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cos'r PRINC]PI.ES AND PROFIT MARGINS
10 Deoember 1953

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

It has often been said that military procurement is a battle of the
lawyers and the accountants. As related in his biography, our spesker
has been on both sides of the fence, He répresented 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 professor, a public accountant, and an author,
particularly qualifies him to speak on the subject of "Cost Prineiples
and Profit Margins."

Jt 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
plat.form. ‘

MR, BRINK: First I want bo say thab it is a real pleasure to be
back here again and join with you in this very important program in which
yeu are engaged.

‘I have always been interested, as Colonel Kearney has mentioned, in
this matter of "Cost Principles and Profit Margins," 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 to 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 pricings Since then I have been in it from the stand-
point of industry, with the Ford Motor Company. '

When I was here last year I was interested in the problem chiefly
from 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 overall 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 speak,
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 engine, which is now in production and will be completed about
August of 195L; and the other the J=57 jet engine program, on which we
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are scheduled 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 from some battle-scarred experience in that &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 fram 1 Jamuary 1954 to August 195L. -

- Colonel Kearney mentioned that you might be interested in hearing
sanething about that, I will not change my outline, but I will try to
work :.n some ‘examples as I go along which mey be of interest to you.

: 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 camitted in America to a system of free enterprise and
private property. That is fundamental because, if it were not that way,
-the Government would just direct everybody to go to work and produce what
the master plan called for, and that is all there would be to ite But we
believe here in America in free enterprise and private property, which
means that there must be the negotiation of an arrangement to campensate
the people who contribute to the program in various ways. This, of course,
necessarily brings us to the question of price. '

In the first place I should like to point out that the Govermment
can, if it chooses, always produce an item itself with ils own employees,
even under this system of free enterprise. It pan make its own products,
can carry on its_own research establishments, or it can go to private can-
panies and ask them to do so, There has in faclt 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 Government to be more desirable, and even necessary, to arrange to
get private companies to do 2ll or a major part of the job,

-A specific case was the tank arsenal in Detroit which the Govermment
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-
tione o

Now, when the Goverrment deals with a private company, 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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na fair price" I mean a price- that is fair to the Govermment--that it
gets value received in a reasonable sense-~ard the price must be fair
to industry. It must be fair to industry, because, if it isnt'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
becanes apparent that a considerable range is involved, At the one
extreme we have the most clearecut and simplest concept of price. That
is where one buys a commodity which is traded in publ:.c, as on a coms
modity exchange, like coffee, sugar, or wheat, The price is fixed in
the competitive excha.nge 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 do not enjoy the same kind of yardstick, in that they are not
traded in an established exchange, 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 pr:.oe, service, quality
--all the various things that have to be considered in detem:ming which
is the best offer,

Then, moving further over in the range, we come tosituations where
it is not practicable to handle the procurement through competitive bide
dinge 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 which the service is inberested.
However, once the producer is selected, a fixed price is negotiated with
that particular company.

Nom, here again there are various situations with respect to the
fixed price which is negotiateds The s:\.mplest, 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 suff:.c:.ently noncontrollable that
it is impracticable to resolve them in a fixed price. It may not be
desirsble 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 required 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 materidl prices, or it may be some other
factor. In these cases one possibility is to negotiate a fixed price
subject to adjustment through an escalation clause covering the particular
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factor. This particular risk factor is then handled on a historicale-
after the fact--basis rather than as a part of the initial fixed price.

_Another approach to this kind of problem, when necessary, is to use
the price redeterminatiom type of contract. In this type of contract
the contractor performs a certain portion of the contract--20, 30, or 40
percent--where he can develop the proper kind of experience as a back~-
ground for price negotiation, and then prices are determined under several
alternative different patterns, There may be one fixed price, or perhaps:
different prices for the first pricing period and the forward periods,
or, perhaps, a series of prices for different periods.

