemphasizing 

a cost concept suitable only for financial income measure-

ment. He said that such a presentation obscured the manage-

rial implications of cost data. Texts underplayed the 

critical distinction between controllable and merely alloca-

ble costs. He reaffirmed the need for a greater emphasis on 

departmental accounting as defined within the single manag-
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er, controllable cost concept. He complained that while 

some attention was given to the differences between fixed 

and variable costs, that the cost accounts themselves were 

not separated to reflect that distinction. If the actual 

accounts used do not mirror an important concept, then the 

concept is undermined. Vatter (1950) also worried that in 

textbooks, cost accounting merely manipulated historical 

costs. Asserting that management needed information about 

the future, he thought texts should encourage cost accoun-

tants to think in terms of future costs and prices. Cost 

and other data should be adjusted to current price levels 

when price factors were of importance. Finally, while 

teaching techniques, students should be continually reminded 

that management more often needs unique rather than routine 

information and that the routine reports that were presented 

in cost classes were not the end-all of the cost system. 

Their duty was to learn what information to collect and how 

to pull out of the wealth of information being collected, 

the data appropriate for specific, special reports. 

The importance given to the production of non-routine 

reports by many of these writers is symptomatic of some very 

real problems. Cost accountants were accustomed by training 

and practice to prepare regular reports at regular inter-

vals. They were unprepared for unusual or irregular re-

quests for information. They did not understand that cost 

data could be usefully disaggregated and rearranged into 
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other formats or found that the records as they stood were 

not readily disaggregated. Supplementary records were not 

kept. The routine report proxied for useful information and 

exposed management to the risk of making decisions based on 

inadequate or misleading data. This established a circular 

phenomenon in which the cost accountant would not or could 

not prepare a non-routine report and the manager either 

learned not to ask for one or believed that the reports that 

were received were sufficient. 

The CPA examination came under periodic criticism by 

cost accountants for driving the content of cost courses. 

However, cost accountants were not the only critics of the 

CPA examination orientation of accounting programs. Previts 

and Merino (1979) reported that after 1910 the financial 

accounting profession was also angry about this academic 

tendency. In 1918, W. Sanders Davies, president of the 

American Institute of Accountants disapprovingly said that 

educators "assumed that preparing for the CPA exam was what 

was most needed" (Previts and Merino 1979, 154). Many 

professional accountants thought a liberal education would 

be far more useful to the student in the long run than years 

of concentration on accounting rules and techniques which 

could well be learned on the job. 

The CPA examination was published in the Journal of 

Accountancy throughout the 1925 - 1950 period. The examina-

tions usually included one or more cost problems. The 
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questions emphasize technique and financial income measure-

ment . The problems do not focus on the managerial aspects 

of cost or test whether the examinee is aware of the misin-

formation that cost techniques can produce. Rather, the 

examinee is asked to compute cost of goods sold, determine 

job or process costs, allocate costs to joint or by- prod-

ucts, distribute service department costs, determine over-

head application rates or calculate materials' costs under 

LIFO, FIFO or other inventory costing methods. Any account-

ing department geared towards helping _its students pass the 

CPA examination could be expected to ignore or underplay the 

managerial side of cost accounting. 

Academia did not contribute usefully to the development 

of cost accounting. Although the evidence suggests that 

schools increasingly offered cost instruction, that course 

was often procedurally oriented and driven by the require-

ments of the CPA examination. It is not unreasonable to 

assume that if the exam did not test cost accounting, that 

many schools would never have offered a course. 

Cost accounting did not evolve as a profession separate 

from that of financial accounting in spite of the existence 

of the National Association of Cost Accountants. The field 

failed to develop a consensus about what should be included 

in the education of a cost accountant so a unique cost 

accounting curricula never appeared. Neither were there any 

barriers to entry which so often can enhance a discipline. 
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There was no cost accounting examination nor any prerequi-

sites to membership in the organization. 

In contrast, by 193 8, the American Accounting Associa-

tion recommended 3 9 hours of accounting for a major in 

financial accounting (they lowered that recommendation to 3 0 

hours by 1949). The State of New York, by 1949, required 24 

hours of accounting as prerequisite to taking the CPA exami-

nation (Noble 1950) . A well^organized profession and the 

backing of state authorities enhanced the development of 

financial accounting. 

