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OFFICE OF THE ASSE:TANT SECRETARY OF DEFENSE
WASH NGTON, D. €. 20300

INSTALLATIONS AND LOGISTICS December 7, 1976

MEMORANDUM FOR DEPUTY SECREYARY OF DEFENSE CLEMENTS

SUBJECT: Profit '76 Summay -+ Report

Your memorandum of May 1¥ 1975 directed a full scale study effort which !
wag to have as its goal faprovements in our profit policy designed to ;
strengthen our competitife industrial base. The study, known as Profit '76,
1s complete, and a new jrofit policy became effective on October 1, 1976.

Transmitted herewith 1{ a Summary Report of the Profit '76 Study Team.

As you know, the end product of Prefit '76 was the work of a number of

task groups, some of E'hom were part of the Study Team, and some of wlion
were contributors from outside the Department of Defense (DoD). This

report summarizes those efforts most pertinent to the new policy. You

will note that your own testimony before Senator Proxmire's Joint Committee
on Defense Preduction is included in the prefatory materials as an executive
summary of the entire eoffort.

As study Director, I take great pride in the results we have achieved.

They would not have been possible without the fine cooperation and support

I have received from the Services, the Defense Supply Agency, the Logistics
Management Institute, industry, industry associations and from you and

maany menbers of your staff. It has been a great pleasure and very rewarding
professionally to serve on this effort. I am counvinced that our new policy
represents a significant step forward toward increased productivity and
lower costs for the vital military hardware ueeded for natiomal security.

JAMES W. STANSBERBX <:::7
pireccor, procit t6 1Y L) C
- FERIEI e
U JAN 28 a7 M
B
BOEEDL s
APPROVED FOR PUBLIC RELLASE: A JO\ITION,
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- FOREWORD

: | Defense contraciors which make up our industrial base are absolutely
- i vital to our national security. Department of Defense (DoD) Managers
! have suspected that the years recently past have seen an evosion of
the industrial base due in part to a low level of caplital investment.
Stepring up to thise problem, Deputy Secretary of Defense Willlam P. 3
Clements, in May 1975, launched a study to determine the level of

investment and profitability of defense contractors relative to their %
i commercial counterparts, and to develop neesded changes in DoD profit ;
policy.

Directed by Brigadier General James W. Stansberry under the supervision

I of Assistant Secretary of Defense Frank A. Shrontz and Deputy Assistant
Secretary of Defense Dals R. Babione, the Study Team first set out to

) obtain widespread support and participation on the part of both govern-

- ment and industry. The Militavy Services became actively invelved

. ‘7 through the Joirt Logistic Commanders, while & high-level steering

) comnittee consisting of the Assistant Secretaries of Defense for both

- Comptroller and Installations aud Logistics, as well as the Assistant

) ‘ Secretaries of the Military Departments, exercised guidance and surveil=-

'3 lance throughout each phase of the study.

. ‘ The study team gathered cost and investment data from companies holding
defense contracts valued at some $16 billion, and additional data from

\ more than 200 other companies. “'eam members virtually blanketed the

' country, visiting major DoD contractors, and scores of government

i contracting officers.

i el

The study effort now completed respreseunts one of the most comprehenslve

' efforts of its kind, The work product of the study was in reality a %
- series of separate but carefully integrated studies. Those most per- i 3
) tinent constitute the chapters ¢t this Summary Report. Others of ‘ :
I significant importance but not included in this Summary Report due to %
volume are listed in the Appendix. :
]
;) The study team wishes to express sincere appreciation to the industry ?
§ agsociations and the participating companies wlithout whose cooperation :
) the necesasary data would not have been obtained, and to the many ;
: . individuals in and out of government who gave of their time, experience, !
: ; and wisdom, %

}
1i1
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JOINT COMMITTEE ON DEFENSE PRODUCTION
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Senator Proxmire,l AM PLEASED TO APPEAR DEFORE THIS
CoMMITTEE 7O DISCUSS THE NEW DEPARTMENT OF DEFENSE
PROFIT POLICY., THIS POLICY CAME ABOUT AS A RESULT OF
A ONE YEAR STUDY ON THE GENERAL SUBJECT OF DEFENSE
CONTRAGTOR EARNINGS. THE STUDY, KMOWN As ProriT ‘76,

WAS CHARTERED BY ME AND WAS LED BY BRIGADIER GENERAL
JaMES W, STANSBERRY WHO 1S WITH ME THIS NORNING.,

o bl e . 0 b L 0 e B

We WAVE BEEN MINDFUL FOR SOME TIME OF THE NEED TO
IMPROVE OUR PROFIT POLICY. MANY INFORMED OBSERVERS,
INCLUDING MEMPERS OF THIS COMMITTEE, HAVE POINTED OUT
WHAY THEY BELIEVED TO BE SHORTCOMINGS. THE PROBLEMS
MOST CONSISTENTLY IDENTIFIED WERE OVEREMPHASIS IN OUR
WEIGHTED GUIDELINES ON ESTIMATED CONTRACT COST AS A
PROFIT FACTOR AND THE ABSENCE OF CONTRACTOR [NVESTMENT
AS A MEANINGFUL PROFIT DETERMINANT. WE AGREED THAT
THESE PROBLEMS MIGHT CONTRIBUTE TO HIGH COST AND LESS
THAN OPTIMUM INVESTMENT LEVELS BY DEFENSE CONTRACTORS, g
THUS, THE OVERALL GOAL OF QUR PROFIT STUDY WAS TO
DEVELOF REVISIONS IN POLICY THAT WOULD HELP ACHIEVE
PROPER INVESTMENT LEVELS AND ASSOCIATED REDUCTIONS IN

g
E}
E]
E|
E

COST.

vii 1 0 NOV W76
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I ORDER TO COME TO GRIPS WiTH THESE ISSUES, WE
NEEDED RELIABLE DATA CN ACTUAL DEFENSE CONTRACTOR
INVESTMENT LEVELS AND EARNINGS. WE ALS0 NEEDED 7O
DETERMINE HOW THESE CONSIDERATIONS WERE RELATED TO
BACH OTHER AND TO COMPARABLE COMMERCIAL ENDEAVORS,
DEFENSE CONTRACTOR FINANCIAL AND INVESTMENT DATA WAS
COLLECTED AT THE PROFIT CENTER LEVEL OVER A RECENT
FIVE YEAR PERIOD AND COMPARED TO FEDERAL TRADE
CoMMISSION DATA ON COMMERCIAL DURABLE GUODS MANUFAC=
TURERS, WE ALSO SOUGHT INFORMED JUDGMENT ON PROFIT
"SSUES ACROSS A WIDE SPECTRUM OF GOVERNMENT AND
INDUSTRY, WE MET WITH REPRESENTATIVES OF THE
ACCOUNTING PROFESSION, THE ACADEMIC COMMUNITY, THE
GENERAL ACCOUNTING OFFICE, THE (OST ACCOUNTING STANDARDS
BoArD: THE OFFicE OF FEDERAL PROCUREMENT PoLicY AND
MANY OTHERS, THROUGHOUT THE COURSE OF THE STUDY WE
TOOK GREAT CARE TO MAINTAIN A COMPLETELY VISIBLE AND
OPEN APPROACH, CULMINATENG IN A SPECIAL ADVISORY GRoup
REVIEW OF OUR FINDINGS,

] WOULD HOW LIKE TO BRIEFLY HIGHLIGHT WHAT WE
HAVE LEAKNED, DEFENSE CONTRACTOR PROFITS, WHEN
MEASURED ON THE BASIS OF SALES, ARE ON THE AVERAGE
LOWER THAN THOSE GENERATED IN COMMERCIAL ENDEAVORS;
HOWEVER, WHEN MEASURED ON AN INVESTMENT BASIS THEY

vit!

b h\mMNiMWWM

AN 8 0 OO 0 A Ll




LA R N L

R L it i RS L i b R o o i, i o AL AL A S it A T o b U

’v"“W‘“‘WW'WWWW
[

ARE SOMEWHAT HIGHER., THIS RELATIONSHIF 1S TRACEARBLE
TO A MARKEDLY LOW LEVEL OF INVESTMENT BY DEFENSE CON-
TRACTORS. IN TERMS OF PRODUCTION FACILITIES, FOR
EXAMPLE, COMMERCIAL FIRMS, ON THE AVERAGE, INVEST

MORE THAN TWICE THE AMOUNT THAT DEFENSE CONTRACTORS

DO ON THE BASIS OF SALES DOLLARS. WHILE THERE ARE
MANY REASONS FNR THIS LACK OF INVESTMENT, SOME ARE
TRACEABLE TO OUR PROCUREMENT APPROACH. IN THE PAST WE
HAVE NOT RELATED PROFIY TO INVESTMENT IN A SATISFACTORY
WAY) NOR HAVE WE ALLOWED THE COST OF THE CAPITAL
REQUIRED FOR INVESTMENT TO BE REIMBURSED AS A COST ON
DEFENSE CONTRACTS.

WE MAVE NOW SET FORTK TWO IMPORTANT CHANGES
ADDRESSING THIS MATYER., THE FIRST PROVIDES THAT THE
AMOUNT OF CACILITICR INVESTMENT WILL BE RECOGNIZED IN
THE CONTRACTING OFFICERS PRENEGOTIATION PROFIT OBJEC-
TIVE. THE RELATIVE WEIGHT OF THIS FACTOR IN THE
PROFST OBJECTIVE CALCULATION IS MODEST. IN THE FUTURE
IT WILL LIKELY BE INCREASED AFTER INDUSTRY HAS HAD
SOME OPPORTUNITY TO ADJUST ITS INVESTMENT PAYTERNS,
THE SECOND CHANGE PROVIDES THAT THE IMPUTED COST OF
CAPIT L LR FACILITY INVESTMENT (MEASURED IN ACCORDANCE
WITH COST ACCOUNTING STANDARD 414), THAT 1S, THE RISK
FREE ELEMENT OF THE TOTAL COST OF CAPITAL WILL BE

ix
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CONSI1DERED AN ALLOWABLE COST ON NEGOTIATED DEPARTMENT
OF DEFENSE CONTRACTS. PROCEDURES WAVE BEEN ESTABLISHED
§0 THAT ON THE AVERAGE IN OUR NEGOTIATED CONTRACTS, THE
PRENEGOTIATION PROF1T OBJECTIVE TAKES INTO ACCOUNT AND
R ORESETS THE COST INCREASE ATTRIBUTABLE TO THE IMPUTED

| COST OF FACILITY CAPITAL. THIS OFFSET PROVISION 1S

IN LINE WITH THE VIEW EXPRESSED IN SENATOR PROXMIRE'S
LEYTER TO SECRETARY Rumsrerd of May 27, 1976 on THis

3
%
3
3
E
=
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i
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SUBJECT.,

kol o)

WE WAVE TAKEN SPECIAL CARE IN ASSURING SUCCESS-
FUL IMPLEMENTATION OF OUR REVISED POLICY, GENERAL
STANSBERRY AND WIS TEAM HAVE BRIEFED EACH OF THE
SERVICE COMMANDERS CHARGED WITH ACGUISITION, AND DE-
TAILED TRAINING HAS BEEN PROVIDED TO OVER 3.000
GOVERNMENT AND INDUSTRY PERSONNEL,

s ot it el

We BELIEVE THAT OUR PCLICY CHANGES ARE AN

IMPORTANT STEP FORWARD IN ACHIEVING OUR GOAL OF
ENCOURAGING CONTRACTOR INVESTMENT IN COST REDUCING
FACILITIES. Our NEW POLICY, COMBINED WITH OTHER
PROCUREMENT INITIATIVES UNDERWAY SHOULD ACT TO

il g g

[——

Ji

; STRENGTHEN THE COMPETITIVE INDUSTRIAL BASE AND
3 REDUCE DEPARTMENT OF DEFENSE ACAUISITION COSTS.
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The chapter which follows cuntains the Profit '76 study plan

followed in this ei’fort. ‘While some vaﬁacims from- the plan 77 : S

were implemented during the course of the study, it proved to be
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PROFIT '76

STUDY PLAN
A, PURPGSE

The purpose of the Profit Policy Study is to detexrmine
defense contractors' profit on both defense and non-defense
business and to examine the relation of earnings to capital
investment in assets designed to increase productivity and
lower costs. The study will recommend to the Secretary of
Defense any changes in Department of Defense profit policy
required to strengthen ouwr competitive industrial base and
reduce the cost of systems and hardware essential to our
national security. If it is determined that a change in
DoD profit policy is in the national interest, a new profit
policy will be promulgated along with the directives neces-

sary fof implementation.

B. GENERAL APPROACH

The principal approach to be used will consist of
collec "ing and analyzing data, on earnings, at the profit
center level, from a wide and diverse segment of defense
industry and comparing that data with overall commercial
earning information., This central study effort will ke

augmented by several corollary tasks as follows:

1. Examining the strength and stability

of the defense industrial base.

2. Soliciting the informed opinions of
government and industry pexsonnel as
to the overall effectiveness of DoD

profit policy, and changes needed.

I-2
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3. Performing a detailed "literature
search" to insure that past studies

. are reviewed and analyzed.

4. Visiting a number of major profit
canters (including some commercial
companiesg) and Defense installations

- to validate data, observe first hand

the opportunities for cost reduction

investment, discuss required changes

i profit policy, and generally pro-

vide or full participation in the

study by those likely to be affected

dola ks s
SY Lhe Sunone.

5. Analyzing in * .h current DoD profit

policy, bot} . promulgated in the

ASPR and a-s pr. ticed at the negotia-
ting tab. .

Since theres - _ s ‘'icant time lags in the capital in-
vestment process, it may be an extended period of time before

we realize the full impact of any profit policy changes emana-

ting from this study. To assure that the desired results are
being achieved, a yearly review will be made to track the

initial effect of any profit policy changes and an overall

judgment should be possible in approximately three¢ years.

okt o S s

11 s e A s S 0L ol a0 L Mt

- pigy' S

LR

e A [ e PR

Ay e

<X R IR SN STR RO T R3S W NPV PRt



C. BACKGROUKD INFORMATION

American defense industries are presently the center of
controversy. Defense industyy spokesmen constantly voice
their opinions on the low profitability of defense work.
Much of the blame for this is placed upon Government and
Department of Defenge procurement policies. Many menbers

of Congress and the press appear to focus on the high cost
of weapon systems and take the position that defense indus-
try profits are too high and that procurement policies must
be tightened. Therefore, Department of Defense procurement
authorities are caught ir the middle and there are no recent
impartial studies or facts evident to indicate which view is

correct. In addition, Defense authorities know that the

"defense industry" is not a homogeneous industrxy but is

videly diverse in products, technology, size and financial
stxength, percentage of assets devoted to defense prcduction
and dependency upon a sub-contracting base. There also exists
the uneasy feeling that the defense industry's production base
is shrinking as contractors are attracted to more profitable

work in the commercial sector.

During the past few years the Logistics Management Insti-
tute, Industry Advisory Council, and the General Accounting
Office have conducted studies relating to profits in the de-
fense industry. Each of these studies addressed the adequacy
of profits on defense contracts and their relation to capital

iR D 0

investment. The focus of interest in this study is centered

RSN

on those procurement policies followed by Defense which govern
oxr impact the profitability, capital investment policies. and

overall financial condition of defense contractors.

I-4
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D. SCOPE_OF STUDY

The scope of the DoD profit policy study will encom-
pass the following tasks. FPFirst, the Dol will conduct a
study of the financial reports of publicly held defzhse
contractors and of non-defense companies which are in sim-
ilaxr lines of business. The results will sexve as a base-
line to which the profit data gathered from defense con=~
tractors can be compared. Subsequently, a survey of the
returns on capital and sales earned by defense contractors
on the defense portion of their business will be conducted.
These data will be gathexred and verified for each contractor
(at the profit center level) by the CPA firm normally re-
tained by the contractox. This individual company data will
be summarized and analyzed confidentially by a consortium
of CPA firms. The final results of this summary and analysis

will be provided to the DoD.

The plan for data gathering and analysis will be pre-
sented to senior officials in the executive branch of the
Gevernment with a view toward soliciting comments on method-
ology and approach. This is planned to include the following
principals or their delegates: the Deputy Secretary of
Defense, the Secretaries of the Military Departments, the
Joint Logistic Commanders, the Compt:scller General of the
United States, the Director of the 0Oi'fice of Management and

Budget, and the Administrator of Federal Procurem:znt. Policy.




The Logistics Management Institute (LMI) will conduct
a study of the Defense Industrial Base. This study will be

7‘, designed to provide an assessment of the overall financial

q) strength and stability of the defense industry. In addition,
l LMI will provide an interim report on its current study of
;;) Contractor Financial Capabkility which deals with contract o
;!_ financing. -
!) ‘ The DoD will formulate a gquestionnaire on which it will
“) ask presidents and chief financial officers of defense com=
l panies to respond to gquestions about the adequacy of current
defense profit oppertunity, the rates of return necessary to

'4 stimulate cost reducing capital investment, and other finan-

') cial and non-financial policies which can increase the pro-

l ductivity of defense industry. The Joint Logistics Commanders

7} (JLC) have been asked to assist in developing a similar ques-
tionnaire which will be sent to the military departments to

i) ckbtain their comments and suggestions. The questionnaaixes

i’ will be followed up by field team visits to DoD and contractor é

) locations. A humber of primary commercial companies will also g

I be vigited to obtain their views on the role of profit rela- ‘

) tive to stability of business base, risk and capital invest-

! ment.

) Finally, the conclusions derived from the analysis of

i the data gathered by the above studies will be used as the
basis for a new DoD profit policy. The new policy will aim
l to adjust the overall level of defense profits in such a
manner that the profit opportunity offered to deifense con-
tractors is not excessive but still adequate to atiract
their capital and their best managerial and technical capa-
bility to defense work. Furthex, the new profit policy will

I-6




be atructured in such a way that contractors will be able
to earn sufficient returns oh capital committed to a con-
tract, and additional cost reducing investment will be
rewarded with adequate profit.

The Defense Profit Study will culminate with the
coordination and promulgation of the new profit policy.
It is planned that the new policy will be implemeated by
July 1976.
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PROFIT '76
PRIMARY FUNCTIONS OF THE STUDY GROUP

Directos
Provide overall policy guidance to study group.
Maintain liaison with senior government/industry officials.
Make final racomméndations to DepsecDef oh profit policy.
Other responsibilities as set forth in study chartaer.

Deputy Director
Asgigt Director in performance of his functions and act
for hiwm in higs absence.
Maintain day=to-day supervision of all study group e=zuivities.

Provide overall planning advice.
Develop industry guastionnailray.
Identify data elements.

Perform field visits.

Executive Secretary
Administration.
Central depository for information.
Preparation of final report.
Preparation of necessary briefings.
Assist Deputy Director in discharge of his functions.,
In conjunction with LMI, s'umarize main past profit studies.

Financial Data Collection and Analysis
Liaison with CPA firms.
Develop data collection formats.
Perform field visits.
Establish CPA congortium.
Arrange necessary contractual support.

Profit Policy Formulation
Review Existing Profit Policies.
Analyze CPA consortium data and questionnaires.
Develop required profit policy changes.
Perform field vigits,

Pield Swveys
Develop government questionnaires.
Set up field visits.
Summarize questionhaire responses.
Perform field visits.

I-10




..’n.' ,",;_’7‘ .’:'Q\ . TAB i'
fi 5o, o1 o ¥ THE DEPUTY STCRETARY OF DEIENSE N
R \YASIINGTON, D, C, 20301

’ WAY 1.3 1575

.

MEMORANDUM FOR THE SECRETARIES OF THE MILITARY
DEPARTMIENTS

SUBJECT: Investmeoent in Defense Contracts

The purposc of this memorandum is to formally constitute a major
Dcfcnse study of contractor investment and contribution toward.
increased productivily and reduced costs on Defensc contracts,
This study is onc of the initiatives mentioned in my memorandum
of 11 April 1975, subject, "Cost Reduction Initiatives, "

Therc arc many indications that Defense contractors contribute from
carnings substantially less than desired toward usc of modern manu-
facturing technology and other improvements in efficiency, This

has led to obsolescence of plant, expensive labor intensive mecthods
and continued high costs, Whether these outcomes have stemrnaed
from low earnings, improper distribution of profit dollars, instability
of defense programs or a combination of these and other factors is
not entirely clear, It is apparcent however, that unless changes are
made wc are likely to face continuing increases in Defcense equipment
costs and crosion of the industrial base upon which our Defense
needs ultimately depend.

.

I am firmly convinced that this is a national problem of scrious
dimensions, The Commission on Government Procurement, the
Gencral Accounting Office, and other agencies both within and
external to the Department of Defense have expressed the same
concern, Our attempt to cope with the problem through the "return
on investment' policy established by DPPC 107 failed to attract
support, both from industry and our own subordinate echelons, It
is time for a new approach,

Accordingly, I now direct that a formal full scale study effort
commence immediately which shall have as its goal recommending

1-11
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required changes in our profit policy. Brigadier General James W,
Stansberry is designated Dircctor of the study. General Stansberry
shall: !

a) arrange for appropriate represcntation on the-study group
{rom OSD, the Military Departments, and Defense agencics

b} consult with other Governmental departments and indusiry
as required

¢) personally plan, organize, direcct, coordinate and control
all aspects of the study effort

d) provide periodic status reports
In oxrder to accomplish the above, General Stansberry is authorized to:

a) conmmunicate directly with the Military Departments,
Defense agencies, the Office of Federal Procurement Policy, the
Gencral Accounting Office, Congressional staffs, contractors,
industry associations, and other concernced agencies in and out
of Government

b) originate and approve related Jogistics Management
Institute tasks

c) task clements of the Department of Defense for support,
in coordination with the Deputy Assistant Sccretary of Defense
{Administration)

d) arrange contractual study support, including consultant
and temporary Civil Service assistance, within available resources

e) approve necessary travel

I desize that ecach of the Military Departments extend {ull cooper-
ation to General Stansberry in carrying out this study. In addition,
each Military Department is requested to nominate one individual

to represent his Department in the study cffort. Nominations

should be furnished to General Stansberry not later than 16 May 1975,

1-12



The end result of the study effort must be improyements in our
profit policy which will dircctly and favorably act to strengthen
our competitive industrial basc.

I desire that the new policy be
in effect by 30 Juue 1976,

)%‘\?t QQS.‘/V\;E.<
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THE DEPUTY SECRETARY OF DEFENSE
WASHINGTON, D. €. 20301

(Letter to Industry Associations)

One of our most important objectives within the Department of Defense

is to find ways to reduce the cost of the systems and hardware essential
to our national security. Industry has enthusiastically supported ‘many
initiatives which we have taken in furtherance of this objective. Much
remains to be done however. We see instances of obsolescence of plant,
costly labor intensive methods, and high production costs. It is
apparent that, unless changes are made, we are likely to face continuing

cost increases in Defense procurement, and erosion of the industrial base .

upon which our national security ultimately depends.

Preliminary analyses of corporate level data indicate that the lack of
investment action on the part of the defense contractors may be trace-
able in part to the adequacy and appropriateness of our profit policy.
Accordingly, I have directed a broad scale study effort to commence
immediately to examine all aspects of our present policy. 'Dur goal

is to develop policy revisions needed to motivate defense contractors
to make investments which will reduce Defense Department acquisition
costs."” Brigadier General James W. Stansberry in the Office of the
Assistant Secretary of Defenmse (Installations and Logistics) is charged

with directing this study.

The success of this study effort depends in large part on the willingness
of your member companies to agsist us by furnishing profit center

1-14
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financial data as well as their thoughtful views on certain criticai
questions. In recognition of the sensitivity of the profit center
financial information, a data acquisition plan has been structurad
which highly stresses confidentiality. This plan calls for the
utilization of the companies' own public accounting firm to collect
the required data and analysis by another independent public
accounting group. The Department of Defense would be furnished

data only in aggregated form along with the statistical results of
the aralyses. A list of the companies we plarn to contact to assist
vs in this effort is attached. I propose to furnish our data require~
ments directly to corporate presidents., Any comments or suggestions
you have with respect to our data collection effvrt or other aspects of
the study would b2 most welcome.

As you are probably aware, the recently established Cost Accounting
Standards Board actizon on CAS No. 409 could work a hardship on Defense
contractors unless profit factors are adjusted accordingly. In view
of the high sense of urgency with which both the dzafense contractor
community and the Department of Defense regard this investment/cost
reduction issue, I solicit your wholehearted assistance in assuring
the success of our efforts.

Sincerely,

TU N SO

Attachment
4 als
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AS3ISTANT SECRETARY OF DEFENSE
WASHINGTON, D.C. 20301

9 Jun 1978

MEMORANDUM FOR JOINT LOGISTICS COMMANDERS

SUBJECT: Profit Policy Study

At our meeting on May 6, 1977, we discussed the forthcoming Depariment

of Defeunse profit policy study and I solicited your support and assistance
in this important effort. I am pleased to report that we are beginning
tc make some prog:iess and early indications are that industry will
cooperate fully,

In my view, 1f the study is to be a success, we must take positive

steps to ensure that the Commands responsible for the hardware support
of our operaticnal forces have a full and complete opportunity to

assist 1n the formulation of any revisions to existing profit policy.
Accordingly, 1 suggest that a member of your command be appointed

to the study group to serve as a point of contact and to assist in the
collection of input from the field. Each of the Service Secretaries

has already designated a Service representative to examine and recommend
policy alternatives. 1 visualize the primary job of the Joint Logistice
Coomanders' representative to be one of ensuring that operational data
and viewpoints be made available. Further, I believe that your
representatives can contribute greatly toward engendering support for
this study from the profit center levels of corporations with whonm

you do business.

Provided that ycu agree, I ask that Brigadier General James W.
Stansberry (Pentagon ext. 77909), the study director, be furnished
the name of your xepresentative as scon as convenient.

//’7?Z;> 4 ‘
W/ J. BENNETT

/ g Asd nt Socretary of Deferse
(In2taliations and Logiciles)




Chapter Il

DATA COLLEC. N AND ANALYSiS

Background. The collection and analysis of reliable data that

indicated the relative profitability of defense and commercial

business was necessary in the development of a new profit policy.

The Profit '76 study group, with help from the Defense Contract

;) Audit Agency (DCAA), the General Accounting Office (GAO), the
Logistics Management Institute (IMI), Coopers & Lybrand (C&L),

) industry associations and defense contractors developed a data

- package to provide information on the financial condition of

)

defense contractors. The data package was used to gather sales,

ﬁ} cost, investment, and other financial information. The data from

7 f the participating .efense contvractors was reviewed by the company's
) CPA firwm prior to submittal to C&L. C&L was the lead firm in a
‘ consortium of CPA firms that reviewed and aggregated the data

] before it was reported to the DOD. This procedure was followed
in order to protect the confidentiality of the data and to assure

; that the data would be reasonable to use in measuring profitability,

) Organization of Report. This nhapter is a summary of key charts

I that indicate the findings of the data collection and analysis

effort of the profit study.
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‘ Description of Data Bagse. The study utilized a large data base
from many sources. The attached chart lists the sources of the —
data that was used. Information on each source is es follows:

Profit '76 Data. This data was collected specifically for

the Profit '76 study, and consists of financial information
from 64 defense contractors with 168 profit centers., A profit
center is the smallest business wnit with a balance sheet

and income statement, usually a division, Data was aggregated
by product group and by type of contract. Data from govern-
ment orienced profit centers was used as the primary source

of defense profitability. Additional data was collected

on commercial business within the defense proiit center and

at commercially oriented profit ceanters. Because of the
limited sample of commercial profit centers, the data was

not used as the primary source of commercial profitability.

FTC Data, Quartarly fipsncial reporits on the durable goods
manufacturers published by the Federal Trade Commission (FTC)
were used as the primery source of data to determine com-
mercial profitability. The FTC data base contains approximately
5,000 companies with amnual sales in the $450 billion range,

It is the most comprehensive data base for measuring com-

A mercial profitability that is available.

IMS Data, Investor's Management Sciences (IMS), a division

of Standard and Poor's, maintains a data base containing

financial information from published financial reports of i

‘ the companies that are trad=:d on the stock exchanges. A

! corporate level analysis of profitability of defense contractors
was attempted using this data base. The results indicated

\ that there was a great amount of variability of profits by

| industry and the earnirgs of the non-defense elements in
the corporation could make any conclusions suspect. The
aralysis clearly indicated the weakness of attempting to

l determine defense profits using corporate level financial

data,

base (DIB) to try to determine, using corporate level financial
data and opinion surveys, if the DIB was eroding. The opinions
were considered in the development or the profit policy and the
overall firzncial data was reviewed as a secondary source of
information.

i DIB Data. IMI cenducted a study of the defense industrial




COMPUSTAT Data. The COMPUSTAT data base is maintaiuned by

IMS and was uscd to aggregate the published financial reports
of the companies that provided profit center data. This
aggregated data was reviewed to see if the Profit '76

results were consistent with the published financial data.
The analysis of key financial ratios indicates that the

two data bases are comparable.,

Renegotiation Board Data. A rveview of data reported to the
Renegotiation Board was made to determine if the data was
comparable to the aggregated profit center data. After the
Renegotiation Board data was converted from a tax basis to
a published financial basis, the data was comparable.

IMI Studies. A review was made of the prior LML profit

studies to note the data elements reported, the methods

used to measure investment, and the results. The results

of the Profit '76 data are comparable with the LMI data analysis.

GAO Study. A review was made of the GAO profit study to
determine the samec type of information that was noted in
the review of the LMI studies.

ASD Comptroller Reports. The data sources listed sabove all
deal with realized profits. The ASD Comptroller veport provides
data on the negotiated profits.
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Profit '76 Data Coverage. 'Tha degrec of statistical coverage

that the sampla of 64 defense contractors aggregated with respect
to the total universe of negotiated durable goods production and
R & D contracts was a major concern during the data collection
and analysils effort. The chart indicates the statistical coverage,
with notations on the entries as follows:

Total FY '74 Procuxement. 'The FY '74 contract awards using

the procurement budget of $36.4 billion was the procurement
baseline saelected for the study.

Formally Advertised. Since the new profit policy will apply
only to negotiated procurements, the formally advertised
amount of $3.0 billion was subtracted from the universe.

Negotiated. The negotiated amount of $33.3 billion procurewent
dollars for FY '74.

: Non=Durable Goods Producers. Siunce the profit policy is

! primarily directed toward durable goods contracts, thc non-
durable goods volume was excluded from the universe. The

- non=durable goods procurement of $17.5 billion includes

= contracts for services, trangportation, subsistence, POL, etc.

Durable Goods Producers. The negotiated durable goods amount
of $15.8 billion for FY '74.

\ R & D Procurement. Since the data collected from the profit

centers included programs that were funded by both production

| and R & D funds, an amount of $5.4 billion was added to cover
the R & D contract awards of over $5.0 million cach,

v Total Universe. The durable goods universe of $21.2 billion
l for TY '74.

. Profit '76 Participating. The sales data collected from
the sample of 64 participating defense contractors averaged
$15.5 billion, or 73% of the universe, which is considered
to be good statistical coverage.
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Distribution of Profit '76 Data. The chart shows a comparison

of thea distribution of the DOD procurament budgaet by product
group and the Profit '76 data distribution covering an avarage
of the five year period included in tha sample, The data is

roughly comparable. The Profit '76 data included a product group

for "other", which included tanks, aircraft engines, chemicals,

ferrous/nonferrous metals, turbines, and genaral purpose computers.
These product types were consolidated into one group in ovder

to preserve confidentiality and to simplify the report.
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Data Quality Assurance. Part of thu strategy of the profit study
was to gacher data that would astand up undey attack. Consaquently,
the quality of the daca that was uscd in tha study was very loport-
ant, To assura that only high quality date would bae relied upon,
an extensiva raviaw of the data by tho participatiag company's CPA
firm was conductad. C&I, with the help of Touche Ross, daval-pod
a CPA review program in ordar to assura that the data submitted
would be usoful and would allow tha study group Lo make ressvnable
inferonces about the profitability of various sogments of the
dafense industry. CSL porformod further vaviaws of the data bafore
it was aggroegatad. The chart shows a sumary ol the clagsifications
of tho data, which are oxplaiuned below:

Accoptabla Data. This clossificatioun means that noching

came to tha attention of the CPA firms that led tham to

believe that the participating company’s data was nof con-

alstont with the instructlons In the data package. Accoptablo

date wag subnitted Ly 61 companieg with average annual salaes

of $12.9 billion. This data was usad a3 the primavy source
of profitahility for government oriented prufit conters.

Qualifiad Data. This classification means that the particpating
company's data was consiatent with the iustructlons prascribed
in the dats packaze except for ons or wore items. These
exceptions luclude the folloving:

The valuc to be reaslized trom certain receivablas and
Inventories was uncertain, The ultimnte disposition of
thase Jtems could affect the profit recognized during
the years raported on in this study,

The outcome of certain clalms and unsettloed matters
was uncertain,

Certain matters were being investigated and it was lmpossible
to estimate the ftmpact on the duts reported in the scudy.

I1-10




] A8 indicatad. theae qualificotiowe relate to thae outcome
;) of future gventa. Whilo the CPA firm believed the data
“ uak condlstent with the inatructions, subject to the out-
i cone of future uncevtainties, C6L falt that the qualified
= data did not heve the same doprea of asaurance as the
;) acceptable data. The qualified date waa roviawad by the |
o §* study group and It waws decidad Chat che acceptable duta i
@ wad n wore rollable tndicator of the profitability of the l
4) government oriented profit centcra. The average annual '
i’ males of the profic ceonters with qualified data was 82.06 (
. billion.
i

i) Unugable Data, Thiw cloassification weans that the paviiclipatiag §
‘ company' s fdatos wae not consistent with the inatcuctions pro- i
' seribod in the date peckage and wan not ugseble. This data

) and the idontification of these companies wore not fncludad
‘; in che report from C&L,

} Disclaimed Data. Thias classlficatlon mewans that the data

: is not, or may not he, congistent with the {naetruct?! e in
l the data packaga. The rensons for tho data baing disclaimod

ant Mivda datrna and eha tdgntiflaatian

natan aml e thia o atinaes
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of chesc companies were ant includey in che report from CéL.




Profit '76_Participating Companics. Tho chart showa a list of

the paviicipating companiss. These companies are large DOD

‘gontractord., Small cowpanier wara not soliclited for the study

bacnue the administrative cost of complience with the data
fortm {ustrvuctione would have baen relatively high., Fuither,
the low dollar volumg of small cowpanies would have had an

inelgnificant result on the ovevrall findinge. Conaequently,

only largoe DOD contractors wore soliclited for the study.
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Profit Before Taxes/Sales. The chart shows the time trends of

profit before taxes/sales for commercial and goverument profit

centers and for the FTC Durable Goods producers. As noted on

the chart, the commercial profit ceuters reported a five year R

average of 17.1%, which is roughly 2% times the FTC Durable Goods (*
average of 6.7%. DBased on the very large FIC sample and the large l
difference in reported profitability, the study group felt that S
the use of the FTC sample was a better indicator of overall com-—
mercial profitability., Because of the differences in data collection [
methods between the profit study and the FTC, an adjustment was :
made to the FTC data as follows:

Starting in 1974, the I'TC provided a more detailed breakdown

of the balance sheet and income statement. For 1974, it was

possible to identify the income before taxes of foreign branches

and the equity in earnings of domestic and foreign non-consolidated
entities and investments. The balauce sheet identificd the

non-curresnt assets that generated the earnings. The profit

center data did not include the earnings or the balance sheet {
amounts for non-current assets. After comparison aof the )
data, the study group concluded that it was appropriate to E
adjust the FTC data for the years prior to 1974 in order to E:
make the results more comparable. This adjustment had the
effect of slightly reducing the FIC return on sales and slightly !
increasing the FIC return on investment.

—

The five year average of the government oriented profit centers
was 4.7%, which is 2.0% below the FTC average. This reiationship

of lower earnings on sales was also noted in the LMI and GAC studies.
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Profit Before Taxes/Sales by Product Group. The chart shows the

five year averages of profitability by product group for the sources ' -
of dat& as follows: ;Aiiiﬁ;igi

Government Profit Centexs. Missile manufacturers reported

the highest profits, with an average of 6.1%, Since many

of the nissile programs reported in the data are for tactical

missiles with high production rates, the relatively high

profitability can be explained as a result of productivity T
irprovements during the period of contract performance.

5 The least profitable group reported was the shipbuilders,

o with an average of 2,9% for profit centers with "acceptable"
3 data and .6% if '"qualified" data is included. The profit-
ability of thc other product groups fell in between these t
two extremes.

Commercial Profit Centers. The highest profitability was !
teported for the "other'" product group, which includes
commercial general purpose computers. This product group
+ merated over 827% of the sales reported for commercial \
profit centers and dominated the overall average, with l
a 19.3% average. The next most profitable commercial i
i product group was missiles, with an average of 17.7%. |
Rowever, the dollars in this product group are insignificant. L
Commercial aircraft profit centers reported an average i
of 7.5%, which is about twice the average of 3.5% veported §
for the government profit centers. Shipbuilders were the A
least profitable product group, with an average of 3.5%. g

FIC Durable Goods. The analysis of profitability by product (
group is limited to the two groups: aircraft and missiles, H
and electronics. Aircraft and missiles averaged 4.2%, which |
is between the government and commevcial aircraft averages. -
This 1s logical since most of the dollars are probably reported {
for aircraft. The electronics product group average of 6.3% 1
is higher than than the averages reported in the profit centers, '
probably because the FTC sample includes consumer oriented

companies whereas the profit center data came from defense

oriented companies. No data is available from the FTC for

e ships or the "other" product group.
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Profit Before Taxes/Sales by Type of Contract. The attached \

chart shows the time trends of profitability by type of govern-
ment contract. The fixed price type of contract, which includes
fixed price incentive, averaged 4.7% over the five year period.