‘Then, as we range backward still further, there could be a so-called
incentive type of contract, where targets are set up and the profit rates
are determined in relation to that target, with provisions that if savings
are made, they will be shared in an agreedsupon basis between the industry

~ and the Govermment, On the other hand, if the costs increase, they will
be shared on an agreed basis, usually up to a certain ceiling., This type
of arrangement has been referred to on occasions as a cost-type contract
twith a variable fee, : ‘ ’

_ We have now just about exhausted the various types of fixed-price
contracts, and we came to the situation where it is necessary to have a
cost-reimbursement type of contract, such as the cost-plus=a~-fixed-fee
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 contracis 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 both the Government and industry, and the
fixed price should always, therefore, be considered to be the ultimate
objective, 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
existing factors, and where we have, therefore, introduced price redeter-
mination or, perhaps, a cost=type contract, these other alternatives should
' be regarded as temporary expedients to be eliminated as soon as practicdis
in favor of the fixed-price arrangement, _ - _

I say that a fixed price is the ultimate objective for several
reasons, In the first place, under fixed-price contracts the Govermment
knows from a financlal standpoint exactly where it is going, It has a
more definite knowledge of the funds which it is expending in procurenent,
and can thus manage its affairs more intelligently, Second, under fixed-
price contracts there is bound to be a reduced burden of anditing and
administrative work, which is unavoidably associated with the cost=type
contracts, But, third, and most important of all, the advantage of fixed-
price contracts fram the standpoint of both the Govermment and industry is
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that when properly administered, it provides an incentive to the contrac-
tor to reduce costs through the desire to maximize profits. This, in fact,
is the fundamental principle upon which our whole industrial success in
America hag been based,

It is tremendously important to the private company that this cost
incentive exists--the pressure to reduce costs-=because it provides the
leverage to the organization to increase its overall efficiency and to
thus better insure its own commercial existence and survival in a campeti-
‘tive world, However, while the impact of cost reduction incentive is first
on the contractor, I feel that anything that helps private companies to
reduce costs and which encourages them to be more efficient serves also the
‘best interest of the Govermment, This is true because it means lower
prices and thus more for the procurement dollar, This is something which
the Govermment 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 moment,
and talk first about the costetype contracts very briefly, and then go
on to fixed-price contracts, , _

. Under the cost~type contracts we have two questions: What are the
costs which have been incurred, and how much profit should the contractor
be allowed in the 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 formm of a fixed fee so that we avoid the situa-
tion where the more the contractor spends, the greater profit he eamms.,

With respect to costs, the historical pattern of cost determination
in our day has come primarily, golng back as far as World War II, to
™ 5000, a Treasury decision, This decision was originally developed in
connection with the procurement of ships, but was borrowed in World War II
for inclusion in many costetype contracts, The brief description of cost
principles contained in this statement was the best available thing when
contracts were drawn in World War IT, and consequently it was so utilized,

From that begimning, however, developed several offshoots,s The Navy

during World War II developed the so~called Green Book, which outlined
in more detail a set of cost principles, This was used by the Navy, but
was not used to any great extent by the other services, The Army, which
was linked with the Air Force more directly in those days through the Amy
_ Service Forces, handled the problem by trying to develop some cost inter-

pretations of its own, which were added as supplements to TM 1000, the

Technical Manual dealing with the auditing of costeplusea=fixed-fee
contracts, :

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

Under a cost=type contract the costs incurred are audited by the
service involved-=the Air Force, Army, and Navy each doing its own audit-
ing, Then these audits of costs are subject to a second review or audite-
call it whatever you like-=by the General Accounting Office,s The profit
is in the form of a fee and is developed on the basis of estimating the
costs which it is believed will be incurred, Then the fee stays fixed,
irvespective of what the costs actually turn out to be,

The fee in the fixed-fee contracts, which during World War Il was
something around the S-percent level, has gradually been decreased so
that it is now, generally speaking, on the 3 to li-percent level for pro-
duction contracts, although somewhat higher in the case of research
contracts, \

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

You may be interested in knowing that during World War II the Ford
Motor Company was completely on a costeplus=a~-fixed=fee basis, but the
new management concluded that we did not want to contimue that type of
arrangement in the present emergency. The mood of the services is also
to eliminate the costmpluseamfixedmfee 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 costeplus=a~-fixed fee, 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 sounds, 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=iype 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. v

Now, the problem, T think, that we ave more interested in is not

the question of cost and profit under cost=type contracts, but the ques-
tion of price in connection with fixed=price contracts., As I stated

6




1035

previcusly, if you can come to a price through 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 problesm
of cost and profit. This is the situation we have in commerclal life.
When you buy an automobile, you are not interested in how much money the
Chrysler Corporation makes on its Plymouth, or how much General Motors
makes on its Chevrolet, or how much the Ford Motor Company makes on its
Fords, You are interested in the price and what you think is the best
value, One company may be making a very high profit and yet its price
may be lower, and vice versa. o '

