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C?FF Cantracts and Variants+-II 
. 26 Fc3ruary 3-946 

asked ‘to talk io you about two types of navy contracts, br contracts in _ I.- 
general, If I use the term T!Ta~; ” r lr it is 3ecause I have 3een thinklng in 
terms of the l!avy for four yea~s~ 

The two types of cbntract are the estimated cost-plus-a-fixed-fee 
contrabt with the incentive feature to reduce the ccst, and the other type 
of contract is the fbed-price incantPve t:qx contract in which there is an 
incentive to reduce the cost, I am ;.zing to use the SI.ack=“ioard tc illus- 
trate some of the deals under these contract t;r~es, L wi’L1 pick out some x 
sqociffc deals which we ha7re done at the iiavy, in the -3ureau of Acronau- 
tics and the 3ureeu of Ships. I 3eliGve.,it will 3e.hetter if 1 just talk 
in round rwhers, Yut as WC deal with these spa’cif~c. contracts we g:ct into 
fractions of dOlIars and frsctions of, thousands of’ dollars, 

First’, I’ wan+, tc talk a>cut the est’imnted. cost-blus-a-fixed-fee con- 
&act’ wiih the incentive and the api2arentl:J pailnful $rocess t&-t we went 
through in hrcrking out a satisfactory incentive in thtit contract. 

1 wF..nt to si337 th3.t the worst t:r-piI! nf contract--thank God we did not 
use, it’ in this war--is the cost--glus-2- percentage af cost ‘contract, That 
*fs now specifically forbidden by st~aturc--very wisely, . 

I want to shop you a ccst-plus-a-~ercent~,~e of cost contract 3riefly 
to differentiate it from the 3thcr tic typ,?s tW.t I shall discuss4 s omo 
0 f gou know it, May3,c all cf you know it, 3u.t lc t us assume we have a L 
contract to build an IST for a million dollars, an a cost-&.I+-a-:;ercen- 
tnge of cost deal, 

The cost i@ a’million daliars so the contractor gets tcn’pcrccnt cx 
100 thousand dolTa&, , L~OFI, let us’ sa.;jr the contractor runs his cost u:> to 

$i TX? liundred 1 a million; do 11a.s.s Q %Jaie would tkx?n,‘g’+y him, under the ten 
prcent clautie,: ‘l50”‘thausand dollars, So th+ &i.g2icr the ccst, the more 
moric,7~ he. ma-k&l, 1 . *. 



There is very little incentive an that kind af deal fGr law--cost productio 
That is chat we did not use in this war, I I want you to keep tho.t in lrind 
and 1 will show you the improvenents that we nab+ 

3rie My I this fs the history of the estimated cost-glus-a-fixed-fee 
contract, the first ty;pz I shall dfscuss, That contract, or the method of 
arriviw at the price, is done 3y neqtiatlon, You sit across the ta3le 
from the nanufmtumr, and be gives pu estimates hased upon available in- 
fo&at ion, The negotiator for the iiavy uses whatever infortiefioti he may 
have--the costs of ether 3uildess, l.a%cr, material, engineering, alld re- 
search costs, and other informaticn , smpLie$ '37y technical. man in the servu 
. ' *Ice-~ * ‘*After ncg0YAation ydu finally agree 0% that’ estimate& cost, 

That is the goocZ feature cf an esti~?at,ed. cost-~lusra-fixed-fee deal, 
*',Th& is no incentive to raise casts, to increase thu i:lrcfit, Begardless 
of hsw high the costs go*, the grofit still remains $70,000 ii@ in the a?ov 
exaqale. ’ 

plus-a-fixed-fee cont~ract, ,ku;?-;cse the contractor does the jo?s 'exceeding 
w&l', and we mis,sed, the estima%e and the contractor-missed the estimate 
and he sti.11 did a good. joi?,. The estimted cost is cm,6 million dollars E 
the actu31 cc& $500,000, Thus, he nc$~,lly did the jc? for $500,000 -Put 
i=e still gets $7~,000, -Without ant,7 in~,elm$B~e he zets .the- satie for a mil; 
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There was a lot of discussion a\o+t this “would hatie” Susi&ss. We 
abandoned the five g?ercent to reduce the. cost after we used it on a&w 
contracts, We went to another t::pe. of deal, and Zrt us use the same esti- 
mated cost of a nillion dollars--the same kind. of deal, This (il;dicatine) 
was the first one, This (iqdjcating) was the seccnd one and this is the 
third me # We will still USC the estimated cost of a million dollars for .” 
this’, exarqle. I$z were getting further on in the war, pmduction was 3uild- 
ing I.Q and we were a>le to reduce the 3asic fixed fee, We will, give you a 
three percent fee, equal to $30,000 on a’ one rNlion dollar estimted cost. 
That is ;~our fee regardless of actual cost, Fie are going to give you a four 
percent %onus~‘ We are ghing to work cut this bonus in this way: On the 
first'$20,OCO 5;~ which actual 'cash arc: reduced ?~d.ow the original estimate, 
the ‘builder gets one-fcuP%h.. and the HEW;~ s:ets three-fourths of the savinir.“! 
The contractor gets $5,CIOO and ‘the iiavy $15,OOO, V That was on the basis . * that the first reducticn w~~uld bf: the easiest reduction, 1 

