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LECTURE
Policles and Procedures In Procurement

Lecture XVII - "Profit Limitations I"
0840-0930~5 March 1948
Instructor: Capt, Thomas B, Worsley, AC
-I. Introduction,

Apparently, the subjects that I'm assigned require me to stick my
neck out, The last time I stood on this platform and stuck my neck out
we heard from the Inspector General himself ) Today at this time and at
10:40 we are again teking up a subject which, to say the least, 18 con-
troversial, Ahong other things, profit limitation is a subject on which
people have stfong feelings and quite often strong emotional biasmes.
Liritation of profitsvhits the war coatractor in the spot where the
blow hurts most and I do not mean on the chin, over the heart, or in
the solar plexus, all of which any of you former pugilists will admit
are pretty wvulnerable spots, I said profit limitation struck the spot
wheie it hurts.most, meaning squarsly in thé middle of the pockstbook,
Accordingly, I feel constrained to make clear in the beginring the

attitude which I shsll attempt to assume toward the subject of profit

limitation,




Perhaps an incident may bring out my point better than any words
of my own, Séme of you may recall that several years ago the magaiiné
DIME published s photogreph of a mudist wedding, The wedding mrty vas
dressed in a manner which would please the Amalgamated Sunbathers of
the ¥orld, Incorporated, For weeks afterward TIME received letters from
minigters, apineters,‘etc.. attacking publication of the photograph or
froﬁ self-astyled liberals cheering the magaéine for its broadmindedness.
Finﬁlly one reader wrote a letter to the editor in which he stated, itnis
is neither to condemn nor to condone publication of this much discunssed
photograph, but would you please tell me the neme and address of the
second bridesmeid from the lefti™®

During this hour and the next I shﬁll attempt neither to condemn
nor to condone limitation of profita from wartime contracts, Rather,y
the effort will be to seek and pressnt the wholeaﬁrnth and to let the
chips fall where they may. |

In this firat lecture we shall cover ;ﬁe reasons why we have govern-
ment limitation of war profits, & brief history of wartimevprofig limita~
tion in this country, some of the direct and indirect methods of limitation
and their ze_lauie advantages and dissdvantages. At 10:40 we shsall attempt
to go more deeply inte statutory reneéotiation of war contracts. This
hour's lecture will end several ninutes early to provide time for qnsatiope'
and discﬁénion, Details will be avolded in both lectures,

I% seems unnecessary to spend a great deal of time polnting ouf to
such a2 group that the desire for profit is the motivating and directing

_ force in our type of ecomomic system. It is a cliche”to sey that the
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Anerican enterprise system is run im respounss o the "profit motive,"
Antlcipation of profit determineg“what‘partiQWIar goodz will be produced,
It also determines how much will be produced and when qnantities and
qualities will be increased of'decraaaod, It determines what measures
will be taken t0 decrease waste and promote efificiency and economy in
production and it directs‘the alloqation‘of the wvarious factors of pro-
duction among both industries and firms,

It also is well knoﬁn that in pescetime under rolatively competitive
conditions profit tends to be "limited® by the freec play of such com-
petitive forces, If profit increased in a certein industry or firm to
any marited degree, capltal and other factors of produstion would eventually
enter the industry or firm, there would be an'iﬁe?eaeé in ewpply or pro-
duction, and eventually a driving downward of pricesland profits, We may
illustrate this principle by a simple diagram hef@ on the blackboard,
Compesitive bidding therefore can protect the Government against
exhorbitent profits in peacetime, Profits from legal monopolies such
as utilities are regulated by public bedies,

Ve have already seen in sarly lecturses that, in wartime, competition
is actually nonexistent in many markets and, th@?@f&?e, unable to "limit"
prices, It is comsequently, unable to limit "profits,” which, together
with costs, make up prices,

