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COST PRINCIPLES AND PROFIT MARGINS 

I0 December 1953 

COLONEL KEARNEY: General Greeley and gentlemen: We have already 
presented some aspects of military procurement from the viewpoint of the 
military. ~his morning our speaker will present the viewpoint of indus- 
try, particularly the viewpoint of an accountant. 

It has often been said thatmilitary procurement is a battle of the 
lawyers and the accountants. As related in his biography, our speaker 
has been on both sides of the fence. He represented the Army in a very 
important procurement assignment during the World War. For the past 
several years he has been dealing in very important military procurement 
matters for the Ford Motor Company. This, in addition to his past ex- 
perience as a student, a professorj a public accountant, and an author, 
particularly qualifies him to speak on the subject of "Cos% PTin~les 
and Profit Harglns." 

It is with a great deal of pleasure that I introduce to you Mr. 
Victor Z. Brink, of the Ford Motor Company, and welcome him back to this 
platform. 

MR~ BRINK: First I want to say that it is a real pleasure to be 
back here again and Join with you in this very important progrsm in which 
you are engaged. 

I have always been interested, as Colonel Kearney has mentioned, in 
this matter of "Cost Principles and Profit Marglns." During World War II 
I was interested in it from the standpoint of the auditing that was done 
as a basis for pricing. I happened at that time t o  be associated with 
the Office of the Fiscal Director~ and this office prepared the auditing 
instructions and generally supervised what was done by the services as a 
basis for contract pricing. Sinee then I have been in it from the stand- 
point of industry, with the Ford Motor Cc~any. 

When I was here last year I was interested in the problem chiefly 
£~ the staff standpoint, because I was then with the central staff of 
our company as an assistant controller and concerned with the develop- 
ment of the over-11 policies and guidance for the divisions. Since that 
time I have been assigned to the Chicago Aircraft Engine Division in 
charge of finance and contract administration, and have been, so to speakj 
more on the firing line. I have been taking the active responsibility 
for the administration of our two major contracts at Chicago, one being 
the R-4360 engi~, which is now in production and will be completed about 
August of 1954; and the other the J~57 Jet engine program, on which we 
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are s~eduled to make our first shipment in the near future. I mention 
that only because it provides me wiTh a little different setting and 
enables me to make some of my observations a bit more definite and con- 
crete. 

I have Just come frcm some battle-scarred experience in ~-t &bout 
two weeks ago I participated in the negotiation of the prices at Wright 
Field for our R-4360 engine contract~ covering our pricing periods end- 
ing 31 December 1953, We have one more pricing period, which will cover 
the period frum I January 1954 to August 1954. 

Colonel Kearney mentioned that you might be interested in heariug 
something about that. I w~]l not change my outl~ue, but I will try to 
work in some examples as I go along which may be of interest to you0 

I should also like to say that I am, of course, speaking here as 
an individual and not in an official sense. 

I should like to start off this particular discussion by reminding 
us that we are c~,itted in America to a system of free enterprise and 
private property. That is fund_~mental becausej if it were not ~hat way, 
the Gove~,-~ent would Just direct everybody to go to work and produce what 
the mas~er pSan called for, and That is all there would be to it. But we 
believe here in America in free enterprise and private property, which 
means that there must be the negotiation of an arrangement to cumpensate 
the people who contribute to the progr~ in various wayso Thisj o~ course, 
necessarily brings us to the question of price. 

In the first place I should 1~ke to point out that the Government 
can, if it chooses, always produce an item itself with its own employees, 
even under this system of free enterprise. It man make its own prodncts, 
can carry on its own research establis~ente, or it can go to private com- 
panies and ask Them to do so. ~here has in fact been a traditional 
pattern of the Government doing certain things for itself. But, gener- 
ally speaking, where there has been any major program, it has seemed to 
the Gove~.Aent to be more desirable, and even necessary, to arrange to 
get private companies to do all or a major part of the job. 

A specific case was the tank arsenal in Detroit which the Government 
operated for some time. Later, however, the Government representative 
found that They were so embroiled with certain problems that they decided 
it would be much better to have a private company do the job. So they 
finally negotiated with the Chrysler Corporation to take over the opera- 
tion. 

Now, when the Govei:i~;Lent deals with a private c~any~ as I indi- 
cated, there must be a compensation, which we refer to as a price. In 
setting this price, the objective must be that it be a fair price. By 
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"a fair price" I mean a price that Is fair to the Government--that it 
gets value received in a reasonable sense--and the price must be f-~ 
to industry. It must be fair to industry, because; if it isn't, the 
Government may lose a source of supply which is very important and even 
essential to its continuing program. 

If we take this matter of price and think about it a moment~ it 
becomes apparent that a considerable range is involved. At the one 
extreme we have the most clear-cut and simplest concept of price. That 
is where one buys a c~m~odity which is traded in public w as on a com- 
modity exchange~ like coffeej sugarj or wheat. The price is fixed in 
the cmupetitive exchange and there is no further negotiation necessary. 
There is a market price and one pays that or he does not get the product. 

Then, as one ranges backward from the foregoing situation to prod- 
ucts that de not enjoy the s~ue kind of yardstickj in that they are not 
traded in an established exchauge~ we have the circumstance where it is 
necessary to go to three or four people and ask for bids on the particular 
product. The companies interested will then come in with their bids, and 
the one is selected that is the best~ considering price, service~ quality 
--all the various things that have to be considered in determining which 
is the best offer. 

Then, moving further over in the rsnge~ we come to sLtuaticns where 
it is not practicable to handle the procurement through competitive bid- 
ding. Instead, one must deal with a particular producer, or with several 
producers. These producers are the only ones, perhaps~ who have the 
qualifications to produce the product in ~hich the service is interested. 
However~ once the producer is selected~ a fixed price is negotiated with 
that particular company. 

Now~ here again there are various situations with respect to the 
fixed price which is negotiated. The simplest~ of course, is where one 
can arrive at a single negotiated fixed price for the entire contract. 
Ranging back from that~ there may be a situation where perhaps there are 
some risk factors involved that are sufficiently nc~controllable that 
it is impracticable to resolve them in a fixed price. It may not be 
desirable from the standpoint of the private company because there is 
too much risk; and it may not be desirable from the standpoint of the 
Government because it may not want to pay the kind of price which would 
be require~ to cover the risk factors without knowing for certain the 
extent of the risk. 

The risk factor may be labor rates. Labor rates have in the past 
few years been subject to many influences beyond the control of industry. 
Again, the risk factor may be material prices~ or it may be some Other 
factor. In these cases one possibility is to negotiate a fixed price 
subject to adJus~ent through an escalation clause covering the particular 
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factor. ~his particular risk factor is then handled on a historical-- 
after the fact--basis rather than as a part of the initial fixed price. 

