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Mr.  H o w a r d  H. Cork ,  D i r e c t o r ,  G o v e r n m e n t  and Tax Accoun t -  

ing,  W e s t i n g h o u s e  E l e c t r i c  C o r p o r a t i o n ,  had  a m a j o r  in B u s i n e s s  
A d m i n i s t r a t i o n  at the  U n i v e r s i t i e s  of I l l i no i s  and  P e n n s y l v a n i a .  He 
e n t e r e d  e m p l o y m e n t  with the  W e s t i n g h o u s e  E l e c t r i c  C o r p o r a t i o n  
upon l e a v i n g  c o l l e g e  in 1923 in the c o m p a n y ' s  S t e a m  Div i s ion  in  
South P h i l a d e l p h i a ,  as an accoun tan t .  He has  r e m a i n e d  wi th  the  
W e s t i n g h o u s e  E l e c t r i c  C o r p o r a t i o n  and has  p r o g r e s s i v e l y  h e l d  the  
p o s i t i o n s  of a s s i s t a n t  m a n a g e r  of a c c o u n t i n g  at the E a s t  Sp r ing f i e ld ,  
M a s s a c h u s e t t s ,  p lant ,  f r o m  1935-41; was  a s s i s t a n t  d i r e c t o r  of In-  
d u s t r i a l  A c c o u n t a n t s  at  C o r p o r a t i o n  H e a d q u a r t e r s  wi th  r e s p o n s i b i l i t y  
fo r  the  c o m p a n y ' s  a c c o u n t i n g  c o n t a c t s  with the G o v e r n m e n t ,  as  w e l l  
as  s p e c i f i c  r e s p o n s i b i l i t y  fo r  a c c o u n t i n g  o p e r a t i o n s  at tl~ree Nava l  
O r d n a n c e  P l an t s ,  1941-45; f r o m  1945-47 he was  appo in t ed  d i r e c t o r  
of R e c e i p t s  and D i s b u r s e m e n t s ;  and f r o m  1947-49 was  d i r e c t o r  of 
C o r p o r a t e  Accoun t ing .  In 1949 he a s s u m e d  h i s  p r e s e n t  p o s i t i o n  which  
i n c l u d e d  d i r e c t i o n  of i n t e r n a l  audi t  and the  t e c h n i c a l  a c c o u n t i n g  t r a i n -  
ing p r o g r a m .  In add i t ion  to h is  du t i es  as ou t l ined ,  he  ha s  s e r v e d  
wi th  the  P r o c u r e m e n t  Task  F o r c e  of the H o o v e r  C o m m i s s i o n ;  wi th  
the  e x e c u t i v e  g roup  of the G o v e r n m e n t  C o n t r a c t s  C o m m i t t e e  and the  
G o v e r n m e n t  C o n t r a c t s  C o m m i t t e e  of the Na t iona l  A s s o c i a t i o n  of 
M a n u f a c t u r e r s ;  the P l a n n i n g  C o m m i t t e e  of the P r o c u r e m e n t  A d v i s o r y  
C o m m i t t e e  with the Na t iona l  S e c u r i t y  I n d u s t r i a l  A s s o c i a t i o n ;  and the 
C o n t r o l l e r s  C o m m i t t e e  of the A i r c r a f t  I n d u s t r i e s  A s s o c i a t i o n .  He 
is  a m e m b e r  of the Na t iona l  Cos t  A c c o u n t a n t s  A s s o c i a t i o n ,  pas t  d i -  
r e c t o r  of m e e t i n g s ,  Sp r ing f i e ld ,  M a s s a c h u s e t t s ,  c h a p t e r .  Th is  is  
h i s  f i r s t  l e c t u r e  at the  I n d u s t r i a l  Co l l ege .  
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C O L O N E L  SMITH: G e n e r a l  Niblo ,  s t u d e n t s ,  and f a c u l t y  of the  
I n d u s t r i a l  C o l l e g e :  In the l a s t  few l e c t u r e s  f r o m  th i s  p l a t f o r m  on 
p r o c u r e m e n t ,  the t a lk s  h a v e  b e e n  p r e d o m i n a n t l y  about  the  G o v e r n -  
m e n t ' s  p r o b l e m s  in po l i cy ,  p r o c e d u r e s ,  and p r a c t i c e s .  I t  i s  
t h e r e f o r e  a p p r o p r i a t e  tha t  at  th is  t i m e  we t u r n  to i n d u s t r y ,  an  e q u a l l y  
i m p o r t a n t  m e m b e r  of th i s  p r o c u r e m e n t  t e a m .  

We a r e  i n d e e d  f o r t u n a t e  th i s  m o r n i n g  in h a v i n g  wi th  us  a 
g e n t l e m a n  who i s  p r o b a b l y  b e t t e r  qua l i f i ed ,  p e r h a p s  I shou ld  s a y  
a s  w e l l  q u a l i f i e d - - s i n c e  h i s  p r e d e c e s s o r ,  Mr .  B r i n k ,  i s  s i t t i n g  wi th  
us  t h i s  m o r n i n g - - a s  anyone  who h a s  t a lked ,  o r  w i l l  ta lk ,  to you  on 
th i s  p a r t i c u l a r  s u b j e c t ;  and,  I m a y  say ,  any  s u b j e c t  in the  p r o c u r e -  
m e n t  f i e ld .  

I t  i s  i n d e e d  a g r e a t  p l e a s u r e  f o r  m e  to i n t r o d u c e  to the I n d u s t r i a l  
C o l l e g e  f o r  the  f i r s t  t i m e ,  M r .  H o w a r d  Cork .  

MR. CORK: G e n e r a l  Nib lo ,  C o l o n e l  Smi th ,  and g e n t l e m e n :  
A f t e r  tha t  r a t h e r  f l a t t e r i n g  i n t r o d u c t i o n ,  I a m  r e m i n d e d  of an  i n -  
c i d e n t  tha t  I j u s t  r e c e n t l y  h e a r d  about .  I t  i s  a s t o r y  to ld  abou t  G e n -  
e r a l  S o m e r v e l l  w h e n  he  w a s  a c o l o n e l  in  the Supply  C o r p s  and  w a s  
a s k e d  to go up t o . t he  Hi l l  to de f end  a p a r t i c u l a r  i t e m  of an A r m y  
a p p r o p r i a t i o n .  

K n o w i n g  the  t e c h n i q u e  tha t  i s  u s e d  in  c o n g r e s s i o n a l  h e a r i n g s ,  
he  m a d e  s u r e  tha t  he  w a s  to be w e l l  f o r t i f i e d  to a n s w e r  e v e r y  ques t i on ;  
he  s p e n t  l i t e r a l l y  w e e k s  in  p r e p a r i n g  f o r  i t .  

The  p a r t i c u l a r  i t e m  of the  a p p r o p r i a t i o n  he  had  to d e f e n d  w a s  
the  b u i l d i n g  of a f e n c e  a r o u n d  a c e m e t e r y .  A f t e r  w e e k s  of r e s e a r c h  
and  s tudy ,  he  knew e v e r y  foot  of l u m b e r  tha t  w a s  n e c e s s a r y ,  he  k n e w  
e v e r y  n a i l  t ha t  w a s  r e q u i r e d ,  and he  cou ld  a n s w e r  any  t e c h n i c a l  
q u e s t i o n  abou t  the  c o n s t r u c t i o n  of the f e n c e .  

At the c o n g r e s s i o n a l  h e a r i n g ,  s u r e  enough ,  t hey  a s k e d  h i m  a l l  
t h e s e  d e t a i l e d  q u e s t i o n s  and  he  s n a p p e d  the a n s w e r s  off i n s t a n t l y .  
C o l o n e l  S o m e r v e l l  w a s  s a t i s f i e d  he  had  done v e r y  w e l l  when ,  a t  the  
c l o s e  of the  h e a r i n g ,  one of the  C o n g r e s s m e n  s a i d ,  " C o l o n e l ,  
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t e l l  m e ,  w h y  do you  w a n t  a f e n c e  a r o u n d  t h a t  c e m e t e r y ? "  C o l o n e l  
S o m e r v e l l  w a s  f l a b b e r g a s t e d  and  h a d  to a d m i t  t h a t  he  d i d n ' t  k n o w  
the  a n s w e r  f o r  t h a t  one .  I h o p e  I a m  no t  in  the  s a m e  p r e d i c a m e n t  
t h i s  m o r n i n g .  

F i r s t ,  I w a n t  to  s a y  how h a p p y  I a m  to  be h e r e  t o d a y .  I m u s t  
a d m i t  w h e n  C o l o n e l  S m i t h  f i r s t  a s k e d  m e  to b e c o m e  a p a r t  of t h i s  
p r o g r a m ,  I w a s  i n c l i n e d  to a v o i d  i t  on  the  g r o u n d s  t h a t  I d i d n ' t  h a v e  
the  t i m e  to p r e p a r e  f o r  i t .  I w a s  t h e n  w o r k i n g  w i t h  the  H o o v e r  
C o m m i s s i o n ,  and  C o l o n e l  C h a r l e s  D a v i s ,  of the  L o g i s t i c s  B r a n c h  of 
the  A r m y - - a  g r a d u a t e  of t h i s  c o l l e g e - - w a s  w o r k i n g  w i t h  m e .  W h e n  
C h a r l e y ,  i n  h i s  c h a r a c t e r i s t i c  m a n n e r ,  s a i d :  "Say ,  m a n ,  you  k n o w  
i t ' s  a r e a l  h o n o r  to  be a s k e d  to a d d r e s s  t h a t  g r o u p ,  " I r e c o n s i d e r e d .  
Not  on ly  i s  i t  a r e a l  h o n o r ,  bu t  a l s o  I c o n s i d e r  i t  a p r i v i l e g e  to 
t a l k  to  you  a b o u t  a m o s t  i m p o r t a n t  s u b j e c t - - a  s u b j e c t  w h i c h  c a n  
s u b s t a n t i a l l y  a f f e c t  t he  l i v e s  of a l l  of u s  in  t h i s  e r a  of u n e a s y  p e a c e .  

" C o s t  P r i n c i p l e s  and  P r o f i t  M a r g i n s "  m a y  a p p e a r  to  be  a t e c h -  
n i c a l  s u b j e c t ,  to  be d e a l t  w i th  by the  a c c o u n t a n t s  and  the  e c o n o m i s t s ,  
bu t  I c a n  a s s u r e  you  i t  i s  one  of the  m o s t  s i g n i f i c a n t  p r o b l e m s  s u r r o u n d -  
i n g  the  p r o c u r e m e n t  of the  m a t e r i e l  n e e d e d  f o r  t he  d e f e n s e  of o u r  

c o u n t r y .  

T h o u s a n d s  u p o n  t h o u s a n d s  of i n d i v i d u a l s ,  i n  b o t h  G o v e r n m e n t  a n d  
i n d u s t r y ,  a r e  f o r c e d  to d e a l  w i t h  i t .  P r o b a b l y  no o t h e r  s i n g l e  e l e m e n t  
in  the  p r o c u r e m e n t  c y c l e  d e m a n d s  so  m u c h  a t t e n t i o n .  I t  i s  a p p r o -  
p r i a t e ,  t h e r e f o r e ,  t h a t  we t a k e  a few m i n u t e s  to t a l k  a b o u t  i t ,  e v e n  
t h o u g h  y o u r  m i l i t a r y  c a r e e r s  m a y  be  f o c u s e d  in  o t h e r  d i r e c t i o n s .  

I t  i s  no t  m y  p u r p o s e  to  e n g a g e  in  an  a c a d e m i c  d i s c u s s i o n  of the  
p r i n c i p l e s  of a c c o u n t i n g ;  I a m  s u r e ,  in  the  s h o r t  t i m e  a v a i l a b l e ,  s u c h  - 
w o u l d  be  n e i t h e r  i n t e r e s t i n g  n o r  e n l i g h t e n i n g .  R a t h e r ,  I a m  g o i n g  to 
r e v i e w  s o m e  of t he  p r o b l e m  a r e a s  w h e r e i n  c o s t s  and  p r o f i t s  a r e  
" l e a d i n g  a c t o r s "  in  the  d r a m a  of s e l l i n g  to the  G o v e r n m e n t .  

Do y o u  r e m e m b e r  t he  t i m e  w h e n  s u b s t a n t i a l l y  a l l  of o u r  b u s i -  
n e s s  w a s  t r a n s a c t e d  u n d e r  the  p u r e  p r i n c i p l e s  of f r e e  e n t e r p r i s e ,  
u n f e t t e r e d  by  c o n t r o l s ,  r e d  t a p e ,  a n d  d e f e n s e  p r o c u r e m e n t ?  I t  
s e e m s  no t  so  l ong  ago  r e a l l y ,  b e c a u s e ,  w h e n  y o u  ge t  r i g h t  down  to  
i t ,  t h i s  a d v e n t  of c o s t s  in  r e l a t i o n  to d o i n g  b u s i n e s s  w i th  the  
G o v e r n m e n t  h a s  h a d  i t s  g r e a t e s t  a t t e n t i o n  s i n c e  W o r l d  W a r  II.  
A n y w a y ,  c o s t s  in  t h o s e  d a y s  w e r e  on ly  a b e n c h m a r k .  P r i c e s  w e r e ,  
in  m o s t  i n s t a n c e s ,  e s t a b l i s h e d  by c o m p e t i t i o n .  T h e  p r o f i t  m o t i v e  
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r u l e d  a b s o l u t e l y .  A c c o u n t a n t s  h a d  r a t h e r  a b r o a d  p a s t u r e  i n  w h i c h  
to  g r a z e ,  a n d  e a c h  o n e  h a d  h i s  o w n  p e t  t h e o r i e s  to  c h e w  on.  O n e  
w a s  p r a c t i c a l l y  a n o b o d y  in  a c c o u n t i n g  i f  h e  h a d  n o t  p u b l i s h e d  a b o o k  
on  t h e  c o n c e p t  of  c o s t s .  

T o d a y ,  w i t h  s u c h  a l a r g e  p a r t  of o u r  b u s i n e s s  g o i n g  to t h e  G o v -  
e r n m e n t ,  i n c r e a s i n g l y  t h e  c o m p e t i t i v e  f a c t o r s  h a v e  b e e n  s u b s t a n t i a l l y  
t h r o t t l e d ,  t he  p r o f i t  m o t i v e  h a s  b e e n  p u s h e d  i n t o  t h e  b a c k g r o u n d ,  a n d  
t h e  c o s t  o f  p e r f o r m a n c e  h a s  b e c o m e  t h e  M a y p o l e  a r o u n d  w h i c h  w e  
d a n c e  to  e s t a b l i s h  p r i c e s  a n d  d e t e r m i n e  i n c o m e .  

