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Mr. Chairman and Members of the Committee: 

I appreciate the opportunity to appear before the Joint Economic 

Committee once again. Your letter of 30 November 1972 indicated that 

kiJ0~ 
the Committee is interested in discussing several of our procurement 

policies and practices 
3 

as related to the acquisition of major defense systems. 

My statement‘will cover the items mentioned in your letter. Historically, 

most of the areas you would like to discuss have caused us problems. There 

have been problems in our handling some of these areas, and I am sure 

some problems will surface in the future in spite of our best efforts to 

prevent them. Nevertheless, we have moved vigorously to correct 

shortcomings revealed by our own internal reviews as well as those that 

are brought to our attention from outside the Department. It should be 

emphasized that most of our shosicomings are highlighted as a result 

of our own reviews. This includes several of the areas you will probably 

want to discuss. Conducting reviews and correcting deficiencies in an 

organization the size of the Department of Defense (DOD) is a never 

ending task. Recognizing this fact, I want to assure the Committee that 

the Department of Defense has moved and will 

to improve our policies and their implementation. 

Before discussing the several specific topics which you identified, 

I would like to cover briefly a few items that are often overlooked in 

connection with defense expenditures.. As has been true for the past 

several years, the national defense budget con_tinues to reflect the 

substantial shift in our priorities from defense to civilian pursuits. 
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c In current dollars, defense spending has risen $24. 7 billion since 1964. 

Other Federal spending has risen $103 billion. State and local spending 

has risen $113 billion. 

Defense spending a.s a per cent of the Gross National Product 

will amount to 6.5% in FY 1973 compared to 8. 3% in the prewar year 

of 1964. This is the lowest per cent of GNP in the past two decades. 

In addition, the per cent of our budget that is devoted to manpower 

costs has increased significantly. For example, in FY 1964 we spent 

43% of our budget for these costs while in FY 1973 this will be 56%. We 

**J cannot afford to allow this shift to continue. - -- ,*.s.__ ~I-..l--lyl---.-” -___,_____- ---.-/ 

All of these changes have placed great pressure on the Department 5 s. 
5 

to make the most of the funds that are made available by the Congress for 

the acquisition of major defense systems. Many of the actions we are 

taking to improve our acquisition policies and their implementation are 

the result of this environ’inent. 