On .the next $40,000 saving below the estimted cost w sijlit it fifty- 
fifty, Tj~e contractor gets half of the $aving and the &v:; gets half the 
vSWillg. So the contractor, woulc7,'get $20,000 and $20,000. would Se retained 
by the i’avy, On the next $ZO,OOQ, in saving belaw the original estimated 
cost we 'said, ‘“that is the toughest t?rLe to make, That is lwhers2 the g:o$ng - *’ 
raafl:7 gets tough,, We will give the. builder three-fourths of the saving 
and the i%pJ wili take one-fourth,” Th& build.er ‘& ts $15,000 and the %vy 
$etx $5,0dq, Thus #30,000 is the contractors fae; $5o,coo is, his incentive 
f,r the first,‘$20,000 reduction in cost; $20,000 for the next $40,000 re-. 
duction and,$15,000 f&r the next $2O,OOO reduction, making ~2. total. gee and 
77onys of $70,000 which is sev& percant of th 2. ori’Fifina1 estimat,ed ccst of 
ime million dollars, If thc’bui’lder get the’ cost. of the shi?, dbwn to 
;j920,000, ‘.he made his ‘full sev~n’percent, ’ . 

3 am going to go over that wain, We start off Frith’an estjmated 
cost of a million dolllars, The 3uilae.r i $, given a thrae’parccnt fee on a 
miLlion dollars., Ywhfch is $3O,O.QO, Thi%i~.if he gets his cost’ down tc 
$980,00Q, which is a saving of’$ZO,OOO, h.e *gets $5,000 and the LVav:r gets 
$1s,ood, If he gets his cost doti to $9+0,~000, whitih is th~s.‘$ZO,OOO plus 

- thi;s ,$40,000, he gets $20,000 and th6 Haiq7 gets $SQ,OOO, Tha.t ,is, the second 
saving, If hc still reduces his .costs’down to $92O,OOO, whioh is eight 
pcrcentv diffe?cnce between , ",he .;Fiiliian doIlam -and “the ‘$92O,OCO, or $80,000 
here, ei&ht percent of a mi1‘lirjri; if he g&‘tS 'his cost Gown eight Qercont *?e&: ' 

low the estimated cost, he J?&kes his full 3onu.s bf $4Q,GOO, makinff his 
total fee and Fmnus $70,000, l . 

-3- 



* Xow;*Ge %hought, we had the answer.. We said, %ere it is, Cn the 
. easiest .part.:Tm get. three-fourths and he ae ts on9~,7 one-fourth of. the savb~i 

‘, Or,+ the next we s+iljrt fifty-filty, Wheti the going reaLly gets tough, if he 
,. ‘still makes a saving, he gets three-fcurths and we get ~nlym~e-fourth, 

There is the incentive,‘~ . . 
. . 

* Thdt’ t>Jpe of incentive ?JRS~S for the cost-ylus-a-fjxed-fee cc;r,Gract 
. ‘I woF&d very ~~11 until manufacturers began to realI~ wise ~‘9 to .it, ThiS 

is. what they hgan to do: They began to trp to earn the boms acr3ss the 
‘ta51e in be .negotiation rather than out ?n tha tihipyavrd er in the aircraf 
factory or ordnance plant, .They knew that all they had ‘to do %vas te stmd 

4 .firmhe-re (Indicating) and have eight percent more ‘i’n theZr.‘ebstimated cost 
than they Etctna’Flg t’naught they would require ; and if they had tk’rat eight 
-@ercetit iti thers; they automaticall;~ got their four pzscent Sqnus., 4ccause 

. tilcg get’ half of thnt saving* 

:. - 

..: , SO we decided .ItThis deal ‘had &eveloped into a deal where the imentis 
was ;Iluch too quick,1t We pinted out to the ccntractors; You make too muc 

1 ” -5orLus, which is your four prcent, and you m&e i G tco quickly, 3y re 5ucir 
the estimated cost anly el@t pmrit,l’ So we came around to the final 
type of incentive arrangement in the e stinted cost-plus-a-fixed-fee dec7.1, 
I will Illustrate that tgp, 

-3ear i-n mind now that 2 four percent and .R three prcent “deal someti; 
resulted in toe math ‘qonus *too easily earned, <and the mnnufe~tu~er was tr: 
ing to earn his ?mnus ri&t in the >uxeau cif Ships of the 3urem of iLero- 
nmtics in the nego$iati,on instead ofs’on t?le pzloduction line, 

1 . . 
h this e~nmpl e w .star t out . again. In?i th a mi flion dcl2ars as the 

estimated cost, . This ix the fourth t.g~pe of $ncel=tivcl dea;l,, We offccr th 
.I c~nk?actor a thS.ee percent fee an-d a ,twc percent bcxizzs* You see, t&e 5on: 

hss gone down frm four percent to two ;>er’cent; That was the result of t 
+/-. tremendous vo;l.me of aircraft, ships and Q t&r: ,militery Sterlls that MEKI~- 

-fat turers were producing, We kept the three ..per,cent; fee, 5ut spread the 
boulus’ sver 8 wider area& ge.required the -contrn.ctor to reduce his costs 
about 2Q ;3ercent (instead of 8 percent) ?efcre he could earn the full 2 p 
cent -&r.us, _ l ‘-I’* ‘I .’ . 

