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To know that the cost of something is $5 or $5,000 per cent (as representing thg business done) may be
per day or per month is not sufficient. We must know called the Contribution to F 1>fed Cost al.’ld Profit.
costs in terms of per dollar of revenue, just as the In other words, if the \/arlable. Cost is 75 per cent
motorist knows his mileage in terms of per hour. or $.75 out of each dollar of business, there mus:r be .
The idea back of this form of expression of cost was $.25 out of each dollar of business applicable to lee.d
presented in Mr. Taylor’s use of the term “Limit Cost,”  Cost until it is offset, and thereafter to P.r(.)ﬁt;'and if
and also in some of the later work of Mr. Gantt, but the Fixed Cost should be $10,000 a week;, it will take
neither of them made a clear exposition of it or gave a business of four times this amount, or $40,000 in
us a formula for its use. . each week, to break even; and we shall make or lose
The purpose of to-night’s talk is to‘apply this con- $.25 on cach dollar of business more or less than $40,-
cept of cost to the problem of the chief executive, and 000 in each week. . o
to show how through it and the formula which I shall To make sure j:hat we hav? a commo.n understanding
give you, he may maintain a controlling knowledge of ~at this point, .Whlch is essential to to-.mg.ht’s talk, I f.lSk
his enterprise comparable to that obtained by the motor- you to set aside your own and the dictionary meaning
ist through his speedometer. of thr-ee phrases I sh:'al! use, and to accept the mean-
Before doing this, I must say a word about costs in‘ ings given on the exhibit I now show you,
general and the properties of certain elements of costs. Exhibit A—Subdivision of Cost for Purposes of

1. ELEMENTS OF COST Standards and Operating Reports

There are two conflicting elements of cost, the con- Please read every.word on this exhibit carefully.
fusion of which is at the bottom of a large part 6f our To make sure that you understand exactly how these
business troubles: elements affect total costs and profit and loss, I shall
" Varigble Cost—That part of cost which varies in ask five questions and figure out the answers to the§e
proporition to.the volume of business done. ; on the blackb?ard‘ ) i S

Fired Cost—That part of cost which exists irre- Q.—Assuming the Fixed Cost anf] ‘Vanable Cost to
spective of the volume of business done. be as indicated at the top of Exhibit A, how much

1f we divide our costs into these two elements and business would it be necessary to do to break even?
think of and deal with them separately, we avoid many A.—1If the Variable Ffost is $.80 of every dollar of
dangers whicly result from confusing them. sales, »obv‘lously ther.e is only $.20 of each dollar of

The term “Fixed Charges” is ordinarily used to in- sales applicable to Fixed Cost. Therefore?, to ﬁnd. the
dicate interest on bonded or other indebtedness hav- breaking point, or .p({int at w?]ich there will bg nelt.her
ing the right of foreclosure in the event of not being profit or loss, we divide $.20 into $120,000 which gives
paid. Tt is very seldom figured as an operating ex- usbthe answer of $600,000 per month as the breaking.
pense for the reason that it has no relation to the - point.

extent or nature of the operations. The theory is that ‘ ~ 20)$120000
all other expenses are more or less affected by the i $600,000
extent or nature of the operations. - ; . B ) .
The fact is that there are a number of expenses which QQ.—Assuming the same conditions, if certain eco-

are just as fixed in every sense of the word as interest nomies are affected \v.hich re.du.ced the Fixed Cost
on mortgage indebtedness, and by overlooking any ‘one' $40,000, how much business will it be necessary to do
of these we create the very confusion that we seek to to break e‘ven? ) )
avdid in segregating interest on mortgage indebtedness. A.—This means that the difference betwe.en the
Tf we are consistent in dividing all of our costs into the ~Variable Cost and each dollar ?f sales remains the
foregoing elements, we find our whole problem of ad- same as before, $.20, but the Fixed Cost is reduced
_ministrative accounting wonderfully simplified. from $120,000 to $80,000; so we go through the same .
1f the variable cost varies in amount with the volume process, using however the smaller Fixed Cost. The
of business but is always the same per cent of the answer is $400,000 per month. y

business done, while the Fixed Cost stays fixed regard- .20)$80,000
less of the volume of business, then the difference be- -
tween the per cent of Variable Cost and one hundred $400,000