H i s t o r i c a l l y  t h e r e  h a s  b e e n  l o g i c a l  j u s t i f i c a t i o n  f o r  c o s t s  
b e c o m i n g  i m p o r t a n t  c o n s i d e r a t i o n s  i n  c o n t r a c t  n e g o t i a t i o n s  w i t h  t h e  
G o v e r n m e n t .  W i t h  t h e  K o r e a n  W a r ,  a g a i n  t h e  d e m a n d s  u p o n  i n d u s t r y  
f o r  w a r  m a t e r i e l  b e c a m e  t r e m e n d o u s .  U n f o r t u n a t e l y ,  t h e  m a j o r i t y  
of t h o s e  v a s t  e x p e n d i t u r e s  b y  t h e  G o v e r n m e n t  a t  t h a t  t i m e  w e r e  f o r  
i t e m s  of  a s p e c i a l  n a t u r e  f o r  t h e  A r m e d  F o r c e s .  F e w  of  t h e  t h o u -  
s a n d s  u p o n  t h o u s a n d s  of  t h e s e  p r o d u c t s  h a d  c o m m e r c i a l  a p p l i c a t i o n s .  
T h e y  w e r e  e i t h e r  n e w  o r  of a c o n s t a n t l y  c h a n g i n g  s p e c i a l  d e s i g n .  
I n  a l m o s t  e v e r y  c a s e  t h e  c o n t r a c t o r  h a d  l i t t l e  e x p e r i e n c e  in  t h e  
d e s i g n  o r  i n  c o s t  p e r f o r m a n c e .  I t  f o l l o w e d ,  t h e r e f o r e ,  t h a t  t h e s e  
i n i t i a l  o r d e r s  i n v o l v e d  r i s k s  to  t h e  c o n t r a c t o r  w h i c h  h e  s h o u l d  n o t  
h a v e  to  b e a r .  So i t  w a s  p r o p e r  f o r  t h e  G o v e r n m e n t  to  a s s u m e  t h e m  
a n d  p a y  t h e  c o n t r a c t o r  a r e a s o n a b l e  p r o f i t  b a s e d  o n  t h e  c o s t  o f  p e r -  
f o r m a n c e .  I t  i s  h e r e ,  t h e n ,  t h a t  c o s t s  c e a s e d  to  be  a b e n c h m a r k .  
T h e y  b e c a m e  a s t a t e m e n t  of  f a c t  a n d  w e r e  s o  w r i t t e n  i n t o  G o v e r n m e n t  
c o n t r a c t s .  

I n  p r i v a t e  e n t e r p r i s e  a g r e e m e n t s  w i t h  a lo t  of f i n e  p r i n t  a r e  
d r a w n  u p  a n d  p r o m p t l y  d i s r e g a r d e d ,  s o  to  s p e a k ,  a n d  t h e  c o n t r a c t u a l  
o b l i g a t i o n s  a r e  f u l f i l l e d  o n  a p r a c t i c a l  a n d  c o m m o n s e n s e  b a s i s .  B u t  
n o t  s o  w i t h  t h e  G o v e r n m e n t !  F o r  e x a m p l e ,  i f  a p r o v i s i o n  c a l l s  f o r  
t h e  c o n t r a c t o r  t o  be  r e i m b u r s e d  c o s t s - p l u s - a - f i x e d  n e g o t i a t e d  f e e ,  
t h e r e  m u s t  be  a c l e a r - c u t  d e t e r m i n a t i o n  of  t h e  c o s t s  of  p e r f o r m a n c e .  

A s  y o u  p r o b a b l y  k n o w ,  i n  s e l l i n g  to  t h e  G o v e r n m e n t ,  t h e r e  a r e  
t h r e e  b a s i c  t y p e s  of  c o n t r a c t s ,  e a c h  h a v i n g  i t s  o w n  p a r t i c u l a r  u s e  o f  
c o s t  d a t a .  T h e  f i r s t  i s  t h e  c o s t - r e i m b u r s e m e n t - t y p e  c o n t r a c t ,  i n  
w h i c h  t h e  G o v e r n m e n t ,  by  c o n t r a c t  a g r e e m e n t ,  d e t e r m i n e s  t h e  c o s t  
to  b e  r e i m b u r s e d  to  t h e  c o n t r a c t o r .  T h e  s e c o n d  i s  t h e  n e g o t i a t e d  
f i x e d - p r i c e  c o n t r a c t ,  i n  w h i c h  p r i c e s  a r e  s e t t l e d  a f t e r  a r e v i e w  of  
c o s t  e s t i m a t e s  p r e p a r e d  b y  t h e  c o n t r a c t o r .  A n d  t h e  t h i r d  i s  t h e  
s e a l e d  o r  a d v e r t i s e d  b i d  c o n t r a c t ,  w h e r e b y  t h e  job  i s  l e t  o n  t h e  b a s i s  



of the l o w e s t  p r i c e  o f f e r ed ,  c o m b i n e d  wi th  the  m e e t i n g  of p e r f o r m a n c e  
r e q u i r e m e n t s .  C o s t s ,  h e r e ,  a r e  not  d i s c l o s e d  to the G o v e r n m e n t .  

E y  way  of b a c k d r o p  i n f o r m a t i o n ,  I have  b r i e f l y  s k e t c h e d  the  
m a n n e r  in wh ich  c o s t s  have  b e c o m e  an i m p o r t a n t  f a c t o r  in G o v e r n -  
m e n t - c o n t r a c t  n e g o t i a t i o n s .  Now l e t ' s  c o n s i d e r  s o m e  of the i m p o r -  
t an t  p r o b l e m s  such  have  c r e a t e d .  

F i r s t  i s  the m a t t e r  of "Wha t  a r e  c o s t s  ? How do you d e t e r m i n e  
t h e m ? "  Whi le  a c c o u n t i n g  is  a c c e p t e d  as a h i g h l y  t e c h n i c a l  and  
s c i e n t i f i c  p r o f e s s i o n ,  t h e r e  i s  no such  th ing  as a p u r e  s i n g l e  s c i e n t i f i c  
s t a t e m e n t  of cos t .  C o s t s ,  a t  be s t ,  a r e  a p p r o x i m a t i o n s - - a p p r o x i m a -  
t ions  b e c a u s e  t hey  i n c l u d e ,  in  add i t i on  to the c a s h  s p e c i f i c a l l y  pa id  
out  f o r  the l a b o r  and m a t e r i a l  tha t  a c t u a l l y  b e c o m e  a p a r t  of the end  
p r o d u c t ,  a p r o r a t i o n  o r  an a p p o r t i o n m e n t ,  if you p l e a s e ,  of o t h e r  
e x p e n s e s  tha t  a r e  n e c e s s a r y  to the r u n n i n g  of a b u s i n e s s .  I t  i s  in  
th i s  a r e a  tha t  a g r e a t  m a n y  of o u r  cos t  p r o b l e m s  a r i s e .  

B e c a u s e  of the  c o m p l e x i t y  of ou r  i n d u s t r i a l  e n t e r p r i s e s  today ,  the 
a c c o u n t i n g  p r o f e s s i o n  h a s  not  b e e n  ab le  to s e t t l e  on a s ing le  s e t  of 
a c c o u n t i n g  r u l e s  o r  p r i n c i p l e s .  T h e r e  a r e  m a n y  a c c e p t e d  w a y s  fo r  
a p p o r t i o n i n g  o v e r h e a d  e x p e n s e s ,  d e p e n d i n g  p r i m a r i l y  on the type  
of the b u s i n e s s  e n t e r p r i s e .  H o w e v e r ,  when  you c o n t r a c t  wi th  the 
G o v e r n m e n t  to r e i m b u r s e  c o s t s ,  t h e r e  m u s t  be s o m e  g r o u n d  r u l e s  
e s t a b l i s h e d .  P r o b l e m  n u m b e r  one ,  then ,  i s  the  S t a t e m e n t  of C o s t  
P r i n c i p l e s ,  w h i c h  is  now s e c t i o n  XV of the A r m e d  S e r v i c e s  
P r o c u r e m e n t  R e g u l a t i o n .  

The S t a t e m e n t  of Cos t  P r i n c i p l e s  o r i g i n a l l y  e v o l v e d  f r o m  the 
V i n s o n - T r a m m e l l  Act  of 1934. C o n g r e s s  p r o v i d e d  a p ro f i t  l i m i t a t i o n  
of 10 p e r c e n t  on n a v a l  v e s s e l s  and 12 p e r c e n t  on a i r c r a f t .  P r o f i t s  
on such  G o v e r n m e n t  c o n t r a c t s  in  e x c e s s  of the ]_imitations w e r e  to 
be r e t u r n e d  to the G o v e r n m e n t .  The c o m p l i c a t e d  job of a d m i n i s -  
t e r i n g  the p r o f i t - l i m i t i n g  f e a t u r e s  of the ac t  was  t h r o w n  in the lap 
of the T r e a s u r y  D e p a r t m e n t .  

T h e r e  w a s  no q u e s t i o n  as  to the  f i r s t  th ing  the  T r e a s u r y  D e p a r t -  
m e n t  shou ld  do. It  l ooked  to the a c c o u n t i n g  p r o f e s s i o n  for  a code  o r  
s e t  of co s t  p r i n c i p l e s .  I t  d i d n ' t  f ind t h o s e  p r i n c i p l e s .  I t  found a 
wide  r a n g e  of a c c o u n t i n g  t h e o r i e s ,  m a n y  c o n f l i c t i n g  and i n c o n s i s t e n t .  
The T r e a s u r y  D e p a r t m e n t  did not a c c e p t  any  of t h e s e  t h e o r i e s  and  
thus  b e c a m e  the f i r s t  G o v e r n m e n t  a g e n c y  to p r e p a r e  i t s  own 
S t a t e m e n t  of Cos t  P r i n c i p l e s :  TD-4906 ,  w h i c h  s h o r t l y  gave  w a y  
to the  b e t t e r - k n o w n  TD-5000 .  

4 
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I sha l l  not  go in to  de t a i l  o v e r  TD-5000.  I m e n t i o n  it b e c a u s e  i t  

was  an i m p o r t a n t  m i l e s t o n e  in c o n t r a c t u a l  d e a l i n g s  with the  F e d e r a l  
G o v e r n m e n t .  It was  the f i r s t  p r o n o u n c e m e n t  of a s t a t e m e n t  of cos t  
p r i n c i p l e s  fo r  use  in the d e t e r m i n a t i o n  of cos t s  of p e r f o r m a n c e  
u n d e r  G o v e r n m e n t  c o n t r a c t s .  I t s  so le  use  in r e l a t i o n s h i p  to the 
V i n s o n - T r a m m e l l  Act  was  s h o r t  l ived.  H o w e v e r ,  s i n c e  it was  the  
only  s t a t e m e n t  of cos t  p r i n c i p l e s  in e x i s t e n c e ,  n e a r l y  a l l  C P F F  
( C o s t - p l u s - f i x e d - f e e )  c o n t r a c t s  e n t e r e d  into p r i o r  to and d u r i n g  the 
e a r l y  s t a g e s  of Wor ld  War  II s p e c i f i c a l l y  c a l l e d  fo r  TD-5000  as  the  
founda t ion  of cos t  d e t e r m i n a t i o n .  It s p e c i f i c a l l y  d e t a i l e d  the t ypes  
of cos t s  which  w e r e  " a l l o w a b l e "  and m o r e  s p e c i f i c a l l y  l i s t e d  " u n a l l o w -  
ab l e "  cos t s .  It i s  a d r a s t i c  u n d e r s t a t e m e n t  to say  tha t  i n d u s t r y  was  
not at a l l  w e l l  p l e a s e d  with TD-5000.  

TD-5000  gave  way to an " E x p l a n a t i o n  of P r i n c i p l e s  fo r  D e t e r -  
m i n a t i o n  of C o s t s  u n d e r  G o v e r n m e n t  C o n t r a c t s ,  " the s o - c a l l e d  " G r e e n  
Book,  " i s s u e d  in  1942. Then  c a m e  ASPR,  s e c t i o n  XV, wh ich  is  
p r e s e n t l y  in  use .  Such, h o w e v e r ,  a p p l i e s  to c o s t - r e i m b u r s e m e n t -  
type c o n t r a c t s  only. 

Many c h a n g e s  have  b e e n  m a d e  in the p r e s e n t  s e c t i o n  XV of ASPR 
as  c o m p a r e d  to TD-5000.  I n d u s t r y ,  h o w e v e r ,  i s  s t i l l  not  s a t i s f i e d  
that  such  " u n a l l o w a b l e "  i t e m s  as " i n t e r e s t  on b o r r o w i n g s ,  " " a d v e r -  
t i s i ng ,  " and " g e n e r a l  p r o d u c t  d e v e l o p m e n t ,  " to n a m e  a few, a r e  not 
sound ,  n e c e s s a r y  b u s i n e s s  e x p e n s e s  which  shou ld  be a l l owed  w h e n  
p r o p e r l y  a l l o c a t e d  to G o v e r n m e n t  b u s i n e s s .  

L e t ' s  r e v i e w  t h e s e  c o n t r o v e r s i a l  a r e a s  b r i e f l y :  

I n t e r e s t  on B o r r o w i n g s  

Wi th in  the l a s t  few y e a r s ,  r e g a r d l e s s  of f r e q u e n t  c o m p l a i n t s  by 
c o n t r a c t o r s ,  the a r m e d  s e r v i c e s  have  t aken  a f a i r l y  c o n s i s t e n t  p o s i t i o n  
in  the d i r e c t i o n  of s e t t i n g  fo r th  " i n t e r e s t  on b o r r o w i n g s "  ( h o w e v e r  
r e p r e s e n t e d ) - -  "bond  d i s c o u n t  and e x p e n s e s  and f i n a n c i n g  c h a r g e s ,  " 
as u n a l l o w a b l e  c o s t s  in m i l i t a r y  c o n t r a c t s .  

Th is  p o s i t i o n  has  b e e n  c o n s i s t e n t l y  f o l l o w e d  in  c 0 s t - r e i m b u r s e -  
m e n t - t y p e  c o n t r a c t s  f r o m  incep t i on ,  as  r e f l e c t e d  by TD-5000  and  
now in s e c t i o n  XV, ASPR. 

The  a r g u m e n t s  m o s t  f r e q u e n t l y  a d v a n c e d  by the  m i l i t a r y  d e p a r t -  
m e n t s  fo r  d e n y i n g  the  a l l o w a n c e  of i n t e r e s t  fa l l  into t h r e e  c a t e g o r i e s :  
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1. I n t e r e s t  e x p e n s e  i s  r e g a r d e d  as m e r e l y  a r e t u r n  on equ i ty  

c ap i t a l  and t h e r e f o r e  shou ld  be t r e a t e d  in  the  s a m e  way as  a 

d iv idend .  

2. Th is  c o s t  shou ld  be t a k e n  into c o n s i d e r a t i o n  in s e t t i n g  p r o f -  

i t s  on m i l i t a r y  c o n t r a c t s .  

3. C o n t r a c t o r s  shou ld  be a d e q u a t e l y  c a p i t a l i z e d  to f i nance  
t h e i r  o p e r a t i o n s ,  and  to a l low i n t e r e s t  would  r e s u l t  in  d i s c r i m i n a t i n g  
in f a v o r  of c o n t r a c t o r s  who b o r r o w  m o n e y  as  a g a i n s t  t hose  who do 

not. 