, 

In Iorder to furnish”an *incentive ..foW: t& to earn : the bonus :and still 
permit a “c1osc” ,estimated cqst, .we’ allowe~$ the cmtractor .to 'start eami 
his. *3ontis’.at .a figure thqt was higher than the estim.tedO:cest+ ,TX$s we 
called the “mstr’addlc !t and i.t worked like this: -% would hGgatiateX*a lrclc 
or ftti&tl’ cost ,of ‘safe one rrilYt.on dollars on ,tlrhi~cb the’ centzacto*~:would 

I , get a fee *of, three percent, We wculd than -mt .the upp~~jr Xmit OF the 
.a incentive .strad’U.e at 1.2 millicrt dollars -(when he, ‘>e&“;an “%o eacn his 3m11 

and the lower. Iinit of the straddle at‘ $800 ,QOO when he would e’am _ tZle fl 
two percent %cnus, . .I . a. .* . . 
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?&at it amounted to ~22s th?.t if the contmctor reached the million 
doll& estim&ted cmst, he h&d eamed one-half of the bonus, or one percent; 
ard he made $4U,C$O, If his costs were 1.2 million dol,lsrs or more hc got 
only'his'fee af .$3O,OCO (three percent of one FziZZ;ion-dolbrs~). If the 
contractor got his costs down to $800,000, he enrmd the fe.z of $30,000 and 
the full two perceqd~ Sonus of $20,000, making *he foe md bonus $50,000, 

: 4 ' t 
13g using 'that %traAdletf we accanplished sevcrKL purposes, Eirst of 

&i, ~YC ma& the sgqad wide enough so it .was hopeless for a :nanufacturer 
a producer or a supplier to win his 9cnus sitting across the table from us* 
second, by ;;utting the possi>lility of earning: the Jmnus z3o'ti.e tha estimated 
c3s,t, we mzde it $sssi?le,to get a riore realistic estimated cDst, iGzn9- 
facturers would ccme to us and say, Wy estirmted cclst for this j3"3 is 
1,5 millim dollars,l!. Our idea of the cost ww, around a millian or 1,25 
nillion dollars, We would have to Yattle t)rztr,+een the contractor's esti- 
mate and cur estimate, . 

With a straddle like that we could say, '"-411. right, We will gis;c YOU 
I.2 million dollars as the utJ?cr Unit of the straddle, That means if 270~ 
are right in yiour estimated c?st, you are goin,&: to make three percent on 
a million dcllars." 3ut hear in mind it was three percent on a million 
dollars instead cf'three percent on l.,2 million dollars, 3ccmse the :3er- 
ten tage , cf course, is always >m,ed ul>on the estimated cost. 

In that way we were a?le to reduce the estimated cost from 1.2 mil- 
liar, dollms to EL million dollars and still give th? manufacturer or the 
Producer a chance tQ earn a ?IOEUS if his fug:ures were ccrrect and the 1.2 
nillioti dollars WZJ the correct estimated cost, . 

This %pe of cleal ;>roduced vary suri?rising and v3ry f2;trora?lc results 
in multiple sl?iiIJ contracts, q.ircraft contrmts, in cardnance czntract,s, and 
~~3 forth,. It gave the contractor a real imentive, ?mt he could not earn 
his bonus m.less he really did a joS, Actuzllly he had t(2 reduce his cost 

.20 percent below the estimate 3efore he got the full bor~us, 

That is briefly the story of the cost-flus-n-fixed-fse deals, First 
of all we had just a strc?.i,ght seven percent, Ir, that seven percent there 
was incer,tive tc, reduce msts* Jio matter how high the cost, hc still got 
seven percent on the origin21 contract, No matter how low the crist, he 
still got seven percent on tke original contract. 