However, under the fixed=price contract, when we can't deal directly
with price, then we are forced here also to deal on the basis of cost
and profite 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 negotiate a fixed price immediately, we deal entirely with estimated
costs, always utilizing experlence on that kind of work and on other con
tracts to the extent that historical data are available. :

Now, when I speak of costs in connection with fixed-price contracts,
I am not speaking of costs in the "cost reimbursement" sense., This is
very important, because under a negotiated fixed-price contract we do -
not reimburse costs-plus profit. We negotiate a price, That still is
true when we negotiate a price on the basis of costs and consideration
of profit. , :

In the case of fixed prices we can better speak of the acceptability
of costs. The temm "acceptability" is used advisedly, The term tallowa-
bility of costs" is properly used in connection with the cost~reimburse-
ment type of contract, but in the case of a fixed price, the counterpart
term is "acceptability of costs.” The 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 acceptebility of
costs as a part of this negotiation basis? Well, we haven't had anything
very sarisfactory in that field, We have struggled, in both Government
and industry, to try to develop cost principles that are applicable to
fixed=price contracts, but thus far nothing has been done. Some 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 greal
many different 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 official ammouncements
covering cost principles applicable to fixed-price contracts, 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 section 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-reimbursement 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 problem, and that was the development of the cost prin-
ciples in section VIII of the Armed Service Procurement Regulations,
The cost principles set forth there specifically cover terminations of
fixedwprice contracts, '

Theoretically, 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 contracts, 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 the usual
compramises. It was finally agreed that the cost principles would be re~
leased, 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 stopgep action, and will undoubtedly 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 recently received considerably more impetus,
They have been cambined with another theory, which is that we ought to
develop a single set of cost principles which are sufficiently broad to
be applicable to all contracts of both the cost type and the fixed-price
type. This would take the form of a revision of the present sectiom XV,
and at the same time meke it applicable to 21l contracts involving costs

directly or indirectly.

In theory, I am in agreement with the ldea of having one set of :
cost principles, I believe that costs are costs, irrespective of the kind
of pricing arrangement which may be involved; and that the adjustments
for the other factors, of which the most important one is risk, should
be done through the profit margin and not through different interpreta-
tions of what costs should be, This still leaves us, however, with the
basic problem of developing & set of cost principles which will be accept~

able to everybody as being applicable to all contracts.

I saw a draft of the proposed revision of section XV——as developed
in the Office of the Secretary of Defense--which was given tome on a
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confidential basis in May 1953, although it has not been generally dis-
tributed to industry, inasmuch as it is still subject 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 Govermment circles. I understand further that it is pres-
ently being cleared with the procurement people, and that then it will
be submitted to the various responsible industrial groups for review and
comment, - This is the nommal procedure and a practice which I think is
very desirable., I have been told that the internal review is
into some major problems as to clearance, and it is difficult at this
time to say when the set of principles may emerge as a finished document.
~ In my opinion, the proposed statement of cost principles has real merit,
and I hope. that something good will come out of it,

There are several other aspects of cost principles that I would like
to discuss, regarding which there is controversy and disagreement and
variation in interpretation and application, One of these issues is
whether the acceptable costs should be based on a prorata or incremental
concept., These latter two terms require some further elaboration and

clarification,

 More simply, the problem of prorata and incremental costs can be
stated as follows: If a company is in business and is manufacturing a
cormercial product at given costs, 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 prorata approach, one of course treats the defense business
just like any other part of the operations, Thus the defense work would
take its full share of general-type costs based upon its prorata volume
of work, For example, if the defense work represented 10 percent of the
mamifacturing effort according to same generally recognized yardstick,
it would take 10 percent of the president's salary as an allocated cost.

The ‘other approach, the incremental, in its extreme fom, is to say:
njell, we will have to pay the president's salary anyway--we don't 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, .