Another approach to t h i s  kind of  problem, when necessarT,  i s  to  use 
the  p r i ce  rede te rmina t i cu  type of  con t r ac t .  In  t h i s  type of  con t r ac t  
the contractor performs a cert-~n portio~ of %he contract--20 s 30, or 40 
percent--where he can develop the proper kind of experience as a back- 
ground for price negotiation s and then prices are determined under severa~ 
alternative different patternse ~here max be one fixed price, or perhaps 
different prices for the first p r i c i n g  period and the  forward periods s 
or, perhapss a series of prices f o r  different periods. 

~ e n ,  as we range backward s t ~ l l  f u r t h e r ,  there  could be a so -c -~ led  
incen t ive  type of con t r ac t ,  where t a r g e t s  are s e t  up and the p r o f i t  r a t e s  
are determined in relation to that target# with provisions that if savings 
are made, t~y will be shared in an agreed-upon basis between the indnst~y 
and the Goverr~ent. On the other hand, if the coots increase, they ~11 
be shared cn an agreed basis, us-n!ly up to a certain ceiling. ~his type 
of arrangement has been referred to on occasions as a cost-type cc~tract 
with a variable fee. 

We have now Just about exhausted the various types of fixed-price 
contracts# and we come to the situation where i% is necessary to have a 
cost-reimbursement type o f  con t r ac t ,  such as the  c o s t - p l u s - a - f i x e d - f e e  
type of contract, or a straight cost contract without any profit whatsoever 
--as is done on some occasions, 

With respect to a general evaluation of cost-type contracts versus 
the fixed-price-type contracts, I think it is important to establish at 
the beginning that the fixed price is the most desirable type from the 
standpoint of the interest of beth the Government and industry# and the 
fixed price should always, therefore# be considered to be the ultimate 
objectiveo If we can get to a fixed-price type of arrangement immediately, 
we should. If we have to delay attaining that objective because of some 
exis~Lng factorss and where we have, therefore, introduced price redeter- 
ruination or, perhaps, a cost-type cuntract, these other alternatives should 
be regarded as temporary expedients to be eliminated as soon as practicah~D 
in favor of the fixed-price arrangement. 

I saX t h a t  a f ixed  p r i c e  i s  the  u l t ima te  ob j ec t i ve  f o r  s e v e r a l  
r easons .  In  the  f i r s t  plaee~ under f i x e d - p r i c e  con t r ac t s  the  C~vernment 
knows from a f i n a n c i a l  s t andpo in t  e x a c t l y  1here i t  i s  going.  I t  has a 
more d e f i n i t e  knowledge of  the  flmds which i t  i s  expending in  procurement, 
and can thus  manage i t s  a f f a i r s  more i n t e l l i g e n t ~ .  Second, under f i x e d -  
p r i c e  con t rac t s  the re  i s  hotrod to  be a rednced burden of  a n d i t i n g  and 
admin i s t r a t i ve  work, which i s  u n a v o i d a b ~  as soo la t ed  with  the  cos t - type  
c a n t r a e t s .  But,  th i rd~ and most important  of  a l l p  the  advautage of  f i xed -  
p r i c e  c ~ t r a c t s  f r an  the s tandpoin t  of  both the ~ u e n t  and i ndus t r x  i s  
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t h a t  when p r o p e r l y  administered# i t  p rov ides  an i ncen t ive  to  the  contrac-  
t o r  to  reduce cos ts  through the  de s i r e  to maximize p r o f i t s .  This ,  i n  f a c t ,  
i s  the fundamental p r i n c i p l e  upon which our whole i n d u s t r i a l  success  i n  
America has been based. 

I t  i s  tremendously important  to  the p r i v a t e  compar~ t h a t  t h i s  cos t  
i ncen t ive  e x i s t e - - t h e  pressure  to  reduce cos ta- -because  i t  p rovides  the  
leverage  to  the o rgan iza t ion  to  inc rease  i t s  o v e r a l l  e f f i c i e n c y  and to  
thus b e t t e r  insure  i t s  own c ~ . ~ e r c i a l  ex i s t ence  and s u r v i v a l  in  a ccmpeti- 

' r ive  world. However, while the  impact of cos t  r educ t ion  i n c e n t i v e  i s  f i r s t  
on the  con t r ac to r ,  I f e e l  t h a t  a ~ t h i n g  t h a t  he lps  p r i v a t e  companies to  
re@Ace cos ts  and which encourages them to be more e f f i c i e n t  serves  a l so  the 
best interest of the Goverr~ente ~his is true becanse it means lower 
prices and thus more for the procurement dollar. This is something which 
the Gover~uent is interested in and in which we are all interested as 
taxpayers. 

Now I would like to go back to these pricing problems for a mQment, 
and talk first about the cost-type contracts very briefly, and then go 
un to fixed-price contracts. 

Under the cost-type contracts we have two questions: What are the 
costs which have been incurred, and how m~ch profit should the contractor 
be allowed in t~e form of a fixed fee? As you no doubt know, the cost 
plus a percentage of cost type of arrangement is illegal. Therefore, 
the profit must be in the form of a fixed fee so that we avoid the situa- 
tion where the more the contractor spends# the greater profit he earns. 

With respec~ to costs, the historical pattern of cost determinatio~ 
in our day has come primarily, going back as far as World War II# to 
~D 5000, a Treasur~. decision. This decisian was originally developed in 
connection with the procur~ent of ships, but was borrowed in World War II 
for inclusion in ~ cost-type contracts. The brief description of cost 
principles contained in this statement was the best available th~ng when 
c~tracts were drawn in World War II# and consequently it was so utilized. 

Fr~a that beginning, however, developed several offshoots. The Navy 
• Aring World War II developed the so-called Green Book, which outlined 
in more detail a set of cost principles. ~his was used by the Navy, but 
was not used to any great extent by the other services. The A/my, which 
was linked with the Air Force more d4~ectly in those days through the Amy 
Service Foross, handled the problem by trying to develop some cost inter~ 
preterites of its own, which were added as supplements to ~ i000, the 
Technical Manual dealing with the s~ditlng of cost-plus-a-fixed-fee 
contracts+ 

Since World War II, however, one official set of cost principles 
for ,11 cost-type contracts has been developed as a part of the Armed 
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Services Procurement Regulation--the so-called Section ~ ..Cost 
Principles for Cost Type Contracts"--and this has been governing 
document since that time. 