The second developncnt was the first ?mnus incentive of one :;crccnt 
for eqrly delivery*and one, percent fcr reduction in cost. It shows Sew 
naive we were to get into the.t kind of thing, because the inevitable IX- 
suit foLlowed, The manufacturers said, IfI would have delivered on time if 
such and'such had not ha:,spened, I would have tsotten my costs down if you 
had su&lied me with materials that we were su-gposed to have,!! So we did 
not contil--xe it, 
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~Tlgx we wer,t to the third t:r;:e of deal,, hrhich was the esti~++>ed cost 
with a thred percent fee atid ‘.a foui+ ppcelzt Soms, That resulted, 8.53 
I ,have said, in too muck;‘botius toa 33a.sily earn&d, Tlo manufacturers tried 
to oam ‘their ‘30nus right across’ths table rather fh,zn opt in the plant, / .. 1 I 

SC we changed our ‘position a@? end lqent to this _ thres ?crccnt fee 
and two ;x+rcent %nus, Fl’nich is the straddle I t,\ink, until some5Qdy de- 
vises a’?E!tter system it was tlx 32s.t tp2 of inccntiva system th:L FK? 
mrked out for cost-plus-a-fixed-fee cantracts, 

In slsecific cases we used this type of Sonus on ships’b?e also had 
fixed: ywice deals’; this estirmted cost-plus-a-fixsd-fse hrith this 30x0~s 
resulted in final ccst t&it were as low or lamer than fixed ;?rice &eals, 

‘So there ro~Aly FEN an incentive for tlx manufacturer to reduce anis bests, 1 

There is or,e goin% tbst 1 do not undcrstmd. If tLe field contracti 
officer--I rman the officer esta3lishcd in the -;~lnn’% reviewing the con- 
tractor’s’ costs--thinks t1v.t any of the casts incurreri. were prior to the 
contract, could ho throw tG*.om out of Wa f ecP I 

Tlmt is right, We folkmd the cost-plus-a-fix~d~fse accmmting 
proce.durc thr. t is set out in TD5000, and the “green lloo k, ” I thixik the 
or&~+aLl experience of the ii2,v:! was thnt sgnething Liirc on?-half of one 
percent cf cc sts ‘were disallowed ccs ts, Cf cnur~c, tS?t rms higher in 
the beginning I until contrmt9rs 5t3cp.m accustcmd to c5st-~lus-2.-fixcd-i 
accolilxlting, &IC as they gat in the ~raove and ironed out their accsuntir 
differences, 'the disallowed costs ~CICRTT-.C I&s, 3ut :mu a”-rg zomct; the 
disa$lowed ,costs ~aln.e Gut of the contractor’s fee or bonus,’ ‘, 

, 
; 

Did 3703 use escklator clauses? ‘, 
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.'& on9gdu'sed escalator clauses in computation of Scnuses, Tbzt is 
a vcq7, btridate thing, I do not have time tc! go into it in detail, 3ut 
-,rre were usin+; escaldtor clauses for fr,5or and materials in.ccst-?lus-a- 
fixed-fee contracts, 

The Bureau of Shil2s--1 m Onj. 17 referring noi’ t3 3n;3 3ureau in the 
WRVY-- spent a5out 25 ' million dollars c? dF;T on ships. ThPt is allout 1c 
ymxent of t;he total war ezmzndituzes. I Waul,'d SFq that, a third or a 
fourth of these contracts mre of this ty>e, 

L~rill go new to the fixed-price irlcentive. 1 nust.gc c&r this 
n2t $y"'too fast far 
there, it would %e . I had Tmrked wi%h rt s 9 

. : , 
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drcds of aircraft, .Th& fixed-price incentive contract; works bes% when 
there is. a long prcduction Feriod. The simp2'e reason is because It gives 
the contmctor an: op]mrtunit;v to put into p&y the forces of efficiency 
that will result in low cost, , 

I now M&II give zou a little histQ,ry of thi: fixedAprice incentive 
contract, . 

I am not the father of this contract. I g.mss I was one of the 
attending physicians rrthcn the 4a%;Sr was 5orn, Thk +&her of the cor,tract 
is a rmsic81 instrmcnt mnufacturcr, who makes harmosicas 2nd things like 
that--+-=uitars, rm%Ulim, and so forth. The father of the contract is Ar, 
Charles s* Tharlas, who w'as a civilian in the Mzvy, a sj>c;cial assistant t 
ie l Forrestal, ;ilo F&S at tha,t time in the &rem of deronzutics, 

%xe is the, way the contrmt works: We will take the ;Jro2osed cost 
a shi? ia rour,d nun3tirs as .@ million dollars, I am using a skip cxa9$.e 
Secause m had these inccntivc ccntr?cts on sl-,i.;ss, we also used thcr? on 
aircraft and ordnance, In tha nscotiation tha mamfmturer SB~~S, "These 
LSTr 6 are Going to caet rn? a million doll,,ars ea~f;,~' Ti~wver we have 
reason to 'ueliem in the %V;JT th3.t from previous actual. construction cost 
from other builders, and from estimted costs from other bidders and fror: 
cost estimates. of tha iQav, that is R hizh figure, 

1 might add right here that ship &osts follow a cxvc something like 
that (indimting), s&se, is tne first ship, here is the second, third, 
fourth., fifth, sixth, seventh, eight, eleventh, axed sv cn, ?hoy decline 
continuously as tllmo~+how" and efficiency are increased, but level opt 
at the end and then Tick ug a Little %i% for the cast of a ship or twa, I. 
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. .Sc OUT manufacturer comes in with his first sixlp cyst of a million 
dollars and says this is going to ?e .t;he average cost.of-all fiftg ships 

. en the contract, . 