Tt is interesting to note that this prorata versus incremental issue
becomes sharper as you move down from the president to the general overe
head and down to the mamufacturing departments. People range themselves
at various points as we make that transition. Even the most die hard
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critios will usually agree in the case of a mamufacturing department or
production center that when a defense contract activity comes into the
- area, this defense work should take its prorata share of the applicable .
mamfacturing costs based upon some acceptable standard, such as direct
labor dollars or standard hours or direct labor hours, ~ e

‘But, as we 'move up to the more general areas, more and more peocple
begin to shift to the incremental approach., “So that very soon you hear
them say: '"Wwhy should the defemse contract take any of these costs? -
You are spending that money anywey. Why shouldn't the commercial pro- .
duotion continue to absoxb the psrtiovlar cost--the central overhead
expense, or the contributions program, or whatever the general corporate
expense 1s?" This feeling seems in part to be based upon the theory that
the adoption of the prorata approasch would somehow favor the commerclal - .
business through shifting of costs and thus increase the commercial

Now, that sounds like a pretty attractive theory at first look. .
However, lets look at how it would work out in practice, If, for example,
the defense business should displace the commercial business completely
and if you didn't shift the prorata portion of the genersl cost on to the
defense business, you might conceivably have only one man working on the
camercial business and he would be carrying all the general expenses that
were formerly applicable to the commerclial business, I think this extreme’
example shows how fallacious the theory really is. While there are un-
doubtedly same fixed expenses which do not increase with the addition of
the defense business, this portion of the tobtal cost is very small, More-
over, in actual practice the commercial business is more likely to suffer
through the diversion of management effort to the defense business.

Another matter I should like to discuss is somewhat related to the
foregoing issue, but it really calls for a separate discussion, This is.
the problem of defining as acceptable only those costs which are "neces-
sary" and then interpreting the temm necessary in a very narrow manner,
It has two aspects--one, as previously discussed, as to whether the con-. :
tractor could have performed the defense work without incurring the partic-
ular type of expenses--the other as to whether the total amount expended
was in fact necessary and proper, For example, we may all agree that
people have to eat lunch, but we may argue sbout 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 Pullman accammodations,” What is necessary? Is it necessary
for a man to sleep in a bedroom? Well, you can argue and say that the
individual can sleep in a lower berth quite as well, and that there is
therefore no reason why the Govermment should have to pay a price ‘which
ensbles the company's employees to sleep in anything but a lower berth,
It follows then, if he wants to sleep in a bedroom, that the extra cost ..
of the bedroom should come out of the profit. R o
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Compensation is another item raiaing -8imilar questions, During
World War IT one of the services took the official 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 scme form of profit
distribution and not a proper cost, I am not talking about the merits
of 1t now. I am only saying that this is the kind of issue that comes
. up. .

In other cases the concern may be completely with the type of the
particular kind of expenditure, For example, the position is sometimes
teken that contributions in any amount are not acceptable cost items on
the basis that the relationship to the contract is so indirect that they
are not considered to be necessary for the performance of the contract,
"On the other hand, one can properly argue that they are part of the gen-
eral corporate expenses that are essential to the company's long=-run ex-
istence; and as such must be absorbed in doing the business, and, therefore,
that they are properly allocable to the defense contract.

There 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
contimious negotiation between industry and the Govermment representatives,
with the results depending on the character and background of the partic-
ular Government employee with wham the contractor is dealing, and depend-
ing a lot on the particular industry as to how hard they want to argue
for something they think is right.

_ © Ve 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 Cffice, comngressional com-
mittees, or other investigators, whoever they may be., Since many of the
cost issues are controversial a.nd subject to misinterpretation, many con-
tractors will deliberately lean backward 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 .
spending. To go back to the matter of traveling, for example--if it is
the company's practice to have ils 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 operator
that it is--in fact, the kind of contractor which today is an attractive
and needed source of supply for the Govermment,

No more than you, would I condone the kind of company that blossoms
-out and expands its standard of spending for contributions or compensation
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or another item just because there is defense business in the picture,
That just isn't playing the game according to proper ground rules, On
the other hand, there are situations where there are established pattemns
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 feel strongly that just because same contractors do have o
excessive expenditures of certain types, that the solution is not to offi-
cially deny all expenditures by all contractors of that particular item.
That, frankly, was just about the approach that was taken on contributions,
for example, when they drafted the cost principles in section VIII cover=
ing terminations, There had been scme problems with some contractors in
this area, so they solved it the simple way and eliminated all contribu-
tions as an acceptable cost for the purpose of fixed-price terminatioms.