Without consensus, isolated voices from the National 

Association of Cost Accountants could not institute major 

changes in a cost accounting curriculum which had already 

fallen under the shadow of the financial accounting profes-

sion. In a world of limited resources, colleges would 

resist an attempt to develop a new course of study if it 

were perceived as already embraced within another disci-

pline . 

Some have asked what happened to the engineers in 

accounting whose presence seemed so pronounced in the early 

part of this century. The scientific management movement of 

the first quarter of the twentieth century illuminates the 

world of management accounting from the vantage point of the 

1980s and 1990s. It was, however, much like a spotlight 

that draws attention to a limited part of the stage while 

leaving the rest of the theater dark. The time studies of 
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Taylor and the time and motion studies of Gilbreth that 

broke down jobs into their component parts so that they 

could be reconstructed in an attempt to make machines out of 

men make colorful reading during a period excited about 

science and technology. Additionally, prominent individu-

als, including Herbert Hoover and Louis Brandeis, were 

outspoken proponents of Taylor's system. The force of these 

powerful personalities hide the fact that the scientific 

management system never spread very far. 

Taylor convinced only six companies to adopt his meth-

ods and only two of those (Tabor Manufacturing Company and 

Link Belt Company) adopted them in their complete form. His 

methods were opposed by owners, managers, labor and engi-

neers. The strike at the Watertown Arsenal in 1911 led to 

an investigation that revealed that the scientific manage-

ment system there had been much abused and was very much 

opposed. The method was banned in arsenals and Navy yards 

and in all government operations by 1916 (Noble 1971). 

There were not that many scientific management engi-

neers. While the number of engineering graduates grew from 

100 to 4300 between 1870 and World War I, only a small 

percentage of those would have entered the scientific man-

agement area. 

This is not to say that scientific management failed to 

make its mark. Industrial engineers, who were the succes-

sors to that movement, inherited and retained the values of 
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standardization of materials, machines and repetitive jobs. 

Every issue of the industrial engineering journals contains 

a section devoted to a time study of a particular job. In-

deed, time studies have remained part of the vocabulary of 

industrial engineers up to modern times. Attention to the 

physical organization of the plant for the minimization of 

excess movement is another legacy of those early management 

engineers. 

Cost accounting could have developed a closer relation-

ship with industrial engineering. In fact, many encouraged 

such a linkage. Cost accountants were interested in the 

determination of the proportionate usage of cost elements, 

the control of each cost element as well as the control of 

the costs of individual processes and operations. This was 

clearly related to the concerns of engineers who were re-

sponsible for the establishment, control and improvement of 

processes and operations. However, these bonds were never 

forged. Since businesses kept their cost systems tied to 

the financial records, reports were maintained in dollars, 

not in a format engineers could use, such as records of 

physical output and waste. Without useful supplementary 

records, engineers managed without the help of cost accoun-

tants. In the interest of managing technical efficiency, 

their interest in cost accounting was tangential, immersed 

within an overall goal of optimizing the design of processes 

and operations (Gregory 1971). 
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The answer to the question of what happened to the 

engineers in accounting is that nothing happened - there 

never were many engineers in accounting. Did engineers 

contribute to the cost accounting literature? Indeed they 

did. Articles written by engineers and textbooks coauthored 

with an engineer appear throughout the period of interest. 

From 1925 - 1930 fully 21% of the articles in the NACA-

Bulletin are written by engineers. In the 193 0s and 194 0s, 

that authorship reduces to 13% and 7% respectively. The 

high percentage of engineering authors in the 1920s is 

strongly correlated with the interest in cost control gener-

ated by Hoover's 1921 survey on waste in industry as well as 

a residual fascination with scientific management. Curious-

ly, cost accounting had no similar presence in the engineer-

ing journals. 

Articles and texts encouraged engineers and cost ac-

countants to confer with one another throughout the period. 

