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COST PRINCIPLES AND PROFIT MARGINS 

8 ~nr 1953 

lllJ . 

COLONEL JOHNSON: We have presented military procurement from the 
viewpoint of the military itself, from the Congress, in the interna- 
tional field with a representative from another government, and by one 
member of industry. 

It has been said that military contracting is s battle between the 
lawyers and the accountants. As you remember our other representative 
from industry was a lawyer. This morning we complete that phase by 
offering the accounting or financial side. 

Those of you who read the biography of our speaker this morning, 
Mr. Victor Brink, Assistant Controller of the Ford Motor Co~ar~, may 
have wondered whether we were bringing him here as Colonel Brink to tell 
us of his experiences in the Contract and Audit Branch of the Ar~ Ser- 
vice Forces. Some of you may have wondered if we were bringing Mr. Brink 
here to relate accounting to us from the objective point of view as a 
student, a professor, and a practicing accountant. We promised you 
that we would have another representative from indnstry~ so some of you 
may have decided that we have another representative from the automotive 
industry to give us a critical point of view of our application of cost 
principles and profit margins in military procuremente 

Now, those of you who looked at the over-all picture realize that 
Mr. Brink--and he assures me he prefers that manner of address--is a 
triple personality man in this field, and that probably he will draw 
from his experiences in all three areas of this problem. 

It is indeed a pleasure to welcome again to this platform Mr. Victor 
Brink, of the Ford Motor Compau~, who is going to speak to us on "Cost 
Principles and Profit Mar~ins"e 

MR. BRINK: I have heard of dual personalities, but this is the 
first time I have thought of myself as having a three~w~y personality. 
But in any event, I am very happy to be here and to have the opportunity 
to appear before such a distinguished group as this one and to discuss 
with you some of the problems which exist in this very important areae 

First of all, however, I should like to mske the usual disclaimer, 
that I am expressing my own personal opinions and not those of either 
the Ford Motor Co, any or the War Departmente 
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We can start out with the general assumptionj I believe~ that 
America is dedicated to the free enterprise system; and that~ therefore~ 
if we are going to procure goods and services for war purposes~ whether 
for industrial use or military use~ we should deal on the* basis of price 
to compensate properly the person from whom we obtain the goods snd 
servi cos • 

Now~ the range of price varies from one extreme to the othero At 
the one extreme~ we have the ultimate situation where prices are deter- 
mined in advance; and, on the other haud~ there is the situation where 
it is impossible to determine the price at the time of contractual 
negotiations. In the latter case 9 we are compelled to approach the 
problem from a cost standpointe 

Taking first the situation where the price is established in adwnce~ 
the most clear-cut case~ of course, is where one buys goods or services 
on the open market. For example, if one buys potatoes and coffee--- 
something for which there is am established market---the price is set 
without a~ question and that price is paid or the product is not obtained. 
Then we range backward to the situation where there is no free markete 
Under such circumstances, we deal on a bid basis. We may put out bids to 
t1~ee or four prodncers and whoever gives us the best price---t~t estab- 
lishes the price. Thus, we can establish a fixed price in advance through 
negotiation, on an individual negotiation basis. 

When this establishment of a fixed price in adwnce is not possible 9 
we have to resort to some intermediate type of arrangement. The most 
common one probably is the escalator type. Under this arrangement~ we 
will say: "Yes, we will agree on the price; but there are certain factors 
here with respect to which there is considerable risk---labor rates~ for 
example." The Government recognizes that the contractor cannot control 
the labor rates. So the Government agrees that to the extent that labor 
prices advance, the price will b e adjusted accordingly. We might have 
the same arr~ngament on materials. Actually, it is possible to extend 
this escalation technique to any factor in the situation which has a 
degree of risk which it doesntt seem reasonable to resolve or settle in 
advance, 

The next stage in this cycle from escalation is to have a price 
redetermination type of contract---with which you are all 9 I knowj 
familiar---where under various types of ~rrangements we carry out part 
of the Job and then take a look at the facts at that point of time and 
redetermine the price. It may be that we will determine both a retroactive 
price and a forward price~ or we might redetermine a single over-=l! con- 
tract pricee 

Then~ finally~ .if it is not feasible even to carry out that type 
of arrangementj we have to resort to a cost-reimbursement type of contract~ 
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If profit is to be allowed, a cost-plus-a-fixed-fee type of arrange- 
merit will be used---this in view of the fact that the cost-plus-a- 
percentage-of-cost is an illegal type of arrangement. In some cases, 
however, for special reasons~ the fee may be waived. 

I would like to compare for a moment the fixed-price contract with 
the cost-plus-a-flxed-fee contract, or, I might say, with the cost- 
reimbursement type of contract. 

I think the distinction is very important, because there are certain 
advantages in the fixed-price type of arrangement which are important to 
both the Government and the contractor. All through this type of dis- 
cussion it is important that we recognize that in the last analysis the 
interests of the Government and the contractor are the same. They m~y 
not seem to be so in the first instance, but in the long run their 
interests ere bound to be the same---a point which will become increas- 
ingly cleax. 

A vary important advantage of the fixed-price contract is that 
people know at the outset exactly where they stand. The Government 
knows exactly what its cost is going to be and can plan accordingly, 
Industry on the ot~er hand knows exactly what its revenue will be and 
that maximization of profit will depend entirely on cost reduction. 
It thus has a real incentive to achieve maximum efficiency. That seems 
a very simple statement, but it is so basic to our whole free enterprise 
system that it ~mst not be overlooked* 

Secondly, there is considerably less administrative burden to 
fixed-price contracts. We all avoid the burden of auditing and the 
inevitable quibbling about the allowability of costs which is bound to 
be the case where we are operating under the cost-reimbursement type of 
contract. The role of the General Accounting Office is also very ~ch 
more restricted under a fixed-price contract than, for example, it would 
be under a cost-reimbursement type of contact. 