MAJOR DEFENSE SYSTEMS ACQUISITION 

During the past four years, the Department of Defense has instituted 

substantial changes in its policies for the Acquisition of Major Defense 

Systems . These. broad policy changes were formalized in DOD Directive 

~~~~,,~,,_S~.sue_F3,_1’Ln_July 1971 after 2 l/2 years of study. The major areas 

of change are the requirements for: prototype competition, reduction of 

concurrency, designing to cost, and iqcreased -operational test and 
# 

evaluation prior to production decisions. 

k3T ~O~~M~NT AVAILABLE 
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Any objective look back over the past four years must conclude 

that substantial accomplishments have been made in our defense systems 

.- decision making process. Let me summarize a few highlights. 

The Development Concept Paper (DCP) has been broadened and 

become the primary management tool for controlling the orderly 

development and acquisition of defense systems. For this reason, the 

DCP is now called the De-on Coordinating Paper. First, as a decision 
/ 

device, it identifies the major issues with their pros and cons, reflecting 

all the major challenges to the proposed program for review by the 

Set retary of Defense. Subsequent to the decision by the Secretary, 

the DCP-becom.es the “‘contract” b,etweenthe Service and .the Secretary 

of .Defense. A breach of this “contract” is cause for review of the program, 

and possibly a revised decision. 

The Area Coordinating Paper (ACP) furnishes a broad look at 

over-all areas, e. g., Fleet Air Defense, and examines the threat, - 

problems, and solutions. Recommended solutions and over-all plans 

permit logical decisions on individual defense systems. Ultimately all 

DCPs will be in support of ACPs. 

The Defense Systems Acquisition Review Council (DSARC), now 

widely known as’the DSARC, serves as an advisory body to the Secretary 

of Defknse on major defense programs when program decisions are 

necessary. It also conducts management reviews on these programs. 

Reviews by the DSARC provide a forum for open discussion of issues and 
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alternatives to ensure that the advice given to the Secretary of Defense 

is as complete and as objective as possible. Thus far, approximately 

60 major defense systems have been reviewed by the DSARC. 

The Cost Analysis Improvement Group (CAIG) was organized as 

a sub-group to the DSARC. This group is responsible for: (1) developing 

uniform criteria to be used by the Services in preparing program cost 

estimates; (2) monitoring and assisting the Services in establishing 

independent cost estimating capabilities, and (3) reviewing the program 

cost estimates of the Services so as to provide the DSARC with an assessment 

of the ‘a’deQ&cy of the cost -data .submitted. . ‘. 

Adequate Test and Evaluation (T&E), starting early in the acquisition 

process, insures that long-range commitments are not undertaken until 

concepts and hardware designs have been validated. Readiness to move 

forward at each subsequent milestone is required to be substantiated by - 

Test and Evaluation, 

BES-l’ ~~~~~~~~~~~ABLE These policies provide for a process of incremen I 

That is, decisions are made sequentially to permit each individual system 
-----“..-~_.~---_l_l_~--/ 

to proceed through go no-go gates along the development path only when it 

has been established that the previous step has been completed successfully 

or that a high degree of technical confidence has. been reached. 

Total costs are a paramount concern from the inception of. the 

program -- in fact, cost has been made a design parameter. The initial 
.----A ----..2--,&-....-“.-- -- . . ..I -. -.-.a.._ ^ 

decision to start development will be made only if estimated total costs of 

development, acquisition, investment and operation of the projected system 



* , 

are commensurate with the projected performance and also are affordable 

within realistic budget constraints. During the development process, 

cost will be the priority target for the designers. 

In our incremental acquisition strategy, we have moved from the 

past practice of basing decisions on paper studies and analyses to basing 

them on hardware demonstrations. This demonstration is in the form of 

system and equipment prototypes, such as the AX, the lightweight fighter, 

the advanced attack helicopter, the surface effects ship and other recent 

programs. Largely, these are competitive hardware prototypes. Some 

cost reduction is achieved via the force of competition. There is an 

incentive to the participating contractors to keep costs down and 

performance at the highest level within the cost constraint in order to 

be selected as the source to proceed with the subsequent production contract. 

Thus, through the use of the incremental approach, coupled with 

the increased use of prototypes and hardware demonstrations, we believe 

we will greatly reduce the degree of concurrency in system programs. 

This approach should provide a measure of cost control by reducing the 

potential for subsequent technical problems with their corresponding 

increases in cost. 

I feel that the present policies are sound and they are enabling us 

to move forward successfully into areas that previously had been difficult 

to manage. Our future endeavors are being directed toward effective 

implementation of these policies.. 
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I would like to turn now to an area that we are emphasizing to a 

much greater degree than heretofore. We call this the “Design-to-Cost” --.----. __ --._ _ i 

concept, DOD Directive 5000.1, mentioned earlier, states: 

“Cost parameters shall be established which consider the cost 

of acquisition and ownership; discrete cost elements (e. gO, unit 

production cost, operating and support cost) shall be translated 

into ‘de sign to’ requirements. System development shall be 

continuously evaluated against these requirements with the same 

rigor as that applied to technical requirements. Practical 

trade-offs shall be made between system capability, cost and 

schedule. Traceability of estimates and costing factors, including 
---.-- 

those for economic escalation shall be maintained. ‘I _ . ..__ ^_I -----.-, . . --_ _ I-.--__.---..._ --...- .----_. “.. -_._ -._” ______--._______. 

This policy introduces two points -- design to and trade-offs. The 

traditional roles of prick and performance are reversed; production unit 

price is fixed while performance is made a variable. Performance and 

schedule will be subject to trade-offs in order to meet the design-to 

production costs. In the past the designers paramount consideration 

has .been to meet performance requirements with insufficient regard to 

producibility or production costs. The objective of.“design-to-cost” is 

to require the engineer to consider the impact of design alternatives 

on the production costs and the operating costs. 
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In implementing this policy, cost control is crucial. It is 

necessary, therefore, that advanced technology be used deliberately to 

hold costs down -- not to add performance at any price. It is necessary 

also that techniques of estimating the unit procurement and lifetime 

costs of systems be improved. It is necessary to set realistic cost 

ceilings and attempt to stick to them. 

All this, while difficult to execute, is reasonable. We are applying 

this approach to a few new development programs, and some are far 

enough along to give us confidence we are on the right tra-ck. Of course, 
-I__--- --~_--- ,--.- --l---r- 

one Sthe difficult but crucial elements in this new ;i.pproach is how one 

sets cost ceilings. 

One area of particular concern has been in the field of electronics 

with its high, and rising, unit costs with low field reliability. Among the 

answers to this problem has been designing to a price, standardization, 
- 

and supplier responsibility for field reliability. 

The Department of Defense has initiated a study for cost reduction, 

now being conducted as the first part of a 
___-------.----..--__-- _-_-_ -_..__ _ .__ .- . 

! electronics. This study is being conducted by distinguished rese-arch 

corporations, selected industry participants, and Government agencies, 

under the coordination of one re.search agency, .The ‘program is be.ing 
---. _. 

directed by a steering group chaired by Doctor Foster. T.his joint DOD 
----h-___, 

and industry effort is tasked to examine the overall process of requirements, 

specifications, development and acquisition; determine the effect of R&D on 



production costs, installation costs, support costs, maintenance 

e 

requirements and cost, and equipment availability; and recommend 

procedural and institutional changes that will reduce cost and increase 

effectiveness of DOD electronics. 

Some of the specific areas of interest under consideration by this 

group are: the pos sibility of institutionalizing the pr ace s s whereby 
-.-. . ..- -I” __..“.,.__. ..- . ..___ I -.__. _._,. ,.-_______.-.,- --.-,----- .a.-.“. .-.-.^._. 

requirements are traded off with capability and cost; parametric cost -_______ -, .^.1--- __ __ __ - .-. .l.l .,. _. +------~~ 
----A 

e s timating - . ,_ _ whe4h.er-it..wirl.w,orkand -whether other methods are available ; ._------ --.. ___- 

how to motivate systems developers to have equal concern for cost, 
-~~-~---P---- l_l...-l~.---...~.--l-.“-__ ______ 

re&i.iiiQ and pe.rformance; I.r._._. a. ..- impact of design-to- cost and design trade- offs 
-. -_ ^- -.-.- T.-e”..-...> . ..I ~ ~ ~ ,,--,,_,.-. ---. 

on avionics cost-of-ownership; and possible application of failure-free 
‘=---~----‘-~~ ---------.-,-.- 

warranty as in commercial practice. _..- ------m-w..- --.““_*. 

The military departments have several price-limited prototype 

development programs now in process. In addition, there are Army lab 

and field tests being conducted of functionally equivalent ‘commercial and 

military specification avionics equipment. 

The second year of the program envisions DOD coordination of the 

recommendations developed by the study for cost reduction. Prototype s 

will be initiated for the next generation equipment requirements to include 

a specification on production cost; and incentives to &ilitary and industry 

. for low-ownership costs. 

BEST D(')CUMENT AVAl~A~~~ 
While the thrust of the “design-to,cost% policy is to reduce 

production cost-&ndd_lif.e-cycle..costs..thro.ugh,the design to-tradeoff concept, -.. . .---. _.-_. .I.-- -(_-_..__,__ ._ ____ ._ 



d it does not replace our other efforts to control costs. Cost reduction 

which can be achieved without degradation of performance will continue 

to be aggressively pursued. New manufacturing methods, labor saving 

devices, cheaper materials, simplified designs and other ideas all will 

be continuously considered and exploited. Contractors will continue to 

be encouraged to use their ingenuity to achieve cost reductions through 