I n d u s t r y ' s  pos i t i on ,  on the  o t h e r  hand,  i s  tha t  i n t e r e s t  i s  not  a 
r e t u r n  on equ i ty  cap i ta l .  It i s  c o m m o n  p r a c t i c e  in  our  e x i s t i n g  
e c o n o m y  to u se  e i t h e r  s h o r t  o r  l o n g - t e r m  b o r r o w i n g  to f i nance  c u r r e n t  
b u s i n e s s  o p e r a t i o n s .  The n e e d  fo r  th i s  p r a c t i c e  b e c o m e s  m o r e  
a p p a r e n t  w h e n  a c o n t r a c t o r  e m b a r k s  upon the  p e r f o r m a n c e  of 

m i l i t a r y  c o n t r a c t s .  

c o m p a n i e s  supp ly ing  the  A r m e d  F o r c e s  a r e  b a s i c a l l y  m a n u f a c -  
t u r i n g  c o n t r a c t o r s  and a r e  c a p i t a l i z e d  a c c o r d i n g l y .  In  t h i s  way  w i d e l y  
f l u c tua t i ng  quan t i t i e s  of p r o d u c t s  tha t  a r e  s u p p l i e d  f r o m  t i m e  to t i m e  
m a y  be p r o d u c e d  in  the m o s t  e c o n o m i c a l  m a n n e r  and at the  l o w e s t  
c o s t  to the c o n t r a c t o r .  Th is  r e q u i r e s  tha t  the  c ap i t a l  s t r u c t u r e  
p r o v i d e  c o n s i d e r a b l e  f l ex ib i l i t y .  It  m e a n s  b o r r o w i n g  m o n e y  w h e n  you 
n e e d  c a s h  fo r  a bu i ldup  of i n v e n t o r i e s ;  i t  m e a n s  pay ing  off t h o s e  
loans  when  those  i n v e n t o r i e s  a r e  aga in  t u r n e d  in to  cash .  To i n c r e a s e  
equi ty  c ap i t a l  to c o v e r  such  s i t u a t i o n s  would  c e r t a i n l y  be bad  and 
w a s t e f u l  m a n a g e m e n t .  To th i s  ex t en t  c a s h  is  a c o m m o d i t y  wh ich  
m u s t  be bought  and so ld  as  the  n e e d s  a r i s e .  The cos t  of the u se  of 
th i s  c o m m o d i t y  in  the  f o r m  of i n t e r e s t  i s  ju s t  as m u c h  a b u s i n e s s  
e x p e n s e  as the  r e n t a l  of the  w a r e h o u s e  nex t  door  to a c c o m m o d a t e  
the p r o d u c t i o n  i n v e n t o r y  un t i l  such  t i m e  as  the  s e l l i n g  s e a s o n  
e l i m i n a t e s  the r e q u i r e m e n t  f o r  such  a d d i t i o n a l  s t o r a g e  s p a c e .  

I cou ld  go in to  g r e a t  de t a i l  as  to i n d u s t r y ' s  p o s i t i o n  a g a i n s t  
i n t e r e s t  as an e l e m e n t  of p rof i t .  Suff ice  it  to s a y - - t h e  a r g u m e n t  
tha t  the p ro f i t  a l l o w a n c e  i n c l u d e s  a p r o v i s i o n  fo r  a r e t u r n  on b o r r o w e d  
c ap i t a l  i s ,  f r o m  i n d u s t r y ' s  poin t  of v iew,  f a l l a c i o u s  in v iew of the  
fact  tha t  the a r m e d  s e r v i c e s  t end  to a d h e r e  to f ixed  n e g o t i a t e d  p ro f i t  
r a t e s  r e g a r d l e s s  of w h o s e  cap i t a l  i s  e m p l o y e d .  



The third aspect of the Government's view on this subject is 
completely unrealistic. It suggests that whenever one business 
employs a type of cost expenditure not expended by all other busi- 
ness, such cost should not be allowed. The fallacy of this suggestion 
i s  s e l f - e v i d e n t .  

Advertising 

Another expense which is in disfavor with Government is the 
cost of advertising. Industrial advertising, except for a small in- 
crement in technical journals and trade papers, is not allowable 
under section XV of ASPR. 

It is the Government's position that it is not necessary to ad- 
vertise in order to sell to the Government. Substantially this is true. 
That does not mean, however, that the Government has not materially 
benefited from the results of advertising expenditures. 

Industry has not done a good job in convincing the Government 
how necessary advertising is and its effect upon our present defense 
economy. 

About the most effective arguments which have been put to 
Government are, first, that during an emergency, advertising is 
used by industry to sell war bonds or defense bonds, and, second, 
that it is necessary to continue advertising during such a period in 
order to keep the company's name before the public. Yet these are 
not sound points. It should be industry's patriotic duty to help sell 
war bonds during a national emergency. As to the second point, it 
is not good policy to imply that the Government should contribute 
financially to the postemergency welfare of an industrial enterprise. 

It would be much better if industry would emphasize the benefits 
which have been realized in the prosecution of our defense efforts 
as a result of advertising and why it is such a necessary expense. 
It is better to make clear the importance of advertising in creating 
volume production. It should be pointed out that advertising has 
played no small part in the erection of large industrial plants, fully 
manned with trained personnel, substantially equipped with facilities, 
know-how, and the many requirements to make a factory run. At a 
momentts notice this production can be converted from consumer 
goods to materials of war or defense. 
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I t  m i g h t  a l s o  be  n o t e d  tha t ,  if  the  G o v e r n m e n t  h a d  to s t a r t  f r o m  

s c r a t c h  to b u i l d  t h e s e  p l a n t s ,  m a n  t h e m ,  and  o b t a i n  the  k n o w - h o w ,  
i t  w o u l d  t a k e  m a n y  b i l l i o n s  of d o l l a r s  and ,  w h a t  w o u l d  be  m o r e  
t r a g i c ,  the  e f f o r t  w o u l d  p r o b a b l y  be  too  l a t e .  I n d u s t r y  f e e l s ,  t h e r e -  
f o r e ,  t ha t  the  G o v e r n m e n t  s h o u l d  pay  i t s  f a i r  s h a r e  of t he  c u r r e n t  
c o s t  of i n d u s t r i a l  a d v e r t i s i n g  to the  e x t e n t  t h a t  t h i s  c o s t  f o l l o w s  a 
c o n s i s t e n t  p a t t e r n  o v e r  the  y e a r s .  T h i s  i s  p a r t  of the  p r i c e  f o r  t he  
a v a i l a b i l i t y  of m a s s  p r o d u c t i o n  f a c i l i t i e s ,  and ,  to s ay  the  l e a s t ,  i t  
i s  a r e a s o n g b l e  p r i c e  i n d e e d .  

G e n e r a l  P r o d u c t  D e v e l o p m e n t  

G e n e r a l  p r o d u c t  d e v e l o p m e n t  i s  a n o t h e r  Cost  a r e a  w h e r e  d i f f e r -  
e n c e s  and  c o n f u s i o n  e x i s t  b e t w e e n  c o n t r a c t o r s  and  the  G o v e r n m e n t .  
At  o u r  c o m p a n y  we ca l l  i t  s t a n d a r d  d e v e l o p m e n t .  I t  g e n e r a l l y  e m b r a c e s  
e n g i n e e r i n g  and  s h o p  c o s t s  to d e v e l o p  a s t a n d a r d  p r o d u c t  to  the  
po in t  of m a n u f a c t u r e  and  a l s o  the  n e c e s s a r y  m a t e r i a l s  and  p r o c e s s e s  
f o r  m a x i m u m  e f f i c i e n c y .  We,  and  t h o u s a n d s  of o t h e r  i n d u s t r i e s ,  
h a v e  s p e n t  m i l l i o n s  u p o n  m i l l i o n s  of d o l l a r s  on  t h i s  p r o g r a m .  S o m e  
of i t  w a s  f o r  the  d e s i g n  of s t a n d a r d  c o m m e r c i a l  p r o d u c t s .  H o w e v e r ,  
the  m o r e  i m p o r t a n t  e x p e n d i t u r e s  w e r e  f o r  d e v e l o p i n g  k n o w - h o w  
in  p r o c e s s e s ,  m a t e r i a l s  f o r  s p e c i a l  u s e s ,  and  so  f o r t h .  T h e s e  v a s t  
e x p e n d i t u r e s  w e r e  w r i t t e n  off a t  the  t i m e ,  bu t  t he  b e n e f i t s  r e m a i n  
i n d e f i n i t e l y  and  a f f e c t  m a n y  d i f f e r e n t  p r o d u c t s .  

C o n s i d e r ,  too,  t h a t  no t  a l l  of t h e s e  p r o j e c t s  w e r e  s u c c e s s f u l  
and  s o m e  w i l l  no t  m a t e r i a l i z e  f o r  y e a r s .  As  you  know,  s t a n d a r d  
d e v e l o p m e n t  i s  the  v e r y  l i f e b l o o d  of m o s t  m a n u f a c t u r i n g  c o n c e r n s ,  
p a r t i c u l a r l y  if t h e y  e n g i n e e r  t h e i r  own p r o d u c t s .  Ye t ,  in  s o m e  
G o v e r n m e n t  c i r c l e s ,  i t  is  f e l t  t h a t  the  G o v e r n m e n t  s h o u l d  no t  h e l p  
pay  any p a r t  of the  c o s t  of t h i s  a b s o l u t e l y  n e c e s s a r y  p r o g r a m .  

I believe industry's position should be that Government should 
pay the current cost of standard development, provided, first, that 
this program conforms to a consistent pattern over the years, and, 
second, that it is indirectly receiving currently the benefits from 
expenditures absorbed in previous years. 

A short example might be interesting. 

The constant effort of a first-line manufacturer to improve his 
products often has a surprising payoff, perhaps long delayed. 
Because of development work done in our lamp laboratories in the 



i n d u s t r i a l l y  qu ie t  d a y s  of the  1920 ' s ,  W e s t i n g h o u s e  d e v e l o p e d  the  
k n o w - h o w  f o r  e x t r a c t i n g  p u r e  u r a n i u m .  As a r e s u l t ,  t he  U n i t e d  
S t a t e s  had  a few p o u n d s  of p u r e  u r a n i u m  and a p r o c e s s  f o r  p r o c u r i n g  
m o r e ,  w h e n  the  a t o m  b o m b  r a c e  b e g a n  at  a f e v e r i s h  p a c e  in  1939. 
The  o r i g i n a l  i n q u i r y  had  b e e n  to f ind  a b e t t e r  m e t a l  f o r  i n c a n d e s c e n t  
l a m p s .  T h a t  p r o j e c t  e n d e d  in f a i l u r e  but  the  k n o w - h o w  r e m a i n e d ,  
to the  c o u n t r y ' s  good f o r t u n e ,  f o r  i t  b r o u g h t  the  a t o m i c  e n e r g y  
p r o g r a m  to f r u i t i o n  m o n t h s  e a r l i e r  t han  w o u l d  h a v e  b e e n  p o s s i b l e  
o t h e r w i s e .  

M a n y  o t h e r  i n s t a n c e s  . cou ld  be c i t ed  to s u p p o r t  the  v i e w p o i n t  
t h a t  the  G o v e r n m e n t  i s  r e c e i v i n g  b e n e f i t  f r o m  the  e x p e n d i t u r e s  m a d e  

o v e r  the  y e a r s  f o r  g e n e r a l  p r o d u c t  d e v e l o p m e n t .  Whi le  i t  m a y  no t  
r e c e i v e  b e n e f i t s  c u r r e n t l y  f r o m  c u r r e n t  e x p e n d i t ~ i r e s ,  t he  t h e s i s  
b e c o m e s  a r e a s o n a b l e  one t ha t  G o v e r n m e n t  c o n t r a c t s  s h o u l d  s h a r e  
t h e i r  p o r t i o n  of c u r r e n t  d e v e l o p m e n t  c o s t s  if t h e s e  c o s t s  c o n f o r m  
to a c o n s i s t e n t  g e n e r a l  p r o d u c t  d e v e l o p m e n t  p r o g r a m .  

I h a v e  s p e n t  c o n s i d e r a b l e  t i m e  on s e v e r a l  of the  c o n t r o v e r s i a l  
i t e m s  i n v o l v e d  in  the  q u e s t i o n  a s  to "What  a r e  c o s t s  ?"  b e c a u s e  t h e y  
b e c o m e  m o r e  i m p o r t a n t  w h e n  we a p p r o a c h  the  s e c o n d  m a j o r  p r o b l e m .  

Up to  t h i s  t i m e  I h a v e  d e l i b e r a t e l y  l e f t  you  wi th  the  i m p r e s s i o n  
t ha t  the  G o v e r n m e n t  h a d  to d e v e l o p  i t s  own c o s t  p r i n c i p l e s  b e c a u s e  
i n d u s t r y  and  the  a c c o u n t i n g  p r o f e s s i o n  h a d  not  d e v e l o p e d  an a c c e p t a b l e  
s t a t e m e n t  of c o s t  p r i n c i p l e s .  I s h o u l d  l ike  to c o r r e c t  t h i s  i m p r e s -  
s i o n  now b e c a u s e  i t  i s  not  t r u e .  I n d u s t r y  and  the  a c c o u n t i n g  p r o f e s -  
s i o n ,  u n d e r  s u c h  g u i d a n c e  as  the  A m e r i c a n  I n s t i t u t e  of A c c o u n t a n t s ,  
t he  C o n t r o l l e r s  I n s t i t u t e ,  and  m a n y  o t h e r  a c c o u n t i n g  o r g a n i z a t i o n s ,  
h a v e  d e V e l o p e d  a c c o u n t i n g  p h i l o s o p h i e s  and  p r i n c i p l e s  wh ich  a r e  
s o u n d .  T h e y  a r e  the  b a c k b o n e  of the  f i n a n c i a l  r e p o r t i n g  and a m a j o r  
f a c t o r  in  the  s u c c e s s  of A m e r i c a n  i n d u s t r y  today .  The  one  fau l t  i s  
t ha t  t h e r e  a r e  too  m a n y  s o u n d  p o l i c i e s .  T h a t  m a y  s o u n d  f a c e t i o u s  
bu t  i t  i s  t r u e .  Wi th  the  w ide  v a r i a t i o n s  and  the  c o m p l e x i t i e s  of 
A m e r i c a n  i n d u s t r y ,  i t  i s  i m p o s s i b l e  to c o n c e i v e  of a s t a t e m e n t  of 
c o s t  p r i n c i p l e s  c o m m o n  to a l l .  A m u c h  b e t t e r  job in c o n s o l i d a t i n g  
i t s  a c c o u n t i n g  p h i l o s o p h i e s  can  and  m u s t  be done  by i n d u s t r y .  

In  c o s t - t y p e  c o n t r a c t s  a s i n g l e  s e t  of r u l e s  i s  n e c e s s a r y ,  as  
c o s t s  a r e  to be r e i m b u r s e d  by the  G o v e r n m e n t  and  t h e r e f o r e ,  in 
t h o s e  i n s t a n c e s ,  c o s t s  m u s t  b e c o m e  m a t t e r s  of a g r e e d - u p o n  fac t .  
We p a s s  on,  h o w e v e r ,  to the  n e g o t i a t e d  f i x e d - p r i c e  c o n t r a c t .  H e r e  
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w e  f i n d  a b a s i c a l l y  d i f f e r e n t  s i t u a t i o n .  We a r e  n o w  d e a l i n g  in  t e r m s  
of  p r i c e ,  o r  s h o u l d  b e ,  a n d  c o s t s  a r e  o n l y  a d v i s o r y .  