In earlier lectures we have seen some of ihe reasons why hugh profits
are possible in wartimeg‘ These will be msrely mentioned agalin and not

elaborated here. The size of wartime recuiremenis, the need for emphasis




on speed of procurement, and the desire to escape the poiicy-cf f4o0 late
and too little" make it unwise to spend too much $ime analyzing cosis and
attempﬁing close pricing, This was especially true early in the war. The '
fact that the duratioﬁ of the tremendous demands of wartime is uncertain
discourages increase of prlvately-oﬁned plant capacity and supply o meet
increased dsmands. It 1s impoasible o estimste acéuxately or predetermine
costs of produutién because of changes in the scarcity of the factors of
productioh, inexperience of contractors with new items of materiel, and
variation in unit costs due to changes in volume of prodaction. It

should be emphagized strongly that excessive war profits are not usually
caused by greed on the part of comtractors or by incompetence on the part
of contracting officers. |

11,

A, At the outset it should be made clear that it was the American

people Dotk in and out of uniform that demanded some sort of limitation

of wer profits through government action, The question of whethér you

or I mey like the policy of limiﬁing var profits, therefore, is really
beside the point, The real voint is "how can we limit profits best without
interfering with productiont”

B, V¥hy do the Americsn people and thelr representatives in Congress
feel that profits should be limite& in wartime? Undoubtedly thé main
objective of profit limitetion is to protect morele on both homs and
fighting fronts, The private, who receives $50 cash per month, while
risking his 11fe and under great hardships feels that none .should profit

inordinately from war, The general public is agsainst profiting from w
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a tragedy like war, A moral as well as a morale issue iv involved.

C. Another important objective of profit iimitation is protection
of the good name of owr Ameriecsn profit-and-loss or "free enterprise®
system from the brickbats of politicians, labor leaders, stc, Criticisms
of the entire system would be sure to arise if the public felt that the
government was allowing undue war profits,

D. TFurther objectives are economy in the use of taxpayers' money x
and aiding in the prevention of gen_erﬂ inflation of prices,

111, A Brief Glance at the History of Wartime Frofit Limitations in the

Uniged States.

A. First let's comsider the 170 years before 1942,

1, It ig important to understend that all of our Americen wars
kave resulted in profiteering by some contractors who,recaived wideapread
publicity. The public reaction agminst such profiteering has usually
been strong, |

2, As a resul$, various neasures %o 1imit.war profits have
been taken during all our wars since the Revolutionm, Befofe World War II
the chief method of limiting profits attempted was limitation of prices
on selected commodities such as shoes, clothing, food and armor-plating for
naval vessels, ZThese were spasmodic and inadeguaie, DuringIWbrld Woar I
not only direct price control but sxcess profits taxes and cost-plus
contracys were used but found unsatiafaé%@ry@ ¥rice control was bdegun
late and after much s,nnamn, Mz, Baruch himself has admitted this,
Excess profits taxes were begun late were too low to achleve the

objective of preventing “wai millionaires” and were found hard to administer

e




becéuse of difficuléy in determining the vate base, Gost-plus-percentage-
of-cost contracts were found grossly lnudsquate %o Limit sither profit

or cost and éPF? gontragts wers not found @&ﬁi@faaéary‘f@r limiting profil
or costs, You alre&&y underetand why.

3, "Betwsen World War I sund World War II sbout 170 bills intended
to "take the profit wvab of war® were intreduced intc Copgress. The Americen
Legion played a lerge part in $his @fférﬁﬁ Cut of these 170 bills omly
the Vinson-Trammek Act of 1934 aud the Merchant Marine Act of 1936 became
law, These covered enly sircroft and vessel conbracts, Furithermore, both

rovided for fized or inflexible porcenbage Limitetions of prolits.,
B. Now we gome 30 tho years sfher 19433

1. Soounm &f%@y‘ﬁwﬁyl Harbor the newspapers began to publish
glafing sbories of huge wer profits being emrned., Youw will reenll the
ecage of Jack and ﬁ@iﬁ%%% the Cleveland contractor which pald the secretary
of one of the twe owners some $40,000 o yewr, When Uougress proposed
limiting profite on war condracis o 8 flas siz porecsnt on cost through
the a@éﬁallaﬂ Coge Amsndumsnds b an appeopriation sct, the military
procursment agencles protestod. Whey felt 1t walair bo 1ielt 211 zom=

tractors %o ths same parcentase of profit, The reasons ave pretty obvious,

Sontracvors vary greatly wwe o periorsmsnss apd individusl sircunstfncés,
The War and Navy Deparbments, Shesedors, dequest lsglelabion providiag
for flexibility in demling with the perfovmance sund clrcenstances of

o ondaerstend the fast

individunl combrec

that the ailiteary wgs
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and urged ites continuation even long after emphasis upon forward or "close"
pricing on the basis of cost analysis had begun, This led to passage of
‘the Renegotiation Acts of 1942 and 1943, l

