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PROFIT LIMITATIONS AND RENEGOTIATION

29 October 1946

GENERAL McKINLEY: Gentlemen, this morning I think we are very for-
tunate because our speaker has the kind of background that I believe in,
While I am a professional Army officer and have spent a lot of time at
it, I have a very keen appre01atlon for the desire to sprinkle all
through the Service various grades of people who have had more of a
busiriess background than an Army officer has had an opportunity to de-
velop, with a view to enlarging our ideas and gettlng a keener apprecmatlon
of both 51des. '

This morning our speaker is Brigadier General Maurice H:rsch. He is

a graduate of the University of Virginia with an A,B. and M,A. in 19103
~ LL,B,, Harvard Law Schodl, 1913; he is an LL,M., University of Texas,
1914, From 1914 to 1942 nls activities were devoted primarily to corpo-
rate matters with extensive experlencu in the oil industry. He was part
owner with substantial participation in the direction of various enter-
prises, prinecipally truck transgortatlon, warehousing, beverage distribu-
tion, housing, land development and oil exploration, He entered the Army
in June 1944 as a Colonel in the Army of the United States, and was pro-
moted to Brigadier General in April 1946, He is now Chairman of the War
Contracts Price Adjustment Board and Joint Price Adjustment Board; Chair-
man of the War Department Price ‘Adjustment Board, and Chief, Rencgotlatlon
" Branch, War Department General Staff. So he has twofold duties: that

of the over-all Joint duty, you might say, and the War Department special

duty, - :

His subject is "Profit Limitations and Renegotiation." I take great
pleasure in presenting General Maurice Hirsch, o

GENERAL HIRSCH: Without notes, I am going to speak very informally,
if you don!'t mind, The subject, as I have said to the Commandant, is one on
which I could spend ten minutes or I could spend ten days--a constant talk..
I am not going to spend ten days, I am going to try to give you a little
of the background of renegotiation and something of the problems that we
are facing and the means taken in order to attempt to solve some of the
problems that Gove;nment was facing and that industry was facing.

1 know that one subJects himself, perhaps, to a little bit of straln
in welcoming questlons, but, I dontt mlnd questions during the course of
what I am saying, and you have the pr1v1lugc of interrupting at any time
- you want to if there is somethlng that is not entirely clear to you. I
am not trying to go along any prearranged track, so you can call on me
any ‘time you want; it is perfectly all rlght
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I don't see many of you here in this group who are old enough to
remember the very serious situation that existed after World War I. I
recall very vividly the attacks.that were made upon industry after World
War I and during the final days of the war, That was a war that didn't
require anything like the procurement that was rnquired in this war, and

. L)
yet they say we developed over 12,000 millicnaires in the United States

out of that wary: I don't khow whether that is the correct number or not,
but I do know that there were a great many millionaires created out of
- World War I, Thé situation was So serious that the. word "profiteer?
became one of ‘the hated words of the language; and stigmatized industry
and likewise $tigmatized those in the departments who had placed contracts
on a basis which would create millionaires. When I talk:about the cre~
“ation of millionaires don't-misunderstand me, T think there is something
very fundsmental in the entire approach of renegotiation. - I don't know
of a single person in any of the departments who has engaged in this
business who is ‘opposed to profit, I don't know of anyone in these oper-
ations who has not-been glad to’see profit and to encourage profit.
Someone 'said to me "You dontt like to see millionaires made do you?"
I 'said "Oh, yes, I do, but I want to be purc that if there are a.million
‘dollars earned there that Nhoevgr got that carned it in the war," because
if a’contractor comes out with that after we gst through with it the -
bigger has been his contxibution toward the winning of the war, and the
idea that everything has an incentive is something that is very funda-
mental in the whole subgect of renegotiation., Alse don't misunderstand
that I am trying to press down a concept of pabriotism for I know of men
who have come through without profit, but. we don's encourage that as
something that must be done in order to show that a person is patriotic
and not a profiteer., There have been many who have participated without
- profit, and yet believing in the profit system they are convineed that
profit gives an incentive, Somebody said--and I am going to find out
some day who it was--~that the sale of the stock of the Bank of England
many yoars ago helped to finance the wars of England against France; that
they sold the stock with great success duc to.a combina tion of pubrlotism
plus 8 percent, There is a whole lot to that, We need both and we had
bothy the result has been a production that has gone far toward the win-
ning of the war., When Congress began thinking about what ought to be
done during World War I there were many suggestions, The American Legion
made one that all profits should be taken out of war. A4 lot of people
believed that, and I think if that were made universal it weuld be all
right, Bach person ought to knewe—~everybod; ~—capital and labor-~-that no
-matter what ‘he got it is all nccessary to the winning of the war, and if
it 1s made universal there weuld be little eomplaint about it; but when
. there are differentiations as to whether this group or that: group should"
“have’a profit without adhering te the wartime concept of profit, as to
. what 'is the best means of holding profit to the proper levels; I think it
is ‘subjeéct not only to criticism but o absolutc condemnation, We have
had all "kinds of suggestiens. T have had the snvgcstlon that there
sheyld be a peresmtvge ef c®st as tho profit. -That was trdigd out during
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World'War:f, and ‘that is where thore Was- a Tot of. condemnabion heard,
Not ‘only did:the dollars mount up but thn coqtraotor was subgecb to the
proper criticism that in many instances he increased his costs for the
purpose of creating profit, anc ‘in wartime thet is crdtical becausse one

of the primary objcctives dnowartime 1s 0hd- 2 BVCTY productlon unit
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But. during. Worlkd War I “ho contrnc | the most .money,
‘whor could: throw away dollars : i L the most busincSS
when. it came %o vrofic: *ua;vabf.-lL;G% 1 »g oubiery against a con-
. tract en g porcent bagsd b(r of fact -nu“+hpr the
Congress- ner the o Llic the old 1dca of a cost-
plus; even though under Tlus a-fixcd-fee is in
my - opinion aund in the ¢ 25 and the departments
the best kind of procurenc proparlf direched, ,nwvurtheless Cungrcss
mnd hw Dlolw have nover bLen ak1e to geh ixOl a cost-plus—a-

ntag s0 the idea of getting
a'profﬁi on~thu,bas¢s oF rent ‘ot the window,
Frapk7v wb;have;bdd‘ sLot of anugxlﬁ with the Navy, thé army, the
the I asury;.cpu zrg Mﬂiibluﬁ;commioﬁiﬁﬂ e geh them away from
the  concept Oi V“VT 9 extta foos because. of the faet
that he hw,; MONCY Our concuptlon is that jt‘onnft be true
that the:

Lor gnends on oroduchion th fower dnllara

tractor spends produchion th
3 our:. 1ntLrpretatlon has beerr in the very
opp081t dix ect¢on Lo ekut COut plu a-percentage—of—cost;
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How about pcrcentag@ of smlgs° If you UWy to a contractor "I ar. going
‘to pay you. a.profit based upon percentage of sales,! what have . you done
then? You. have encouraged him. to charge you the hlghest prices he can

Fa

charge hu("\ﬂq,c: "I"hm morsa - 'lnu chargas to the Covernment the more dollars he
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is going to keep on the buSlS of the percentage of his sales, and there-
fore when you do make 2 profit on the basis of thc perdentage of sales
the result is to force up and up: and up the number of dollars the contrac-
tor will charge for what: he produecs, And premember I am talking not only
about the prime contractor,. '-The cost:goes all the way down the line,

The cost to.the. subcontractor becomes cost, to the next fe]low, and all

the time that thing is more and more and murc, and when it comes through
several tigrs of subcontractors to. the prime contractor you have forced
up the cost. of: the' contractor beeause yau haven't hmd the proper control -
all the way down the line; _therefore a. profit on the perce ntagc of sales
means an inflation of cost..ond Cqu”S nlghcr prlces."lT th way up the
unuoithuOMmmmmth$. : . . Lo
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What Otherlmgans are- there. for dut srmining w profit should be?
Should we say that -a ontrwctor should have a percentage on his net worth?

If you do that you discourpge production. gnrned a millien dol-~

lars on ‘net. worth what is the use- of my bak 1nd,any further risks? . There
are . tremgndous operations where the porcuntwge of.net worth in no sense
reflects the.contribution the contractor hes s mades  Lowill give you some
illustrations: ; ‘




I know of one kind of 1ndustry where a dollar of investment in the
course of a year might turn out - somethlng like a net of 126 dollars in
.sales, - The net worth will be turncd over in sales 126-plus times., I
.know of otherindustries like some of the elements of the chemical indus-
try or ‘the plate-glass industry where it takes a dollar of investment
extremely well handled during the course of the year to turn out 80 cents
_in sales in the course of the year, How can you come to o basis of per-
centage of sales in relastion to net worth? If you give that first fellow
onc percent on his sales he gets unduly rich,  If you give the second
fellow 10 percent on his sales you break him, In other words, you must
have your basis of profit related to the various things that the contrac~
tor has had to risk; that is, to the contributions that he makes; what
he has had to risk; and one of the things he has had to risk, only one
of the thlngs, is hlS net Worth. Rbputatlon can be risked.

- There are types of risk that are not norMal to a production line--the
creation . of a competitor, for instance, We have seen in many cases dur-
ing the war where one concern over a period of twenty, thirty, or forty
years developed certain kinds of profit on.the output of that particular
plant; the contractor as one of a dozen competitors has given to those

,competitors the know-how, and when the war is over that first contractor
may go out of business because of that contribution to the war, He has
created real sompetition from the standpoint of the manufacburer; the
competitor probably in many instances manufacturing that product in new
plants and with right up-te-the-minute machinery which con turn out the
product a whole lot cheaper than could the first contractar, Then the

ar is over the first contractor .gocs out of business begause of his con-
trlbutlon to the war, That is a contribution that we have to 1ook to in
connection with what comprises the proflt that a contrsctor hﬂs o right
to charge and to retaln. T : : Senoow

At the bcglnnlng of th@ war “the problcm of excessive prcilts wis

uppermost in the minds of those at’ the head of thD dcparthHts, princi-
. pally the War ‘and Navy Depurtmcnts. One day Mr. Forrestal, :the then
Under Secretary of the Navy, and Mr, Patterson, the then Under Secretary
of War, woke up to-the fact that there had been presented;in Congress
what was known as the Case.Amendment., This amendment provided a top
limit of six pércent on sales for anything that went.into war production,
and. that arendment had passed the House with only ¢ight dissenting votes,
They went pretty quickly up to the Hill, got a hold of Mr. Cdse, and told
him e can't conceive of anything that will be more destructive to- pro-=
~curement in the war than the passage of such ah act as this." They
~ pointed out that in some instances it would absolutely preventua concorn
from producing and in obther. instances: it would make the concern rich’ '
bejyond -any Justlflcatlon. Mr. Case said "0LK, What -do you suggest M
Prior to thiat' time in the War and Navy- Departments thcy had attempted to
rbducc some of ‘the profits by voluntary agrcenmnt with certain contrac-
tors that where the proflts hmd gone up so hlgn thcy voluntarlly give yqu:




back a hundred mllllon dollﬂrs. It looked like something pretty serious,
S0 ovcrnlght the first renegotintion statubte was'drafted, It was felt
‘that it was 1nadoquate but it was a pretty good statute to be prcpared
overnlght with the very brief experience the departments had-had in vol-
untary agreements. Tt was felt that "If you make that wuch money there
is going to be a publlc oubery, What de¢ you think voo.ought to . do?t
Ccnprpss was much impressed with the point of vieow that you shouldntt
Jjust ke back dollars fron.'ﬂos who were will o %we righty thet you
ough* to toke tack collars Woom all of thosc e vrong when it came
to the amcunt of mre getting cus @ Alung.