Under a cos t - type  con t r ac t  the  cos ts  incur red  are aud i ted  by the 
se rv ice  invo lved- - the  Air  Force, Arm~j and Navy each doing i t s  own a u d i t -  
Ing. Then these audits of costs are subject to a second review or audit-- 
call it whatever you like--by the General Accounting Office. The profit 
is in the form of a fee and is developed cn the basis of estimating the 
costs which it is believed will be incurred. Then the fee stays fixed, 
i r r e s p e c t i v e  of  what the costs  a c t~ . , l l y  ~ out  to  be.  

The fee  in  the  f i x e d - f e e  con~racte~ which during World Way I I  was 
semething s~ound the 5-percent  level~  has g radua l ly  been decreased so 
t h a t  i t  i s  now~ g e n e r a l l y  speaking~ on the  3 to 4-percent  l e v e l  for  pro-  
duct icn  contracts~ al though somewhat h ighe r  i n  the case of research  
contracts • 

Actually, the use of the cost-plus-a-fixed-fee contract has decreased 
so substantially that it is no longer a very important factor in produc- 
tion-type contracts. The last l heard there was only one important cost- 
plus-a-fixed-fee contract--coverlng the B-36 bomber. I understand that 
this contract is going to be converted, but I don't know whether it has 
been done yet or not. But in connection with the research type contracts, 
it is still a very common form of contractual arrangement. 

You may be interested in knowing that during World War II the Ford 
Motor Company was completely on a cost-plus-a-fixed-fee basis~ but the 
new management concluded that we did not want to continue that type of 
arrangement in the present emergencyo ~he mood of the services is also 
to eliminate the cost-plus-a-fixed-fee type of contract, since they too 
recognize the lack of cost reduction incentive which this type of con- 
tractual arrangement provides. 

The fee is traditionally low under the cost-plus-a-fixed feep be- 
cause presumably and theoretically~ and as far as the contract goes, 
there is no risk; the costs as incurred are reimbursed. However, it is 
not quite as simple as it soundsp because in the audit there are always 
arguments about what constitutes proper costs. By the time costs are dis- 
allowed through the audit of a cost-type contract, the profit margin may 
be decreased substantially, so that the profit actually earned by the 
contractor may be very small. Naturally~ there will always be arguments 
about what profit he did earn~ because there are arguments about what the 
costs were. But, any way you look at it, the type of arrangement is in- 
creasingly less attractive to all parties concerned. 

Now~ the problemj I think~ that we are more interested in is not 
the question of cost and profit under cost-type contracts, but the ques- 
tion of price in connectien with fixed-price contracts. As I stated 
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previously, if you can come to a price throu@h reference to an established 
exchange or through the use of bids, you deal directly with price. That 
is the desirable obJective~ in which case you don't get into the problem 
of cost and profito ~his is the situation we have in commerc~-1 life. 
When you buy an antomobile~ you are not interested in how much mone~ the 
Chrysler Corporation makes on its Plymouth, or how much General Motors 
makes on its Chevrolet~ or how much the Ford Motc~ Company makes o~ its 
Fords. You are interested in the price and what you think is the best 
value. One company m~7 be making a very high profit and yet its price 
m ~  be l ower ,  and v i c e  v e r s a .  

However, under  the  f i x e d - p r i c e  c o n t r a c t ,  when we c a n ' t  d e a l  ~ e c t l y  
w i th  p r i c e ,  t h e n  we a r e  f o r c e d  h e r e  a l s o  to  d e a l  on t h e  b a s i s  o f  c o s t  
and profit. So we withdraw as the only available alternative to that 
position, and we look at these two elements. 

In the case of costs, we may be dealing with historical costs in 
part, or we may be dealing entirely with estimated costs. Of course, in 
a price redetermination contract you look backward at historical costs 
in part, and forward on the basis of the estimated costs. If we are able 
to ~gotiate a fixed price Imuediatsly, we deal entirely with estlma~ed 
costs, always utilizing experience on that kind of work and on ocher con- 
tracts to the extent that historical data are available. 

Now, when I speak of costs in cormection with fixed-price contracts, 
I am not speaking of costs in the ,,cost reimbursement" sense. ~his is 
very important, because under a negotiated fixed-price contract we do 
not reimburse costs-plus profit. We negotiate a price. ~ha% still is 
true when we negotiate a price on ~he basis of costs and consideratAon 
of profit. 

In the case of fixed prices we can better speak of the acceptability 
of costs. ~e tern ,acceptability' is used advisedly. The term "allowa- 
b~lity of costs" is properly used in connection with the cos~-reimburse- 
ment type of contract, but in the case of a fixed price, the counterpart 
term is ,,acceptability of costs." ~he latter term may be interpreted 
to mean the propriety of inclusion to provide a basis for negotiation. 

Now, what are the standards by which we view the acceptability of 
costs as a part of this negotiatic~ basis? Wellj we haven't had a ~  
very sarisfactory in that fielde We have struggled, in bot/~ Government 
and industry, to try to develop cost principles that are applicable to 
fixed-price contracts, but thus far nothing has been done. Same people 
even believe that it is not desirable to give any official status to 
such a set of cost principles. Other people believe that it should be 
done. Among those who believe that it is desirable, there are a great 
many d~ferent views as to the way the problem should be approached--that 
is, as to the degree of detail in which the principles and the supporting 
interpretations should be stated. 
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In the face of not having such established offic4-1 announcements 
covering cost principles applicable to fixed-price contracts 9 the 
services have been faced with the necessity of using the next best thing 
available. At the present time the existing instructions to all three 
auditing services are to use sectic~ XV as a basis for their audit reports, 
even though the procurement services have been notified at the same time 
that section XV, the "Cost Principles for Cost Plus Contracts,. is tech- 
nically and officially not applicable to fixed-price contracts. Since 
the auditors had to have something to go by, the cost-reimburs~ent type 
principles have been used as a stopgap for purposes of developing their 
audit reports. 

There has been one other set of cost principles which is a partial 
solution to the problemj and that was the development of the cost prin- 
ciples in section VIII of the Armed Service Procurement Regulations. 
~he cost principles set forth there specifically cover terminations of 
fixed-price contracts. 

~heoreticallyj the principles applicable to the termination of a 
contract ought to be exactly the same as the principles that are appli- 
cable to a going contracte In principle, there can be no distinction. 
However, when these principles were being developed for terminated fixed- 
price contracts, there were the usual differences of opinion and %~e usual 
ccmprce~tses. It was fi~,11y agreed that the cost principles wcold be re- 
leasedj but that they would not be adopted for going contracts. It is 
apparent, therefore, that this set of cost principles has somewhat the 
status of an interim or stopgap action, and will undoubtedl~ be subject 
to later change when the overall problem is resolved. 