Others tell the cost accountant to get back into the factory 

and closer to the source of costs. Still others report that 

engineers, factory managers and foremen keep their own 

records because of the uselessness of the information re-

ceived from the accounting system and challenge the cost 

accountant to produce useful information for them. There is 

no evidence that these conditions improved on any scale. 
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There was no mechanism that forced an interaction between 

accountants and engineers but there were pressures that 

mitigated against it. 

It has already been said that engineers were highly-

professionalized and often became managers. They were 

unlikely to seek out cost accountants who were viewed as 

technicians. Equally so, cost accountants may have viewed 

engineers as a threat to their- position. If engineers could 

set standards, for example, what value did the cost accoun-

tant have? Finally, there was a physical distance between 

the two functions. 

Growth encourages functional areas (marketing, engi-

neering, accounting) of an entity to differentiate and sepa-

rate. With decentralization, the owner or top executive 

surrenders effective control to managers responsible for 

those functions. Those managers establish an interest in 

and a power over their area of responsibility. This occurs 

when a firm expands geographically but such a dramatic 

physical dispersal of corporate activity is unnecessary for 

functional separation. Corporate offices, including the 

accounting function, move away from the factory. Purchasing 

and distribution centers are relocated to convenient sites. 

Marketing loses contact with production. 

The controller, responsible for general accounting and 

financial reports, usually had final authority over cost 

accounting. This subordination of cost to financial ac-
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counting, as well as its separation from the factory, engi-

neering and other functional areas, minimized the possi-

bility of active mutual involvement. Cost accountants 

became less likely to be able to help the purchasing or 

sales departments understand and control their costs. 

To analyze and provide good information to managers, 

cost accountants must begin with good information. However, 

gathering that information met- with resistance because it 

meant exposing business segments to evaluation and criticism 

and to the possibility of both personnel and funding reduc-

tions. Marketing staffs were suspicious of accounting, be-

lieving that their activities could not be reduced to num-

bers and appreciated by outsiders (Freeman 1929). Execu-

tives were reluctant to share cost information even with 

those foremen whose departments created the costs (Sanders 

1929). Suspicion and fear rather than team work seemed to 

define the corporate world. In such a world, cost analysis 

threatened job security and was viewed as malignant, not 

benign. To sustain power and to protect their territories, 

managers had an incentive to oppose the communications 

necessary for the production of meaningful information. 

Institutional theory suggests resistance to change and 

protection of power as explanations for an unwillingness to 

share information. Just as companies compete for market 

share and are unwilling to disclose information to others in 

their industry, so too will the managers within a firm 
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struggle to maintain status and resist sharing information 

that might threaten them. Thus, while neoclassical econom-

ics asserts that the competitive market will ensure that a 

firm will allocate its resources in an efficient manner, 

institutionalism provides a behavioral explanation of why 

this would not happen. Ceremonial behavior by managers 

blocks the production of the information needed to rearrange 

corporate resources into more efficient patterns. 

The disassociation, both physical and psychological, of 

the accounting department from other functional areas such 

as production and marketing ensured that any learning that 

might have taken place had those groups been in proximity of 

one another would not take place. Knowledge of the causes 

of costs, of what today are called, cost drivers, comes from 

observation and experience, not from aggregations of dollar 

amounts periodically forwarded to the accounting department. 

In the absence of professional power, in the shadow of 

required financial reports and in an atmosphere of distrust 

even a knowledgeable cost accountant fought an uphill bat-

tle. Also blocking change was the cost of maintaining 

detailed records - a cost whose future benefits were hard to 

prove. 

There is no question that cost accounting developed or 

expanded on tools useful for management decision-making 

after 1925. There is little evidence however, that many 

businesses adopted those practices. Again, institutionalism 
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offers an explanation using the theory of cumulative causa-

tion. This theory asserts that time and practice will 

create momentum behind an idea and that enabling myths will 

surround that idea to protect it. Inertia and tradition 

lead to resisting change. A company doing well questions 

the need to change and a company doing poorly resists spend-

ing funds to make changes whose benefits are unknown. The 

articles that call on cost accountants to sell their prod-

ucts and services to management provide evidence of this 

reluctance to change. 