Whep they peosed thei irst act there wh :0 opposition to it.

5 & great Gt ot 451tionvto ren i onp G0, aboub a year

~I ago, fmeleﬂyuuumcchmﬂtseL'qtnbﬁ*oftmzrmhwg

uld be considered by shose who were going to administer the law,

rcad it the first tlm I must say frariiy it friintened me, Here
tute that J;‘. 25w el gu1d¢nor o mad & rmm that placed
T : fous r55ponQ. [k . 6, withoub

and 5

When L
was o f
in the

covali

" New there was onw Little éentcnce in the low wos highly criti-
cized, 1nd yct I thlku it was the best senténce in b wh-le aet, It is
5 rafits are those profits whic. rmined to be
: Iike~cwﬂessivo:profjts £ gize profits, but

’ ive profits ave thoss oo which are
5otime chey had ot head of re=-
wio was Chairmen of Board, and
: . the highest qualivicotions from
businesa o ‘ There never has beon any criticism
of the pen cng ""ncg tiabion in any hearing that has ever been
held oh the Hill, and we have had eight of them, Cn the contrary, there
has been’ comm@ndution, and I am frank to say this law never would have
worked 1f it hadn't been for the kind of men who merc rcally doing the

Job, 'Ivlm nﬂt tryln .+a taku' ny acclaim for those of s right here, My
commendation and al roogd mostly o these men whn arve right oubt in
the £i and’ “g”with the contractors out in the field,

They nhe the' vouilly doing the Job in ronegotislilon,

first act, There

) w;JJ the verious devaituments were faced wi
£ was no v *all b»uL,¢ ‘I'¢L0831 the time in & afger oné of the
depart: - ,ump e OunC}uSLOﬁ as ton“uo jie3 excessive profits

“sometiiimes it woul d take three or four months o geb a conbract signed by

_ the’ Govermment, -and: somstimes dupawtmpnusizﬂ‘,‘ad no dinterest in the par-
ticular contractoris productlon had to agree tor the amount of excessive.
profits tc be eliminated, We h&d a man who did nothing elsc cxcept to go
from one’ dppartant to another explaining esch case and trjln to get an
'agrecm nt with the heads of the departments on those warious rencgotia~
tions’ and rpiund agrubments. ‘It was a terrible job,  We finally eliminated

- "30
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_,a whole Iot of that by what was known as the Joint Price Adjustment Board.
" That was a board created- by agreement of the various departments, It was
a group that proceeded purely on this agreement and it did a pretty good
Job but there were certain elements and some Substantial elements, both -
in and out of Congress, that'felt there ought to be two things at least:
,one, a crystallization of at least the factors which were to be con81der~_
ed in connection with renevotlatlon, and second, an over-all board to
_have Absolute authority with reference to ronegotlatlon, so that at least
there would be that direction to be given to each of the departments,

‘ So the Renegotiation Act of 1943 was passed, There was a great deal
‘of trouble in connection with that act. I think some of the elements in
industry were very short-sighted in their thoughts about it, and if it

hadn't been for the Christmas recess of the Senate in 1943 I_don't be-
lieve we would have anything like a Renegotiation Acts It was completely
emasculated by the report of the majority of the Senate Finance Committee,

~ but during that' recess the minority report got more publicity., The news-

‘papers and editorial writers came to the rescue of rencgotiation and

pointed out what would happen if there was a virtual destruction of the

. opportunity to eliminate excessive profits; by the time Congress came

. back to Washington something very unusual: in Cungress¢onal history cc-

,Acurred. The chairman of the comnittee who had himself  presented the

L magorlty report on the flocr of the Senate moved that that report be not
‘ adopted so renegotiation was saved, Lots of opposition was met with
when it came to the extension of the act; however, we had a very dlffer—

'".ent feeling about it.

.. I want to give you the previous background because I think it is
'1mportant for you to know the evolution of the thinking, the governmental
and Congressicnal thinking, the departmental thinking, and then the think-
ing of the industrialists about this job, The extension of the act after
reintroducing it was approved unanimously from 30 June 1945 to the end
of 1945 by the Senate Finance Committee; it was. approved unanlmously by

" the House Ways and Means Committee., It was approved by voice vote for

a single adjustment on the floor of the Senate. In the House, however,
it had a very close call--the vobte was 30L in favor of and oné lone vote
against., That is how it passed in the House, There was cne voteée in all
of Congress stlll opposed to the Renegotiation Act as amondcd

How about inside of the Government? I recall in the War Department

. in 1942 six of our top procurenent generals were volicing opposition to

rénegotiation, and one of them went to the extreme about it, He said it
- was destroying the opportunity for contractor procurement; taking away

* . the opportunity of the contracting officers of getting contractors to got

“into. work for the Government, work that was critically needed. - I hav

" within the past eight rmonths hoard from the lips of éach and every one of

'>thObe generals the expression that they were a hundred percent in favor
of ronogotlatlon, and from the lips of the one who was the most extreme




el

on, the publlc platform I huard th@ pr@nouncpmbnt that in his opinlon
*'nothlng ‘could have been conceived of which would have been of grcator

" ‘uld to war procuremant than renegotlatlon. . _ .