I Jud.ging from the information available to thb %v37, we do net think 
&rves indicating cc;sts areging tr: level out at one million 'dollars, but 
,we think the..average cost for the fif$y ships llri.11 3e a3gut $70b,OOO, So 
we start .o-ur..incent$ve dez& We write in here (itiiqating) a million dcl- 
laqs ni.ne hundred thousand, ai&t huNTed thousauld, seven hundred thousand, 
six hundred thousand dollars, We even go to five huddred thousand just to 
be safe, because, if we do net, smetimes the contr&tar 'mag g&t dowlrl that 

All right, ;'his SUM, a million dcllars (indicating), is the celling, 
If those ships cast mere than a nillio~ dcllars afgiece, the ~entractc?r 
loses every dollar cf that excess+ Qn the cthzr ha&.; fcr ~very G.sLlar 
]that the CGntK!XtCr reduces his cost below a-million &oLlars he gets tmnty 

: cents prcfit, So, if he 7>uilds thc,shi?s for $999,999, he gets twenty 
v cer_ts profit and the Navy ;;ets ei~hO:T~ezt.s. 5b+~k. _ I .b. 

I.& now going to Suild up an "incentive ta771efi,~~n~icati~~). 233 
profit is pro do'L'l'ars here (i.pdicntin<; clne'rzi:Llicn dclI.ars en the "incen- 
tivz tablcrt), The profit here.w@uld 3e $ZO,OOi~ (indicating $WC,~OO o-r 
the ta.bie the profit here is,$UI,OOC (indicating $8OO,UOO), the profit here 
is $6,O,OOO ( d in icating $700,000), tht? prcfit hero is $80,000 (indicting 
$6OC,OOO cn the (incentive t$Tle"), and the profit here wzuld 4e ~'rlOO,OOO 
($cinting to $530,000 on the mincer,tivs ta>le:'), l 

That l&s like a+mfullyX.g pcfit --20 prcent prcfit if he gets 
down to $?IIC,OQO', >ut the' sl;ips have cgst $5OQ,OOC instead of cne million 
dcllars and nlthough.the ship3uilde r ;ms made $100,000 the Nmg'has saved 
$500,000 dn each ship. I'n the t>ack cf cur head when we are negctiatins 
over in the 3urcau of Si-,ips and r.akin,r up the 'Iincentive ta'51"ete", we think 
there (indicating $7,00,000) is $mui where thRzr; fellclhr CU$$t tc dc that 
3% T&t is abau\ ci&t ;.erceqt (indicatin>: to a Frcfit 3f $tXl,OOO an a 
cost of ~700,OQO),:- 

. ,. 
That, as you cii2.1 notice, will tie .ir_ a little Sit With tha c9st-plus- 

a-fixed-fee incentive deal. If the coEtractor 'clbes the Jo3 that we think 
ho can do,, he will g:c'c a'rlout eight percent :gmfit instead cf the mximm 
of seven percent under a cast-plus-a-fix~~d-,fee incentive cdntract, So in 
the mgctiaticn pf the contract we $8.57 tc the cnntractcr, flAll right, you 
say these ships are going ic cost a pilli.cn 'dol.,l.krs, 3f the77 cost a r:i.l- 
lion dollars, yqu do not make- a dim, r 

If they cost mere than a million dollars,, pm actually lose the 
excess $lUO,OOU per ship, 
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,. 
wit ~95O,OOo’~ou make $N,OGO, if they cost $S~O,OOO you make $$3&oOo. 
For every dollar you set below a million you rnske twe.nty cents down to 
$500,000, but your maximum profit will. not exceed $XOO,WO per ship/ 

If hr; gets down to the $60C,OOQ fitwre, that me& th?t thti NZV:J has 
saved the difference ?eOveen $'68C,UCG and a million.&ollars if his cost 
lilrent u;? there (indicating one million dqllars), In ~mfit it is true he 
has rmde a%crut 12,5 percent against a figure of vh%tt we thought would 5e 2 
fair figure, rlrf five percent (indicating $800,000 cost 'ktd $40,8~0 profit 
on taJY1e >* 3ut what has hayqenod, the ship instead of costing ths iTav:r 
$84O,UUU, 7rlhich wculd ?e $3OO,UOO cost ;Aus $40,OOd for profit actuallzi hz 
cost the &vy $6E!G,C00 ($600,000 cost and $80,G0Q ?rofit)o ' 