Textbooks published at different times during this 

period and various surveys taken report that the use of 

single, factory-wide overhead rates was widespread. This is 

in spite all of the evidence and all of the experts who said 

that departmentalization was essential for understanding and 

controlling costs. Firms continued to use direct labor cost 

as the overhead denominator even though it was common knowl-

edge within the literature that this would unfairly burden 

those products and processes that demanded highly skilled 

and highly paid employees and produce distorted information 

about both costs and use of factory capacity. Managers did 

not change their cost systems because they had been using 

other methods for years. They believed that the reports 

that were generated were sufficient, providing good infor-

mation. They failed to recognize the value of departmental-
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izing and of reexamining overhead and to see the dangers 

hidden within the system they used. 

There is little doubt that as the accounting profes-

sion, the auditing function and the designation of Certified 

Public Accountant gained in prestige that cost accounting 

was overshadowed. CPA firms were substantial financial 

backers of accounting departments so academic programs 

supported financial accounting-. After only one course or 

two, no student could grasp what a cost accounting system 

could do and what needs it could serve. Without enormous 

insight, a cost accountant would not see the problems gener-

ated or hidden by the system with which he worked. 

Finally, economic conditions and governmental regula-

tion affected cost accounting. The twenties were a boom 

period of mass production. More emphasis was placed on the 

numbers of goods produced rather than the cost of each. It 

was common to believe that profits were purely a function of 

volume. In spite of the prominence of budgeting and stan-

dard costing in the literature, surveys suggest that little 

real change occurred in extant cost systems. 

The great depression certainly drew attention to costs 

but it seems cutting costs generally rather than analyzing 

products to determine which contributed most to profits was 

the rule. Because of the NRA and the Robinson-Patman Act, 

many cost accountants turned their attention to distribution 

costs and uniform cost systems. Once again, although the 
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discipline reacted to these events, there is little evidence 

that many companies instituted changes in their cost sys-

tems . 

The governmental regulations imposed on those companies 

engaged in war production during World War II had real and 

lasting effects on cost accounting. The regulations unin-

tentionally encouraged the abandonment of departmentaliza-

tion in favor of factory-wide overhead allocations. Reim-

bursements of costs and profits were guaranteed if govern-

mental auditors could confirm the amounts declared. Since 

most governmental auditors were untrained, simplicity ruled. 

Industry had to adopt or adapt cost systems to track actual 

costs easily traceable to original documents. This led to 

the abandonment of standard cost systems. 

The government made it clear that any reasonable cost 

system was acceptable as long as reimbursable costs could be 

easily proved. Departmentalization and other features of 

cost systems were permitted. However, the focus of costing 

changed radically. War production was on a contract basis, 

not a job or process basis, and speed and volume were its 

major goals. The government had no interest in costs per 

unit or per job - only in the contract as a whole. Which 

costs were reimbursable were clearly defined by governmental 

handbooks and the firm only needed to show that they were 

incurred for the contract. Since many firms only worked on 

government contracts, they could abandon departmentalization 
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and assign all overhead directly to the contract. If non-

governmental work was done, a single overhead rate was 

sufficient for splitting overhead between governmental and 

commercial work and satisfying governmental auditors. 

The government permitted standard cost systems but 

required, upon completion of the contract, that all costs 

reflect actual expenditures. Standard costing fell into 

disuse. Under the press of ne-cessity and the guarantee of 

reimbursement, standard cost systems lost their meaning. An 

understanding of what something 'should cost' was irrele-

vant. Budgetary practices suffered as well. There was 

little need to budget when there was no need to control 

costs. The guiding light during the war years was to pro-

duce as well and as quickly as possible, not to reduce 

costs. 

The production of war goods supplanted that of domestic 

goods and with them went interest in distribution cost 

analysis. Perry (1946) reported that the United States 

Department of Commerce (the year of the study was not stat-

ed) estimated that the money spent on industrial research 

(to reduce industrial costs) ranged from 63 to 100 times 

greater than that spent on market research (to reduce dis-

tribution costs). 

This evidence, along with that cited in other chapters, 

supports the contention that cost accounting lost relevance. 