Now let me glve you agaln the change in oplnicn of anothcr brnup,~‘, :
‘and that is the men in industry, The first public talk I'ever made on -
j‘renogotlatlon was before the Adv:sory Committee to the United States v

Department of Commerce, a group of men drawn from all phages of 1ndustry‘p,,f7ﬁ

© in-America; and I know that in that group-—and that was in the latter =
part of 1942—-OOHSOrV&thbly over 80 pcrcent were opposcd to runcgot1a~ S
‘L'ch.bu lybd..[ bIl.,LU &,.l UU.P Ild,b Ild.u &a IIlbLb.LIlé: dDUU.b ILIngUl;J. ‘blUIl. A

yeal aid 4 half ago we found that they were no longer in opposition to
renégg 'ut%on “arid at-the last meeting, which was something like five

. months ' 2go, each’ dnd every.one of the men who had expressed oppositlon
”'to rcnegotlatlon ‘irvthe ‘earlier day got up on’his’feet and said that if
dn't been for renegotiation--first, thore ws ld not have been any
- ssful procurement: for war and scoond that® they wuuld fear for- the
-_'contlnuance of . free enterprise in Amcrlcs.; I am snylug, ‘gentlemen, . ‘that,

:”ﬂJYthat was unanimously sald by the men of thut group to show thc change off"“

- oplnlons.-

S With rcgard to prucurumcnt 1 know what thu guntlcmcn have said, and
I might summarize it by telling what one of those fmen out of the ranks -
~of “industry said to me,’ Mr, Polly, the President’ of the Continental -
* Canning Company, He said "Maurice, you will never knuw what ruhegotiﬂtlcn
" has, maant " speaking of procurement - and prJductlun. HL §aid "I can speak
‘for my 26° plants. I:can.speak for each and every man who is herd at this
meeting and for industry. at large," He said "1n1t1allJ we were very hes—
~itant nbout giving the price, We.didn't want to havc advances, 'We were ~

represantlng our stockholders and we wanted to get enough money for them ; "

‘but we didn't want tc be profiteers, so we mebiculously worked out. what

“'a proper cost would be.and what a proper price would-be, - ‘0n the other

hand’” the contractlng officer didntt want to be prufitubr either,- ‘He
Cdidn't wart to make big profits which would later be subjeect to.-severe
Ceriticism ‘whén perhaps the’ amount. of profit would | get mountain high, so

"~ 'he ”ttbmptod to work at' cost," He sala "You will anur be -able-to com~ . -

“put all “those weeks -and months that were ‘saved when the RGnCFOtlﬂthn
Act was' passed, ™ He said UFpom that. time forward oh yes, we tried to

o get toggther and “do ‘some - rensonabl@ thlnklng about ‘what the cost might
" be. We knew we¢ gould get together, .We had counSCl and we were not

- . afraid any more. We knew we were . loqking at it .in the over-all, We kncw\:ﬁ
f}.we were not going to be profiteers.," The contractlng officer wasn't. 5

’dependent upoh them. "He: still tried to work out” uomethlng that was
within reason, ~The Government pold us-they. wantcd something and we
,'stdrted our production lines moving." He said "That brings you pretty
‘close to all on the front.line because, llterally months of time were ¢
saved in ‘meny -fields bocause: of the fact that we could get together with-
out the fcgr that was haunting us. before." He kncw they couldn't get to
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any guide to cost or price, I.had to listen to him when I attended a
Shate’conventibn of steel contractors in New York about two and a half
years agoy; They had their whole crowd there and they were very proud
because at that convention they were presenting a cost:analysis in con-
nection with the items that they had been producing for upwards of fifty
- years. They told us then that they had a committee working ot things
-that “we ‘never heard about. and cn somcth1n~ that the Secrutary of War had
: med of--the cost. of angle irons and the various things thet had
*been produced over there--and ‘that the committee would work out something
that wouid show 2 gpfOleﬂtb cost, . They told me there was going bo be a

"::sta arien®: oi the cost in less than six‘months. The contracting officer

‘under 740>p olroumstahces would, work out what the proper cost was going
to be, and the -men had been looking to the specificaticns on which the
‘COHtT&CLQT was. goirig forwnrd with his production, If you can't look for-
ward with sufficient vision bo knbw what the proper profits should be,
then vhat is the way to toke care of that? You must have selected men
who understand finance, busindss, production linbs, and who are well
versed in accounting and in the law to get arcund a table and do just
exactly.as men do out in busincss'life. TFor instance, Vice President.
John Smith is sent by his Board of Directors to a dlifcrenh clty and they
tell him "There is a plant over there that is for sale. Find out what
we can pay for it; what is the right price for us to payl.!  The. Vice
President goes into that city and finds out there is o very fine plant
there and is assuming thet the, deTuClCtlﬂn has been normal, He finds
out that this partlculai city is flncly located From the standpoint of
supplies, and that it is streabegically located from the standpoint of
sales, He finds that the publlc Pbl ations have ‘been splondid, that the
labor relat ions have been outstanding,:that therc are four railroads in
the city, and a siding alongside of the plant. He comes back and says
"I. think we can pay twc and a half million dollars for that plant, I
have locked at =2ll 'the v“rluus things but I have enumcrated-only a few
of the: things you ‘would probaoly look ok, His dircctors say "How did
you come to -that concluswan9 How .did-you work it out? How much did you
allow for the site? How much did Vou'n¢low for the siding? How many
dollars did yoii allow begruse of the good - “abor rgldthnb7 How many dol-~
Jlars did you allow pecause of the fdet thot ‘the public are all in faver
of you down thevre and like you?' :He couldn't éJVC a £uess wnswer %0
- those questiohs and we cun't blthﬂr, gmntlcmen. We' know v&rluus Factors
“in, renegotiation but we ean't give you an answe
“for. thls, thuu’ and the other thing; but when WL s elcy whﬂt
~has done and when we relate everything thit he has ‘done to the business
‘there is a real rclatlunuhlp there,. forgetiing cm.@Lctcly all about per-
i.centwgcs. That 15 fine I think in pesccbinie amt viortinme procurement.
| Forgetting about percontages we try to find out. how o qy uollars w111
1fully rupay thc contr ctor for whwt he has donc.‘

.';w, A llttlc felle cut in Callfornl Whu wws*@mpljybd by thc Telcphﬂne
'Gompany for twalve or flftvbn years. had 2 1ittle place in tho back of