The cost type contract five year average was 4.4%, which is only
«3% lower than the fixed price average. The survey of contracting
officers indicated that there should be more discrimination in

the risk ranges for each type of contract. The data supports the
contracting officer's opinion that there should be a greater spread
between cost type and fixed price contracts, and this has been
addressed in the new profit npelicy. Note that the fixed price : -
data indicates a significant reduction in profitability in 1972,

This reduced profitability was caused by a large write-off of

losses on a total package procurement., Proper selection of contract l

type is essential in order to improve the spread in realized profits i

between cost type and fixed price contracts, i
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Profit Before Taxes/Sales - Megotiated vs Realized. The chart

shows the negotiated vs rcealized profits for the five years

covered in the study, with the following explanations:

Negotiated. The average negotiated profit for all types
of contracts as veported by the ASD Comptroller. The
five year average 1is 8.8%.

Negotlated less Unallowables. One of the objectivas of the

profit study was to determine tha impact of unallowables on
earnings. The data indicated that unallowables average
about 2.0% of sales; consequently, if defense contractors

_ could realize the negotiated profit rate less unallowables,
the ea;nings of 6.8% would be very close to the FTC average
of 6.7%.

Realized. The average vealized profit rate is 4.74. This
average includes cost type contracts, fixed price type contracts,
- FMS contracts, subcontracts under government procurement

- regulations, and other goverament contracts. There is a

i substoaniial erosion of the profit vsate duving contryact pev-
formance, This problem caunnot be solved by the new profic
policy but must be addressed by the contractors in the

initial pricing of the contract and by goverument procurement
offices in their negotiation and countract administration actions.
Improved cost control by the contractors could decrease the
difference between the negotiated less unallowables profit

rate and the rcalized profit rate.

11-20
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Moasuxes of Return on Investment. A major task of the study

group was to select a realistic measura of ratutn on investment.

The chart lists several measutcs, which are discussed below:

Return_on Equity Capital. Tuis is a traditivnal measure of

investment but was not available at the proFic center level.

Return on Equity Plus Long Term Debt. This is another
traditional measure of investmant that was not available

at the profit center leval.

Return_on Operating Capital and Fucilities Capital. The

study group considered using this measure, which was based

on the definition of investment in Dafense Procuremant Circulay
(DPC) 107 and was in an early version of Cost Accounting
Standard (CAS) 4l4. It was not usaed as the weasure of invest-
ment because the GAS BReard drepped oparating copltal fven

CAS 414,

Return on Total Assets. The study group cousidered this
measure of investment but did not use it bacause of the

profit center reporting of progress payments. The cuntractors
could elcher raport total inventovies less progress payments
or a net loventory amount that has been vaeduced by the
progress payments received. Most profit centurs veported

on the noet luventory method; consequently, a raliable amount
for total assets was not avallable,

Return on Total Assets less Progress and Advance Payments.
The study group used this method to measure vreturn on invest-
ment because reliable data was available at the profit centey
level, Further, progress payments (and cost reimbursements
on cost type zontracts which were reported as progress payments
for the purposes of the study) represent an investment of

the government, wot the contractor. Any advance payments by
the government werce treated as progress payments for the
purposes of the study. 1This is a conservative definition of
investment but one that fairly protrays the relatlve levels
of investment made by defense and commercisl contractors.

It is also the best approximatron that can be made to

compare with the equity plus long term debt definition of
Inveatment.
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Return on Investment. The chart shows tha time trends of profit

before taxes/total ussats (lasa progress and advence payments) for
commavcial and government profit centers, government profit centors
peasuning the contractor furnished all aguipment and facilditles,
and £ov the FIC Durable CGoods producers. Commercial profit centars
avaraged 17.6% for the five yesr period, which is not much above
the 17.1% return on sales, Qoverumant profit centars averaged
13.5%, which is 2.9 timoa the raturn own sales. I'TC Durable Goods
producers averaged 10.7% for the five years, which is 1.6 times

the veturn on salea. Although govaramant proiit centers indicated
a lower veturn on sales than the FTC sample, the government profit
center return on investment is hipher than the FTC sampla. This
relatlouship has been found in prior profit studies and was no
surprise to the atudy group. The awmount of govermwent owned facilities
was thought to be the explanation for the relatively high rvetuvrn

on lavestment for government profii centers, To asses ths impact
of these facilities, data was collectad on the gross and net book
value of land, buildings, and equipment that wac owned by the
contractor. Further, the welghted average age of the facilities
was collected. This data enabled the study group Lo determine

the rates of dapreciation that wers applied by the contracter,
Additional data was collected on the acquisition cost and welghted

avarage age of goverument owned facitities. This data cnabled the

study group to imputa depreciation for the government owned facilities,




Congequantly, not book value amounts for government ownod facilittea

[ wets computad that approximated the amounts that the contvactors
:; 777777 ;) would cavry on thelr books if they ownad the goveramsny fecilitles.
E;;]ﬁ Inelusion of govornment ownued facilities at a deprecintaed value ;
B :) would decraease the raturn on investment for goverument profit %

,) cantera from 13.3% to 13.0%, Prior comparisona have baan made .
h I auging the acquisition cost of government owned facilitiaes; however,

| that data would not be comparable with the publialed {inancial

]f data that 1s used as tha basis far most of fhe FTC sample. In

7) concluaion, the return on investmant for goverment profit cencera

l is higher tban the PTC data, and incluaion of the depraecilated

v) value of povarnmant ownsd facllitias mubkes litele difference In

|

tha rate of vaturn.
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Return on Investment by Product Group. The chart shows the

five year averages of profitability by product group for the

il s Sl

o

sources of data as follows: . T

Government Profit Centers. The return on Investment pattern
for government profit centers is the same as the return on
sales pattern. Missile manufacturers reported the highest
return on investment, with an average of 20.07%. The lowest
return on investment was reported by shipbuilde -s, with an
average of 5.8%. If '"qualified" data is considered, the
industry average for shipbuilders is 1.0%. The profitability
of the other product groups fell in between these two

extremes. {

" il gl

Commercial Profit Centers. The highest return on investment
was reported for the wmissile manufacturers, with an average
of 27.8%; however, the dollars in this product group are
insignificant. The next most profitable product group is
"other", which is primarily composed of aircraft engines

and general purpose ccmputers., A wore interesting comparison
of return on investment can be made with the aircraft product
group. The reported return on investment for the commercial
profit centers for aircraft is 9.0%, which is below the 11.27%
reported for the government profit centers, However, on a

i return on sales basis, commercial profit centers for aircraft :

|
L Lo e e L ' . . . | .
b ol i e 1. 6 i L s 8 0 201 Sl e i apn b S

for the government profit centers. The reason that commercial i

profit centers for aircraft have reported a lower return on 4 :
investment than government profit centers is the higher amount L i
of investment in the commercial profit centers. i {

FTC Durable Goods. Electronics averages 10.0%, which is below
the government profit center average of 15.3%. Aircraft and
misciles averaged 6.97%, which is below both the governmeat %
and commercial profit center averages. No data is available

from the FIC for ships or the "other" product group.
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Assets/Sales. The chart shows the time trends of assets (defined
as total assets less progress and advance payments)/sales for the
FTC Durable Goods producers, government profit cemnters, and govern-
ment profit centers with additional investment in facilities. The
FTC data indicates that commercial contractors invest an average

of 63¢ for every dollar of sales. Government contractors, on the
other hand, invest sn average of 35¢ for every dollar of sales.
This is a significant difference. To exawmine the reasons for this
differcunce, the investment was divided in terms of facilities

capital (net book value cf land, buildings, and equipment) and

operating capital (current assets less progress and advance payments).

It was found that the investment by goverament contractors would
increase to 50¢ on the sales dollar if goveroment contractors
invested in facilities to the sawne degree of capital intensity as
commercial contractors. This is noted on the chart as the "delta"
for facilities capital. The difference between the government
iavestment of 50¢ and the FTC average of 63¢ is the "delta" for
operating capital, which is caused by the different financing

of government. and commercial contracts. If the net book value based
on imputed depreciation for government owned facilities was added
to the government contractor investment, the overall investment
would increase from 35¢ to 36¢. Thinking in terms of a profit
policy that would stimulate investment, the lower limit would

be around the 36¢ level and the upper limit wculd be around the

50¢ level.
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Assets/Sales by Product Group. The chart shows the five year

averages of investment to sales by product group for the sources

of data as follows:

Government Profit Centers. The amount of investment required

- to support a dollars worth of sales for the government profit

- centars shows an inverse pattern to the return on investment
averages by product group. Shipbuilders averaged the highest
investment, at 49.5%, of the product groups. Shipbuilders

also reported the lowest return on investment of any product
group. Missile manufacturers reported the lowest amount of
investment, at 30.4Z, of any product group. Missile manufacturers
: also reported the highest return on investment. The other

' product groups fell in between these extremes.

JEI

Commercial Profit Centers. On an average basis, commercial
profit centers reported almost three times the amount of
investment that was reported for government profit centers
(97.1% commercial vs 35.0% government), One of the concerns

of the study group was that the defense contractors would

have a tendency to understate the investment for commercial
profit centers, which would overstate the return on investment.
However, the data indicates that this did not occur. The
study group feels that the discipline imposed on the participating
contractors by the CPA review contributed to more realistic
reporting of investment data.

FIC Durable Goods. On an average basis, the FTC data indicated
more investment than the government profit centers but less
investment than the commercial profit centers.
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Facilicies Capital/Sales by Product Group. The chart shows the

five yecar averages of facilities capital (net book valuc of land,
buildings, and equipment)/sales by product group for thi sources
of data as follows:

government Profit Centers., On an average basls, government
profit centers indicated an investment of 10.%¢ in facilities
to support a dollar's worth of sales, If the value of govern-
mert owned facilites on an imputed depreciation basis was
adaed to the investment, an additional 1. 3¢ in investment

(the data in parenthesis) would be reported. Shipbuilders
reported 22.2% investment, which is the highest of any product
group. Aircraft manufacturers reported 8,7% investment, which
1s the lowest of any product group. The other product groups
fell in between these extremes.

Commercial Profit Centers. On an average basis, commercial
profit centers reported about four times as much investment
in facilities as was reported for the govermment profit
centers (41.1%7 commercial vs 10.9% government). However,
nost of this difference is in the "other" »roduct group.

FIC Durable Goods. On an average basis, the FTC data indicated
an investment of about 2% times as much as the government
profit centers (25.5% FTC vs 10.9% government). The invest-
ment for the aircraft and missiles product group @ 16.0% is
greater than the profit center investment. This is probably
because the FTC sample inclades smaller companies that generate
a greater percentage of sales from in~house work than the
companies included in the profit center sample, The electronics
product group @20,4% is higher than the profit center data,
probably for the same reason the aircraft product group 1s
higher.
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Interaction Batween Facilities Capital Invastment and Raturn

On_Sales. The chart shows facilities capital/sales percentages
on the left axis and the profit before taxes/sales on the
bottom axls. The purpose of the chart is to explain the inter-
action batween the amount of invastment a contractor is willing
to make ju facilities and the return ou sales. An explanation
of each source of data is as follows:

Government Profit Centers. Defense contractors averaged
4. 7% return on sales and 10.92 investment in facilities.

FTC Durable Goods. The FIC contractors averaged 6,7%
return on sales and 25.5% investment in facilities.

Commercial Profit Centers. Commercial profit centers
averaged 17.1% return on sales and 41.1% iuvestment in
facilities.

Note that the investmeut in commercial profit centers is about
3.7 times the investment in government profit centers. TFurther,
note that the rvaturn on sales for the commercial profit centers
is about 3.6 times the return on sales for the govermnment profit
centers. There 1s a rough correlation between the amount of in-
vestment a company is willing to make and the amount of profit
dollars that the company can expect to vealize. Investment in
facilities takes money, and the amount of moncy that will be in-
vested 1s somewhat dependent oun the margin of profit dollavs that
will flow to retained earnings. Looking at this problem another
way, an examdnation of the sources of funds for iluvestment would

reveal the following:
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Equity Funds. One source of funds for invastmant would be
to issue stock, 7The Conferance Board, in their survey of
opinong from the financial community. indicated that in=-
vestors view the defense industry as too high a risk for
tha rate of return; consequently, the oquity market is
aeffactively closed to defense comtractors,

Debt Funds. A business can borrow monay fo:r lnvestment

in facilities. Reviewing general corporate data, it has
been noted that debt/equity ruatios have gone up ovar the
past several years and that defense contractors' earnings
rapresent a8 smaller multiple of times interest carned than
they did a few years ago.

Depreciation. Depreciation is a source of funds that is
being reinvested, General corporate data indicates that
defanse contractors are invasting at an amount about equal
to their annual depreclation. Because of the inflated vo-
placement cost of capital goods, defense contractors cannot
stay even if thev only iuvest the dollavs genevatad through
depreciation.

Retained Barnings., Investmeut funds can be made avallable
from retained carnings. The amount of retained earnings is
depandent on the amount of dollars of profit the business
unit genevates. Another name of the dollars of profit is
margin, which cquates to return on 3sales.

In summary, increased return on sales will halp stimulate investment.
If i¢ is efficient in the commercial marketplace for the FTC Durable
Goods praducers to employ about 24 times the amount of facilitiles
per dollar of sales, then there are probably productivity gains

that could be made if defensg contractors increased their inveatment,
This increase in ilonvestment shoulddecrease the production cost

and the price to the government.

I1-36
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Interaction Between Asset Turnover and Profit on Sales. The

chart shows the sales/amset turnovar on the left axis and the
profit before céxes/sales on the botcom axis. Turivover rofers

to tha amount of sales generated by a gliven amount of Inveatmant.
A turnover rate of one indicates that there f{s one dollar's worth
of investwmant supporting a dollar in salea. A turnover rato of
two indicates that there is 50¢ worth of investment supporting

4 dollar in sales. A turnover rate of four indicates that theve
is 25¢ In investment supporting a dollar in sales. The multiple
of the turnovar rate times the return on sales is the roturn on
investment. Government contractors arg able to malntaln thelr
return on investment on a low profit margin by keeping thelr
investment low. The new profit policy should allow the raturn

on sales to mova upward as the amount of investment in facllities
moves upward. If invaestment incraased, the return on sales would
go up and the return on investmant would pgo douwn, which would more
closely align the government profit centers to the FTC Durable
Goods producers., The net result of this action should be a loway

price to the government.




R T T L Ty

yLd
B 1$30YN0S
% STIVS/SINVL IBO433 U308

[ 4 gLt St s ot AEA g T4 & o

m

|
,m 0t
I/M =

<1

%

] L rid ™
—  SOQ00D 62
< 316VHNG D13 !

i '
SHALNID | \
143084 | o 2 \
— @ TYIJHIRWO0D W VP i ﬂ 0’

)
SHILNID | -
nd08c O

O INFHRINHIAOD « _ w
: . | o

11-39

(3IAONYNL)
S13288¥/S3TVS

SZTVSE NO 1I40Ud
GAIY HIAONHNL LISSY NIIMLITT NOILIOVHILNY

. . ,r.l.!!:)!llllL, ! ”,




:
z
Fi
2
2

Chaptor 111
GOVIERNMENT PBQCURgi_dT PEREONNEL OPINION SURVEY

I. DACKQROUND AND TASK ORJECTIVE

b el

This ehaptey dimtuases thie Govarnment Procurement Pernonusl
opinion "Survey which is one uof the saveral corollary studles
undartaken in support of the ovarall Profit '76 Study. The ob-

jective was to (i) survay ond obtain a valid rupresentation of

Armed Servicas procurement personnal attjitudes, and (2) provide ;

 vehlols for communicating honast opinions in strict confidencs.

Roplies were aubmitted dirvactly withour roview at supervisory

lovels to Coopera & Lybrand, an accounting and management con-

N

sulting firm. Anonymity of respondants was malntalned. To the
i best of our knowledge this is the first Lime that & survey of

) this typs has bhesn conducted.

It was conaiderad that solieiting the informal opinicn

of govarnmant procurenant parsonnel as to the ovarall effectivenass
of DOD profit policy, and changas needad would add depth and per-

epootive to the final determinations of the Profit '76 Study

'} Group. The survey taask was peyrformed under the gquidance and
! dilrection of the Jolint Togilstles Commandaerse (JLC) representatives.

CAPT Stuart I'. Platt, SC, USN was tashed by the Dirvector, Profit 76

b Stuvdy to he Chairman of tha JLC Committea and to direct this
*in-house" opinion survey. Coopers & Lybrand was retained to
deaign and conduct the survey in such a manner as t¢ guarantee

) anonymity to the respondents. From inception to completion of the

—~mr

Ii-)
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survey entailed approximately a six months effort.

ovex 200 replies were received.

civil servant having over 15 years procurement experience.

More than

300 questionnaires containing 58 questions, were mailed out and

The typical respondent was a
of

the respondehts, 46% currently hold contracting officer authority.

Approximztely 84% of those surveyed were civilians and the balance

military personnel.

IX. METHODOLOGY

A two-step approach was developed including (1) a pilot study,

and (2) the final survey.

Lybrand and approved by the JLC Committee (Ex. 1}

The approach submitted by Coopers &

involved the

following four seguential actions:

(1)
(2)
(3}
i4)

Designing the questionnaire
Pilot study and questionnaire finalization

Questionnaire distribution, return and processing

Analysis
(a) Design

In the development of the design of the question-
naire various DOD documents were reviewed including the
Profit '76 Study Plan and relevant sections of the
Armed Services Procurement Regulation. The JLC rep-
resentatives contributed questions, suggestions and
topic coverages and Coopexs & Lybrand developed from

them a rough questionnaire. The material was then
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analyzed in detail, identcified, catagorized and
evaluated as to its utility tewards an emexging set

of objectives.

Major issuves became discernable and particular
survey questions appeared first dimly, and then with
more clarity. It became evident that every nuance
could not be accommodated, thus priorities were estab-
lished. Problems of ambiguity and overlap were diffi-
cult, and required particular awareness, logic, con-
siderable application of "dictionary" sources of defi-
nition, and some spirit of compromise to resolve.
Gradually a trial questionnaire was developed, and

after five weeks of effort, formulated for test.

(b) Pilot Study and Questionnaire Finalization

[ ]
The JLC Committee selected 28 individuals in

procurement assignments to be recipients of the Pilot
Study questionnaive. These individuals were asked to:

{1) Complete the questionnaire as an ordinary
participant, and

{2) Review it again, and critique content,
format, and wording.

Fourteen completed test questionnaires were re-
turned with comments, suggestions and criticisms. The
replies were used to reform the questionnaire resulting

in revised, added, and eliminated questions.
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The final survey questionnaire was developed
incorporating the experience evolving from the pilot
test. Four "Major Issues", designated earlier oy the
JLC Committee for particular attention were specifically
organized for "in~depth" analysis. These "Major Issues"
are:

(1) DPC 107 and the return-on-investment
concept

(2) cChanges in the competitive base

(3) Application and effectiveness of
Weighted Guidelines

(4) 1Incerest as an allowable cost
Bach of these major issues is discussed in detail

in subsequent portions of this chapter.

(¢) Questionnaire distribution, return and processing

For this third phase of the task, the JLC Com~
mittee developed a list of 312 names from a somewhat
larger list, representative of the personnel in the
board procurement spectrum of all three Military Depart-
ments. After verification of addresses the list of 312
names was delivered to Coopers & Lybrand for distribution

of questionnaires.

The guarantee of confidentiality became the para-
mount objective associated with the handling accorded
the questionnaires as they were mailed, returned and

processed. Respondents names did not appear on returned
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guestionnaires, and no correlotion of replies to

the mailing list was attempted nor possible in a

practical sense. The Coopers & Lybrand Washington

office was used as the single point for mailing and

return of the questionnaires.

Of the 312 guestionnaires mailed, a total of 219

; ) were completed and returned éo Coopers & Lybrand. oOf 2
% ] these, 19 were received past the cut-off date, and too
é ) late for inclusion in thg data base used for analysis. é
; {) Thus, 200 completed survey questionnaries comprise the §
g } sample, and form the basis for the findings. An analysis ?
= j} and review of returns against personal characteristic g
g g data (not individual identiy) of tbe initial mailing g
1% list indicates that a reasonable cross section of the ?
nominated group was achieved. §
The personal background data and specific responses ; %
i to the 58 questions, by the 200 respondents were ex- 5
; 3% tracted from the completed questionnaires received and ;
f %E reduced to computer input. Explanatory comments were i é
i gg separated from specific question responses, accumulated ? ?
3 by question, and topic:and recorded verbatim. To ?
g ensure absolute confidentiality questionnaire responses
) wexre then &. .:coyed. |
II1-5




Computexr printouts were produced tabulatiﬁg
responses in four ways, i.e. the survey group as a
whole, and three sub-sets to identify replies from
Shipbuilding (18), Aircraft (85), and Missile (68)
programs respcndents separately. :Most respondents
identified themselves to more than one commodity or
functional area (average of 2). The data was carefully
analyzed, and reviewed against the explanatory comments,
question by question. The tabulations and comments

thus derived are the retained data base for the report
findings and interpretations that are discussed in this
chapter. The 58 survey gquestions and the statistical
distribution of answers from the 200 respondents are

appended to the Chapter as Exhibit II.

IXI. SURVEY FINDINGS

(1)
(2)

(3)

(4)

(5)

An analysis of the.responses revealed several general

attitudes worth noting:

The procurement community desires some policy -changes.

They have strongly held feelings regarding many
matters in the procurement process.

It is difficult to implement changes in the procure-

ment community

The increased number of negotiated procurements and
the reduced competition base are perceived to be
caused by the increasingly technical and complex
nature of procurements.

Industry is viewed as an adversary.

1II-6




Keeping profits down is viewed as a policy
objective, ,

(7) Contractor investment should receive sniore con=-
sideration.

(8) Allowability of an interest expense factor 1s
highly acceptable.

A review of the explanatory comments further revealed that

improved policies, better performance, and a more open relation-

ship with industry emerged as sincere and unanimous objectives.

Each of the 58 guestions provided a choice of five possible

| responses: g é
) (1) Strongly disagree :
r {(2) Disagree |
) (3) HNeither agree nor disagree §
l (4) Agree i
. I ) (5) Strongly agree
,) The percentage response to disagree and agree only, are é
,) shown in the text, however, Exhibit II reflects the five ;

N categories for each guestion.

Two observations, worthy of note, are evident from the :

statistical survey itself:

i (1) sixty-ecight percent of the respondents agreed that i
) the survey was worthwhile.

l (2) There are deep divisions of opinion on the issues.
In 26 of 58 questions (45%), more respondents both
agreed and disagreed then checked the "neither agree
or disagree" choice,

I11-7
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When asked about profits the respondents gave these
opinions:

DISAGREE  AGREE

= The system puts much pressure on
contracting officers to keep
profits down. (Q.23) _ 26% 59%

- Profits should be allowed on
escalation under economic price
adjustment clauses (Q.25) 57¢ 32%

- Profits and defense business
should be less than on commercial
business. (Q.22) S 49% 308

Plainly, these questions and corollary comments reveal that pro-

curement personnel see themselves in a system whose goal is the
control and/or reduction of negotiated profit. Many comments

indicate that this is justified because public funds are involved.

4

Several guestions led to answers revealing broad attitudes
of procurement personnel towards the industry segments they are

confronting regularly: i

B DISAGREE AGREE ,, I
-~ Profits of defense contractors are !
too low. (Q.1S5) 40% 26%

- (Regarding DPC 107) Contractors
would not cooperate with contracting
officials to make this program
successful. (Q.32) 5% 45% A

s S sl ST P i e

~ Contractors include a 'fudge factor' :
in their proposals to allow the : ;
government to negotiate the price : i
downward. (Q.39) 7% 74%

=~ Contracting officers frequently see
proposals that are obvious "buy-ins."
(0041) , 203 49%

1 e higmads s
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j different objectives.

policies and present practices:

DISAGREE

DISAGREE
=~ As part of long rangeée marketing
ptrategy, contractors bid low on
conmpetitive procurements knowning
they will lose money in the short
run. (Q.490) 128

AGREE

60%

Obviously tlie respondents regard defense contractors as
adversariés to be managed and/or controlled at the bargaining
table. These attitudes are deeply ingrained, and nay present

problems in attempts to reshape procurement policies to new or

AGREE

i : « Thexe are frequently unnecessary

‘ technical or administrative re=-

A quirements placed in the contract \
} that increase cost. (Q.37) et

! = The current extent of government

’) supervision and coutrol tends to
reduce contractor efiiciency. (Q.50) 27%
[ ]

subject.

) Equally strong opinions surfaced concerning some correct

82%

59%

These views (and those on DPC 107) suggest that the current
I state of complex safeguards and regulation amounts to overcontrol.
Somments reinforcing the majority position pin-pointed "social

objectives" and "gold plated specs" as root causes of difficulty.

’ A few quustions yielded surprisingly equal but oprosite

opinion spreads, as if to further emphasize the complexity of the

DISAGREE AGREE

I =~ Progress payments should primarily
be based on incurred costs...rather
than on actual physical progress.
(Q.6) ' 43%

I11-9
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DISAGREE AGREE

There is little direct relationship
betwaen gquality or performance of
product and levels of profit. (Q.20) 37% 50%

- In-plant government personnel
frequently increase the cost
of contract performance un=-
necaessarily., (Q.36) 37¢% 413%

= No matter how acceptablc a contrac=

tor's initital proposal, in practice,

government efforts are made to ne=

gotiate the price downward. (Q.38) 43% 418%
~ The type of contract used in weapons

acquisition is frequently not the

most appropriate one for the par-
ticular type of procurement (Q.42) 37% 34%

- It isn't really possible to measure

accurately the efficiency of a con-

tractor. (Q.46) 44% 444
It appears that experienced workers in the procurement
agree on the causative factors affecting many
details of the procurement function. This lack of agreement
supports, with some emphasis, the thesis that "Procurement is an
art, not a science", and poses distinct.broblems in the develop-
ment and application of uniform policy rules. The ‘'why' bekind

the conflicting opinions seems to indicate the need for consi-

derable sophisticated analysis.

OPINIONS ON MAJOR ISSUES

This section briefs the survey results on the four major

procurement issues.

A——— -
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pPC 107

Pefense Procurement Circular No. 107 was issued as a

neans of recognizing the return on investment concept.

[ The concept of this Circular gives recognition to the g

i
J
s

s fact that business managers make investment decisions on

.

the basis of the return they expect to raceive. DPC 107

B A o o

[,
A,

r) has had limited implementation and little apparent sugcess -

to date. The results of this survey are:

« Question 28 asks whether the return-=on-investment ’
concept is a valid approach to achieving increased =

‘ contractor investment. There is substantisl dis- k¢
I agreement, with 268§ considering it valid and 29% o
) disagreeing. The largest proportion of people, o

- 42%, neighter agreed nor disagreed. The explan~
| atory comments reveal that many people have little
wderstanding and/or experience with °ORC 107,

! « Survey participants had an opportunity to indicate :
i vhat the major problems were in implementing DPC 5
" 107 (Questions 31 through 35). Again, a high per-
centage of respondents, ranging from 25% to 59%, |
were not able to agree or disagree. Nevertheless, '
the following reasons given, in order of importance,
are revealing:

! DISAGREE AGREE
- DPC 107 was too complicated to
implement at the working level.

(Q.31) . 13% . 608

~ The directive was optional
rather than mandatory. (Q.35) 10% 53%

- Contractors would not cooperate
| with contracting officials to
: nake this program successful.
) (Q.32) 52 45%

! = DPC i07 would have an adverse
' profit impact on major segments
of industry. (Q.33) 17¢ 36%




DISAGREE AGREE

DPC 107 was typically resisted by
£irms having heavily depreciated
plants and equipment. (Q.34) 3% 35¢
A careful reading of the explanatory comments to Questions

31 through 35 provides interesting insights into why par=

ticipants responded as they did. Lack of success is attri-

buted to: (1) the optional nature of the approach, (2)
procedural complexity, (3) failurxe to "“sell" the concept,

and (4) the lack of incentive to contractors with heavily

depreciated plants or largely government-owned facilities to

participate.

Changaes in Competitive Base

mh
p X1

G

nced to maintain an effective technological production
base is fundamental to defense procurement policy. The
opinions from this survey show that procurement personnel
consider that there is a growing prohlem in this area.
Fifty-one percent of the respondents indicated that they
believe that there has been a significant decline in the
number of compatitor contractors (Q.51):; 21% disagreed and
26% neither agreed nor disagreed. In addition, 55% expect

continued erosich of capacity among producers with only

23 % disagreeing. (Q.57).

Assuming a decline in competition, respondents give the

following, in order or importance, as the major reasons:

11~ 12

%
i
3
3
L
3
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= Jewer but more technically complex
eguipmont procurements., (Q.53) 10% 84%

=  Gontractors vigw defense business
to be a higher risk than commercial
+  businass. (Q.54) 17% 68¢
= Smaller contractors are dropping
out beceune they are unable to
sompate. (Q.55) 5% 603
= Weighted Guidelina profit limi- )
tations are a major reason for the 64% 13%
decline in competition. (Q.52)
Concensus of the group is quite clear: The increasingly
technical and complex nature of procurements is the major
contyributor t¢o decreasing competition, howaver, WGL profit
dimitations were consideved to have little to do with the

decreasao.

It is also important to note that survey participants bee
lieve that there are other important reasons for this
decrease. (Q.56). A reading of the explanatory comments
to Question 56 reveals & variety of reasoans, including the
following:

. Complexity of dealing with government; delay

in payment; red tape, controls.
. Overall reduction in defence business,

- Lack of understanding and trugt in goverment
eontract terms and conditions.

« Multitude of burdensome legal and reporting
regquirements.

« Conmercial business legss bothersgome and more
profitable.

+ Emphasis on sole source procutement.

I11- 12
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Woighted Guidelines

welghted Guideines (WGL) ars a structured approach to the
determination of profit in neyotiated contracts., They

require consideration of a contractors' financial require-

ments, pariormance record, technical apd program risks,
and othe»x faoctors such as source of funds, capital investi-
ment and special achievaments. These guidelines have baen v

in aftfect for soma time and the survey attemptad to measure

their value in the syes of the procursment parsonnel. \'
i
several guastions dealt with Weighted Guidelines, how thay L
are administered, and how they affect tha procurement process, :
- Foilowing, in order of the streagth of the opinion, are the
g responges to these quastions:
DISAGREE AGREE
= The current Weighted Guidelines
, approach is sufficiently Llexible
3 to provide adequate profits to the
; majority of contractors. (Q.21) 23¢% G673
g - Most DOD personnel who hegotiate
- profit or fee have a good under-
=
E : standing of WGL., (Q.3) 18% 663
? i - Weighted Guidelines profit limi-
b tations are a major reason for the ;
£ decline in competition. (Q.52) 64% 13¢ ,
E - Contractors would scmetimes accept N L
E lower profits {f it were not forv =
£ Weighted Guidelines policies.
£ {Q.24) 64% 15%

-~ Contractor capital lnvestment
should be more significantly
rewarded under the Weighted Guide-
lines. (Q.20) 132 €0

I BRNR M ATIE
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DISAGREE AGREE

« The Welighted Guidelinas tand to
deprass noegotlated contradtor .
profits. (Q.17) 56% 25%

~ Contractors genérally tend %0

quastion the same areds of WGL
¢onputations (Q.4) 194% 51%

I o B 1

= ) « Tha Welghted Guidelines are used i :
=21 more a3 a crutch Lo justify the 3 E
S final nagotlated prica, rather ; :
°) than as a tool to duvelop an & , ! E
appropriate profit. (Q.2) 40% 45% ! z

overall, and with partisular recollection of past controe- 5 i

varsey, Welghted Guidalines get a high repor: card.

T T

! INTEREST ON AN ALLOWABLE CQST

l in the last several years, the cost of monaey hasa risen

- ) considerably., There has been increasing pressure and agitation

towards an adjustmont in government policy to recognizc intere«t

o R

as an allowable cost of doing business.

Fifty-nine percent of the group indicated that they believe .

that interest expense should be an allowable cost; 31% disagreed,

{(Q.9). Based on the explanatory comments, many of those who
disagreed would be inclined to agree under caertain circumstances

and/or with qualifications and restrictions, for exanple:

i *Interest expense could be allowed if subject
to a ceiling basaed on a ratio (to be deter-
rined) of long term liabilities to equity.

FThis would reduce or stifle any attempt to
overborrow or build up interest expense between
related companies."

1it-3%




imputed interest on investment as an

On the subject of
allowable cost, there is no clearcut opinion. (Q.10) 38%

agree and 31% disagree. A relatively large number, 30%, had

| no opinion. There were very few explanatory commentz on this
- subject. It is possible that many people do not fully under=- e
stand the ¢ ..ept or its significance. However, those that

did responded strongly.

Comments on guestions 9 and 10 are cited to fully flavor

this issue:

*.9 DOD policy should permit interest expense 0 be an

allowable cost. ~

Baities

Agree

"It is a real cost of doing business." 3

e

"A contractor who must borrow money and
pay irterest should be allowed to recover
this cost on government contracts." 2

"Interest expense is a fact of life."
Disagree

"Yf interest was an allowable cost, it would
appear that contractors could develop a non
cautious attitude toward the cost of borrowing
money, since the government would pay for it."

“These items are legitimate expenses, but would
be nisved if a change was made.”

*A greater profit chould * -+ allowed if necessary..,
but a company should reap a greater reward on its
own capital than or borrouwed capital."

it X e e t"'@‘\.m‘ Al

Neither Agree nor Disagree

*Only necessary and reasonable interest costs
shouid he allowed."

I[1I--16
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*Without opening another area to the bureau-
cratic circus, it seems some easily workable
solution to this should be possible."

Q.10 DOD policy should permit a factor for imputed
interest investment to be an allowable cost.

Agree

*Or some method of measuring and considering
-.return on investment." :

e = e o ¢

"As an alternative to making interest an
allowable cost."

5 VB A T T 2 a0 i s g AT

*"The imputed rate of the contractor's invest--
ment o¢f his assets is a legitimate cost of
doing b.siness. It is not an element of
profit but rather an element of cost......" }

Disagree

"See 0.9. This kind of interest is akin he
dividends in reverse and should not be

A el ik 2 e

allowed."
“I don't object to actual interest, but can'* 3
buy imputed intcrest." é
5
“This sounds good, but I can't believe it could E
be made to work." 3
- i
Neither Agree nor Disagree E
"Yes, provided one can settle on what imputed E
interest is." :
é i "The question has too ma.:; ramifications and i
¢ is part of the larger issue posed in 0.9." 3
3 i "If to¢ - wvernment really desires contractors 3
= to finance some portion of......performance, 3
L why should the government...stand the expense..?" 5
< i i

-~

e : While general agreement seems to exist as to the cost

validity of interest, mistrust of methed is everywhere.

11117
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RESPONSE VARIATION BY COMMODITY

The tabulation and comparisoh ofresponses'from personnel
engaged in Ships, Aircraft, and Missile procurement areas was
marked by its consistency when compared with the norm. 1In 55
of 58 question respons? correlations were well above statistical
expectation. Three responses show interesting differences of
shipbuilding sub-group thought and . inion from aircraft and

missile program sub-groups.

To the guestions:

The Weighted Guidelines are used more as a crutch
to justify the final negotiated price, rather than as
a tool to develop an appropriate profit. (Q.2.)

Only 27% of Ships respondents agreed as con-
trasted to 52% and 48% of Aircraft and
Missiles respondents respectively.

Normally, no attempt is made to track the profit
objective to the profit negotiated and, firally, to the
actual profit. (Q.12).

-

16% of Ships respondents agreed, compared to
34% (Aircraft) and 45% (Missiles).

The system puts much pressure on contracting offices
to keep profits down. (Q.23).

Only 32% of ships procurement personnel agreed,
compared to 64% and 53% in the Aircraft and
- Missile program areas.

- While the above ste-istical exceptions are too sketchy
for reliable conclusion, they may signify different procedural
approaches and "cultural backgrounds" inherent in certain in-
dustry segments that are worthy o¢f further investigation. The
case is partly made that "Shipbuilding is different”, but "Why

it should be" is not discloesed.

>

111-18

ﬁrm ol ARty AN gL 2 5 e i AL B et T e LT sty



Iv. INTERNAL SURVEY OF DOD PROCUREMENT PERGONNEL

Survey Interpretation

It should be understood that this survey and its analysis
are based upon opinions of professionai procurement personnel
and their personal viewpoints of the process. As such, these
views may or may not relate directly to present procurement
policy objectives, or any specific facts as known. They are,
hovever, representative of the respondent's experience and train-
ing, and indicative of current attitudes in dealing with defense
contractors. These survey findings represent the base from which
any policy development affecting the people who will apply it

must proceed.

While the survey participants were set forth earlier in this

chapter, it is worthwhile to reiterate the sample. 312 procurement

p.rsonnel were selected; over 219 responded; and an even 200

detailed replies were processed as the opinion base. These pex-
sonnel represent a good cross section of the individuals wha are
the practicionexrs and implementors of Defense procuremont policy.
The typical respondent was a career civil servant in his y.id-to-

late forties with more than 15 years procurement expericnce.
Several general attitudes were revealed in the responses:
(1) The procurenient commnunity desires some policy changes.