The advantages of less administrative burden to the contractor 
represent important benefits, because they free him from the burdens of 
dealing with auditing people, de~ling with the General Accounting Office, 
keeping certain kinds of records, and presenting the kind of documentation 
which is necessary in the case of the cost-reimbursement type contracts. 
More important, however, from the contractor,s standpoint, he likes fixed 
prices, because then he can impose upon his organization the same kind 
of cost-control discipline that he wishes to impose in the case of his 
commercial product and which he knows in the long run is the only thing 
that will insure his long-run success in relation to other companies in 
his industry, 
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From the standpoint of the Government, the extent to which the 
Government provides incentives to industry which results in low-cost 
performance, obviously results in lower-cost procurement and more goods 
and services for the dollar expended. Thus, the mutuality of interest 
is established. 

Now, because of these i~ortant advantages of fixed-price contracts, 
there has been a real effort in these price-redetermination type con- 
tracts to extend these advantages to a kind of situation where it is 
very difficult to deal on the basis of advance fixed prices--situations 
where the product is new and where there is no experience on the part 
of the contractor with the particular product; so the alternative is 

to delay the negotiation to a point of time where information is avail- 
able which will be a basis for a so~md negotiation of a fixed price. 

Because of the aforementioned delay, there is one school of thought 
which takes the position that up to the time of the redetermination we 
have a cost-type contracte I wish to protest vigorous~ against that 
concept, because I do not believe that was the intention of the people 
who developed the price-redetei;~Ination tTpe of contract. I th~Ik it 
would be quite unfortunate if we went backward to the view that we had 
first a cost-reimbursement type of contract and then that it was not 

until later that we converted to a fixed-price type. Rather, we have 
only a delayed negotiation of a fixed-priceo 

By avoiding the emphasis on cost reimbursement--even though, as I 
will point out later, we have to deal with costs when they are the one7 
means of appraising the situation--we put our emphasis on the price of 
the product, and, thus, we most maximize the benefits of fixed-price 
contracting and we emphasize the point that we are interested in getting 
the best product for the least moneyo 

Now, taking fixed prices again, there are these two general concepts, 
it seems to mej of a fixed price.- it can be viewed as a best price and 
related to something that the company has previously done or to something 
which can be obtained from other sources. Under this concept, the price 
is Judged by the criterion that it is the best price obtainable under 
the circumstances after giving consideration to the various factors that 
any good purchasing man keeps in mind--qu~lity of product, timeliness 
of delivery, the performance with the product, the kind of service which 
is subsequently provided by the contractorj and the like. That is a 
nor~ml concept that is applied when you go out to buy a Ford Motor car 
or a General Motors car or a Chrysler car---Judging by the standard--- 
the best price obtainable for the product being obtained. 

The other concept of a fixed price is that we cantt look at the 
price in itself, but rather at the components of the price--that is, the 
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kinds of costs which are incurred in producing the product plus a fair 
or reasonable profit margin added to those costs. Again~ this is 
essentially a situation where we cannot deal in advance, but where we 
must, of necessity, deal on a delayed basis. 

I should like to emphasize very strongly that the approach directly 
on the basis of best price is the objective at all times, even though 
we must at times, on a temporary basis, resort to the component approach. 
In other words~ we always abandon a best price approach reluctantly and 
withdraw to the cost-plus-a-profit type of approach only insofar as it 
is necessary. Then~ Just as soon as it is possible, we go back to the 
basis of dealing on the best-price approach. 

We had a good example of this in one of our own contracts where 
we have had several price redeterminations. The contract involved was 
for the 3.5-inch rocket. When we started on that particular programj 
we had little knowledge of the product we were to produce. We went 
into the program with a Form II-B price-redetermination type contract. 
We had a price redetermination at the usual 30 or 40 percent point~ which, 
in our case, was about 35 percent. 

It really worked out very well, as Judged by what I have learned 
of the experiences of other contractors. The basis of the entire matter 
was that we prepared in advance to get the auditing Job done promptly 
through the advance review of our system and procedures. Then we were 
able to work out a time schedule covering all aspects so that we actually 
negotiated a price within abou~ 75 days after the effective date of price 
redeterminatione We took about 30 days to close our books and to get 
our proposal ready. The auditing people then completed their report 
in another 20 days, and in the remaining time we negotiated our prices 
with the Detroit Ordnance Districte 

In this first price redet~ation we dealt almost entirely on 
the basis of reasonableness of costs that we had incurred because there 
was no such criterion as the best price under those circumstances. This 
was an unavoidable feature of Ordnance acquiring the desired expansion 
of capacity by bringing us into the rocket progra~ 

However, once prices were established for the forward period-- 
which by agreement was fixed at six months from the effective date of 
price redetermination, or about three and a half months beyond the final 
date of our negotiations---we have subsequently dealt primarily on the 
basis of best pricee Actually we do come in and show them our cost data 
at the end of each 90 day period and our experienced profit perfoi~j.~nce. 
But the whole temper has now changed. There are many other producers 
in the market and comparisons by the Detroit Ordnance District are now 
based on competitive prices. As a result, the contractors who are doing 

S 

R E S T R I C T E D  



RESTRICTED 

a good Job becuase of better cost performance are earning better profits 
than the contractors who are coming in with higher costs. 

It is very gratii~ to me %0 see how this cycle has changed in 
this case under proper administration on the part of the services and 
the contractors, from the cost-reimbursement approach or the cost- 
recovery approach to the best-price type of procurement. Believe me, 
it makes us all sit up and take notice when we think that our price on 
some item may be a little higher than that of our competitors+ There 
exists a pride in the best-price approach, which is really a remarkable 
thing in the way of a stimlus to industry and, as a result, in the way 
of benefit to the Government. 

I would like to turn again to cost reoevery. As I previousl7 
indicated, we want the best price always Just as quickl7 as we can, but 
there are conditions where we cannot use ,this. approach imnediatel7 and, 
therefore~ we are forced to the other type of approach. I again wish 
to emphasize the word "forcedj" because it should be an interim or 
temporary phase. But as long as we are in that situation~ we are faced 
with the problem of looking at cost data and appraising what are good 
costs as a basis for negotiation and what is a proper profit margin. 