- his’ house where he dev1ued the mbans of oruatlng ‘¢rystals, and with less
than 30 000 dollars herlade a proflt of about five or-six thousand dollars
" on it. " He had ‘to because he had asa 1ary of 7,500 dollars from the Tele=~:
phone Company.v Then came the war, and cryst ls .as you may well remember
in the early days of the war were & critical item, That fellow knew how
to get them out, He producad 1.7 million dollars worth of crystals in a
year and he made something like’750; 000 dollars profit, with a net worth
of b uuV,uJ' Lavs. Now work that. oub. If- you are afraid we are going %o
1 porcent on net worth that fellow worked a year and mo de
ERPRYe Po“tIlbhtl)n, and he told a lot of those other crysta
maker L“w o 76 that, and that is one of the reasons we won the war,
And ';"r< soing bo give him 10 percent on his net worth-~500 dollars--~
for who+ e did.  You should givé him a hundred percent on his net worth./
A hunuy;&.n-*btqu on his net.worth? Oh no., 7You are not going to con-
fine worecli to any percentage on anything, .What are you going to do?
Are you coing to be bound by that concept that anybody ought to be able
to'mexe six percent on sales? You give that fellow six percent on his
sales and he has so much money he doesn!t know what to do, Here is some-
thing that has a new meaning at nlbht at such a time, this rock crystal.
Who would attempt to evaluate that in any percentage of anything? What
“would that fellow's contribution to the war be worth? We find every day
creative contribution. Lett's say, for instance, Mr. X has a plant, It -
is antiquated. It is not well adapted to the'manufaCture‘of.a particular
type of thing that is urgently and vitally neccded for the war, He does-
n't want to toke a contract he knows he can't do welw,‘un“ the contracting
officer examines it and says "0 K" AL the same time the Government fi-
nances another plant for Mr, Y ‘across the strect and it makes plans for
the bullding for all-oul production lines, Mr, X is a patrictic citizen.
He te¢lls the Government ond Sells Mr. Y "You better avoid this or this
or there will be serious derects in your procduction linec." It happens
that Mr, ¥ comes througn cad has o wonderful production line, miaking the
same thing that Mr, X is mooofacturing, Is not Y's cost not going to be
way inder Xis C?St?( X ~15~t ne d01n3 a much finer production job in the
plan* then Y 1s doing wi shis new plant, 8o the cost per unit is not’
geing to voanal my Judggwft in connection with profit, and in additicn,
there is ne history.of creative genius behind Mr, Y, so you can't give
“him dollars on the same basis that you can give dollars to Mry X, I anm
Just throwing these things oub at rendom tu show the complications in
connecsion w1th cost in ﬂpprulsln profit. I could give you a thousand
instan:cs, but T am showing you wvery briefly why we haove come to the con-~
clusizn that we have no formula to go bv, why it is a matter of judgment, .
and’ why it is 2 matter of Judgmbnt thut can still be exercised before and
after. We have tried it.out, .'I sat fop’ somethlng‘llﬁc two yéars on a
committee we called the Formula Oommlttce. We had on the committes men
Wlth various bmckbrounas. T racall one of “them was Mr, ‘Taylor, the Pres-
ident of the Globe Aluminum Company, an outstanding man in lncubtry,-and
there were several péople eonnccted with the rencgotiation activity 2ll
over the country, Thcr@,WQr;,&OmcthlnD,llke over 250 of those- suggosted
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formulas that were to give us the answer but we never found a s1nfle one
that would give you the answer correctly across the board; we wére nmt
able to find a formule that would even take care of the problcmo as . to
any segment of our country, of our work, - You may say, &cntlcmun, nIf it
is gust a matter of individual Judgment how is it that you can fearless-
b the eonclusion of the Los Angeles Air Ferces Board, the:

wrd, and the Chicago RiF.C, Board?" This is just really

fou know that in each of the departments there is a
2ourd composed of several members, For each department
responsibility, Those men come together every week,
2f the fundamentals; there is a discussion of im-
. hers 1 an analysis of Whab has been done in the various
tes ol meny times there are discussions of the individual cases,
Cotes wo toke thé time to tell you of the ifiternal operational
urdg 1s one tnlng'you can be assured of, and that is that the
45 not one but.several opportunitics to present his casc,

weh ourthearings llkp they woul& in . a court. It is a very
"‘LL}?‘)," o . ' - N
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and wher a0VEe Gonu:

some fnsts e de mEant do
it was n : ;-«wsenLqu'mx;ausLia Jrof¢t I'am frank
to say th MTE ] PO Veen rather star-

tled at OVprnment to_

- get, doul e -t bake them
bedwize that _ “ncy,' We are
an g e nd CGecunh conclus: 25 to what will

be not i 1ager compensat out what will be ¢ wéasonidble compensation,
or what would have been arcived at if everything had ‘been known at the
time tie contract -was placed, -Oh no, Weé tried to say to him that he
~Was e selving -bhe number of dollars that would properly pay him for
ceverything that he had gone as a. contrlbutlon to the war,” That mcans
.volume of pruductlgn,-lt ‘eans risk of - cap:tal it means invention and
_englncering; it’ means coopération with the Government it means each and
every one. of thosc many things whith woulﬂ go to make up the part1c1pa~
Lbion of the cuntnactor 1n the war effort :

Coe

I What are- the rcsults” I “am very happy to say that thc S& CTLtaPlGS _
ofthe Departmerits realize that whilé dnllars are off grcat importance,




that the collectlon of dollars is the least of “the accompllshments of-
renegotlatlon. But let .me tell 'you somethlng about the dollars first.