In the seller's market of the late forties and beyond, when 
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the United States was the only player in world markets, the 

absence of competition from abroad and the absence of cost 

knowledge among competitors marginalized the usefulness of 

cost information. That is, if firms did not know, in a 

relative sense, the costs of their products or the costs of 

distribution, then no one firm was any better off than 

another and the advantage of competing on cost was not obvi-

ous. Instead, firms appeared to compete on price, which, in 

the seller's market, tended to be whatever the market would 

bear. Consumers bought everything that came off the produc-

tion lines perpetuating the war-time attitude thg.t speed and 

volume were far more important than costs. 

Despite the knowledge retained and discussed among 

those practicing and writing in the NACA - Bulletin, one 

concludes that few firms were interested in installing cost 

systems that could offer different costs for different 

purposes or were aware of the benefits of such systems. 

Since knowledge of costs comes from experience and observa-

tion, the paucity of firms with good systems meant that few 

people were learning about the value of cost accounting. 

Today there is tremendous interest in new cost systems, 

techniques and management philosophies including Activity-

Based Costing, Value-Added Analysis, and Total Quality 

Management because of an apparent loss of cost knowledge on 

the part of American business. Many of today's cost text-

books, while more managerial in appearance than those of the 
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past, nevertheless omit consideration of distribution and 

administrative costs, do not emphasize departmentalization 

and do not stress the need for information-sharing between 

functional areas. Much of this can be directly traced to 

the effect of the war regulations. Instead, cost techniques 

and the journal entries needed to move the resulting numbers 

into the records are emphasized. The texts are more finan-

cially oriented than their predecessors and support the 

modern critic's claim that cost accounting has lost rele-

vance . 

It was not the failure of the discipline of cost ac-

counting to understand costs and to respond to current needs 

that led to its decline but the failure of management to 

recognize that profits cannot be sustained by volume alone 

under changing economic conditions and that profits them-

selves depend on the costs of the products sold. Informed 

decisions regarding product mix, expansions or reductions of 

productive capacity must depend, in part at least, on cost 

information. After 25 or 30 years of production sold almost 

without limits, it is not hard to understand why cost ac-

counting lost relevance. In hindsight, Magaziner and 

Reich's (1983) statement that American businessmen do not 

know the costs of their products should not have come as 

such a surprise. Cost accountants, subsumed by financial 

accounting, routinely broke costs into cost of goods sold 

and ending inventory at various levels of the firm and 
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produced unit product costs based on single financial mea-

surements . 

It is unfortunate, however, that accountants forgot 

their history because the apparently new methods of costing, 

such as Activity-Based Costing, can be found in the past. 

Forgetting history means reinventing the wheel. Dennison 

Manufacturing and other companies tracked and costed activi-

ties and, in areas not otherwise easily understood by more 

traditional cost techniques, perhaps because of a substan-

tial amount of joint costs, applied marginal or differential 

analysis. The benefits of restraining the cost-multiplying 

effects of product differentiation well were understood by 

Herbert Hoover and others in the twenties when they encour-

aged product standardization. The need for interdepartmen-

tal cooperation was commonly expressed throughout the period 

for the purpose of understanding and controlling costs and 

maximizing efficiency. Even the Just-In-Time inventory 

system, widely touted as a Japanese import, made an appear-

ance in the twenties and thirties when it was called Hand-

to-Mouth. W. Edwards Deming's statistical approach to 

system improvement, now popularized as Total Quality Manage-

ment, appeared in the Accounting Review in 1944. 