value engineering and other contract incentives. In addition, we are 

making increased use of “should cost” techniques with which your 

Committee is quite familiar. 

I have just described to you our current activities governing 

major ‘defense system acquisition, the current decision-mBking procesS, 

and some of the main areas in the acquisition process where we are 

attempting to apply incentives to control cost -- not only in our contractual 

relationships with industry but internally within DOD as well. 

One of our priority areas of concern for many years has been 

to find ways to cope with rising costs and to keep programs reasonably 

within a budget figure. When we think of incentives, I am sure most people 

have in mind incentive provisions in contracts, the objective of which is 

to induce the contractor to cut costs and co ly increase his 

profit. This is a rather narrow view.. Incentiyizing contractor 
/dENI- ~~~~~~~~ 

a small part of the total DOD and Industry,incentive picture. There is only 

a limited amount which a contractor can save. In fact, the amount available 

for defense hardware is directly affected by our ability to control our other 

more consequential costs. 
-------- 

DOD, as the buyer, has an incentive, because -r-.a---rpI .I _ ___ -__.. l.l--.~.- .-_I -..“- - -w.^-a..e*“Lh. .s,..“..-l..---- 
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of reduced budgets and rising internal costs to insure the control of all 

our costs, and, in fact, to eliminate our nonessential costs. If we can’t 

do this job properly, our needed force size will suffer and we just can’t 

allow this to happen. The things which I have discussed are the result of 

that incentivizing. We are still a long way from achieving a perfect system. 

There is much work yet to be done to improve the techniques I have described 

and to ensure that they are adequately implemented and properly applied. 

I am convinced that we are moving in the right direction and that the steps 

Defense is taking do face up to its responsibility to provide an adequate 

defense within reasonable cost limits. 

PROGRESS PAYMENTS 

Next, I want to discuss some of the particular areas you asked 

about, starting off with progress payments. 

Progress Payments are an essential element of Defense procure- 

ment. It is a long-standing DOD policy to provide progress payments 

when reasonably needed for the prompt and efficient performance of 

our contracts. Many defense contracts, in fact most contracts for 

complex hardware, involve extended periods of performance and large 

investments of funds before any deliveries and billings are made. Further- 

more, interest is not an allowable expense under defense contracts. Thus, 

without progress payments, very few contractors would have the financial 

resources or working capital to perform defense work. Accordingly, it is 

in the government’s’interest to make progress payments. They are a 

BEST LUCULENT AVAILABLE 
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useful working tool which broaden the base of companies able to compete 

for defense business, and make possible a volume of production that could 

not otherwise be accomplished. As you know, similar payments are some- 

times used in other segments of our society for the procurement of major 

items involving significant cost or long time periods for production. 

As you may know, the development of DOD progress payment policy 

is the responsibility of my office. I am assisted in this matter by the 

Contract Finance Committee, which is an inter-Departmental group 

composed of a procurement representative from my office, a finance 

representative from the Office of the Assistant Secretary of Defense 

(Comptroller), and two representatives (procurement and finance) from 

each of the Military Departments and DSA; The Committee, chaired by 

my delegate, also receives technical assistance from the Defense 

Contract Audit Agency and OSD General Counsel’s office. 

The Contract Fin_ance Committee, created in 1950, formulates 

policy which is transmitted via Appendix E of the Armed Services 

Procurement Regualtion to the operating agencies and Departments. 

The responsibility for proper implementation and administration 

of progress payment policy rests with the Military Departments. 

Changes in Progress Payment Policy 

During the. past year at least four major improvements have been 

made in our financing policy as it relates to the reimbursement of costs 

on cost-type contracts and the payment. of progress payments on fixed-price-. 

type contracts. These are: 1) payment only an the basis of cash disbursed 
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by the contractor for purchased material and subcontracted items; 2) 

E uniform biweekly payments; 3) elimination of the alternate method of 

recoupment or liquidation of progress payments until cost and profit 

trends are known; and 4) more accurate data-gathering on the status 

of progress payments. I believe the changes in contract financing policy will 

reduce some of the inequities of the past, decrease the level of government- 

provided financing and ensure that all contractors have a greater cash 

investment in their work-in-process inventory. 

These substantive changes , which apply to all contractors other 

than small business concerns., tiere’made’ applicable to new contract 

solicitations issued on or after 1 January 1972. The details of the policy 

changes were described in Defense Procurement Circular No. 94 dated 

22 November 1971, later incorporated in the Armed Services Procure- 

ment Regulation through-Revision 11 O Appropriate changes were also made 

to recognize the changes in the payment clauses for both cost and fixed- 

price-type contracts. 

Foremost among the changes introduced in contract finance policy 

was a requirement that contractors (other than small business contractors) 

pay their vendors and subcontractors for direct material and subcontract 

cost prior to billing the government for these charges. The effect ‘of 

this policy change in these cases is to require direct material and sub- 

contract costs to be handled on a “cash disbursed” basis rather than on 
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an “accrued cost” approach. There has been no change relative to small 

business companies which are still provided progress payments on the 

“cost incurred” basis . 

The policy providing for uniform biweekly payment for all con- 

tractors standardizes the Department of Defense position and eliminates 

the varying payment practices which in the past have permitted paying 

some contractors more frequently than others. We believe the new approach 

will also reduce the administrative cost to DOD, 

Looking at the other end of the cycle, several questions arise. 

How do you recoup progress payments and apply the amounts paid to 
. 

the price of the units procured and delivered ? Do you recover them over’ 

a specific time frame? Do you recover them on a proportional basis? Do 

you pay part or all of the profit due when the items are delivered, unit by 

unit? The intricacies of the various methods of recoupment are 

- 
complex and not easily understood by the layman. 

There have been several methods used over the years since no 

one method seemed entirely suitable for every case. The usual method 

employed to recoup progress payments closely parallels the basis on 

which payments are made. This method, referred to as the “Ordinary” 

method of liquidation, delays the payment of practically all profit until the 

final delivery of the last item on the contract. Another method, calle’d 

the “Alternate” method, allows the contractor to be. paid profit on each 

item as it is deliverkd to the Government. Our regulations have been 



14 

L changed to curtail the use of this latter method unless specific conditions 

are met. The effect of this change is to require contractors to establish 

actual cost and profit trends prior to recovering a portion of the profit 

on deliveries under the contract, rather than base recoupment on the 

negotiated rate of profit. 

You recognize I’m sure that it is extremely difficult in an on- 

going contract to determine the unit cost of each item delivered and the 

value of the work-in-process inventory every few days or weeks. As 

a matter of fact, it is inconceivable to me that any accounting system 

or technique can be sufficiently precise to reflect this, data on a current 

unit basis. Where the contractor’s accounting system uses either actual 

historical or standard costs, such costing can only be done, realistically 

on a “lot” basis . Start-up, preproduction, tooling, labor efficiency 

variances -- are all heavy initial burdens in any weapon system program. 

This, coupled with development costs, must result in certain arbitrary 

allocations to develop unit costs. In these situations, contractors, using 

sound judgment, may allocate costs between delivered items and work-in- 

process items differently, In order to constrain this judgmental area, 

Defense regulations permitted the use of actual cost, actuals plus cost 

estimates, or target costs in determining the cost of delivered units. In 

‘some cases such as in a tightly priced contract, this last method may have 
. .._. .~” r‘s”., % ,..,. - “^... ,._ ,.._ ^_ __ 

provided a temporary financial advantage to a contractor. The eternal ___. -.--.-. *-.. -- -------.... ._I - ____._ _- --- -.-. - ._._-_ .._ 1-1 “I ._,._ _ _” 
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optimism of the American businessman is that the worst is always behind 

him and the best (i.e., the most profitable) lies directly ahead. In many 

major contracts, however, the contract costs and possibly losses are not 

known until the contract nears completion. 

Our Internal Auditors questioned the use of the “target cost” 

method for handling recoupment of progress payments and recommended 

that it be deleted; We examined this matter very carefully and concluded 

that the recommendation was a sound one and that it should be adopted. 

When the DD 1195 Form was revised in April 1972, this method was 

removed. 

An additional change was introduced to improve our data gathering 

mechanism for requesting and reporting the status of progress payments. 

Where two forms were previously required, we have been able to cut 

down the paperwork by cznsolidating the two forms into one modified 

version serving both purposes 0 We believe this consolidation will 

materially assist us in obtaining more accurate data on the status of 

progress payments. 

OSD Internal Audit Report on Progress Payments 

You recently reques.ted copies of an internal audit report dealing 

with the subject of progress payments. As we stressed in our transmittal 

letter to you, such unbridled technical evaluations are essential if we are 

to continue to improve the management of this phase of Defense procure- 

ment. I believe that it is important to note that the audit report issued 