As of now refunds in renegotlatlon have been recovered Jjust about on
“theadot of 10 million dollars.. A lot of that would have come back in
taxes. We have made a very careful survey:and we ‘estimate that 70 per-

‘cent -of . that would have been captured in takes, -We don't know whether o
. that .is correct but that is our best estimate,. That means a net of three

'f,bllllon dollars in the: ellmlnatlon of 10 billion:dollars from the ac~

- eounts in earnings, and those are the accounts that are looked at when a
company or 1nd1v1dual is subject to criticism. In. addition to that every
" one. of the contracting officers~~sometimes other than lawyers--has an
edge on renegotiation, but in most instances with the influence and in .
some instances .with the cooperation and in other instances with action on
‘the part of the renegotiation agencies there has been an over-all of
somethlng 1like an-additional. 10 billion dollars in reductiens in prices ,
‘on contracts after prices were already established in the contract. Those
“two ¢lements do not take .into consideration the effect on subsequent
‘orders  for new procurement. Nobody will ever be able to give you the
whole case as to that, The prices in thousands of instances are the ef=-
fect of influence; that influence is brought about by something I probably
-should have-emphasized. before, that is the emphasis we put-on-the risk
“Anherent 'in close pricing. We told them "We are dssuming that you have
held your costs down as low as you can, because we are going to leave

you less if you charge more," and when we found ‘out that he maintained
a‘high peak of production by a tremendous margin of profit we cut him

down. substantially below what we would have done if he had maintained

what was a fair margin of profite We have attempted to apply that when-
gever we could, T freely confess that was an ‘instance where we. didnlt know
,enough about priecing, The prlclng is based upon the conditions that you
find in different plants and 1n the procurem@nt in thc background of ’
production, - - - .

I know one strlklng 1nstance where I was on the stand in an executlvuV
session of one of the committees and one of the -Congressmen wWas very much
‘interested: in-a:constituent,. We had requircd a very substantial ‘refund
jfor ‘there; was a competitor who ‘had charged- substantlally more than others
per uniti. Without: ¢alling names .the Congressman said "How can you jus-
tify taklng away dollars from this contractor when his price is substan~
tially under the price of a competitor per unit of production? I said
M"Mrs Corgresuman, I can't answer your question, - You don!t glve me enough
facts upon which to base a reason, & conclusion. Let's assume, Mr. Con-
gressman, that you are new to a particular type of production. On the
other hand letls assume I have beén producing a certain kind of unit for
six or: elght or-ten or twelve years, - There: may be a little difference in
detail but that is substantlally what: T have been producing through the
' years. Let's assume that in 1943 I manufactyre a hundred thousand unitsy
in 1944 I get a contract for another hundred thousand unlts. Now leb's
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assume that you 1n ‘& contrach: in. D@cembcr of 1943 h&VL a hundred thou-
sand units to be produced in 1944. .. My prudu ction:lines wWere. seb . up and
ready, I hﬂd thought ‘about that 1n the prior yearsy My foremen know
what to do, ~ My labor knows what . to. db.: My managément:knows -what to do,
I am all set to go- and-you are thrown 1nto he productlon plcture. Do
you think, sir, that there is any fulr COmerlson between my price and |
. your, price for a hundrud thousand unlts? Your cost on the.,item might be”
around 3,000 dollars, Your cost may be. 2, 900 dollars a-unit. It may be
3,100 dollars. You may lose meney on it, My cost nay be- 2 500 or 2 ,000
'dollars. But you may be doing a better job gottlng ready. to ubilize the
labor facilities whilé I have-had several years in which to learn. You
may be doing a much bebter job than I am doing." There is no basis for
appraising cost comparlsons there, therefore we have -to be very careful
“with those price comparisons, thosc cost comparisons. ~ If we know; if we
have a reasonable assurance that one- contractor has priced lower than
another we are going to assume that their cost has been right; that the
one.who . prices lower is going o keep more dollqrs-pgr unit of his pro- -
duction, . That has had a trbmcndous effoet, In the contracts that have
been renegotiated we have ssen them come doun, down, down through the
changes of ranogotlatlon. There is a margin of something owver five per- '

cent difference in ‘the pricing, and that is &fter a tremendous mumber of ™

changes in conncction with the item that is being produced, That is
- after the absorption of many of those modlflcﬂtlons in specifications and
new contributions on the part of the contractor. We can see the resilt .
of 1t in lower prlclng from year to year, : S
N In summxtlon T would Just llkc to say that those are some. nf the
ObJQCthLS and ﬂccoipllshmcnts of renegotia tlon. Probgbly the greatest
accomplishment of all was our help to the boys in the front line-and the
protection of the system of frce enterprise, Frankly, T don't bL]luVO '
thers would have been any. chance of . saving the system of free. untcrprloc
in, Amcrncu when the war was over if it hadn't boen for thc operation of
PCNLTDthtLDU. ~That is-a pretty broad st tbmpnt : :

L@t ne Just read from a . letter that the Sccrptwrv cf Wﬂr qgnt bo
Senator McKellar sometime ago in response to an inquiry from the. Sunwtor
as. to what had been accomplished in. ronpgatldulon.- ‘The Sccrctary of Wa
called attention £6 the days of recovery and to the net sayvings, the
even Qrbatcr savings’ than he thought had been 000“81)n‘d in cvnncctlun‘
Nlth subsequ nt ordurlng and then hc sald':’“‘ S )

':"The cobt of all of tnls on . tha ovar~all hz buun “ppPOXJN}tbly -
_.a third of 1%.of the gross recoverics, and abolb .1-1/3% of the net -
| recovery; after daductlng for faxes, SO it has beon = prnfltnblc ‘
venture fron the. stendpoint. of the Qost LfflCanoy, and the dol»

lars recoversd by the Government,! == L :
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I know' that that hag buen concurrod “in bJ Socrutary Forrwstal, who
wrote thjs-‘;"_‘ N o :

: ““Although the monetarJ u&Vlng to thb Governmpnt is. 1mpro851vo,
it is perhaps thé least 1mportdnt resultof.the Renegotiation
“Act, Through tne Act and its efficient administration the
procurcment and productlon of war material has been enhanced,
’1nflatﬁonary tendencies of the wartime period have been com-
‘batted, and the system of ircs enterprise has ‘béeh prot@ctcd
" against the'dccusations. of 6XCLSSlV6 and ‘unconiscionable profits \
-out of war, ™" o