In this connection, in our own case we have another excellent 
• illustration in the new J-57 Jet engine which we are building in Chicago. 
We are going into that program, on an engine that is not yet ~ designed. 
Since it is still v e r y  n ,  c h  i n  the developmental s~age, engineering chanEes 
are still coming through in great volume. We would have no basis whatso- 
ever for negotitating a price on the J-57 enginej which will no% actuall7 
be produced until late in 195~ Consequently, we don't have enough knowl- 
edge about the product we are going to produce to properly develop a price+ 
We are, therefore, forced to some other type of arrangement--cost recover7 
with a fair margin of profit--until we have sufficient facts on the basis 
of.which to complete that which we would like to have done iHnediatolp 
the negotiation of a price on a best-price basis. 

Going back to cost recovery, I would like Just to trace briefly its 
general background. We are going back probably far enough if we go to 
World War II, to TD-5000, which was in a sense the mother of all cost 
principles. It was a section in the Revenue Code, section 26.9, which 
was promulgated by the Commissioner of Internal Revenue as a basis for 
recapturing profits in excess of those provided for in the code with 
respect to contracts for vessels and aircraft. However, it was adopted 
by the services and injected in many cases in the early part of World 
War II into the cost-reimbursement type of contracts as a criterion for 
the recognition of costs. 

From that sprang other developments. One of the developments, that 
you m~y be familiar with, was the so-called Green Book, which came out 
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about 1942. The official designation was "Explanation of Principles 
for the Determination of Costs Under Government Contracts." It was 
adopted by the Navy; and~ while it was never officially adopted by the 
Arn~ and the Air Force, it did st~11 have a considerable influence on 
cost principles throughout the entire military procurement program. 
Later, however, the A~ proceeded somewhat on its own and developed 
some cost interpretations that were published in what was called TM-14- 
lO00---"Administrative Principles for CPFF Contracts." Th~s represented 
st~11 a further development of cost principles. 

The next ~w~.ortant development in the way of cost principles was 
the statement in the Contract Settlement Act of 1944 designated as the 
"Statement of Principles for the Deterwdnation of Costs upon the 
Termination of Fixed Price Supply Contracts." This particular set of 
cost principles was later incorporated in the Joint Termination Regulations~ 
referred to as JTR, and also in the Joint Tenuination Accounting Manual-- 
JTA~ 

As we move down to the present day, the next major development was 
the development of a statement of cost principles in section XV of the 
Armed Services Procurement Regulations. The section has several parts~ 
but the part that we are chiefly interested in is part 2, which covers 
supply and research contracts for coHaercial organizations. This state- 
ment of cost principles is applicable only to the cost-reimbursement 
type contracts and not to fixed-price contracts; although, as I 
point out a little later, it has been used indirect~ to some extent in 
the fixed-price field. 

The most r e c e n t  development has been the  development of  the s t a t e -  
ment of cost principles in section VIII of the Armed Services Procure- 
ment Regulations for use in connection with terminated fixed~price con- 
tracts. 

Of course, in the case of termination costs under cost-~jpe contracts9 
the statement of cost Principles contained in section XV will be applicable. 
This is consistent with the sound principle that the same set of cost 
principles ought to be applicable to claims arising out of terminated 
contracts as are applicable to the going prices under such contracts. 
Actually, a termination is simply a contraction of the fixed-price contract 
itself. Similarly it would logically follow that if a statement of cost 
principles has been developed for terminated fixed-price contracts--as 
was done in section VIIY--it should be applicable to going contracts. 
But in this case it is specifically, by agree~nt, limited to terminated 
contractse 

This rather illogical situation was the result of a compromise. 
The general view of industry was that they were willing to agree as a 
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compromise to section VIII for the one purpose--terminated fixed-price 
contracts--but that they were not willing to adopt it as the standard 
for regular fixed-price contracts. The reason for this position was 
that ~he section VIII principles had certain objectionable features 
which I-,~-~II_ describe further a little later on. 

Down to the present day there is still a desire and an effort to 
develop a statement of cost principles for use in connection with 
negotiation of prices under fixed-price contracts. The people over in 
Mr. Bordner's office have in fact been working on this now for several 
years+ They first selected Mr. Henry Sweeney of New York as a special 
consultant to work on this problem6 It was hoped that he would come 
up with something rather pro~t~7; but again, like most things of that 
type, no~hing really definitive has been accomplished. More recently, 
Mr. Bordner tells me, he has gotten another man to assist on this problem-- 
a Mr. Harry Howell, who is also quite well known in the accounting indus- 

Th@re have been two schools of thought as to the kind of statement 
of cost principles which is needed+ One is what we ought to leave the 
statement of cost principles for cost-type contracts as it is and develop 
a separate statement of cost principles for fixed-price contracts. Then 
there is ~he other view that we ought to develop one statement of cost 
principles that would be applicable to all contracts. I believe that 
the current view is to lean somewhat to favoring the development of a 
statement of cost principles which would be applicable to all contracts+ 

I should now like to mention very briefly some of the major features 
of these various statements. Obviously it is ~-~+ossible to go into a 
great deal of detail in a short period of time, but I think it may st~ 
be worthwhile to indicate the general scope of each+ 

The principles incorporated in the Contract Settlement Act of 19~4 
were in general the most reasonable+ In part, this was undoubtedly due 
to the temper of the times. When the Contract Settlement Act was 
developed, there was a great feeling that cost principles were needed 
which would enable us promptly to dispose of the termination problem and, 
thus, get people back into production at the earliest possible moment. 
Thus, everybody was psychological~r adjusted to the most practical type 
of approach. 

Yn that statement of cost principles, for example, advertising was 
considered a good cost to the extent that the particular expenditures 
were consistent with the prewar program or reasonable under the circum- 
stances. The latter standard of reasonableness of course set the stage 
for great flexibility in actual negotiations. Experimental and research 
expense was allowable to the extent consist~t with the established 
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prewar program or t o  the  ex t en t  r e l a t e d  to  war purposes .  Here again 
we have a broad and f l e x i b l e  approache Yn~erest on borrowings was a l so  
al lowables The exc lus ions  on the  o the r  hand were r e l a t i v e ~  l i ~ i t a d e  

~n section XV~ we have a ~ore restrictive appr~ach~ This is due 
to the fact that these principles are limited to the cost- 

rei~o~rsement t~pe of con~ract~. However~ these principles reflect the 
now different temper of the times. ~n ~his peace-war type of econo~, 
we do not have the type of s i t ua t ion  where we are e i ther  i n  to~al  war or 
e~ergi~g from it as was the case when the previously ~entic~ed statement 
of cost principles were developed, 