(2) They hold strong feelings concerning many matters in
the procurement process.

I1I- 19
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It is difficult to bring about constructive change
and they are aware of this.

{4) They perceive through experience various undesirable
trends resulting from a continued growth in com-~
- plexity of technical and administrative requirements.
These include a reduction in the competitive base,
an increasing ratio of negotiated procurements, and
resultant unnecessary cost increases.

Interpretation of the responses -to the four high-lighted
Major Issue areas revealed significant facts and emphasis of

great interest to further policy development.

By Issue topic the following points are worthy of note:

Defense Procurement Circular.107

(1) The effort to increase consideration of contractors'
return-on-investment failed, perhaps for the wrong
xeasons, but failed nevertheless.

(2).. "Too complicated to use" was cited as the ~rincipal
reason for non-acceptance, but no real ra. onale
invalidating the concept surfaced. :

(3) The policy was optional as to application, and neither
government nor contractor personnel were motivated
sufficiently to take the trouble to use it. Comments
indicated little understanding of the intent or
mechanics.

lesson Learned

Education and training are key to any further attempts to
implement this or any other policy. This requirement varies
directly with the complexity of new concepts and procedures.

Competitive Base

(1) - Respondents saw a worsening trend in Defense's ability
to maintain the current level of competitive awards.

(2) Principal cause cited was "fewer and technically more
couniplex"” procurements, the "only game in town" syndrome.

I1I- 20
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(3) In addition to the high cost and risks involved,
industry complaints reported by respondents included:

- Bothersome, sometimes arbitrary,
administrative procedures.

-~ Defense business, contrasted with
commercial business, is too risky
and unprofitable.

- From smaller contractors, inability to
contend with the volume and veXocity
of reports and other requirements.

] Weighted Guidelines

(1) From working level procurement people, Weighted Guide-
lines are adjudged to be an effective and satisfactory
' way to structure and determine profit in negotiated
contracts.

)
g’ (2) The only significant weakness cited is the failure
; to reward cont:actors' capital investment more sub-
J) stantialy.
Ea Interest as an Allowable Cost

[

/ (1) There was (surprising) support for the concept of
‘ allowing a cost factor for interest expense.

(2) Even those who opposed the allowance did so on the

| basis of possible procedural abuses, rather than

, opposing the concept itself.

: (3) The allowance of imputed interest yeilded no clear

‘ cut opinion, and appeared to be not understood, or

) misunderstood, by many respondents.
l\ CONCLUSIONS:
%V From the multitude of survey responses reviewed, it was most
é§ evident that the piocurement community felt strongly about many
L% things, were split in even these 5trong opinions, and were able
g. to articulate theiyr opinions. Their responses are useful, though

g clear-cut conclusions do not necessarily follow. These, however,
Ed are evident:

. PTG
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(1) The DOD procurement professionals view industry as
an adversary.

(2) These practioners consider the reduction of profiﬁs
to be a basic directive.

(3) Subject to the above, the work force believes in
"Quality products, delivered on time, at reasonable
prices".

Whether these attitudes and underlying motivations are

indicative of the most desirable state of affairs is largely

a guestion of "How refined an assessment of policy is required?"
A strong case can be made, backed credibly by the fesults of

this suxrvey, that the DOD procurement professional came by his
attitudes honestly, and by perservering attention to his trade,
with full awareness of the complex web of laws, regulations and
admistrative instructions provided for his conduct. If a change
in his priorities or basic attitudes is necessary, the para-
meters of the task are quite apparent. .Successful ;eorientation,
however slight, will require a careful refinement of policy
objectives and recognition of the considerable training and edu-

cation lead times involved.
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Exhibit I

JOINT LOGISTIC COMMANDERS COMMITTEE

Director A
Capt. Stnart F. Platt SC USN :
Naval #Material Command i
Members f
Mr. Curtis Stevenson : k-
Army Material Command 3
Mr. Pete A. Bryan %
Air Force Systems Command 3
Mr. Thomas A. Brown ;
Air Force Logistics Command %
Mrx. Joe Gallagher §
.
Naval Material Command E
E
%
B
.
| 5
) g‘
f ! %
:
é I17-23 %
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Chapter IV

)
P .

) The Defense Industry:
l Some Perspectives from
) The Financial Community
|

) By James K. Brown

7 and George S. Stothoff

Recognizing that the ability of contractors to undertake capital
investment often depends upon the availability of credit funding, and

j} sources of it, the Study Director of Profit '76 invited the Conference
( Board to particlapte in the study, under the guidance of the Logistics

. Management Institute, to look at the attitudes and perspectives of

) commercial lenders as regards defense contractors. This is the
I' Conferenc: Board's report. The Study Team wishes to express its

) appreciation to the Board for permission to reprint and incorporate
4) their report herewith.
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THE CONFERENCE BOARD is an independent, non-
profit business research organization. For more than
fifty years it has continuously served as an institution
for scientifie research in the fields of business eco-
nomics and business management. (s soie purpose is to
promote prosperity and security by assisting in the
effective operation and sound development of volun-
tary productive enterprise.

The Board has more than 4,000 Associates and serves
40,000 individuals throughout the world. tt does con-
tinuing research in the fields of economice conditions,
warketing, finance, personnel administration, interna-
tional activities, public affairs, antitrust, and various
other related areas.

Associates may consuft the Board and its research staff
for additional information on this report or any other
managenent subject.

For information concerning membership in The Con-
ference Board and its services aund fugilities, contact the
Service Extension Division.

@ 1970 THE CONFERENCE BOARD, INC.
¥45 Third Avenue, New York, N, Y, 10022

THE CONFERENCE BOARD IN CANADA
133 River Road, Ottawa, Ontario Kt L 8B9 Canada

Prices: $10.00  Associate and Educational*
$30.00 Non-Associate

*Foe special prices on group orders for classroom use,
contact the lnfonmation Service Division.
Conference Board Report No., 093 Printed in US.A.

Libnarv of Congress Catalog No.: 76-22015
tSBN No.: 0-8237-0127-1

1v-2




”“ “

Contents

B ‘ FOREWORD
j FINDINGS IN BRIEF AND DESIGN OF THE SURVEY

COMMERCIAL BANKS

Bank Financing and How Ir Is (hganized

Bankers' Perspectives on Major Primes

Subs Look Less Altractive

Suggested Solutions

Contractes Reluctance to tnvest in Moderr: Equipment

TR I 5 g O T e e TR TP o TS A R

| Impact of a Captal Shortage
} Diversification - and Preservation of the Defense Base
l' LIFI: INSURANCE COMPANIES ::
‘ INVESTMENT BANKING FIRMS
' RATING SERVICES
AN ACCOUNTING FFIRM i

‘._

e Y
i

) £
g

L)

g IV--3

3




P ) RN e

I | rtvmaran - s e

Foreword

SOMETIMES. IN looking at economic trends,
we Torgei that behind all those neat figures,
charts and graphs are live men and women
negotinting with onc another, making choices,
resehing decisions, and completing transactions.

In the business world, the actors make their - ---

choices and reach their decisions for the most
purt with an eyc to the economiv consequences
ol their acts - investment risks, effect on sales,
cost results, and profit outcomes. While the
economic bases of business decisions are well
understood, the actual process by which eco-
nomic  factors are  weighed and  decisions
renched is not. What information do business
executives regard as important? How do they go
about obtaining thut information? How do they
weigh the evidence? To what extent are they
guided by a kind of collective wisdom which
gmerges in various segments of the business
community?

The Conference Bourd has been interasted for
some time in undertaking studies of the decision
process  in businwess. Tt was, therefore. with
considerable favor that the Board received a
request from the Logistics Management Institute
of Washington, D.C., & cousulting orgunization
that is associated with the Oftice of the
Secretary of Defese, to launeh a study on the
decision making of bankers and others in the
financial world with respect to the financing of
prime contractors and subcontractors for the
Department of Defense.

The study proposed by the Logistics Manage.
ment Institute fiteed into a larger study under-
taken by the Department of Defense of aits profit
policy and changes required in this policy to
strengthen defense contractors and reduce the
cost of systems and  hardware  essential to
Naliuites Tra o Conference Board's
portion of the larger study was wmed ot
determining  the perspectives ol commercial
banlers, investment bankers, corporate tending
officers of life insurance companies, rating
service analysts, and 4. *blic accountants toward

s
wi U

V=4

detonse contractors. More specifically, how do
the bunkers und others weigh various factors in
reaching decisions about finanung these firms?
What is the relutive availability of capital in the
financial community (o them compared with
commercially — -orfented.  enterprises?  What
changes in Department of Delense policies und
regulations would, in the opinion of financial
institut’'on executives, make tinancing mota
nvailable to delense contractors?

While the Logistics Manugement Institute
supported this study financially and participated
in its initinl planning, The Conference Board was
solely responsible for the choice of respondents,
the conduct of interviews, the analysis of infor-
mation gathered, and the preparation of the
report. The opinions expressed in these pages,
however, arc those of the study participants. In
accordance with its traditional policy, The Con-
ference Board dous not advocate specific policy
posilions.

We wish to express our appreciation to the 56
study  participants  for  ihieir thoughtfl
comments and tor the time they made available
for this inquiry. We arc particularly indebted to
10 of them who reviewed carlier drafts of the
nmanuscript, Because the interviews were all
off-the-record, the participants cannot be iden-
titied here.

We also wish to thank the Logistics Manage-
ment Institute tor its financial support and
initial encouragement to undertake the study.

The survey was carricd out and the report
writien by Jumes K. Brown, Director, Manage-
ment Phanning  and S stems Rescarch, and
George S, Stothoff, Semor Research Associate.
Othier members  of the Board's Management
Researcht Division who participated at various
stages were Rochelle O'Connor, David | Fisher,
Fauich J. Dusey, and Vineent G Massaro.

DAVID G. MOORE
Acting President
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Defense Contractor Definad

By agresement with the Logistics Management
tstitute (1LMJ), & defense contractor in this survey
15 understood to mean 3 pruae coantractor or
subcontrartar that (1) manufactures hardware
and systems, or components thereof, that ars of
¢rucis! importance to the Department of Defense,
on @ nagotisted contract basis, and (2) has such a
substantial proportion of [ts facilities and expertise
dedicated to the defense merket that its fortunes
are significantly sffectsd by DoD procurement
policias and practices. By the second criterion the
General Elactric Company, for example, is not a
defense contractor, though it stood fifth in dollar
volume cf businees with CoD in 1974, becsuse

THE CONFERENCE BOARD
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oniy about 10 perce::t of its business %s with DoD.

In the context of !5 survey thers ms two
other :zslient characceristics of subcontractors.
They are firms that (1) are :ignificantly smaller
than wgor primes, snd (2) sre not themsolves
engaged in prime contracting. Excluding large
companies like Northrop that act ss primes on
some contracts, and subc on others, this re-
finement in definition has been adop*ed In order
to test the apprehension voiced by some DoD
officials that it is the smaller second- and third-tier
companies in the defense industry base that are
particularly vulnerable to financial distress, indeed
even to failure.
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Findings in Brief and Design of the Survey

R
e seepiiers o tunds to detense con-
tractors that d on and talfill negotiated con-
hacts for the production of military systems and
hardware are worried about this vital segment of
the detense industry This s the tundamental
message emerging trom interviews with 56 finan-
cul-istitution  executives conducted by The
Conference Board. In briet, tne chiel problems
atfecting these detense contractors, as seen by
caecutives in major commercial bauks, lite in-
surance companies. investment banking firms,
rating services, and a public accounting firm,
are:

1. As compared with the profits ol industries
onented  to commercial  markets,  detense-
contryctor profits are too low for the risks
detense contractors tace and tor their long-term
vithility. (The figures in Table 1 on page 3 offer
rough confirmation ot this point for the aero-
space industry vis-i-vis 425 industrial concerns
for the period 1965-1974  rough becatise the
aerospace industry, like other segments of the
detense industry, is composed of companies that
also participate, to a greater or lesser extent,
m domestic commercial markets and in foreign
markets.)

2. Uncertainty is the principal risk prrecived
by the survey participants uncertainty  per-
taining both to the fulfillment of present con-
tracts and the winning of future contracts.

3. Other negatives associated with defense
contractors by those surveyed include:

o Linuted product lines and overreliance on
single customer,

« Past behavior of some contractors  speciti-
cally. their propensity to “buy in,” and poor
management practices.

o Certyn Department o Defense  (DoD)
policies. procurement regulations and  tactics,
and admiistrative practices that have untoward
o reerc am defense contractors  for example.,
excessive  nanagement and policy changes, o
propensity  to aiter  specitications i mid-

i
contract. adoption ot an adversary  posture
toward suppliers.
o T perhaps inevituble but nonetheless deplor-
able mjection of politics into defense contracting

4. Subcontractors (subs) are thought to be in
more  parlous  circumstances  than  the major
prime contriactors (primes).

Unless these problems can be reduced. it not
climinated, the defense industry is likely to 1 +d
it increasingly difficult to secure both the
shert-term and long-term financing it requires
especially if, as some respondents believe, the
U.S. economy encounters a evere shortage of
capital in the next decade.

Remedies Suggested by Financial Executives

There are a number of corrective steps DoD
can take, cither on its own or through rec-
ommendations to Congress for legislation, that
would bolster defense contractors’ stature in the
eyes  of financial-institution executives. Two
such steps, of course. would be to make sure
that the industry is adequately rewarded and
that a better balance between risks and rewards
is struck in defense contracting. More specific
rccommendations’

1. Better procurement planning by DoD.
2. A more benign and realistic contracting
posture by DoD,

3. Replacement of annual funding of detense
programs by longer-term commitments.

4. Prompter and more equitable resolutions
of disputes over claims for excess costs incurred
in the tulfillment of contracts.

5. Inclusion of interest costs in the com-
putation of contractor costs.

I these steps are not taken, or prove to be
incffective, the consensus of those interviewed
was that the government may have to provide
cquipm.at and/or financing to defense con-
tractors in the future.

FINDINGS IN BRIEF AND DESIGN OF THE SURVEY
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Capital Shortage

On this issue the views of the study partic-
Ipants cover a broad spectrum. But there was 3
consensus that can be put in the form of a
syllogism:-

I. Whenover capital is scarce, less desirable
credit risks have a tough time in securing outside
financing.

2. Delense contractors are perceived as less
attractive risks among the corporate clients of
banks and other financial institutions.

3. Therelore, defense contractors will find it
hard to rmse money i a capital shos tage
develops  or if they can raise it, it will be at
high cost.

The Study Participants

The tabulation below shows the number and
distribution by types of institution of executives
interviewed during this investigation.

Number of
Number Executives
Institution Participating  Interviewed
Commercial banks . N 34
Life insurance
companies . ... ) 11
Investmen® hanking
firms . ..., ... 4 4
Rating services 2 S
Public accounting
firms......... 1 2
34 56

The 22 commerciz: banks are headquartered
in New York City, Philadelphia, Chicago, St.
Louis, Dallas, Fort Worth. Los Angeles, and the
San Francisco Bay area. The geographical dis-
tribution of these institutions was in consonance
with the LMI's and The Conference Board's
agreement that it would te desirable to have
represented in the study a mix of leading banks
that are headquartered in several major financial
centers, and whose defense-contractor financing

THE CONFERENCE BOARD
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15 concentrated among the biggest primes, and
banks in other areas, notably Los Angeles and
Dallas-Fort Worth, which are involved in financ-
ing subcontracto(fs as well as, in almost all cases,
primes. Interviews were arranged with officers at
the  executive  vice-presidential,  senior  vice-
presidential, or vice-presidential levels. Some of

these primary respondents asked colleagues to - -

participate in the interviews.

The life insurance companies, investment
banking firms, and rating services all are head-
quartered in the New York City area, and at
their headquarters offices the interviews took
place. The public accounting firm has offices in
a number of major cities; one interview was
conducted with a New York City-based partner
and the other with a Los Angeles-based partner.

The five insurance companies represented in

the survey are among the largest, in terms of
assets, in the United Statcs. As the discussion of

these concerns in the section on life insurance
indicates, it is the major companies that do the
bulk of the industry’s corporate financin,. The
executives whose views were solicited all were
of vice-presidential rank. Again, some had
colleagues join the interviews.

The investment banking firms included four
of the top nine as measured by 1974 dollar
volume of underwritings. Vice presidents or
partners with responsibility for corporate fi-
nancing were the core respondent group.

Soon after the field work began, it became
evident that the survey base ought to be
broadened to include two of the recognized
rating services and a public accounting firm with
a number of clients heavily engaged in defense
work. At each of the rating services the survey
participants included a vice president with re-
sponsibilities for debt financing issues, plus one
or more junior colleagues. The two partners of

the accounting firm were persons suggested by a

banker.

Substance of the Interviews

The interviews were conducted from mid-
September through December, 1975 - most of
them in the six weeks from mid-October until

e A A



Table 1: Comparative Financial Data: 425 ndustrials and the Acrospace industry, 1965-1974

A, Protit Margins on Sales'

Composite Dato*

425

Industrials Aerospace
9724 . L 154 71
1973 .. ... R 15.8 69
1972 ..., 15.0 6.6
1970 . . L . 146 5.2
1970 .. 14.5 5.1
1969 ... ... ... ... 154 6.5
1968 . ................... 15.8 6.4
1967 ... . ... ..l 15.6 6.1
1966 ... ................. 16.4 6.6
1965 ... ... ... ... 16.2 7.7

B. Net income ias a percentage of sales)
Composite Data®
425

Industrials Aerospace
1974 . .. ...l 5.3 25
1973 . e 6.0 26
1972 ... 5.3 1.8
1971 ... 5.0 1.1
1970 ... . . 5.0 1.0
1969 . ... ...l 5.7 1.5
1868 .. ... ... ...l 6.1 24
1967 .. ... .. 6.1 2.2
1966 ... ... .o 6.6 2.7
1965 ... ..........: N 6.8 31

C. P?ig:e/Eamings Ratios
Copwposiu Data?

; Aerospace P/i
425 as Percent ot
Industrials Aerospace Industrials P/E

High Low  Migh Low High Low

1974...... 16 7.2 5.5 3.9 474 54,
1873...... 15.1 1.6 8.1 48 53.8 1.
1972...... 196 165 156 13.2 79.6 801
1971...... 194 166 219 158 1129 95..
1970...... 190 140 203 113 1068 80.%
1968...... 190 160 241 130 1268 81.c
1968...... 192 154 159 13.2 828 85.%
1967...... 189 152 223 154 1180 101
1966...... 174 13.3 185 120 1082 90.¢
1965...... 179 157 164 9.1 844 58.(

lOperating income is usually the balance left from sales afte
deducting operating costs, selling, general and administratiw
expenses, local and state taxes, provison for bad debts an
pensions; but before other income and before deductin
depreciation charges, debt service charges if any, federal taxe:
and any special reserves,

2gased on Standard & Poor's Industry Group Stock Pric
Indexes.

Source: Adapted from Standard & Poor’s Industry Survey:
Aerospace, October 30, 1975, pn. A-33, A-34, and A-3!
Copyright, 1975, Standard & Poor's Corporation. The 42
industrials include the 8 firms that make up the aerospac
industry in this comparison.

the end of November. Although they were
predicated on a number of broad questions,
most of them were fairly unstructured in the
sense that 1o written questionnaire was used and
that the respondents were encouraged to discuss
what they considered to be the key issues and
problems regarding defense contractors and their
relationship with the Department of Defense.
The last interviews, though, focused on points
that earlier interviews had shown to need clarifi-
cation and amplification.

The interviews with the accounting firm
partners naturally concentrated on accounting-
oricnted topics. The interviews with the repre-
sentatives of banks, life insurance companies,

investment banking firms. and rating service
generally followed this pattern:

« The institution’s involvement in corporate f
nancing in general and defense-contractor finane
ing in particular (forms of financing, intern:

organization, participation in consortia, etc..

« The basic criteria used to appraise candi
dates for corporate financing.

« Defense contractors’ standing with respec
to these criteria (if relevant, a comparison o
current opinion with that of several years ag
was obtained).

o Specific problems associated with defens
contractors.

FINDINGS IN BRIEF AND DESIGN OF THE SURVEY
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) « Suggested solutions to these problems. Where t8 was appropnate. the fespondents
esperiences with and perveptiom of subwon.

- The mgnificance of a Capital saestage fot the

financing of defense contractors tracte 15, a8 well us major primes, were suoplit
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Commarcial Banks

BANK EXECUTIVLS have proved to be the
core respandent group for this study For one
thing. banks are the Ley insfiintiops for fi
nancing defense contrcton = the anly realistic
private oulide funding source ol them, acvord-
ing to vistually atl the executives sunveyed both
within - and autside thas fratenuty  Deto e
contractor finanging nceds are Ly pically onicited
toward working capital — tu finafiee (nventor 5
and. 10 @ lesser extent. acccunts teceivable
and  Tulfilhng these needs 18 the waerable
function ot banks, which, an line with the
vharacter of their obligations, have a relatively
shortterm lending horizon  Furthermore in
suraice Compames and investinent hanking hirms
are chiary about providing or atfangng tenger-
term debtl financing or sty boanoing tw
defonye cantractors. as will be explained later,
this rehictance hias added to the buiden of
defepse-contractor financme (hat has faiier on
banks

The second reason  that bank  excoutives
aveupy o contial place w the stuidy grosws ot ol
the fient Quate apart trom defeose ity
axpengnee some of them have brought te theis
present posts, s group of respondents s as o
whole, very knowledgeable about the indintry
talthough  weveral mainted that o good many
tankers do not undenstand detense conttacting)
B s not pist g matter ol teatiming the salient
detatls of s negobigicd contracts i evaluating »
financing  proposal by a defume contractom
Practically every hanker respondent has ginned
wdded Panglianity  wath the mtficacies ot these
voiacts o result of one client or another

vanmng wto dithicultics i falhithing thean € Fhe
beat teasting for o loan officer.” one banker
renvaikad, i a Toan e troable T Since mach
Gnanang o the fargest detense contmdton n
done wmy comsartim, turthermare, thege s von-
siderable exchange of anformation gmong the
alticers of vanous banks who work with Jients
that have orgamized these consoria e
bankers disiuss they expenence with aad ont.

o

fonk  ftor defonse coptracton. they allude 1o
specific probiems their clies e have encountered,
(o specific provisions of tie Atmed Scrvves
Procurement  Regulalions, and sometma to
speaific negotiations ivolving themselves, theny
“hents, and Dol procurement ollioals

Bank Financing and How tt Is Qrganired

Hiatorically, when in need of bank haancing,
topuality corporations hoe waiath rehed on
the unsecured hine aof crahit, wiuch provides 1og
“takedowns,” normally i the torm ol Y0day
nutes. w amounts and ab bimes to st the
bogrowing cotporation’s coitvemiciee A hunk
van cancel o e of uedit it s desites,
althaugh i practice tos racchy happens On the
ather hand | a YU0xday note under o viedit e can
be “rolled over”™ o extended and often

Less  oredhit worthy  companees, as well as
prame-iish  corporatione. with hoavy hinanang
regquiements, often foomatize thea bank cicdit
Hnes throteh revolving et agrecments These
agreemients  Of ponvaicellable contiacis e
ropically  entered into for twae i threeyoar
peacds The Chent pavs a commesnont tee tog o
sovalving croedhit, and gt v not a peane ok, it
Ay abo o pledge ity weeenables andoor e
WHLORICS Sy acounty

I skiliion o cedit Toes amd revolviag credit
agieviments, banks ol entend fmancing under
structured team toans Generally . such foans o)
extend Jor sesen o cight yeas, €21 ental ghe
bortower's drawmg down thie Wl amount ot the
oulaci, aed 3 provide Tor s s G sup
alated anicivals T many antances wevolvng
ctedit apivoments are vambinsd wath or can be
wonvetted mto e logns,

Babks A PFYe waenes o cicdide L e Gl
pany by cneopany . sitisation by atuation bosas
slthoogh citen Hus s dosg v the contest ot ga
overall design Ay one bankar explaonad e
“Each lendiing vt nas aseoes of obgeehives sl
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within this frumewotk the head of the umt s
tree to seek business from clients he determines
ofter the least risk.” Though one Joes not
encounter explicit policies setting  defense-
contractor financing as a not-to-be-exceeded
portion of a bank's total loan portfoliv. cach
bank typically sceks a varied mix of businesses
1n its clientele and sets a ceiling on the dollar
amount it will lend to a single oustomer in
taking on a corporate client, a bank, of course.
hopes to develop a lavorable long-term relation-
ship with that chient. A corollary pomnt made by
several bankers is that a bank has to be wiiling to
stand by a client during its pertods ot adversity
as well as its periods of prospenty providing.
of course, the bank retains confidence w the
ciient’s management and believes it s adequately
informed about the chient’s affurs.

The usual bank orgamzational arrangement
for corporate lending is peographic. Thus one
often finds metropolitan, national and nter-
national lending divisions in a bank. FFor an Fast
Coast hank, for example. the national diviston
(or its western sub-unit) would be rospunvibie
for California-based aerospace firms. Some o
the largest banks, however, have developed
special lending units for comples industries with
heavy financing demands — ¢.g.. acrospace and
arlines  utilities, retail  estabhishnrents,  and
cuergy companies. At least one such bauk has
orgainzed iy entire corporate lending program
on an industry basis.

It is true chat there 1 pronounced concen-
tration of major prime contractor fimmang
among the biggest banks. One cespondent es-
timates  that 15 banks in New York Cuy.
Chicago and California do 90 prercent ol such
financing. The reasons for this concentration:

1. Until after World War 11 only the largest
banks were significantly engaged i corporate
financing,

2. As a resalt, the big banks have long:
© o ding relationships  with major companics,
Aactusing defense contractors. (Other  banks,
th g, Cave been developing such relationships.)

As already suggested, consortium financing by
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banks ts the rule. not the exception, for the
biggest defense contractors, as well as for very
targe companies an other industries. This is a
product of evolution aver time. Like other
magor corposate borrowers, defense contractors
have wanted to deal with several banks for
safely’s sake and to promote competition bene-
ficial to them among their banks. As the
fimancaing  requirements of defense contractors
grew over twe years, arrangements for financing
bevame more formal. Typically a defunse con-
tractor would designate an agent or lead bank
whose funcbion would be to work out a fi-
nanaeg psckage with the defense contractor,
form 4 consortum of banks to participate in the
package. and help market the package. Parli-
apants would include 3 number of major
money-market bastks and regional banks serving
arcas where the contractor has production facif-
vhies. But consorttia are formed today, as always,
at the mtistive ol the borrower. For the
contractor. designating an agent bank is likely to
be effcient Only one set of bank lawyers is
myrived i dreafong the loan apreement; the
veatractor does not have to spend as much time
hning up partcipating banks as it would if it did
sa slone. the agent bank cap .ot os spokesman
for the contractor with other banks and ftor the
other bunks with the contractor; and the von-
tractor  can sunplity the otherwise complex
arrangements in drawing down its loan.

The consortium arrangement is also advan-
tageous to the participating banks. Individual
loans  eatended 1o major defense contractors
taday are so large that if they do not always
exsceed the legal restrictions on the amount a
leadmg bank can lend to asingle customer — 10
pereent  of the bank's invested capital -
prudence on the part of bank management
would dictate sharing the nisk of these big loans.
Several study participants made the point that
the mtormal ceiling of their respective banks for
a single loan is weli beneath the banks’ legal
lending limits.

Subcontractor Financing

Among the 22 banks intervicewed, one finds
no clearly predominant pattern in the partici-

i
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pation of, or organizational arrangements for,
subcontractor financing. Here are the principal
practices encountered.

- With one exception, the large New Yeork
and Chicago banks participating in the survey do
little or no financing of subs (as defined in this
report), for one or another of these reasons:
There are very few subs nearby; financing subs is
not thought to be appropriate business for banks
of this stature; subs are considered too risky.

- In southern California. where there is a
heavy concentration of subs, two of the largest
banks have traditionally dominated subcon-
tractor financing. Other major banks have much
more modest stakes in this market; it has been
only in the last few years that they cither have
expanded from thewr northern California head-
quarters area ot have aggressively pursued cor-
porate clienis. Lending to subs may be done by
a specialized industry unit that also finances
primes; of by branch ofiices that ook to a
specialized industry unit tor guidince; or by a
Los Angeles regional office that handles various
kinds of corporate business.

—For the surveyed banks in the San
Francisco Bay Area, the Dallas-Fort Worth arca,
and St. Louvis, a corporate financing unit protean
in its interests relates to subs. (Some of these
banks have a *‘picce of the action™ with large
primes; others do not.)

Criteria for Granting Loans

One gains the impression that the Dbasic
criteria  for granting loans are cssentially the
same for all customers. A company is credit
worthy or it is not, and this has nothing to do
with the industry it is involved in,” vne banker
observed. The bank's primary concerp is with
repayment, with the safety of its principal.
Should this be in doubt, no interest rale,
however high, will be sufficient. Two con-
sequences follow:

. Banks are cash-flow .aa asset lenders.
Whetner a customer’s profits are high or low is
of lesser moment to the bank so fong as the

V=12

profit will be sufficient, along with other sources
of cash, to guarantee repayment of the floan.
This sufficiency, however, should inchide a
margin to serve as protection in the not un-
common event that the contractor encounters
unforeseen costs over the life of the contract,
(By contrast, handsome profit margins are of
crucial importance to investment bankers in
their assessment of corporations seeking equity
funds.)

2. Uncertainty is abhorrent to bankers. One
of the things that worries them about defense-
contractor financiny is that a contract that looks
absolutely sound today can be in shambles two
years henhce,

The present availability of funds to his in-
stitution, however, is always on a banker’s mind,
As onc study participant put it: “If we're
under-loaned, we’ll take risks we might not
regard as appropriate in a lender’s market.” And,
of course, the opposite is true in a period when
loan demand is heavy and/or funds for lending
are in short supply.

There are @ number of conventional analyses a
banker makes of a proposed financing: the
client’s balance sheet, its prior performance, its
capital structure, the stability of its markets and
customers, the acceptance of its products, and
the competence of its management, Also, close
attention is paid to cash forecasts indicating
sources and appiications (including scheduled
liquidation of fixed charges) of funds over the
life of the loan.

Sheer linancial strength of a client is bound to
weigh in its favor. So, too, is diversification for
companies that are involved signiticantly in
defense contracting. In appraising a corporate
loan candidate, the banker looks at the entire
company, and not just at a particular contract
or, in the case of a diversified company, not just
at the particular division(s) engaged in delense
work.

In judging the credit worthiness of defense
contractors, the questions asked by two bankers
seem to be typical of those asked by other
members of this fraternity, in addition to the
more general considerations listed above.

COMMERCIAL BANKS
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The first banker's questions:

1. What DoD contracts are involved? Which
of these is firm, and what are the possibilities for
follow-up work in later years?

2. What arc the types of contracts: fixed
price, cost with incentives. cost-plus? (This
banker, in comntcn with others, views the last
two as far less risky than the first,)

3. What is the current stage of cach contract?

4. For each contract. what experience has the
company had w producing this product or
system, where does it stand o the “‘learning
curve'?

The second banker’s questions:

1. Has the contractor insisted on an adequate
profit?

2. What is the risk of clar oo ordeis?

3. What protection is there in the contract

against inflation over the life i the contract?

In deciding whether or not o finance asub, a
bank is, of course, guided by its appraisal of the
sub’s credit worthiness. In addition, other more
specific tests were menticned by the bant -
interviewed:

« The number and quality of the priv «..
which tie sub has business; the . we
products mide oy scrvices performed vy the suw
{as a rule, the more the merrier).

« The details about cancellation clauses in the
sub’s contract(s) with its prime(s).

« The steadiness of orders, the continuity of
work.

« The propensity and effectiveness of the
ub’s management in insisting on cost-plus as
against fixed price contracts with the prime,

» The relationship between the nature of the
work the sub is doing and its management’s
experience and competence in that field of
work,

For rcasons that wili be set forth later, most
banks look upon subs as less desirable credit
risks than primes. But a number of subs
cvidently  benefit  from two factors not
applicable to large primes. First, some of them
are small enough (annual sales of less than $15
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million) to get 90 percent guarantecs of bank
loans up to £350,000 from the Small Business
Administration; this makes them more attractive
to banks as clients than they would be other-
wise. Second, some small banks — none of them
participants in this study - are said to have
extended financing to subs on the basis of
lending officars’ personal acquaintance with the
subs’ managements or the willingness of the
owner-managers to sign personal notes for the
loans thev negotiate.

Bankers’ Perspectives on Major Primes

It is not without hazard to present a summary
at once concise and accurate of the surveyed
bankers® experie:ce  with, and outiook for,
financing major prime contractors. But most of
them would lend their support to the following
v articulated in interviews with members of

. tellowship

» Just as a banker cannct classi- + visks by

lustry in making loan decisions, so . finds it
u eult to gencralize about detense contractors

. wholc or about defense contracting. Some
tirms have consistently done well — several very
well — in defense contracts; others, of course,
have not. Similarly, in each of a fcw very large
firms that have met with critical problems on
specific  contracts, onc or more  individual
operating units have a fine record in terms of
both performance and spparent profitability on
the contracts they have executed.

o There is sharp variation in the records of the
individual armed services and, within  them,
individual procurement groups and even in-
dividual procurement officers in negotiating
contracts and resolving problems t' ° occur in
their fultiliment. Baankers are virtually unan-
imous in condemning the Navy for mis-
handline  sims that have arisep in a number of
shipt - g comntracts. With a few cgregious
exee, o, the Air Foree, by contrast, gets
pretty high marks for its understanding of, and
readiness to help solve sroblems that develop in
contract tulfillment. .2n a more specific level,
one banker was fulsome in his praise of the
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Navy's Special Projects Office and the Air
Foree’s Space and Missiles Systems  Office,
Both age icics, he maintained, have given con-
tractors strong performance incentives and also
have recognized and dealt fairly with contractor
risk.

o In some respects, major primes have a better
aura than they did several years ago. The
concept of Total Package Procurement (TPP)
has been abundoned in favor of the more
realistic concept of phased contracting. One
finds in recent contracts price escalation clauses
aimed at offsetting the effect of inflation ou
contractor couts. There appears to be less
“buying in™ by contractors than there nsed to
be.! The decision to launch the Profit 76 study,
and the possibility of beneficial changes in DoD
profit policy uand contracting procedures
amanating from this study. are seen by some
bankers as favorable developments. The growing
trend of major [firmy’ acting as primary con-
tractors on some contracts and as subcontractors
on others is a healthy one because this should
increase  the continuity o!f their business. And
the consummation, in the last year or so, of
several  very large contracts tor the sale of
military hardware to foreign governments should
enhance the prolitability of the manufacturers
involved.

« The important acrospace segment of the
defense  industry is in worrisome  condition
today not because of defense business but
because of the current plight of, and bleak
outlook for, its major commercial market: the
U.S. airdine industry.

« On the whole, banks' experience with major
prime contractors has been tolerable so far. But
virtually all of them have mn into significant
difficultics with at lcast one contract apicee,

"

Yehuying in™ s the practice, pursued by some
contractors apgressively  secking  business to  utilize
facilities and staff that would be otherwise idle, of
submitting unrealistically low bids on contracts in the
hope that, if they win the bids, they can later secure
upward price adjustments.

which is disturbing to their bankers. Further-
more, the Lockheed and Grunmman problems
have cast a pall over the industry, For these and
other, more specific reasons to be set forth
belenw, the bankers participating in this study
are, as a whole, in a pessimistic fraine of maund
about the major primes. Some reported that
their banks have recentdy turned down financial
proposals from primes (and subs as well). Others
wish they had less defense-orvicnted business
than thev have. And a good muonber expressed
the belief that unless the prospects of the
defense industry improve, hank participation in
its Jinaeing will be selectively  reduced -
particularly if, as some expect, there will be a
growing number of attractive qlternative busi-
ness opportunitios for hanks in years to come,

Inadequate Profits

There scems to be fairly common agreement
that profits of detense contractors have not besn
adequate over the years, nor do they show signs
of improvement in the future, During the course
of the interviews several respondents  cither
referred to. or actually displayed, published
analyses, like the one reproduced carlier (see
Table 1), showing that return on investment and
profit margins of the acvospace industry have
consistently and substantiatly Jagged behind the
corresponding figures for U.S. manutacturers as
a whole. Although, as noted. banks are essen-
tially cash-low and asset lenders, as also noted,
they do look to chient profits as @ cushion of
protection against unexpected cost increases,
which have occurred more than occasionally in
the fullitment of major delense contracts, In
other words, as a pood many of the surveyed
bankers see i, profits have not been com-
mensurate  with  the risks to which defense
contractors  are  exposed: other things bemg
cqual, a bank prfers a relatively high-profit,
low-risk chent to a low-profit, high-risk client.
Finally, the relatively poor profit performance
of defense contractors has made it difficult, if
not impossible, for them to raise equity funds
and long-term debt financing. when needed and
appropriate, causing banks to become essentially
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tho sole source of outside financing for these
firms.?

Scveral causes of the industry’s inadequate
profits were cited.
~ “Inflation is not adequately provided for in
escaiation clauses, as cvident in the Grummun
axperience with the F-i14. (Inflation has also,
several bankers pointed out, sharply increased
the financing requirements of defense con-
tractors.)

Progress payments, some bankers think, are
not adequate in the sense that the allowed
percentape of payment aguinst costs incurred is
not high cnough — especially in view of signifi-
coatly higher interest rates contriactors have had
to pay in the last two or three years, a cost lor
which they are not reimbused. Additionally,
several bankers maintained that progress pay-
ments should be extended to cover disputed
costs which. as matters stand. tic up the con-
tractor’s working capital for too long a time. For
disputes resolved i favor of Doy, a simple
procedure for restitution could and should be
developed, according to these respondents.