The efforts to develop a complete set of cost principles for fixed- 
price contracts have more recentl~ received considerably more impetus. 
They have been combined with another theory, which is that we ought to 
develop a single set of cost principles ~d~ich are sufficiently broad to 
be applicable to ,11 contracts of both the cost type and the fixed-price 
type. This would take the fore of a revision of the present section XV, 
and at the same time make it applicable to all contracts InvolviDg costs 
d i r e c t ~  o r  i n d i r e c t l y .  

In  t h e o r y ,  I m n  i n  agreement  w i th  t h e  i d e a  o f  hav ing  c~e s e t  o f  
c o s t  p r i n c i p l e s .  I b e l i e v e  t h a t  cos t s  a r e  c o s t s ,  i r r e s p e c t i v e  o f  t he  k ind  
of pricing arrangement which ma~ be involved; and that the adjus~ents 
for the o~her factors, of ~hich the most iwp~t one is risk, should 
bedone through the profit margin and n o t  th rough  different Interpreta- 
tions of what costs should be° This st~11 leaves us, however, with the 
basic probl~n of developing a set of cost principles which will be accept- 
able to everybody as being applicable to ali contracts. 

I s~w a d r a f t  o f  the  proposed r e v i s i o n  of  s e c t i o n  XV--as deve loped  
i n  t h e  O f f i c e  o f  t he  S e c r e t a r y  of  Defense - -which  was g iven  t o  me cn a 
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confidential basis in May 1953, although it has not been generally dis- 
trlbuted to indus,, Inasmxch as it is still subJec~ to internal clear- 
ance by the services. I understand that since May the internal review 
has been continued and that some modifications have been made--the various 
kinds of compromises and agreements that are inevitably the result of 
clearance in Govermuent circles. I understand further that it is pres- 
ently being cleared with the procurement peoplej and that then it w~11 
be submitted to the various responsible industrial groups for review and 
comment. ~his is the normal procedure a~d a practice which I think is 
very desirable. I have been told that the interr~ review Is running 
into so~e major problems as to clearance, end it is d i f f i c u l t  at %his 
time to say when the set of principles may emerge as a finished document. 
In m~ opinion~ the proposed statement of cost principles has real merit, 
and I hope that something good w i l l  come out of it. 

~nere are several other aspects of cost principles that I would llke 
to discuss~ regarding which there is controversy and disagreement and 
variation in interpretation and applioati~. One of these issues is 
whether  the  accep tab le  cos t s  should  be based on a p r o r a t a  or  i nc remen ta l  
conoept. ~hese latter two terms require some ~er alabo~a~io~ and 
clarification. 

More simply, the problem of prorata and incremental costs can be 
stated as follows: If ~ compa~F is in business and is manufacturin~ a 
commercial product at given eosts, and it now takes a defense contract, 
should the costs applicable to the defense contract be a prorata share 
of all the general costs that are incurred in the activities in which the 
contract participates; or should the applicable costs be only the incre- 
mental costs? 

Under the proz~ta approach~ one of course treats the defense business 
just like any other part of the operations. ~hus the defense work would 
take its full share of general-type costs based upon its prorata vol~me 
of work. For example, if the defense work represented I0 percent of the 
manufacturing effort according to some generally recognized yardstick, 
it would take i0 percent of the president's salary as an allocated cost. 

~he other approach, the incrementalj in its extreme form, is to say: 
'~ell~ we will have to pay the president's salary anyway--we donlt raise 
his salary, we don't get a second president--therefore, there is no in- 
cremental cost." Thus you just take the extra costs which are incurred 
because the defense contract is there~ and only those additional incre- 
mental costs are considered to be proper costs attributed to the defense 
work° 

It is interesting to note that this prorata versus incremental issue 
becomes sharper as you move down from the president to the general over- 
head and down to the manufacturing departments. People range themselves 
at various points as we make that transition. Even the most die hard 
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c r i t i c s  w i l l  u s u a l l y  ac ree  i n  t he  case  o f  a m n u f a o t ~ r i n g  depar tment  o r  
p r o d u c t i o n  c e n t e r  t h a t  ~ when a defense  c o n t r a c t  a s t i v i t y  comes i n t o  t h e  
area# this defense work should take its prorata share of the applicable 
m a m u f a o t u r i ~  cos t s  based  upon sobs a c c e p t a b l e  s t a n d a r d ,  such as  d i r e c t  
labor dollars or standard hours.~ or direct l a b o r  hours. 

But# as  we.move up to  the  more g e n e r a l  a r e a s ,  more and more p e o p l e  
b e ~ n  t o  s h i ~  t o  the  i n c ~  approach.  So t h a t  v e r y  soon you h e a r  
t h ~  sa~t  ~ shou ld  t he  defense  c o n t r a c t  t ake  an~ of  t h e s e  cos t s?  
You are  spendinK t h a t  mone~ a ~ w ~ .  WW s h o u l d n ' t  t he  c ~ e r c i a l  p r o -  
d n s t i o n  co~t~m~e to absorb %he part~ouXar c o s t - - t h e  c e n t r a l  overhead 
expense j  or  t h e  c o n t r i b u t i o n s  prosram~ or  whatever  t he  gene ra l  co rpora te  
expense is?. This feeling seems in part to be based upon the. theory that 
%he adoption of the prorata approach would s~aehow favor the cu~ercial 
business tLrc~h shifting of costs an~ thus increase the c~rcial 
profits. 

Now# that sounds like a pretty attractive theory at first look. 
However# lets look at how it would work out in practice. If# for ~le, 
the defense business should displace t h e  camercial business canpletely 
and if you didn't shift the pr~rata portiou of the general cost on to the 
defense business, you might osnceivably have only one man working on the 
c~nercial business and he would be carrying all the general expenses that 
were formerly ~pplicable to the commercial business. I think this extreme 
example shows how fallacious the theory really is. While there are un- 
doubtedly some fixed expenses which do not increase with the addition of 
the defense business, this portion of the total cost is very small. More- 
over, in actual practice the commercial business is more likely %o suffer 
through the diversion of management effort to the defense business. 

Another matter I should like to discuss is sanewhat related to the 
foregoing issu% but it re-1]y c-11s for a separate discussion. ~his is 
the problem of defining as acceptable cnxly those costs which are "neces- 
sary" and then interpreting the term necessary in a very narrow manner. 
I% has two aspects--o~e, as previously discussed, as to whether the con- 
tractor could have performed the defense work without incurring the partic- 
ular type of e_.~enses--the other as to whether the total mnount e~ended 
was in fact necessary and proper. For example, we may all agree that 
people have to eat lunch, but we may argue about the kind of lunch they 
should eat and therefore what that lunch should cost. 