I consider that asbsolutely the wrong way to handle the situation,
You might just as well say: "The salaries of the president and other ex-
ecutives cannot be accepted, because some companies are trying to pay too
high salaries." Obviously, we can't abolish all salaries of executives
and ask that they be dollareawyecar men, So I want to express this impor-
tant personal view: TYou can't walk away from these problems just by legis-
lating them out of existence. : :

"It is also my own personsl view that it is desirable from the stand-
point of the Govermment and industry for the Government to regard itself
as a partner in a going business, and not attempt to receive some kind of
preferential treatment, I am talking now, bear in mind, only from the
stantpoint of costs. The matter of the profit margins I want to discuss
later as an entirely separate problem.

From the standpoint of good professional accounting and accounting
theory, I see no basis, when you have type A business and type B business,
why they are not equal partners with respect to cost allocations--subject
always, of course, to the requirement that if there is a group of costs
which are completely unrelated to one of them, that such costs should
be viewed as a direct cost of the particular activity to which they relate,
For example, in our own company, any of the costs that are involved in
the sales promotion and in marketing research on our commercial vehicles
have no relationship to the defense contract, and consequently they are
charged in full to cammercial operations, But in the case of the general
type of expenditures, the partnership approach should prevail, It is also
important that when one decides that samething 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 direct costs
to both type A and type B business--thus insuring equitable treatment for
both classes of business, '

T believe that these views that I have expressed here have réoeiwd
considerably more recognition in this proposed revision of section XV,
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Actually, it-is likely that this may be part of the reason why there is
so mach difficulty in eftecbing the internal clearance,

I would like now to turn very briefly to the matter of profit, If
you accept my conclusion that costs should stand as costs and that they
should be prorated on the same standard as in commercial business, then
we have left only the question of what kind of profit should be recognized.

First of all, I should like to say that I do not believe that defense
contracts can support the same kind of profit rates which are earned on
commercial business, Industry does not expect it and it does not want
it. In the first place, industry normally does not want to disclose what
1ts profits are on its commercial business, at least on important products,
because of competition. And, second, it does not want to be put in a '
position, from the standpoint of public relations, where the same profit
would be claimed on the defense contract at the high levels which may be
enjoyed on the cammercial business, ‘

T also think that the profit should be adjusted to the degree of
risk, That is where we equate for the basic difference which exists be-
tween costetype contracts and fixed-price contracts. Similarly, it logi-
cally equates for the differences between the various types of fized-price
contracts,

Obviously, risk is theé basic factor that is most directly related
to profit, That plus, of course, the efficiency of the business, which is
expressed in the level of costs characterizing the particuldr coniractor's
operations, :

We run into some very illogical and unsatisfactory situations in
connection with profits on fixed=price contracts because of the way we
traditionally look at profit. Take, for example, this case: Here is a
mamifacturer who produces an article that costs a dollar, He adds 10
percent to it, and the item is priced at $1,10, Now, another producer
may be very much more efficient from the cost standard, and he may be able
‘o produce that item for 80 cents, Then the question arises: What kind
of profit should be allowed to the 80-cent cost of this producer? If you
stay with the 1O-percent formula, he gets 8 cents, whereas the other
fellow got 10 cents, That is obviously unfair, because you have not prop-
erly rewarded the man who did the better job from a cost-efficiency

standroint,

Actually, in a competitive market the .80-cent producer could sell
his product at $1.10 and make 30 cents profit. If we take some in-between
point and, let us say, give the low=cost producer the same dollar profit -
as we gave the high-cost producer—~that is, give him 10 cents-=then you
will be paying him 12,5 percent profit, which somebody may misinterpret
and criticize, ' ,

13




1042

One could well resson 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 $1,10 price of the high-cost producer, That
would lead us into the situation where he would be getting 18-3/h percent
profite-a rate which is subject to misinterpretation and unwarranted
cri‘b;.ci:m. n;;t- woui'l;d cegtainrg be a nice subject for the headlines, I
can just see them: "Amed Services wast t rs! money-=~all

- company A an 18-3/L percent profit,t 10§ Topaye yo-allowing

So the dilemma is that the things which should be done in the way
of profit allowance to recognize risk and to recognize cost efficiency
-are in part thwarted by the traditional way of expressing profit in re-
lation to cost. Consequently, we end up somewhere in the middle with a
contimious pressure to keep within a narrow range of profit relative to
costs This is clearly not desirable in that it eliminates the very thing
- vwhich 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 10 cents profit--
instead of getting the cost down to 80 cents and then only getting 8 cents
profit, _