One of them went so far as to assert that
because  of disputed costs and change orders,
progress payments covering all working capital
needs should be financed entirely by the Depart-
ment of Delense: these needs should be met
neither by the contractor nor by the banks.
Most bankers, however, think that it is proper
for contractors themseives to fund some of their
working-capital needs. This gives DoD necded
control over contractor efficiency. I, for
example, progress payments were set at 100
pereent, the contractor would have little in-
centive to hold its inventories to minimum
levels. More generally, the contractor should be

A recurrent point made by bankers and others
interviewed was that RO can be a misicading indication
of Ninancial health A company that has old assets that
have been largely depreciated for tax purposes and « not
replacing these assets typically has a low equity base In
this situation the teturn on the company’s equity can
well look favarable. But if a company of thus charscter s
nol a healthy one by other tests, it most probably
cannot raise more equity funds.

THE CONFERENCE BOARD

exposed to i hoemal business risk in a negotiated
contract, just as it is in a commercial contract,

Delay in settling differences, arising out of
cost overruns or change orders or both, has had
deleterious financial consequences for a number
of contractors. A frequently voiced complaint s
thut the settlement of these contractor-DoD
differences is anything but businesslike. The
DoD tends to take an unduly hard, i not
unreasonable, line, And in the case ol cost
overruns, these become a matter of acrimonious
public dispute as the news media report them,
and Congressmen and Senators disposed to look
critically at the so-called  military-industrial
complex, or simply disposed to be opportunistic
in gaining publicity, issue accusatory, provoc-
ative statements that make reasonable  settie-
ment even more difficult. Several bank officials
contrasted this environment of resolving buyer-
seller diflerences with that commonly lound in
the commercial sector. 1f o supplicr of a
commercial concern runs into difficulty in ful-
filling a contract, representatives of the sciier
and buyer work things out in private and in a
constructive atmosphere, so that the ensuing
change is fair to both sides and protects the
long-term viability of the supplier - which, of
course, is very much in the buyer's interest.

Demands for unneeded capability by the DeD
also increase contractor costs - particulaily
when the demands are insisted upon after the
ariginal contract has been formally concluded
and production has commenced. The DoD
should take a cost-benefit approach to these
demands, bankers betieve, In cach case it should
ask itself: Is  the incremental performance
capability ov extra capacity of the product in
question worth the added cost?

The cexclusion of interest trom the con-
tractor’s cost base has hurt contractor profits,
particularly in the last few years. [t is widely
conceded that some implicit recognition of the
contractor’s interest cost is given in working out
permitted margins under the weighted guidelines
tormula. But with the sharply rising interest
rates of recent years, it is more than ever
imperative that interest costs be explicitly taken




into account in the cost base. As one respondent
observed, it makes all the difference as to
whether a contract will produce a profit or a loss
for a manufacturer if the interest rate is §
percent or 15 percent. The exclusion of interest
further inflatcs a contractor’s costs if therc is a
prolonged dispute over claims for additional
funding; while the dispute goes on. the interest
meter is running without interruption. And ina
period of inflation, there is cven more justifi-
cation for allowing interest in the cost base,

Several bankers, however, made the point that
the allowance of interest js not an open-and-shut
case. Would its allowance, one of them mused,
encourage a contiactor in a strong cash position
to borrow money it did not neced in order to
claim interest on the loan as an expense?
Furthermore, the allowance of interest might
compromise the Defense Department'’s proger
concern for sound tinancial controls by its
suppliers. A contractor could, for instance. be
fairly reckless in building up its inventories,
seccure that it would be compensated tor the
interest cost of any attendant borrowing. Bui.
according to a respondent who raised these
points. interest should be allowed because of
delays in making tinal payments and in settling
chims by the DoD, and because of the sharp
escalation of interest rates of the last few years.
These delays and this escalation have badly hurt
a number of contractors. He acknowledges that
it would be tough to develop an equitable
formula for the allowance of interest, but claims
this can be done and ought in justice to be
done.?

The prospect of inadequate depreciation
charges is a future threat to defense-industry
profitability which worries a number of bankers.

30n December 5, 1975, the Cost Accounting
Standards Board issued a draft standard on the cost of
money as an clement of the cost of capital. This draft
standard treats cost of money as an “allocable contract
cost.” The draft was distributed for consideration by
“those who have expressed a desire to assist the Board's
staff in us rescarch,” and comments were requested by
February 2, 1976. The draft has not been approved by
the Cost Accounting Standards Board.

IV-3¢6

They were referring, of course, to the Cost
Accounting Standards Board’s ruling, to be
implemented after a onesyear grace period now
in cffect. that will permit companies to de-
preciate  equipment used in fulfilling defense
contracts only at a rate corresponding to the
equipment’s natural life (as against the accel-
crated rates the Internal Revenue Service per-
mits). The effect of this ruling wili be to reduce
a contractor's cost base on which its profit
ma gin is computed.

Uncertainty

As already indicated, bankers dislike un-
cerfainty in the prospects of their clients, As
bankers see it, there is uncertainty aplenty in
defense contracting. This is variously illustrated
by such statements as:

- With annual tunding by Congress, it is
doubtfu} that any contract will be completed as
originally planncd.

- The probability of cancellation is great
enoueh to warrant concern,

- There is a lack of continuity in contracting.

— Far too many blockbuster events take place
in the execution of defense contracts.

— The prospect of delays, change orders, and
the like comwe uncertainty i not actual financial
loss.

Formerly the government could be counted
on to bail out a contractor if its contract was
cancelled. This is no tonger so,

- With the increasing complexity of military
hardware has come much longer development
and production periods than used to prevail.

In one important respect, however, there has
been a diminution of wuncertainty in defense
contracting. This is the abandonment of the TPP
concept and its replacement by the “fly before
buy" approach. According to several bankers,
the net eftfect has been to limit contractor risk
by breaking procurement into more manageable
and morc certain bits.

Other Industry Problems

There are factors other than low profitability
and uncertainty that cause bankers to look
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askance at the defense industry. These include:

« Concern about DeD senior officials and
procurement personnel, This concern was ex-
pressed in a number of ways. The high turnover
of senior DoD personnet has contributed to a
lack of continuity, since top civilians in DoD
tend to be men of strong views about military
procurement, but these views are far from
identical amony the successive incumbents in
these positions. A related  problem is the
apparent  and  unnecessary  dispersion  of
authority. The DoD representatives. who people
on the contractor side think can reach a de-
cision. too often turn out not (o be able to make
the decision, One banker spoke of an egregious
failure on the part of DoD personnel to
coordinate various programs involved in a large
and very complicated coniract his bank helped
to finance. Another respondent maintained that
Dob techinical people have heen gty aioee
than once of poorly drafting the initial specifi-
cations of a military system. Finally, the DoD
representatives have  been scored  for  their
naivete regarding the financial health of defense
contractors. A banker cited, by way of illus-
tration. a remark one procurement officer made
before a proup of bankers that it a muyor
contractar should lose $300 million on contracts
it was fulfilling, that was but a modest sum
amounting in total to only 10 percent of the
value of the contracts. Such a loss, this banker
nsisted, would have damaged the company
grievously if not tatally.

» Market  weakness,  distorted  financial
structure. In general, bankers prefer not to have
a client overwhelmingly dependent upon a single
customer. Even though there is no question
about Uncle Sam’s being able to pay his bills, his
representatives in o sense have defense con-
tractors  at  their mercy. As for financial
structure, the point here is that many con-
tractors (like many (irms in other industrics)
appear to bankers to have excessively high
debt/cquity ratios.

» Contractor management shortcomings. It is
widely accepted in the banking community that
difficultics a number of defense contractors have

become enmeshed in have been in some measure
of their own making, Cited In this respect are
the proclivity of some managements to buy into
defense contracts; tack of care in or controls
over the expoenditure of money; and, in certain
engincor-dominated (as opposed to business.
man-dominatad) firms, a preoccupation with, as
one banker phrased it, “maoking things mther
than money.” ‘Two adverse consequences of
these shortcomings were cited. First, the fi-
nancial community recognizes them, which,
among other things, makes it difficult for these
firms to get public debt ur equity tinancing.
Second, too often excessive costs are incurred in
military contra <, These excessive costs. in turn,
can cause a reduction in the originally con-
templated volume of product or system, ta keep
total costs in line. Such reductions, one banker
asserted, have been one of the causes of excess
capacity in the aerospace industry.!

Incidentally, it is such management character-
istics as these that cause some bankers (o believe
that diversification  into  highly competitive
commercial markets is not a promising step for
delense contractors to take.

» The special problem of the acrospuce in-
dustry. 1t is the view of several bankers that the
acrospace industry  nheeds both military and
commercial business for survival and stability
neither one atone is sufficient for the viability of
these firms and, further, given the fluctuating
demands in both markets, it is desirable, even
necessary, for the firms to participate actively in
one market while the other is in a period of lax
demand. But the outlook is that. with the
abandonment of U.S, government sponsorship
of an SST, and with commercial airlines in a
very shaky state because of rising costs and
diminished demand for travel, it is not likely
that the acrospace firms will be called wpon to

4A  notable exception  to  these  managerial
shortcomings is found in the management of a major
aircraft producer, accordimg to one banker This firmy has
pluced preat emphasis on production planning and on
controlling production costs, playing down technological
novation i fulfithng its  contracts. The financial
commumty is said to look favorably on ths firm,
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LW & new gencrntion of commercial wireraft
until the mid-1980% - indeed, it is doubtful
whothor the latest generation, the wide-bodied
jets, will be delivered in anywhora noar the
nuinbers anticipated only a few yoars ago. And
it is-also-doubtful-whethier thore will-be enough
defense work in the next decade completely to
fil this wide gap in the commurcial market, So
the prospoects for the importunt aerospace sog:
ment of the defense industry base strike bankers
us gloomy.

+ The politics of dofonse contracting. Con-
gress must, of course, excrcise controls aver
defense contracts, as it must over other nctivities
of the Executive Branch, a number of re-
spondonts stated. But individual Congressmen
and Scnators have pone too far on oceasion.
Efforts to gain political capital by castipating the
defense industry and DoD (or cost overruns have
alrendy besn noted. But people on the Hill have
been guilty of other sins, in the eyes of bankers.
One of these is the pressure brought on the DeD
to soo that defense contrucis aic won by fimms
doing business in the districts or states of
influcutial Congressmen and Senators. In several
instances this has led to contructs Leing awarded
to the far from most cfficient supplier.

On a more general level, defense contracting
has evolved into a badly flawed systenm in which
all three major partics — the contractors, DoD,
and Congress — are ot fault, Here is how one
bank exceutive explained it: Do is reluctant
to tell Congress at the outset what a weapon
system will cost, fearing that Congress may veto
the whole project at the beginning on the
grounds of excessive expenditure. In o seuse,
then, DeD is guilty of duplicity so far as realistic
pricing is concerned. Everyone plays the game.
Contracts are let at artificially low prices, with
the contractor, DoD, and members of Congress
understanding that through change orders and
other similar devices costs will be inflated to a
realistic level over the life of the contract. Itisa
deplorable system, but everyone scems locked
into it. One must not ignore the distaste many in
Congress feel for the detense industry, perhaps
reflecting the views of important constituencies,
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ot at least Congressmen’s or Scnators® pep
ception of these views., Thus il a major cun-
tractor runs into unexpected costs because of
inflation, there is a body of Congressional and
public opinion (hat says in effect: *Too bad for
the company, let it hung.' This doos not warm
the cockles of the hearts of those who lond to
that firm."

Bank-Cantarad Problems

Yet another negative for defense controctors
ardses from problems affecting the banks them-
selves. One, discerned by a few respondents, has
to do with the attitudes of their top munnge-
ments. These senior ofticers do not understand
the intricacies of fulfilting o technically complex
defense contract, nor are they familiar with the
details and implications ot the Armed Services
Procurement Regulations. But they do read
nows accounts of DoD-cisntructor disputes and
DoD-congressional disputes. Some of them have
asked thelr acrospace and other defensesindustry
jending officers: Why should we be entangled in
this political thicket? Who needs this kind of
businwess?

A seeond  bank-centered  problem  is  the
number of loans that have been adversely
classified by natlonal bank examiners - loans
the repayment of which is so uncertuin that the
banks have had to adjust their capital positions
by establishing reserves on their bulunce sheets.
A consequence of these classified louns, one
banker remarked, ans been that several of the
nation’s largest banks have had proposed acqui-
sitions turned down by the Federal Reserve
Board because it did not consider their capital
positions strong enough. So the banks aftected
are anxious to solve their classified loan problem
(the banker just cited said he would be a “hero™
it he contributed to this end), and furthermore,
no bank wants to take on a client it there is a
reasonable chance the loan might become
classificd.

A third problem for bankers, closely related
to the second, has received much comment in
the business and financial press. Banks have had
to write off, in whole or in part, a number of
nondefense industry loans - to Penn Central, to
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W. T, Grang, und to a forge number of REITs,
Furthormore, they muy yot suffer losses from
their loldings of New York City dobt obli-
gations and thelr loans to underdeveloped
cowittries. This, of course, has beon very un
sottling and Is causing- banks to adopt « more
cautious outlook toward borrowers in rencral,

Subs Look Loss Attractive

If banks lave o loss thun sunguine view of
major defense contracton, their assossment of
subs Is @aven more possimistic, To put it another
way, they share the epprehension ¢~ those Dol
offlcials who beligve that it is the smaller firms
at the sceond and third tier of the defonse
industry base whose stability and survival are
tenuous. Indeed, @ number of bankers refer o
subs they have financed that have toiled. leaving
thoir banks with uncollected loans, Thus fur
nonie of the major primes has sucsuimbed to this
fate.

Hore §5 a bris? catnlog of the special problems
of subs as bankers see them:

« Many subs tind it impossible to get needed
nonbank fnancing. The equity market is closed
to them and the situation with respect to public
debt financing is hardly better. (One banker who
formerly  was  associated  with an investimoent
Lanking firm remarked that during the last year
only wbout haif a dozen BAA debt offerings
have comie to market, none of thom issued by a
subcontractor.) And subs, as defined here, tend
to be too small for insurance companics (o
consider for privately placed longsterm ltoans.

» Many subs are tied to a single prime
contractor, und produce but n single product or
component — a pait of characteristics the
bankers consider risky for any finm, no mateery
what its market.

» The continuity of a sub’s work often is in
doubt; it is likely to face alternate cycles of
“feast or famine.” A large prime may be
involved in scveral defense contracts simulta-
ncousty, whereas a sub may have to commit
itself to only onc contract at a time and so is
severely affected by stretchouts and delays, not
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to mention cancetiations. “*Losses on one order
can be disustrous,” one respondont remarked.
Morvover, subs run the risk that in slack perlods
their primc will pull back work from thom. (As
one banker describud it, what happens is that as
the volume of product a prime orders from n su™
goos down, the sub rnisos iis price to cover
overhend. Eventually the prime concludes that it
can make the product in question in-housy at a
fower cost than the prico tho sub charges for it.)

« Subs typically are thin in management
talent. Some are run by ownorinventors -
porsons whao are strong in scientific or technical
skills, but weak in business acumen. Others,
rocontly started by persons with nelther
technicat nor business backgrounds undor the
auspices of federal programs to stimulate
minority-group unterprise, have won businoss
from primes by dint of povernment prossure; but
they have proved unable to make products of
acceptable quality. to control costs, or to meet
delivery schadulos,

It is the improssion of a number -t bankers
that beyond their own client subs that have
failed, there has been cousidersble attrition of
subcontractors. ‘Thus in their estimation Dob)'s
convern that this portion of the delense buse is
eroding is well-founded.

One must take note of u fow silver linings in
the clouds overhanging subs. Consider, for ex-
ample, the commonts of a scnior officer at a
bank on the San Francisco Peninsula. Most of
the subs this bank has as clients are engaged in
the nuanufacture of cleetronic products and
components, and therc is typically n marked
degree of similarity in the technologies of those
made for military uses and those made for
commercial uses. By and large these finms have
adequate cquity Lases that have been furnished
Ly one or another of the venture-capital firms
that Hourish in this area. The venture-capital
firms morcover provide the manufacturers with
financial expertise, since at least one pariner of
the firm typically sits on the board of cach
manufacturer in which the tfirm has a stake.

This bank, which has been actively engaged in
business {ending for only a couple of years, secks

[T —

[T——.

\

i s

-

B e al,



redatlonstdps with subs “that have considerable
growth potentint.” Most of its louns (o subs are
sceurcd Ly the subs’ accounts receivable. Othen
have 90 percent SBA puarantees. Every two o
three months the bunk's nternal auditors ex-
amine each sub's books. Thus the bank (s
well-posted on the affalrs of its subcontractor
cliontole. -

The bank has friendly velationships with

sevetal finance  companies, When a sub one
counters a casheflow problem, tho bank tries to
arrange factoring from ong of these concerns
while retaining the doposit balunces, After the
problom has been straightenad out, thw bank ¢an
resume reguler fimancing, This respondent made
the point that a small bank tke his always has to
bo careful not to lose neodlessly a clivnt through
bLoing uxcuessively tough when the client fuces
rough sledding. For bank competition for
commercial clients Is very koun in that arca (us it
is, so the comments of other respondents indi-
cutued, vlsawhore in Californin).

Another banket deseribed a sub that formerly
oblained fourdifths of its business by acting as o
subicontractor to inrge aerospace lirms. Despite
great technical expertise and  uperd manage-
ment, this firm got “burned badly™ on a major
contract. Theroupon it emibarked on n program
of diversitication so that now ucrospace businesy
accounts for only one-litth of s volunie.
Furthermore, manapement  has  decided, and
because of the quality of compuny products can
matke its decision stick, thut the company will be
an acrospace subcontractor only if it is com-
pensuted on a cost=plus basis: and that it changes
are equired in o contract, u financial agreemoent
covering these changes will be negotiated betore
it does any work related to them. I this
banker's opinion, this firm is an admirable
cexample of how subeantraetons should comport
themselves. In subvontracung it is limiting itsel
to u proper risk — its performance - and is not
exposed to {inancial reverses not of its own
making,

More generally, the shakcout of subs men-
tioned carlier moy produce stronges companies
among the survivors. One respondent gave an
illustration of this point: A component for

alreraft was formerly made by hree (nms in
ficrce competition with one another, One of
these firms has withdrawn from the business and
1 second s no longer a significant fuctor, having
oncountered severe management and financlul
problems. Tho survivor pretty well has the flotd
to ltsulf, which has given it significant lovornge
with ity airfrome manufacturer customers as well
as onhanced financlal stature,

Sugpested Solutions

The bankers purticipating in this investigntion
offered u preat many suggestions as to what
could bo dong to make defense contractors more
attrgetive  in the  oyes of  the  financial
community. Some of these solutions were ad-
mittedly moro o matier of wishiul thinking than
recommendations for action. For example:

Congressmmen and  Scnators should stop be-
rating Dol and defense contractors for publicity
purposes; other members of those bodies should
dusist from exerting prossure on DoD to award
contraets 1o firms in their respective districts or
states; the turnover of Doi) miitiary personnci in
the various procurcment ugencies should be
reduced, so that such personnel could gin
deeper and more sympathetic undewstanding of
contractor problems; the “pame™ that con-
tractors, Dol officialy, and Congress play, as
described on page 13, sheuld be terminated
once and for all.  While each of these changes
would appear o be desirable, none secms
likely to transpire and, except for personnet
turnover, none seems to full within the ability
ol DoD to clfect,

In the reslm ot the possible, however, there
are & number of things Pob can do, vithey onats
own through existing authority, or, where legis-
lation is required. through the submission of
appropriate  fecommendations  ta Conpress,
Some ol these changes have been implied in the
carlier discussion of the problems bankens per-
ceive with detense cont.actors and in defense
contracting. But it is well to draw topether these
changes and others that have not been touched
upon for explicit consideration. It must be
pointed out that there x some overlapping
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among these recommendations, and some are
not entirely  consistent  with  others, These
caveats wade, here is the list,

s+ In vory genoral terms, Dob) should enlarge
fis viston of defense contructing beyond its
preocey nation with particular contracts and the
performangs of individual contractors in ful
filling thom. It should do whut it @in to Temove
what o number of DLaskers poreelve as the
unnecossarily  adversary rolationship vetween it
and its suppliors. In assessing the capabllitios of
individual supplers, it should laok at each one,
one respondent sald, “the way o banker does™
by tracing the intcraction and dependencies of
the firm's different anits and  maurkets, by
examining the firm's overall inancinl strongths
and wonknesses. More  tundamentully, DoD
should dectde what sort ol defense industry buse
is desirable and what steps it or Congress should
take to achieve und sustain this base - ve.g.,
muke an explicit policy dueeision whether or to
what oxtent foreign sales should be relled upen
lo assure the fnoncial vitality of contractors,

= Dab should see that compensation to de-
lfense contynctors is adequate, that they earn a
decent rale ot feturn. (A couple of respondents
stressed the simdurity of the prosently bleak
nuttook lfor contractors with the curcent pHght
of the domestiv airlines.) A better rate ol feturn
is essentinl i contractors ure o invest in the
kind of modern cquipment DeD would like to
see them invest in, and (o gain the long-term
funds  necessary tor this purpose. Moreover
better profits might attract more finms into the
Jefense base, which might be desirable from
Dob's viewpaoint.

+ DoD should seek a better balunce between
fisks and rewards: the balance is presently out of
kilter, too inclingd towurd risk and away from
reward. More incentives should be provided tor
contractors that perform beiter ihan cxpected.
Perchaps there are some visks now borne entlrely
by the contractor that the Dol) should assame
or share. Of course, where contractor visk s
small. its opportunity for reward should be
correspondingly modest.

+ FFor certain negotinted contracts it may well

THE CONFERENCE DOARD

be desirable to =hift from a cosi busis {o a
return-on-invesfment bosis. But to the exient
that the cost basis is continued, (nterest shouiy
Lo alfowod as a component of the vontractors
cost base, even though ft would be difficult to
devise o formuln thut would result o proper
allocation ol intarest to u specific contract.

» Annual funding of defunse eontracts shiould
be replaced by longerterm ¢ommitimaiis so s
o reduce uncertainty for the contiactor and Its
iTnoncing agencios,

+ The top officlals of Dob should insist on
more commonatity i woapon systems (e.p.,
fighter planes) of the individual ermed seevlees,
The ensuing  refionalization of  production
should benefit both Do) and  the dofense
industry.

+ Dol procurctment agencles should avoid
pressing for “best and final offers™ and should
desist From the practice of “technival levoling™;
and contractor efforis to win contimcts by
“buying in" should be rocognized and steud-
fustly roesisted. Buying in is nefther in the
long-run unterests of thy contractors nor ol DoD,
{For definitions of “best and tinal offers® and
“tecimicat leveling.” see the box on page 17

« DO should nat press for systems, com-
ponents and so foirth that have groater capee
bilites than are venhistically needed, especially
when these systems and components call for the
development of  technotogy wall beyond the
state of the art und the type of contract does
not take this into account. Too often the
cantractor or the Dob, or both. have paid too
hoenvy o price For supercipability.

« DoD should foree the services to curtnd
their excessive propensity to change their mnds
about specifivations  in mid-contract;  such
changes incvitably cost the contractons money
even if they eventually gam some restitution for
them.

+ Dol should delegate much more authomnty
ta loval contracting officens in order to provide
tor ety resolutian of problems that inevitably
arise over the course of long, complex contracts,

+ Disputes about cost chiims should be settled
promptly and  fairty. The Navy, it beans
repeating, » thought to be expecially deficient in
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this tgard, A procedure For binding atbitraton
showld be established to denl with contractor
claims. Such arbitration should  be  guickly
accamplished. us contrasted with the long delays
thut now attend the settlement of these i
prites.

» More dialopue is needed between the Dob
and the banking community. Two epectite
suggestions  were  vaiced, Dab) representatives
ghould attend state and pational bankmg con-
vontions; explain their protlems with, ang views
about. negatiated contraeis: and feam how these
contiatts and the companies that Fulfill them
appear from the bankers perspective Ot per
hupe Dol could sponsor  onestodwosday
seminars for bunk lending officers aimed ot u
similar interchanpe.

I the years abead private-institution Hi-
nancing should become madeguate for the de-
fense industry, Congress muy have to onable
Dol) to enytge in financing going well beyond
progress pavments or o provide @ sigaiticant
portion of the eguipment and fucilitivs detense
contructors need, accorling to guite 4 manbeg
of bankers. Natovally they would be seluctant o
sec eithier alternative come o pass, but one og
the other may  have to he adopted it thur
pereeption of the defense indintry, and the
perceplions of  other groups e the Ninancal
community, become more pessimistic than they
a4re now.

Contractor Relustance to nvest in Modorn
Equipment

e bavters mterview ' did not - eviige
strong 4 +thout the alleged reluctance of
defense  atcactors to invest in moderm cquip.
ment the would produce cosl savings or in-
cressed  ctidieney. This seems quite natueal,
siee banks are chiclly concerned with shart- or
intermediateteny Gnancing for waorking capital
purposes. Furthern ore, severit bankers volun-
teered the information that once they have
aqured detaled forecasts ot the sources and
wses of funds and the contractor’s cash ow oveg
the life of a defense cantractor’s toan, they do
not monitor ctosely e uses o which the fuads
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"Bast ani finat offars® sicin tram the ragulres
mant thet contiogt nggotiations condutied by the
D0D must terminate on 6 common cutoft date.
Whion tho doadline {or 5 giertieular nogottation
spprosches, DoD requests v bidder 16 Make o ost
ond flnal otfer inv orms of prict and/or teshnles
approach. This offer not uncommonly s towar
than it price tho contrpctor has theretefore baon
supgsting: and It {8 not unhoard of far the Dol
faiar 10 atk for yot anathor offer when far somo
repsuiy diiGussions are to Lo continued bayond the
cutott dato. Becsute an oxperienced contractor
understonds tha tltuallstic charactar of the bast
and tino! otfer, it may wall include In ts gortier
pricoe amplo {at so thot 1t can moke a lowar bemt
and final oftar; indaod, thoro may stlit bo anough
fat in that offor so that it 6an submit a stlil tower,
post-bast-and-tinakoffor oftar,

‘Technical lovoling” Is said to have arisan on
oceaiion when (wo or more contrgctors e
moking proposalt to DoD which are intended o
lrad to & nogotiated conwraet. A3 DeD pro.
surament affigials disguss proposal shortcoming
with imdivigual  cammeiais snn by ona  thate
shorteoinlings aro tedressed. o the end e ¢oi
peting proposels aro quito stmilar to one gnothar in
technical  respeets. Contractors  Complaln  that
technleot ltevoling eaurer thom to losu thoir re.
spactive tochntent advantapet. Do procurement
ofticiais aro want to slaiin that thoy do hot engap
in this pracrice.

In this connaction it Is pertinant to record an
observation mwde by o formar exacutive of an
auntomoblle manufeaturer. His responsibitities s
tho sutomobito company wure In the told of
market rasnarch, end from timo to time his unit
would suivey company suppliars, asking them
what thay Ukued and disiiked about dolng buslnass
with it, One of the muost parvasive distikos was the
proctico, by compeany protyrement people, of
tetving the pwoptlatary techniques end Information
of one suppher et oo the Bandgs of othy
suppliars. 1t should be noted thet DoD procure.
munt  raguintions spocificalty  prohibit  the
*taoking’ of such intormation,

dre actually put  and certatnldy not an g large
diversiticd company. And they do not teally
care. so long as they are repand,
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T group of  eospoindenin  nevertheless
offered o humler of specific comments aboit
this question, which are summarized below:

« For the aecospace industry i particular the
question 18 geademic, tinee this industty cup
rently has abundant {die capacity. '

. In the view of rome bankess, the guestion
rosts an 0 {alse premise. A number of defense
controctors have acquired modern,  eMuient
cyquipment. One bunker spoke of “spanking new
numerical control machines" und efficient auto-
matic riveting machines owned and wied by
soveral of his bank's defense-contracior clicnts,
Another banker potnted out that sowe con-
tractors  that  are  operating  apparendly  okd
machinery have rebuilt this machinery. making
it very oilicient.

« To the extent there s truth in the premise,
and on the assamption that contracton can
Nnance investments in modein egquipment, theis
rluctanee baxivally stems from low proflis on
defense work or perhaps more precisely, ex-
pectation of fow profits. The anticipated cost-
benelis mtios, the ROL, simply are nat chaugh

+ Sone contractors might buy more effivient
w ellective equiptient i contracts were com-
pleted more rapidly than they traditionally have
been. This seems (0 be essentinlly an ecoionys
ofacale coneepl.

+ Other factors that discouruge mvestinent
ure: chonge orders; the risk ol canceliations; the
annual  funding  process and  attepdant  un-
certainty; defays in negotiaiing vast changes,
imability 1o write cquipment off over the life of
the contract; wncertamnty of total production
tuns oF whether the contiactor will actually
proguce its originally planned portion of the ruan
ta contractor witl net tuy 2 machane that would
be attrictive for making a thousand uniby ol a
product il there is a substantial risk in the end
that only 200-300 units will be produced);
slowdowns of production runs, causing eox-
pensive cquipment to stand idle or be operated
well under capacily: the inability 1o use aghly
specialized cquipmient for other purposes, the
lack of commonality n fighter planes and other
haniware ordered by the individual armed

THE CONFERENCE BOARD

servives: and. of vouise, the powsibility of having
profts an a contract challenged by the Re-
negobiation Board *

How tuck of comnionality can inhibit capital
mvestinent can e explaived by piecans of §
hypothetival exginple suggested by one banker.,
Company A hes won a conlract 1o build a
flphter plane Joi the Air Foree which amght
serve the Nove's needs us well But instead the
Navy aptv for a shightly ditferent version ol the
plane, and awards the contract te Company B
which, hungry tor business, has encouraged the
Navy to press for o unigue aiteraft Had
Company A been able to build the plane jor the
Navy as well as the Air Forveo of nnght have
fvested I equipment  that  woull produce
siiificand cost savimn, but with only the Asr
Force contract, the investiment looks unatirac-
fne

Impact of a Capital Shortoge

There 15 a broad Fange of opmion among the
surveyed bankers, 2@ among oxecutives in othe
Hnancigt imstitahions, as o whether a severe
capital shortage o W prospect Tor the US.
ceonomy.  Nevertheless ane Linds fatly wide-
spread sopport tor gthe view  that financing
oppontunities for banks wnwd other nstitutions
will ncrcase. and that Uns waill adversely alfect
detense contrictors” ainhity to secure liwds trom
external sources  The mext desiruble credit risks.
on the other hand, should be able to pet the
funds they need at reasonable cost

Here are some mdividual comments made by
bankets

+ One banker foresees Uhurpeomng needs lor
financing™ in the fwture. In o assessing and
\‘!m(\.\mg dieng prOspecanve barrowers,  this
bank must be puded by the anlerest of i
sharchobders, it depositons Gand salety o~ the

“¥he Renegotiation Board  was cecated by the
Renecgotigtion At of 1981 The purpose of the Acl i
the ehimmatson of exvewve profis tas detcrnnned by
the Unardd on delined types of defense and space
contta s and related subvoptracts contiated by defined
goveriment apencies Gndduding the Depattment of De-
fense?
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watchword here), and its concept of the public
wezal. A defense contractor would probably be
able to get financing under the last criterion —
but this is a poor third in the listing.

« Defense contractors will stand toward the
end of a line during periods of tight money.

» Only low-risk businesses have been able to
gel public long-term debt and equity financing
recently, and defense contractors are not in-
cluded in this group. As new low-risk opportu-
nities for lending develop, defense contractors
will have an even harder time raising funds.

» Banks have had “‘tremendous pressure” in
the absence of long-term debt and equity fi-
nancing for defense contractors. As there are
increasing demands from more attractive clients,
the defense contractors may find it even more
difficult to get all the bank financing they want.

« Commercial busincess is preferable to de-
fense business whenever a bank has to allocate
funds.

The consensus among bankers participating in
this inquiry is that on the whole subs will have a
more difficult time than major primes in
securing financing if a capital shortage material-
izes.®

51t may be useful to distinguish between *‘crowding
out” and a capital shortage. “Crowding out” refers to
the expectation held by some economists, government
officials. and businessmen that to finance its current
deficil and the deficits foreseen for at least another year
or twe, the Federal Government will absorb funds that
would otherwise be available to private borrowers. The
capital shortage numerous people fear - including
spokesmen for the New York Stock Exchange - is a
longer-term yhenomenon, Thur argument is that over
the next decade the capital needs of the private and
public sectors of the (Jnited States will greatly outstrip
what appcars to be the likely savings potential of the
economy, thus leading to curtailed growth and higher
memployment., A capital shortage in this sense can be
awided it there are substantial changes in the tax laws
and federal economic policy. But even these changes, the
doomsayers maintain, may not increase savings enough.

The issue of the adequacy of capital investment in the
United States is examined by Albert T. Sommers, chief
economist of The Conference Board, in a paper entitled
“Capital Formation, Inflation and Growth,” The Con-
ference Board, 1975,

Iv-24

If the majority view that it will be tougher
for defense contractors to obtain outside fi-
nancing than it has been heretofore proves
accurate, there hre likely to be two significant
consequences for many of them. First, they will
not be able to make normal replacement of their
present machinery and equipment, let alone
acquire special equipment that would help them
fulfill future contracts more efficiently. Second,
they may be forestalled from undertaking pro-
grams of diversification — a development some
(but by no means all) bankers, and executives in
other financial institutions as well, believe would
be in the defense industry’s interest.

Diversification — and Preservation of the
Defense Base

Two other questions brought up by the
bankers interviewed are pertinent to the major
issues of this inquiry. One has to do with the
possibilities of diversification by defense con-
tractors so as to reduce excessive reliance on the
military market. There is a body of banker
opinion that doubts whether this is an achiev-
able, or even desirable, goal. Many years would
elapse before a diversification-from-within pro-
gram could make a substantial contribution to
the results of a major defense contractor. And if
diversification were pursued by acquisitions, it is
doubtful whether more than a very few major
contractors could either mount such a program-
from internally generated funds or raise outside
financing, at least in the foresecable future.?
Furthermore, as indicated earlier, it is the
opinion of some bankers that defense-contractor
managements would not be comfortable doing
business in commercial markets. Thus even if
they had funds to diversify, their outlook for
success is not promising. In support of this
argument, several bankers spoke of the poor
track record of defense contractors, both primes
and subs, that have sought to diversify. It

7By contrast one banker suggested that for a defense
contractor, hard pressed for cash but unable to raise it in
the financial markets, being acquired by another firm in
a strong financial position can be a means of salvation.

COMMERCIAL BANKS
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remains to say that bankers are looking at the
current divegsification program  of United
Technologies Corporation with great interest.
The second question represents a challenge to
the premise that the present defense base ought
not to undergo erosion, that it-should * at-least
held stable if not enlarged. While conceding that
any buyer prefers to do business with at least
two suppliers for each product or component it
needs, that keen compe.ition-aniong suppliers is
in important respects benuficial to DoD, some
bankers believe that the defense base, both
primes and subs, may be too big in the sense

Iv-26

that there are too many competing firms for
most of them to be assured of long-term
financial strength and viability. In this con-
nection it is pertinent to rehearse two points
previously raised: (1) there is considerable over-

-capacity in the -aerospacc industry; and (2) at

the subcontractor level, several firms have
become significantly stronger as a result of the
withdrawal or demise of some of their com-
petitors. This is not the place to explore the pros
and cous of preserving ot enlarging the present
defense base, but it does secem [itting to report
that some bankers hold a *‘con” viewpoint.
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Life Insurance Companies

T IS SECTION of the report deals with the
present, and estimated future, role of major life
insurance companies in the financing of defense
contractors. It is based on interviews conducted
with senior officers of five of the country's
largest life insurance companies.® Because their
comments cxhibited a high degree of con.
sistency and uniformity, it is believed that what
follows is a fair and balanced presentation of the
Jite insurance industry's view of the defease
industry.

Lending Policy and Criteria

For the most part, life insurance companies
are involved in corporate debt financing through
privately placed loans (bonds, notes, ete.) ot 1§
or more years” maturity and with fixed interest
rates. It is this involvement that will be ex-
amined here.®

Long-term loans represent investiments that
mateh  the characteristics of a life imsuraice
company’s principal liabilitics: permanent life
insurance policies. The two major purposcs to
which long-term life insurance loans are put by

®Suwaller regional life insurance companies, according
to the insurance exccutives interviewed, play little part
in financing defense contractors — at least major prime
contractors. In those rare instances in which they are
involved in a major financing by their standards — a
loan, say, of $15 million or more — it is almost always as
participants in a consortium in which they are included
with one or more of the larger life insurance companics,
with that company, or one of that group of companies,
acting as leader.

The tax situation of casualty insurance companies
causes them to place the bulk of their funds in
tax-preference investments rather than invest them in
industrial concerns,

®A discussion of the pros and cons of private
placements and an explanation of how they are arranged
are found in an artticle by Joseph Van Vieck 3rd,
“Arranging a Private Placement,” The Conference Board
RECORD, August, 1974, pp. 35-38.

Life insurance companies also purchase and sell
publicly traded debt (bonds, convertible debentures) and
equity instruments of corporations.

borrowers are: (1) funding capital investment
programs, and (2) retirement of short-term debt.