Another very common illustration of the same problem arises in the 
case of l~,3]man accommodations. What is necessary? Is it necessary 
for a man to sleep in a 6edrocm? Well# you can argue and say that the 
individual can sleep in a lower berth quite as well# and that there is 
therefccw no reason why the Gove~,Aent should have ~o pay a price which 
enables the c~'s employees to sleep in anything but a lower berth. 
It follows thenj If he wants %0 sleep in a bedro~# that the extra cost 
of the b e ~  should come out o£ the profit. : ~ , 
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Compensation i s  ano the r  t ~ , . ~ i u g ~ , ~ S ~  q u e s t i o ~  During 
World War II one of the services ~0k ~he offin~al view even to the 
extent of so stating in its regulations--that the salary of any officer 
of a company would not be considered acceptable if it was over ~25,000. 
Above $25,000 it was apparently the view that it was some form of profit 
d i s t r i b u t i o n  and no t  a proper  co s t .  I ~ no t  t a l k i n g  about the  mer i t s  
of it now. I ~, only saying that this is the kind of issue that canes 
upe 

In other cases the concern may be completely with the type of the 
particular kind of expenditure. For example, the position is sometimes 
taken that contributions in Shy ~ount are not acceptable cost items on 
the basis that the relatic~shlp to the contract is so indirect that they 
are not  considered to  be necessary f o r  the performance of  the  con t r ac t .  
O~ the o the r  hand, one can prope r ly  ar@~e That they are par~ of  the gen- 
eral corporate expenses that are essential to the company's long-run ex- 
istence; and as such nmst be absorbed i n  doing the  bus iness ,  and, the re fore ,  
that they are properly allocable to the defense contract. 

~here is, of course, bound to be a great deal of variation in actual 
practice as to the kinds of costs that are recognized and the extent to 
which particular kinds of costs are recognized. It becomes a sort of 
continuous negotiation between industry and the Government Pepresentatives, 
with the results depending on the character and background of the partic- 
ular Government employee with whom the contractor is dealing, and depend- 
ing a lot on the particular industr7 as to how hard they want %0 argue 
for something they think is right. 

We all recognize, in this connection, that everything that is done 
by the services and by the contractor is always subject to later review 
by representatives of the General Accounting Office, congressional com- 
mittees, or other ~vestigaters, whoever they m~ be. Since many of the 
cost issues are controversial and subject to misinterpretation, many con- 
tractors will deliberately lean ba~d just to avoid the potential risk 
of misinterpretation and consequent bad public relations in the eyes of 
the public. 

My own views with respect to these cost issues are that great weight 
should be given to the company's established policies and patterns of 
spe~-~. To go back to the matter of traveling, for example--if it is 
the company's practice to have its executives sleep in bedrooms when 
traveling by Pullman, that establishes the validity of the cost. Actually, 
this may be the very kind of policy which helped attract and retain the 
kind of executives which have made the contractor the successful operatar 
that it is--in fact, the kind of contractor which today is an attractive 
and needed source of supply for the Gove~,.ient. 

No more than you, would I condone ~he kind of company that blossoms 
out and expands its standard of spending for contributions or compensation 
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or another it~ Just because there is defense business in the picture. 
~hat just isn't playing the game according to proper ground rules. On 
the other hand, there are situations where there are established patterns 
which have in part at least made possible the kind of procurement source 
now needed by the services. Consequently~ in theory, I believe that such 
types of expenditures are acceptable costs. 

Also, I f e e l  s t r ong ly  t h a t  Jus t  because some coBtractors  do have 
excessive expenditures of  c e r t a i n  types ,  t h a t  the s o l u t i o n  i s  not  %o o f f i -  
cia%ly deny a l l  expenditures by a l l  con t rac to r s  of  t h a t  p a r t i c u l a r  i t sm.  
That, frankly, was Just about the approach that was taken on contributions, 
for exauple, when they drafted the cost principles in sectien VIII cover- 
ing terminations. ~ere had been some problems with some contractors in 
this area, so they solved it the single way and eliminated all ccmtribu- 
riots as an acceptable cost for the purpose of flxed-price terminations. 

I consider that absolutel~ the wrong ws~ to handle the situati~ 
You might just as well say: "The salaries of the president and other ex- 
ecutives cannot be accepted, because some companies are trying %o pay too 
high salaries." Obviously, we can't abolish all salaries of executives 
and ask that they be dollar-a-year men. So I want to express this impor- 
tant personal view: You can't walk away from these problems ~ust by legis- 
latiug them out of existence. 

It is also my own personal view that it is desirable from the stand- 
point of the Government and indus~ for the Government to regard itself 
as a partner in a going business, and not attest %o receive some kind of 
preferential treatment. I ~u ~alk~n~ now, bear in mind, only fran the 
stantpoint of costs. ~e matter of the profit margins I want to discuss 
later as an entirely separate probl~n. 

From the standpoint of good professional accounting and acoo~nting 
theory, I see no basis~ when you have type A business and type B business, 
why they are not equal partners ~ith respect %o cost allocations--subject 
always, of course, to the requirement that if there is a group of costs 
which are completely unrelated to one of rhea, that such costs should 
be viewed as a direct cost of the particular activity %o which they relate. 
For example, in cur own con~any, any of the costs that are involved in 
the sales pr~uotion and in marketing research on our comuercial vehicles 
have no relationship to the defense contract, and co~sequentl~ they are 
charged in full to commercial operations. But in the case of the general 
type of expenditures, the partnership approach should prevail. It is also 
important that when o~e decides that something should be considered a 
direct cost to the type B business, as opposed to the type A business, 
that one then maintains the same standard of identifying the direc~ costs 
to both type A and type B business--thus insuring equitable trea~nent for 
both classes of business. 

I believe that these views that I have expressed here have received 
considerably more recognition in this proposed revision of section XV. 
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Actual~7, it is likely that thls m~7 be p~ of the reason why there is 
so much ~ 4 ~ f i c u l t y  i n  effecting the internal clearance. 

I would like now %o %urn very briefly to the matter of profit. If 
you accept  my conclus ion t h a t  cos t s  should s tand  as cos t s  and t h a t  t hey  
should be p ro ra ted  cn the same s tandard as i n  c m ~ e r c i a l  bus ines s ,  then  
we have left only the question of what kind of profit should be recognized. 