”Thénk*yOu“‘ﬁéhtlémen,

'fGENEhAL MCKIN“LY We arc res dy for ‘8 fcw qu »thﬂu NOW: if you have

STUDDNT What Wers the bookkc801ng mbthods of thu-companlcs under
thc ruccnt chcgotlatlon ActV ' S R

GENER“L HIRSCH Ve haVl I talnk, adopto. a oractlcal aporoach.~
Ve have, in fact, Ttuuﬁptbﬂ to contirue the accounting methods that were
“uged bya’ cont"actor. We have accepted any system-of gecounting that
would reasonably give us a tFUu picture of what the contraclorts situ-
ation was., In the figures in the evalustion.of what a contractor has
done the vAricus methods of accounting can give you very différent
TGSUltu. Lpt me give you an 1llustrat1un.; ' - '

£

f

I knom that SOMe CJmpanlcs Lﬁ one ﬁccountln method throw just: about
eerythlng with the exception of certain OVbrhuud 1tcms, administrative
items; into-invertory in connection with their production, There are a
few- contructors who thirow qurythlnﬁ ‘into inventery. - They divide’ lp
- evéry iten of" expenditlre, tnd to the extent It gous into the productlon
<of ‘a4 unitof ‘production those thlngs are cvaluated into that unit and so
‘declare his Anventory. accurmlation,. ‘Others goito the other extrome and
‘we, Tind “instancés where one of thOoL AUBGTOUS - crysta4 manufa cturvrs pub
insraw material in bulk, and it is not all" aqun51Vu stuff, ard when he
camc-to the Inventory nccount even though hé had on his ShLlVbS ‘hundreds
of ‘thousands of dollars of the inventory artieles he would w01gh them

~and he would put them in his inventory on the basis wof the initial cost

of the raw mateérials, Those are two extromes, -and When we know what
methed is uscd then we can properly evaluate ah&t the contractor has |
dorie,  ‘The Navy has done that more oftepn than has the Army or the otbur

departments, - Albthough all have worked: consistently with the various con-

tractors: ‘they have never imposed themselves upoen the- contrﬂctor . The
Navy, the Army, and the other departments. have almost vlway  aQCupt@d
the accounting’ Qf'thuucggurqotor..w [ O T e o

~




“V_kln as one did be;

We hﬂvn“P%iﬁﬁfzﬂtrt orie’ 1 didh’t‘havm the
coopcratlon of industry. Lgt me rcad “you just one‘paiagraph from a
letter that wag signed by gach of the members of tRe War Contracts Price

‘Board to tnc Mcadc Commlttec. It is Jn bonnpctlun w1th accountlnw and

) HThe. pPOdeurbS mdspted in ren

o Auaﬂl-‘g : "fil‘ax\'n- PR PR ST AL £ B B P mrl/}rlw\w 4-1’\{\‘ nccnmh"- S An 4‘%"»‘(* 1\'\'7‘
A U\.z. . J.J,J.D‘y C«\A.ILL.L‘U UKJM.L/ L N A e U\.O.J.J.\J.\/}Af‘ vk‘JAL . wilvw L)I-)U.J.J,Ll.l WA/l Wiilbs

N 'dilarg the ‘businesg men’ of Am ericanfrcyhonest. They don’t

'contpmplatc A 1noulsltorlal staff e 0

I think that will explain to you the approach we have taken; and I must
say that we have found very few instances Where, even when checks have
been madc ‘based upon some supgcstlun that tnore‘may have buen fraudulent

iy B P

vd.bbb Orl \.ulb p\_tl UA'\).L tup"uuuuu“uuur .LI.l bUIull;bbJ_UU W..L\JU. .U.LD (_lbbuuu.bu’ J‘t
has been 1ndlcated that the cqntrmctcr has attcmphpd to defraud the
_Government. . I believe there is no. group that has had a better opportu-

nity to see ‘What industry has done and to cvvludto the contrLbutjln and
cooperation of industry, They have beoh covperative, Lhey hQVu baeon
kfai?,_anq they han dcno an outktqndlgg‘gob,

1y S - a

“thise mt,mu‘ rs of in-
ct° !

FArS

GmNERAL HIRSCJ Yos. There is”one uutSuxndlng opgoncnt of _renego-
tistion., ‘He Has- fought us all the lmy thirotizh and he is still fighting
~us. It is Mr., Rockwell, H¢ says thot renegotintion has dbStTWYvd in-

dustry.. As a matter of fact, if you will read his testimony: you will
seée thit almost bvgry other word is to the effect that incentive is
'dcstroybd it dis just going to keep us from having 1nccnt1ve' wWe are not

npantvas s T T ntra: 'n/ re nrmnﬂ “F‘\vsw"hrﬁ folkow WH‘. comas
“ u.u.t_vv_. A e Ve O G, SIS

uorrlu wasm't in favor
en T was in the Scuth
01flc wncru thu boys dldn't hivs g('“ '* : ﬁnd'thpy ‘knew they didn't
‘huve planes as good as the Jap- Zcros,”thgyiv~1tbd to get the reaoon.
to 219 TGAn to‘say that you wouldn't
e everythmg “that you could t0. get p.<~ du""bl‘- ‘out to those’ bays over

RN o A 17 P "TFY,\W'I -., il FT e

coing Bo Have fantr
£o1ng £

"tho;c,. ! .Lllb .Lu_L.LJw om_Lu. : DJ_.L,' ‘_LU O
golng to ‘beé llmltbd on my prlco." Th b is the k1nd of fellow that main-
- tains he'is a hero, but thank God there heven't been very many of them
’f?hpru in Amgrlcu.' That is ‘one qud mf oprus1t1>n t¢ rencg Otlmtl“n.»