Together the five firms participating in this
study have several scores of billions of dollars on
loan to U.S. business enterprises ~ the great
majority of them on one or another Fortune list
of leading companies. Although it was im-
possible for their representatives to estimate
how much is outstanding to defense contractors,
owing to the necessary imprecision of the
definition of this term used in this study, these
five companies apparently have several billions
of dollars on loan to manufacturers with sub-
stantial defense contracts and, in most cases,
with extensive commercial business as well.

As would be expected, the principal criterion
observed by life  insurance companics in
evaluating loan proposals is long-run safety. As
onc cxccutive put it: “We look [or companies
that arc solid, stable, that have been around (00
yeurs and will be around another 100, We prefer
those with lots of assets and invoived in iwass
production. The output need not be glamorous
nor cven highly profitable, but it must reflect
diversification  and  staying  power.  The
borrower’s products and markets must appear
gunranteed to us at least over the life of the
loan.™

In addition to preferring diversitication of
product lines in their individual borrowers, lile
insurance companies impose this requirement on
their own portiolios of investments; a broad
cross section of industries is sought. There are
legal limitations on the percentage ol a life
insurance company’s assets (including equity
investments) that can be committed to any one
firm - thus in New York State the limitation is
10 percent and in practice no single loan
comes close 1o such a ceiling. When a borrower
requires a greater sum than a single life insurance
company would f(eel comtortable with, the
borrower or its investment banker will form a
financing  consortium  of  life  insurance
companics to spread the risk.

LIFE INSURANCE COMPANIES
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To determine the safety of a potential cor-
perate loan, life insurance compaties subject the
prospective borrower to a variety of financial
and operating tests based upon past results,
current status, and outlook for the future. The
following listing offered by one insurance
company executive is sintilar to the tests others
mentioned.

1. Financial Considerations

a. The health of the balance sheet,partic-
ularly with respect to capital structure. The
debt/equity ratio is a key measure,

t. Coverage of fixed charges. Although
there is apt to be a legal constraint — in New
York State a life insurance company may
make an unsecured loan to a firm only if the
firm’s earnings are 1.5 times fixed charges, for
example — typically a life insurance company
has a more stringent criterion.

¢, Debt service ratio. Cash flow should be
1.5 to 2 times the sum of interest, rents and
sinkzing-fund commitments.

d. Profit and cash-flow history.

¢. Projected sources and applications of
funds.

2. Market and Product Characteristics

a. Sales data by product line.

». Share(s) of market(s) served.

c. Marketing, sclling  and
capabilitics,

d. Concentration of customers (one in-
surance company stated it will reject loan
requests from companies that have a single
customer taking 50 percent or more of their
output).

¢, Extent and natuce of competition.

f. Opportunitics and problems of the in-
dustry or industries in vhich the borrower is
involved.

3. Management

a. Culiber of management.

b. Organization structure.

¢. Planning and controls,

distribution

d. Attitudes toward growth and diversifi-
cation.
4. Other Tests

THE CONFERENCE BOARD
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a. Research and development programs,

b. State of labor relations,

¢. Environment, pollution and safety per-
formance.

d. Relations with povernment.

e. Outstanding litigation.

All the life insurance companies interviewed
stressed that, in their loan analysis, they are
primarily credit-oriented, not product- or in-
dustry-oriented. Thus, companies judged to be
inherently strong and stable, with a proven
sound financial record, will be given financing.

Attitude toward Defense Contractors

Despite the sccondary importance they attach
to a Dborrower's product or industry
chatacteristics,  the  life  insurance company
executives interviewed have, on balance, a
generally negative attitude toward financing
defense contractors. One of them stated: “We
would not consider taking on a new client that is
a defense contractor,” and added that his
company would be very wluctant to extond
further financing to two very large detense
contractors with which it presently has velatively
large loans, Other companics reported rejections
of specitic requests for loans by certain defense
contractors,

In another respondent’s opinion, the situation ]
for defense  contractors  secking  insurance- 'j-
company financing *is about as serious as it can : 3
get.” The outlook for the future is, he said, ' i
cqually gloomy. But his company has not had
many requests for financing from defense con-
tractors because, he thinks, “they know they
will not get a particularly warm reception.™

There appear to be two principal reasons for
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the negative attitude of life insurance companices i
towad tinancing defense contractors: (1) the ;
inappropriateness of long-term loans for these ;

firms, and (2) perceived risks of defense con-
tractors as borrowers.

Short-term Character of Contractor Financing
Needs

As noted, insurance companies  consider
IS-plus  years consonant with their fiduciary
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responsibility  for the funds of their policy-
holders. By contrast, the financing necds of
defense contractors are oriented to fulfillment
of their contracts, practically none of which is
likely to exceed five years. Thus there is a
pronounced lack of fit betwecen the normal
lending horizon of a life insurance company
(which horizon embraces at  least  three
generations of defense contracts) and the normal
borrowing horizon of a defense contractor.
“This kind of f{inancing is the area that
commercial banks must carry. This is not our
mission.” one corporate finuncing officer stated.

Not all the insurance company participants
fully subscribed to this view. Aware of profits to
be made on shorter-term financing, some of
them voiced concern that they were, as one of
them phrased it, “losing some good bets™ in
failing aggressively to participate in this sector of
the loan market. indeed, one company said it is
making seven- to eight-year loans “if the interest
is right.” (In the same vein, one of the bankers
interviewed  was  puzzied by the  apparent
reluctance of the lite insurance industry to
engage in intermediate-term financing,)

Perceived Risks of Defense Contractors

Apart from the tack of [it between insurance
company lending  and  detense-contractor
borrowing  horizons,  insurance  company
excecutives tended to put defense contractors
(with a few exceptions) well down on the list of
desirable investment risks, below most consumer
and industrial products manufacturers.

What makes defense contractors  relatively
risky to life insurance corporate  finance
officers? The major c¢lements of risk  they
perceive are itemized  below. Many of them
duplicate the clements of risk discerned by bank
lending officers.

s The ‘“one product, one customer"
syndrome. Life insurance companics expressed
concern about the visk and vulierability in-
volved in dealing with companies that have only
a limited product line and a few customers
(perhaps only one - the government). Said one
insurance company investment officer, “The

narrowness of the defense market is hazardous.
By contrast, many commercially oriented
companies  have broader product lines and
broader markets, Thus, their risk — and ours s
divessilied.”™  Defense  contractors  whose
products are also in demand in commercial
markets - for example, electronics {irms — have
readily obtained insurance company financing.

o Uncertainty. Uncertainty is perhaps the
word most {requently used by insurance
companies to characterize the defense industry.
One manifestation is the lack of assurance that
any single contract a contractor holds, however
profitable, will be followed by subsequent con-
triacts -- or that subsequent contracts awarded to
that contractor will turn out to be profitable.

A 'sccond manifestation of uncertainty is the
difficulty defense contractors and their lending
agencics have in estimating accurately the costs
that will be incurred in fulfilling a contract.
Quite a few defense contracts involve a first-time
production effort and exotic, untested tech-
nology. In these circumstances, outsiders like
corporate financing officers and analysts of life
insurance  companies are trustrated in making
realistic projections of costs. Ard inflation has
taken its toll, and seems likely to continue to do
s0. Even where price escalation clauses have
been incorporated into contracts, the protection
frequently has been inadequate. The net result,
according (o one insurance company exccutive,
is that *“a company with a solid record of
achievement and earnings can suddenly and
unexpectedly have a contract that proves to be a
disaster.” Another observed: “Things just have
to go wrong. There can be no end 1o the bugs in
this business.”

A third aspect of uncertainty of concerny to
insurance compuany excecutives has to do with
the inevitable turnover of public officials who
influence  DoD  procurement  policy  and
practices. A change in national administration or
even the biconial changes in the House of
Representatives can and do contribute signifi-
cantly to the uncertainty not only of procure-
ment policy and practices but also of already
negotiated contracts.

LIFE INSURANCE COMPANIES
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o Cancellations. Cancellations ot defense con-
tracts occur more than occasionally. DoD
cancellation privileges are perceived as being
very liberal, and are seen to be exercised
relatively more frequently than is the case with
commercial contracts, White Dol does make
stipulated restitution for a cancellation, the
affected manufacturer is often left  with
machinery and equipment that has no further
military use and cannot be converted to
commercial production.

o Change orders. The frequency with which
changes in contract specifications are introduced
by DoD during the life of contracts is believed
to be much greater than the incidence of
changes made by buyers in commercial con-
tracis. Insurance company executives acknow-
ledged that the continuing advances in the
techunology of armaments make the military's
insistence on such changes understandable. But
they saddle contractors with added costs and
severe scheduling problems.

e Difficralry in understanding e defense
business. The defense business is “extremely
difficult to understand; it's hard to get a handle
on it in the way we can for a conventional
business.” onc insurance company respondent
stated. One bacricr, of course, is the high and
very sophisticated technology entailed in ful-
filling some contracts. Another is the require-
ment found in cetain projects that production
processes or product characteristics be  kept
secret from outsiders; in these circumstances it is
perplexing to appraise applications for financing,

o The practice of “buying in’’ The insurance
company partiapants have perceived a necessity,
“sometimes at a desperation level,” one re-
spondent claimed, for some defense contractors
to assure themselves of orders and backlogs. To
keep key personnel on the payroll, and assure
that their research and development effort will
continue, and perhaps in the hope that tech-
nology developed for a military project will have
subsequent commercial applications, these con-
tractors bid aggressively and at times buy in. *In
their hearts they know they can’t live with these
buy-ins.” one of these respondents observed,

THE CONFERENCE BOARD
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“but they hope they can renegotinte later as
problems arise.” As for the transfer of tech-
nology from military to commercial use, several
members of this group of study participants
expressed the beliet that, at least in recent years,
this has rarcly happened.

« Low profits. Practically all the lite insurance
company execwtives interviewed made the point
that profits on defense work are by and large
lower than profits on commercial business,
Relatively low profits per s¢ are not necessarily
an  obstacle to lending by life insurance
companies. But when they are linked. as they
are in the minds of most of these respondents,
to a belict that nearly every major defense
contractor has cucountered what one of then:
termed a “major disaster™ every four or five
years, they give the industry another black
mark.

o The climate of doing business with DoD,
Deflense contractors, as life insurance companics
see it, are seriously hampered by the climate of
doing business with Dob. The DoD is said to
maintain - an  adversary rclationship  with  its
supplicrs:  there is not the cooperation and
reasonableness one finds in the commercial
worid, “You can generally sit down with a
commercial customer, analyze problems that
have arisen, and settle them quietly and
cftectively,” a survey participant stated. The
DoD, on the other hand, is characterized as
being  hard-nosed, rigid, inflexible. It also
manifests littic loyalty to suppliers, little interest
in their long-run stability and strength.

Another untoward element of the business
climate is overrcgulation. “Defense contractors™
cbserved one insurance executive, “arc being
regulated to death.” The red tape, confusing and
contradictory rcgulations, and inflexibility of
the federal burcaucracy that insurance company
study participants discern add to their distaste
for defense-contractor financing — as they do to
their distaste for financing firms in other in-
dustries, like transportation and utilities, in-
timately involved with government. "

o The defense indusiry’s image problems.
Most of the insurance company respondents are
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troubled by what they perceive as the defense
industry's ncgative image for many people,
including, they suspect, a significant member-
ship of the ranks of their policyholders. These
tespondents mentioned several aspects of the
{ar-from-universally-poputar  military establish-
ment and the mammoth defense budget; cost
overruns on  certait  contracts: congressional
accusations of excess profits on other contracts;
the Lockheed loan pguarantee and other
government actions regarded as bailouts for
defense contractors; the revelation of what some
term uncthical practices in winning foreign sales.
It is not just these events, but also the wide-
spread publicity and commentary they havs
attracted — the defense industry, one fte-
spondent remarked, is highly visible — which
have reinforced the hands-off attitude of in-
surance company exccutives toward involvement
with defense contractors,

o Other negatives of the industry mentioned
Ly these study participants inciude the exclusion
ol interest from the computation of contractor
costs, the “*best and final offer” syndrome, and
the influence of political clout in the awarding
of many defense contracts.

Suggested Solutions

The solutions offered by some of the life
insurance company executives to problems they
identify with the defense industry would, if
implemented, reduce the investment risk they
associate with these firms. The most frequently
mentioned suggestions include:

1. Improved forward planning by DoD would
reduce  the uncertainty and volatility that
presently characterize the defense industry. It
would fead to longer production runs and some
minimum assured continuity of orders, which, in
turn, would significantly contribute to the
stability (and profits) of defense contractors. It
would also reduce the incidence of change
orders and cancellations, and their untoward
effects on contractors.

2. Changed attitude of DoD. A changed
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contracting posture by DoD was strongly rece
ommended. Some specifics: less burcancratic
rigidity; more understanding of and reasonable-
ness about defense contractors’ probletus;
adoption of the forthright negotiating stance,
including willingnhoss to make appropriate com-
promises, that characterizes normal commercial
dealings; and greater loyalty to contractors,
Here arc some illustrative statements:

« “A self-reexamination by DoD is nceded. It
should retreat from its often bullying and
burcaucratic position and assutu¢ a more busi-
nesslike relationship toward its suppliers.”

o “What is nceded is stability of policy by
DoD, and greater manifestation of moral re-
sponsibility toward the contractors as dis-
tinguished from mere financial responsibility.”

o “It should be more widely recognized by
DoD that it is often asking a defense contractor
to perform a difficult, perhaps unique, and
certainly high-risk job — one that a manufacturer
for private industry would likely refuse.”

With respect to greater DoD loyalty to con-
tractors, the point was made that once u defense
contractor has performed capably on a contract,
DoD should both secognize and reward such
performance by turning regwlarly to  this
accumulated expertise in awarding subsequent
contracts for similar products or systems, This
would be in contrast to its penchant for
“starting all over again.” as one respondent
phrased it, with price, rather than contractor
know-how, typically the chiel determinant in
making awards.

A case was cited in which a contractor had
developed o unique techinology for a highly
specialized product, and had demonstrated far
greater skill in its production than any other
manufacturcr. But other companics, utilizing the
technology, but with only limited manu-
facturing experience, bid ou a new contract; and
one ol them won it based on a low bid, only to
have to go back later to DoD to ask for more
time and moncy. The original contractor de-
bated pulling out of this area of the detense
business if, as it seemed, low-priced bids were to
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be the key consideration. This throat was suid to
have persuaded DoD, in this instance, to moriont
its contracting cmphasis toward porformence
ond away from price, and it has awarded
subsequent contracts to the experenced manu-
facturer.

If the DoD more commonly favored os-
tablished performance ovor price, “conceivably
this might mean fewer but more stable con-
tractors,” one insurunce compuny officer
commented.

3. Diversification Into commorclal businoss.
Evory momber of this group of respondents
thought that dofenso contractors ought to
diversity. 1f such a company had a reasonable
share of its business tied to commercial
products, manufactured and marketed them
profitably, had the financial strongth guined
through diversification to ‘*“‘rol'” with an
occasional financial roverse from o Jdefense con-
tract, then the company would be more
attractive as an investment risk. There was
recognition that several defense contracion are
undertaking significant diversification progiams
into commercial markets. United Technologies
was repeatedly  mentioned as a  favorable
example.

Diversification, it was agreed, is more casily
calied for than accomplished. It is bound to tuke
a long. long time if pursued through internal
development. And a merger  or acquisition
program would have to be massive, requiring
substantial investment, in order significantly to
affect the proportion of a firm's business in
commercial markets and to be reflected in
corporate profits,

4. A more responsible posture by Congress.
The life insurance officers noted that the use of
the defense industry and its contractors by some
maembers of Congress as political footballs was a
barrier to a sonnder and more balanced public
understanding of the industry’s problems, and 10
the probability of constructive remedial lugis-
lation affecting the industry. Although this
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would be admittedly difficult to accomplish,
thoy beliove that DoD should attempt to
educato Congross dispassionately and as one put
it, “with controlled, understatod precison and
acctracy' about the fucts surrounding the
dofanse industry. If this led to n dampening
down of congressional ¢riticism, investors could
well gain confidence in the industry.

5. Increased governmont manuiacturing and
financing, Bocause of their Lelicl that It is not
realistic to hope that defense contractors and
DoD could (or, in DoD’ case, would be
politically allowad to) imploment enough of the
changes roquired to move thom into an ime
provod risk status, several respondents foresee
that governmient participation in  the manu-
facture of defense products and/or related
financing will probably be inevitublo. Govern-
mont financing might well take the form of
guarantees similar to o commercial arrangemeont
wheroby a parent company will “guarantec™ a
subsidiary’s obligatiors, or parallel the systeins
adopted by certain  forcign governments to
extend assistance to their respective national
industrics.

A Coming Capital Shortage?

Agreaing that there is no significant shortage
of capital now, life insurance executives nx-
pressed mixed opinions about whether one is
likely in the future. All of them maintained that
good credit risks will get the financing they
need, shortage or not. and should a serious
capital shortage materinlize, the [linancing
problems of individual defense contractors will
be accentuated in inverse proportion to their
credit worthiness, Even in this event, “perhaps
even the less desirable defense contractors could
get credit if they were willing to puy unreason-
able interest rates,” one respondent opined. But
the consensus was that extension of credit to
unattractive risks, however profitable the in-
terest rate s to the lenders, is a basically
unsound investment policy.
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Investment Banking Firms

1}

UNLIKE BANKERS and insurance companies
which provide financing for corporate clisnts,
invostraent bunking firms advise their clients

--about -finnneing - and, when longstorm outsido

finoncing Is  dosirablo, arrange for . In
connsstion with the second function, such a
firh plans and secs to the distribution to
institutional and individual investors of new
oquity (stock) or dobt (bond) issues. Or, the
investment banking flem may try to place the
financing privately. most likely in the form of
dobt and with one or more insurance companies,
{Bucause of its lack of markotability. privately
placed debt traditionally commands a slightly
higher interest rate than bonds sold in the
securiites markets.)

I, in designing s balanced financing program
for n client, an investment banking [firm
determines that a portion of it shouwld consist of
short-term borrowings, the firm will recommend
o ihe clicnt that it seek funds rom commerels!
banks and may belp the client to secure such
financing. Finally, some — but not all - invest.
ment bankers also help clients sell commereial
paper: ansecured  notes with maturity ot 270
days or loss.

The investment bankers interviewed all were
associated with major firms in this industry, and
all manifested a distinet prelerence for doing
business with clenits with annual sales over $50
million, “Small companics like defense  sub-
contractors are not worth our time,” said one
investiment banker. “We're not geared for thew:
the required investment-analysis time and the
placement eflort can only be paid back to us by
lnrge dollar financing. We also stay away from
what  we  cull marginal  situations,  that s,
telatively low profits, a record of severe up-und-
down operations, and u limited product line.”

Investment  bankers  apply  signiticantly
different criteria to cquity issues and to debt
issues. Tn equity issues, they are concerned. first,
with cansistency of profits and. after that,
growth ol profits. Witk debt issues, their con-

cern moro hearly parallels that of life insusance
companios and banks; safoty and ability to repay
the loan are puramount considerations. Thus tho
following tests that invostmont bankors apply to
a proposed financing will have differont
cmphases depending on whether dobt or cquity
financing is contemplatod,

1. Earnings - ovorall rato and stability of
growth, baolance among major lines of businass,
projection of luture varnings both with und
without the facilities, acquisitions, cte., the
proposed financing will make possible.

2. The compary's record of fulfiling con-
tracts.

3. The character of future business: What size
and types of order backlogs and uncompleted
contracts, lasting over what time poriods, does
the company hove? And will the contructor
make o decent margin on cach of these orduers
and  contraets? What risks does it face in
completing them?

#. The caliber and philosophy of manugement.

5. The diversity (or planned divensitication)
of product dnes. Investiment bankers like to see
o significant proportion of noncyclical, stuble
«ommercinl products in the cliont’s mix.

Attitudo toward Defonse Contractors

The attitude of investment bankers toward
defense  contractors,  like  the  attilude of
commereial  bunkers and insuranee company
executives, is gencrally negutive, In fact,” said
one investment banker, “it's worse than it was
five or ten years ago. Defense contractors were o
favored industry in the 1950 and 1960, but
their managements have let them down — they
became  overoptimistic,  overconfident  and
cingaged in some very poor contracting.” And
over this same period. this respondent said,
political considerations have forced Dob to
impose more stringent and tighter controls,
resulting in an even more ditficult and de-
manding business climate for s suppliers,
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The now familiar Htany of problems affecting
defense contractors, ue volced by commoreinl
bank and Ul insurance company exceutives, wus

_repeated by the investment benkers. Those most
omphasized tncluded:

1. Relatively low profils carned by defense
contractors. “*Most Congressmon are under the
illusion that the defense industry is enormousty
profitable Tor its participants, and so they
inveigle a holpless govermment into buying things
the government doesn'’t really need,”™ one study
participunt commented. But, he went on, net
profits of defense contractors are relatively low
and. for compunies purticipating in both military
and commercial markets, profits on defense
business are lower than they are for commerciul
business.

2, The deterioration ol delense-contructor
balance sheets over the pust 20 years, as mam-
fosterd by cverprowing debt and resnliant pa.
surisfactory debt/equity ratios.

3. Often excessive relinnee op a single type off
product tied to a single customer — or, to put
the matier another way, luck od diversification.

4. The numerons  characteristivs of  the
delense industry which coptribute to ity un-
certainty. For instance:

« Lack of continuity of production.

«Frequent cancellation of projects (Frequeat.,
that is, .ompared to commercial busimess),
deferrals (c.g., stretehi-ouls or pushing delivery
to a later date), engineenmg change orders, httle
wssurancee of a repeat ovder.

LIThe  “cut  defense”  slogans  voiced i
Congress and echoed by some ot s con-
stitiengus.,

» The highly technological charaveensties of
nany products that make the industry ditficult
for investment bankers to understand and eval
uate  with certainty.  Typically accompanying
tlus sophisticated technology is the phenamenon
of rapid technological advance with resultant
frequant change orders.

Phe “one tme”™ cifort that charvactenzes
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many defense contracts. "“What we want to
know is if there is a «wnurket | for those produets)
for five or more years out™ stated a respondent.
Reluted to this considerstion Is' the occasional
“one-time™ spurt i earnings that o contract can
contribute. “But this {s not really desirable”
says an investiment banker, noting that such
spurts do not reflect the kind of solidity and
stability the wmvestment community hopes for
when analyzing the guality of carnings.

S. The tendency Tor some contractors to
“buy In* at unrealisue prices, with ensuing
losses ond palnful renegotintions.

The most significant consequence of invest-
ment bunkers' disenchantment with the detense
industry is that they do not expect that it will
be feusible Tor its members. unless  these
problems are climinated, to mise public debt or
cquity capital on tolerable terms in the fore-
seegble  future, Qne  investment  banker  did
venture an opinion tat, it they get their houses
in order, some defense contractors will be able
to secure limited equity tinancing, but the stock
will likely have to be issued at a persshare price
less than per-share book value, “They' cither
have to cut back their business or raise expensive
equity.” another observed

Suggested Solutions

fnvestment bankers proposed a number of
solutions o these problems. Certain of these
were felt by the respondents to be realistic while
others, it wus  conceded,  were  somewhat
idealistic in that, as one said, they were either
*palitically difficult or even iunpassible ™

1. Permit the profit return on defense con-
tructs (o rise to a level equivalent to the level of
return on normal conynorcial contracts.

2. Dewelop realistic initial costing and pricing
by defense vontractors in cooperation with Dol
procurement  personnel  with the  objeet ol
preventing costly overruns sccompanicd by un-
certain renepotiated compensation.

3. Treat the detense industry as o pubhe
utility 4 combination ot pubhic and private
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uidoavdr - and assure an apeecd-upon = o
logistated = lovel of profits.

4, Improve the investmont tox credit and
“frovze” it logisintively as a pormonont financlng
dovice.

S. BiTect changes in the Rumvgotiatlon Act.
50 that g defense contractor can balance profits
ot individunl contracts against Josses on othors.
The prosent policy of renegotiating away
“gxcoss” proflis, but roquiring defonse con-
tractors lo ubsorb any contruct losses 5 une
roalistie; this “ne win but can 1ose” phitosophy
curbs motivation to seck defense contracts.

6. Considur governmont guarantee of loans to
vontractors, or establish an institution Uke the
Recenstruction Finange Corporation for funding
then.

7. Modify the present congressional year-to.
yoar appropriations practice wineh currently
vields littlo stalabity of operations: assur
defense contractors of more continuity of orders
aing backioge o oermit arderly and efficient
planning,

8. Require that Dol) increuse continuity and
stability of defense-contractor operations by
awarding longer production runs,

9. Minimize ¢hange orders, Recopnized us
froquently inevitable and necessary ., those ordery
can Lo softened in dmpact by timely  joint
consultations betwoen DobD and the defense
contractor. In sny event, compensate cone
tructors  equitnbly for the resultant costs in-
gurred,

10. Upge detense contractors to diversily into
more commercinl products in a manner that will
contribute to stability, continuity and a sus-
tained sales and onrnings performance, and thus
make these firms more atiactive to the invest-
ment conununity.

The investment bankers interviewed coneeded
these were not  “eusy™  solutions. In tact,
pessimistn was expressed about any significant
changes arising trom Profit *76 or any related
efforts,  Lecause  the  reahiics of  pohities,
espectally an the Congress, would delest most

businiesstike, remedial  reeommendations, For
this rcason, there is o good chance, one invosts
mont banker said, that capital may have to be
ailocatod Ly the govermmont, with financial
institutions belng requirod to place a cértain
portion of tholr avallable tunds with dofonse
contractors, and in other seciors ol the economy
~ such us encrgy. housing ond wass trans
portation — which the Federal Govornment
wants to support but which would not recoive
adequate financing tfrom the private capital
matkets.

Futura Availabitity of Copital

All the investment bunkers agreed that up
until recently no firm with o record of steady
modest prolitability hus hwd o problem ralsing
money. All, however, also ugrecd that this s
changing and will become o steadily more
serious problom as the inevitable demands for
cnpital fncrense, both domuesticuify and inter-
nationally. The potential capital demands in the
aréas af energy, bousine urban rchabilitation,
ecology, envitonment and potlution, new plats
antd vquipment, and mass transportaticn are
CHOFMONS,

Another potnt ol consensus: compunies with
top ratings will continue to find tinuncing
uvailuble; somewhat less desirable risks will have
ta “serateh”™ - to search innovatively to tind
other sources and Finaneing methods - and
purhaps pay hearexorbitant interest rates; and
detense  contractors {with certain exceptions)
will find capital extremely hard to acquire. The
cquity and long-term debt markets, both public
and private placement, will be largely closed w
them except perhaps under virtually prolabitsve
and “unreasonable’ rates and conditions. And
commercial  banks, with stilfencd  and  more
stringent  foan critena stemming  fromy theiy
receat spate of bad vxperience with a number of
nondefense-mdustry loans, will ook harder at
detense contractors and impose more burden-
some conditions on loans ta them, “The vute
look.” warned ane anvestment banker, "y up-
relicvedly bleak.”
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Rating Services

It sEeMED appropsiate to include in this
study the views of rating servives ~ flvms that
assoss  the strongths and weaknesses of a
company seeking long-term debt or equity
Dinanclng and, f the offoring is o bo a public
“ne, bostow upon tho dobt or eoquity -

“stowment o publicly  dissominated grade ro-

flecting  that ussossoient, which s periodivatly
updated. Rating  sorvices, several bankers
asserled, have nbout as broad and as dotachecd
und objoctlve a viewpoint concorning delonso
contractors as one can encounter in the tinunclal
community.

Within o rating service soparute groups make
¢valuations of votporate debt instruments and
corporate vquity issues. Roprosentatives of
groups concerned with debt securities at two of
the three recognized rating services contributed
to this report,

Thoe Mechanics of Ratings

When a company is ihinking of sceking, of
decidos to seek, public longterm debt financing
through the sale of bonds, it or its investmont
banker approaches the rating services to secure o
aating  from  cuch one. The attenduant in-
vestipation by the service, which. among other
things, Involves n meeting with the issuing
company's management, 18 carried out at that
company's exponse. Afler the rating has been
determined for an issue, there is a follow-up
review mado at feast once  year over the lite of
the debt security. Upon request, the services glso
make rating evaluations of firms that seck
private longterm debt financing; in these cie
cumstances, the rating is not made public.

A bond mting is intended to be, us one other
fating service hus put it “un indication ol the
relative degree of probability of repuyment of
the principal and interest on time.™ This service
states: When we rate a company. we do so on
the basis of how we behieve that company will
perfosmy under the worst of conditions, not the
best,” It recognizes two abligations in its work:
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“First, lust und always, [uit obligation} to the
investor - ‘to foll it like it Is.” Second, to be fair
to the issuer, by assigning the highest rating
possible.”

The ratings used by one service are explained
in the box on page 33. In gonoral, the lower
the rating, the higher the iInterost rate the
borrower will have to offer.

The Views of tha Analysts

‘Tho analysts at one rating service set forth the
busic critorin this servicoe uses for judging o
company und then commentod on how dofense
contractors, {ookod at us a class, measured up to
thuse criterin,

1. Future earnings protection, by which is
meunt coveruge of fixed churges, profit margins,
und the viubility und trend of those masgins. The
problems of defense contraetors with 1.aanrd to
this criterion ur:

u. Uncertuinty. Becuuse there is typicatly
throv- to tive-your period after the signing of a
defense contraet betore the produet or system
is delivered, the rating service is necessarily
dealing with estimates as it nssesses o defense
contractor. A striking example of uncertuinty
is that contracts typically have inadeguate
protection sguinst the ravages of inflation,

b, Inadequate freedom of action by the
contractor und the Department ol Defunse in
working out the inevituble cost problems that
turn up over the fife of the contiact, As these
problems artse, Congress and the press moie
likely thun not wilt have something to suy
ubout them, which hinders their Limely and
proper resolution.

¢. The weakness entailed  in excessive
reliance on i single customer.

d. Low profit margins arsing frtom over-
aggressive bidding by conttacton

<. Quesuonable  continuity o carporaie
revenues,  the moduct ol the contrat-
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Stondord & Poor’s Bonct Ratings

To provide mora datalted Indicatlons of cradit
duellty, our vattitionst bond tottar ratings may be
madified Ly the addition of a plus of & Mlnus sign,
when appropriag, 1o show 1alative standing within
% major raling mategories, tho only oxcoptiont
being In the "AAA'' = Primo Grads estegory and
e lessor citagories bialow YRR,

Carporate Bonds

Denk  Quatty Bomds = Unter  pretunt
commaretal bank rogulations Londs rated in the
ton lour catagorigs (AAA, AA, A, BOB or thair
auuivalent} punoeally are rogardad as uligibte for
bank Investment,

AAA - Donds ratod AAA aro highost grede
oblipitions. Thay possoss the ulumate dogog of
firotection a2 to pringipsl end Intarosy, Matkotwise
they mowve with intorest ratas, and hance provida
the maxtmum safoty on all counts.

AA ~ Bonds ratad AA alto quetity as high
grada obtigations, and in tho majority of instances
ditler fram AAA issues only In imall degree. Hero,
160, prices move with the longterm money
markat,

A - Bonds rotad A ars rugarded o5 uppet
medium grade. Thoy have considarghln investmont
strength but o nov enthiely freo from ggverss
effecs ot changas in ccanomic and trade con-
<litions, tnterest and princloal oro ragarded as sofe
They prodominuntly raflect monoy ¢atas in thew
mdikey  Lahavir, but to  3ome extent,  also
eoonomie condinons.

968 ~ The BB, or medium grade, category is
Dorderling  Betwaon  dofinitgly sound abligations

tO=Contct the defense

dqusty.

oneptatigm ol

2 Mamspement A creenad test of manape
ment b singleminded devotion to the survival
and  Noushg of the Brm by management
concoBinating on profats this vear and for the
long tenn?

A east some defensecontracton menage:
me s appear o have been gunded by consd-

cratton that temd o divert ther attentioa from

&nd those whore the 1pocutativo olament bagins to
predominate. Thase Londs hove otodquate astot
covorage end normelly gts protosted by satis-
factary edrnings. Thair suscoptibility to changing
condltions, partloutarly to depresions, necossitates
contant watehing, Marketwite, the bonds aro
more responsiva 1o Lusingss and trads conditions
than to Interost tates. This gioup is the towest
which qualifies for commorcisl benk investirent,

80 - Oonds given a BO rating are regorded as
lowor medium grade. Thoy have only minor
invastrnent charagtaristics. In the case of ytilities,
intarost 18 qarnad cunsistent'y but by narrow
margins. In the gase of othoer types of obhgors,
chargas are carnod on average by o falr margin, Lut
in poor parlods doficlt oporations ara possibie.

B - Donds ratod o3 tow at 8 aro tpaculative,
Paymant of inturest cannot be assured yndor
ditficutt sconomic conditions.

CCC:CC — Qonds roted CCC ond CC are
outright speculations, with tho lower vating do-
noting thoe more spaculative. Intorost Is pald, but
continuation is quostionable in poriods of poor
trade conditiont. in the ente of CC rating: the
bonds may bo on an ingome basis and the payment
may ba small.

C - Tho rating of C is wseivad lor income
Lonids an which oo intarost i being paid.

0DD-D - All bonds rated DDD, DD and D are
in dofautt, with the rating Indicating the rolative
salvage value,

Souwce: Standard & Podr's Bond Guives, Ociobrer, 1073,
.4 Copyrigm 1926, Swanitard & Podr v Carpdeation

the sigleness of purpose the tating e deems
desipable Among these coasiderations ate

Fhe prestipe of
portant sationad nocd

Undue  preovaupation: with the develup.

AGlhag o vty ey

ment  ad retention of a0 histclass and
precpunent R and D statt
The responsibibity  entaded m peng o

sautee of employment tor Lagpe numbers of
wotkeis my ncas where the delensw contractey
nas planty
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— Willingness to take losses on somec con-
tracts in order to participate in others that prove
profitable.

3. Asset protection, especially in the case of
default. This concept embraces the amount of
property. plant and equipment, working capital,
and other tangible assets that a company can
bring to bear against its debt burden should it
choose, ot have, to do so. The disabilities of
defense contractors in respect to asset pro-
tection are two. First, a hali-completed contract
has no market value; there is little salvageable
inventory, which a commercially oriented manu-
facturer would have, and very few receivables,
which a financial concern would have. Second,
the fixed assets of a defense contractor may well
not be transferabie to other uses,

4. Indenture terms: the specific protective
provisions for bond holders. As a rule, these are
fairly standard and often amount to asserting
that the company will conduct its aftars
prudently. (The defense industry presents no
particular problem regarding this criterion.)

5. Financial resources. These embrace (a) the
company’s liquidity - its ability to iect its cash
needs on time  and (b) its tlexibility in raising
cash by short-term  borrewings, long-term
borrowings, selling stock. or, in the extreme,
selling assets. Taken as a whole, defense con
tractors arc, both at the moment and for the
foresecable future, foreclosed from the long-
term debt and equity markets. The difficulty
they would have in selling fixed assets has been
nioted above,

The analysts at the second rating service stress
the foliowing criteria in assessing corporate
bonds:

« Sturdy historical performance in terms o
profit margins (on sales, on assets, on invest-
ment). The idea is that margins should be large
enough to cover fixed charges not only ade-
quately but comfortably -- with room to spare.

o Stability of earnings.

« Predictability of the future course of

business, the certainty of its continuity,

In their opinion, defense contiactors and
defense-oriented  divisions  of  diversified

THE CONFERENCE ROARD

companies do not measure up well against these
criter.a. Profit margins are lower than they are in
other industries and give barely more than
minimal suppert of debt and other fixed charges
like lease commitments, Moreover, earnings are
volatile.

Uncertainty is manifest in a number of ways,
Contract cancellations are more than occasional.
DoD-mandated infusion of new technology into
the product or system bHeing made, after a
contract has been sigred, results in increased
costs, another element of uncertainty. And, such
changes aside, the common surfacing of work-
aday troubles in fulfilling the contract obscures
the outlook for a defense contractor, (Even
experienced contractors miscalculate costs, and
when they do miscalculations tend to be of great
magnitude - in some cases threatening the
solvency of the company.) Finally, the long life
of some contracts is still another source of
uncertainty,

This rating service takes note of two pluses
for defense contractors. The progress-payment
arrangement is constructive, because this makes
the contractor “nearly whole™ by the end of the
contract. And in recent yecars most contracts
have had provision for price protection through
escalation clauses, although this protection is
not always adequate. On the other haad, they
maintain that another claimed advantage, the
spillover of R and D work funded by the
government to commercial business, is illusory.
Although some diversified companies have
bcasted about it and a very few have capitalized
on it, in general it has proved to be a chimera in
recent years,

Subcontractors

The analysts made these points about subcon-
tractors:

« Subcontractors must be evaluated in the
context of the uncertain, unsatisfactory re-
lationship between the Dol and prime con-
tractors. Thus subs are unattractive basically for
the same reason that prinees are.

. All things being equal, in general the bigger
a company in terms of market share and
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financial strength, the better. In this light
subcontractors stand at a substantial dis-
advantage to major prime contractors,

« Another disadvantage for subcontractors
vis-a-vis primes is that in slack periods, the latter,
in order to-keep their work forces intact, may
pull back work that has been previously farmed
out to subs.

A recently published survey of the aerospace
industry by the equity department of one ol the
rating services contains these additional ob-
servations about subcontractors in that industry:
margins on subcontracts are usually lower than
on prime contracts; as work gets scarce, subs are
compelled to underbid their competitors so they
can get at least enough business to cover their
overhead; and, good times or bad, if a sub has
pricing or performance disagreements with its
prime, the prime may well drop the sub in favor
of another supplier.' ©

105iandard & Poor's fndustry Surveys: Aerospace,
October 30, 1975, p. A-27. Copyright 1275 by Standard
& Poor's Corporation.