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by the Office of the Deputy Assistant Secretary of Defense (Audit) reflects 

principally on the procedural matters of applying and administering progress 

payments. The report highlights the fact that the Auditors noted incorrect 

interpretations of regulatory guidance and faulty mathematical applications 

which tended to compound the errors discovered. 

As I have explained, the subject of progress payments is a highly 

complex one involving sophisticated financial procedures. To completely 

understand and adequately administer this area requires training and 

experience. While I do not believe we should become involved here with 

the various complicated precedures and minute technical details of progress 

payments, I think it is vital to’point out that the findings in the audit report 

should not be interpreted as indicating a loss of substantial funds to the U. S. 

Government. Unless we are careful, this misunderstanding can easily be 

caused. In essence, it should be clearly understood that the deficiencies 

noted did not result in the payment of any significant amounts that would 

not have otherwise been paid at some future period to the contractor. In 

some cases payments were premature and in other cases the amounts paid 

were the result of misinterpretations of administrative guidance. We have 

taken action to correct these situations and we will continue to stress the 

need for each Department and Agency to closely m.onitor this important 

aspect of procurement policy. 

Over-all Decline in Progress Payments 

During the past four years, we have seen a steady downward trend 

in the over-all amount of progress payments outstanding. The following 
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table shows progress pa’yments outstanding by Military Departments at the 

end of fiscal years 1969-1972: 

PROGRESS PAYMENTS (Cost Based t Shipbuilding) 
AMOUNT UNLIQUIDATED (Outstanding) 

($ Millions) 
June 30, 
1969 

June 30, 
1970 

June 30, 
1971 

June 30, 
1972 

Army $ 875 $ 943 $ 718 $ 494 

Navy 2386 2370 2169 2040 

Marine Corps 10 12 6 6 

Aix Force 4027 4613 2516 1845 

DSA 9.. - 9 . .13. 10 

TOTAL COST 
BASED 7307 8027 5422 4395 

NAVY - 
SHIPBUILDING 2156 1814 2301 2648 

TOTAL $ 9463 $9841 $7723 .- $ 7043 

You will note from this table that on June 30, 1969 the total amount 

of progress payments outstanding was $9.463 billion. By June 30, 1972 

this sum had declined to $7.043 billion, a decrease in total dollars out- 

standing of approximately 25% during the three year period. The largest 

decrease during this period is attributed to decline in cost-based progress 

payments which on June 30, 1969 were $7.307 billion. By June 30, 1972 

this category had been reduced to $4.395 billion, a decline of almost $3 

billion during the above period. From 196940 1972, Navy shipbuilding 
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progress payments outstanding rose from $2.156’to $2.648, reflecting the 

growth of the Navy’s procurement program for ships. We anticipate that 

this figure will be reduced when deliveries begin on the major vessels 

presently under construction; then it should rapidly decline as ships are 

delivered to the fleet. 

In summary, we believe that.during the past few years significant 

progress has been made in the improvement of financial controls and the 

administration of progress payments. Technical audit evaluations such 

as that rendered by the Deputy Assistant Secretary of Defense for Audit 

have been valuable tools in helping us gain better control and improve 

our financial management of contract operations, We have been our own 

severest critics in this area. 

As a closing comment on the subject of progress payments, I want 

to make it clear that we are talking here only about fixed-price type contracts. 
C ---------lr~ 

Payments are made in a similar manner under cost-reimbursement type 

contracts, i. e., periodic payments on the basis of costs incurred. However, 

-4 
they are not considered unliquidaped pgments which are later liquidated ----___I.-__-. _-I__ -----..--.---.--- .-__-- a --..___,._XI_I -. 

by deliveries of hardware at a specified billing price. Payments under -_4-..-.-- l_l_.ss -_I. -. 

cost- reimbursement type contracts are considered as reimbursement for . . . ..- . . .._ _,.- ‘--- -----.I^- . . . . - .~6,-.11. __--.-, ___._^,.^ _” ___.. - ‘.‘.’ ,._ 

work performed as of each billing period. Progress under such contracts, 
r^vI..Y-uI” .-.---. ----.---.,.--.a-.--~- - - 

by their very nature, is generally not measurable in terms of line items 

or discrete elements. Rather, it is measured only by costs incurred against 

an estimated total cost to achieve a contractual objective. 
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Industrial Plant Equipment 

When I appeared before the Committee last year I was pleased to 

be able to tell you that we had been able to selectively reduce the amount 

of industrial production equipment in the possession of contractors by 25% 

in the last two years. I am again pleased to state that this reduction is 
- -e-w-.--. _. 

continuing. By 30 June 1972 the acquisition value of industrial plant 
I .,,.*.-vpnr.i i”.r--re 

equipment in the possession of contractors was down by 37% when compared - 

to 30 June 1968. We had actually expected to do better than this. The 
_I. 

naval blockade of Haiphong harbor and increased use of naval vessels to 

shell land bases in Southeast Asia as well as the increased aerial bombard- 

ment in North Vietnam required us to keep production of naval gun ammuni- 
___. “---------- ,.....---. __ ____-__ _,.,.. _. _ 

tion and air munitions at a high level. When this is no longer necessary we 
,.- .“_< . . ._. _.~ -..._._m.. -.. _ _ 

may be able in an orderly manner to make further significant reductions in “-----..~.-.._____ __“,_-.~_“._ __- __. -,..._ “Y,““.,.I.--i.l- ..“-,“.*-mL -_-- C,.I”“~-I~t,rY~~“_ .- -I- ..-. -.-. --- - 

the amount of Government-owned plant equipment in the possession of these 

type contractors. 

In March of 1970 the Department of Defense instituted a program 

for the phase-out of Government-owned industrial facilities in the possession 
------“-I... .SL._. _ .I._ - __.. . _.. - . __- _,_” ,. 

oe,nractor s . This program was initiated at a time when we had to plan 

for indefinite continuation of support of our Armed Forces in.Southeast Asia. 

It gave contractors three years to submit a phase-out plan and five more 
.-- _.I ___-,._ _ ,-,.._- ^ __, _. -,...,. ,..-” .. .’ - 

years to complete it. Last year I reported that, as of 31 December 1970, 
I-. l..lv...em..l_.l*.. -.-..-_- -..__ - 

111 phase-out plans had been submitted and approved and that approximately 
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700 more were in process of‘review. By 30 June 1972 a total of 461 phase- 

out plans had been approved. We have had to slow down this program for 

what I consider to be very valid reasons. First, with the phase-down of 

U. S. troop support in Vietnam we no longer want to give contractors up to 

a total of eight years to return our equipment. We want it back much sooner 

than that. Most of the equipment in the 37% we have had returned since 

1968 was recalled without a phase-out plan. Secondly, our industrial 

preparedness planning has resulted in the identification of instances where 

it is essential that the Government equipment remain in the contractor’s 

plant to assure the capability for quick response in the event of a national 

.. ‘. 

emergency’. For this latter reason, we have granted exemptions from 

phase- out plans tt%zontractors to retain in. thei.r pl,~_l_t_s.-a total of 66 
- -“-‘-_ ------ 

J A-“-. -, , 
items with an acquisition value of about ii. 3 million. 

.wÎ -7cuII---- I. -“--i----..--.“-4.-- --.. *, __-, 1 _.,., *“-, r-e _ .?‘. ..’ 
In the past, you have expressed interest in the comparability of 

Government rental rates-for plant equipment with those of commercial 

leasing firms. As you know, these rates were increased in 1968 to 

slightly exceed commercial rates. Nevertheless, in May of 1971 we 

requested the Office of Emergency Preparedness, which is responsible 

for setting the rates, to review them to determine whether they still 

were comparable to commercial rates. After a review of the matter, 

we were advised by OEP that the rates were still generally comparable 

to commercial lease rates. We are still not happy with our current 

system of charging rent. which involves conside.rable bookkeeping 
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and surveillance with attention being given to amount of utilization, commer- 

cial use of the equipment and similar factors. For this reason we are 

having a study made of the whole system to see if we can’t find a better way 

to do it. This study is now underway. 

A closely related matter is the number of Government plants owned 

by the Department of Defense. In 1954 we owned 288 plants. Last May I 

told you the number had been reduced to 189 and I am pleased that the 

number is currently down to 183. Twenty-two (22) of these are inactive. 

In view of recent economic conditions it has been difficult to sell these 

plants which are generally big and expentiive. Negotiations are underway, 

however, to try to sell several more and we are hopeful that they will be 

successful. 

An important consideration in removing our equipment from 

contractors’ plants is the need to be able to get back into production 

quickly in the event of future demand for support of our armed forces. 

In some instances it is necessary that the equipment remain in place 

ready for use in such an emergency. Even under these circumstances it 

is not necessary, however, that the Government own the equipment if we 

could be assured that it would remain available for defense production. 

Under existing authority. if we sell such equipment”-itmust be by public _____-_ _ .‘--.. - “-y-1’ 

sale and thus w.e>,.have no assurance of its future ava.ilability. -.-.-- -.-. .-PI....-...- -- .- - .,. . ._. . . ..-. -. Last year .__ ._ 

I mentioned that legislation was pending in Congress which would authorize 
_ -.-_. ---.-I. __-._ ____ ._ -. -.. _. . -.. ....- .- .- -._,__,._,__ 

sales to the contractor possessing such equipment when availability of 
. . .1. _. _I,,/. ._-_.r,. “. ,.. ._, -. . .-. --- - .- -.. .- _ 
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. . the equipment for future defense production would be assured. This 

legislation passed the House of Representatives but was not acted upon 

by the Senate prior to adjournment. We understand this legislation will 

be reintroduced in the next Congress. If it is enacted it will be of great 
._..Ih. . .i ._... * I-.... .,_.r.,.r I.._ .--. - * . . , . _ - ).~ --, I. - . . . -- 

assistance in our effort to reduce Government ownership of industrial 

plant equipment. It will also assist in reducing our problems of surveillance 

and management control, 

In summary the management of our industrial plant equipment is 

difficult and complex. We must see that the items needed to support our 