at where you are trading on the whole ta,>ie here from a slillien 
dollars down to five hundred tho'usand the cdntractor cm 3ti looking UP h 
and saying to himself, "Well, 1 am i;oin,g to be j>rotected if i% costs a 
million dol-lars, and SO 1 do not see bob! 1 can lose an27 money,' The 
negotiator for the Xavg nay 3e l.goki-ng; ,down here (indicating a cost of 
$600,000 on ihe nincentive table") ,and ?e thinking tlxt if the contTactc 
sets dowzt to $6OO,OUO, he gets z%cut 12-5 >erceat, 73ut the negDtiatcr is 
i+erfectlp willing for him to,m.Jm 12.5 mrcent if he does that gaod a jc 
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So, instead of trading on thFtt one point right here (indicnting occ 
million dollars and $600,000 on the table), win a,II or 10s~ all, you --tre 
trading on the ‘xxmd La’lle from a million dollars to five hundred thousmd 
dOllarS* It mkes ;your deals much ezsicr to E:et across, The iTL,rufac turer 
has protection over his head ~rithin r:easonabLe limits against less, :-‘e 
kmws , * if he cloes a gmod 305, he cm make a r~a’L yofi t, W:ilc he my7 3e 

t&kir+: zbm.xt a million dollars, his thDugk;ts arc rez.lly somewhere ‘~tii!t~r~een 

$700, OUO .w-CL $800, OOO,, Your thmehts there too, 

I mzrst caxtign you, howaver, that m rust kc:e-g the profit figure 2nd 
the dollar cost figure bfitbin roasonz.731,e lir?its, so th3.t the contractor 
d3es not get 20 2rjrct;nt mofit for a mediocre jo%, WC have fourd through 
ex-scrimco that a 20 per’ccnt ‘!yartIcipatic.nt7 
ani tI!iat FE worked out. 

was a>out as satisfactory as 
It can 3e m&k 25 percent or even 33 ~21 a third 

xrcent, 37 4’yxrticigation !’ 3 man what ths contractor guts out of every 
dollar that ha reduces his costs Selcm thd ceiling fi;:ure or, the imentive 
tL251e (indicating- one million dollars), and the l&v;7 Fats the balance out 
of the dcller, 

If his costs ?a to that ?“.nount I he digs d)w in his cm :jocket to 
the tune of $2CO,G00, 

Wlp do 7~x1. set a ceiling OI? his estimated CCS~? 
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No the excess yrofits tzx on1y’,t2kes part; of it awa;q not all, disc 
renegextiation czr?es before taxes and in some instances,, no in ev?r1,7 case, 
we exempt 4 fixed-price incentive cantrAct from rcnegatiation. Hcwevt3r, 
we could not exempt it from taxes, 3ut for every dollar the contmztor 
gets ?efq,re taxes he has at least ten cents lC?ffJ aftsr taX?s, ; :: 

3ut in a lot of cases redetermination wi3.I get MM, 

Do you k&v what. this fixed-prim incer,tlve contract really is,? It 
is a straight fixedmpice contract vrith a r~+detebCnaticn clause in it, 
kt, instead of using the standard redeternlnr?tion clause you add the “in-- 
centive t a%le n* as pzt of the redetermination clause?,, .I,t is nottiing in 

l the world bt a fixed-price’contract with the redetermination clause set 
out in adv?mce in the fnrm of the Yncentive ta51etf’ ar,d the table Yecomes 
a -part of the contmxt, Y&x know t&-t if he :::et$ k-,is c~s,tk -down to 
$803,000, Be gets this (indicating;), and if he ‘&t.s to $700,000, he gets 
this (again indicating), SC when the jo% is done the Naval ,and the ccn- 
tractor know exactly whnt the contrmtor’s pofit is. ?Pke fixed-IDrice . 
incentive has anlnthor greet advar,tai-;e o.vcr the str.&ht fixed-price con- 

Vd:tract with tk.c standard rkdcterqination clause. i .’ - 

: ., 

j’. 

. 

. 
I 

. I 
. 

1 * 



L. ?xit is not too complicated, . As a matter of Sact, t&r6 is mere 
cost infornatibn under this End of deal thar, there is under ~Jmst aqy 
other kitid of deal except the cost-&us-a-fixed-fee, 

, 

In”dete&ining the cost in th* t terminati32 a new pattern is really 
set, In essence we would neg>ti?.te a mw incer,tive gmttern ‘uascd upn the 
number of stiips the contractcr lms actually “luilt, taking into accour,t 
their cost and the com$etim cost af the uncom.gleted ships. 

1 . 
A smg>FT; 

It is azxionatic in the fixad-irice incer,.i;ive sontract thnt the fir:: 
costs mist ba accma;e, ‘m-t i% is not nece~saq~ tG have rig:id ccst in- 
spection, It deep not recw.ire the c3st ins:secticm and audit required 
Uld3l” m5000 ZLlSG kX’+iol~JXl as the “f;l?een b&C,” This contract &muld ‘i>e 
treated a~ though’it was c?. fixe%-price cmtrmt, because it is c: fixed- 
price contract ; 3ut all costs submitted by the cbntrmt6r ‘are Xi.stcd 
against the cost ins+?ectgrs re:mrt on the contract and are ba<sed w;mn 
accegted saund accmmting; practice, 