Under s e c t i o n  XV~ f~r  e x a ~ l e ,  adve r t i s i ng  cos ts  are r e s t r i c t e d  to  
" a d v e r t i s i n g  i n  t rade  and t e ~ ¢ ~  ~ournals~ provided such a d v e r t i s i n g  
does not  o f f e r  s p e c i f i c  products  f o r  sa~e~ but i s  p laced  fo r  the  purpose 
of offering financia2 suppor~ t o  J o u r n a ~  which are valuable f~ the 
dissemination of technical information within the contractors indu%ry." 
This~ of course, covers on~ a sm£1 p~rtion of a norsal advertising 
programs Research and development expense is allowable when specifica~.l~ 
app l i cab le  t o  the  supp l i e s  or  s e r v i c e s  covered by the  c o ~ r a c t .  Yhis 
has the effect of putting the burden on the contractor to prove the d~ect 
relationship of the research and developer expenditures t~ the defense 
¢ontractse I~terest on borrowings is ex¢luded~ Contributions a~d 
d~tions are exe2uded~ There is also a ~re d e t a i l e d  list of exc~nsions, 

s a list of some i~s which ~ight be given specia~ consideration 
under certain circ~ss~anees. 

O f % m - - ~ : l ~  ~n~o ~ ~ a_cens_idera.ble ex '~at ,  sam of t~e ataoophere 
~- 7- . . . . . . . .  .,,,i, A ~ ~ l O n  l~e J.al;lCtlS Of Contrac't; S - ~ "  . . . . . . . . . . . . . .  gu World WsA" ~ and the e~Aemen~ AO~ 05 ~Y~e borrowe~ - . . . . . .  Xn fact aa~ of the sentences are 

- -~-J  ~ = : L ~ , u ~  ~ L  z*~r se~Ae~en~ and the Z:Llce~ a.~ of which was 
supposed to  g ive  the  contractd~g o f f i c e r  more courage t o  dea l  on the  
bas i s  of  gene ra l  bus iness  Jud4~ent r a t h e r  than c~ the  ba s i s  of s t r i c t 2 y  
accounting datao 

Zn t h i s  s e c t i o n  VZIX the re  i s  a r e c o g n i t i o n  of  the  cos t  of  genera l  
r e sea rch j  f o r  exaxple- -a  broader  approach than i n  s e c t i c ~  XV. ~n t h i s  
and i n  ma~  o the r  r e s p e c t s  the  s ta tement  has a ~ c h  ~ r e  ~ibera~ and 
reasonable tone than section XV. 

There were two exclusions wi~h respect to which in~nsta7 protested9 
and th i s  was the m Jo t  reason that it was final~ agreed that i~ wo~d 
not  be spP l i cab le  t o  going f i x e d - p r i c e  con t r ac t s .  One was i n t e r e s t  
expenses Zn this case za~ of the companies felt that i~ was unfair 
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tO deDy interest expense as a proper and legitimate cost item in their 
base when they had to borrow money and pay the interest. The other 
exclusion was contributions and donations. This was an exclusion that 
I personall7 felt very strongly about. I say this because a~one who 
is exposed to business knows that there are contributions and donations 
which are Just as much a part of the normal business expense as ar~ 
other expense that a compaDy incurs, 

I always object to the argument that Just because some particular 
item of cost is subject to some abuse, we should Just legislate it out 
of existence. We might just as well legislate salaries out of existence 
because salaries are abused at times. In this connection one could say 
that m~ny people are getting higher salaries than they ought to gets 
In ma~y of these cases, however, the co~anies still have to answer %o 
a board of directors, and satisfy the directors that the salaries are 
being earned. But we can't legislate salaries out of acceptable cost 
data. No more do I feel we shou]~ legislate contirbutions and donations 
cut of the picture because, more and more--and this is true in our case-- 
a corporation is a member of the co~nity, and it has to assume its 
obligations Just like a~y other member of that c~u~ity. 

I would like also to say a word about the cost definitions of some 
of the other  agencies. In the case of the Bureau of Internal Revenue, 
the applicable principles are reflected in the criteria measuring deduc- 
tions ÷~ determine taxable income, Actually these are not very good 
criteria, because the income tax laws have been developed for the most 
part to maximize taxable income. Definitions of deductions are considered 
to be based upon acts of grace rather than sound accounting and, hence, 
are frequently arbitrary. Far example, the Bureau might, as it has 
frequent~v d ~ e ,  :Limit deprecia t ion on the bases of t h e i r  own form~aee 
Since their basic objectives are different, they frequently wander from 
the path of what we would call true and proper cost principles. 

Because of administrative expediency, renegotiation has been linked 
to the income tax basis. Undoubtedly this has been done chiefly to 
avoid argument through tying to a basis which is already available. 
However, even in the case of renegotiation they have provided far deviat- 
ing from the income tax regulations in particular respects where the 
income ~ax basis is not appropriate. This is accomplished thrcugh a 
written accounting agreement. Thus, if there is some aspect of the 
income tax regulations which distorts cost for revenue purposes in such 
a way that profits are not properly developed for purposes of renegotia- 
tion, there is an opportunity to negotiate an agreement as to a different 
and more appropriate treatment. We have thus far found the renegotiation 
people very fair in considering ouch deviations. 

There is one other agency which has an interest in cost principles. 
That is the General Accounting Office. In the case of cost-reimbursement 
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type c~tracts, this interest is of particular significance since in 
these cases the costs reimbursed are subject to audit. 

Traditionally the General Accounting Office has taken a point of 
view which industry has considered to be rigid and frequently arbitrary. 
More recently, however, the General Accounting Office has gone through 
quite a reorganization and general transformation, and I think that the 
present thinking of this office is more in line with the views of the 
self'loess 

Now, I should l i k e  to  cover bl~lefl7 what I cons ider  t o  be i n d u s t r y . s  
p o i n t  of  view on cost  p r i n c i p l e s .  With r e spec t  to  whether t h e r e  should 
be a _,,m~er o f  s t a t e m n t s  of  cos't p r i n c i p l e s ,  I should say t h a t  i ndus t ry  
i s  inal~ned to  the  view t h a t  t he re  r e a l l y  ought t o  be o ~ 7  one s ta toment  
of cost principlesj that it is not real~7 theoretio.11y right to think 
of cost principles fo~ thls purpose and cost principles for that purpose 
and cost  p r i n c i p l e s  for  another  purpose.  