armed f0rce.s as well as adequate war reserves to assure national security __^_- ‘_- _-,... s.. ..--. --.A l.l -. 

are available. Furthermore, we must do this at the lowest possible cost. 
.-.. _-__ ..A---- -_.. _ ~. _... ,. _ . ,“. . 

We are attempting to obtain these supplies in the fairest possible manner 

to both the taxpayers and to industry with due concern to such things as small 

business interests as well. Cur overall objective remains to reduce the 
- 

amount of Government-owned facilities in the possession of contractors 

without endangering the capability of the country to defend itself, I think 

the figures indicate that we are succeeding. 

Industrial Preparedness 

The Department of Defense’, has long been concerned about the 

impact the downturn in Defense expenditures was having on defense-related 

industries. The disappearance of production capability for Defense in 

terms of skills and people has serious implications not only for industry 
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and the economy as a whole but also for Defense readiness in terms of 

preparedness planning. In November 1970, we made a study of production 

curves on a national level before, during, and after the Vietnam buildup. 

We were able to depict those industries whose declining Defense expendi- 

tures do have a tremendous effect on employment and those industries 

that can ma.intain relative stability in the face of a declining Defense 

budget. The direct result of viewing and analyzing these trends led 

us to conduct an in-depth study of our plans and policies relating to 

industrial preparedness - - that is, ensuring the availability of 

adequate U. S. industrial production capability to satisfy Defense 
. -. 

mobilization requirements. ks a ‘conskquenc e of this study, we are 

placing greater emphasis on industrial preparedness measures to 

assure retention of sufficient capacity, when possible, to serve as 

a springboard for recreating the production base necessary to meet 

emergency or mobilization requirements. These measures include 

planning with industry for mobilization production and the lay-away 

and maintenance of industrial facilities no longer needed to support 

current Defense procurement but required to meet DOD mobilization 

requirements. .With respect to long leadtime, high unit-cost major 

‘.weapon systems such as aircraft and ships, the decision to retain 

these type of facilities in starid-by is made ona case-by-case basis 

whenever current production is completed. These decisions take 

into accourit considerations such as: (1) estimated one-time and 
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. 
annual recurring costs to retain the facilities in question; (2) estimated 

time and cost, if disposed of, to reconstitute that production capacity 

in event of an emergency; and (3) proposed actions and related costs to 

insure adequate subcontractor support for the production facility being 

proposed for retention. 

Government Policy Re Aerospace Industry 

The long range implications of government policy with respect to the 

aerospace industry has not been an area of primary responsibility for 

the Department of Defense. At the same time, we naturally have been 

concerned with the health of the aerospace industry in that it is so closel) 

tied to’our Defense industrial base needs. _ 

We appreciate that this industry ha’s received more than its share 

of criticisms. At the same time, we are impressed with the manner in 

which this industry , under severe international competition, has been 
- 

able to hold its own. As you know, it has exports today in excess of 

$4 billion and, in fact, is the single largest area on the positive side of 

our balance of payments ledger. We believe it is important that our country 

attempt to maintain this trade position. We are also concerned with the 

cost implications as regard this industry, in that to maintain the trade 

position that we presently enjoy on the commercial front, some serious 

consideration may have to be given to modifying the capital structuring . 



i 

25 

fox future commercial aircraft. Unlike the past, the risk capital in 

the commercial aircraft business is of such a magnitude that very few 

companies will be willing to take the required gamble. 

I would urge, however, that in discussing this total subject, you 

call on others from the Executive Branch, i. e., Treasury, Commerce, 

Transportation, etc., to discuss this very important subject with the 

members of your Committee. 

PROFIT 

The last area I want to cover is profit. We have always con- 

sidered that profit is a basic motivating force in a business enterprise, 

and our policy is :o. harness that motive to the greatest extent practi- 

cable in defense procurement. Thus, many of our procurement policies 

are developed with this in mind. Certainly, all of the things I have 

talked about here today can impact a contractors profit -- things such 

as his ability to design 2nd manufacture to a given cwst, to meet 

performance requirements without overrunning costs, to be more 

efficient in his manufacturing operations, to take advantage of progress 

payments without abusing them, and so forth. So, I think it is fitting 

to conclude with a discussion of changes being made in our profit policy -- 

changes intended to encourage greater capital investment by’our contractors. 
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We have taken a number of steps directed at increasing the capital 

investment required of defense contractors. Modification of contract 

financing policy discussed earlier is one of those steps. Another is 

the gradual reduction in the amount of government industrial plant 

equipment provided to contractors. A further step has been examination 

and planned revision of DOD profit policy to make it consistent with the 

increased investment objective. 

. .. 
/ 

History 

This Committee is familiar with many of the major milestones in 

our examination of profit policy. In 1965 the DOD studied the question 

of the allowability of interest as an expense. In 1967 a Logistics 

Management Institute study concluded, as did the 1965 study, that 

capital investment must be considered in the development of government 

profit objectives if there is to be sufficient encouragement for contractors 

to’invest in the facilities needed for the performance of government 

negotiated contracts. In late 1967, we made the initial effort to identify 

contractor capital and relate it.to specific contracts. This study fevealed 

many fundamental problems of policy and mechanics. By 1969 various 
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study groups had resolved the majority of these difficulties and DOD moved 

to develop a wider historical data base on which to test the improved 

methodology. The vehicle for doing this was a statistically representative 

sample of 165 contracts taken from the Fiscal Year 1970 negotiated 

procurement universe. Developing the sample, gathering data, and 

analyzing it took place throughout 1970 and 1971. During this same 

period the General Accounting Office study of defense industry profits 

was conducted and published, with recommendations for the consideration 

of contractor capital investments in the development of pre- negotiation 

profit objectives. 

Profit and Investment 

As background it is useful to discuss briefly the financial or economic 

motivation of contractors. While I do not think the profit motive is the 
- 

single factor that makes certain companies seek defense contracts, I 

do feel that profit considerations often drive individual investment decisions 

in defense oriented companies equally as much as they do in non-defense 

oriented companies 0 Profit considerations may not b-e the only considera- 

tions in individual investment decisions faced by defense contractors, but 

I believe this consideration to be one of the most dominant ones. 

If one accepts profitability as a dominant factor in individual investment 

decisions, it follbws that contractors will see& defense business if it will 

favorably affect their profits. 
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I think that most will agree that while the fundamental profit motivation 

is to increase dollars of profit, most American corporations seek to 

maximize their profit on capital. I do not think it is an over-simplification 

to say that in making investment decisions, the defense industry, like 

non-defense industry, seeks to maximize profit on capital. 

This basic profit motivation contrasts with the Department of Defense 

profit policy which historically has focused upon profit measured in 

relationship to costs. This is a marked difference, What is required 

to make these perspectives more comparable is for the Department of 

.Defense to consider profit’not only in relationship to costs but aIso in 

relationship to the capital investment of the contractor. Stated in an 

equation: 

Profit on Capital =(Profit/Cost)X(Cost/ Capital) 

Industry seeks to maximize the left side of the equation and current 
1 

Department of Defense policies focus only on the Profit/Cost portion 

on the right side of the equation. The missing link is the capital 

investment of the contractor. 

Problems With Current Policy 

The unsatisfactory results of this difference in perspective ar.e 

two fold. The first is that the current policy may discourage investment 

in cost reducing equipment by defense contractors. This has been pointed 
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out several times in previous hearings of this Committee, and I shall 

not do more than summarize the problem. When the profit percentage 

is based on costs and does not reflect investment, the contractor can 

increase profit on capital one of two ways: first by minimizing invest- 

ment, and second by increasing volume. In negotiated procurement, the 

ability to increase volume is only tangentially controllable by the con- 

tractor -- the really important factor, the budget, is external. The 

only really controllable alternative is minimizing investment. 

A second, and very important, problem which to my knowledge 

has not be.en described to the Committee, is the matter of equity. 
. 

Currently, the DOD develops pre-negotiation profit objectives by use 

of the weighted guidelines. In my view, the weighted guidelines are 

an excellent technique for considering most of the relevant factors that 

must be considered to decide upon a profit opportunity on a specific 

contract. The major consideration not presently included is the 

capital investment of the contractor. Its omission can have an adverse 

impact on the equity of pre-negotiation profit objectives. In our study 

of 1970 negotiated procurement, we closely examined profitability as 

related to contract type. We found that, when measured as a percentage 

of costs3 profits had a reasonable pattern that reflected the degree of risk 

among contract types . 