Institutional and environmental forces doomed cost 

accounting, not a failure within the field to understand the 

issues. The so-called discipline of the market had no 

effect. Expertise existed but management, content with the 
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status quo, did not recognize a need for it. Firms grew 

rapidly from the late forties through the sixties because of 

mass production, tremendous sales and low interest rates 

while unnoticed, clouds of costs accumulated. 
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Table 1 
National Association of Cost Accountants - Bulletin 
Articles by Type and Year 

Year Industrial 
and 
Govern-
mental 
Budgets 

Standard 
Costs 

General 
Cost 
Acctg, 
Problems 
and 
Theory 

Specific 
Industry 

Overhead Regula-
tions, 
Codes, 
the 
NRA, 
WW II 

Uniform 
Acctg 
and 
Trade 
Associa-
tions 

Internal 
Acctg 
Controls 
i.e. 
produc-
tion 

Specific 
Cost 
Problems 
(Branch, 
Assets, 
Systems) 

1925 2 l 3 2 3 

1926 4 2 2 5 3 1 1 

1927 2* 3* 3 1 1 l 

1928 3 5 2 3 

1929 1 1 8* 2 1 3 

1930 1 5 2 3 1 2 2 

1931 1 3* 1 6* 1 1 3 

1932 3* 4** 1 13 5 8 

1933 4 4 1 15 1 -7* 2* 1 5 

1934 6** 4** 1 10 1 2 7 

1935 3 6 2 9 2 1 5 

1936 3 3** 11 1 1 6 

1937 1* 5** 1 12 1* 2 1 3 

1938 1 2* 1 14 1 1 

1939 3 1 12 2 4 

1940 7 3 2 5 2 1 3 

1941 1 4 6 3 5 1 1 5 

1942 2* 3* 2 4 1 5 1 4 6 

1943 2 1 1 14 2 

1944 3 2 4 4 9 3 1 

1945 2 5 9 2 6 5 

1946 10 8 5 10 1 1 7 

1947 7 3 10 7 2 1 11 

1948 9 3 3 9 2 8 3 

1949 5 5 7 5 1 2 4 10 

Total 81 84 59 179 24 56 9 42 104 
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Table 1 - Continued 
National Association of Cost Accountants - Bulletin 
Articles by Year and Type 

Year Waste Taxes, 
FICA 
and 
Work-
man' s 
Comp 

Inter-
nal 
Audit-
ing 

Distri-
bution 
Costs 

Inven-
tory 

Incen-
tives 
and 
Compen-
sation 

Acctg 
for 
Labor 

Manage-
ment 
Uses of 
Cost 
Acctg 

Misc Total 
Articles 
in the 
NACA -
Bulletin 

1925 l 3 1 1 4 3 25 

1926 2 2 1 1 24 

1927 1 1 1 4 6 24 

1928 1 4 1 5 24 

1929 4* 1* 1 4 24 

1930 1 3 4 1 2 27 

1931 1 1 2 4 3 24 

1932 1 1 5 1 6* 1 1 3 50 

1933 1 3 2 3 1 4 54 

1934 6 1 1 1 1 7 48 

1935 1 4 2 2 4 3 45 

1936 2 3 1* 2 1* 3 4 40 

1937 1 1 8 3 2 3 42 

1938 2* 5 3 4 5 37 

1939 3 2 2 2 2 2 5 42 

1940 1 2 2 1 1 2 3 35 

1941 1 1 1 2 2 4 4 0 41 

1942 1 1 1 2 1 3 35 

1943 3 2 4 32 

1944 2 3 2 1 4 36 

1945 3 1 3 3 1 6 11 54 

1946 2 2 1 4 4 3 12 62 

1947 1 1 6 7 3 8 6 74 

1948 1 2 4 5 3 6 21 83 

1949 1 1 5 5 3 6 24 88 

Total 7 32 11 39 50 62 33 64 146# 1,070 

*, ** = One or 
# = Following 

more articles have been listed twice, 
pages list "miscellaneous" article titles 
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Titles of Articles categorized as "Miscellaneous" in the 
NACA - Bulletin by year. 

1925 
Industrial appraisals and insurance. 
Industrial and statistical department of a modern bank. 
Annual meeting - reports. 

1926 
Forecast for 1926. 

1927 
Financial control policies of General Motors Corporation and 

their relationship to cost accounting. 
Furnishing financial statements within 10 days after clos-

ing. 
New uses of insurance. 
Professional cooperation between accountants and attorneys. 
Do we need calendar reform? 
The profit element. 

1928 
Coordinating the factory and general accounting to insure 

prompt monthly closing. 
Public utility economics. 
Unintentional falsification of accounts. 
European manufacturing methods and costs. 
Use and occupancy insurance. 