Ac tua l ly ,  a ~  o ther  approach r e f l e c t s  a c e r t a i n  confusion of  thought  
and involves  confusing p ro f i~  m~g ins  wi th  cos t  p r i n c i p l e s .  Rather the  
co r r ec t  approach i s  t h a t  the re  are ba s i c  cos ts  t h a t  are  l eEl tmate  and 
proper. Then, if we want to adjust the total compensation for the degree 
of risk which the contractor is exposed to--and the degree of risk is 
qu i te  d i f f e r e n t  in  some f i x e d - p r i c e  c o n t r a c t s ,  a P r l o e - r e d e t e r m i n a t i o n  
type of  con t r ac t ,  and t he  cos~eimh~LTsement type of  c o n t r a c t - - t h e  t h i n e  
to  do i s  ad ju s t  the p r o f i t  r a t e  to  r e f l e c t  t h a t  r i s k .  

I t h ink  i ndus t ry  a l so  f e e l s  t h a t  we t r y  to  go too f a r  i n t o  d e t a i l  
i n  de f in ing  the  s p e c i f i c s  of  cos t  p r i n c i p l e s ,  and t h a t  the  b e t t e r  view 
i s  to  de%er~ine cos ts  i n  the  i n d i v i d u a l  s i t u a t i o n  as to  whether  they  are  
f a i r  and reasonable  in  the  l i g h t  of  nor lml  bus iness  p r a c t i c e  and s tandards .  

For example, take the  mat ter  of  c o n t r i b u t i o n s  which I mentioned 
p rev ious ly .  A con t r i bu t i on  expendi ture  can e i t h e r  be reasonable  or  
unreasonable  and, hence,  J u s t i f i e d  or not  J u s t i f i e d  as an i tem of  cos t  
Just the same as anything else. For example, do you th4.~ the Ford Motor 
Company could live in the Detroit .area and not give a certain amount to 
the community chest or give a ce~taln amount to the hospitals there? 
Take away altruism or any kind of philosophy that may be involved. , I t  
is purely self-interest for the company to have good will in the com- 
munity from which it draws its labor and where it is going to sell its 
product. On the other hand contributions could be distorted. Some 
company could develop a special interest in cancer research, let us say, 
and give large sums of  money to this favorite charity where, by any 
test of reasonableness, it would not be a proper business expense. 

I use those illustrations to show the dilem that comes into the 
picture once you Start making up statements of cost principles. Is a 
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contribution allowable or not allowable? Well, stated either way it 
gets you into trouble. If you Say it is not allowable, you deny the 
company a legitimate business expense. If you say it is allowable, 
then people may try to misuse the concession and use it as a basis of 
trying to defend a~ and all contributionse I know that the pressure 
from the hundreds of field auditors is to have ever~th~ clear~ stated 
on a yes and no basiao Actually that is not the right way~ 

Now, so far as the basic philosop~ back of cost principles goes, 
the reasoning goes something llke thisz Each co~ar~ has to be con- 
sidered on a somewhat separate basise When a service goes out under a 
procurement program--in such a manner as the services have been doing 
for the last two or three years--it goes to a particular co~a~ because 
that particular company has developed a k~nd of know-how that is attractive 
to it. Whether it is Ford Motor or whether it is General Motors, Chrysler, 
General Electric, or some other company, that company is there because 
it has functioned in a certain ws~. It has followed policies and i% has 
had procednres which have stood the test of competition and have made it 
a successful producer under competitive conditions. 

Thus, when a service goes to that particular co~a~, I feel as a 
matter of principle that it is in effect endorsiDg the policies and 
principles and procedures which put that company where it is and made 
it attractive as a supplier of government servicese 

Now, this means that, if there are particular ws~s that a compar~ 
operates, the burden of proof is on somebody else to say that those are 
not proper and legitimate. For example, the particular company may be 
paying high salaries to  its top executives. Let us take the case of  
General Motors;in the list of salaries being paid to this co~az~'s 
e~ecutives, there are soma rather s~aggering figures. On the other hand 
General Motors has been a very successf~l co~an~, and X am certain that 
the reason it has been success~l has been because it has brought together 
a k i n d  of  management team. which has earned high compensation,  

Cont ras t  t h a t  wi th  ~he approach t h a t  e x i s t e d  a t  one t ime i n  one. of 
the  s e r v i c e s  where ~he r u l e  was i n  fo rce  t h a t  no execu t ive  would be 
-1lowed a s a l a r y  of  more than  25,000 d o l l a r s  f o r  con~utin~ accep tab le  
cos t s  f o r  any k ind  of  defense  c o n t r a c t .  That i s  the  k ind  of  c o n t r a s t  
t h a t  I want to  b r ing  ou t .  General  Motors i s  what i t  i s  because of  i t s  
own po l io l e s~  I don t t  t h i n k  t h a t  an~bod~ can b r i n g  General  Motors i n t o  

a procur-___~nt program and t h e n  second-guess  what t h a t  company should do 
and what its policies should be in obtaining its obJectivese 

Another illustration on a more low~ level~ but one which ~y 
field auditors raise from time to tim~, is with respect to 
accomodations. The narrow view is that the traveler is only entitled 
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to a lower berth and not a bedroon~ But again I would sayl Who is to 
tell General Motors that its executives cannot travel in a bedroom? 
That is one of its proven policies and methods, I thlnk~ that has 
attracted the kind of people to General Motors and kept that type there. 
Tt is not reasonable to try to impose some newer and narrower standard 
in such a cases. 

So I say t h a t  t h e  s t a t e m e n t  s h o u l d  be v e r y  b~oad, w i t h  t he  en~has i s  
on the  p o l i c i e s  and p rocedures  t h a t  have b e e n  deve loped  by t h a t  c o m p a ~ ,  
a lways,  of  cou r se ,  s u b j e c t  t o  the  t e s t  o f  r e a s o n a b l e n e s s ,  b u t  r e a s o n -  
ab leness  a d J u s t o d  t o  t he  l i g h t  of  what  t he  compa~  has been ab le  t o  
a c c o n ~ l i s h  unde r  t h e  p a r t i c u l a r  k inds  o f  p o l i c i e s  and p r o c e d u r e s  t h a t  
it has. 