H e r e  i s  o u r  s e c o n d  m a j o r  p r o b l e m  a r e a  in  o u r  r e l a t i o n s h i p  w i t h  
tt~e G o v e r n m e n t .  T h e  n e g o t i a t i o n  on  a f i x e d - p r i c e  c o n t r a c t ,  i n  m a n y  
i n s t a n c e s ,  c e a s e s  to  b e c o m e  a n e g o t i a t i o n  of  p r i c e  a n d  b e c o m e s  o n e  
of  c o s t s .  T h i s ,  o f  c o u r s e ,  i s  u n s o u n d .  A c o n t r a c t o r ' s  c o s t s  a r e  
n o t  d e t e r m i n e d  b y  h i s  a b i l i t y  to  n e g o t i a t e  c o s t s  i n t o  p r i c e s .  W h i l e  
I h a v e  i n d i c a t e d  t h a t  c o s t s ,  a t  b e s t ,  a r e  a s s u m p t i o n s ,  i f  t h o s e  
a s s u m p t i o n s  a r e  to  b e  r e a l i s t i c  a n d  u s e f u l ,  t h e y  m u s t  b e  i n  a c c o r d -  
a n c e  w i t h  a c c e p t a b l e  a n d  s o u n d  a c c o u n t i n g  p r i n c i p l e s  a n d ,  w h a t  i s  
j u s t  a s  i m p o r t a n t ,  t h e y  m u s t  be  c o n s i s t e n t l y  a p p l i e d  by  t h e  c o n t r a c t o r .  
T h i s  i s  r e g a r d l e s s  of  w h e t h e r  t h e  c o n t r a c t  i s  w i t h  t h e  G o v e r n m e n t  
o r  w i t h  a n  i n d u s t r i a l  c u s t o m e r .  

So y o u  s e e  t h e  p r o b l e m  s h a p i n g  u p  l i k e  a t w o - p r o n g e d  s p e a r .  
T h e  f i r s t  i s  t h e  e s t a b l i s h i n g  of  a f i x e d  p r i c e  by  t h e  n e g o t i a t i o n  of  
c o s t s  r a t h e r  t h a n  p r i c e ,  a n d ,  s e c o n d ,  t h e  u s e  of  t h e  c o s t  p r i n c i p l e s  
w h i c h  w e r e  p u b l i s h e d  f o r  u s e  o n l y  on  c o s t - r e i m b u r s e m e n t  c o n t r a c t s  
b u t  w h i c h  a r e  n o w  b e i n g  u s e d  o n  f i x e d - p r i c e  c o n t r a c t s  p r e s u m a b l y  
a s  a g u i d e  b u t  a c t u a l l y  a s  a b a s i s  f o r  d i s a l l o w a n c e  of  c o s t .  

T h e r e  h a s  b e e n  s o m e  a g i t a t i o n  a m o n g  s o m e  of  t h e  m i l i t a r y  t h a t  
t h e  w a y  to  s o l v e  t h e  p r o b l e m  of  t h e  u s e  o f  s e c t i o n  XV c o s t  p r i n c i p l e s  
o n  f i x e d - p r i c e  c o n t r a c t s  i s  to  w r i t e  a n e w  a n d  " m u c h  m o r e  l i b e r a l "  
s e t  o f  c o s t  p r i n c i p l e s  f o r  u s e  on  s u c h  c o n t r a c t s .  I q u e s t i o n  h o w  
" m u c h  m o r e  l i b e r a l "  s u c h  a n e w  s t a t e m e n t  of  c o s t  p r i n c i p l e s  w o u l d  
be ;  b u t ,  h o w e v e r  l i b e r a l  t h e y  c o u l d  b e  m a d e ,  t h e  b a s i c  c o n c e p t  i s  
w r o n g .  U n d e r  s u c h  a s e t u p ,  w i t h  p r o f i t  f a c t o r s  p r e t t y  w e l l  e s t a b l i s h e d  
in  t h e  a r e a  of  8 to  10 p e r c e n t ,  n e g o t i a t i o n  w o u l d  v a n i s h  a n d  p r i c e s  
w o u l d  b e  s e t  s u b s t a n t i a l l y  by  f o r m u l a .  

T h i s  i s  r a t h e r  a s e r i o u s  e v i l  a n d  h i t s  a t  t h e  h e a r t  of  o u r  f r e e  
e n t e r p r i s e  s y s t e m .  A m e r i c a n  i n d u s t r y  d id  n o t  a c h i e v e  i t s  p r e s e n t  
s t a t u r e  b y  h a v i n g  i t s  c u s t o m e r s  r e t u r n  to  i t  w h a t  c o s t s  t h o s e  c u s -  
t o m e r s  f e l t  w e r e  " a l l o w a b l e ,  " p l u s  a m a n a g e m e n t  f e e .  I n d u s t r y  
w a s  w i l l i n g  to  t a k e  r e a s o n a b l e  b u s i n e s s  r i s k s  a n d  d id  t a k e  t h e m .  
I t  h a d  a n  i n c e n t i v e  to  c o n t r o l  i t s  c o s t s  i n  o r d e r  t o  i n c r e a s e  i t s  
p r o f i t s .  

It is a fact recognized by both the military and industry that the 
firm fixed-price contract, in which the contractor takes the risk, 
is the most desirable and in the last analysis the most economical. 
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P r i c e s  a r r i v e d  a t  s h o u l d  be  t h e  r e s u l t  of  n e g o t i a t i o n - - a n d  n o t  t h e  
r e s u l t  of  c o s t  f o r m u l a s .  

T h i s  i s  w h a t  t h e  B o a r d  of  C o n t r a c t  A p p e a l s  of t he  A r m e d  S e r v i c e s  
s a i d ,  in  i t s  d e c i s i o n  a g a i n s t  t h e  d i s a l l o w a n c e  of c o s t  i n  t h e  n e g o t i a -  
t i o n  o f  a f i x e d - p r i c e  c o n t r a c t  w i t h  a p r i c e - r e d e t e r m i n a t i o n  c l a u s e  
( T h e  S w a r t z b a u g h  c a s e ,  A r m e d  S e r v i c e s  B C A  No.  792}: " T h e  P r i c e  
R e v i s i o n  A r t i c l e  r e q u i r e s  t h e  p a r t i e s  to  . . ' p r o m p t l y  n e g o t i a t e  in  
g o o d  f a i t h  to  a g r e e  u p o n  a r e a s o n a b l e  r e v i s e d  p r i c e .  ' . . In  
c o n t r a d i s t i n c t i o n  to a c o s t  r e i m b u r s e m e n t  t y p e  c o n t r a c t ,  " t h e  C o u r t  
s a i d ,  " F o r m  IV of  t h e  P r i c e  R e v i s i o n  A r t i c l e  d e p e n d s  on  n e g o t i a t i o n  
a n d  i t s  s e q u e l ,  c o m p r o m i s e / u _ _ _ n d e r l i n e  a d d e d . _ ] "  

I f  we  w a n t  to  k e e p  i n d u s t r y  s t r o n g ,  t h e  G o v e r n m e n t  s h o u l d  e n c o u r -  
a g e  i t  to  a s s u m e  r e a s o n a b l e  b u s i n e s s  r i s k s .  W h e r e  c o s t s  a r e  u s e d  
in  f i x e d - p r i c e  n e g o t i a t i o n s  a n d  a r e  d e v e l o p e d  in  a c c o r d a n c e  w i t h  
s o u n d  a c c o u n t i n g  p r a c t i c e s  a n d  c o n s i s t e n t l y  f o l l o w e d  by  t h e  c o n t r a c t o r ,  
t h e y  s h o u l d  be  a c c e p t e d  a s  a b e n c h m a r k  f o r  e s t a b l i s h i n g  a n e g o t i a t e d  
p r i c e .  S u c h  n e g o t i a t i o n ,  a s  t h e  C o u r t  s a i d ,  s h o u l d  e n d  in  c o m p r o m i s e .  

L e t  u s  p a s s  on ,  n o w ,  to  a n o t h e r  m o s t  d i f f i c u l t  s u b j e c t - - " P r o f i t  
M a r g i n s  o n  G o v e r n m e n t  C o n t r a c t s .  " At  t h e  o u t s e t ,  l e t  m e  s a y  I a m  
n o t  w i s e  e n o u g h  to  a n s w e r  t h e  q u e s t i o n :  " W h a t  i s  a r e a s o n a b l e  
p r o f i t  o n  G o v e r n m e n t  b u s i n e s s  ? "  A s  a m a t t e r  of  f a c t ,  t h e r e  i s  no  
s i n g l e  a n s w e r .  F u r t h e r m o r e ,  i f  we  r e f l e c t  a m o m e n t ,  y o u  a n d  I 
s h o u l d  be  m i g h t y  g l a d  w e  h a v e n ' t  a s i n g l e  a n s w e r  to  t h a t  q u e s t i o n ,  
f o r  i f  w e  d i d ,  we  w o u l d  n o t  be  e n j o y i n g  t h e  l i b e r t i e s  of  a f r e e  n a t i o n .  

B u t  t h a t  d o e s n ' t ,  m e a n  t h a t  p r o f i t s ,  w h i c h  f o r m  t h e  b l o o d s t r e a m  of  
o u r  i n d u s t r i a l  e x i s t e n c e ,  d o n ' t ,  a t  t i m e s ,  g e t  o u t  of  c o n t r o l .  I t  i s  
i m p o r t a n t ,  t h e r e f o r e ,  t h a t  w e  u n d e r s t a n d  b a s i c  p r o f i t  c o n c e p t s  a n d  
i n t e l l i g e n t l y  r e c o g n i z e  t h e  s y m p t o m s  of  h i g h  b l o o d  p r e s s u r e  a s  w e l l  
a s  l e u k e m i a .  

U n d e r  o u r  c a p i t a l i s t i c  s y s t e m ,  i n d u s t r y  m u s t  h a v e  p r o f i t s .  I t  
m u s t  h a v e  s u b s t a n t i a l  p r o f i t s  i f  we  a r e  g o i n g  to  g r o w  s t r o n g  i n d u s -  
t r i a l l y .  I t  m u s t  h a v e  s u b s t a n t i a l  p r o f i t s  i f  i n d u s t r y  i s  g o i n g  to  
e n c o u r a g e  t h e  i n v e s t m e n t  of  v e n t u r e  c a p i t a l  to  s u p p o r t  t h a t  g r o w t h .  
I t  m u s t  a l s o  h a v e  s u b s t a n t i a l  p r o f i t s  i f  i t  i s  g o i n g  to  c o n t i n u e  to  p a y  
t h e  m a j o r  p o r t i o n  of t h e  t a x  b i l l .  So p r o f i t s ,  i n  t h e m s e l v e s ,  a r e  
j u s t  a s  e s s e n t i a l  to  o u r  i n d u s t r i a l  l i f e  a s  a h e a l t h y  b l o o d s t r e a m  i s  
to  o u r  p h y s i c a l  e x i s t e n c e .  
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N e v e r t h e l e s s ,  t h e r e  a r e  s o m e  w h o  f r o w n  on  " p r o f i t s "  a s  t h a t  

n a u g h t y  w o r d  a n d  s e e m  to v i s u a l i z e  p r o f i t s  a s  a p i l e  of  g o l d  s n u g l y  
r e s t i n g  i n  t h e  v a u l t  of  a W a l l  S t r e e t  b a n k ,  w a i t i n g  to  b e  c o u n t e d  b y  
a r a t h e r  c o r p u l e n t  g e n t l e m a n  w e a r i n g  a d i a m o n d  s t i c k p i n  a n d  s m o k i n g  
a b l a c k  c i g a r .  

N o w  l e t ' s  g e t  d o w n  to  f a c t s  a n d  f i n d  o u t  w h a t  d o e s  h a p p e n  to  t h i s  
p r o f i t  d o l l a r .  T h e  S e c u r i t i e s  a n d  E x c h a n g e  C o m m i s s i o n  p u b l i s h e d  
c o n s o l i d a t e d  f i g u r e s  f o r  a l l  c o m p a n i e s  l i s t e d  o n  t h e  N e w  Y o r k  S t o c k  
E x h a n g e  f o r  t h e  f i s c a l  y e a r  e n d e d  31 D e c e m b e r  1953 ( i n c i d e n t a l l y ,  
t h e s e  a r e  t h e  l a s t  f u l l - y e a r  f i g u r e s  a v a i l a b l e ) .  T h e s e  s h o w  t h a t  t h e  
p r o f i t  d o l l a r  w a s  a w o r k i n g  d o l l a r  w h i c h  w e n t  a b o u t  i t s  b u s i n e s s  a s  
f o l l o w s  : 

1. 54 p e r c e n t  w a s  p a i d  to  U n c l e  S a m  f o r  t a x e s .  

2. 22 p e r c e n t  w a s  p a i d  to  s t o c k h o l d e r s  a s  d i v i d e n d s .  

3. 24 p e r c e n t  w a s  r e t a i n e d  in  t h e  b u s i n e s s  a s  b u i l d i n g s ,  
i n v e n t o r i e s ,  m a c h i n e  t o o l s ,  a n d  a r e l a t i v e l y  s m a l l  p o r t i o n  a s  
w o r k i n g  c a s h .  

W i t h o u t  t h i s  p r o f i t  d o l l a r ,  i n d u s t r y  w o u l d  m a k e  n o  p a y m e n t  to  t h e  
G o v e r n m e n t  f o r  t a x e s ;  i t  w o u l d  p a y  no  d i v i d e n d s  to  s t o c k h o l d e r s  
a n d  w o u l d  t h e r e b y  l o s e  i t s  v e n t u r e  c a p i t a l ;  a n d  i t  w o u l d  n o t  b e  a b l e  
to  e x p a n d  o r  e v e n m a i n t a i n  i t s e l f .  I n  f a c t  i t  w o u l d  b e  v e r y  s i c k .  
So l e t ' s  be  c a r e f u l  n o t  to  t r i f l e  w i t h  t h i s  p r o f i t  d o l l a r .  B u t  t h a t  
d o e s n ' t  m e a n  w e  s h o u l d n ' t  t a l k  a b o u t  i t - - t r y  to  u n d e r s t a n d  i t ;  b u t  
n e v e r  s h o u l d  w e  t r y  to  e l i m i n a t e  i t .  