TIE contractor can use. his awn accounting: methods and mocedures 
provided he use’s them consistently, and vovidcd t.hoso methods and ;~ro- 
cedures ay gencrall~ ~zccepted 39 business, So we do get away fr Drn the 
“green boo k’l I TDE;OCQ, but there me cost inspections, ThG COSt illSiJeCtc7 
will inspect the hooks aztd records, ‘XL% they do nst have tx check md 
amrave each voucher or %iKe slip 9s the;7 do in x&it 3 f R cc!st-:,?lus-a- 
fixed-fee contract as required ?p tiSCOC, the ‘tgrecn h~ck,~’ 
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K@t T& had them do was to go out0 ax~I Feally make.three audits. One 
was a s*i;raEght 'business audit, Two was3ased on what $,be allowable cost 
would be iI7 they had f'ollotred the '$reen.bouk"' TID~CK&L The third was an 
analyaia of the difference between one and two.. .&.cpuid then negotiate the 
deal somewhere in between them. 
in the negutiaticn, 

We used Ta>OCQ the trgreen'booki' a8 a basis 
but we negotiated the fix&. .price' on the basis- of sound 

and accepted accounting practice. It waa not Just :a s,cst, ixlspection and 
audit. There was that difference.nhlch for tht3 want of a bel&ar term we 
called negotiation. We also had the problem of reMbursement i'or cban$es. 
We alad follow&d tthe rule thatif%here waq an increase in the contractoris 
MXX? rate,, he wae t6 be protects&by escalation; not for the number of 
how% he used, b&for an increase in the labor rates. The fame is true ' 
for mal;erlal. The contractor was protected for inkwases, in prices 'of 
materials after the date of the or-iginal negotiation.and aggxement'bn the 
incentive table. Ha was id protectad if he used more r~$teriaL co&, the 
Navvy wuu~d get the benefit of it, because escalation"worked both &ys. 

7 
If' there were plus-cast changes in the ship or aircraft due to changes 

Ln design, we wotdld reimburse the contractor fix them outaide of his fn- 
centFve table. The same way if 'there were dac:esas,ed co&s, the Navy would 
be reimbursed fcr tizem by the contractor outside the -'Incentive table;" 
in other words by eacalaticn or by renegotfation of the change oq 'arj.Judi- 
cation of' the change we dfd not disturb this incentive pat$ern.< '1% might 
pqr him $650,00U‘fos the shig and then on the &de we mSght -jay hir;d. an 
additilonai $2G,OCU for %xtras" 02 &es&n changes that he bui;lt bto the 

" ship * Or we might deduct $2O,ciI)O for things t:aat were left out of the ship. 
Or we might give him another 9/S ("6 000 for Zabor increaser; or take out 
$WOG~ Biat'those things were Bdne+ outside of' the Snsen$~ve. pattern. 

I&I did every-thing we could to fix that deal as of' the date it was 
negotiated an& the effectipe date' of the. contrrsct, so that, no matter what 
happened to the material prIcea and Labor rates or ,how many changes we 
made, In the ship the contract& and $he pavy t&113. had the same deal a8 
that on -the day of the'c&tra&t- 

We had in the Bureau of S&s and aZso.In the. other bursau&M par- 
ticularly in the Bureau of Ships, excellent cost data. We'did riot just 
guew blindly at those costs. PIen ILxke Captai:n SmaJ.1 and Cqtain I:'jrmlroop, 
who are outstanding engfneers and naval constructors as well as cost 
=xmmtant~ and cost estfxvztors; -made cost estimates on the basis o;E actual 
returned costs on stiila3: ships ~J-uI on other cost data, 
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We had in the i’avy a very, very well developed system ef cost esti- 
mating,. Frcr: vast, experience they would ,estimate the cost of ships on a 
tot?1 l&hour basis, 0i-1 an’-amount of stedel-.tonnage ?asis* Then we wculd 
also Sreak dcwn tl~e ‘cost of the ship into hull cost, pro;Jnlsion machinery 
cvst, plans mst, and all the other, %Fgrk that goes into a ship, such as 
LaJ3or, material, overhead casts; etc. There,, are aTaut sixty .i’c’ems t:?rt gc 
into one cf thcsc complete Sccakddwns, Then those sixty items would >e < 
g-rsqmd ir,tc four or five.?ig items, j . ., , 

administrative expense, and sc3 forth, The i’l’avg would have not on121 esti- 
mates of the 1a?or, material,. overhead, and so forth; 3ut we ~would ,bave 
actual experizncc of other shipbuilders or other -:Jlane manufacturers cr 
ordmnce manufacturers for the same thing, We knew hew much tki s kind cf 
shf? should ccst, 

We -knew how much these other similar ‘sSs?s had c;) s t, We knelh7 from 
CX~JeritXIce t hat this ship3uilder’s curve would check something; like this 
(indicating), 0n.o 79uild6r's curve would-5e like this (indicating), another 
would >c like this, We h7culd plot 211 those cyst curves in differznt 
colors to skicw thc.‘comparative ccqts, WC found that t)mse c~$ves took a 
c-‘o~rsc or that these costs tcok.2 c?urs+~ something like t&t (indicating), 
One fellow might dip down, 