Firs% of ,11, I should like %o say that I do not believe that defense 
contracts can support the ss~e kind of profit rates which are earned c~ 
comuercial business. Industry does not expect it and i% does not want 
it. In the first place, indus%ry norm nlly does no% want %o disclose what 
i t s  p r o f i t s  are on i t s  commercial bus ines s ,  a t  l e a s t  on imp , t rou t  products .  
because of ccupetition. And, second, it does not want %o 'be put in a 
position, f r a n  the standpoint of  public relations~ lhare the same profit 
would be claimed on the defense contract at the high levels ~hich may be 
enjoyed on the c~=,erc ia~ bus ines s .  

I a lso  t h i n k  t h a t  the p r o f i t  should be ad jus ted  to  the  degree of 
risk. That is ~here we equate for the basic difference which exists be- 
~ cost-type contracts and fixed-price contracts. Similarly~ it logi- 

equates for the differences between the various tTpes of f i ~ d , - p r i c e  
contracts • 

Obviously, risk is the basic factor that is most ~4~ec~ related 
%o profit. That plus, of course, the efficiency of the business, which is 
expressed in the level o£ costs c~aracterizing the par~i~tl~ cuntractor's 
operations. 

We run into same very illogical and unsatisfactory situations in 
connectic~ with profits cB fixed-price contracts because of the way we 
traditionally look at proflto Take s for example, this case: Here is a 
mannfacturer who prodnces an article that costs a dollar. He adds I0 
percent %o it, and the item is priced at $I.I0. Nov, another producer 
may be very much more efficient from the cost stand,~d, and he may be able 
to  prodnce t h a t  item f o r  8Q, c e a t s ,  Then The ques t ion  a r i s e s l  What ~ - d  
of  p r o f i t  should be allowed to the  80-cent  cost  o f  t h i s  producer? I f  you 
s~a~ with the lO-percent foremla~ he gets 8 cents, whereas the-,that ~ 
fellow got I0 cents. ~hat is obviously--~air# because you have not prop- 
erly rewarded the man who did the b e t t e r  Job frcB a c o s t - e f f i c i e n c y  
stand,int. 

Actua l ly .  i n  a cceq~%itive market the 8 0 - c e n t  prodncer could s e l l  
his pro~Act at ~I.I0 and make 30 cents profit• If we take some in-betwsem 
point and, let us say, give ~he low-cost producer the stone dollar profit 
as we gave the high-cost producer--That is, give him i0 cents--then you 
will be pay4-~ him 12o5 percent profit~ which somebody may misinterpret 

and criticize. 
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One could well reason that by standards of equity the low-cost 
producer was at least entitled to 15 cents more profit above his 80 
cents. Even with this profit he could still sell his item for 95 cents, 
or 15 cents less than the ~i.I0 price of the high-cost producer. 2hat 
would lead us into the situation where he would be getting 18-3/4 percent 
profit--a rate which is subject to misinterpretation and unwarranted 
criticism. That would certainly be a nice subject for the headlines. X 
can Just see thou. "Armed Services wasting taxpayers, money--allow~ 
company A an 18-3~ percent profit." 

So the dile~ua is that the things which should be done in the wa~ 
of profit allowance to recognize risk and to recognize cost effioienc7 
are in part thwarted by the traditio~A1 wa~ of expressing profit in re- 
lation to cost. Consequently, we end up somewhere in the middle with a 
continuous pressure to keep within a narrow range of profit relative to 
cost. ~his is clearly not desirable in that it eliminates the very thing 
which we are trying to do--provide incentives to get costs down and to 
get prices down. Actually, it almost works in reverse, because, as far 
as making profit is concerned, the 80-cent producer would be better off 
profitwise to let the item cost a dollar and then get i0 cents profit-- 
instead of getting the cost down to 80 cents and then only getting 8 cent, 
profit. 

There are sQme other factors that balance these reverse incentives, 
at least in the case of large companies that are ccmpetiug with other 
large companies. Pride in price is ~n equally strong pressure. Take 
Ford in relation to Chrysler and General Motors. Our pride in our prime 
is so unbelievably strong that our central office management would censure 
us at Chicago very strongly if we had a coBt pattern which wasn't as good 
as or better than that of our competitors. Then also there is the in- 
centive that a company cannot afford to let i~s cost efficiency deterior- 
ate, because of the impact en the morale and efficiency of the whole 
organizatic~ with respect to its con~erc~81 operation. 

Before closing, I would like to say a word or two about the relation- 
ship of the service auditor to the contracting officer. ~hat brings up 
also the very interesting question as to what role auditors and audit~ug 
data should play in connection with the negotiation proceedings. In the 
case of the cost-type contract, the auditors clearly are the major deter- 
mining factor and are pretty much the boss of the cost, you might say, 
Because of this fact, the negotiation factor in price is very limited. 
In the case of fixed-price contracts, however, the auditors and audit pla~ 
a lesser role, but they are still employed to a considerable extent. 

My own feeling is that the audit provided by the seA vices in fixed- 
price negotiatic~ should be completely advisory; that it should not ~ 
usurp the contracting officer's role in the negotiating process. This 
is ~ d  to vary considerabl~, because sometimes one finds, in particular 
situations, strong auditors and weak contracting officers. Then in other 



situations one will find strong contracting officers and weak auditors. 
Sometimes they are both strong and then there is a better and sounder 
balance. Ideally, they should be both strong. And when I say "strong,,, 
I mean strong in a proper sense--not arbitrary--but with intelligence 
and objective Judgment. 

I t h ink  t h a t  in  connection with f i x e d - p r i c e  con t rac t s  too  ,nlch 
+en~hasis i s  u s u a l l y  put  on aud i t i ng  cos t  da ta .  Ac tua l ly ,  .in f i ~ e d - p r i c e  
nego t i a t i ons  the major f a c t o r  i s  the  p r o j e c t i o n  of fu tu re  cos ts ;  and, 
t h e r e f o r e ,  the  degree of  p e r f e c t i o n  with which ac tua l  h i s t o r i c a l  costs  
are  audi ted  up to  a c e r t a i n  po in t  lo ses  i t s  u se fu lnes s .  No mat te r  i f  you 
spent  f i ve  years  on the review and aud i t  of  the h i s t o r i c a l  da t a ,  t h i s  i s  
no t  going to  be the  major f a c t a r  on which the p r i c e  i s  based.  Ac~,~l ly ,  
the major dsterr . tuing f a c t o r  w i l l  be the  Judgment and the ~eenness of  
analysis with ~hi~1 ~he projected costs are evaluated, and this Involves 
primarily what is usually referred to as cost analysis rather than andit- 
lug in the conventional sense. Therefore, I think the interested services + 
would be b e t t e r  served by p u t t i n g  more emphasis on cos t  ana lys i s  and a 
lesser emphasis on auditing. 