We  h e a r  a g r e a t  d e a l  in  G o v e r n m e n t  c i r c l e s  a b o u t  p r o t e c t i n g  t h e  
t a x p a y e r ' s  d o l l a r - - a n d  t h a t ' s  a s  i t  s h o u l d  b e .  Y o u  a n d  I ,  a s  t a x p a y e r s ,  
a r e  i n v e s t i n g  " e q u i t y ,  " c a p i t a l ,  i n  o u r  G o v e r n m e n t  a n d  h a v e  a r i g h t  
to  e x p e c t  a g o o d  r e t u r n  on  o u r  i n v e s t m e n t .  O n  t h e  o t h e r  h a n d  w h o  a r e  
t h e s e  i n v e s t o r s  i n  i n d u s t r y  ? L e t ' s  l o o k  a t  h o w  t h e  s t o c k  of  s e v e r a l  
l a r g e  c o r p o r a t i o n s  i s  h e l d  i n  t e r m s  of  t h e  a v e r a g e  n u m b e r  of  s h a r e s  
p e r  s t o c k h o l d e r :  

1. G e n e r a l  M o t o r s  180 s h a r e s  p e r  s t o c k h o l d e r .  

2. U.  S. S t e e l  106 s h a r e s  p e r  s t o c k h o l d e r .  

12 



3. A . T .  & T. Co. 33 s h a r e s  p e r  s t o c k h o l d e r .  

4. G e n e r a l  E l e c t r i c  89 s h a r e s  p e r  s t o c k h o l d e r .  

Of c o u r s e ,  h a v i n g  m e n t i o n e d  tha t  n a m e  " G e n e r a l  E l e c t r i c ,  " I m u s t  
m e n t i o n  " W e s t i n g h o u s e .  " In m y  c o m p a n y  the a v e r a g e  i s  140 s h a r e s  
p e r  s t o c k h o l d e r  (31 D e c e m b e r  1 9 5 3 - - l a t e s t  f i g u r e s ) .  So i t  i s  tha t  
a g a i n ,  you  and I a r e  the i n v e s t o r s  in i n d u s t r y ,  and h e r e  a g a i n  we 
have  a r i g h t  to e x p e c t  a good r e t u r n  on ou r  i n v e s t m e n t .  

You and  I, t h e r e f o r e ,  h a v e  a v e r y  r e a l  i n t e r e s t  in  m a k i n g  s u r e  
tha t  i n d u s t r y ' s  l a r g e s t  c u s t o m e r ,  t he  Un i t ed  S t a t e s  G o v e r n m e n t ,  
d o e s n ' t  u n w i t t i n g l y  and p e r h a p s  u n k n o w i n g l y  e x e r t  i t s  t r e m e n d o u s  
p o w e r  to so  r e d u c e  o r  e l i m i n a t e  th i s  p r o f i t  d o l l a r  tha t  ou r  i n v e s t m e n t s  
in  both i n d u s t r y  and G o v e r n m e n t  b e c o m e  v a l u e l e s s .  

W h a t  a r e  the t r e n d s  t oday  in  G o v e r n m e n t  p r o c u r e m e n t  ? The  
on ly  l e g i s l a t i v e  l i m i t a t i o n  on p r o f i t s  in  e f f ec t  t oday  i s  found in  the  
A r m e d  S e r v i c e s  P r o c u r e m e n t  Act ,  w h i c h  l i m i t s  f e e s  on c o s t - p l u s -  
f i x e d - f e e  c o n t r a c t s  to 15 p e r c e n t  on r e s e a r c h  and  d e v e l o p m e n t  con -  
t r a c t s  and  10 p e r c e n t  on o t h e r s .  K e e p  in  m i n d  tha t  C P F F  c o n t r a c t s  
a r e  t h o s e  w h e r e i n  the G o v e r n m e n t  a s s u m e s  a l l  the  r i s k s .  N o t w i t h -  
s t a n d i n g  the  l i m i t s  se t  by C o n g r e s s ,  the A r m e d  S e r v i c e s  P r o c u r e m e n t  
R e g u l a t i o n  s e t s  t h e s e  l i m i t s  a s  10 p e r c e n t  on r e s e a r c h  and  d e v e l o p m e n t  
and  7 p e r c e n t  on o t h e r  c o s t s .  In a c t u a l  p r a c t i c e  i t  i s  v e r y  d i f f i cu l t  
to n e g o t i a t e  f e e s  on r e s e a r c h  and d e v e l o p m e n t  c o n t r a c t s  h i g h e r  
/ahan 6 p e r c e n t - - t h e  a v e r a g e  is  p r o b a b l y  5 p e r c e n t  and m a n y  s u c h  
c o n t r a c t s  do not  have  any fee .  

On f i r m  f i x e d - p r i c e  p r o d u c t i o n  c o n t r a c t s ,  w h e r e  the  c o n t r a c t o r  
a s s u m e s  a l l  the  r i s k ,  i t  i s  p r a c t i c a l l y  i m p o s s i b l e  to n e g o t i a t e  in to  
a c o n t r a c t  a p r o f i t  f a c t o r  h i g h e r  t han  10 p e r c e n t .  The  a v e r a g e  t o d a y  
is  s o m e w h e r e  b e t w e e n  8 and  9 p e r c e n t .  W h e r e  the r i s k s  a r e  s h a r e d ,  
wi th  the  i n c l u s i o n  of a p r i c e  r e d e t e r m i n a t i o n  c l a u s e ,  the p r o f i t  f a c t o r  
i s  e v e n  l o w e r .  

U n f o r t u n a t e l y ,  the  r e l u c t a n c e  to n e g o t i a t e  h i g h e r  p ro f i t  f a c t o r s  
in to  G o v e r n m e n t  c o n t r a c t s  i s  on ly  the f i r s t  o b s t a c l e  t o w a r d  s o u n d  
p r i c i n g .  The  s e c o n d ,  and m u c h  m o r e  i m p o r t a n t ,  a r e  the m a l p r a c -  
t i c e s  w h i c h  have  b e e n  g e n e r a t e d  into  the p h i l o s o p h y  of the  c o n t r a c t i n g  
a g e n c i e s  b e c a u s e  so m u c h  a t t e n t i o n  h a s  b e e n  f o c u s e d  on th i s  i t e m  
of p ro f i t .  A c t u a l l y ,  in  m a n y  a r e a s ,  p r o f i t s  a r e  m o r e  i m p o r t a n t  t han  
p r i c e s .  
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I was  a m a z e d ,  not  so long ago, when  w a l k i n g  down an of f ice  
c o r r i d o r  of the h e a d q u a r t e r s  of one of the  s e r v i c e s ,  a c o n t r a c t i n g  
o f f i c e r  po in t ed  out to m e  a l a r g e  b u l l e t i n  b o a r d  h a n g i n g  on the  w a l l  
of tha t  c o r r i d o r .  It r e a d :  " B u y - o f - t h e - W e e k .  " On it was  p o s t e d  the 
n a m e  of the c o n t r a c t i n g  o f f i c e r  who had  n e g o t i a t e d  the c o n t r a c t  wi th  
the l o w e s t  p r o f i t  p e r c e n t a g e  fo r  tha t  p a r t i c u l a r  w e e k .  W h e t h e r  the  
p r i c e  w a s  the b e s t  p r i c e  d idn ' t  s e e m  to m a t t e r  as  long as  the p r o f i t  
p e r c e n t a g e  was  low. 

T h e r e  is  no con f l i c t  in  the s t a t e m e n t  tha t  a f i r m  f i x e d - p r i c e  
c o n t r a c t  i s  the m o s t  d e s i r a b l e  and m o s t  a d v a n t a g e o u s  to both the  
G o v e r n m e n t  and  the c o n t r a c t o r .  The  A r m e d  S e r v i c e s  P r o c u r e m e n t  
R e g u l a t i o n  so s t a t e s  and r e c o m m e n d s  i t  be u s e d  w h e r e v e r  p o s s i b l e .  
T h e r e  can  be no o t h e r  c o n c l u s i o n ,  h o w e v e r ,  w h e r e  c o n t r a c t i n g  o f f i c e r s  
e n d e a v o r  to f o r c e  p r i c e - r e d e t e r m i n a t i o n  c l a u s e s  in to  c o n t r a c t s  f o r  
s t a n d a r d  c o m m e r c i a l  a r t i c l e s ,  such  a c t i o n  is  s p e c i f i c a l l y  t a k e n  to 
d e p r e s s  p r o f i t s .  

I m e n t i o n e d  e a r l i e r  tha t  one of the  b a s i c  c o n t r a c t  t y p e s  w a s  the 
a d v e r t i s e d  s e a l e d - b i d  c o n t r a c t ,  w h e r e ,  if o t h e r  c o n t r a c t  p e r f o r m a n c e  
r e q u i r e m e n t s  a r e  m e t ,  the  a w a r d  a u t o m a t i c a l l y  goes  to the  c o n t r a c t o r  
wi th  the  l o w e s t  p r i c e .  E x c e p t  to r e d u c e  p r o f i t s ,  t h e r e  i s  no r e a s o n  
f o r  a c o n t r a c t i n g  o f f i c e r  to i n s i s t  on n e g o t i a t i n g  a l o w e r  p r i c e  t han  
tha t  a w a r d e d  u n d e r  the  a d v e r t i s e d  b id  p r o c e d u r e .  And th i s  t e c h n i q u e  
h a s  b e e n  f o l l o w e d  in s o m e  a r e a s .  

The m o s t  f r e q u e n t  of a l l  m a l p r a c t i c e s  in  an e n d e a v o r  to c o n t r o l  
p r o f i t s  i s  the o v e r u s e  of p r i c e  r e d e t e r m i n a t i o n  c l a u s e s  on f i x e d -  
p r i c e  c o n t r a c t s .  T h e r e  is  a v e r y  de f in i t e  and u s e f u l  p l a c e  in  the 
f a m i l y  of c o n t r a c t  t y p e s  f o r  the f i x e d - p r i c e  c o n t r a c t  wi th  a r e p r i c i n g  
p r o v i s i o n .  It  i s  d e s i g n e d  f o r  u s e  w h e r e  a d e q u a t e  e n g i n e e r i n g  o r  
m a n u f a c t u r i n g  e x p e r i e n c e  is  not  a v a i l a b l e  to p r o v i d e  r e a s o n a b l e  c o s t  
e s t i m a t e s  on w h i c h  an i n i t i a l  f i r m  f i x e d  p r i c e  cou ld  be b a s e d .  It  
p r o v i d e s  at  a l a t e r  da te ,  p e r h a p s  at  25 o r  50 p e r c e n t  c o m p l e t i o n  
of the  c o n t r a c t ,  the i n i t i a l  p r e l i m i n a r y  p r i c e  w i l l  be r e d e t e r m i n e d  
in to  a f i r m  f ixed  p r i c e  b a s e d  on a c t u a l  e x p e r i e n c e  in the  p e r f o r m a n c e  
of the c o n t r a c t .  The  i n s i s t e n c e  of c o n t r a c t i n g  o f f i c e r s  on the 
i n c l u s i o n  of p r i c e  r e d e t e r m i n a t i o n  c l a u s e s  in  s e c o n d ,  t h i r d ,  and  e v e n  
f o u r t h  r u n  r e p e a t  o r d e r s  can  on ly  be  a t t r i b u t e d  to an a t t e m p t  to 
l o w e r  p r o f i t s .  

Now I b e l i e v e  I c a n  g u e s s  wha t  i s  r u n n i n g  t h r o u g h  the m i n d s  of 
m a n y  of you m e n  at  the m o m e n t .  You a r e  s a y i n g  to y o u r s e l v e s - -  
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a n d  p e r h a p s  to  o t h e r s -  - " B r o t h e r ,  i s  h e  s h e d d i n g  c r o c o d i l e  t e a r s  f o r  
l i t t l e  o l d  i n d u s t r y  w h i c h  h a s  j u s t  c o m p l e t e d  o n e  of  i t s  m o s t  p r o f i t a b l e  
y e a r s  i n  h i s t o r y ! "  I d o n ' t  d e n y  e i t h e r  t h e  t e a r s  o r i n d u s t r y ' s  p r o f i t  
p o s i t i o n  f o r  1954.  B u t  I a m  a f r a i d  y o u  h a v e  t h e  t e a r s  o u t  of  con t ex t~  

G e n t l e m e n ,  i f  I a m  s h e d d i n g  t e a r s ,  i t  i s  b e c a u s e  of  m y  c o n c e r n  f o r  
t h e  c r e e p i n g  p a r a l y s i s  w h i c h  m a y  s e r i o u s l y  u n d e r m i n e  t h e  i n d u s t r i a l  
s u p p o r t  n e c e s s a r y  to  a s s u r e  t h e  s e c u r i t y  of  o u r  N a t i o n .  C e r t a i n l y ,  
i n d u s t r y  h a s  h a d  a t r e m e n d o u s  y e a r  ( a n d  W e s t i n g h o u s e ,  t o o ,  t h a n k  y o u ) ,  
b u t  p r o f i t w i s e  i t  h a s n ' t  b e e n  b e c a u s e  o f  i t s  G o v e r n m e n t  b u s i n e s s .  
T h e  p r o f i t s  on  G o v e r n m e n t  b u s i n e s s  h a v e  g e n e r a l l y  b e e n  e x c e e d i n g l y  
l o w - - m u c h  b e l o w  p r o f i t s  o n  c o m m e r c i a l  b u s i n e s s .  N o w  w h a t  e f f e c t  
h a s  t h a t  h a d  on  s u p p o r t  to  o u r  d e f e n s e  e f f o r t  ? 

I n d u s t r y  m u s t  h a v e  s u b s t a n t i a l  p r o f i t s  b e f o r e  t a x e s ,  i n  o r d e r  to  
e x i s t .  I n  a n o n w a r t i m e  e c o n o m y  s u c h  a s  we  h a v e  n o w ,  i n d u s t r y  m u s t  
d i r e c t  i t s  b e s t  t a l e n t s  to  t h a t  a r e a  w h e r e  i t  c a n  r e t u r n  to  y o u  a n d  to  
m e  a s  i t s  o w n e r s  t h e  b e s t  r e t u r n  i t  c a n  o n  o u r  i n v e s t m e n t s .  T h a t  
i s  o n l y  s o u n d  m a n a g e m e n t .  G o v e r n m e n t  b u s i n e s s  i s  a g a i n  b e c o m i n g  
j u s t  p l u s  b u s i n e s s .  

Y o u  c a n ' t  e x p e c t  i n d u s t r y  to  p u t  i t s  b e s t  e n g i n e e r s ,  i t s  b e s t  
m e c h a n i c s ,  i t s  w e a l t h  o f  k n o w - h o w  on  c o n t r a c t s  w h i c h  w i l l  r e t u r n  
o n l y  4 o r  5 p e r c e n t  b e f o r e  t a x e s  w h e n  i t  c a n  m a k e  20 p e r c e n t  b e f o r e  
t a x e s  on  c o m m e r c i a l  p r o d u c t s .  Y o u  m a y  s a y  t h a t  s u c h  a c t i o n  i s  n o t  
p a t r i o t i c .  P a t r i o t i s m  a l o n e  d o e s n ' t  p a y  t a x e s ,  n o r  b u i l d  p l a n t s ,  n o r  
p a y  t h e  o w n e r s  of  a b u s i n e s s  a f e e  f o r  t h e  u s e  o f  t h e i r  m o n e y .  T h i s  
c a n  b e  a c c o m p l i s h e d  o n l y  t h r o u g h  p r o f i t s .  

F o r  t h e  l a s t  s e v e r a l  m o n t h s  I h a v e  h a d  o c c a s i o n  to  s t u d y  t h e  
i n d u s t r i a l  s u p p o r t  o f  o u r  d e f e n s e  e f f o r t .  M a n y  m e n  in  t h e  m i l i t a r y  
a r e  s e r i o u s l y  c o n c e r n e d  t h a t  o u r  p r o d u c t i o n  a l l o c a t i o n  p r o g r a m  m a y  
b e  g r e a t l y  j e o p a r d i z e d  i f  t h e  b e s t  q u a l i f i e d  p r o d u c e r s  a r e  f o r c e d  to  
l o o k  t o  o t h e r  f i e l d s ,  l e a v i n g  t h e  s u p p o r t  o f  m i l i t a r y  p r o g r a m s  in  t h e  
h a n d s  o f  l e s s  o r  p o o r l y  q u a l i f i e d  s u p p l i e r s .  