We had all that information, .So in the negatiati3n when l>re Xzoked a’ 

before and. 27.t the estimates w2re not ;;;ur91:r ;~~essw:,rk. I recall ona dea: 
tI-&t wi; corer:’ 3ugini;” six tugs for the 2ussians; the cmly thing WC had tc, g 
on was the general hull lines, ,CChe ccntrT:ctor insisted on a :;irice of one 
million dollars each; we gv,v~. hi&m an inccntivc deal for a rzillisti’ dollars 
We thought he could gat cQsts down TV about $6CO,OOO; ‘we set the ihcentiv 
table s3 he tnrr)uld n%k e a’laut 10 ;>escect at that figure, Hz 9uil’t” the tug 
at a co& of about $625 ,Oc)O each and made aFtgut $6O,GOO GE. each instead o 
$375,000 as he would have made an a straight fixed-pries contrc?ct, 

contract from a cost-plus-a-fixed-fee de& to a fixed-grice incentive dca 
Under tk+e cost-plus-a-fixed-fee deal the most,hc c-:~uld make was five, six 
or seven percent--the Ile+@, limit, So on his new cr3ntract he would j-m:2 
from the cost -plus-a-fixed-fee deal, whets ha might make three cr four 
percent, tc one where he could r?ake up to ei:.:ht or ten or 'twelve :?ercento 
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. I / : 
He had not as mu~@~pro?$ction "&&~$t~lo,s~s, 

. 
,but he had enough protection 

" .over .hi.s head to prota.&.&i$; k;e &$l$ &5tijz down at$his bait, %he larger 
- :prof"it, undor':the incentFve‘~~&~~~(~~n~$$$tQq$),~ 1 .' * 19 ,..i, : , . . 1 , 

So it was not hard to s~&&'~im%&n a costLpl~s-a-f~x~drfee deal tb 
a fixed-price incentive deal, for the next contr?ct, ,.I% was plenty hazed to 
switch him from a fixed-price to a fixed-price incentive-deal on a sub- 
sequent contract, that fixed price-he .got a d&&r out of' every dollar he 
reduced his cost. Under 6he 'fn&ti$e he drClf~‘got twenty cents. So he 
said, 34hat is the use of my switchi% from the fixed-price deal tc the 
incenkive deal, where I will have to give up eighty cent8 out of every 
dollax? j' 

The way we engineered that @witch was by giving him a three-way deal, 
That is what I want to bring out. We gave him the choice oT three deals-- 
one the fixed price deal, which was what he had had before two, a fixed- 
price incentiwe deal; mdJ three, an estimated co& plus a fixed-fee de&L. 
What I m going to describe now Is a delicate operation. Those three deals 
must be balanced. If they are not balanr;ed, tha contractor is not given 
three deals. You are giving him only one, because he would ,jumg for the 
best CXi8. 

But, to balance them you should give him a fixed-price deal low enough 
that you are perfectly sure he will not make an exoessive profit. If it 
is a gold, tight deal 80 that he sees he has to &unp on the price or he 
might actually lose money> it will make him begin to jump away from that 
tight fixed Iprice; but if the desk are properly balanced, you should be 
willing that he take any on8 of the three. 

YOU should give him a fixed-price incentive deal that gLves a ceiling 
over his head with more protection than the tight fixed-price d8al; but for 
that protection against loss, he should give up a little profit. Ws might 
give hlar a fixed-price deal for about $73U,OOU or $800,000. He ~-SLOWS he 
must really jump to do that. we would give him a fixed-price incentive 
deal at a million dollars; so he has a couple of hundred thousand dollars 
ceiling over his head. But in the fixed-price deal we would give him 
more money at $7>O,OO0 than we would give him in the fixed-price incentive 
deal.. Es has a chance> if he wants to take a gamble 0n.a tight fixed- 
price deal, to make more money but he aliso has a chance to lose money. 
Then the third choice would be the cost-plus-a-fixed-fee; where we wculd 
set the estimated cost at about $gG,O,OOO and he could not make more than 
three or four on five percent no matter how good a job he did but he 
could not lose any money on the third deal. 

Wlth~those,three deals we fomd we could switch a contractor out of 
the fixed-price deal, into the fixed-price incentive deal sometimes. We 
could not do it always, because if you made the switch price a little too 
stiff, he would stay on the fixed price. f3ut we did work out a great aany 
deals, that way and the contractor could havF.no complaint. .' 



We. had ?i11$0ns of’ dollars fn these dwk, 1 think the &my yro’m’?ly 
had Betwe+.ti six apd ten. S.iZbion. dollars in fixed-price incentive deals, in 
Aeronmtic’s, in brdnance, and in Ships, ’ Aercrnzutics.and Ships used far 
more than Crdmnce ; Aeronautids usod’no’ra than Ship of the fixed-price 
incentive, -2nd ~rdmmco used the least, 3,. 
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