2. The 1942 "Act" was actually Section 403 of the 6th Supp. N.D.
Appropriation Act, passed on 28 April 1942, It covered both prime and -
subcontracts of four government agencies, the War, Navy énd Treasury
Departments and the U, S, Maritime Commission, The number of aganciéa
was later increased to nine, The act applied to contractors whose volume
of business baving & government end-use was $100,000 or more,

3. The 1943 Act was really part of the Revemue Act of 1943,
passed in February 1944 over Prosidnnt_noonovéntfu veto, It covered fiscal
years ending after 30 June 1943 and applledvto prime and subcontracts with
nine government ngencies for contractors whose annnal,raceipis or accruall‘
from contracts with these ﬁgancias aggregatad $500,000 or more, The nine
agencies covered wera War, Kavy, and Treasury Departnénts, U. S. Maritime
Commimssion, War Shiﬁping Administrstion, and four R.¥,0, subsidiartes.

This 1943 Act provided manj important amendments in response to pressures
from business interests and as a fesult of experience under the 1942 Act,

4, All renegotiation legislation expired on 31 December 1945 but,
of course, ths renegotiation organization is‘still going shead in coqploting
renegotiation of profite firom sales to the Govermment which took place

before 31 December 1945,

IV, Analygig of Relative Advanteges of Indirect snd Direct Methods of
L ds .

A, It's pretty obvious that since the profii motive is so importent

.




in relation to ﬁroduntion the government must be careful to choose =
method of profit limitation which will gain the odjectives of limitation
without impeding production or interfering with its efficiency. In other
words, what is needed is the best possible substitute for competition,

B, What are the pdssible substitutes for competition in limiting
profits? What direct and indirect methods of limiting profits have we
tried in this country up to now, and, finally, what have ve learned as a
result of our experience regarding the strong and week pointe of these
various methods? In answering these cuestions 11 will be apparent that
' among the more indirect methods of profit limitation are: price cellings,
comparison of prices without cost analysis, cost analysis during original
negotiations, redetermination and readjustment of prices on industrial
contracts after cost experieneﬁ, cost-plus-percentage—-of~cost contracts, and
CPFT contracts. Among the direct methods of limitation are:! excess
profits taxes, statutory limitation of profits to inflexidle percentages,
and statutory renegotiation., All these methods are related parts of the
general picture. Let us compare them oﬁo by one,

1, First we may examinefngigg-gg;;iggg. Cellings were found
inadequate to control war profits during both World War I and World War II.
a. In the first place, they did not spply to strictly military
items during World War II, TYou recsll the agreement between OPA and the
nilitary procurement agéncies, previously discussed here,
Y. Agaln, profis ;iaitation is merely a potentiadl or incidental

by-product of price control end not its major objective, Yor example,
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the OPA pdlicy was to attéqpt prices which were "generally feir and oqnitablo,“'
not %o limit profits on individual contracts or even for individual contractors.

¢, Furthermore, during both World War I and World War II price
ceilings were applied after a considerable amount of inflation had taken
place,

d, To some extent this was intentional, inasmuch as it was
necesgary to allcow prices to rise 6ncugh to encoursge marginal producers
to supply war materiel, tt‘is obvious that if prices were high enough
to allow some profit to margimal producers they could allow largs profits
to more efficient suppliers, |

e. Finally, it ahﬁuld be mentioned that quite often price
cellings were determined before producers reached volume produation,b
with the result that when volume prpdnction'and lower unit costs were
‘attained comtractors found themselves sarning high profits,