Y e s ,  i n  t h e  c a s e  o f  a n  a l l - o u t  e m e r g e n c y ,  y o u ' l l  g e t  t h e m  b a c k ;  
t h e y ' l l  h a v e  n o  o t h e r  p l a c e  to  go ,  b u t  i t  w i l l  be  a c o s t l y  p r o c e d u r e  
a n d ,  a g a i n ,  i t  m a y  b e  t o o  l a t e .  

A s  y o u  a n d  I w e l l  k n o w ,  w e  m u s t  h a v e  a s t r o n g  i n d u s t r i a l  s u p p o r t  
f o r  o u r  d e f e n s e  p l a n n i n g  f o r  m a n y  y e a r s  to  c o m e .  W e  c a n n o t  a f f o r d  
a n y t h i n g  l e s s  t h a n  t h e  b e s t  i n  r e s e a r c h ,  i n  m a t e r i e l ,  a n d  i n  o u r  
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i n d u s t r i a l  c a p a b i l i t i e s .  T h i s  can  be  a c c o m p l i s h e d  only  by a t t r a c t i n g  
the  b e s t  in i n d u s t r y .  The  b e s t  in  i n d u s t r y  canno t  r e m a i n  the  b e s t  in 
i n d u s t r y  if  i t  i s  d e n i e d  a r e a s o n a b l e  r e t u r n  f o r  i t s  e f f o r t s .  

I have  b e e n  c r i t i c a l  of the  e f f o r t s  of c o n t r a c t i n g  o f f i c e r s  to s q u e e z e  
out  p r o f i t s .  At t h i s  point  I f e e l  s o m e w h a t  l ike  Mike ,  who w a s  a v e r y ,  
v e r y  d ick  m a n  and w a s  in  the  h o s p i t a l .  H i s  f r i e n d  P a t  c a m e  to s e e  
h i m .  Pa t ,  b e i n g  a v e r y  r e l i g i o u s  m a n ,  a s k e d  Mike :  " M i k e ,  you  
know y o u ' r e  a v e r y  s i ck  m a n  and h a v e n ' t  v e r y  long f o r  th i s  w o r l d .  
H a v e  you  m a d e  y o u r  p e a c e  wi th  G o d - - a n d  g iven  the  D e v i l  h i s  dues  ?" 
To w h i c h  Mike  r e p l i e d ,  " Y e s ,  I ' v e  m a d e  m y  p e a c e  wi th  God. But ,  
a s  fo r  the  Dev i l ,  in  m y  p o s i t i o n  I c a n ' t  be  a n t a g o n i s t i c  to a n y o n e .  

I wan t  to m a k e  i t  qui te  c l e a r  tha t  the b a s i c  fau l t  i s  not  n e c e s s a r i l y  
wi th  the  c o n t r a c t i n g  o f f i c e r s .  I t  i s  the  s y s t e m  tha t  i s  in  e r r o r ,  not  
the  m e n .  Tha t  the G o v e r n m e n t ' s  c o n t r a c t i n g  o f f i c e r s  d e f i n i t e l y  
c o n d u c t  t h e i r  b u s i n e s s  in a " f e a r  of c r i t i c i s m "  a t m o s p h e r e  is  the 
u n a n i m o u s  op in ion  of i n d u s t r y .  H i g h e r  a u t h o r i t y ,  i n c l u d i n g  the  
l e g i s l a t i v e  as  w e l l  as  the  e x e c u t i v e  b r a n c h  of the  G o v e r n m e n t ,  
h a s  so  o v e r s t r e s s e d  th i s  one a s p e c t  of G o v e r n m e n t  p r o c u r e m e n t  
tha t  s u c h  a r e s u l t  is  i n e v i t a b l e .  

C o n t r a c t i n g  o f f i c e r s  s e e m  to be a l l o w e d  no " f a c t o r s  f o r  e r r o r s "  
of p e r s o n a l  j u d g m e n t .  W h e n  the " h o r r i b l e  e x a m p l e s "  do a t t r a c t  
a t t en t i on ,  no c o n s i d e r a t i o n  is  g iven  to the m a g n i t u d e  o r  c o m p l e x i t y  
of the  w o r k  p r o p e r l y  and s u c c e s s f u l l y  a c c o m p l i s h e d .  Al l  c r i t i c i s m  
is  v o i c e d ,  of c o u r s e ,  f r o m  the  s t r o n g e r  p o s i t i o n  of " h i n d s i g h t "  wi th  
no w e i g h i n g  of the r e l a t i v e  c o n d i t i o n s  o r  the  a l t e r n a t e  d e c i s i o n s  
a v a i l a b l e  a t  tha t  p r i o r  m o m e n t  of t i m e .  Al so ,  the  c r i t i c  and  the  
i n v e s t i g a t o r  look only  at  the  c o n t r a c t  u n d e r  q u e s t i o n ,  so t ha t  the  a n a l -  
y s i s  n e c e s s a r i l y  i n v o l v e s  on ly  the f a c t o r s  as  r e c o r d e d  in tha t  one  
t r a n s a c t i o n .  

U n d e r  such  c i r c u m s t a n c e s ,  i t  i s  not  u n u s u a l  fo r  c o n t r a c t i n g  o f f i c e r s  
to s e e k  p r o t e c t i o n  f r o m  f u t u r e  c r i t i c i s m  of the G e n e r a l  A c c o u n t i n g  
Off ice  and  l e g i s l a t i v e  c o m m i t t e e s .  T h e y  show p o s i t i v e  w i l l i n g n e s s  
to a c c e p t  any  c o s t  w h i c h  can  be c l e a r e d  t h r o u g h  the  a u d i t i n g  b r a n c h e s  
of the A r m y ,  Navy,  o r  A i r  F o r c e ,  but  p o s i t i v e  r e l u c t a n c e  to r e v e r s e  
s u c h  c o s t  d e c i s i o n  o r  to add wha t  i n d u s t r y  c o n s i d e r s  a r e a s o n a b l e  
p r o f i t  p e r c e n t a g e .  As a r e s u l t ,  h e r e  the G o v e r n m e n t  i s  n e g o t i a t i n g  
p r o f i t s  i n s t e a d  of p r i c e s .  
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In conclusion, let me say our discussion on the subject "Cost 
Principles and Profit Margins" may have been somewhat different 
from what you had anticipated. I wonder if you now agree with my 
earlier statement that it is one of the most significant problems 
involving defense procurement and the security of the Nation. 

I a m  s u r e  i t  i s  not  the i n t e n t i o n  of our  G o v e r n m e n t  to buy 
n a t i o n a l  s e c u r i t y  at  c u t r a t e  p r i c e s - - f o r  s u c h  i s  not  s e c u r i t y  at  a l l .  
On the o t h e r  hand  t h e r e  is  no f i r m  p r i c e  on n a t i o n a l  s e c u r i t y .  The  
t e s t  of the  f i n a n c i a l  and i n d u s t r i a l  f e a s i b i l i t y  of o u r  d e f e n s e  p r o g r a m  
is  in t e r m s  of wha t  we have  lef t  a f t e r  p r o v i d i n g  the m i n i m u m  f o r  o u r  
w e l l - b e i n g .  T h e r e f o r e ,  we c a n n o t  a f f o r d  to w a s t e  o u r  s u b s t a n c e - -  
w h e t h e r  it  be in  e x o r b i t a n t  c o s t s  o r  u n e a r n e d  p r o f i t s .  Such w a s t e  
m e r e l y  r e d u c e s  the  ex ten t  to w h i c h  we can  bui ld  up s e c u r i t y  w i t h i n  
o u r  f i n a n c i a l  and  i n d u s t r i a l  l i m i t a t i o n s .  

I t  i s  i m p o r t a n t ,  t h e r e f o r e ,  tha t  t h e s e  p r o b l e m s  be  s a t i s f a c t o r i l y  
r e s o l v e d .  It  t a k e s  p a t i e n c e ,  t e c h n i c a l  sk i l l ,  and an i m p a r t i a l  f e r v o r  
to a c t  f o r  the  c o m m o n  good. P r o g r e s s  i s  be ing  m a d e .  Many  m e n ,  
in  both  G o v e r n m e n t  and  i n d u s t r y ,  c a p a b l e  m e n ,  h o n e s t  m e n ,  s i n c e r e  
m e n ,  a r e  g iv ing  t h e i r  b e s t  b e c a u s e  t hey  know if o u r  c o u n t r y  i s  to 
s u r v i v e ,  i t  m u s t  s t a y  i n d u s t r i a l l y  and m i l i t a r i l y  s t r o n g .  T h e y  know 
we c a n ' t  h a v e  the one wi thou t  the  o t h e r .  And, f ina l ly ,  t hey  know,  if 
w a r  shou ld  c o m e ,  o u r  f i r s t  l ine  of d e f e n s e  is  A m e r i c a n  i n d u s t r y .  

I h a v e  b e e n  a s k e d  to e l a b o r a t e  j u s t  a b i t  on a r e c e n t  d i r e c t i v e  
(DOD 4105 .11 ,  23 N o v e m b e r  1954} wh ich  h a s  b e e n  i s s u e d  by the 
D e p a r t m e n t  of D e f e n s e  as  g u i d a n c e  in c o n n e c t i o n  wi th  the  u s e  of 
c o s t  p r i n c i p l e s  on f i x e d - p r i c e  c o n t r a c t s .  

As I i n d i c a t e d  in m y  ta lk ,  th i s  i s  one of the  m a j o r  p r o b l e m s  
in c o n n e c t i o n  wi th  do ing  b u s i n e s s  wi th  the  G o v e r n m e n t .  As b a c k -  
g r o u n d ,  a M u n i t i o n s  B o a r d  m e m o r a n d u m  was  i s s u e d ,  da t ed  15 
N o v e m b e r  1949, in  w h i c h  i t  was  s t a t e d  tha t  in  n e g o t i a t i n g  p r i c e s  u n d e r  
f i x e d - p r i c e  c o n t r a c t s ,  the  c o n t r a c t  c o s t  p r i n c i p l e s ,  a s  s e t  f o r t h  
in  ASPR,  s e c t i o n  XV,  m a y  be u s e d  "by C o n t r a c t i n g  O f f i c e r s  to the  
e x t e n t  t h e y  d e e m  i t  a d v i s a b l e  as  a w o r k i n g  guide  only .  " At 
a p p r o x i m a t e l y  the s a m e  t i m e ,  J o i n t  L e t t e r  12, i s s u e d  j o i n t l y  by  the  
aud i t  a g e n c i e s  of the  t h r e e  s e r v i c e s ,  c a m e  out  5 A u g u s t  1949. It  
i n d i c a t e d  tha t  w h i l e  s e c t i o n  XV c o s t  p r i n c i p l e s  d id  not  app ly  to f i x e d -  
p r i c e  c o n t r a c t s ,  t hey  w e r e  to be u s e d  as  a gu ide  wi th  r e s p e c t  to s u c h  
c o n t r a c t s  in  the p r e p a r a t i o n  of a d v i s o r y  r e p o r t s  to c o n t r a c t i n g  
o f f i c e r s .  J o i n t  L e t t e r  12 s e t  out c e r t a i n  c o l u m n a r  a r r a n g e m e n t s  
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to be u s e d  by the  audi t  a g e n c i e s  in  m a k i n g  t h e s e  r e p o r t s  and p r o v i d e d  
fo r  c o l u m n s  h e a d e d  " C o s t s  A l l o w e d "  and  " C o s t s  Ques t i oned .  " J u s t  
the  p s y c h o l o g y  of " C o s t s  Q u e s t i o n e d "  had  the  s a m e  e f fec t  as  if  the  
c o s t s  w e r e  u s e d  in the f i r s t  i n s t a n c e  to d e t e r m i n e  ~he p r i c e .  Con-  
t r a c t i n g  o f f i c e r s  w e r e  v e r y  r e l u c t a n t  to " a l l o w "  t h e s e  " C o s t s  
Q u e s t i o n e d .  " Many c o n t r a c t i n g  o f f i c e r s  t h e m s e l v e s  got to the  po in t  
w h e r e  t hey  fe l t  the  audi t  a g e n c i e s  w e r e  t a k i n g  o v e r  t h e i r  jobs  and 
w e r e  m a k i n g  the p r i c e  d e t e r m i n a t i o n s .  

The s i t u a t i o n  c r e a t e d  by Jo in t  L e t t e r  12 ha s  n e v e r  b e e n  s a t i s -  
f a c t o r y  and we have  t r i e d  m a n y  t i m e s  to have  th i s  l e t t e r  r e v i s e d  but  
wi thou t  s u c c e s s .  The new DOD d i r e c t i v e ,  the  p u r p o s e  of w h i c h  i s  
to p r o v i d e  u n i f o r m  po l i cy  gu ides  in  the  n e g o t i a t i o n  of p r i c e  r e v i s i o n  
u n d e r  p r i c e - r e d e t e r m i n a b l e  c o n t r a c t s ,  i s  c e r t a i n l y  a s t ep  i n  the  r i g h t  
d i r e c t i o n  and  has  s e v e r a l  d e s i r a b l e  f e a t u r e s .  F i r s t ,  i t  c a n c e l s  tha t  
p o r t i o n  of the  Mun i t i ons  B o a r d  m e m o r a n d u m  of 15 N o v e m b e r  1949 
c o v e r i n g  the u se  of s e c t i o n  XV cos t  p r i n c i p l e s  on f i x e d - p r i c e  c o n t r a c t s  
and i n s t r u c t s  c o n t r a c t i n g  o f f i c e r s  to r e l y  on " e d u c a t e d  j u d g m e n t  and 
not  on m a t h e m a t i c a l  r u l e s  o r  m a t h e m a t i c a l  f o r m u l a s " ;  i t  p r o v i d e s  
that  " p r i c i n g  d e c i s i o n s  s h a l l  not  be  m a d e  s o l e l y  on the  b a s i s  of 
d e t e r m i n a t i o n  of cos t s  and p ro f i t " ;  and tha t  " the  C o n t r a c t i n g  O f f i c e r  
n e e d  not  n e g o t i a t e  a g r e e m e n t s  wi th  c o n t r a c t o r s  as  to the i n d i v i d u a l  
e l e m e n t  of cos t .  " 

H o w e v e r ,  fo r  th i s  new d i r e c t i v e  to be e f f e c t i v e ,  two a c t i o n s  
m u s t  be a c c o m p l i s h e d :  F i r s t ,  the DOD d i r e c t i v e  m u s t  be  i m p l e m e n t e d  
by the t h r e e  s e r v i c e s  and,  s econd ,  Jo in t  L e t t e r  12 m u s t  be  r e v i s e d .  
The new DOD d i r e c t i v e  is  fo r  the  gu idance  of c o n t r a c t i n g  o f f i c e r s ,  
but  as long as Jo in t  L e t t e r  12 p r o v i d e s  fo r  " a d v i s o r y  r e p o r t s "  by 
audi t  a g e n c i e s  wh ich  s e t  out  " C o s t s  Q u e s t i o n e d ,  " such  wi l l  con t inue  
to p r e s e n t  the p s y c h o l o g i c a l  h u r d l e ,  wh ich  wi l l  be d i f f i cu l t  f o r  
c o n t r a c t i n g  o f f i c e r s  to pa s s .  