There are some other factors that balance these reverse incentives,
at least in the case of large companies that are competing with other
large companies, Pride in price is dn equally strong pressure, Take
Ford in relation to Chrysler and General Motors, Our pride in our price
is so unbelievably strong that our central office management would censure
us at Chicago very strongly if we had a cost pattern which wasntt as good
‘as or better than that of ocur competitors. Then also there is the in-
centive that a company cannot afford to let its cost efficiency deterior=-
ate, because of the impact on the morale and efficiency of the whole
organigation with respect to its commercial operation,

Before closing, I would like to say a word or two about the relation-
ship of the service auditor to the contracting officer, That brings up
also the very interesting question as to what role auditors and auditing
data should play in comnection with the negotlation proceedings, In the
case of the cost-type contract, the auditors clearly are the major deter-
nining 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.

Tn the case of fixed-price contracts, however, the auditors and audit play
a lesser role, but they are still employed to a considerable extent,

My own feeling is that the audit provided by the services in fixed-
price negotiations should be completely advisory; that it should not-
usurp the contracting officerts role in the negotiating process. This
is bound to vary considerably, because sometimes one finds, in particular
situations, strong auditors and weak contracting officers., Then in other
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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 think that in connection with fixed-price contracts too much
emphasis is usually put on auditing cost data. Actually, in fixed-price
negotiations the major factor is the projection of future costs; and,
therefore, the degree of perfection with which actual historical costs
are audited up to a certain point loses its usefulness. No matter if you
spent five years or the review and audit of the historical data, this is
not going to be the major factor on which the price is based, Actually,
the major determrining factor will be the Judgment and the keenness of
analysis with which the projected costs are evaluated, and this involves
primarily what is usually referred to as cost analysis rather than audite-
ing in the conventional sense. Therefore, I think the interested services
would be better served by putting more emphasis on cost analysis and a
lesser emphasis on auditing, :

With specific reference to auditing, we can maximize the benefits
by having fewer auditors and better auditors--that is, auditors who do
not feel that they have to live by the rule books and interpret according
to specific instructions, Auditors should have enough breadth of experi-
ence and Judgment to realize that they can best serve the Govermment's
interest by examining the oversll procedures and controls by which costs
sre developed. This would best provide assurance that the costs have been
properly expended as opposed to verifying that the costs were in fact
expended, The auditor can comfort himself in his own mind by saying that
& cost has been properly expended just because it is & properly authen-
ticated expenditure, but too often this misses the real point completely
as to whether the cost was intelligently and prudently expended, Many
auditors do not make this important distinction,

I would like to say just a word briefly sbout renegotiation, Renego=~
tiation, as you may know, is a companywide 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, Theoretically,
if a proper pricing job has been done in comnection with the individual
contract, renegotiation would become completely unnecessary, From the
standpoint of the contractor, rensgotiation is not too unsatisfactory in
that if he mskes a high profit on one contract and loses money on another
contract, he is ensbled to offset ome against the other,

The standards for costs and profit in renegotiation are somewhat
different from what they are for individual contracts. With respect

15




1044

to costs, the traditional pattern has been to link acceptability of costs
for renegotiation purpcses 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. The 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 following income tax regu-
lations as opposed to sound accounting practices.

However, the renegotiation regulations, as you may also know, have
recognized the foregoing deficiency to some 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 different manner than is done for income tax purposes.

~ This latter kind of situation exists in the case of the Fomm II-B
types of contract pricing as normally carried out. The general practice
has been to accumulate the preproduction expense and the speclal tooling
coste 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 preproduction
costs, roughly another 35 million dollars, and we had all the high start-
ing load costs after we were in full production. All those costs were '
amortized and spread over the 665 engines of the first pricing period.

That 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 from the standpoint of the services.
They then get these preproduction costs behind them; 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, however, the requirements
are still that special tooling should be a cost which must be amortized
over all of the units on the entire contract. Actually, it so happens
in this case that this would also be the proper professional accounting
approach, However, in any event, this would 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
way of cost determination, profit determination, and pricinge As a
matter of fact, a big business, like Ford or Genersl Motors or General
Electric, is really a public servant too, because it is in the eyes of

i

16




1045

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

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 campanies, I certainly can confimm 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 interests, to keep
our cost efficiency and avoid later possible criticism, but also because
of our genuine patriotism and desire to assist the Govermment and to make
Government more economicsl from the standpoint of the taxpayer.