Another important aspect of this problem from indnstry's viewpoint 
is that when the Government buys from a company it comes in, in effect, 
as a partner and, hence, should share Just like a~ody else in the costs 
of that organizatiou. In other words it buys its pro rata piece of the 
top ~uagement team and the related general overhead. I am not saying 
that i% should b~y a part of the time of the people who are ~ect~y 
concerned with the promotion of commercial products. But I am talking 
about the general type of central administration and general organiza- 
tioual costs. 

The f o r e g o i n g  i s  d i r e c t l 7  opposed t o  t h e  view, t h a t  i s  . f r equen t ly  
o r  sometimes t a k e n ,  t h a t  t he  Government comes i n  a s  an i n c r e m e n t a l  
~ e r |  t h a t  t he  same c o s t s  a re  t o  be c a r r i e d  by the  commercial  b u s i n e s s |  
~nd  t h a t  o n l y  t he  e x t r a  o u t - o f - p o c k e t  c o s t s  a r e  t o  be borne  by t he  
Gover~w~te 

No one will go to the farthest extreme in this respectj it is always 
a matter of degreeo For e~auple, no one would probably take the inere- 
m m t a l  v i e w p o i n t  t o  say t h a t  we must  one7 t a k e  t h e  d i r e c t  m a t e r i a l s  and 
t h e  d i r e c t  v a r i a b l e  expense t h a t  i s  i n c u r r e d  and c o n s i d e r  t h o s e  as the  
only  a l l owab le  c o s t  under  a Government c o n t r a c t .  Everybody would,  I 
believe, generally agree that the Government ouEht to take its share of 
the manufacturing and administrative overheads Butp again, it is a 
matter of degree, and there is frequently a chipping away as to itoms 
where it is claimed that the contract could have been performed withont 
incrusting those particular costs. 

Of cou r se ,  you can c a r r y  t h a t  k i n d  .of v i ewpo in t  t o  r i d i c u l o u s  
ex t remes .  Le t  us t a k e  t he  case  o f  p a i n t i n g  o f  t he  b u i l d i n g s  eve ry  two 
y e a r s .  We cou ld  avo id  p a ~ t i n g  our  b u i l d i n g s  a t  t he  end o f  two y e a r s .  
We can perhaps let them go ~ive years even though this might not be the 
most economical approach over the lone rune Therefore, one miEht az%nael 
~ell, there shoul~nlt be 8Dy painting expense in the costs to be allocated 
~o defense contacts because it is a cost which we could have avoided 
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incurring this year." It is in m~ opinion an unreasonable point of view 
and it is inconsistent with the sound principle that the Government 
contracts should bear its proper share of those costs incurred in 
accordance with management's normal business policiese 

As I previously indicated, there is no statement of cost principles 
today for fixed-price contractso As you may know, section XV has been 
used by the auditing people as a guide in the preparation of their audit 
reportse The reason for that is a very simple one-~I probably would have 
made the same decision if I had been the head of a service--that there 
~stbe some sort of standard ground rules for the administration of an 
org~-~zation as large as the three auditing organizations in the three 
services. However, it was recognized in the directive that these cost 
principles are there as the basis only for preparing audit reports 
wheras the contracting officer is free to move and act in final price 
negotiations as he sees fit. Actually, he is not bound by either section 
XV or by the audit report itselfe 

That raises the very practical question of how controlling the audit 
report is on the contracting officer. My view on ~is matter is that 
the auditor or the accountant, whether he be in the Government or in 
Industry, is performing an advisory fUnction to help management do a 
Jobe Therefore, the contracting officer should independently weigh the 
various factors involved and make his own decisions. If the contracting 
officer simply rubber stamps the audit report, he is not discharging 
his duties properly. 

Recent ly ,  there  has been a movement to  s u b s t i t u t e  sec t ion  VIII  
p r i n c i p l e s  for  audi t ing  purposes in s t ead  of sec t ion  XV. This seemed %o 
be a sound proposal  on the assumption t ha t  f indings  based on sec t ion  
VIII would be no more binding on the contracting officer than was 
previously  the case with sec t io~ XV. However, by the time the rev ised  
d i r ec t i ve s  took d e f i n i t e  form, i t  had been turned around %o become the 
con t ro l l ing  statement of cost  p r i n c i p l e s  for  f ixed-pr i ce  con t rac t s .  
This was done primarily by establishing as "costs disallowed" all costs 
not recognized by section XV. And at that point I opposed the change, 
because I wanted it used in exactly the same way that section XV was 
used before with excluded costs shown only as subject to negotiations 
Industry was not ready to accept the solution that section VIII then 
was the really applicable set of principles for going fixed-price con- 
tracts rather than Just a stop-gap measure teking the place of section 
XV. This matter is still being discussede 

Effor t s  to develop a statement of cost  p r i n c i p l e s  are s t i l l  being 
continued and I am h igh ly  sympathetic with the objec t ive  although I 
havep as previously indicated~ some personal views about the undesira- 
bility of trying to be too specific in a statement of cost principles 
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for fixed-price contracts. If I were writing the statement of cost 
principles for fixed-price contracts, I would require only about two 
pages to cover what I call sound business principles. Then I would try 
to get higher-level people into the auditing organizations to administer 
the program on the basis of sound Judgmento 

Because section XV is used as a yardstick now, there is a general 
feeling on the part of industry and also on %he part of many people in 
the services that section XV is playing a greater role than it should. 
Just by its very presence we seem to be too much influenced by section 
XV as being the controlling guide as to costs applicable to fixed-price 
conSractse 

Moreover, I think that there is an overemphasis on costs in general 
in our present procurement. Again, it is easy to understand why because 
all the negotiation people like to put their fingers on something that 
is definite. When you have an audit reportj listing all the costs dis- 
allowed and for further consideration, it is something tangible for the 
contracting officer to put his hands on; But actually, gentlemen, costs 
are still only one factor in the picture. Just blind adherence to costs 
can lead you into some ridiculous situations. Let us say that on an 
index basis one company's cost was I00 and we negotiate, let us say, a 
iO percent profite Therefore, the cost is 110. Maybe another company, 
which is doing a completely better Job, may have relative costs of only 
80. Certainly, if costs are the only bases used we ~I~ not only deal 
inequitably between the two contractors, but we will, in fact, encourage 
high-cost operations. Blind adherence to cost and profit rates will lead 
to situations which w~11 conflict with the Government's ultimate long-run 
self-lnterest and with the important retention of incentives for reward~ 
ing the company which does a more effective cost-control Job and has the 
lowest over-all price. 