I d o n ' t  wan t  to a p p e a r  to be o v e r c r i t i c a l  of c o n t r a c t i n g  o f f i c e r s .  
If I w e r e  one,  I would  p r o b a b l y  be f o r c e d  to do s o m e  of the  s a m e  
th ings  that  c o n t r a c t i n g  o f f i c e r s  a r e  doing  today.  I h a v e  a g r e a t  
r e s p e c t  fo r  the p r o b l e m s  c r e a t e d  by the  r e s p o n s i b i l i t i e s  p l a c e d  on 
c o n t r a c t i n g  o f f i c e r s .  I have  ju s t  f i n i s h e d  a t o u r  wi th  the H o o v e r  
C o m m i s s i o n .  This  C o m m i s s i o n  m a d e  a s u r v e y  of wha t  a c o n t r a c t i n g  
o f f i c e r  is  r e s p o n s i b l e  fo r  in  the  n e g o t i a t i o n  of a s i n g l e  c o n t r a c t .  I 
w i s h  I had  thought  of b r i n g i n g  a copy of the  s u r v e y  h e r e .  It i s  
a m a z i n g  to note  the r e s p o n s i b i l i t i e s  tha t  a r e  p l a c e d  on the  c o n t r a c t i n g  
o f f i ce r .  He has  to d e t e r m i n e  w h e t h e r  the p r o c u r e m e n t  w i l l  be  m a d e  
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by h i s  p a r t i c u l a r  s e r v i c e  o r  w h e t h e r  it  f a l l s  u n d e r  the c a t e g o r y  of 
" s i n g l e  s e r v i c e  p r o c u r e m e n t ,  " " jo in t  p r o c u r e m e n t ,  " " c o l l a b o r a t e d  
p r o c u r e m e n t ,  " o r  " i n t e r a g e n c y  p r o c u r e m e n t .  " If he  is  to h a n d l e  
the p r o c u r e m e n t ,  he  m u s t  d e c i d e  w h e t h e r  the c o n t r a c t  wi l l  be le t  
by f o r m a l  a d v e r t i s i n g  o r  by n e g o t i a t i o n .  He m u s t  a l s o  d e c i d e  wha t  
type  of c o n t r a c t  w i l l  be u s e d  and,  wh i l e  I m e n t i o n e d  t h e r e  a r e  t h r e e  
b a s i c  t ypes ,  t h e r e  a r e  m a n y  v a r i a t i o n s  wi th in  t h e s e  t h r e e  types .  He  
m u s t  be f a m i l i a r  wi th  s t a t e  l aws  and  F e d e r a l  l aws ,  and wi th  s t a t e  
s a l e s  and u s e  t axes .  He has  t r e m e n d o u s  r e s p o n s i b i l i t i e s  but  l i m i t e d  
a u t h o r i t y .  If he  goes  w r o n g ,  the L o r d  he lp  h i m !  

C O L O N E L  SMITH: Mr .  C o r k  is  r e a d y  fo r  y o u r  q u e s t i o n s .  

QUESTION: Mr .  C o r k ,  I th ink  you have  c o n v i n c e d  us  tha t  
c o n t r a c t o r s  a r e  e n t i t l e d  to a f a i r  p ro f i t ,  but  I wou ld  l ike  to b r i n g  
o u r  tha t  the s e r v i c e s  a r e  a l so  i n t e r e s t e d  in ge t t ing  a p r o d u c t .  I c an  
th ink  of a t  l e a s t  t h r e e  of the l a r g e s t  c o r p o r a t i o n s  in th i s  c o u n t r y  who 
a r e  m a n u f a c t u r i n g  j e t  e n g i n e s  and t u r b o j e t  e n g i n e s ,  as  w e l l  as  s o m e  
a i r c r a f t  c o n t r a c t o r s ,  who have  b e e n  t r y i n g  fo r  10 y e a r s  u n d e r  c o s t -  
p lus  type of c o n t r a c t s  and have  y e t  to p r o d u c e  a s a t i s f a c t o r y  p r o d u c t  
fo r  the s e r v i c e .  I know t h e r e  i s  a g r o w i n g  f e e l i n g  on the  p a r t  of 
m a n y  peop le  in  the s e r v i c e  tha t  r a t h e r  than  con t inue  to le t  s o m e  of 
t h e s e  c o m p a n i e s  go a long  and  k e e p  s u b s i d i z i n g  t h e m  b e c a u s e  t h e y  
a r e  e s s e n t i a l  to o u r  c a p a c i t y ,  i t  m i g h t  be b e t t e r  to l e t  s o m e  of t h e m  
go b r o k e ,  hop ing  tha t  we can  get  the r e s t  of i n d u s t r y  back  into  con -  
d i t i o n - - a n d  p r o d u c i n g  a p r o d u c t  when  r e q u i r e d .  

Do you  th ink  t h e s e  c o s t - p l u s  c o n t r a c t s  have  c r e a t e d  th i s  Condi t ion  
w h e r e i n  m a n u f a c t u r e r s  a r e  e n t i r e l y  w i l l i n g  to r i d e  a long  as  long  as  
t hey  know they  w i l l  be s u b s i d i z e d  ? Would it  be b e t t e r  to put  the  
w h o l e  t h ing  on a f i x e d - p r i c e  b a s i s  ? 

MR. CORK: I would  l ike  to a n s w e r  y o u r  q u e s t i o n  th i s  way :  I 
b e l i e v e  t h e r e  i s  a p l a c e  in the c o n t r a c t u a l  s e tup  f o r  c o s t - p l u s - f i x e d -  
fee  c o n t r a c t s ,  p r i c e  r e d e t e r m i n a t i o n  and f i r m  f i x e d - p r i c e  c o n t r a c t s .  
The  t r o u b l e  i s  G o v e r n m e n t  and  i n d u s t r y  don ' t  s i t  down and d e t e r m i n e  
the type  of c o n t r a c t  wh ich  is  b e s t  s u i t e d  fo r  the type  of p r o c u r e m e n t  
t h e y  a r e  c o n s i d e r i n g .  

Actually I don't believe I can, without the details involved, 
specifically answer your question as to why the Government hasn't 
gotten the particular jet engines to which you refer after, as you 
say, so many years of work on cost-reimbursement-type contracts. 
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T h e r e  cou ld  be  m a n y  f a c t o r s  to a c c o u n t  fo r  such  a s i t ua t ion .  You 
m a y  i m p l y  tha t  the  c o s t - t y p e  c o n t r a c t  m a y  be s o l e l y  r e s p o n s i b l e .  
I doubt  tha t ,  but  I a m  s u r e  of th i s ,  h o w e v e r ,  tha t  the  c o s t - t y p e  
c o n t r a c t  does  not  o f f e r  the g r e a t e s t  i n c e n t i v e  f o r  the  c o n t r a c t o r  to 
do the  b e s t  job.  

As m e n t i o n e d  e a r l i e r ,  wi th  such  c o n t r a c t  you t r a n s f e r  a l l  the  
r i s k  to the G o v e r n m e n t .  T h e r e  i s ,  then ,  no i n c e n t i v e  fo r  the  con -  
t r a c t o r  to k n u c k l e  down and get  the b e s t  out  of h i s  p r o d u c t i o n ,  w h e t h e r  
i t  be e n g i n e e r i n g  o r  w h e t h e r  i t  be m a n u f a c t u r i n g  p e r f o r m a n c e .  

In the f a m i l y  of c o n t r a c t s ,  t h e r e  a r e  s e v e r a l  o t h e r s  m u c h  m o r e  
s u i t e d  to p r o d u c t i o n  than  c o s t  type .  In m y  op in ion  c o s t - p l u s - a - f i x e d -  
f ee  c o n t r a c t s  shou ld  be r e s e r v e d  p r i m a r i l y  f o r  r e s e a r c h  and  d e v e l o p -  
m e n t  w o r k .  C e r t a i n l y ,  if a l l  i n d u s t r y  t oday  w e r e  w o r k i n g  on c o s t -  
p l u s - a - f i x e d - f e e  b a s i s ,  we  wou ld  be in  a s o r r y  p l ight .  

QUESTION: What  i s  k e e p i n g  m a r g i n a l  p r o d u c e r s  in  the b u s i n e s s  
and m a k i n g  s u b m a r g i n a l  p r o d u c e r s  out of peop l e  who have  b e e n  good 
p r o d u c e r s  in  the p a s t ?  

MR. CORK: I th ink  the  t r e a t m e n t  s h o u l d  be tha t  G o v e r n m e n t  
shou ld  p l a c e  the  r e s p o n s i b i l i t y  f o r  d e s i g n  and f o r  m a n u f a c t u r e ,  so  
f a r  as  i t  p o s s i b l y  c a n - - t h a t  d o e s n ' t  m e a n  a l l  r e s p o n s i b i l i t y - - i n  the  
h a n d s  of i n d u s t r y .  I n d u s t r y  d i d n ' t  bu i ld  up to i t s  p r e s e n t  s t a t u r e  by 
m e a n s  of b e i n g  s u b s i d i z e d  o v e r  the l a s t  50 o r  100 y e a r s .  I n d u s t r y  
h a s  t r e m e n d o u s  p o w e r  in m a n u f a c t u r i n g ,  but  the  G o v e r n m e n t  h a s  
not  u s e d  tha t  p o t e n t i a l  to the e x t e n t  i t  could .  It  f e e l s  tha t ,  b e c a u s e  
m a n y  of i t s  p r o d u c t s  a r e  p r o p r i e t a r y  to i t s e l f ,  nobody  in  i n d u s t r y  
knows  a n y t h i n g  about  t h e m ,  and  t h e r e f o r e  i t  i s  a f r a i d  to le t  i n d u s t r y  
go a h e a d  on s o m e  of t h e s e  p r o j e c t s .  They  cou ld  v e r y  w e l l  go a h e a d  
wi thou t  t h e - - I  w o n ' t  s a y  . i n t e r f e r e n c e - - w i t h o u t  the  c l o s e  t i e - i n ,  
h a n d - t o - h a n d  g u i d a n c e  the G o v e r n m e n t  p e o p l e  s e e m  to f e e l  n e c e s s a r y .  
In s o m e  a r e a s  such  is  a b s o l u t e l y  e s s e n t i a l ;  in  m a n y  a r e a s  i t  i s  not .  

The p r o f i t  m o t i v e ,  as  I h a v e  a l r e a d y  i n d i c a t e d ,  i s  a n o t h e r  i m -  
p o r t a n t  f a c t o r  in l o w e r i n g  the l e v e l  of G o v e r n m e n t  s u p p l i e r s .  In m y  
c o m p a n y ,  and  I a m  s u r e  i t  i s  t r u e  of m o s t  if  not  s u b s t a n t i a l l y  a l l  
of the i m p o r t a n t  d e f e n s e  s u p p l i e r s ,  we cou ld  not  con t inue  to pay  
the t a x e s  we  now pay to the  G o v e r n m e n t ,  we  c o u l d  not  c o n t i n u e  to 
pay  o u r  s t o c k h o l d e r s  a r e a s o n a b l e  r e t u r n  on t h e i r  i n v e s t m e n t ,  we  
cou ld  not  e v e n  m a i n t a i n  o u r s e l v e s ,  l e t  a l o n e  k e e p  up wi th  the  p a r a d e  
o r  n o r m a l  e x p a n s i o n ,  if a l l  o u r  b u s i n e s s  w e r e  G o v e r n m e n t  b u s i n e s s  
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with  the n e g o t i a t e d  p r o f i t  p e r c e n t a g e s  now b e i n g  o f f e r e d - - s a y  in  
the a r e a  of no h i g h e r  than  10 p e r c e n t .  If G o v e r n m e n t  b u s i n e s s  w e r e  
j u s t  " p l u s "  b u s i n e s s ,  the  s i t u a t i o n  w o u l d n ' t  be so s e r i o u s .  I n d u s t r y  
cou ld  s a c r i f i c e  on th i s  " p l u s "  b u s i n e s s  fo r  a l i m i t e d  p e r i o d  of t i m e ;  
but ,  I r e p e a t ,  th i s  G o v e r n m e n t  b u s i n e s s  i s  not  " p l u s "  b u s i n e s s  and  
the G o v e r n m e n t  m u s t  r e a l i z e ,  u n d e r  o u r  p r e s e n t  e c o n o m y ,  if i t  i s  
to m a i n t a i n  an i n d u s t r i a l  b a s e  s u p p o r t e d  by the b e s t - q u a l i f i e d  s u p p l i e r s ,  
i t  i s  in  c o m p e t i t i o n  wi th  c o m m e r c i a l  c u s t o m e r s  who a r e  w i l l i n g  to 
pay  p r i c e s  tha t  g e n e r a t e  r e a s o n a b l e  p r o f i t s  u n d e r  o u r  f r e e  e n t e r p r i s e  
s y s t e m  of c o m p e t i t i v e  m a r k e t s .  

QUESTION:  S o m e t h i n g  is  d r a s t i c a l l y  w r o n g  in s o m e  a r e a s ,  in  
both the a i r c r a f t  i n d u s t r y  and  the j e t - e n g i n e  i n d u s t r y .  

MR. CORK: The  a i r c r a f t  i n d u s t r y  is  a d i f f e r e n t  p i c t u r e  b e c a u s e  
i t  i s  a b r a n d  new i n d u s t r y .  I t  h a s  g r o w n  so r a p i d l y ,  m o r e  r a p i d l y  
t han  any  o t h e r  i n d u s t r y  in the c o u n t r y .  W h e r e  you  have  a s i t u a t i o n  
l ike  tha t ,  I a m  a f r a i d  t h e r e  is  go ing  to h a v e  to be s o m e  G o v e r n m e n t  
a s s i s t a n c e  to c a r r y  i t  a long.  I n d u s t r y  c o u l d n ' t  a f fo rd  to t ake  the  
r i s k s  r e q u i r e d  in  tha t  p a r t i c u l a r  i n d u s t r y  w h e r e  i t  t a k e s  c o n s i d e r a b l e  
t i m e  and  e f f o r t  to d e s i g n  a p l ane  and eng ine  and b e f o r e  i t  ge t s  on the  
p r o d u c t i o n  l ine ,  i t  i s  o b s o l e t e .  

Tha t  r e q u i r e m e n t  i s  a m i l i t a r y  r e q u i r e m e n t  and not  a r e q u i r e m e n t  
t ha t  you  wou ld  f ind  g e n e r a l l y  in the  i n d u s t r i a l  f ie ld .  