2.. Duripg early stages of the war when time was precious,
contracting officers followed the policy of ecomparing prices of given
~ontractors with those of other contrectors or with their own praviouav
bids, without analyzing costs, Sometimes contracting officers set their
own'”geilings“ and negotiasted with high biddgrs to comes under such
Yceilings." For obviousurpagons such a pglicy, while better than none,
was inadaquato for estimating and 11miting profits,

| | 3., Earlier speakers have made it clear that cost analysis durlng
originsl negotiation of individual contrgctl provides maximum incentives
for conserving scarce manpower, materials and facilities duiing productio:
and sphould be encouraged, These same earlier lecturers have shown that

erroneous estimates of costs often result from lack of cost experience
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and deliberate inflation in estimates of cost and profit to avocid risks,
There are slso practical considerations such &s prepsure of time,
insdequacy of accounting personnel, and the need to councentrats omn
“production first,"” which made it impossible to analyze costs on all
contracts and, therefore, to prevent excessive profits, The adminis-
trative burden is especially mcute in comnection with cost analysis

for subecontracts,

4, Of eourse, it may and undoubiedly should be urged that in
éﬁy future emergency betier provision mus% be made for adeguate traimed
accounting persomnel in both procurement‘offices and contractors' plants,
The fact_remains that unless such provision is made it would be imprac-
ticable to handle the vast administrative job iavolved in original pricing,
andithe redetermination and readjusiment of prices,on the basis of cost
analysis. Furthermore, there will alwsys be some point at which there
is & question as to whether it would not be better to use time and
personnel on production rather than accounting., There is a point of
diminishing returns for cost analysis, as for enything else, and, of
course, new items of materie]l and inabllity to forecast costs due to
changes in volume, wage and material costs may be expected to exist in
any future war, There will probably always be contractors with no cost
. systems or whoge accounting department consists of the proprietor's wife,
who in spare time kesps records oi the backs of old snvelopes,

5. Let us look at redetermination and readjustment of prices on
individusl contfacts after cost expef;enco. This, of éoursa, should be
emphasized, and practicéd wharovér practicable, Again, however, we find
that lack of time and accounting personnel make it impossible to audit all

coniractes pericdically and, in this way, to prevent excessive profits,
' -10-
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Here agmin we find that the adﬁini;trative problen is pspacially g;eat
in connection with cost énalyais for the large number of subcontracts.

6, What about cost-plus—percentage~of=costs contracte? Ihese,
of course, actually encourage inflation of costs and profits and were made
illegal during World War 1I by the First Va.rv Ppwers Act of 1940,

7. Well, let us look at CPFF contracts, Here also we find that |
there is & f@tlurc to sncourage orﬁc;ency and cost control unless special
incentive provisions are included, Furthermore, after actual rather than
estimated ‘costs are known the fee or pﬁﬁt received may prove to be far
* higher in relation to costs than was originally anticipated,

8, We have seen why 2ll of the six indirect methods of limiting
var profits may be inadequate in one or more respects, Let us next lock
at three direct methods of profit limitation, The first of these 1s
excess profits taxes, Such taxes have proven very wvaluable in limiting
war profite of buai#eases not selling directly or indirectly to government
agencies, They are; therefore indispensable during wartime for this
purpose, EHowever, they are considered ina.dnquatc by many responsible
persons in the procurement agencies to contrel profits received by pr‘in_:e
or subcontractors of théue war procui-emont agenciss, This is bVecause they
apply too late ‘tfo provide an incentive for avolding waste and promoting
efficiency in use of materials, labor and facilities. l‘nrth;arnore, since
‘the performanée and the individual situations of contractors vary greatly
such taxes cannot be equally fair to all contractors. If the tax rates
~ are high enough to recover so-called "excessive" profits of all contractors,
they will discomrago sfficiency, risk-taking, inventive and developmental

contributions, ete,, on the part of many contractors. If they are not

w]lle




high.onoﬁgh they do not achieve the purpose of limifing war profits,
It should be stressed that during all the Congressional hearings on
renegotiation no cne was able to suggest & form of excess profits
taxation which would limit profits, encourage efficiency and be fair %o
all centractors, |
9; The same eriticisms may be made of statutory limitation
of profits to fixed or inflexidle percentages as have just been mede
of excess profits taxes, To limit all coantractors to the same percentage
of profit on either sales or cost is similar to requiring sll congumers
of shoes to wear éize 98, A shoe of this size would pinch many feat, dub
others would rattle around insids them, Any comfort derived from such.
shoes would‘be, in the words of the movie producers, ”pgrely ecoincidental ,®
10. =, And 80 we come to the final direct method of limitation,
namely, statutory renegntiatién. This method has certain undesirable
agpects, as we shall see, but also the advantage of flexibiligy in attem§t~
ing to treat each contractor on hig merits,

b, In other words, by varying the rates of profit allowed,
renegotiation 9&5 encourage, rewerd, or consider such important factore
as!