With s p e c i f i c  re fe rence  to  aud i t i ng j  we can maximize the b e n e f i t s  
by having fewer aud i to r s  and b e t t e r  a u d i t o r s - - t h a t  i s ,  aud i to r s  T~O do 
not  f e e l  t h a t  they  have to l i v e  by the rule books and i n t e r p r e t  a c c o r d ~  
to s p e c i f i c  i n s t r u c t i o n s .  Auditors should have enough breadth of exper i -  
ence and Ju~nt to realize that they can best serve the  Government,s 
interest by examining the OVeZ'~L1 procedures and controls by which costs 
are developed. This would best provide assurance that the costs have been 
properly expended as opposed to verifying that the costs were in fact 
expended. ~he auditor can comfort himself in his own mind by saying that 
a cost has been properly expended Just because it is a properly authen- 
ticated expenditure~ but  too o f t en  t h i s  misses the r e a l  p o i n t  complete ly  
as to  whether the cost  was i n t e l l i g e n t l y  and p~;_d_Mnt~ expended. Many 
aud i to rs  do no t  make t h i s  important  d i s t i n c t i o n .  

i would lake to ssy just a word briefly about renegotiation. Red, go- 
fiction, as you rosy know~ is a c~anywide type of process, as opposed 
to the negotiation of contract prices which are fixed on an individual 
contract basis. 

The purpose of renegotiation is to recapture excessive profits which 
may have resulted from the total defense contract program. Theoreticallyj 
if a proper pricing Job has been done in connection with the individual 
contractj renegotiation would become co~letely unnecessary. From the 
standpoint of the contractor~ renegotiation is not too unsatisfactory in 
that if he makes a high profit on one contract and loses money on another 
contract, he is enabled to offset one against the other. 

~he standards for costs and profit in renegotiation are sce~=what 
different from what they are for individual contracts. With respect 
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to costs, the traditional pattern has been to link acceptability of costs 
for renegotiation purposes to the income tax regulations. That has been 
done pretty much as a matter of expediency--even though everybody recog- 
nizes that income tax principles are not necessarily either good costing 
or good general accounting. ~he accounting publications are full of 
articles, and have been for as long as I can remember, pointing out the 
deficiencies from a theoretical standpoint of follo~ring income tax regu- 
lations as opposed to sound accounting practices. 

However, the renegotiation regulations~ as you may also knowj have 
recognized the £ o r e g o i n g  deficiency to sc~ extent in providing that 
in cases where to a significant extent the income tax treatment does not 
properly measure the costs for renegotiation purposes, then an accounting 
agreement can be developed between the renegotiation people and the con- 
tractor which will provide for the treatment of costs for renegotiation 
purposes in a ~4~ferent manner than is done for inceme tax purposes. 

~his latter kind of situatic~ exists in the case of the Fore lib 
types of contract pricing as normally carried out. ~he general practice 
has been to accumulate the preproduction ezpense and the special tooling 
costs and to amortize those costs completely in the first pricing period 
over a limited number of units. In the case which I have Just negotiated 
on the R-4360 engines, there were 665 engines in the first pricing period, 
which ended 30 June 1953. In that first pricing period we had all the 
special tooling costs, some 35 million dollars, all the preproductic~ 
costs, roughly another 35 millien dollars, and we had all the high start- 
ing load costs after we were in ~,11 production. All those costs were 
amortized and spread over the 665 engines of the first pricing period. 

~hat has a great advantage from the standpoint of the contractor, 
because he recovers his costs more nearly at the time when he expends 
them. I think it has benefit also frcm the standpoint of the services. 
~hey then get these preproduction costs behind tham; they can then deal 
in the future with the going costs and going prices and can better Judge 

competitive values. 

In the case of the income tax regulations, howeverj the requirenents 
are still that special tooling should be a cost which must be mnortized 
over ~11 of the units on the entire contract. Actually w it so happens 
in this case that this would also be the proper professional accountlr~ 
approach. However, in any event, this woul@ be the kind of deviation 
which would be covered by an accounting agreement. 

In closing, I would like to Just assure you that industry is fully 
conscious of the problems which the services have to deal with in the 

cost determination, profit determinAtion~ and pricing. As a w a y  o f  _ _ r ~ r a l  i 
m a t t e r  o f  f a c t ~  a b i g  b u s i n e s s ,  l i k e  F o r d  o r  Gene 81 M o t o r s  o r  
Electricj is really a public servant t o o ,  because it is in the eyes o f  



the public in the same manner. It has the same kind of professional 
reputation to maintain, and it cannot afford to cut corners. Moreover, 
it cannot afford to drive too hard a bargain and then be subject to the 
kind of misinterpretation and criticism which would be damaging to its 
institutional good w~11 and thus have a bad effect upon its ccmuercial 
operations. 

In the case of smaller companies that do not have this same kind 
of restraining influence, there is most certainly a different problem. 
But, speaking for the established companies, I certainly can confirm that 
we are conscious of the problem and we are sincere in our efforts to try 
to find acceptable solutions~ both for our own selfish interestsp to keep 
our cost efficiency and avoid later possible criticism~ but also because 
of our genuine patrioti~ and desire to assist the Government and %o make 
Governnent more economical from the standpoint of the taxpayer. 

From ~ own standpoint~ we feel a great pride in being part of the 
defense program. In our own company and in our activity in Chicago D which 
is our major defense contract and with which I am actively associatedj we 
are very prou~ of our part in the very important J-57 Jet engine progr~,. 
We think we have a wonderful engine D and we feel that it will play an in- 
creasingly important part in the Nation.s defense program. 

We all realize that there are many important problems and difficult 
problems in this field of Government procurement. We in industry intend 
to work together with the Government in trying to evolve the right kind 
of solutions. We know that this will be a continuing process~ because 
we never completely solve a~ our problems. But we i n t e n d  to  accept our 
share of the responsibilit~ in helping to solve the problems as they c~ne up. 

Now, I have talked rather informally and somewhat extemporaneously. 
I may have glossed over some things that you are more interested in than 
the things I talked most about. If so~ I will be glad 50 answer such 
questions as you may have. 

QUESTION: Mr. Brink~ how does the price on your engine compare with 
the Pratt Whitney price? 

MP~ BRINK: I wish I knew for sure. Of course, like everybody else, 
we hear rumors. But we really don't know for sure. 