Overall Assessment

The two rating services surveyed, then, are
not optimistic about the debt securities of
defense  contractors, Their representatives
believe that the defense industry must be per-
mitted bLetter earnings so that it can become
suffticiciitly attractive to investors to raise per-
manent debt capital at affordable rates, Further-
more, those contractors that are highly leveraged
must raise equity capital if they arc to be
successful in attracting permanent debt capital —
another compelling reason for a more liberal
profit policy on the part of the Department of
Defense, The analysts at one rating service
suggested that DoD might do well to adopt a
profit policy based on contractor ROI.

Diversification might be a promising avenue
for defense contractors. But, again. most would
find it difficult to raise funds for acquisition
programs. And if a policy of diversification from
within were pursued, a long time would clapse
hefore the impact of that policy wounld have an
impact on corporate earnings -- amd corporate
standing in the long-term credit market.

RATING SERVICES
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An Accounting Firm

AS COMMERCIAL bankers, investment
bankers, and life insurance company corporate
financial officers offered their views about de-
fense vontractors' profit margins, the barriers-to
their investing in modern equipment, and
whether or not interest should be allowed as an
element of cost in negotiated contracts, it
became apparent that it would be worthwhile to
elicit the opinions of independent accountants
knowledpeable about the financial ramifications
of these contracts, This final section stmmarizes
the views of two partners of a “‘Big Eight”
accounting firm — onc of them, among other
things, in charge of auditing for one of the
couniry’s larger defense contractors,

Adequacy of Profits

Although this conclusion is not the product
of rigorous analysis, over the years it appears
that defensc-contractor profit margins have
flucivated widely. Certainly a number of dc-
fense contracts have been extremely profitable.
The F-4 program cnabled McDonnell tc rise
from a pigmylike position vis-i-vis Douglas to
such great ~minence that it was able to acquire
Douglas when that company’s fortuncs declined.
The A-4 program has proved lucrative for
Douglas; the Polaris missile and C-130, for
Lockheed. But overall, the evidence seems to be
that defensc-contractor carnings have not been
sufficient to build up healthy equity bases.

For many defense contractors, profits would
be adequatc, even gencrous, if each contract
could be carried out according to its terms,
vielding a specificd product or system in the
agreed-upon time. But often contractors run
inio problems along the way, causing them
financial losses which in some cases have been
severe — .., the CSA for Lockheed, ship-
building for Litton Induswrics, General
Dynamics, and Lockheed. These problems have
arisen all too frequently to be considered as
qQuirks by the DoD or by anyone else. This may
be because of the demanding tasks imposed

THE CONFERENCE BOARG

upon contractors in the development of
advanced-technology products and systems. In
any event, in the light of this experience profits
are not adequate for the risks involved.

To be sure, the Department of Defensc is
obliged to take the view that the coatractor
should tive up to what it has promised to do,
and if it fails it should bear the burden of that
failure. This is the appropriate posture of any
tough-minded buyer. But if heavy penalties for
nonfulfillment are imposed by DoD, they
should be compensated for by extraordinary
gains for supetior performance. It is because
opportunities for reward are not in balance with
penalties that financial institutions are chary
about dcfense-contractor financing, and, morc
specifically, that defense contractors have had
great difficulty in raising equity capital. So
cither the balance has to be restored DLy
providing greater opportunities for reward - and
this means whaopning big nrofits for successful
contractors on some contracts — or the risks
have to be reduced. Were risks and rewards in
proper balance, moreover, defeanse contractors
might well be able to raise equity capital, which
they generally cannot do today.

Incentives to Invest in Modern Equipment

Providing an equitable balance between re-
wards and risks atone will not greatly enhance a
defense contractor’s propensity to invest in
cost-saving or efficiency-improving facilities. In
any cost-based pricing system, a contractor has
little motivation to invest in a picce of equip-
ment if only 15 percent of its cost can be
recovered tarough its use on the contract for
which it has been acquired; the other 835 percent
of the cost would be a highly uncertain specu-
lation for the contractor. Contrast the situation
of automobile manufacturcrs: they can be rnore
confident that any piece of production equip-
ment can be used over its natural productive life.

Nor s sthe investment credit by itself an
adequate motivator for invesit.ent in delense-
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dedicated facilities, since the investment credit
may be apptied to sl a contractor’s capital
equipment and buildings, whatever markets a
contractor serves,

What would lead to greater use of modern
equipment by dofonse contractors would be: (1)
allowance of vastly accelerated depreciation of
such equipment (recall the five-year writc-offs
permitted during World War 1), and (2) govern-
mont ownership of a greater portion of the
capital equipment a contractor uses. The latter
scheme should be employed more than it is at
present.

Interest as an Allowable Cost?

This is an issue only in a negotiated cost-based
pricing system. In commercial markets thers is
no talk of interest being an aliowable cost.
Whether or not interest should be allowable in a
defense contract ought to be decided only in the
context of the full contract, including the timing
and amount of progress payments. In practice
interest is implicitly weighed, though not ex-
plicitly taken into account, in determining the
contractor’s profit margin. If the price the
contractor receives vyields the contractor an
adequate profit, obviously there is no problem;
in this situation interest is a phony issue,

But a contractor may not Le able to carn a
high enough profit to compensaic adequately
for its interest costs, Suppose a contractor agrees
to a price that will yield it a margin of § percent
on allowed costs. Then its reprasentatives telt
the DoD contracting officer that it will incur
substantial interest costs - to finance inven-
tories, for example -- and that it should be
compensated for these. Therefore, the con-
tractor suggests that the DoD allow it a 15
percent fee on atlowed costs. The DoD con-
tracting officer responds that this is not feasible;
the contractor well knows that the DoD) con-
tracting officer has discretion in a range of 6.5
to 10 percent, but {5 percent is beyond his
authority. In this example, then, the contractor
may be penalized for not being able to add
interest costs o its cost base. If profit could be
established as return on the contractor’s cquity
or assets — which are the crucial measures of

profitability — the interest quostion might dis-
appear and more precise pricing would be
possible.

But if interest is to be allowed, there are
severe conceptual problems in defining interest
— some of then. the subject of professional
study and dispute among accountaants. Should
interest be calculated on the basis of funds the
contractor actually borrows? Or should it be
computed on the basis of the contractor's cost
of capital, taking into account its cost of equity

as well as cost of borrowed funds? And what if
the contractor does not need to borrow money?
Should it be allowed to churge against defense
contracts its opportunity costs entailed in not
having committed its resourcss to other uses?
Finally, accurate allocation of interest to de-
fense work is sure to be difficult for a contractor
that is engaged in a varicty of businesses,
military and nonmilitary, For example, one
major contractor currently has an interest bill of
many  miliions of dollars. How should this
interest be spread among assets devoted to
profitable contracts, contracts on which it is
experiencing  losses, and the company’s
opportunity costs?

Other Issues

Inflation has so plagued defense contractors
that the cash flow gencrated by depreciation
charges, however computed, and retained
carhings is inadcquate to replace their capital
ecquipment. A commercial enterpiise does not
have nearly so severc a problem with inflation,
since within the limit of competitive conditions
it can compensate for inflation in its pricing.

Defense-contractor  shortcomings.  Defense
contractors arc not without fault for the straits
in which they find themselves. Defense con-
tracting has been marred by overaggressive
bidding in the expectation of follow-on business.
Competing contractors sharpen their pencils and
try to figure out how to win a contract without
getting hurt in the short mun, Defense con-
tractir g is also full of high visk from a technical
viewpoint; change orders, or cven semanding
initial specifications, sometimes cause even the

AN ACCCUNTING FIRM
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most e¢xperienced contractors untoward i
nancial consequences. Again, the fault is partly
the contractors’. Their engineers tend to be great
optimists, pronc to unrealistically claiming that
_they can produce a product or component with
certain specifications of certain weight for a
specified price within such-and-such a period of
timme. On quite a tew occasions, their firms have
paid for that optimism.

DoD Management and Policy Changes. The
DeD is plagued by successive waves of manage-
ment and policy changes. In a sense, Total
Package Procurement, Weighted Guidelines, and
Profit ‘76 are & scries of pimmicks. Defense
Secretaries aud Deputy Delense Secretarics tend
to be persons with strong views of what is right
and what is wrong in defense contracting, but
the views are not the same from one incumbent
to the next. All this creates an sura of un-
desirable jnstability in the eyes of the financial
community, according to one of these study
participants.

The government should furnish equipment
(machine tools and the like) to defense con-
tractors to ger the modern capital base it wants
and needs,; otherwise this goai is not likely to be
achieved. For not only is there a powerful
negative incentive for contractors to make this
kind of investiment, but also the emerging cipital
shortage foreseen by one of these respondents
would make it ditficult for them to get funds tor
this parpose even if they wanted to. Further-
more, detense contractors ought to be allowed
routinely and liberally to use government-

commercial work, paying appropriate ental for

this usage.

In high-risk technology, DoD should be more
willing to make trade-offs. 1t should bLe less
wedded to unrealistic and probably uwaneeded
performance  characteristics. And it susely
should not insist on strict compliance with
confract specifications that will achieve only
marginal product improvements at substantial
extra cost.

A cognate recommendation is that more
equitable contracts should Le established for
prototypes involving technology going beyond
the state of the art. There should be a cost-
reimbursement arrangement with incentive fees
and encouragement ol flexible program manage-
ment for the first production lot ol u new
system or product. As problems arise. contractor
management should have more leeway in de-
ciding on suitable trade-offs among cost, per.
formance and risk.

The work of the Renegotiation Board should
be carried out in the context of a contractor’s
overall results. as was oviginally intended. Thus
if a contractor makes big profits on one product
or system, but suffers a corresponding loss on
another product or systemy, there would be no
occasion for rencgotiation.  But  the  Re-
negotiation Board has, in the opinion of one of
the accountants, mistakenly adopted the view
that, in this example, profits on the tirst product
are subject to rencgotiation; whereas the tosses
on the second are irrelevant, since they are due
to contractor mismanagement or simply to bad
huck, for neither of which should Do be held
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- LOGISTICS MANAGEMENT INSTITUTE -

Chapter V

USE OF THE WEIGHTED GUIDELINES IN
ESTABLISHING NEGOTIATION PROFIT OBJECTIVES

The profit policy of the Department of Defense (DoD) is implemented during
the ocontracting process through the actions of government contract
negotiators. As a part of their preparation for negotiation, negotiators develop
pre~negotiation profit objectives based upon policy and guidance set forth in the
Armed Services Procurement Regulation (ASPR) 3-308.

In support of the DoD study entitled "Profit '76," LMI analyzed how DoD
negotiators have used the Weighted Guidelines (WGL) provisions of ASPR in
establishing their pre-negotiation objectives. The analysis focused on the profit
%:/ rates assigned to the so-called "sbove-the-line" cost factors (materials, labor, Y

) overhead, and general and administrative expense). These factors comprise the

A

_[ category "Cost Input to Total Performance (CITP)." Other factors, i.e., risk,
,,) performance, selected, and special, commonly referred to as "below-the-line," were

not included in the analysis.

i DESCRIPTION OF THE DOD WGL PROFIT POLICY
This Section (1) synopsizes the underlying rationale for the WGL approach,

(2) summarizes DoD's profit policy as contained in ASPR, and (3) discusses some

practical limitations in the application and analysis of the WGL.

‘\v./‘ﬂm “ o

Underlying Raticnale

The basic rationale for the WGL and their application in DoD contracts first

E was presented in a 1963 study report, "Study of Profit or Fee Policy."1 That Study

g
B
1
§
E
§

ll.ﬂgistics Management Institute, Study of Profit or Fee Policy, Task 62-14,
January 1963.
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led to the implementation of the WGL. The following is a sjhopsis of the rationale,
as stated in the referenced report, for the relative profit weight ranges assigned to

the various profit factors.

Lower Prefit Rates (Weights) Should

be Allowed for Direct Materials

There is less contractor investment per sales dollar for
purchased and subcontracted items than for items made

in=house.

The rate of capital turnover on investments in
subcontracted and purchased items is more rapid than on
in-house effort.

The economic value added to the end product by
subcontracted and purchased items is smaller than the

value added by in-house effort.

The profit rate applied to purchased and subcontracted
items is not enough lower than the profit on in-house
effort to outweigh the other reasonings behind a sound

"make or buy" decision.

Higher Profit Rates (Weights) Should
be Allowed for Engineering Effort
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Engineering labor generally represents a greater
investment in facilities and dollars for a substantially

longer periad of time than manufacturing.
Engineceing labor efforts represent a substantial

investment in intangibles (e.g., design developments

which provide a competitive advantage for manufactured
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items sold on the commercial market, and thus increased
profits on the sales of production quantities). When DoD
breaks out the production phase for price competition,
the contractor cannct tie development to produetion to

earh a profit on the composite,

- DoD is seeking state-of-the-art advancements which are

dependent upon the availability of talent. As i

3%
SAl
5.
b 51
.
AN
~
A
A

I
\H !
T~y 2

manufacturing is more readily available than research

bt

talent, simple supply and demand considerations make it

Laeninl

logical to pay & higher profit for engineering. 3
- In contrast to engineering, manufacturing activity ?
generates a large proportion of its total volume of L
business on the basis of competitive price considerations

(where profit is not negotiated and the WGL's are not

applicable).

In-ilouse Cost Items Other
than Engineering Labor

- No rationale was given for the ranges that were assigned

to these factors,

We are not aware of any post-1964 studies which have measured either the
effective relationship between the ubove-the-line profit weight ranges and

contractors' management behavior, or have tested the validity of the rationale.

Current ASPR Provisions

DoD's general contract profit policy is stated in ASPR 3-808.1 as follows:

".to utilize profit to stimulate efficient contract
performance...the aim of negotiation should be to employ the profit
motive so as to impel effective contract performance by which ovarall
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costs  are economically controlled...As an inducemeont for broad
reduction in defense costs, the Government should establish a profit
objective for contract negotiations which will:

(i) reward the contractor who undertakes more difficult work
requiring higher skills;

(ii) allow the contractor an opportunity to earn profits
commensurate with the extent of the cost risk he is willing to
assume--the greater the risk assumption, the greater the profit
objective established;

(iii) veward those contractors who have an excellent record of past
performance and conversely penalize those contractors whose
performance has been poor; and

(iv) reward contractors who provide their own facilities and
financing or who have established their competence through
prior development work undertaken at their own risk,

The weighted guidelinus method set forth in 3-808.2 below for
establishing profit objectives is designed to provide reasonably precise
guidance in applying these principles. This method, properly applied
will tailor prafite to the circumstancss oF cach Contracs in BUCH & Way

that lon;i'ranﬁe ¢ost reduction objectwes will be fostered, and a wider
spread of profits will be achieved. mphasis added,)

- In ASPR 3-808.2, it is stated that;

i "The weighted guidelines method provides contrasting officers
- with (i) a technique that will insure consideration of the relative value
of the aggroqriate profit fuctors described in 3-808.4 in the
i establishment of a profit objective and the conduct of negotiations; and
= (ii) & basis for documentation of this objective, including an explanation
of any significant departure from this objective in reaching a final
agreement.,.," (Emphasis added.)

The appropriate profit factors are set forth in ASPR 3-808.4, as shown on
Pigure 1.
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FIGURE 1. WEIGHTED GUIDELINES

Profit Pastors

CONTRACTOR'S INPUT TO TOTAL PERFORMANCE

Direat Matetials
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CONTRACTOR'S ASSUMPTION OF CONTRACT

COST RISK =mem=sesemmmmcmccmmrammameaasanan S

Type of Contract
Reasonableness of Cost Lstimate
Difficuity of Contruct Task
RECORD OF CONTRACTOR'S PERFORMANCE
Small Business Pavticipation
Management
Cost Efficiency
Reliability of Cost Estimates
Value Engincering Accomplishments
Timely Deliverios
Quality of Product
Inventive and Developmental Contributions
Labor Surplus Area Partiolpatzon
SELECTED FACTORS weu==rcnecmanase e
Source of Resources
Government or Contractor Source of
Financial and Material Resources
Spocial Achievement
Other

------------- -2 to

-------------- -2 to

SPECIAL PROFIT CONSIDERATION--See 3-808.6.

+2%

+2%




The assignment of specific welghts (values) to the profit factors for tndividual
contract negotiation ohjectives is covered under ASPR 3-808.5. The salient
guidance for the assignment of specifio weights {s summarized, by faotor, in the

following,

Dirgat Mataerials: Normally, the lowest weight iz 2%. The weight

assigned is to be based upon the lavel of managerial and technioal effort
expendad to acquire the needed ftems,

— Labor: The weight assigned is to be based on the quality, level, and
diversity of talent, skills, and experience required, espescially the

amount of searce talent and supervision needed.

Overhead and G & A: The welght assigned is to be based on the amount

; and level of personnel roquired, and the significance of the contribution
- {i.e., routine va, special),
Risk: The welght assigned is to be bused on the degree of cost
responsibility assumed by ths contractor (i.e., type of coutract), the
= voliability of the cost ostimate, and the ghances for contraator suocess
(i.e., the difficulty of the task),

Record of Contractor's Performance: This relates only to the division

{or profit center) which will be performing the work. The factors which
are to bLe considered are shown in Figure 1. In addition, the

management factor considers competence and willingness to adjust

company resources to meet peculiar, difficult, and changing defense

- requirements, The cost efficiency factor considers cost control,
investment in plant modernization for improved efficiency, and make-

or-buy program effectiveness,
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Selected Factors: The weight assigned to the amount of government

furnished facilities or financfal assistancé (other than normal progress
payments) ranges from zero to minus 2%. Por tachniea! breakthrough
or extraordinary fast delivery requirements, the range I8 from zero to
plus 2%.

Speciai _Profit Considovation: Per ASPR 3-808.8, military items

developed at the contrastor's risk (without government asststanee) are
given an added weight of 1 to4%. On Forelgn Military Sales
procuroments, a weight of 1 to 4% {38 added in rooognition of any
outstanding sales effort exerted and unusual visks assumed by the
gontraator.

Practical Limitations

In the negotiation of cost reimbursement and fixed-price-incentive type
ceatraets, the buyer and selier must reash agraamant on beth the total estimated
cost and on the total dollar amount of the negotiated fixed- or target-fee, or
profit. However, because of the substantially greater signiticance of the cost
(approxtmately 00% of price) and the mandatory usa of the DD Forms 633 whioh
break down costs into the same cost glements as used in the WGL, cost negotiations
normally foaus on cost elemants while profit negotiations focus only on total profit,
Thus, separate profit objectives on the WGL clements, as required by the current
ASPR poliey, are meaningful only in establishing the Government's pre-negotiation
profit objective. The effect of the ASPR profit poliay is determined by how the
DoD nogotiators actually apply the policy in establishing their pre-negotiation

profit objactives,

!‘& 1 L
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Sources of Profit Daty

Profit data are available from thrge forms prepared by DoD contract
‘neg—otiatms:SB

- DD Form 1847, Welghted Guldalines Profit/Fec Qbjeative

- DD Forin 1499, Report of Individual Contraet Profit Plan

- DD Form 1500, Report of Contraat Completion

The primary source for pre-negotiation profit objectives data Is
DD Form 1647. Negotiators propare this form, prior to negotiation, in order to
astablish a profit objective In ascordance with the WGL format set forth in
ASPR 3-804.4, The Form 1547 becomes part of the contract file, Howaver, it is
not utilized in any formal data aollection effort.

A socondary data source is DD Form 1499. It is prepared after the
nagotiation, Data on the profit objective, from the Form 1§47, is includod on the
1499, limited to the porcentage profit objective only on tho "below-the-=line"
alements of total estimated cost, visk, performance, selected factors, and special
profit consideration.

A third source of data is DD Form 1500, "Report of Contract Complation,"
This form provides data only on the total initis! dollar and percentage amount of
profit, and the final carned profit.

In focusing on the use of WGL in establishing pre=nogotiation profit
objectives, the above=the=line profit factors are significant because this is how the
CITP profit rate is justified. Analyses of both Form 1547 and Form 1499 data

indicate that CITP roprosents approximately 60% of the total profit objective,

A copy of each of the three forms is provided in Appendix A,




;
L]

Vs

o

al
NN N e
W g

.

_’}”I‘ s

FR 2 o

...
b o b

S o

[

Data taken from the Formsg 1408 and 1600 are cumulatied by the DoD and
raported anch fiscal year by the DoD Comptroner.3 The PY 75 report I3 considerad
a sufficlont source of "below-the-llne" profit information. Abovg-the-line data are
available only from the DD Form 1347.4

Data Bage for Analysls

Eagh of the Military Daopartments provided copies of tholr completed
Forms 1347 on FY 75 pricing actions of over $1 milllon. Of nearly 800 Forms 1847
provided, approximately 80 warae oliminated for the following reasons:

- qontract type not indicated

- commodity typo not indicated

- profit $ and % of cost could not be reconciled

- {llegible data

- incomplote data

- small dollar values

A significant number of discrepancles in the Forms 1547 were corrected, as
follows:

- Cost and profit dollar figures wore checked for arithmetic aceuracy.

Whare errors weras observed, if the correct figures could ba
asoertained, corroction was made; otherwise, the 1547 was deleted

from the data base.

3Dc:»l), Office of the Assistant Secretary of Defense (Comptrolier), Profit
Rates on Negotiated Prime Contracts, FY 1975, 3 February 1976,

“Bccause profit objectives on major above-the-line cost elements are as
significant as below-the-line profit factors, it would be worthwhile for DoD to
collect, analyze and report the Form 1547 data on the same gencral basis os the
Forms 1499 and 1500 data, Currently the DoD does not do so.
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- Costs which clearly fit under one of the more definitive categories
occasionally were carried in the "other costs" category. (For
example, a major subcontract was listed under "other costs" in order
to assign it a different profit weight than was assigned to
"subcontracts" in general.) In such cases, the cost and profit dollars
were transferred from. "other costs" to the appropriate definitive
cost category.
- The profit percentage rates listed on the Forms 1547 often
inaccurately reflected the cost/profit relationship due to either
arithmetic error or rounding. Because of this and the adjustments
mentioned above, for each cost category on each Form 1547, the
correctcd profit dollars were divided by the corrected cost dollars
and the result used in the data base.
This screening and correcting process netted 535 pricing actions (165 Army,
87 Navy, and 282 Air Force) completed in the period July 1, 1974 through
December 31, 1975, These actions represent a total of $6,181,881,564 cost (profit
excluded) with an above-the-line profit of $367,272.277 (profit on risk,
performance, ete., excluded). The sample is distributed by coniract type and
commodity categories as shown in Tacle 1.
ANAL SIS

The DD Forin 1547 sample data base reveals nnedian5 profit of 5.95% on
CITP, 2.. 5% on risk, 1.0% on performance, and minus 0.1% on all other factors,

with a total profit of 9.8%. By comparison, the Do) Comptroller report for

5’!‘he median developed by LMI on its sample data is weighted based upon cost
as included, by element, in the Forms 1547. The Comptroller median is not cost
weighted.
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TABLE 1. DISTRIBUTION OF DATA BASE

total profit of 9.9%. The above-the-line factors (comprising CITP) acecunt for 65%
i of total profit as reported by the Comptreller, and 60% of the total in the

No. of Cost
BY CONTRACT TYPE Actions (000s)
Cost-Plus-Fixed-Fee 88 $ 703,133 -
Cost-Plus-Incentive~Fee 78 1,775,498 I
Fixed-Price-Incentive 112 1,786,558 z
Firm-Fixed-Price 247 1,735,075 -
Fixed-Price-Escalation/Fixed~Price-
Redeterminable 10 181,617
TOTALS 535 $6,181,881 :
BY COMMODITY 2
Aireraft & Aircraft Engines 146 $2,694,696
Missiles & Space Systems 109 1,191,921 E:
Ships 24 995,887
3 Vehicles 11 163,595
Weapons & Fire Control Systems 37 161,714
£ Ammunition 47 171,004 =
B Electironics & Communications 133 742,869 S
, Logisties Support Services 28 60,285 3
z TOTALS 535 $6,181,881 §
B -
3
EJ:? FY 1975, based upon DD Form 1499 data, shows median profit of 6.5% on CITP, §
§ 1 3.0% on risk, 0.2% on performance, and 0.0% (zero) on all other faztors, with a “;
:
§
:

Form 1547 sample.

Thus, the data base developed for this analysis is considered to be a valid 1

AU RS

[' sample—one that can be used to examine how negotiators have used ASPR guidance g

) in developing above-the-line profit objectives. Results of the analysis follow.

|G S AN e RS RIS IS
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Profit Objectives Have a Narrow Range and are
Skewed Toward the Top of the Range

The cost element profit objectives tend to be skewed toward the high end of
the ASPR authorized ranges. Approximately 50% of the costs are assigned a profit
in the third quartile of the authorized range. Further, approximately 70% of the
costs in each category were assigned ohjectives within a one percent range. These
distributions, along with the mean, median, and mode profit rate for each cost
element are shown in Table 2. The distribution of cost by quartile for each cost

category are shown in Figures 2 through 9.

Profit Objectives are Higher on the
Lower Risk Types of Contracts

Above-the-line profit objectives are higher on cost reimbursement
(CPFF & CPIF) contracts and lower on fixed price (FFP & FPI) contracts, as shown
in Table 3. This is caused, in part, by the relative distributicn of costs, shown in
Table 4. Cost reimbursement contracts, common for R&D work, contain a higher
proportion of engineering effort (which bears the highest profit weight). Fixed
price contracts contain a higher proportion of purchased direct materials (which
bear the lowest profit rate). Also, as cost recovery usually is faster under cost
reimbursement contracts, the CITP profit rates will tend to provide a relatively

higher return on investment on low risk contracts than on high risk contracts.

" »lit Objec.ives Differ Significantly from
the Mid-points of the ASPR Ranges

There is a significant difference between the mid-points of the ASPR range
per cost category and the actual profit objectives. This is illustrated in Table 5.
Column A shows an "average" contract, based on the total Form 1547 sample.

Column C shows the relative amount of profit on total cost attributable to each
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TABLE 3. DISTRIBUTION OF MEAN PROFIT RATES

(WEIGHTED) BY COST CATEGORY AND CONTRACT TYPE

Cost Category

Contract Type

CPFF__CPIF___FPI

, All
FFP  Contracts

Purchased Parts 2.4% 3.0% 3.2% 3.1% 3.1%
Subcontracts 4,2 3.5 4.1 3.7 3.5
Other Materials 3.2 2.7 2.7 3.1 2.0
Engineering Labor 12.6 11.7 12,3 12.3 2.1
Engineering O/H 7.6 .4 7.6 7.0 7.5
Manufacturing Labor 6.9 7.9 7.8 7.5 7.5
Manufacturing O/H 5.7 5.6 6.1 5.8 5.9
Other Costs 3.8 5.6 6.4 6.0 5.6
a & A 7.2 7.0 7.2 7.1 7.1
Total Cost 7.0% 6.4% 5.7% 6.3% 5.9%
ja3 BTN

TABLE 4. DISTR

DN &

N OF COSTS BY COST CATEGORY

AND CONTRACT TYPE

Contract Type

Cost Category

All
CPFF CPIF FPRI FFP  Contracts
Purchased Parts 10.1% 7.3% 18.4% 22.4% 15%
Subeontracts 18.0 23.9 17.6 22.1 21
Other Materials 1.4 1.7 3.7 3.2 _3
Total DNirect
Materials 29.5% 32.8% 39.7% 47.17% _39%
Engiueering Labor 21.5% 15.9%  5.0%  3.9% 10%
Engineering O/H 18.8 14.9 4.9 4.8 9
Manufacturing Labor 12.1 10.0 17.0 10.9 12
Manufacturing O/H 3.0 10.2 18.4 16.7 14
Other Costs 7.5 6.9 6.6 6.5 7
G & A 7.6 9.2 8.4 9.5 9
Total Value
Added 70.5% 67.1% 60.3% 52.3% 619%
Total Cost 100.0% 100.09% 100.0% 100.0% 100%
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cost catagory. Columns £ and I show the cotnparative profits based on the mid-
points of the ASPR authorized ranges. Were profit objcctives alustered at the
ASPR mid-points, profit would deoraase about 0,33%.

Profit Objectives are Lowar for Work that

Roquires the Most Investment

This is (Nustrated in Table 6, which compares the distribution of profit dollars

by cost aategory for both the weighted mean profit weights derived from the
Form 1647 data sample and the ASPR mid=point profit rates. Column I {ndicates
that the pre-negotiation profit objoctives provide more profit on purchased direet
materials, whiah require little investment, than would result tfrom applying the
ASPR mid-point rates. On the other hand, for the value added by in-house work,
which requires more contractor investment, the objectives provide less profit than
the ASPR mid=points would yield,

CONCLUSIONS

Two major conclusions of significance to the Profit Policy Study Group
emerged from this analysis, as follows:
- The WGL, in practice, pive less profit welght to contractor

investmaont than would result {rom merely using the mid-points
of the authorized profit vanpes.

The ASPR-authorized above-the-=line profit weight ranges inharently
provide higher profits on contracts which utilize higher amounts of
contractor oapital investment, This results from assignment of
lower profit weight ranges to the aosts of direct materials, which
normally require relatively low investment, and higher profit weight
ranges to the value-added cost elements (such as engineering), which
normally require higher levels of investment,  However, in

establishing pre-negotiation objectives, the Dol negotiators put
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slgniffoantly more profit welght on divect material gost, and less on
the value added costs, than would result frora applying the ASPR-

authorized profit range mid-polnts.

DoD negotiators' pre=negotiation profit objootives on total aboves
the=line sosts (CITP) aro invarse Lo Fisk.

CITP profit objoctives are higher for low risk cost reimbursement

oontraasts and lower for high visk flxed-price contraots. This is a
consaquenae of higher profit rates on enginaering effort, most
assoctated with research and davelopmont work performed under
gost reimbursemont contracts, and lower profit rates on matevials

cost, most assoclated with production effort under fixed-price

aontraats,
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DD Form 1547, Welghted Guidelines
Profit/Fao Objective

DD Form 1499, Report of Individual
Contract Profit Plan

DD Form 1500, Report of Contract
Compatition




: DD Form 1647: Weighted Guidelines Profit/Fes Objective ‘

r
WRIGHTED GIHDELINES PROFIT/FER OBJECTIVE
1. Soc ASPR 3-808 for ™ eignt ¢ !
o INSTRUCTIONS 3 Sew ASPR 1611 fsr of prefit ob i
R e
YA OR COMTRAACTY 50 [I- CCMTRACTON lh CONTRAGY PYRR [
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Chapter VI

l AN EVALUATION Or THE TEST OF THEE LMPLOYED
o ) CAPI'TAL CONCEPT OF PROFIT ESTABLISHMENT

by

) D. E. Strayex
! Air Force Business Rescarch Management Center

!
|
\
, Prepared for the OASD (I&L) Profit '76 Study by the
| Air Force Business Research Managenent Center
)
)
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PURPOSE OF THE STUDY

Culminating several years of analytic effort and policy
develbpment. the bDepartnent of Defense released for voluntary,
use a new concept of profit establishment. When introduced
to the procurement comwunity in 1972 by DPC 107 the employed
capital concept contemplated adjusting the weighted guidelines
developed profit objective to take account of the tctal capital
estimated to be employed by the contractor in the procurenent
being negotiated. For a number of reasons which are beyond the
scope of tihis study the policy was made voluntary rathex than
mandatory although management took an inteilest in seeing that
it was fairly tested. Despite considerable pressure, however,

less than 20 instances of use were recorded,

At the request of the Profit '76 study director, Brig Gen
Stansberry, the Air Force Business Research Management Centey
devised a questionnaire which would capture the after-the-fact
reactions of both covernment and industry personnel wiho
actually implemented the employed capital concept, It was
recognized that in an after~the-fact situwation involving only

successful trials of the DPC 107 profit policy the findings

would be limited.
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Also although cvery attempt was made to prevent bias in
responses, there is no certainty that we were successful,
Further, the research was hampered by the passage of time and
accessability of persons who were associated with the trials,
However, within these limitations the study is intonded to shed

light on two dimensions of the DPC 1C7 experience.

a. The implementation aspects of the policy; i.e., how
the respondents perceived the policy to amend their
existing approach to profit, (which was required if DPC 107

was to be utilized generally), and;

b. How the policy operated in the course ¢f the ncgotiation
process; i.e, what costs and benefits were perceived by the

users of the employed capital concept.

Measuring the perceived responses of the government and
industry negotiating teams who used DPC 107 the study provides a
documented history of how these users perceived the employed
capital concept. It cannot be and should not be generalized
beyond the respondents and their particular circumstances.
Qualitatively, however, the study offers insight into the
policy formulacion and the policy content issues surrounding

the DPC 107 experiment.
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APPROACH

Basic Approach i

‘the BRMC approached this study as a change management

problemn, DPC 107 was viewed as a new performance progyam

8 requiring both DOD and contractor psusonnel who normally

-

R s A
E i ¢ — ;
< ! \ 0 o

analyze and negotiate contract costs and profits to approach
the profit portion of their tasks differently than they had
been accustomed to using the usual ASPR weighted guidelines.

Furthermore the differences were rcgarded as fundamental,

(]

[ My
" o)
N g’

‘i.e., requiring new actions as opposed to slightly altering
existing rules, procedures, cte. For example, an entirely new
l component, employed capital, had been inserxted in the DpC 107
policy. Thus this constituted a major change in the perform-
ance prodgram which DOD and contractor negotiating personnel

' employed.

Model

: ‘ To identify variables a model was employed which regarded i
the change management problem as involving three fundamental ;

phases.

T R TR

a. Recognition of need for a new profit policy. This

directed attention to the issuve of whether the respondents

VI-5




]
perceived a need for improvement in the Defense Department's

approach to profit objective development and subsequent

profit negotiation,

b. The pexceived costs involved with implementing the new

profit policy established by DPC 107,

¢. The perceived benefits of using DPC 107's new profit

policy.

The model approaches the question of change of implenenta-
tion, therefore, from the viewpoint of perceived need, cost,
and benefit to those who must employ the policy. To the extent
that it is valid, it offexs valuable insights into the policy
promulgation process., Figure 1 illustrates the basic approach

to change management used in this research.

FIGURE 1
ORGANIZATIONAL CHANGE
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Population

To test the aodel the total DOD experience with the DPC
107 employed capital concept was identified. Exhibit 1 lists
the contractors and defense department proc¢uring activities
ll involved. fThese oconprise the nine test cases which were pex-
formed by Defense Department procuring activities prior to
l issuance of DPC 107, plus six additional applications which
were performed by defense procurement activities undex the

DRC 107 policy guidance. While the study effort knew of

N \\./’

- several other attenpts which were contemplated by procuring

O g

—anngr i

activities, we are confident that only 15 applications actually

oceurred,
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K TYPE

FI'P
Frpe
FFP
FFP
FFP
FFP
Fre

EXHIBIT 1

VALUE ($M)
BROP. obJ.
5.5 5.0
4.8 4.3
2.9 2.8
10.7 9,5
7
6.0 5.9
154.,2 144.0
267.4 236.8

8.2
16,7 15.1
7.8 7.0
4.9 4.3
3.8 3.2
3.7 3.5
4.0 3.7
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PROPIT %
abd. NEG .
13.4 13,2
11.5 11,7
13.5 13,0
16.5 16.2
12,1 12,0
12,9 12.9
13.3 13.8
13.0 13,5
1) .4 12.0
11,5 10,7

8.6 8.4
14.6 14,8
18.7 18.7
17.4 17.4
16.3 16.3
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Fox each application situwation, i.e,, the government
and industry negotiatlng teams, nine functional participants
werxe identified., These represantatives were intervioewed to
obllect SYStematically thelr porceived responsas Lo the DPC 107
policy. The Procuring Contracting Officer, contract negotiatox,
price analyst, Administrative Contracting Ofificer, and DCAA
auditor were identified as contributoxrs to tha development of
the govarnment's profit position and thus directly involved in
DPC 107 implenmentation. The contractor's nagotisting team was
congidered as consisting of the contract negotiator, his super=-
visor, the financial analyst responsible for preparing the
contractor’s employcd capital neogition, and the corporate

official who would approve and ultimately sign the contract.

Not all of the principals were available for this study
Iin a few caseés two years had elapsed since the initial appli-
cation, and some of the people involved had retired, left
government service, transferred to other organizations, or
othexwise departed from the scene and were thus unaccessible,
In other situations the negotiating team's composition did not
include all of the identified participants. Because of the
nevw policy's significance, the management level selected to
participate differed or in some instances the team did not have

menbers available for the separate functions identified. These
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functions werae in these instancce asguned by other tear mambors, ;

Mothar constraint on tho slze of the participating population

involved repeat applications, A total of 15 off those intorviewed (

participated in morae than ona nagotiation involving umployad !
capital. fThus the populntion sisc was loss than would have (‘,
boen experienced had ench usc of cmployed capital baen separata i

and anigue.