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Firm fixed price (FFP) profit objectives were higher than fixed price 

incentive fee which in turn were higher than cost plus incentive fee (CPIF). 

Profit objectives on cost plus fixed fee (CPFF), the lowest risk contract 

type, were the lowest of all. Such an alignment of profits with risk 

demonstrates, in our view, an equitable relationship of profit opportunity . 

However, when we expressed these same profits as a percentage of 

capital, the apparent alignment and equity disappear. We found that the 

profit opportunities for cost plus incentive fee contracts, one of the lower 

risk contract types, were higher than those for any other contract type. 

Profit opportunities for the highest risk contracts, firm fixed price, 

while higher than cost plus fixed fee on a profit to capital basis, were 

lower than several other types of contracts. 

Examination of profit objectives by product line disclosed similar 

inequities in profit 0ppoFtunity. The average profit objective was 8.7% 

of costs for combat vehicles and 10.4% of costs for electronics and 

communications equipment. When viewed as a percentage of capital, 

however, the profit objective for combat vehicles was 22.5% and for 

electronics and communications equipment, 21.4%. 

It is our view that in most instances contracting officers have been ’ 

lead to the right conclusions by using our present weighted guidelines 

policy o However, while the contracting officers may have reached the 
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proper conclusion, they had no mechanism to translate this conclusion 

They, unknowingly, may have awarded a high into the proper rates. 

profit to the product line they concluded should have had the lower profit. 

This situation, as well as the counter intuitive alignment of profit and 

risk, is both unfair and counter to the goals of our DOD procurement policy. 

I have just described the two major problems of the current Department 

of Defense profit policy for negotiated contracts. These problems are an 

outgrowth of our practice of not giving adequate recognition to the contractor 

capital investment. Identification of the problems is not difficult. The 

same dannot be. said for their. solution. -Quite cleariy the solution to the 

problems lies in the successful development of a mechanism to relate, 

either by a process of identification or allocation, that portion of a contractor’s 

investment to be utilized for performance of the contract being negotiated. 

Such a mechanism will allow the contractor to share with the government 

the benefits of investment in cost reducing facilities. Additionally, it 

will give the contracting officer a better basis upon which to judge the 

appropriateness of his pre-negotiation profit objective. However, such a 

mechanism is extremely complex and difficult to develop for effective use 

by large and decentralized organizations such as the DOD procurement 

activities O Development requires making, difficult decisions on many 

fundamental issues about which men can and often do disagree. Some of 

these decisions have made the Department of Defense profit on capital test 

plan a subject of some controversy within recent weeks. 
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The proposed profit on capital policy which we are testing focuses upon 

the uses of capital (operating capital, land, buildings and equipment) rather 

than the sources of capital (debt and equity). This feature of the policy 

reflects the Department of Defense position that the assets supported by 

the financial structure of a company, rather than the financial structure 

itself is our concern. We view the decision regarding the method of 

financing as the prerogative of management. 

The profit on capital policy allocates capital to contracts rather 

than specifically identifying each asset with the contract being negotiated. 

.’ 

This decision reflects our view that. a policy to consider .contractor ca.pital 

investment must conform to the realities of accepted industrial practice 

if it is to be effective. Cost accounting methods and management control 

systems do not account for assets on a contract by contract basis because 

there is no managementTeed for such accounting. To require such identi- 

fication, solely for the purposes of a profit on capital policy would be non- 

productive and would increase overhead expenses to be paid for by the DOD. 

I mentioned last year that we cannot afford an “administrative nightmare. ” 

Our test plan has this. in mind. The feasibility of allocation of capital to a 

contract is reinforced by the fact that allpcation has many prece- 

dents. Depreciation, the consumption of an asset, is allocated to contracts 

through the use of the overhead rate’. The next step, allocation of the asset 

being consumed, is not- a revolutionary idea. 



In developing the proposed profit on capital test plan we relied upon 

existing procedures to the maximum extent possible in developing allocation 

methodology 0 From the outset, we were determined-to develop a policy 

that accomplished our objectives and avoided additional administrative 

costs without unnecessarily compounding the already voluminous documen- 

tation required of defense contractors. In addition, it became apparent 

that detailed prior resolution of all allocation questions was virtually 

impo s s ible . Therefore, the only reasonable course has been to develop 

a procedure that is (1) flexible; (2) relatively simple for contractor and 

procurement contracting officer to use; and (3) lends itself to effective 

audit.- The mechanics of the policy being developed satisfy these criteria. 

As a result, we have an allocation process that creates new procedures 

only where procedures do not now exist, and one that builds upon existing 

overhead allocation methodology rather than creating a parallel one that 

- 
adds to the confusion of preparing for contract negotiations. 

One of the most difficult aspects of developing the profit on capital 

policy was deciding how much importance to give to capital and how much 

. to give to weighted guidelines or cost based considerations. ‘There are two 

extremes, neither of which is acceptable. One is that capital be the sole 

determinant of pre-negotiation profit objectives; and the other is that capital 

be disregarded as a determinant of profit .objectives. The latter is uns’atis- 

factory for the reasons that I have discussed earlier, for it is basically our 
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current policy. The former may have the effect of assuring an adequate 

return on anassetregardless of the potential utilization and doesn’t 

recognize that in many instances capital required will be rather minor. 

The policy in its present form strikes a balance between capital 

considerations and the weighted guidelines cost considerations, causing 

a contractor to consider his investment in terms of its potential utilization 

as well as cost. 

This, in summary, is the proposed profit on capital policy. It 

derives 50% of the negotiated “going-in” profit from the uses of capital, 
- . - 

or assets. These assets are allocated to contracts by a procedure that . 

whenever possible relies upon established methods. Capital invested and 

weighted guideline considerations are weighed equally in developing the 

pre-negotiation profit objective, 

Rates 

- 

To have a profit policy that explicitly recognizes a contractor’s 

investment in performing the contract requires the establishment of a 

range of rates of return on capital for application to allocated capital. 

Establishing rates of return which we are testing, has been an extremely 

difficult task because, in so doing, one is implicitly stating that the rates 

selected are “proper” profits. If the rate in the policy is X, then it must 

be implicit that a rate greater than X is too high and a rate less than X 
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* is too low. The dilFmma is that such precision about a rather judgmental 

issue is preposterous. It is interesting to note that the few major studies 

of profits in defense contracting have never made a judgment as to whether 

these profits were too high or too low. This has always been studiously 

avoided even though many of our critics, often in a rather cavalier manner, 

have inferred that to do this would be rather simple. The in-depth studies 

on the other hand, have wisely been content to compare the profits in 

defense business to profits in other industrial sectors. To not come to 

grips with this issue in developing the profit on capital policy would make 

the policy unworkable. 

In .deciding upon the rates for usage in the proposed policy, we 

applied three criteria. The first that the rate be fair to both DOD and 

industry; the second that the rate develoIjment be administratively feasible; 

and the third that the rate be consistent with the objectives of the policy 

which I have outlined. _ 

We felt the fairness criteria could be met by basing the numbers 

used on a broad, objective sample of the profits of industries comparable 

to the broad cross section of defense suppliers over a representative 

number of years. 

Administrative feasibility virtually required that we search for an 

existing statistical base that meets the fairness criteria. Rediscovery of 
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the wheel by developing our own sample would have been extremely time- 

consuming task and one for which we have no particular expertise. When 

developed, it too would probably be broadly criticized. Furthermore, 

existing statistical series offer the advantage of a great number of years 

of past data for study that can be updated as time passes. In addition, of 

course, the sample must be consistent in terminology and definition with 

the policy that we have developed to be administratively acceptable. 

The Federal Trade Commission Quarterly Financial Report for 

manufacturing corporations satisfies the first two criteria admirably. 

It is a massive sample ,acccunting for approximately’91% of the total 

assets of manufacturing corporations which, in turn, represent about 

90% of all U.S. manufacturing, one-half of U. S. corporate profits, and 

more than a quarter of the national income. The Report, which is based 

upon uniform and confidential reports from corporations, has been compiled 
- 

since 1947 and is therefore an established statistical series. 

One must consider how investment dollars are allocated both within 

corporations and in capital markets in deciding how to meet the third 

criterion of effectiveness, Corporate managers allocate capital budgets 

based on the returns the capital is expected to earn. In many cases the 

. 
current,disincentives mean investments to perform defense. contracts cannot 

compete with.alternative investments, Therefore, if we are to remove the 
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disincentive to investment, the potential return in defense negotiated 