(1) ZEfficiency in the use of manpower, materiamls and
facilitles snd in mesting quality standards and
dslivery schedules, .

(2) Riskrfaking in the form of price and cost reductions

at the time of negotiation or during the life of
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contracte, and use of private rather than Government
capital, |
(2) Inventive and developmental ctmtribnﬁiona.
(4) General cooperation with the Govermment,
(5) Character of business, complexity of operations,
subcontracting, rate of turnowef. '
Each of thess factors will be considered in more detall
during the period beginning st 10:40 this morning.
¢, Of course, as we have already stated, emphasis should
be placed upon close pricing of contracts through cost analysis because
this gives contractors 1ncantivebs for efficiency in use of materials,
labor and facilities m production, Nevertheless, as we have saen,:
such close pricing or "forward pricing" cannot slways be effective or
practiea'blo. This conclusion is borne out by the fact that continuatlon
of both renegotiation and "forward pricirng" was considered necessary by
both War and Navy Departments even in the later years of World War II,
The fact that renegotiation was continued long after forward pricing
became widespread was not accidental, and it shculd be emphasized that
the copt-and-prieo znalysts founﬁ it useful to po:tuf ont to contractors that
price reduction would improve their status,in»feneg;otiation.

. 44 Since ranegotiétion normally covers a coatractors
government businesa for an entire fiscal year, for whish he already has
financial statemente, it generally requiro# less accounting and auditing than
cost analysis involved in forward priciﬁg, readjusiment or redetermination for
each contract, This practical consideration is exiremely important and

sometimes outweighsphilosophical consideraiions,
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‘@ Is has been said that renegotiation applies after
contragtors have inmcurred costs énd expenses and that it, therefore,
doees not encourage efficlency and economy, As we have seen, this is
net trus sincé rensgotiation allows differences in rates of profit
on the baails éf efficiencﬁ and other fectors. In other words, rene~
gotiation provides the advantages as well az the disadvantages of
hindsight, After thelr first experiencs wlth rsnegotiation, cont;actors
become desply impressed with the fact that efficiency of operations is
the factor often given grsatess weight by the price adjustment personnel
in determining préfi& rates te be aliowed, }

' £, TFor all thesas feanon- ths advocates of renegotiatién
congider it a ﬁsefﬂly”backstﬁp' and helpmeet for the varioﬁs indirect
methods of profit limitation alresdy discussed and for such a direct
method as excess prefits taxation, As baseball players you know the
importance of & backstop, human or.material.

Y, Supmary, | |

A. TLet us take & quick look backward at what we have found, The
brief history which we have covered indicates that any future American
wvar would probably ﬁring popular demands for limitation of war profits,
Yorld War II in uniqna in the fact thaf, not since its earliest stages,
has there been an outery against¢ profitesring, The American pecple
are not likely to forget this fact.

B, Whilé grester emphasis should be placed on close pricing amd/or
,roﬁricing of fixed-price contracts after careful coét analysis, practical
considerations often prevent application of this methpd of avoliding
excessive profits and of oncouraging efficiency and economy in use of
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materiala, ;I.a.bor and facilities, Ve may anticipate that in‘any future
emergency it will still be difficult to estimate in advance the cost
of #ew or even old materiel produced at greater volume, Whether there
will be adequate accounting perscmnel in procurement officée and
contractors' plants depexﬁda upon our planning and policies regarding
key personnel, |

| C. Tor &hss; rea.sofu, reliance on some form of "backstop" not
ohly for recovery of "excessive" profits after they are received, but
which will also encourage efficlency and rigk-tsking, through price
reductions on future deliverles, seems unavoidable,

D, The disadvantages or inadequacies of excess profyita texation
and fixed-percentage limitations on profits, previouély explained,
make renegotiatiqn the "backstop" which scems most-nearly to "fill the

bill,"
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