The f£inal population consistead of 61 individuals, 8ix of
thaese could not be included in the data collection offort for
various reasons. Thus the final data collection eiffovt concentrated
on 55 individual respondents. These were divided 28 from gevern=-

ment agencies and 27 from contracto)r organizations, \

.
o™

o)

gurvey Instrument

i

pe

Considering the time available for data collection, issues
to bo examined, variability of responses which c¢ould be '
expectad, and related issuos it was deaidad to employ an %
interview mathod of collecting data, This permnitted the
interviewer to assess both the clarity of recollection and
the degree 0f bhias with which the respondent addrecsed the
issues being examined., In addition, it was believed that a

survey would both requive too much time Lo secure results and



%a would negatively affuct the extent and quality of response. In

' addition as complex issues were involved the interviews permitted
collection of first hand responsas to the poliecy. This was

j consideved to be extremely important in permitting a meaningful

avaluation of the DPC LO07 experience.

' Data Collection

An interview questionnaire was designed and questions
formulated to address the basic constructs of need, perceived
costs and perceived benefit. The questionnaire was field
tested with several individuals who were knowledgeable of both

the procurcment and of the research problems involved, Numerous

[

7) changes and improvements were made in the course of the field

57 testing. Actual data were then gained by personal interviews

!) with cach respondent. Each intcrview consumed between 30

I) minutes and an hour and was conducted in the respondent's office.

Responses were recorded immediately orxr in those instances where

a—

\ cixrcunstances prevented extensive note taking were recorded as
[; soon as the interview was terminated. Also evexry effort was
made to insure that the data obtained were both accurate and
uncontaminated by interviewer bias. The interviewer consciously
!! attempted to aveid biased responses. Thus in some issues no
data were recordecl rather than a reswonse which was perceived

to be obviously "sanitized."
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FINDINGS

Need

Five questions were developed approaching the need for
policy change construct., Because it would be impossible to
secure responses to such a question 1f directly phrased,

varicus proxies were employed. These were axpectations and

rezction to the employed capital policy, perceived management

immedisate management attention, concern regardinog
cost of capital, and need for a role for return on investment
in profit establishrent. The responses were categorized by
industry and government source. In addition to computing the
percantage responses by category a chi square analysis was
perforned to test the differcnce between industry and government
reactions, Exhibit 2 summarizes the findings with xregard o

perceived need.
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EXUIBIT 2

PERCEIVED NEED
FOR
CHANGE IN PROFIT POLICY

Industryv/Government
. & 2 Difference Significance pecgrees of
Question Government Industry Level Freedcm

Expectations of Employed Capital

Low & Skeptical 60.7
Enthused 28.6
High 10.7
Reaction of Negotiating Team
Annoyed
Interesting
Enthused or More
Attention of Immediate Management

None or Some 46.4
Substantial 53.6 1¢.33%

Degree of Management Sumport

Ignored-Interest 26.9
Supported 5¢.0
Enthusiastic 23.1 11.48%

Role of ROI in Profit Establishment
None 3.7
scne 29.6
Considerable 66.7

Cost of Capital A Concern

Yes
No

i,
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It is interesting to note that government respondents

consistently viewed the new policy with less enthusiasm and

perceived lower managem:»nt interest than did their industry

counterparts. This is confirmed by a chi square analysis

which suggests that in four of the five instances the differ-

ences between industry and governmenl. respondents had

approximately a 10% chance of being caused by chance alone.

This suggests that government respondents view the profit :

issue differently than their industry counterparts. !

Cost of Imrnlementation

The question of perceived costs of implemonting the
employed capital concept was difficult to explore. Five
questions were developed to shed light on this issue. These
involve the form completion problem, data collection problen, ~
and comparative times of using employed capital concept on the
procurenent in question, on a different organization, and on
a second application involving the same agency or organization. .

Exhibit 3 summarizes the f£indings on these issues, '
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EXHIBIT 3

PERCEIVED COST

or

IMPLEMENTING EMPLOYED CAPITAL CONCEPT

13

Quastion Government

Form Completion Difficulty

None 41,7
sSome 37.5
Substantial 20.8

Ti & Using ECC vs WGM

Less or Same 26.1
Twice or lore 73.9

Difficulty OCetting Data

None 37.56
Sone 50.0
Considerable 12.5

%
Industry

36.0
32.0
32.0

32.0
68.0

28.6
42.9
28.6

Tine Using EEC on 2nd Organization

Hlalf or Lecs 28.0
Same 52.0
Twice or More 20.0

48.1
44.4
7.4

Time Using ECC on Same Organi.atioa

Half or Less 63.0
Same or Molre 37.0

51.9
48,1

VI-15

Industry/Government
DifLference Significance
Level

None

None

None

21.73%

None
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Responses were fairly consigctent, 1In only onc instance

did there apvcar to be nuch possibility of syvstematic difierence

in perception betwaen industry and government respondents. 2As
expected although sowme difficulty was repoxted in the implemn-
entation process the results indicate that these were not

insurmountable. The respondents felt that second applications

L

with the same ov with different organizations would reguire

mnach less tiwe.

Benefits of Lmplementation

%
3
g
A
E|
g

Perceived benefits were addressed in four guestions., :

: [y

t with the ability of the cmployed capital concept

[ORL e PR

to assist profit negotiatious by rendering profit less subjective

and contentious, by developing concrete profit issues which B
could be negotiated, by providing sone degree of benefit for the
additional effort expended, and by satisfying the expectations
that the team had generated when they were first exposed to

the emploved capit-1l concept. Exhibit 4 summarizes the responses

to tii juestions asked.
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EXVIBLT 4

‘) PERCEIVED BENEFIT
oF ;
USING EMPLOYED CAPITAL CONCLPT i

Industry/Government

. % % Difference Significance
Question Government Industry Leveld

Assistance in Profit Negotiation

[' None 38,5 52
“- Some 19.2 20

) Substantial 42.3 28 None
l Assistance in Developing Negotiable Issues

) None 44.4 43.5
% Some 22.2 21.7 :
1 Substantial 33,3 34.8 None :

Benefit for Expended Effort

- Wone 50 51.9 é
- sonme 10.7 14.8 :
: i Substantial 39.3 33.3 None :

Expectations Realized

! Yes 63.0 48.1
t No 37.0 51.9 None

L
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In no instance were the differences between industry and
governament responses significant, It is of interest to note
that fewer industry personnel considered that employced capital
concept assisted profit negotiations. In addition fewer industry
pexsomel considered that their expectations were met by the
policy. It seems likely, thercfore, that government negotiators
did not regard the employed capital concept as having much
potential wihen they wverxe first cxposed to it and did not see
any reason to change thelr views after they had completed

negotiations. Industry, on the other hand, had higher expecta-

tions and lower perceived beneiitis,

ez

Summary and Caveats

It is important that these findings be kept in perspective.
Although substantial numbers of both governmment and industry
respondents offered negative or safe responses to the benefit
issue, a sizeable minority considered that the employed capital
concept had been of substantial assistance in cach of the

dimensions. A similar obserxvation is likewise applicable to

the perceived need construct,
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MEANING OI' FINDINGS

Evaluation of the findings of this.study is essentially
judgenental. For reasons mentioned carlier no final judgement
can be made based on the data collected. In a judgemental
sense, however, the following conclusions seem clearly

supportable,

Need

Government personnel did not generally perceive a need for
pxofit policy change. In addition they did not perceive
that the DPC 107 policy had the firm support of either their
immediate management or of DOD management as a whole., This

can probably be traced to the voluntary aspect of the policy.

In addition it seems that government personnel may not
have a c¢lear percegption of the role profit plays in the
industries they deal with. Howeveyx, a substantial minority
of government personnel Go not share these views and may be

reasonably responsive to policy changes.
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Although the administrative costs of first implementation
wexe perceived as being high succeeding costs were estimated
to be nuch lower, In addition, the general tenor of responses
suggestad that the administrative cost dimensions were over=-

stated as causes for nonutilization of DPC 107.

ggnefit

Benefits were not perceived as being commensurate with
costs by a substantial number of respondents. Industry was
most Aisappointed in this regard. Although the reasons for
this were not exploxred in this research, hints of a technical
flaw in recognizing corporate investment surfaced in several

instances, This may have a relationship to the findings.

Qualitative Findings

In addition to the structured questions, several dimensions
were explored in an open ended fashion during the interview.

The most percinent of these related to the dimensions which a
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new profit policy should address and to the reasons for non-

acceptance of the DPC 107 concept. These findings are explored

‘ in greater detail in Appendix 1. In swmary, however, it
e seens that the negotiators perceived a negative attitude on the

B part of the government., if they were contractor personnel,

and a riegative attitude on the part of the contractor if they

= were government personnel. This suggests that a much better "
understanding of the necd for a different profit policy must e
be instilled in both contractor and government personnel.
f While a number of people have suggested that the administrative B
aspects of DPC 107 wer¢e responsible for its lack of acceptance,
neither the structured or the unstructured questions confirmed

‘ this view.

! conclusions

Viewed in a total context, it seems likely that the
reasons for nonacceptance of DPC 107 employed capital concept
are fairly straightforward. Neither industry nor governnent
really believed that the employed capital profit policy was

needed.

In addition they perceived the costs of using employed

capital as fairly high and its benefits slight, The fact that

Vi-21
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the first time costs werxe large and subscque © costs would

have been much smaller did not aid subsequent uses of PPC 107
because many people felt that tho bonefits were slight, Xn
addition DOD management was not perceived as favoring implemons
tation. 1t seems likely, therafore, that future profit policy

mast be made mandatory if it is to be given a fair trial.
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Chaptey, V11

PROFIT POLICY FORMULATION

In accordanca with the Deputy Secretary of Defense's Charter in May 1975, the
Profit Policy Formulation Group set out to revise bDoD Profit Policy to
motivate defense coutractors to make investments which will increase pro-

ductivity and reduce defense contract costs,

In order to approach this task in a manner so that constructive changes could
Lbe made, the team veviewed prior studies completed 1n this area. In additioun,
they reviewed the results of questionnaires received from both Goverument and
Industry procurement personnel relative to the problems with the current
profit policy and their recommended solutions for a vevised policy. The team
received valuable input from the data gathered from the profit centers
porticipating in the Profit '76 Study. Such data it

some of the ingredients of the policy itself.

The team also visited with nine selected defense contrvactor top management

personnel ta discuss curvent policy, the problems associated therewith,

el RN e

proposed changes aud many other pertinent areas in negotiating profit in the

defense enviroument.

Discussions relative to changes In profit policy have taken place also at
Procurement Seminara and Symposiums at various locations with both Covernment
and Industry personnel. The top management levels across Governwment Agencies
have also been consulted ang briefed on proposed changes to the profit policy
with valuable i{nput being rurnished the study team for cousideration an well.
Several meetings took place with the Cost Accounting Standards Board staff
velative to Standard 414 fCost ot Capital) to merwe thelr efforts with ours

82 s to avold conflict and dupiication,




The information gatharad from above sources produced a larga nuwber of ideas.
These ldeuas were avaluated agalnst the following factors, assumptiouns, and

criteria as well as general business and econowic principles.

Given Factors:

1. A change in Dol's independently established prenegotiastion profit
objective will not guarantee a one-for-one change in a contractor's earned
(coming~0.~; profit.

2, Going=-in proflt opportunity will be established as a result of
negotiations.

3. Contracting Officers must have adequate policy latitude to 'give and

take" during negotiations based on their judgment of the situation.

Assumptious:

1. A change in the going-in negotiated profit will result in a like
change in the coming~our profit though not in the same amount.

2, Giving weight to capital investment in contract pricing will result
in greater attention to this factor by defense contractors.

3. Agreement reached at the end of negotiations represents a free will
dJecision by both parties,

4. Radical changes to current policies are probably not required.

Evaluation Criteria:

1

1. Does the proposal sdvance DoD's basic profit policy objective?

2. Does the proposal accord equitable treatment Lo contraciors?

3. Cuan operating personnel understand and support the proposal?

4. Doues the proposal avold unnecessary complexiities?

5. 1s the administrative erfort involved reasonably commensurate with
the proportion that profit bears to the total contract price!
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To be responsive to our charter and fortified with the knowledge gathered
from exposing early draft policy changes to both Gov- iment and Industry
persounel, the Profit '76 Policy Group settled on a proposci final policy
package as follows:

1. Recognize capital (facilities) as a real and essential ingredient
of contract performance:

a. Uniformly compensate contractors for the time value of facilities
capital employed at an imputed interest rate associated with s risk free
investment. Treat this imputed interest as an allowable contract cost and
reimburse it as such.

b. Recognize that a special risk attaches to capital investments made
for defense purposcs Provide contractors the opportunity to earn profit
to compensate for tuat risk in the same general manner that they are given an
opportunity to earn profit to compensate for the cost risks they assume,
Tailor the extent of profit opportunity to the Jegree of risk associated with
facilities capital employed in support of a given contract.

2. Emphasize effort and risks as profit determinants rather than contract
costs to dispel the '"cost plus a percentage of cost' connotation associated
with the current profit pelicy.

3. Recognize productivity as a factor in establishing the profit objective
for an instant contract. The bencfit of good past performance to a new
future contract is difficult to measure. Reliance on cost/performaiice
incentives in the instant contract should be the yardstick to determine profit

carned on the basis of demonstrated performance during the instant contract.

The prcposed revised policy focuses on a contractor's effort, assumption of
risk and degree of facility investment. This i~ as should be to instill the
proper motivation for overall cost eificiency on the part of the defense

community.
VII-3
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Based on the foregoing considerations, the policy group, developed,
coordinated and promulgated the following Defense Procurement

Circular (DPC) 76-3 which sets forth the revised policy.
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DEFENSE PROCUREMENT CIRCULAR

1 SEPTEILEP 1976 NUMBER 76-3

This Defense Procurement Circular is issued by direction of the Assist-
ant Secretary of Defense (Installations and Logistics) pursuant to the
authority contained in 5 U. S. Code 391, 10 U. S. Code 2202, DOD Direc-
tive No.512€¢,22, and ASPR 1-106.

All Armed Services Procurement Regulstion materiel and other directive
material published herein is effective 1 Octolker 197¢.

Unless otherwise indicated in the introductory language preceding an
item, each item in this Circular shall remain in effect until the ef-
fective date of that subsequent ASPR revision which incorporates the
item, or until specificully canceled.

Reproduction authorized.

Jtenm

Profit, Including Fees Under Cost Reimbursement
Type Contracts

Calculation and Aoplication of Facilities Capital
Employed

Cost of Money for Facilities Capital Employed as
an Allowable Cost

Supplementary Instructions for Use of DD Form 633

Incurred Costs - Progress Payments

DD Form 1547 - Weighted Guidelines Profit/Fee
Objective

DD Form 186l - Contract Tacilities Capital/Cost
of Money

Example of Application ot New Profit Policy
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Executive Summary

.

sl

The purpose of this Defense Procurement Circular is to promulgate
significant changes to Department of Defense profit and pricing policy
for negotiated contracts. The changes announced herein are based upen
a study of the profitability of Defense contractors in which the Army,
Navy, Air Force, Deftrse Supply Agency, other Government agencies,
and industry played maior roles. The study, entitled Profit '76, was
conducted at the direction of the Deputy Secretary of Defense and was
lcd by the Office of the Assistant Secretary of Defense (Installations and {
Logistics), '

The most important changes concern contractor investment, Over the

last several years, the level of contractor facility investment in Depart-
ment of Defense contracts has been considerably lower than in comparable
commercial endeavors, even after taking into account government-furnished
facilities and equipment, The reasons for contracicor reluctance to invest
in modern machinery and equipment for use on DoD contracts are many

and varied, but it is clear that some are rooted in present procurement
policy which fails to receguize adequately, (either in profit or as an
allowable cost) the facility investment which may be required for efficient
operation, Accordingly, two important changes are being made, The {irse
provides that the imputed cost of capital for facility investment (measured
in accordance with CAS 414) will be considered allowable on most negotiatcd
DoD contracts which are priced on the basis of cost analysis, Procedures
are established so that on the average the contracting officer's pre-
negotiation profit objective takes into account (and offsets) the cost in-
crease attributable to the imputed cost of facility capital, The second
change provides that the level of facility investment will be recognized

by DoD contracting officers in reaching a pre-negotiation profit objective
under the weighted guidelines method. The relative weight of this factor

in the pre-negotiation profit objective calculation is modest; in the future

it will likely be increased after industry has had some oppertunity to adjust
its invest nat patterns, It is anticipated that these policy changes will
help remc  obstacles to cost-reducing facility investment decisions by

industry,
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Other changes of consequence contained in this DPC include the {ollowing:

e el

Contract estimated cost receives less emphasis as a profit
determinant,
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A greater spread in profit is established to recognize the difference
in risk vetween cost reimbursable and fixed price type contracts,

Productivity improvements are introduced as a modest profit factor
80 as to further the principle that reduced costs will lsad to increased

earnings.

Past performance as a profit determinant has been dcleted from the
weighted guidelines, No objective measure of past peirformance exists
and the use of this factor has been erratic and of little significance in
arriving at a negotiated profit, This factor will, however, continue to
he used in the source selection process,

This Defense Procurement Circular is promulgated with the expectation
that the revised policies will lead to the establishment of more equitable
profit objectives on DoD contracts and that cont»actors will respond to
the incentives created to reduce hardware costs through {acility invest-
ments, The Secretary of Defense has requested that all echelons of

malin~

comimand, and in particular, contraciing officers give this policy their

full support.
%’wz

FRANK A SHRONTZ2
Assistant Secretary of Dafense
(Installations and Logistics)
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ITEM I -- PROTFIT, INCLUDING FEE UNDER COST REIMBURSEMENT TYPE CONTRACTS

This Item supersedes ASPR 3-808 and Item XXIIl of DPC 75-1
dated 30 July 1975,

3-808 revises the Departwent of Defense's profit policy. The
revisad profit policy does not alter the principal procurement
objective to obtain a quality product, delivered on schedule at a
reasonable price. It does, however, revise the factors to be used
in establishing the profit component of price and makes these
guidelines mandatory when negotlating certain contracts. The pur-
pose of the revised policy is to determine a profit objective that
is based on a combination of cost, risk and facilities investment
factors., It is fully intended and expected that implementation of
this revised policy will alter previous norms for defense profits
when applied to individual procurement actions, Past profit evalua-
tion practices should not be carried forward and allowed to hinder
the fulfillment of these intentions and expectations.

The revised profit policy continues to use the same basic
evaluation technique empleoyed in tie original welghted guidelines.
However, significant revisions have been made not only to the profit
determinants but also to the weight mix and weight ranges., Further,
primary emphasis has been placed on evaluating the eifort, risk and
facilities investment assoclated with the procurement. Quantifica-
tion of these factors in the form of a dollar profit objective should
be the derivative of a thorough evaluation of the current procurement
action.

Past TFerformance, Sourres of Resources, and Special Achievement,
have been deleted as profit elements. Tacilicies Investment has been
added to the basic profit evaluation process. Retained are the
elemente of Materials, Engineering Labor and Overhead, Manufuacturing
Labor and Overhead and General Administration. "Specc‘al Factors"
which include Foreign Military Sales, Productivity (s new item),
Independent Development, and Other Factors, complete the revised
guidelines. These special factors, when present, can result in an
add-on to the basic profit objective.

The relative weight rix of the major profit determipnants has been
revised. Under the policy in effect since Janvary 1964 the prencgotia-
tion profit objective determinants were as follows: (i) Contractor's
Input to Total Performance (65% of Total); (ii) Contractor's Assumption
of Contract Cost Risk (30% of Total); and (iii) all other factors (5%
of Total). Under this revised policy the breakdown is as follows:

VII-§
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{1} Pantvartor Effort (50% of Total), (i1) Cost Risk (40% of Total),
and (ii1) Investment (10% of Lotal). An adjvatment factor (.7) has
bhaen established for Contractor Effort so that the same adminiecracive
procedures can be used in daetermining the profit objective for this
area but to scale it from 65% down to 50%. Welght ranges for types

of contracts have been revised to effect an increase in the ralative
weight to be given to cost risk in establishing the overall profit
objective.

It is contemplated that the 10% relative weight assigned to
"Investment" will be reevaluated in the future with the view of
increasing it. A period of time will be allowed to give the Dafense
Industry ar oppertunity to examine snd adjust its facilities invest-
ment policies and practices. Issuance of a Cost Accounting Standard
pertaining to operating capital could be a major factor in the timing

of such a reevaluation.
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DPC #76-3

3-808 Profit; Including Fees Under Cost-Reimbuvrsement Type
Contracts.
3-808.1 Policy.

(a) General. It is the policy of the Department of Defense to
utiliee profit to stimulate efficient contract performance. Profit
generally is the baslic motive of business enterprise. The Government
and defense contractors should be concernec with harnesring this motive
to work for movre effective and economical contract performance. Nego-
tiation of very low profits, the uc: of historical averages, or the
automat ic application of a predetermined percentage to the total esti-
mated cost of a product, does not provide the motivation to accomplish
guch performance. Furthermore, low average profit rates on defense
contracts overall are detrimental to the yublic interest, Effecclive
national defense in a free enterprise economy requires that the best
industrial capabilities be attracted to defense contrac-a. These
capabilities will be driven awvay from the defense market if defensec
contracts are characterized by low profit opportunities. Conie-
quently, negotiations aimed merely at reducing prices by reducing
profits, with no realization of the function of profit cannot be con-
doned., For each contract in which profit {s negottiated as a separate
element of the contract price, the aim of negotiation should bhe to
employ the profit motive so as to impel effective contract performance
by which overall costis arec econcmically controiied. To this end, the
profit objective must be {itted to the circumstances of the particular
procurement, giving due weight to cach of the effort, risk, facilities

" {nvestment and speclal factors set forth in this 3-308., This will
result in a wider range of profits which, in many cases, will be
significantly higher than previous norms,

(b) Contracts Priced on the Basis of Cost Analysis. When cost
analysis is performed puisuant to 3-807.2, profit consideration shall
be in accordance with the objectives set forth below,

The Government should establish a profit objective for contract
negotiations which will:
(i) motivate contractors to undertake more difficult
vork requliring higher skills and reward those who
do so0;

(11) allow the contractor an opportunity to earu profics
commensurate with the extent of the cosl risk he is
willing to assume;

(111) motivate contractors to provide thelr own faciliries
and {inaucing and establieh their competence through
development work undertaken at their own risk and
reward those who do so; and

({v) reward contractors for productivity increases.
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) The weighted guidelines mothod set forth in 3-808.2 below for
gstablishing profit objectives ia dasigned to provide reasonably

| pracise guidance in applying these principles. This method,
properly applied, will tailor profits to the clrcumatances of each
contract in xuch a way that long range cost reduction objectives

| will be foatered, and a spread of profits will be achieved which is
commensurate with varying circumstances,

(¢) Contracts Priced Without Cost Analysis. On many contracts

| and subcontracts, good pricing does not require an examination into
{ costs and prolits. Where adequate price competition exis's and in
) other situatious whare cost analysis is not required (sec 3-807),

L fixed-price type contracts will be awarded to tho lowast responsibla
" offerors without regard to the amount of their prufits. Under these
) circumatances, the profit which is anticipated, ov in fact earned,

) should rot be of concern to the Government. In such cases, if a
I low uofferor sarns a large profit, it should be considered the normal
' reward of efficiency in a compatitive syatem and efforta should not
) be made to roduce such profits.
- 3-808.2 Weighted Culdelineas Mathed,
| (a) General.
! (13 The weighted guidelines method provides contracting

officers with (1) o techunique that will insure consideration of the
rvelative valuc of the appropriate profi{t factors descrihed in 3-808.4
‘ in the establighment of a profit objoctive and the conduct of napotlia-
j tions; and (i{1) a basis for documentation of this objactive, includlug
an explanation of any significant departure from this objective in
l reaching a {inal agreement. The contracting of ficer's analysis of
these profit factors is based on information available to him prior
) to negotiations. Such information 1is furnished In proposals, audit
l data, performance reports, pre-award surveys and the like, The
welighted guidelines method shall be used in all controcts where
) cosl analysis ia performad except as set forth in (b) below.
, (2) The contractor's proposal will include cost informa-
| tion for evaluation and a total prefit figure. Contractors shall
not be requived to submit the details of thelr profit objectives but
they shall not bo prohibited from doing so if they desire, Elasborate

—

. and voluminous presentations are neither required nor desired and may
E fndicate a low index of cust effectiveness, which fact itself should
5 be taken into consideration by the contracting officer,

(3) The negotiation process does not contemplate or
‘ require agreement on either estimated cost clements or prolit ele-

ments, aslthough the details of analysls and evaluation may be
f discusscd in the fact=-finding phase of the negotiation. If the
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difference between tho contractor's profit objective and the
contracting officer's profit objective ino relatively small, no
discusslon of individual factors may be necocssary. If the
negot fating parties' objectivea are relatively far apart, o dis-
closure of welghtings and rationale by both parties may be made
concerning the total assigned to contractor effort, contractor
risk, facilities investment and specisl factora. By thus develop-
fug a mutual understanding of the loglic of the respective pousitione,
an orderly progresaion to final agreament ahould result. 3imultana-
ous, not sequentisl, agreement will be reachad on coust, any
incentive profit-mharing formulas, or limitation on profits, and
price. The profit objective 18 a part of an overall nepotiation
vbjective which, as a going-in objective, bears a distinct rela-
tionahip to the tavget cost objuctive and any proposed sharing
arranganmont .  Since the profit is morely one of several interrelated
variablea, the Govarnmant negottator shall not ccaplete the profit
negot iation without aimultaneocusly agreoeing on the uther variablon.
Specific agreement on the axact weighte or values of the individual
factors is not required and should not be attempted.

(b) Exceptiona.

(1) undar the following listed circumstancea, othar mathods
for establiahing profit objactives way bo used, Cenerally, it 1a axpoctod
that such methoda will accomplish tha two foaaturas of tha waightad guide-
linea mathods set forth in (a) (1) above. Where mathode other than tha
wolghted guidelinas ava usd&d to astablish a profit ohjigetive, an
appropriate reduction in tha profit obloctive will ba mada to compansate
for the amount of factlitiay capital cost of noney allowed in accordaunce
with 15-205.50,

(1) Architect-engineering contracts;

(ii) peraonal or profeaslonal service contracts;
(1i1) management contrncts, e.g., {or malntenance
or oparation of Government factlitles;

(iv) tormination acttlemonts;

{v) enginaering sotrvices, labor-hour, time-and=-
material, and overhaul contracts providing
for payment on a man-hour, man=-day or man-
month basis, and where the contributfon by
the contractor comstitutes the furnishing
of personnel rather than the output of an
integrated resevarch, engineoring., or manu-
facturing organizatien;

(vi) cost-reimbursement construction contraces;
and
{(vit) cost-plus-award-fee contracta.

(2) oOther exceptions wmay be made in the negottation of
contracts presenting unusual pricing situations when specifically
authorized by the Head of a Procuring Activity Such eoxceptions

vitg- 17
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shall bo jJuetified in writing and a thorired only in situations
whore tha welighted guidelines method is determined to be unsuitabla.

(c) Uimitation. [n the evert this or any other method would
result in eatablishing a fee objoctive in violation of limitations
gotablished by statute or this reguiation, the maximum {ce abjective
shall be the percentage allowed pursuant to such limitationa, (See
3=40%.) b local administrative ceflinga on profit shall he
permictad.

3-808.3 Profit Objective.

(a) A profit objactive ia that part of the ostimated contract
price objactive or value which, fn che judgment of the contracting
of {icer, ia appropriate for the procurament bLeing considered, cover-
ing the profit or fac element of the price objective. Thia objective
should realistically reflaect the total overal]l task to be parformed
and the raquiremonts placed on the contractor. Prior to the negotia-
tion of a contract, change order, or contract modification, vhere
cost analysie ta undertaken, the negetiator shall develop a prof it
objactive. The weighted guidelinea metlind, {f applicable, shall be
used for developing thia profit cgbjective, If a change or modifica-
tion 18 of a relativaly smal' dollar amount and is basically che same
type of work as requirad in the basic contract, the application of
the welghted guidelines method wlll generally vesult in a prof{t
objaztive almilar to the prufit objective {n the basic contracc, -nd
thérefore this basic rvate may be applied to the contract change or
modification. Howevar, in cases where the change or modification
calls for substantially different work, then the basic contract
protit and the contractor's effort may be radically chananed and a
detailed sanalysts s necaasary, Aleo, {f the dollar amount of the
change or contract modificatlion (a8 very aiguificant (o compariaon
to the contract dollar amount, a detatiled analysis should be maue.

(b) Development of a profit objective should not begin unttl
sfter a thorough (1) review of proposed contract work; (11) review
of all available knowledge regarding the contrvactor, pursuant to
Section 1, Part 9, including capability reports, audit data, pre-
award survay teports and financial statements, as appropriste; and
(1i1) analysis of the contrac. 'vr'as cost eatimate and comparison with
the Goverament's estisate o prelection of cost,

(c) Where wethods viher than tha woeightad puidel 1nas arve
usad to ostablish a profit objactiva, an appropriate reduction in
the profit objactive will be made to compensata tur the amount of
facilitics capital coat of monav allowed in accordance with
15-205,50,

3-808,4 Prerit Factors.,

(a) The following factors shall be considerad In all
cases in which profit {s Lo be spacifically negotiuted.
fhe waeight range: listad a{ter @ach factor shall he nsed fu
all fustances where the weighted guidelines mathod is usad.,

VIT- 13
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(b) Under the weighted guidelines wethod the contracting
officer shall first measure the "Contractor's Effort" by the assign-
ment of a profit percentage within the designated weight ranges to
each element of .ontract coat recognized by the contracting officer.
Although certain classifications of acceptable cost, including travel,
subsistence, facilities, test equipment, special tooling, federal
manufacturers excise taxes, and royalty expenses, may have been
historically excluded from the base upon which profit has been com-
puted, they shall rot be excluded when using the weighted guide)ines
method.

Not to be included for the computa*jion of profit as part of the
cost base is the amount calculated for the cost of money for facili-
ties capital. A complete discussion of how this cust is determined
and how it will be applied and administered is set forth in 3-1300.

(¢) The suggested categoriecs under che Contractor's Effort
are similar to those on the Contract Pricing Proposal (DD Form 633).
Often individual proposals will be in a different format; but since
thLese categories are broad and basic, they »rovide sufficient guidance
to evaluate all other items of cost.

(d) After the contracting ofticer has computed a total dollar
protit fcr the Contractor's Eiiouri, he shall then add the specific
profit dollars assigned fovr cost risk, facilities investment risk, and
special factors. Weighted Guidelines Profit/Fue Objective (DD Form
1547) is to be used, as appropriate, to [aci;itate the calculation
of this profit objective, (See F-200.1547.)

(e) The weighted guidelines method was designed for arriving
at profit or fee objectives {ur other than nonprofit organizations,
However, if appropriate adjustments are r Je to reilect differences
betweenu profit and nonprufit organizations, the weighted guidelines
method can be used as a basis for arriving at fee objectives for non-
profit organizaticns. Therefore, the policy of the Department of
Defense is to use the weighted guidelines method, as modified in (2)
below, to establish fee objectives which will stimulate efficient
contract performance and attract the best capavilities of nonprofit
organizations to defense oriented activities. The modifications
should not be applied as deductions against historical fee levels,
but rather, to the fee objective for such a contract as calculated
under the weighted guidelines method.

(1} Tcr purposes of this subparagraph, nonprofit organiza-
tions are defined as those business entities organized and operated
exclusively for charitable, sciencific or educational purposes, nu
parc of the net earnings of which inure Lo the benefit of any private
sharelr .Jer or individual, no substantial part of the activities of
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which is carrying on propaganda or otherwise attempting to influence .

legislation or participating in any political campaign on behalf of i

any candidate for public office, and which are exempt from Federal

income taxation under Section 501 of the Internal Revenue Code, X
(2) For contracts with nonprofit organizations where

fees are involved, the fcllowing adjustments are required im the

B

L/

ko
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weighted guidelines method. 2
(1) A special factor of -1% shall be assigned in e
all cases. )
(ii) The weight range under "Contractor Cost Risk" -
shall be -1% to 0% in lieu of 0% to 8% for e =

contracts with those nonprofit organizatioms
or elements thereof identified by the Secre-
tary of Dcfense or the Secretary of a
Department (or their respective designees)
as receiving sustaining support on a cost-
plus-a~-fixed-fee basis from a particular
Department or Agency of the Department of
Defense.

(f) In making his judgment of the value of each factor, the
contracting officer should be governed by the definition, description,
and purpose of the factors together with considerations for evaluating
them as set forth herein.

3-808.5 Contractor Effort.

(a) General. This factor is a measure of how much the contractor
himself is expected to contribute to the overall effort necessary to :
meet the contract performance requirements in an efficient manner. This -
factor, which is apart from the contractor's responsibility for contract :
performance, takes into account what resources are necessary and what
the contractor himself must do to accomplish a conversion of ideas and
materials iunto the final product called for in the contract. This is a
recognition that within a given performance output, or within a given
sales dollar figure, necessary efforts on the part of individual con-
tractors can vary widely in both value and quantity, and that the profit
objective should reflect the exteat and nature of the contractor's con- :
tribution to total performance. The evaluation of this factor requires :
an analysis of the cost content of the proposed -ontract as follows.

(b) Material scquisition (Subcontracted Items, Purchased Parts
and Other Material). Analysis of these cost items shall include an
evaluation of the managerial and technical effort necessary to obtain
the required purchased parts, subcontracted items, and other materials,
including special tooling. This evaluation shall include consideration
of the number of orders and suppliers, snd whether established sources
are available or new sources must be developed. The con racting offi-
cer shall also determine whethei the contracter will, for example,
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obtain the material and tcoling by routine orders frcm readily availlable
supplies (particularly those of substantial value in relation to the
total contract cost), or by detailed subcontracts for which the prime
contractor will be required to develop complex specifications involving
creative design or close tolerance manufacturing réquirements. Con-
sideration should be given to the managerial and technical efforts
necessary for the prime contractor to administer subcontracts, and
select subcontractors, including efforts to break out subcontracts

from sole sources, through the introduction of competition. These
determinations should be made f~~ purchase: of raw materials or basic
commodities, purchases of proceissed material including all types of
components of standard or near standa: ° charactexristics, and purchases
of pieces, assemblies, subassemblies, special tooiing and other prod-
ucts special to the end-item., In the application of this criterion

it should be recognized cthet the contributicecn of the prime contractor
to his purchasing program m?int be substantial. This might be applica-
ble in the management of subcastracting programs 7- »lving many

sources, involving new complex components and * . sgentation, in-
complete specifications, and close surveillanc - the prime con-
tractor's veprasentativa, Recogrnized casts p . &d as direct
material costs such as scrap charges shall b- - ated as material
for profit evaluation. If intracompany - .asrev. are accepted at
price, in accordance with 15-205.22{e}, . ¢y shel bSe evaluvated as
material. Other intracompany transfers '1 +o gvaluated by indi-
vidual components of cost, i.e., mate =. and overhead.
Normally the Zowest unadjusted we vor ¢ material is 2%,

A weighting of l3ss than 2% would be apprugri.ate only in unusual
circumstances when there is a minfmal contributionr by the contractcc.

(c) Conversion {Engineering and Manufacturing Labor). Analysis
of the engineering labor and manufacturing labor items of the cost
content of the contact should include evaluation of the comparative
quality and level of the engineering talents, manufacturing skilis
and experience to be employed, Imn evaluating engineering labor for
the purpose of assigning profit dollars, consideration should be
given to the amount of notable scientific talent or unusual or
scarce engineering talent needed in contrast to journeyman engineer-
ing effert or supporting persomnel. The diversity, or lack thereof,
of scientific and engineering specialties required for contract
performance and the corr=sponding need for engineerivg supervision
and coordination should be evaluated. Similarly, the .riety of

manufacturing labor skills required and the contract manpower
resources for meeting these requirements should be .. ... .dered.
VIii-7
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(d) General Mansgement (Overhead and G&A).

(1) Analysiz of these overhoad items of cost lncludes the
evaluation of the make-up of these expenses and how much they con-~
tribute to contract performance, This analysis should include a
determination of the amount of labor within these overhead pools and
how this labor would be treated if it were considered as direct labor
under the contract. The allocable labor elements should be given the
same profit consideration that they would receive if they were treated
as direct labor. The other elements of these overhead pools should be
evaluated to determine whether they are routine expenses such as utili=
ties, depreciation, and maintenance, and hence given lesser profit
consideration, or whether they are significant contributing elements.
The composite of the individual determinatiors in relation to the ele-
ments of the overhead pools will be the profit consideration given the
pools a:z a whole. The procedure for assigning relative values to these
overhead expenses differs from the method used in assigning values of
the direct labor. The upper and lower limits assignable to the direct
labor are dbsolute. In the case of overhead expenses, individual
expenses may be assigned values outside the range as long as the
composite ratio is within the range.

(2) It is not necessary that the countractor's accounting
system break down his overhead expenses within the classification of
engineering cverhead, manufacturing overhead, and general and adminis-
trative expenses unless dictated otherwise by Cost Accounting Standards
(CAS). The contractor whose accounting system only reflects one over=-
head rate on all direct labor need not change his system (if CAS
exempt) to correspond with the above classificatioms. The contracting
officer in his evaluation of such a contractor's overhead rate could
break out the applicable sectious of the composite rate which could be
classified as engineering overhead, manufacturing overhead and general
and administrative expenses and follow the appropriate evaluation
technique.

(3) There is a critical factor that should be considered
in the determination of profit in this area. Management problems
surface in various degrees and the management expertise .xercised to
solve them should be considered as an element of profit. TFor example,
a8 new program for an item which is on the cutting edge of the state of
the art will cause wore problems, require more managérial time, and
abilities of a higher order than one which is a follow-on contract.