. contracts must be made more competitive with the alternative investments. 

Correspondingly, if capital is to be attracted to the defense sector, 

the returns possible must be competitive with other sectors of the economy. 

In order to compete effectively in capital markets and, of equal importance, 

within corporations, for the investment dollar, the rates provided for in 

the DOD profit on capital policy must be taken from the returns of industry 

segments comparable to the defense sector. It is with comparable industries 

and products that the competition for investment dollars will primarily take 

place. 

I should emphasize that the profit on capital policy applies only to 

certain negotiated defense contracts. These contracts are predominantly 

for the purchase of major hard goods. The following is a distribution of 
- 

recent negotiated military prime contract awards, 

TOTAL NEGOTIATED PROCUREMENT 100% 

MAJOR HARD GOODS 96% 
SERVICES 
ALL OTHER 

1% 

3% 

Major hard goods is a defense term that includesaircraft, missiles and 

. . . 

space, ships, tank and automotive products, weapons, ammunition, and 

electronics and communications equipment. FY 1970 negotiated major 
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1. hard goods con,tracts were distributed as follows: 

a. DISTRIBUTION OF MAJOR HARD GOODS 
NEGOTIATED PROCUREMENT 

FY 1970 

Aircraft 
Missiles & Space 
Ships 
Tank-Automotive 
Weapons 
Ammunition 
Electronics & Communications 

Equipment 

34% 
22% 
11% 

3% 
2% 

12% 

TOTAL 100% 

. . 

Given this distribution, which is likely to account for‘SO% or more of 

the potential business to which the profit on capital policy will ultimately 

apply, it seemed reasonable to us that by culling from the Quarterly 

Financial Report of the Federal Trade Commission those industries (such 

as mining process industries, soft goods like apparel, food) which were 

not comparable to the major hard goodswe acquire, we could construct a 

sample that satisfied all criteria. In so doing, we developed what we have 

termed a “Selected Durable Goods” sample from the Quarterly Financial 
--_--.- __ w-_ 

Report. _ 

The selected durable goods sample includes aircraft and parts; 
-- 

electricalmachinery, -other machinery~._m_9t?rvehicle_s~apd.-.eq_u_ip-~-ent, - ------ .~ ---,____ - 

other fabricated metal products, instruments and related products, and ,---.---. -- . .._ _ .~ . .._ _ ---- . ..__ -- ---. - _____ - _~ _--.. ----.-.-_~ .~. --’ 
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manufacturing and ordnance. I think that this sample of manufacturing 

industry compares very closely with the cross section of major hard 

goods procurement conducted by the Department of Defense. 

We have used an eight year average return on capital of selected 

durable goods manufacturing industries taken from the Quarterly Financial 

Report as the base for the return provided in the policy. This average 

(defined on a basis consistent with the profit on capital policy) is 20.2 

per cent. 

Several adjustments to this average rate are required to insure 

that the rate is consistent with the objectives of the profit on capital 

po1ic.y. The first adjustment that is required’is to account for unallowable 

costs, a phenomenon peculiar to defense contracting, which the Department 

of Defense does not allow as a charge to our contracts. These unallowable 

costs are deducted from the sample data because by definition total revenues 
__ .--- - ___e--- -- 

are reduced by all costs-incurred to arrive at profit. The profit on capital 
--.--_ --.. .--__ __ -. . I_ ~~ -- -_.. 

policy, on the other hand, is intended to be used in negotiating profit 

objectives which by DOD definition do not include unallowable costs. There- 

fore, it was necessary to add to the sample base a factor for unallowable costs. 

This factor, taken from ,average defense contract experience over past years, 

. -- ._. - 
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is 4.2 percent of capital. This adjustment does not take into account the _-I---_ -------__ ----_ 

unallowable costs associated with interest expense. 
c_ -- ----- __._ _ .__.- --- .--- -___ - -‘- --- -_. ._____ 

The next step in the process of developing a rate of return is to relate 

the return on capital to the risk of contract type. This was accomplished 

be reducing the return for cost plus fixed fee and cost plus incentive fee 

and raising the returns of the fixed price incentive fee and firm fixed price 

contracts by an offsetting amount. In making the adjustment in this fashion, 

the 24.4 percent average rate of return (after adjustment for unallowable 

costs other than interest) was held constant. 
.-. 

Having made adjustments for risk and for unallowable costs, the only 

remaining adjustment required to make the FTC base consistent with the 

profit on capital policy was to allow an adjustment for profit erosion. Profit 

erosion is an attempt to anticipate the difference between profit expected 

and profit earned. The-profit on capital policy is used to develop a “going 

in” profit or profit objective figure while the sample data are earned “coming 

out” profits. Therefore, it is necessary to add to the FTC base figures 

an adjustment for the erosion of profit during the contract performance in 

order to make this base consistent with the policy. Based on data developed, 

the erosion factors utilized were zero for cost plus fixed fee contracts, one 

percent for a,cost plus incentive fee .contracts, two percent for fixed price 

incentive fee contracts, and three percent for firm fixed price contracts. 



The profit erosion factor for firm fixed price contracts is not as 

scientific as we would like. This is due, primarily, to our lack of 

information regarding earned profit on firm fixed price contracts. On 

the other hand, from Renegotiation Board data we know that the loss 

filings were the highest in the past eight years. Eighty-two percent of 

the dollar losses reported were incurred on firm fixed price contracts. 

In addition, based on Renegotiation Board data, average earnings on FFP 

contracts were only 0.2370 of sales. Exhibit one illustrates the impact of 

adjustments to the base rates. 

Definition of -Capital and. Profit 

Now that I have introduced the issue of rates, I would like to discuss 

briefly the matter which I refer to as profit on capital rate games. Because 

of the large number of acceptable but different definitions of capital for use 

- 
in the profit on capital rates, it is easy to unknowingly compare dissimilar 

profit on capital figures. I would like to illustrate this by showing how the 

numerical rates in the proposed profit on capital policy which have been the 

subject of some criticism, could have easily been-made to appear lower 

without having the slightest impact on actual profitability. 

Exhibit two shows a hypothetical balance sheet and income statement. 

While simple in the extreme and not necessarily representative of a specific 

defense contractor or group of defense contractors, I think these are 



reasonable financial statements. This exhibit illustrates that, given a 

fixed situation, the numerical rate can vary across a wide range depending 

upon the definition of capital chosen. In developing the profit on capital 

policy, we have used that definition of capital that yields the highest numerical 

rate of the three shown. We have made this decision, not because we want 

to overstate the profit rate, but because it is the most valid definition of 

profit on capital given our requirements. These requirements are that the 

data be readily obtainable, quickly understood by our work force, and easily 

audited. We also require that profit be defined in a way that is consistent 

with the DoD policy that interest-is not an allowable cost. 
-_ 

Therefore .profit 

must be before interest, unallowable s , and taxes , This further raises our 

numerical rates relative to alternative definitions. Comparison of our 

rates with rates not similarly defined is both invalid and not very informative. 

Impact On Profits _ 

I very much appreciate the concern of those who have attempted to 

assess the impact of the profit on capital policy when fully implemented 

by conducting various kinds of comparative analyses with earned profits. 

In my judgment the most valid way to make an assessment is by examining 
I  

the impact of the policy upon the pre-negotiation profit objective of the 

government negotiators. This is the. focal point of the policy. The policy 

provides a mechanism that will enable the contracting officer to consider 
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capital when he develops his pre-negotiation profit objective, 

will change directly only the pre-negotiation profit objective. Other factors 

remaining the same, however, one might fairly forecast that if the pre- 

negotiation objective moves down, on the average, then the negotiated profit 

objective and the earned profit will move in the same direction. The converse 

is, of course, also likely if pre-negotiation profit objectives are raised. 

In order to make such a comparison we superimposed the profit on 

capital policy on the statistical model of the FY 1970 negotiated procurement 

universe. Based upon this analysis, the pre-negotiation profit objectives 

for fixed price incentive contracts move.downward from 10.1 per cent of 

costs to 10.0 per cent of costs. Firm fixed price pre-negotiation objectives 

increased from 11.-Z per’cent of costs to 11. 9 per cent of costs. Taking into 

account the dollar volume of these two contract types, there was an over-all 

increase in pre-negotiation profit objectives of two-tenths of one per cent for 

the combined fixed price type contracts. Including all type contracts for 
- 

FY 1970, we are convinced, as a result of this analysis, that the aggregate 

going-in profits will be about the same. We also learned that when the 

proposed policy was simulated on the FY 1970 model, pre-negotiation profit 

objectives for specific contracts changed in almost every instance. Thus, 

it is our conclusion that when the profit on capital policy is applied to all 

fixe.d price type contracts, a major redistribution of profits will take place, 
-I’ 

but the aggregate profits of all these contracts will increase only by a very 
--.- _, -- .--- -- .- ---- -..__-_ __ --- -___--.- - 

small amount. 
---/ 
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I would like to point out there are two very distinct phases of the 

impact of the implementation of the policy. The first and the one which 

we measured using our statistical model is characterized by a redistribu- 

tion of profits reflecting the current investment of contractors in the 

performance of government contracts 0 Hopefully, the second stage of 

impact will take place as investment increases and results in decreased 

costs shared with contractors in the form of increased profits. We are 

able to forecast the first stage of the impact of the profit on capital policy 