QUESTION:  Mr .  C o r k ,  I a g r e e  wi th  you  in a lot  of t h e s e  a r e a s  
b e c a u s e  I know G o v e r n m e n t  r e d  tape  is  a p r o b l e m ,  but  the G o v e r n m e n t  
p r e s s u r e  on c o n t r a c t i n g  o f f i c e r s  is  d e s i g n e d  c e r t a i n l y  to m a k e  t h e m  
a w a r e  of ge t t i ng  the m a x i m u m  f r o m  the  d e f e n s e  d o l l a r .  I c a n ' t  
p ick  on any  p a r t i c u l a r  i n d u s t r y ,  but  i t  s e e m s  to m e  t h e r e  is  a p r o b l e m  
a r e a  tha t  h a s n ' t  b e e n  d i s c u s s e d  h e r e ,  tha t  i s  a c o m p a n y ' s  a b i l i t y  
to s u b s t a n t i a t e  i t s  cos t ,  p r o v i d e  s t a n d a r d s  of e f f i c i e n c y ,  m a c h i n e  t oo l s  
u t i l i z a t i o n .  It  s e e m s  to m e  tha t  in the d i s c u s s i o n s  b e t w e e n  i n d u s t r y  
and the  s e r v i c e s  I have  no t ed  a l ack  of ab i l i t y  on the  p a r t  of i n d u s t r y  
to s u b s t a n t i a t e  i t s  pos i t i on ;  i t  d i d n ' t  have  f a c t s  b a c k i n g  up i t s  
s t a n d a r d s  of e f f i c i e n c y  f a c t o r s ,  ab i l i t y  to p e r f o r m  in  tha t  m a n n e r .  
Would  you  c o m m e n t  on tha t  ? 

MR. CORK:  W e l l ,  aga in ,  I th ink  tha t  you  have  to a n a l y z e  the  
p h i l o s o p h y  tha t  we  h a v e  b e e n  t a l k i n g  about  h e r e  th i s  m o r n i n g .  The  
p h i l o s o p h y  c r e a t e d  by the  s y s t e m  on the one hand  w h e r e  you e v a l u a t e  
a p r o d u c t  in t e r m s  of wha t  i t  w i l l  do a g a i n s t  the p r i c e  tha t  you  a r e  
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going  to pay f o r  i t ,  o r  e v a l u a t e  the p r o d u c t  in  t e r m s  of s o m e  i n t e r -  
n a l  da ta  o r  s u p p o r t  tha t  you  a r e  going to t r y  to u s e  in  y o u r  n e g o t i a t i o n  
wi th  the  c o n t r a c t i n g  o f f i c e r  to s u p p o r t  a bu i ldup  of a p r i c e .  

I th ink  we have  gone e n t i r e l y  too f a r  in  e m p h a s i z i n g  tha t  a con -  
t r a c t i n g  o f f i c e r  h a s  to know e v e r y  d o l l a r ' s  w o r t h  of c o s t  t ha t  goes  
in to  m a k i n g  up a p r i c e ,  tha t  he  has  to know the c o n t r a c t o r ' s  c o s t  
s y s t e m ;  h a s  to know the p r o f i t s ;  and so fo r th .  I t  i s  t r u e  w h e n  you  
f i r s t  s t a r t  wi th  a new p r o d u c t  w h i c h  i s  e n t i r e l y  in  the  d e v e l o p m e n t  
s t a g e ,  on f i r s t  p r o d u c t i o n  you  have  v e r y  l i t t l e ,  if  a n y t h i n g ,  to go 
on as  f a r  as  the  c o n t r a c t i n g  o f f i c e r  i s  c o n c e r n e d .  T h e r e  I th ink  c o s t  
and  p e r f o r m a n c e  da t a  shou ld  be f u r n i s h e d  to the  b e s t  of the  c o m p a n y ' s  
ab i l i t y .  Bu t  once  you  get  t h e m ,  the c o n t r a c t i n g  o f f i c e r  h a s  a r e a s o n -  
ab le  b a s i s  f o r  k n o w i n g  wha t  the p r i c e  l e v e l  shou ld  be in  c e r t a i n  a r e a s  

j u s t  the  s a m e  as  we  in  i n d u s t r y .  

O u r  p u r c h a s i n g  a g e n t s  h a v e  the s a m e  p r o b l e m ,  but  t h e y  d o n ' t  
c h e c k  a l l  the  c o s t s  of o u r  s u p p l i e r s  b e f o r e  e n t e r i n g  into  c o n t r a c t s  
wi th  t h e m .  We u s e  j u d g m e n t .  We a r e  w r o n g  a t  t i m e s ;  we  a r e  r i g h t  
m o s t  of the  t i m e .  But  G o v e r n m e n t  p h i l o s o p h i e s  and p r o c e d u r e s  
don ' t  s u p p o r t  the  f ac t  tha t  the c o n t r a c t i n g  o f f i c e r s  can  be  w r o n g  once  
in  a wh i l e .  They  c a n ' t  be  w r o n g  at  a l l .  T h a t  i s  why  t hey  h a v e  to 
get  in to  the f i l e s  a l l  the  da ta  tha t  you  a r e  t a l k i n g  about ,  s u c h  a s  c o s t  
i n f o r m a t i o n ,  p e r f o r m a n c e  da ta ,  and  so on. But ,  in  m y  op in ion ,  i t  
d o e s n ' t  g ive  t h e m  any  b e t t e r  p r i c e .  I t  d o e s n ' t  ge t  tha t  m a x i m u m  
f o r  the d e f e n s e  d o l l a r  you  ta lk  about .  I t  c o m p l e t e s  the  f i l e s ,  so  
if s o m e b o d y  looks  o v e r  the c o n t r a c t i n g  o f f i c e r ' s  s h o u l d e r s ,  he  h a s  
s o m e t h i n g  to f a l l  back  on. Does  tha t  a n s w e r  y o u r  q u e s t i o n ?  

QUESTION:  You h a v e  t o u c h e d  on the  po in t ,  but  the  c o n t r a c t i n g  
o f f i c e r  h a s  on ly  the i n f o r m a t i o n  tha t  the  c o n t r a c t o r  s u p p l i e s  to h i m .  
In o t h e r  w o r d s  he  i s  at  the  m e r c y  of t h o s e  r e c o r d s .  I n d u s t r y  h a s  a 
long  way  to go to p r o v i d e  the  c o n t r a c t i n g  o f f i c e r  the da ta .  

MR. CORK: A g a i n  I a g r e e  tha t ,  in  c e r t a i n  s p e c i f i c  a r e a s ,  s u c h  
m i g h t  be  v e r y  t r u e .  L e t  us  a g a i n  t ake  an i t e m  l ike  the  j e t  eng ine .  
What  da t a  a r e  you  t a l k i n g  about  ? A good c o n t r a c t i n g  o f f i c e r  in  t ha t  
f i e l d  knows  as  m u c h  about  t ha t  as  the  c o n t r a c t o r  does  if we  a r e  not  
t a l k i n g  about  the  f i r s t  j e t  eng ine .  When  we ge t  in to  a p r o d u c t i o n  
p r o g r a m  tha t  i n v o l v e s  an  a c c e p t e d  p r o d u c t ,  the  c o n t r a c t i n g  o f f i c e r  
and  the  t e c h n i c a l  s e r v i c e  tha t  s u p p o r t s  h i m  know as  m u c h  abou t  t ha t  
p a r t i c u l a r  i t e m  as  the c o n t r a c t o r  does .  So I d o n ' t  s e e  why  he h a s  
to r e l y  on c e r t a i n  s p e c i f i c  da t a  b e i n g  in the f i l e s  s u p p o r t i n g  the  
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second or third run of a jet engine. That is what the contractor 
is being asked for. 

Q U E S T I O N :  M r .  C o r k ,  w h i c h  i s  t h e  m o s t  i m p o r t a n t  to  i n d u s t r y  
t o d a y ,  t h e  a c t u a l  a m o u n t  of  p r o f i t  i t  m a k e s  f r o m  a G o v e r n m e n t  c o n -  
t r a c t  o r  t h e  a m o u n t  of  t i m e  a n d  e f f o r t  r e q u i r e d  to  c o m p l y  w i t h  a l l  
t h e  r e g u l a t i o n s  a n d  p r o c e d u r e s  b e f o r e  y o u  g e t  t h a t  p r o f i t  ? 

M R .  C O R K :  W e l l ,  i t  i s  a g o o d  t h i n g ,  p r o b a b l y ,  t h a t  o u r  a c c o u n t i n g  
s y s t e m  i s  n o t  a s  d e t a i l e d  in  t h i s  r e s p e c t  a s  i t  m i g h t  b e .  I f  i t  w e r e ,  
w e  p r o b a b l y  w o u l d n ' t  l i k e  t h e  a n s w e r ,  a s  o u r  p r o f i t s  o n  G o v e r n m e n t  
c o n t r a c t s  w o u l d  n o t  be  w h a t  t h e y  n o w  a p p e a r  to  be .  

F o r t u n a t e l y ,  we  d o n ' t  p r o r a t e  c o s t  in  s u c h  a d e t a i l e d  f a s h i o n .  
I b e l i e v e  t h a t  t h e r e  i s  a g r e a t  d e a l  to  b e  d o n e  in  c u t t i n g  b a c k  a l o t  
o f  r e d  t a p e  t h a t  h a s  to  be  f o l l o w e d  in  d e a l i n g  w i t h  t h e  G o v e r n m e n t .  
T h e r e  i s  no  d o u b t  a b o u t  i t ,  h o w e v e r ,  s o m e  of  t h a t  r e d  t a p e  i s  n e c -  
e s s a r y  b e c a u s e  t h e  G o v e r n m e n t  i s  d e a l i n g  w i t h  p u b l i c  f u n d s .  

B u t  

I b e l i e v e  t h a t  m a n y  of t he  d e t a i l e d  r e d - t a p e  p r o c e d u r e s  i n  
G o v e r n m e n t  a r e  t h e  r e s u l t  of  G o v e r n m e n t ' s  o v e r o r g a n i z a t i o n .  H o w  
t o  c o r r e c t  t h a t ,  I d o n ' t  k n o w ,  b u t  i t  i s  t r u e ,  a n d  a s  l o n g  a s  w e  h a v e  
t h a t  o v e r o r g a n i z a t i o n ,  we  a r e  g o i n g  to h a v e  a l l  t h o s e  d e t a i l e d  
r e q u i r e m e n t s .  

I t h i n k ,  to  a n s w e r  y o u r  q u e s t i o n  s p e c i f i c a l l y ,  t h e  t h i n g  to  do i s  
f i r s t  to  l o o k  a t  t h e  p r o f i t  p i c t u r e  a n d  t h e n  s o r t  of s t i l l  g r o w l  a b o u t  
t h e  r e d  t a p e .  

Q U E S T I O N :  Y o u  s a i d  t h a t  i f  y o u  f o u n d  y o u r s e l f  i n  t h e  p o s i t i o n  
of  a c o n t r a c t i n g  o f f i c e r ,  y o u  w o u l d  p r o b a b l y  r e a c t  t h e  s a m e  w a y  
t h a t  h e  d o e s  n o w .  W h a t  do  y o u  t h i n k  c a n  be  d o n e  to  h e l p  i n d u s t r y  
to  s e e  t h a t  w h e n  i t  i s  s e l l i n g  to a c o n t r a c t i n g  o f f i c e r ,  i t  j u s t  i s n ' t  
s e l l i n g  to  a n  i n d i v i d u a l  b u t  to  o n e  w h o  w o u l d  f i n d  h i m s e l f  i n  a p o s i -  

t i o n  w h e r e  y o u  s a i d  y o u  w o u l d  r e a c t  i n  t h e  p o s i t i o n  of  a c o n t r a c t i n g  
o f f i c e r  i n  t h e  s a m e  w a y  a s  a n y b o d y  e l s e  d o e s  ? I n  o t h e r  w o r d s  h o w  
c a n  w e  g e t  i n d u s t r y  t o  s e e  t h a t  t h e  s e l l i n g  p r o b l e m  to t h e  G o v e r n m e n t  
i s  u n i q u e  a n d  m a y b e  g e t  i n d u s t r y  to  p r o d u c e  s o m e  of  t h e  t h i n g s  t h a t  
a t  l e a s t  c o n t r a c t i n g  o f f i c e r s  f e e l  t h a t  t h e y  m u s t  h a v e ,  w h e r e a s  
. i n d u s t r y  d o e s n ' t  s e e m  to  f e e l  t h e y  m u s t  h a v e  i t .  

M R .  C O R K :  I t h i n k  t h e r e  i s  a n  a r e a  f o r  i m p r o v e m e n t  on  b o t h  
s i d e s .  I t h i n k  t h e r e  i s  a n  o v e r e m p h a s i s  on  t h e  p a r t  of  m a k i n g  s u r e  
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tha t  the c o n t r a c t i n g  o f f i c e r s  have  a b s o l u t e  s u p p o r t  f o r  e v e r y  m o v e  
t hey  m a k e ,  e v e r y  c o n t r a c t  t h e y  let ,  w i th  e v e r y  p r i c e  t h e y  se t .  
I th ink  f i r s t  we h a v e  to b r e a k  down th i s  " f e a r  of c r i t i c i s m "  a t m o s p h e r e  
in w h i c h  c o n t r a c t i n g  o f f i c e r s  work .  Whi le  i t  i s  t r u e  tha t  t hey  a r e  
d e a l i n g  wi th  pub l ic  funds ,  c e r t a i n l y  t h e r e  can  be  a lot  m o r e  l e e w a y  
g r a n t e d  a c o n t r a c t i n g  o f f i c e r  than  i s  now g r a n t e d  h i m .  When  you  
do tha t ,  he  is  not  going to a sk  f o r  so m u c h  i n f o r m a t i o n  as  he  now 
f e e l s  he h a s  to a s k  fo r .  On the o t h e r  s ide  of the  t ab l e ,  I b e l i e v e  in -  
d u s t r y  i t s e l f  i s  w r o n g  in  m a n y  c a s e s  b e c a u s e  i t  looks  a t  G o v e r n m e n t  
b u s i n e s s  as  j u s t  " p l u s "  b u s i n e s s .  I n d u s t r i a l i s t s  a r e  not  g e a r e d  to 
r e d  tape ;  t h e y  donSt wan t  r e d  tape;  t hey  d o n ' t  have  t i m e  to th ink  abou t  
r e d  tape .  U n l e s s  t hey  a r e  a s u b s t a n t i a l  G o v e r n m e n t  s u p p l i e r  l ike  the 
a i r f r a m e  i n d u s t r y ,  t hey  don ' t  bu i ld  t h e i r  o r g a n i z a t i o n  f o r  i t .  

The  b i g g e s t  job we have  is  to r e a l i z e  tha t  th i s  G o v e r n m e n t  b u s i -  
n e s s  i s  not  " p l u s "  b u s i n e s s .  I t  is  go ing  to be wi th  us  a long  t i m e ,  
and G o v e r n m e n t  i s  go ing  to be  ou r  l a r g e s t  c u s t o m e r  as  long as  you  
and  I w i l l  be a r o u n d .  So le t  us  g e a r  up to it; l e t  u s  f a c e  the f a c t s .  

C O L O N E L  SMITH:  Mr .  C o r k ,  I ha t e  to cut  th i s  off but  o u r  t i m e  
i s  r u n n i n g  out.  On b e h a l f  of the C o m m a n d a n t ,  I wan t  f i r s t  of a l l  to  
thank  o u r  good f r i e n d  Mr .  V i c t o r  B r i n k  f o r  b e i n g  wi th  us  t oday ,  and,  
s e c o n d ,  I t hank  you  fo r  a v e r y  s u b s t a n t i a l  c o n t r i b u t i o n  to o u r  
P r o c u r e m e n t  un i t .  Thank  you  v e r y  m u c h .  

(9 M a r  1 9 5 5 - - 2 5 0 ) S / r o s s  
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