I should like to say Just a word about profit margins. I have 
already anticipated the problen somewhat, but there are one or two more 
things I should like to add. 

We are, of course, in this interim phase where we have to deal with 
price as made up of cost plus profit and we must necessarily think about 
the kinds of misunderstandings which can develop as to profit rates. 
Unfortunately, profit informatiQn makes ~ood political fodder. Some 
congressional committee may find that one company was making 15 percent, 
while another was making only 5, 6, 8, or I0 percent and, on the surface, 
this can be made %0 look very bad- But again I should like to point out 
that the profit margin is Just one component of the total price; and 
always, for our own ~tual interest, we ought to keep our eyes on the 
total price and not on the profit rate. 
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On the other hand I am not unmindful of the political misinter- 
pretations that are made c~ the basis of picking up a particular con- 
tract and saying, "Why, this service did a terribly bad Job because i% 
allowed compaz~ A a 15 percent profit." Somebod~ says, "W~'t it 
be wonderful if we could say to every contractor that his profit rate 
is going to be 5 percent?" Z am sure a lot of you realize that the 
story is not that sim~le;, that the cost base may be something q'ELte 
different in the one case from what it is in the other. 

There are no e s t ab l i shed  grc~md ru les  for  what p r o f i t  r a t e s  should 
be. Consequently, there is a tendency to standardize the profit rate, 
which is real~ very unfortunate. Actually, as I have indicated, the 
profit margin ought to be something that takes into consideration the 
kind of performance the contractor is doing and the kind of total price 
which is being received for the product involvede 

Profit margins vary present~ within too narrow limits. The 
problem is to use profit rates properly to reward the oontrao~or who 
does a good ~obe Whether i% be the Ford Motor Company or whether it be 
contraotor  A or B, I don ' t  care who i t  i s ,  l e t  them stand ~ ' thei r  own 
m ~ l t s  in  tha t  oonnection. Again, the problem i s  to develop t h a t  kind 
of philosophy in  a w ~  t h a t  w i l l  not be misunderstood by the people who 
look over our shoulders.  And also the prchlem involves educating these 
people so tha t  they look ' a t  theprob lem in  t e r u  of the t o t a l  p r ice  
i n s t ead  of the p r o f i t  mrgin. 

COLONEL JOHNSONs There, s~___-to have been some oontrovere~r on the 
de~Anition of the incantive-type contract. Z have asked Mr, Brink to 
take Just a ~-ute to give .us his interpretation of what an incentive- 
type contract  i s ,  and h is  appra isa l  of i~ .  

MR. BRINKI I have used the word "Inca,%lye" in my remarks in a 
very broad sense as amything in a cont rac tua l  arrangement t ha t  provides 
an ~lr,.oant~.ve, There i s ,  of course, the " ince~t ive  contract"  used as a 
tarm to refer to a partimalar type of  contract. Aotually this is a 
type of contract  to which !I have not  been d i reo t l7  exposed, because the 
Navy has been the chief  user  of t h i s  in  BuAer, and though we are 
an engine f o r  the Na~7, we have not ye t  agreed on the p a r t i c u l a r  form 
of contract  which w i l l  be usede 

From what study I have done so far,. I have not been p a r t i c u l a r l y  
enthusiastic about it. I know that there are mmy people who have Just 
the opposite view, My poin t  is thisl 

First of all, mY understanding is that the incentive contrao% is 
a type of arrangement where at the time you are, let us say, 30 c~ 40 
percent through the contract, you set a target price; and %hen at the 
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end of  the  c o n t r a c t  you take a look and Judge your  cos t  p e r f o ~ a n c e ;  
and, i n  accordance wi th  a p rea r ranged  sca l e  of  pe r cen t ages ,  you share  
the  p r o f i t s  or  l o s s e s  between t h e  a c t u a l  performance and t h a t  t a r g e t ,  
up to the  p o i n t  where t h e r e  i s  a c e i l i n g  p r i c e ,  which,  of  course ,  can 
under certain couditions eliwinate .1_1 profito 

Actually, in a sense, the incentive contract is a variation of the 
price-redetermination type contract. With price redetermination there 
is i00 percent sharing of profits or losses, while in the inc~tive 
type it is a modified scale with lower percentages. So that I would 
say that the incentive contract is a partial application of what we 
call the full-incentive contract, the price redetermination contrac~ 

QUESTIONs Would you say that it meets the purpose for which it 
was intended ar~ better than the other kind of contract, particularly 
the fixed-price contract or the fixed-price with price redetermination, 
where you do not usually know the cost in advance? 

BRIN~z The way I look at it--as being a partial application 
of the price-redetermination contract--it seems to me that it is unneces- 
sary; that, once you have gone through 30 or 40 percent, you ought to be 
in a position to move to the final fixed price with ~ sharing of risk. 

However, there may wen be conditions where some intermediate 
application of that might be desirable as a substitute. However, it is 
i ~ o r t a n t  to  observe t h a t  under a Form I I -B  type c o n t r a c t ,  e i t h e r  the  
c o n t r a c t o r  or  the  Government can reopen the p r i c e  a f t e r  a p e r i o d  of  
no t  l e s s  than 90 days,  In  summary X would no t  say t h a t  t h i s  type of  
c o n t r a c t  should  be r u l e d  out ,  Rather  i t  should be looked upon as being 
one type of  c o n t r a c t i n g  arrangement t h a t  i s  a v a i l a b l e ,  However, i t  
should no t  be viewed as a type of  c o n t r a c t  a p p l i c a b l e  to  a l l  s i t u a t i o n s ,  

QUESTiONs Will you comment on contract renegotiation as a means of 
profit control? 