From my own sta.ndpoint, we feel a great pride in being part of the
defense program, In our own company and in our activity in Chicago, which
1s our mejor defense contract and with which I am actively associated, we

creasingly important part in the Nation's defense program,

We all realize that there are many important problems and diffioult
problems in this field of Goverrment procurement, We in industry intend
to work together with the Goverrment in trying to evolve the right kind
of solutions, We know that this will be a continuing pProcess, because
we never completely solve all our problems, But we intend to accept our
%are of the responsibility in helping to solve the problems as they come

. ;

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 80y I will be glad to answer such
questions as you may have,

QUESTION: Mr, Brink, how does the price on your engine compare with
the Pratt whitney price?

MR, 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 Whitney 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 Govermment-
owned facility at Chicago. Actually, it is supposed to be the largest
plant under one roof, having l,300,000 square feet in the one main builde
ing. You can better appreciate the significance of this size factor when
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T 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 plant, Obviously,
it has a lot of unused capacity.

To get back to your question, T don't think we are yet where we
should be, but I cen assure you that we are headed in the right directiom.

QUESTION: The cost for an individusl company depends very largely
on its cost=keeping method, TYou cannot compare Pratt Whitney cost with
yours when you choose to amortize the entire preproduction costs in the
first period. If you let them extend over the whole period of the con-
tract, wouldn't your price look much better?

MR, BRINK: Obviously, it is a question of cost analysis. The cost

analysts take the kind of factors which you mentioned and adjust for

~ them, Actually, the only way you can make a comparison of Ford and Pratt
Whitney would be to take our going price after the special tooling and
preproduction costs have been amortized. When you put a new producer inte
the program, such as Ford is in the R=1360 program, or any other contrac-
tor, you are meking an initial investment to establish a source, After
that source is established, then and then only can you make comparisons.

This again is where all contractors run the risk of being misinter-
preted in the press. Somebody comes along and takes a look at a price
that is applicable to the starting period--when all the preproduction
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 comparison.

QUESTION: I would 1ike 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 commercial business and
some defense business where those commercial firms are in competition
with firms that have no defense pbusiness, We might teke Ford as an ex-
ample, Ford has some defense contracts. GCeneral Motors has a lot of
them, It seems to me that this prorate 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 2 broader scale, this perhaps could lead to a general
complaint on the part of companies not so actively engaged in the defense
worke

MR, FRINK: 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 oub: To the extent that defense
work displaces commercial business, proration is actually necessary ‘o
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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 organization

of business, So, while there might be temporarily a cost reduction ade
vantage to the commercial business, I think it would disappear more
qQuickly than people realigze. :

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

MR, BRINK: The general practice on special tooling is that it is
property in which the Government hag 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. The 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 Govermment, 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 contractor is not burdened with 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=-
gation of turning over a complement of tooling, properly listed and in-
telligently marked, to the service at the end of the contract,

QUESTION: Would you comment on the prime contractor!'s responsibility
for the price where the prime contractor assumes all the responsibility
of the subcontracts?

MR, BRINK: Generally speaking, 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 imporiant that it may be desirable
for the service to have direct firm contracts with those producers, How-
ever, 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-h7 bomber and sell it to the airframe companies for wham we
act as a subcontractor, We did try at the time to get a prime contract,

19




1048

primarily because we were selling wings to Boeing, Douglas, and Lock-
heed simultaneously, and we had a feeling it would be far simpler if we
had only the one customer. But we were overruled on 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 program
--however, there might be situations where I would 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 subcontractors?

MR, BRINK: We do about the same thing that I have covered in my
previous comments, If it is a standard item, where the price is fixed,
there is no real problem, If it is an jtem which is unique and we need a
particular subcontractor in the program because of his know=how, that
might outweigh everything else, and we might go to him and negotiate prices,
either on a fixed=price basis or with price _redetermjnation, depending
upon the needs of the particular situation. Each case must necessarily
be handled on its own merits. Bui the ground rules--the way we would deal

with the subcontractor--are exactly the same as I have outlined for the
Govermment dealing with the prime contractor. ‘

COLONEL KEARNEY: Mr, Brink, you gave us a fine talk, I really think
that all of us have a better understanding of industry's provlems, 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 effort, On behalf

of the college, I thank you very mach,

(22 Mar 195L--250)8/ibe
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