1929 
Humanizing cost findings. 
Relation of accounting to industrial research. 
A survey on the effect of departmental consolidation on cost 

- office and factory. 
The organization of functions of an office. 

1930 
Possibilities and the dangers inherent in mergers, 

consolidations, and acquisitions. 
Use of sales incentives to control sales and profit. 

1931 
Cost accounting and management in Soviet Russia. 
Closing books of account on the 5th of the month. 
The major problem created by the machine age. 

1932 
How to tell the truth in accounting. 
Provision for contingent losses on account of the fluctua-
tion in rate of Canadian Exchange. 
Speeding up the preparation of financial statements. 
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1933 
Accident prevention. 
Engineering principles applied to the printing industry. 
Setting sound selling prices. 
Presidential address. 

1934 
Unemployment insurance. 
Retirement plans in industry. 
Recent corporate laws on stated capital, treasury stock, 

surplus and dividends. 
Relationship between, your compnay sales and general business 

activity. 
Revamping capital structure. 
Measuring plant capacity. 
Estimating the special order. 

1935 
A method of sales analysis. 
Organizing future production plans. 
The application of tabulating and accounting machines to 

real estate and mortgage accounting procedures. 

1936 
What did we earn last month? 
Office appliances and mechanical equipment. 
Ratios available for financial analysis. 
The natural business year. 

1937 
Quality - an element of cost. 
What is wrong with most profit and loss statements? 
Comparative evaluation of occupations in industry. 

1938 
Estimating as a science. 
The "established cost survey." 
Accountant's responsibility in fire and prospective earnings 

insurance. 
Time-saving requisition forms. 
A survey of job evaluation as used by industry in determin 

ing base rates. 

1939 
Speeding up financial statements. 
The Standard Brands Case. 
Make it visual. 
When is selling at a loss a profitable business policy? 
Improving the operation of tabulating machine installation. 

1940 
The relationship of costs and pricing. 
Computing seasonal indexes. 
Forecasting. 
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1942 
A simple hand-posted voucher register system. 
Job evaluation for salaried position. 
Photography in accounting. 

1943 
Pension plans. 
Types of office forms and their design. 
Preparation and use of office manuals. 
The annual concept of tax accounting. 

1944 
Corporate financial planing for the transitional period. 
Normal capacity and its uses. 
Case history of 27 audits. 
"Men were deceivers ever." 

1945 
Latest developments in employee benefit plans. 
Accounting goes overseas. 
The customers and returnable containers. 
The development of modern cost accounting in Italy. 
Cost accountancy in Britain. 
An employee retirement income plan. 
Office centralization for greater efficiency. 
The commodity profit and loss report. 
Current problems in the presentation of financial state-

ments . 
Uniformity in German cost methods. 
Some problems in the installing a punched card system. 

1946 
Reduction of costs through employee benefit planning. 
Problems involved in pricing post war products 
The coordination of company financial planning with external 

economic conditions. 
Accounts receivable in volume. 
Profit actions figures. 
Reports on utilization of manpower. 
Trends in personnel administration for office employees. 
The case against retroactive pay adjustments. 
Guaranteed annual wages. 
College training for industrial accounting. 
Control of printed forms. 
There's no accounting for profits. 

1947 
The auditee speaks. 
Accounting during inflation and deflation. 
A quarter century of cost accounting progress. 
Disposal of peace-time surpluses. 
Verification of traffic and transportation functions. 
The use of reserves to equalize corporate income. 
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1948 
Cost and financial tests for the veteran's business adven-

ture . 
A company training program for accounting personnel. 
Making industrial accounting real to the student. 
Uses of a parts classification code. 
Capital price adjustment method. 
Market research and testing. 
Price level changes - a challenge to accounting: introduc-

tion. 
Price level changes - a challenge to accounting: effects on 

financial statements. 
Price level changes - a challenge to accounting: what is 

accounting accounting for now? 
The technique of financial forecasting. 
Projecting the monthly profit or loss statement. 
Advantages of the natural business year to management. 
Speeding up monthly closings and reports to management - it 

can be done. 
A payroll system using general purpose office equipment. 
Control of accounts payable by punched card methods. 
Let's look at the records. 
What will accounting machines do? 
Side lights on method analysis in the mechanized office. 
Eyes on the next decade - a forward planning procedure. 
Pricing policies and the awareness of costs. 
The practical economist's profit and loss statement. 