~. BRINKz Renegotiation, of course, in a sense is an over-all 
approach to all defense business. We look at all our profits for the 
year on all of our defense businesso Then if our profits are excessive, 
a refund of profits is negotiated. 

We do not think under the present t~pe of procurement that renegotla- 
tion is going to amount to very much. The profit control under our 
redetermination procedures has been so well applied that our best fore- 
casts at the present time indicate that there were no excess profits for 
1951 nor for 1952, and there are not likely to be a~ for any year. 

I t  i s ,  however, s k ind of  a backstop i n  case  the s e r v i c e s  have no t  
done a proper Job with their regular contracting procednres. As such, 
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I see no harm in it being in the progr-.~_ I am not necessarily recommend- 
ing that it be el~m~uated, except to point out that to,,the extent that 
there are excessive profits it is to some extent an indictment of the 
Job that has been done on the individual contracts, From the contractor's 
standpoint, however, it does give the contractor a chance to offset some 
poor guesses or losses against some good oneso 

COLONEL JOHNSONz Would you put on one of your other suits for a 
moment and say whether you think that possibly the services need that 
renegotiation technique to help do as good a pricing Job as they are 
doing now? 

MR. BRYNKI Actually I never like to encourage ar~ody to relax 
efforts by saying, "Here is this backstop on which you can rely." The 
services might simply look at it from the point of view that "It doesn't 
make a~ difference what we do. Renegotiation will pick it up," and, 
of course, that would be bad, I ~ do not think it should in any sense 
reduce the effort of the services to do the right kind of Job on pricing 
the individual contractso 

QUESTIONs You brought up the point of allowing interest on borrow- 
~gs in the cost accounting. Would you care to discuss the pros and 
cons of that? 

~. ~INKt It is very controversial and X can reall~ argue it 
both ways. From the standpoint of the contractor who has to go out and 
get extra funds to operate his business, you can make a very good case. 
~n such cases it is Just like any other expense that the contractor has 
to incur to get the tools with which to do his Job to help him get his 
factory, his materials, his people, and his current working capital. 

The only argument on which you can rule it out of the picture is 
to start with the predetermined concept that all businesses ought to be 
fully financed. If you do that, then, of course, you can say that, if 
he is not sufficiently financed, borrowing additional funds is his own 
fault and, therefore, absorbing the interest expense is a proper penalty. 

I feel that from the standpoint of general accounting practice and 
cost concepts, we should regard it as Just as much a cost as anything 
else. It is also consistent with the philosophy I expressed--that you 
take a business as it is when you deal with a particular compa~. 

QUESTIONs Sometimes endowment funds of nonprofit organizations 
are used, which may be in considerable sums--hundreds of thousand~ of 
dollars or half a million. Is there any provision for reimbursement 
for the interest that they lose during the execution of the contract? 
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MR. BRINK, That i s  somewhat out o f  m~ f i e l d .  B u t  i t  seems to  me 
t h a t  y~u almost have two i s s u e s .  F i r s t ,  i f  you recognize  i n t e r e s t  as 

a proper  cos t ,  then  i t  i s  ~aey to  ~ake the next  s tep  and sey that endow- 
merit funds from which you have borrowed are Just llke borrowed funds 
from an outsider, and that there ought to be reimbursement for the use 
of  those  funds ~ust the  emma as to  an o u t s i d e r .  So I would say t h a t  
once you have taken the first step~ interest is a proper cha~Ee e 

QUESTION= ~ou made a statement about having 0ue set of figures 
for cost principles for all contracts. With respect to pricing, is it 
your idea that this would be a rather broad, general guidance, cr would 
it be two columns sa~Ing that these would be allowable and these would 
not  be a l lowable  to  the con t rac to r?  

MR. BRINKs As I previously indicated, I first of all believe that 
the statemmt of cos~ principle should be fairly general. Then Z think 
the auditors could properly repor~ those costs which they believe were 
completely acceptable and those which should be considered further b~ 
the contracting officer. This does not mean that a~ costs are not 
subject to negotiation but it does make the advisor~ se,-vAce of the 
aud i to r s  more u s e f u l  On the  o the r  hand the  con t r ac t i ng  office~ i s  not 
u n f a i r l y  committed through p u t t i n g  cos t s  i n t o  a d i s a l l c ~ e d  columns 

QUESTXONI Y~ your opinion what bearing~ i f  a s ~  should a compan~ls 
commercial p r o f i t  have on a r r i v i n g  a t  a reasonable  and accura te  I ~  
of  p r o f i t  under a government c o n t a c t ?  

.... )~.0 .BRl~qt I dog't think there i8 an~ positive answar to that, 
that should be  ven con, ider,tlon. 

q~...~avugn. ~ snoula  not  be c o n t r o l l i ~ .  However. t h e r e  i s  no abao~+~ 
r e ~ a ~ n s a ~ p  oe~wean the  two.. ~f we are  making 20-or  25 pe rcen t  . . . . .  on ourLl--- 
c o n w r a l a l  produot~ i t  doe sn , t  n e c e s s a r i l y  mean t h a t  we should be I n k i n g  
i% @n our defense  b u s i n e s s . . A s  a mat te r  of  f a c t j  we would no~ want i% 
t h a t  w ~ j  "because acompa~Z the  s i z e  of  Ford or General  Motors @~ C h r ~ l e r  
i s  Jus t  as much concerned wi th  publ ic  r e a c t i o n s  as a re  the  s e r v i c e s .  We 
have a Joint interest with them. We know that if some outside c~itlcisi 
should develop, through the General Accounting Office or some committee 
of Congress making an investigationj right or wrong, it can be Just as 
damaging to the Ford Motor Compa~ as it can be to the War Departments 
So we are natura~.ly conservative with our profit margin. 

I would say that it is a factor ~Aich helps the contracting officer 
to make up his mind, but there is no absoluto mathematical relationshipo 

COLONEL JOHNSON, Mr. Brink~ we appreciate ver~ much yc~r time and 
the  remarks and conclus ions  t h a t  you have given us .  YOU c e r ~ a i n ~  gave 
us a f i n e  i n s i g h t  i n t o  your view of  cos t  p r i n c i p l e s e  

( Am: 195S--25o)s/meo. 
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