I doubt very much that we are yet at the Pratt Whitaley price, because 
they have been a going concern on these engines for a long time. They 
also have the advantage of a great deal better-suited facilities. As 
you may know, we have a very large and not too well designed Goverm~nt- 
owned facility at Chicago. Actually, it is supposed to be #he largest 
plant under one roof, having 4,300,000 square feet in the one mA~n build- 
ing. You can better appreciate the significsnce of this size factor ~hen 
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I tell you that in our own company we would normally not construct a 
facility with over 1,500,000 square feet. Here the facility is almost 
three times what we consider to be the proper size of a planto Obviously, 

it has a lot of unused capacity. 

To get back to your question, i don't think we are yet where we 
sho~u!d be, but I can assure you that we are headed in the right direction. 

QUESTION: ~he cost for an individual company depends very largely 
on its cost-keeping method, you cannot compare Pratt Whitney cost with 
yours when you choose to maortize the entire prepro@Action costs in the 
first period. If you let them extend over ~e whole period of the con- 
tract, wouldn't your price look much better? 

MR. BRINK: Obviously, it is a question of cost analysis. ~he cost 
analysts take the kind of factors which you mentioned and adjust for 
them. ActUally, the only wa~ you can make a comparison of Ford and pratt 
Whitney would be to take our going price after the special tooling and 
prepro@Action costs have been amortized. When you put a new producer into 
the program, ~Ich as Ford is in the R-4360 program, or any other contrac- 
tor, you are making an initial investment to establish a sourceo After 
that source is established, then and then only can you make c nm~ arisons. 

~his again is where all contractors run the risk of being misinter- 
preted in the press. Somebod~ comes along and takes a look at a price 
that is applicable to the starting period--when all the preprod~ction 
and special tooling costs are being amortized--and it looks as though 
prices were excessive. But when subjected to proper cost analysis, as 
would be done by an intelligent analyst, not the politician, then one gets 

a really fair co~arlson. 

QUESTION: I would like to go back to the matter of the prorata 
versus the incremental analysis of overhead costs. Apparently there are 
going to be some inequities in firms that have co~nercial business and 
some defense business where those co~ercial firms are in competition 
with firms that have no defense business. We might take Ford as an ex- 
ample. Ford has some defense contracts. General Motors has a lot of 
them. It seems to me that this prorata analysis of overhead costs would 
result in a substantially lower price for Chevrolets, the commercial 
products, and therefore give them an advantage in the competitive market 
against Ford. On a broader scale, this perhaps could lead to a general 
cc~plaint on the part of companies not so actively engaged in the defense 

worko 

MR. BRINK: I see your point. Maybe we should worry about that 
situation, but I am willing to take my chances with Chevrolet on the basis 

you describe. 
But here is how it actually works out: To the extent that defense 

work displaces coHaercial b~s'~uess, proration is actually necessary to 
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protect the cost level on the commercial business. There may be a 
temporary period when extra business can be added with little or no in- 
crease in the fixed charges. Gradually, however, the organizaticm 
realizes that it cannot hold the fixed expenses at the same level# and 
it will begin to expand in relation more nearly to the expanded volume 
of business. So, while there might be temporarily a cost reduction ad- 
vantage to the commercial business, I think it would disappear more 
quickly than people realize. 

QUESTION: If you amortize your complete cost of special tooling in 
the first pricing period, then at the contract termination date, what 
recognition is given to the value of the special tooling which may still 
exist? 

MR. BRI~K. The general practice on special tooling is that it is 
property in which the Government has a beneficial interest# and that the 
contracting officer may therefore request that the contractor deliver at 
the completion of the contract the complement of tooling which he is 
using to build the product. ~he service thus actually gets the special 
tooling at the end of the contract~ and can make an election as to whether 
it will be scrapped and the salvage value accruing to the Government, or 
whether the tooling should be preserved for an M-day program, or whether 
the Government wants to use it somewhere else. In any event, the Govern- 
ment has the election and gets the benefit one way or the other. 

Technically, the special tooling is not Government property, but 
is accorded separate recognition and treatment on what I consider to be 
a very satisfactory basis+ The contractc~ is not burdened wi~h the 
property accountability for the particular pieces of special tooling that 
have worn out during the life of the contract~ but he does have the obli- 
gatiom of turning over a complement of toolingj properly listed and in- 
telligently marked, to the service at the end of the contract. 

QUESTION: Would you co~ent on the prime contractor,s responsibility 
for the price where the prime contractor assumes all the responsibility 
of the subcontracts? 

MR. BRINK: Generally speakingj I think that the prime contractor 
should have that responsibility. We have in our company taken full re- 
sponsibility for every subcontracting program. On the other hand~ some 
components may become so large and so important that it may be desirable 
for the service to have direct firm contracts with those producers. How- 
everj everything that I have been associated with has been under a con- 
tract where the prime contractor takes full responsibility; i personally 
favor that approach as being the most sound. 

We have one very important defense contract where we make the wing 
for the B-~7 bomber and sell it to the airframe companies for whom we 
act as a subcontractor. We did try at the time to get a prime contract, 
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primarily because we were selling wings to Boeing, Douglass and Lock- 
heed simultaneously, and we had a feeling it would me far simpler if we 
had only the one customer. But we were overruled an it, and fortunately 

it has worked out pretty well. 

So I think my natural inclination would be for the service to deal 
with the prime contractor and to let him handle the subcontracting progr~a 
..however s there might be situations where I weald deviate from that rule 

if they were presented to me. 

QUESTION: Would you go into what practices or procedures you use 
to pay fair prices to your subconhractors? 

MR. BRINK: We de about the s~me thing that I have covered in my 
previous comments. If it is a standard items where the price is fixed, 
there is no real problem. If it is an item vhich is unique and we nee@ a 
particular subcontractor in the program because of his know-how~ that 
might outweigh everything elses and we might go to him and negotiate prlce~ 
either on a fixed-price basis or with price redetarmix~tion~ depending 
upon the needs of the particular sitaation. Each case must necessarily 
be handled on its own merits. But the ground rules--the way we would deal 
with the subcontractor--are exactly the same as I have outlined for the 
Gove~,~ent dealing with the prime contractor. 

COLONEL KE~" Mr. Brink, you gave us a fine talk. I really think 
that a11 of us have a better undarstaudlug of industry's problemso I 
think that you cemented the relationship or gave us the feeling of this 
cementing of a relationship that is so necessary between the military and 
industry; so that we can do a better Job in the defense efforte On behalf 

of the colleges I thank you very much. 

(22 Mar 195 --25o)s/iba 
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