1949 
The dilemma about profits - adjusting the statements to base 

year dollars. 
The employee rating side of wage administration. 
Cost reduction through a controlled employee suggestion 

plan. 
A procedure to improve customer statements and expedite 
accounts receivable agings. 
Continuous review of forms, methods, and procedures. 
Processing accounts payable in a large company. 
Needed - a common language for financial reporting. 
What operating data for collective bargaining? 
A simplified income statement for employee use. 
Continuing expense estimates and business interruption 

insurance coverage. 
Job factors for the evaluation of clerical and administra-

tive positions. 
Net profit analyses for profit betterment. 
A detail-posted general ledger through the use of tabulating 

equipment. 
Putting the factory ledger on punched cards. 
Pricing products to yield planned return on plant and work-

ing capital investments. 
Three pillars of price: cost, theoretical market, and market 

position. 
Leaves from the salesman's order book - a simplified order 

and billing routine. 
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Corporate financial reporting - selective study of annual 
statements for 1948. 

What records are essential for direction and control of 
sales effort? 

Organization and accounting control of an employees' credit 
union. 

A report on an industrial accounting internship project. 
Seventeen years of multiple management. 
The effect of setup time on unit costs - a case study. 
A forms control program. 
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Table 2 
Journal of Accountancy 
Cost Articles by Type and Year 

Year Industrial 
and 
Govern-
mental 
Budgets 

Standard 
Costs 

General 
Cost 
Acctg, 
Problems 
and 
Theory 

Specific 
Industry 

Overhead Regula-
tions 
and 
Codes 
(Distri-
bution 
costs) 

Uniform 
Accounts 

Misc Total 
Articles 
in JOA 

1925 1 1 46 

1926 1 2 41 

1927 1 1' 39 

1928 1 1 1 1 43 

1929 1 1 40 

1930 1 - 1 37 

1931 1 2 32 

1932 1 36 

1933 35 

1934 1 1 1 36 

1935 1 1 1 50 

1936 1 1 1 1 65 

1937 3 43 

1938 1 4 60 

1939 1 2 48 

1940 1 2 62 

1941 76 

1942 99 

1943 86 

1944 1 1 1 78 

1945 2 1 1 82 

1946 84 

1947 96 

1948 1 101 

1949 3 85 

1950 2 1 1 2 93 

Total 13 2 13 4 5 12 5 6 1,593 
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Table 3 
Accounting Review 
Cost Articles by Type and Year 

Year Indus-
trial 
and 
Govern-
mental 
Budgets 

Stan-
dard 
Costs 

General 
Cost 
Acctg, 
Pro-
blems 
and 
Theory 

Specific 
Industry 

Uniform 
Acctg, 
Regula-
tions, 
NRA, 
WW II 

Distri-
bution 
Costs 

Cost 
Acctg 
Educa-
tion and 
Control-
lership 

Misc Total 
articles 
in the 
AR 

1926 1 5 4 1 41 

1927 1 1 4 35 

1928 2 3 34 

1929 1 2 1 1 22 

1930 1 1 1 32 

1931 1 1* 1 4* 1 32 

1932 4* 1* 1 29 

1933 1* l* 30 

1934 1 1 2 31 

1935 1 1 2 42 

1936 1* 1* 1 1 31 

1937 1 1 1 38 

1938 34 

1939 2 3 40 

1940 1 1 3 2 37 

1941 37 

1942 1 1 1 42 

1943 1 4 39 

1944 2 1 2 51 

1945 4 48 

1946 2 1 52 

1947 1 2 1 1 1 46 

1948 4 1 49 

1949 3 1 47 

1950 2 2 1 2 45 

Total 15 10 38 9 9 11 18 5 964 

* = An article has been listed twice 
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