with a high degree of confidence. The second stage is dependent upon the 

degree to which the current policy is successful in motivating contractors. 
- 

At present’this’ cannot be forecast. 
‘. 

This is the reason for the planned 

continued test. 

While the second stage cannot be forecast with any confidence at this 

time I would like to state that we are committed to accomplishing the task 
- 

of measuring , after the fact, the impact of the policy. Even at this early 

date I would be remiss were I not to mention that measurement of results will 

be a difficult problem. One problem , which plagues us in many areas, is that 

of the baseline against which actual costs experienced should be compared 

in order to determine.results. Another problem is that of the time, because 

result measurement must, of necessity, await substantial completion of a 

contract before the impact of investment upon cost can be ascertained. A 

final problem, one particular to the contracts negotiated during the evaluation 



period, is that of assessing the relationship between motivation, and policy 

permanence. If a contractor has no assurance that the policy will apply to 

other contracts then his sphere of consideration for investment will be limited 

only to investments that will be fully or substantially amortized on the specific 

contract to which the policy will apply. The tendency will be not to invest 

in long lived assets, or assets whose use will be spread over subsequent 

contracts or other contracts to which ths policy may not apply. We expect 

that the motivational impact during the evaluation period will be less than when 

the policy is fully implemented for these reasons. Despite these recognized 

problems we think that.we.can’effectively measure the after the fact imp,act 

of the policy. 

Test Period Plans And Objectives 

Introduction of the profit on capital policy has three phases. The 
- 

first which we have recently completed was the basic development stage 

that began in earnest in 1968. The next phase evaluation and modification, 

will begin on 1 January 1973. We hope this can be completed by mid- 1974. 

The final phase, implementation, is therefore, tentatively scheduled for 

the latter half of 1974, 

The evaluation phase will be an extremely busy’period. We are confident 

that considering capital in setting Defense prenegotiation profit objectives is 
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candid in admitting that they are based on the best data and research 

available to us. One of our objectives is to assess the validity of these 

assumptions by observation of actual usage. 

The mechanics of the evaluation period are reasonably simple, We 

have issued a Defense Procurement Circular, (DPC #107), which includes 

comprehensive examples intended to cover most contingencies. The DPC 

is the basic statement of the planned evaluation period and an explanation 

of its usage. If the criteria for applicability are met, the contractor 

agreeing to participate in the test submits the required data for review and 
. 

dudit: 

If that data is deemed adequate and if the procurement is within the 

internal guidance provided, the PC0 will notify the contractor that he agrees 

to the usage of the profit on capital concept for the development of pre- 
- 

negotiation of profit objectives. The negotiations are then conducted using 

prenegotiation profit objectives developed through the profit on capital policy 

and documentation is forwarded through channels to OSD. 

In the event the PC0 does not agree to use the profit on capital policy 

in a negotiation for reasons spelled out in the supplementary guidance, 

the PC0 so notifies the contractor and negotiations are conducted using 

the normal weighted guideline procedures. 
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Because this is a test involving important matters, it is imperative 

for OSD to control the test in a manner adequate to insure proper gathering 

and use of necessary information. All future improvements and refinements 

require the control and information gathering activities be carried out in 

a thorough and responsible manner. Our control system includes two 

types of controls - direct or people oriented controls and indirect or procedural 

control. Direct controls are the most effective. A policy coordinator will 

be designated within OSD(I&L) to coordinate the several activities underway 

during the test period and resolve operational problems quickly. To further . 

smooth the operation of ‘the’test, a knowledgeable individual will be ‘designated 

in the headquarters of each of the major buying commands in DOD to handle 

communications and problems in his activity. These representatives, along 

with the profit policy coordinator, will serve as a committee to communicate 
a 

ideas and assure consistency and appropriateness of application of the policy 
- 

during the evaluation phase. 

To communicate the intent and purpose of the policy, OSD has under- 

taken a comprehensive training program to reach the procurement work 

force within the Department of Defense. This training began in November ’ ,-y. 

and is expected to be completed by mid-April. It encompasses both the 
1, ‘. ‘.i/ 

. 
‘<q b 

/ + i 
conceptual and methodological aspects of the policy and includes hands-’ ’ / 

. on experience-in using the policy in the’ classroom. 
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By having a knowledgeable policy coordinator within OSD, active 

service participation within the DOD components and a comprehensive 

training program designed to reach the procurement personnel involved, 

we feel we have established top notch direct control for an effective 

evaluation. 

Indirect or procedural controls will play a complementary role in 

assuring the reasonable use of the policy during the evaluation period. 

The first is the requirement that all documents submitted by the contractor i 

and prepared by DOD personnel be forwarded to OSD for review. Having 
‘\ 
\ 
\ 

this information available for review will allow those monitoring the policy 

the. flexibility of using source documents to resolve procedural and operational (i 
\ 

problems . These documents also provide data for a defense industry capital 

data bank. All information submitted by the contractor will be audited by 

the Defense Contract Audit Agency (DCAA) as part of its regular procedure 
, 

- 

on negotiated contracts. 

Another procedural control is the DPC example. This example describes 

several instances of the policy’s application and the manner in which we 

intend that it be used. This will provide more information to the user and 

prevent misuse in the field. 

A control ‘system is only as good ‘as the people using it. Its objectives 

are to assure the appropriate use of the policy, and application in the manner 

intended so that we may acquire data and experience to permit further 
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d ' 
refinement in improvement of the policy. We expect this control system, 

relying on both people and procedures, will accomplish those objectives. 

We anticipate the result of the test period and the results of activities 

and studies carried on during that period to provide us with a firm basis 

for improving and refining the policy and to give us the assurance that we 

are proceeding in a constructive manner to improve DOD procurement. 

A key result will be an intangible one, but one very important to the 

long-run success to any DOD profit policy. This is to be a reorientation 

in the thinking of people about the adequacy and measure of profit in negotiated 

. procurements. Profit has-been thought of as a perckntage.of cost for a long, 

long time and a change in perspective will take some time, hopefully not 

too long. We hope to make the DOD workforce at ease with the concept of 

profit on capital and enthusiastic about its application. 

Secondly, we expectthe application of the policy in different $ituations 

to give us a very good indication of the effectiveness of the procedures and 

the ease of their application. We are sure there is room for improvement 

in these policies, but their repeated application will give us a better guide 

to those areas requiring attention and correction. 

Thirdly, tie expect to acquire a better knowledge of the Defense industry 

capital structure. Such information is essential when making policy changes 
- 

that will impact upon our national security capability and also on this 
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J important segment of the economy. Possessing improved capital structure 

5 

data will permit even more accurate assessment of policy impact. 

Finally, we expect to gain more insight as to what rates of return 

must be possible in order to maintain a modern Defense industry and 

what methods are the best suited to provide the opportunity for such a 

return. 

When we feel we have answered or satisfied the questions which now 

confront us, we shall use the knowledge to modify the profit on capital 

policy. This is the real payoff of the evaluation we are just .starting. 
. . _ - 

Improvements will most likely occur in the following areas: 

1. We expect the existing procedures to be modified and improved 

as necessary, including both the weighted guidelines procedures and 

profit on capital procedu_res. 

2. We expect to revise as necessary the means and method for. 

considering capital in Defense contracts. This could take several forms, 

including increasing or decreasing its relative importance from what we have. 

3. The final step in our use of the output from the. test will be to revise 

the DoD sponsored training to better convey the philosophy and procedures 
. - 

of these profit policy changes. 
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t’ A policy can be best applied and implemented if the users of the 

policy are convinced of its good intentions, flexibility, workability and 

potential benefits to the government and taxpayers. Part of effective 

implementation of any profit policy change is to assure that the users 

of the policy have this kind of confidence. We accept that as part of 

our task and are vigorously pursuing it. 

Suinmarv 

Evaluation is the next step in a lengthy process to develop a sound 

profit on capital policy. We are commencing on several projects and 

studies to enhance the quality of our measurements, prove out our 

assumptions, and strengthen the policy. At the conclusion of the test 
. 

period we expect to have a policy sound enough to be implemented with 

confidence that it will accomplish its intended objectives without introducing 

new problems. 

Mr. Chairman, I-have gone into considerable detail on the subjects 

that you asked that we cover. I have done this in order that the record 

will be complete and to be sure there is no misunderstanding of these 

subjects. I appreciate the opportunity to provide this information to 

the Committee-. 
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