e

llLJ/ .LL.l‘vC.H.U..LVU .L,L 4 I

‘Theré has bcen another’ klnd TherL was a whole ‘lot's‘id about rene-—
lgotlut10n° thﬁt'lt should be suff101 nt 1f WS wore td hﬂvc a high taxg
‘th:“u’b tt,».I‘L/D W 3 ‘,o;.u.wuu.uj.b fOl"'&ll u.uu Wb kiiow how it is u.x.ug to u.uy_‘.‘y
‘to everybodys thprcfnrb, et us” havu &' very hi&h tlx, Lv en a ‘hundred
percent tax if you please T think that finally Congress saw our point

uf view about it, which was not the point of view of many here because
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of tne 1nefflclency. They saw: the v1c10usne5u of that" p01nt of view,
_;that as. a matter of fact the higher the' taxas, assuming there is any-"
'thlng over, the more the incentive to high prlces, and we will drop it,.
U If T keep five cents out of-svery dollar and if T make two dollars and
_ keep 10 cents, the more dollars I would ‘make the more. I would keep, There

18 no prassure’ thaere to hold down the mnrice. and when once these nrices

Coowud LWL HELOR OIS U0 1181 T PRy Wil 1 R
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. get 1nto the stream.oi your gconomy you can.-see what it does to the in-
‘,flatlonary tendency of the period; that is something that you are always
faced with, There were cases in 1943 shdwing what the profits were
after taxes and with renegotiation, and some of those  cases were so

. “utterly scandalous ‘that there wasn't much more said- about taxes alone
~,ffbelng able to bdkb away excessive proflts 1n warulme. It is outrageous’,
‘“'thu proflts that can accumulate. Sl

Lut’s sece Wﬁdt hapbbns when you say "Lct's makc & one. percent tax,!
“LebTs put it that” way.  Of. course then you really do take auaj all in-

vi :cent1vﬁ to add to productlon. There you have 'a complctg limination of

just the additional spur to go ahéad,  ¥We have suén thp_rboults of “those
thlngs in Lngland England didn't take the time for our approach and it
is. cbvious in the production of the plants of industry in. England be-

. cause they’ had a’vory high tax and an elimination of profit based on
glVlng somethlnd back at some time in the Tuture, which shéwed dircetly
in the productien rate of indus bty dn “Englend, You must have the back-
ground and know that those things can bé effective,” We will have to
strugglc plenty of times to maintain incentive, and so many times there
is going to be the hue and cry that indubtry: ho“ partlcipated in exces-
sive profits due to the fact that everyone knows that life itself is at
stake, The taxcs I think have established thut COHCJM%lVLly, and that
has' one oi the qEtacks on POﬁbgOtlablOn. SRS S

. _ Another was the suggcstlon that we woug ht to wWork out some r@lmtlon~
ship of ‘net after taxes in relation to: Sulb 3 that we ought to work out
‘what ‘a Gontractor: ought to havc or industry ut large ought to have. Leb.
us fix something. Let us give thom four or five or:six or ‘eight pereent
of .sales but after taxes. Some of the rasults of that are literally
terrible, Let!s assume there is a contractor who made over 10 million
dollars in sales out of thc war. In the best ppriod of peace all that
‘he could ever have made was a millidn dollars in salus and he was very
well satisfied to make that then, The old tax rate wasn't so much. He
came out with a fine roturn--a million dollars in Salbo, so he had his
100,000 dollars. Comes the war and instead of running his plant eight .
hours ‘a day or six hours a day that same plant runs 2L hours a day, likc
all similer textile plants, It runs constantly. Now hi¢ has 10 million
dollars in saeles bu* he hasn't put anything irto the investment. T will.
take that back. A lot of them do put something into the investment,
They have repairs and maintcnence. One month it would be repalr. © Next
month a wall over here or a roof, a new factory, new spindles--—ever rything
else. He has 10 million dollars on sales-—six percent on sales after
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taxes, How many dellars is he. going to have? He has 600,000 dellars
after taxes, He has that 600,000 dollars after taxes, and of course the
big part of that is going to be the 80 percent over-all rate, which

. means that you are going to have to multiply that 600,000 dollars by
five, which is three million dollars, Ten million deollars in sales
before taxcs is' three million dollars profit, and do you think that the
economy of America’ would stand for that? Do you think Congress would
stand for that? Do you think the GI would, who docsn't look at the

- after taxes, whichiis ‘aplenty. He made a hundred thousand beforc the
war.: -He looks' at what he made before tmxcs,brnd if you let him keep
600 ;000 doll@ra, then you have taken away Trom him the burden of helping
to c&rry ‘the ware. ‘You have 1ncreaoed your prlccs so that the burden
goes oh” everybody ¢lsé., Congress is the taXng authority and the Con-
gress said they bhould have so rwch bgforu taxca, and the tax rote is
‘so«and~so. Then we come in and say "We are going to see that what you
‘havé done has ho effect, Wo are going to give thom.so much on the price,
and give them a bonus because we have 10\rnud thiot in oppratlng theire
“shops they have stimulated opvrxtion more thahv”uey ever had.in thelw
‘experluncn before, !t : TR

We could give you hundreds of illustrations to show that it was
~worth the attempt, on the basis that whatJWaS'suggested was the basis of
the opposition to the:Renegotiaticn Act absclutely was not unreasonable
,-from the standp01nt of wartims procurcmcnt.

I think those were, by and large, the most serious objections urged

 to renegotiation,

GENERAL McKINLEY: I am sorry our time sccms to be runnln out. I
imagine there are many more questions because they seem to be rlpkt in |
the middle of the subject. I fecl that the class has enjoyed this meet-
-ing as much as I have, because I think the subject is most instructive
and enlightening, -I apprecicte very much your coming down here and
. speaking to us. ' ConTi T T "

(29 December L947--250)8/jehi
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