If new contracts create more problems and require a higher profit
weight, follow-ons should be adjusted dowvmward as many of the problems
should have been solved. In any event an evaluvation should be made

of the underlying managerial effort involved ou a case by case basis.
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(4) It may not be necessary for the contracting officer

to make a separate profit evaluation of overhead éxpenses in connection

with each procurément action for substantially the same product with the
same contractor, Where an analysis of the profit weight to be assigned

to the overhead pool has been made, that weight assigned may be used for
future procurements with the same contractor until there is a change in

the cost composition of the overhead pool or the contract circumstances,
or the factors discussed in (3) above are involved.

3-808.6 Contract Cost Risk.

(a) Gemeral. This factor reflects the policy of the Department
of Defense that contractors bear an equitable share of contract cost
risk and to compensate them for the assumption of that risk. A con~
tractor's risk associated with costs to perform under a Government
contract is usually minimal under cost reimbursement type contracts.
However, as procurements progress from Basic Research through Follow-
on Production &nd Supply contracts the use of increased contractor
risk assumption type conracts is appropriate for increasing the
contractor's responsibility for performamnce. The generally accepted
progression of the procurement spectrum ranging from Basic Research
through Supply procurements and from cost to firm fixed price con-
tracts is shown below:

Type of Effort Type of Contract
(1) Basic Research Cost, CPFF
(2) applied Research Cost, CPFF
(3) Exploratory Development Cost, CPFF
(4) Advanced Development CPFF, CPAT
(5) ECngineering Development CPTF, CPAF, CPIF
(6) Operationa! System Development CPIF, CPAF, IPI
(7) First Production FPI
(8) TFollow-on Production FPI, FFP
(9) Supply FFP

Research and the various categories of development are defined in ASPR
Section IV.

In developing the pre-negotiation profit objective the contracting
officer will need to strongly consider the type of contract anticipated
to be negotiated and the contractor risk associated :herewith when
selecting the position in the weight range for profit that is appro-
priate for the risk to be borne by the contractor. This factor should
be one of the most important in arriving at pre-negotiation profit
objectives. '
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(b) Evaluation of Contractor's Assumption of Contract Cost Risk.

(1) Evaluation of this risk requires a determination of
(1) the degree of cost responsibility the contractor assumes, (ii) the
reliability of the cost estimates in relation to the task assumed, and
(441) the complexity of the task assumed by the contractor. This
factor 1is specifically limited to the risk of contract costs. Thus,
such risks on the part of the contractor as reputation, lesing a com-
mercial market, risk of losing potential profits in other fields, or
any risk on the part of the purchasing activity, such as the risk of
not acquiring an effective weapon are not within the scope of this
factor.
' (2) The first and basic determination of the degree of
; cost respousibility assumed by the contractor is related to the
f sharing of total risk by contract cost by the Govermment and the
3 contractor through the selection of contract type. The extremes
; are a cost-plus~fixed-fee contract requiring only that the contractor
use his best efforts to perform a task, and a firm fixed-price con-
tract for a complex item. A cost-plus-fixed-fes contract would
reflect 2 minimum assumpiion of cost responsibility, whereas a firm
fixed-price contract would reflect a complete assumption of cost
responsibility.

(3) The second determination is that of the reliability
of the cost estimates. Sound price negotiation requires well-defined
contract objectives and reliable cost estimates. Prior production
expérience assists the contractor in preparing reliable cost esti-
mates on new procurements for similar equipment. An excessive cost -
eetimate reduces the possibility that the cost of performance will )
exceed the contract price, thereby reducing the contractor's assump-
tion of coantract cost risk,

(4) The third determiation is that of the difficulty
of the contractor's task. The cottractor's task can be difficult
or easy, regardless of the type of coutract.

(5) Contractors are likely to assume greater cost visk
only if contracting officers objectively analyze the risk incideut
to proposed contracts and are willing to compensate countractors for
z it. Generally, a cost-plus-fixed-fee contract would not justify a

reward for visk in excess of 1%, nor would a firm fixed-price con-
tract justify a reward of less than 6%. Where proper contract type
selection has been made the reward for risk by contract type would
usually fall into the following percentage ranges:

%
;_
3
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A) Type of Contract....and....Percentage Ranges

" Cost=Plus=Fixed FCE .iiveervrencenissrsssresrssaneeses 0O to 1%
Cost-FPlus-InCentive=Fee +...visevverenessrssossrsaases 1 to 3%
Fixned=Price~Incentive ..cveisessssisrssecsnarssasrssss 3 to 6%

) FTirm~Fixed=Price viisvvivitrvestcesirtnsssssessvesersses 0O to 8%

a. These ranges may not be appropriate for all pro-
curement situations. For instance, a fixed~price-incentive contract :
which is closely priced with a low ceiling price and high incentive ;
share nay be tantamount to a firm fixed-price contract., 1In this
situation, the contracting officer might determine that a basis
exists for high coafidence in the reasonableness of the estimate,
and that litvle opportunity exists for cost raduction without extra-
ordinary efforts. On the ¢ ‘her hand, a contract wiia a high ceiling
and low incent've formula could be considered to contain cost-plus~
incentive-fee countract features. In this situatlon the countracting
officer might determine that the Govermment is raetaining mu. " of the
contract cost responsibility and that the risk assumed by the con-

) tractor is minimal. Similarly, if a cost-plus-incentive-fee contract

- includes an unlimited downward (negative) fee adjustment on cost

control, it could be comparable to a fixed-price~incentive contract,

) In such a pricing environment the contracting officer may determine
that the Government has transferred a greater amount of cost responsi-

bility to the contractor than is typilcal under a normal cost-plus-

incentive~-fee coutract.
k. The contractor's subcontracting program may have

a significant impact on the contractor's acceptance of risk under a
contract form., it could cause risk to increase or decrease in terms
of both cost and performance., This consideration should be a part of i
the contracting officer's overall evaluation in selecting a factor to ;
I apply for cost risk. It may be determined, for instance, that the !
) prime contractor has effectively transferred real cost risk to a sub-

contractor and the contract cost risk evaluation may, as a result,
be below the range which would otherwise apply for the contract type
7 being proposed. It would be expected that this situation would be
) found to exist only in a very few extraordinary procurement situations

under circumstances of (i) a follow-on production contract, in which
a very substantial portion of the total contract costs represents a

e A

? gingle su@contract or a very few subcontracts, (ij) the fullest incentive

4 reward and penalty feature on cost performance having been passed by the
prime to the subcontractor. In a procurement action im which all of

b these circumstances are found to exist, a lower than usual profit weight
may appropriately be applied to the aggregate of all recogniced

costs including the subcontract portion. The contract cost risk
evaluation should not be lovered, however, merely on the basls that

) u.substnntial portion of the contract costs represents subcontracts
. without any substantial transfer of contractor's risk, since this
] could result eventually in a lessening of the amount of work let on
; subcontracts.
Vii-21
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€+ In making a contract cost risk evaluation in
a procurement action that involves definitization of a letter
contract, unpriced change orders and unpriced orders under BOA's,
considoration should be given to the effect om total contract
cost risk as a result of having partial performance before
definitization. Under some circumstances it may be reasoned that L
the total amount of cost risk has been effectively reduced. Undar
other circumstances it may be apparent that the contractor's cost
risk remained substantially unchanged. To be squitable the deter- i
mination of a profit weight for application to the total of all
recognized costs, both those incurred and those yet to be expended,
must be made with consideration to all attendant circuamstances, not
just be the portion of costs inmcurred, or percentage of work com=
pleted, prior to definitization,

3-808.7 TFacilities Capital Investment. This element relates
to the consideration to be given in the profit objective in recog-
nition of the investment risk associated with the facilities
employed in the performance of a contract. Six to 10 percent of
the net book value of facilities capital allecated to the contract
18 the normal range of weidght for this prolit factor., The kay
factors that the contracting officer should consider in evaluating
this risk and in selecting a weight within the percentage range of .
6 to 10 are (1) whether the facilities are general purpose or ;N
special purpose items, (ii) the age of the facilities, (iii) the i
undepreciated value of the facilities, and (iv) the relationship
of the remaining write-off life of the investment and the length N
of the program(s) or contract(s) on which the facilities are em- :
ployed. Separate evaluation shall be made of existing and new
facilities investments in arriving at a composite weight for this -
profit factor. :

(a) Existing Facilities. That portion of the facilities
capital to be employed on the contract which represents prior
investments would normally fall in the lower half of the range,
i.e., between 6-8. Within this range general purpose equipment
with a small undepreciated value which can be used for continuing
follow-on defense work or for commercial work should receive less
weight. Speclal purpose equipment should recelve greater wveight
depending upon the unrecovered value in relation to its future
utility.
(b) New Investments. Facility investments to be made

during the course of the coutract would normally fall in the
upper half of the range, i.e., 8-10., To assist in evaluating
this element.  the contracting officer should request the con-
tractor to submit reasonable evidence that the new facilities are
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part of an approved investment plan, and achievable benefits to
the Government will result from the investmant. New industrial
facilitias and aquipment which (i) are to be procured by the con-
tractor primarily for Defense business, (ii) have a long saervice
life, (iii) have a limitad economic life due to limited alternative
usos, and (iv) reduce the total life cycle cost of the products
produced for the DoD should receive maximum weight. To the extent
that the new invastment represents routins replacemont of aexisting
ageets , a lesser waight should be assigned.

3-808.,8 Special Factors.,

(a) VYoreign Military Sales Effort. Contractors actively
engaged in the dovelopmant of foreign markets for military ftems
frequantly exert salee afforts and asaume risks beyond tha normal
risks raecognized in the waighted guidalines method. In such casas,
in connection with procurements for Foreign Military Sales (IMS),
it is appropriate to racognize outstanding sales effort in the
foreign markets and attendant risks by a8 special profit factor to
ba considared within the weightad guidalines in arriving at a profit
objectiva, OUne to four porcent of racognizaed costs is astablished:
as the normal range of value for this profit factor. The criteria
for salection of the specific paercentage shall be based upon such
factors as the contractor demonstrating that he has (1) initiated
the sale or expended efforts in furthering the sale, (ii) assumed
respongibility for the preduct after delivery beyond that which
may be priced in the contract, or (iii) assumed other visks
associated with the Foreign Military Sale, It is not intended that
this special profit factor be applied to all Foraeign Military Sales,
but only in those cases when a contractor can demonstrate that
additional profit beyoud that normally recognized in the weightaed
guldelinas is warranted for that sale. This special profit factor
shall not apply to Foreigu Military Sales made from inventoriles
or stocks, to procurements for replenishment of inventories or
stocks, or to procurements made under DoD Cooperative logistic
Support Arrangements,

(b) Productivity.
(1) General. A key objective of tha Department of
Defensa profit policy is to raduco the cost of defensec proparecdness
by incentivizing Defense Contractors' investment in modern cost-
reducing facilities and other improvements in efficiency.

To the extent that costs serve as the basis for
pricing (both cost and profit), succaess in reducing costs could
serve, in turn, to reduce profit dollars opportunity. For example,
a fixed price incentive type contract is typically used for the
first production contract of a major weapon system program. The
incentive to increase productivity and reduce cost within one con-
truct works against a contractor on follow-on production contracts
because the reduced level of cost becomes a part of the basis for
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pricing subsaquent contracts. In order Lo mitigate the loss of kY
profit dollars opportunity that occurs when coste aro raduced due {
to productivity gains, a special "Productivity Raward" may bo i
included in the pre-negotiation profit objective of a pending ‘i
procurement under certain circumstauncas.

(2) Applicability Criteria. The "Productivity l

Roward" may be appiied whan tha following criteria are met:

(1)
(11)

(1ii;

’ﬂ-lm '

The panding procurement action involvas a
follow=on production contract. )
Reliable actual cost data is availabla
to establish a fair and reasonsbla cost
baseline. |
Changas mede in the configuration '
of tha ltem baing procured are not 1
of sufficlent magnitude to invalidats ;
price cowparability.

r‘hﬂh‘

(3) 1Ilmplementation Procaduras. The amount of pro-

ductivity reward for a given contract is based on the estimated
cost raduction which can be attributed to productivity gains.
Saet forth below are principles and procedures which apply to
aestimating cost raductions and calculating the productivity

reaward,
(1)

(11)

(1i4)

(iv)

{(v)

(vi)

The contractor shall prepare and

support the cost reduction estimato.

The overall contract cost decraase

shall be basad on estinated decreases
measured at the unit cost level.

The lowest avaraga unit cost (exclusive

of profit) for a preceding production

run shall serve as the unit cost

baseline,

A technique shall be employad to detarmine
that portion of the cost dacrease which is
attributable to productivity gains as
opposed to the effacts of quantity differences
batween the basa contract and the pending
procurement action,

When the parties agree that the estimated
ovarall contract cost decrease is
materially affected by price level
differonces betwean the base perfiod and
the curront point in time, an economic
price adjustment may be applied to the
astimata.

The productivity reward shall be
calculated by multiplying the contract
cost decrease due to productivity gains

by the base profit objective rute.
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‘{ (vii) The degree of review and validation

of tha data supporting the productivicy
revard calculation ghould Le commanaurata
I with the materiality of this profit
element in ralation to thse overall price
objactive.
Thare may be sevaral methods advanced, by both contracting
i officers and contractors, to quantify productivity gains. Any
technique may be acceptabla provided it takes into account
aquitably tha principlas and pracadurgs listad abova,
| (¢) Independent Devalopment. Contractors who develop items
which have potential military anrplication without Government assist-
ance are eutitled to spacial profit consldaration on thusae itams as
a spocial profit factor to be considered within the waighted guide-
lines in arriving at a profit objective. One to four parcant of
racognized cost ia astablishsd as the normal range of vaiue for
this profit factor. The cricoeria for solection of the spacific
' percentage shall ba tho importance of tha devalopment in furtharing §
defense purposes, the demonstrabla lnitiative in determining tha H
naad and application of the davelopment, the extant of thoe con- i
i tractor's cost risk, and whether the development zost was recovered :
T diraectly or iundirectly from Govarament sources. :
) (d) Other Factors. A composite parcentage waight within
! the range of minus five percent to plus five percent of the basic
, profit objactive may bo assigned to other factors in arriving at
) the total profit objective. These other profit factors, which
‘ may apply to special circumstances or particular procurementu., raelate
i to contractor participation in Small or Minority Business, and lLabor
Surplus Programs and to special situations uwot spacifiically set
forth elsewhore in thesa guidelines. Program participation which
is rated as merely satisfactory should ganerally be assigned a
weight of zero, Evidence of enerpetic support may justify a plus
welght and poor support a negative weight. Special situations
may boe assignad either a plus or minus weight depending on the
‘ particular circumstances of the procurement.
(1) Small Businass Participation. Tha contractor's
policies and procedurces which energetically support Government
small business programs pursuant to 1-707.! and 1-332 should be
given favorable consideration. Any unusual effort which the coun-
tractor displays in subcontracting with small concerns, particu-
larly for development type work likely to reault in later produc-
tion opportunicies, and overall effactiveness of the contractor ]
in subcontrecting with aud furnishing asgistance to small concerns :

L -
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ahvuld ba considared. Conversaly, fallure or unwillingness on
the part of tha contractor to support Govarnment small businanas
policies should be viawad ae avidaenca of poor parlormance for the
purposd of establishing a profit objactiva.

{(2) Labor Surplus Area Pavticipation., A eimilar
raviow and @veluation (as raquired in (1) above) ehould bLe given
to tha contractor's policiss and procaduras supporting the Govern-
mant 's Labor Surplue Avaa Program pursuant to 1-805.1, Particular
favorabla consideration ahould ba givan to a contractor who
(1) mekos a significant affort to halp find jobs and provide
training for the hardcore unamployed, or (ii) promotes maximum
subcontractor utilization of cortvifiad 4ligible concerns, as
dofinad in 1-801.1.

(3) Spacial Situations. Particuiar procuramont
situations may justify use of a profit factor othar than thoso
spacifically idontified in thoso guidelinea. Thaase situstions
shall ba identified and the roason(s) for thair uea documentad
1n the racords of price negotiation. Eramples of such situations
Include contractor &{fort to sxpleit additional production cost
roduction opportunitios or to improve or develop neu product/
manufacturing tochnologies to reduce production cost,
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ITEM 1@ =- CALCULATION AND APPLICATION OF FACILITIES CAPITAL EMPLOYED

3-1300 ie a naw Part which seats forth (1) guidelinas for
astimating facilities cepital amployad in individual procure-

menta and (2) procaduras for appliration to the pricing, paymant
and final settloment aspacts of the procurament,

Facilities capitel amploygd has profit and cost applicatiouns.
In thie regard, tha invastmant risk aspact of tha facilitiee capital
employed is recognised as u part of profit when thae profit objactive
is raquirad to ba astablished 1in accordance with tha guidelinas sat
forth jn Item 1. This applicability bacomes effactive upon the
raceipt of this Circular. Coat of monay for facilitics capital as
6 cost is hareln implamented in anticipation of the approval of
CAS 414, This naw cost will be recognizad in DoD procurament as
of tha affective date of CAS 414, Racoanition will ba afvan In
ilggotiatad contracts which are pricad on tha basis of cost
analysia.
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! 3-1300 Facilities Capital Employed.
3-1200.1 Policy.

(a) It is the policy of the Department of Defense to recognize
facllities capital employed as an element i establishing the price
of certain negotiated defense contracts whem such contracts are
priced on the basis of cost analysis. The inclusion of this recog-
nition is irtended to reward contractor investments, motivate increased
productivity and reduced costs through the use of modern manufacturing
technology, and to generate other efficiencies in the performance of
defense contracts. The recognition of contractor investments in the
development of the profit objective will result in a profit objective
based on a combination of effort, risk, and investment factors.

(b) Separate recognition shall be given to the cost of
capital aud the special trisk associated with the facilities
capital employed for defense contract purposes.

(15 The risk aspect of facilities capital employed shall
be recugnized as a part of profit when the profit objective is
established in accordance with the guidelines set forth in 3-808.

{See speciaily 3--808.7.)

(2) Cost of money for facilities capital will be recog-~
nized as an allowable cost in those negotiated defense contracts
priced on the basis of cost analysis, (See 15-205.50).

(c¢) Applicability. As of the effective date of this policy,
it shall apply to appropriate nev contracts and modifications to
existing contracts. This policy shall rot apply to contracts or
amendments thereto which precede its effective date.

3-13G0.2 Definitions, Measurement and Allocation. Cost Accounting
Standard (CAS) No. 414, "Cost of Money as an Llemert of the Cost of
Fa:ilities Capital,* incorporated in ASPR Appendix 0, establishes
criteria for the mcasurement and allocation of the cost of capital
committed to facilities, as an element of contract cost for histori-
cal cost determination purposes. Important features of the CAS are
its definitions, techniques for application, and a prescribed Form
CASB-CMF with instructions., This Part 2dopts the techniques of CAS
414 as the approved method of measurement and allocation of facilities
cost of mouey to overhead pools at the husiness unit level, and adds
only such supplementary procedurss as are necessary to extend those
techniques to contract forward pricing and administration purposes.,
Therefore, these procedures are intended to te completely compatible
with, and an extension of, the definitions, criteria and techniques
of CAS 414, Contractors who computerize their financial data are
encouraged to meet the requirements of both CAS 414 and this Part
from the came data bank and programs.

VII-29
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3-1300.3 Estimating Business Unit Facilities Capital and Cost
of Money.

(a) Two methods are described below for estimating coutract
facilities capital to be employed and the related cost of money, a
"historical” method and a 'projected” method. Both use the tech-
niques of UAS 414 and Form CASB-CMP to develop Pacilities Capital
Cost of Money Factors (CMF) by overhead pools at the business unit
level, and then use those factors to estimate Contract Facilities
Capital Cost of Mouey and Contract Facilities Capital Employed on
DD Form 1861. The principal differences in the two methods of
estimating are (i) the time periods used as a data base, and
(ii) the number of Forms CASB-CMF required.

(b) The "historical" method uses business unit facilities
capital data from the contractor's latest completed cost accounting
period, and therefore uses exactly the same facilities values and
allocation bases as are required for retroactive cost determination
and/or repricing under CAS 414 and ASPR 15-205.50. This method of
estimating facilities capital to be employed, and the related cost
of woney, assumes that the same relationships of average facilities
employed to allocation base uniis of measure will continue to apply
over the contract performance period. It is especially appropriate
for a contractor who budgets each year's depreciation for new
facilities (a common practice), and therefore maintains a fairly
constant level of facilities net book value. It bas the advantages
of (i) maximum simplicity, and (ii) congruence with the retroactive
cost determinacion and repricing mentioned above. Therefore prompt
completion of one Form CASB-CMF immediately following completion of
each cost accounting period will serve the dual purpose of retro-
active repricing under CAS 414, and forward pricing under this
Part.

(¢c) The "projected'" method uses the same form CASB-CMF and
CAS 414 techniques, but draws its data from budgetary projections
for future time periods. Separate Forms CASB-CMF must be submitted
for each contractor cost accounting period impacted by negotiated
contract performance periods, aud therefore different sets of Cost
of Money Factors are developad for each cost accounting period.

In this respect, "projected" CMF's are similar to Forward Pricing
Rate Agreements (FPRA's), and will normally be submitted and
evaluated as complementary documents and procedures. The inclu-
sion or exclusion of facilities net book values should be consistent
with the allowability or unallowability of costs generated by those
facilities, for overhead and pricing purposes. This method has the
disadvantage of more forms, complexity and softer data, but is the
nanly way to accommedate and reflect major changes in the level of
facilities net book values, e.g., major plant additions for a new

program or the decrease of facilities by sale, abandoument or other
disposal.
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(d) Use of the "projected" method does not relieve the
contractor of amual submissions of "historical" or actual data
on Form CASB-CMF, since they serve separate purposes. Projected
facilities capital and cost of money are used to develop (i) the
facilities investment risk element of a prenegotiation profit
objective, and (ii) an interim billing rate for reimbursing the
cost of facilities capital employed. Retroactive actual submis-~
sions are required when it is necessary to determine final allowable
costs for cost settlement and/or repricing in accordance with CAS
414 and ASPR 15-205.50.

(e) The "historical” method will normally be used to
estimate projected facilities capital and cost of money. The
"projected"” method may be used when materially different results
would be obtained, such as anticipated new investment or decreases
in plant facilities that will materially affect facillities net Look
values over the life of the ~ontract When the projected method is
used the contractor should justify the proposal by reasonable
identification of the facilities to be acquired or disposed of,
with a time-phased program, both of which should be supported by
his capital tudget. A contractor's propesal under the ''projected"
method will be reviewed by the auditor and ACO, usually in connec=-
tion with negotiating FPRA'S, and recommendations made to the PCO,
The PCO's decision to accept the "projected" method should balance
the materiality of the effect of facilities increases or decreases

justified, against the added complexity and administrative burden
of evaluating the proposal.

(f) Under either method of estimating, only the most recent
interest rate determined ty the Secretary of the Treasury pursuant
to P.L. 92-41 (85 Stat. 97) will be used as the cost of money rate
in Column 1 of Forms CASB~CMF. Therefore only one rate will be
used in the estimating process regardless of the length of the
contract term, and that same rate must be used on DD Form 1861
to det.ermine Contract Facilities Capital Employed- {see 3-1300.4(c)
below) .

3-1300.4 Contract Facilities Capital Lstimates.

(a) After determination of whether to use the "historjical
or "projected'" methods and submission of appropriate Forms CASB~CMTF
as described above, the PCO is in a position to estimate the facili-~
ties capital cost of money and capital empleyed for a contract pro-
posal. DD Form 1861 "Contract Facilities Capital and Cost of Money"
has been provided for this purpose amnd, properly completed, becomes
a connecting link between the Forms CASB-CMF and DD Form 1547
"Weighted Guidelines Profit/Fee Objective." An evaluated contract
cost breakdown, reduced to the contracting officer's prenegotiation
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cost objective, must be available., The procedure is similar to
applying negotiated and approved overhead rates to appropriate
: overhead allocation bases to determine contract overhead costs.
= (b) DD Form 1861 provides for listing overhead pools and
3 direct-charging service centers (if used) in the same structure
= they appear on the contractor's cost proposal and Forms CASB-CMF.
The structure and allocation base units-of-measurée must be compatible
on all three displays. If the "projected" method is used, each
overhead pool must be further broken down by years to match the
separate "projected" TForms CASB-CMF. If the "historical" method \
is used, this yearly breakdown is not required. Appropriate con- )
tract overhead allocation base data are extracted from the evaluated
cost breakdown orx prenegotiation cost objective, and listed against
the above pool-year structure. Facilities Capital Cost of Money
Factors are extracted from the appropriate (historical or projected)
Forms CASB~CMF aud likewise listed against the pool-year structure.
Each allocation base is multiplied by its related factor to get
the Facilities Capital Cost of Money estimated to be incurred in
each pool-year., The sum of these segments represents the estimated
Contract Facilities Capital Cost of Money.

(¢) Since the Facilities Capital Cost of Mongy Factors reflect
the applicable cost of money rate in Column 1 of Form CASB~CMF,
: ‘ the Contract Facilities Capital Employed can be determined by
- dividing the contract Cost of Mouney by that same rate. DD Form

T e

o 114

i 1861 is designed to record and compute all the above in the most !
} direct way possible, and the end result is the Contract Facilities

? Capital Cost of Money aund Capital Employed which is carried forward i
: to DD Form 1547. !

3-1300.5 Pre-Award Facilities Capital Applications. Facilities
Capital Cost of Money and Capital Employed as determined above, are
applied in establishing cost and price objectives as follows:

(a) Cost of Money.

(1) Cost Objective. This special, imputed cost of
money sunall be used, together with normal, booked costs, in estab-
lishing a cost objective or the target cost when structuring an
incentive type contract. Target costs thus established at the
outset, shall not be adjusted as actual cost of money rates become
available for the periods during which contract performance takes
place.

(2) Profit Objective. Cost of money shall not be
included as part of the cost base when measuring the contractor's
effort in connection with estabiishing a pre-negotiation profit
objective. The cost base for this purpose shall be restricted to
normal, booked costs.

(b) TFacilities Capital Employed. The profit objective as
it relates to the risk associated with facilities capital employed
shall be assessed and weighted in accordance with the profit
guidelines set forth in 3-808.7.

3‘
|
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' 3-1300.6 Reserved,
3=1300.7 Post Award Facilities Capital Applications.
_d) (a) Interim Billings Based on Costs Incurred. Contract Facili-
‘ ties Capital Cost of Money may be included in cost reimbur:.. nént and
progress paymeut invoices. The amount that qualifies as c¢.st incurred
) for purposes of the '"Cost Reimbursement, Fee and Payment' or "Progress

o Payment' clause of the contract is the result of multiplying the :
| incurred portions of the overhead pool allocation bases by the latest !
y available Cost of Money Factors. Like applied overhead at forecasted !
overhead rates, such computations are interim estimates subject to
adjuctment. As each year's data are finalized by computation of the
actual Cost of Money Factors under CAS 414 and ASPR 15-205.50, the
nev factors should be used to calculate contract facilities cost
of money for the next accounting period.
! (b) Final Settlement. Contract facilities capital cost of
money for final cost determination or repricing is based on each
) year's final Cost of Money Factors determined under CAS 414 and
| supported by separate Forms CASB-CMF. Contrary to projection of
; contract cost of money under the "historical method, each year of
1) contract performance must be separately computed in a manner similar
l Lo yearly final overhead rates. Also like overhead costs, the final
settlement will include an adjustment from interim to final contract :
) cost of money. However estimated or target cost will not be adjusted. '
‘ 3-1300.8 Administrative Procedures.
(a) Contractor submission of Forms CASB-CMF using either the
"historical™ or "projected" method of forecasting will normally be i
initiated under the same circumstances as Forward Pricing Rate
Agreements (see ASPR 3-807.12(b)), and be evaluated as complementary
documen’ - and procedures. The "historical" method requires only
one Fori, CASB~CMF, which also serves to finalize facilities cost
of money for the prior period, while the "projected" method requires
separate Forms for each prospective cost accounting period during
which Goverument contract performance is anticipated. If the con-
tractor does not annually negotiate FPRA's, submissions may never-
theless be made annually or with individual contract pricing pro-
posals, as agreed to by the contractor and the cognizant ACO. The
cognizant ACO shall, with the assistance of the cognizant auditor,
evaluate the facilities capital data and cost of money factors,
and retain approved factors with other negotiated forward pricing
data and rates.
: (b) When a contracting officer uses the Weighted Guidelines
X method of determining a profit objective under the criteria of
ASPR 3-806.2, he will complete a DD Form 1861 "Contract Facilities
Capital and Cost of Money'" after evaluating the contractor's cest
proposal and determiring nis pre-negotiation cost objective, but
before completing a D) Form 1547 "Weighted Guidelines Profit/Tee

Objective." At his option, a PCO may request the cognizant ACO to %
complete the DD Form 1861 in connection with normal field pricing %
support under ASPR 3-801.5, and iunclude it in his field pricing %
support report with appropriate evaluation comments and recom-

mendations.
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(¢) If the "projected" method was used for projecting
Facilities Cost of Money Factors, a final Form CASB-CMF must be
submitted by the contractor under CAS 414 as soon after the end
of each cost accounting period as possible, for the purpose of
final cost determinations and/or repricing. In this event the
submission should accompany the contractor's proposal for actual
overhead costs and rates, and be evaluated as complementary docu-
ments and procedures.
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ITEM III «~ COST OF MONEY FOR FACILITIES CAPITAL EMPLOYED AS AN
ALLOWABLE COST

15-205450 covers a cost principle relative to the recognition
of cost of money for facilities capital as an allowable cost,
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15-205.50 TFacilities Capital Cost of Money (CWAS=NA)

(a) Tacilities capital cost of money (Cost of Capital
Committed to Facilities) is an imputed cost determined by
applying a cost of money rate to facilitieg capital employed
in support of Defense contracts. A cost of money rate is
derived from a common source and uniformly imputed to all
contractors., Capital employad is determined without regard to
its source as between equity or borrowed capital. The result~
ing cost of money is an imputed cost and is not a form of
interest on borrowings as discussed in 15-205,17.

(b) Facilities capital cost of money is allowable cost
provided (1) the contractor's capital investment is measured,
allocated to contracts, and costed in accordance with 3-1300,
and (ii) the contractor maintains adequate records to demon-
strate compliance with item (i).

(¢) Cost of money for facilities capital need not be
entered on the company's books of account., However, a memo-
randum entry of the cost shall be made. All relevant schedules,
cogt data and other data necessary to fully support the entry
shall be maintained in a manner to permit audit and verification.

(d) Cost of money which is calculated, allocated and
docunmented in accordanse with these regulations shall be deemed
an "incurred cost" for cost reimbursement purposes pursuant to the
payment provisions of applicalble cost type contracts, See
E=509.5 re: applicabilitv of cost of money for »rogress payment
purposes under fixed price contracts,
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() ITEM IV == SUPPLEMENTARY INSTRUCTIONS FOR USE OF DD FORM 633

W“*y TR

Defense Contractors will calculate the cost of money

| for facilities capital employed in accordance with ASJR
3-1300.3 and identify this amount on DD Form 633, line 8

{Othexr Costs). This is an overhead cost that is separately

¢
v

- identified for pricing purposes. The contractor will include
| information regarding existing facllities and new facility
) investments for evaluation (see 3=-60¥.7).

PP
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ITEM V -~ INCURRED COSTS «- PROGRESS PAYMENTS

Te provide for the inclusion of tho facilities capital cost

of monay in the cost basa for progress payment purposes, B=509.5.4s
ravisad as followa!

E=509.5 Iucurred Costs.

Add the following at tha and of the first full paragraph:

Facilities capital cost of money, which ie raecognizad as an
allowable coast by 15-~205.50, shall be deemed an incurred cost for
progress payment purposes. When this cost is allocated in compli-
ance with 3-1300 and records are maintained in accordance with
15~205.50, 1t shall be a “properly allocable and allowable indiract
cost as shown by recorde maintained by the contractor" within the
meaning of that reauiremant as included in the Computation of Amounts

provision of the uniform Progrcss Paymeit clausa set forth in
7“104 ) 35 3
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ITEM VI == DD FORM 1547 -~ WEIGHTED GUIDELINES PROFIT/FEE OBJECTIVE

This revised Itam replacos tha 1 Septembar 1972 adition of
) this form., UBditions prior to tho naw 1976 form are obsolata.
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WEIGUTED GUIDLLINES PROFIT/FRE OBJECTIVE

CONTRACIOURT REPFCONTRACT PLLN NOy 7
DUSINESS UNIT: )
CCXTVRACT TYLE:
ADDRESS
) “Todsuroment Weloht |Assianad | Prnlii/Foo
Proflt Pactore Base Range voedpht Doltars
(n) by
. FART A - GONTRACTOR KFFORT
PLANCRIAL ACQUEISITION ] % LI
Suheerntractad Ytens 1 ko 5
Puvrihaged Pacts 1 to 4
Other Matertal l to ¢ —]
- ]
< GISERRING - Divect Labor 9 to IS !
-~ Ovcrhead 6 tv 9 T .
L ASUFACTURING ~ Diroct Lnbor 38109 A
o » Overhead b to 7 '
OTHER COSTS o ]
i —
GENERAL MANAGEMENT < G&A 6 to 8
— PROFIL SUDIOTAL NNNERNNMENNUNNNNN I NNVA NN\ ANNXNEN | _
_ ANJUSTHENT FACTOR SN AN AN AN NNNNRINRNY NN [ SN A XARN N .7 ]
1. TUTAL BFFOKT XNXN NXXN§ XANANAXY

PART

B - CONTRACTOR RISK

S. Cuif (Lins 1a)

lOcoBI l

TARY € = FACILUTIES TUVESTNENT

.  CAPTOAL ENPLOYED

6 to 10 |

S,  SPECIAL PROFIT ORJECTIVR

i, IWSIC PROFIT OBJECTIVE (tdues 1+ 2 + 1)
e
PR D - SPECIaL FACTORS
ewearn Medtiavy sales 1 B VR P SR
fevguntivity (ASPR 3-503.3) —
Independunt Dovolopment (Line la) I to 4
[Other (lionn &) -5 to +5 - T

P .

0. TUTAL PROFIT OBJECTIVE

(Lines 4 + )

st
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'( ITEM VII - DD PORM 186) - CONTRACT FACILITIES CAPITAL AND COST
OF MONEY
)
| Thie ravised Item raplacaea thoe 1 Sgptember 1972 edition of
DD Form 1861 in DPC 75-1. Bditions prior to the naw 1976 form ;
| ora obgolata. {
Thie Itam ie to ba usad to compute the facilitiss capital ‘
employed on & epocific contract and the cost of mondy.
1
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CONTRACT PACILITIES CAPITAL and  COST OF «DHEY
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INSTRUCTIONS FOR DD FORM 1861

CONTRACT FACILITIES CAPITAL AND COST OF MONEY

PURPOSE. The purpose of this form is to compute the estimated facilities
capital to be employed for a specific contract proposal. An intermediate

step is to compute the estimated facilities capital cost of money, using

the Facilities Capital Cost of Money Factors developed on Form(s) CASB-

CMF. This procedure is intended to be fully compatible with Cost
Accouating Standard 414 "Cost of Money as an Element of the Cost of Facilities
Capital," and extend those criteria and techniques to prespective periods

for forward pricing purposes. ASPR 3-1300 should be referred to for applica-
bility and further explanation.

IDENTIFICATION. Identify the countractor, business unit and address. Identify
the specific RFP or contract to which the compiration pertains, by PLIN number.
Identify the estimated performance peviod of the contract,

OVERHEAD PCOLS (Col. 1}. List all business unit overhead pools and Jdirect-
charging service/support centers whose costs will be allocated to this contract.
The structure must be compatible with the contrictor's cost proposal and Forms(s)
CASB~CMF .

COST ACCOUNTING PERTOD (Col. 2). This column is used only for the ''projected"
method of estimating contract facilities capital employed and cost of money.
Bach Overhead Pool listed must be further broken down by each Cost Accountitg
Period impacted by the Performance Period of the contract. 7The yearly dreak-
down must also coxrespond to yearly overhead allocatioan bases in the con-
traclor's cost proposal, and to separate Forms CASB~CMF for each year listed,
If the "histovical' method is used, the column should be igrored.

CONTRACT OVERHEAD ALLOCATION BASE (Col. 3). Tor each Overhead Pool and Cest
Accounting Period listed, record -he same Contract Overhead Allocation Base
amounts used in the pricing report to devive the pre-negotiation cost objec-
tive. Such amounts should be the same as those used for burdening contract
overhead or applying service/support center use charges. The base units-of-
reasure (2.g,, Divect Labor Dollars, Direct Labor Hours, Direct Matersal
Dollars, etc.) must agree with those used on the Form(s) CASB-CMF.
FACILITIES CAFPITAL COST OF MONEY FACIORS (Col. 4). Carry forward the appro-
priate estimated Facilities Capital Cost of Money Factors from the Form(s)
CASB-CMF. Business units, overhead pools end cost accourting periods must
agree. .

FACILITIES CAPITAL COST OF MONEY AMOUNT (Col. 5). The product of eachk Contract
Overhead Allocation Base (Col. 3) muitiplie” “v its related Facilities Capital
Cost of Money Factor (Col. 4).

CONTRACT FACILITIES CAPITAL COST OF MONEY Y. The sum of Col., 5. 1hisg
represents the contract's allocabie share of business unit's estimated
cost of mouney for the cost accounting period(s) impacted by the contract
performance period. Therefore it represents a portion of the total(s) of

Col. 5 «f Form CAEB~CMF.

FACILITIES CAPITAL COST OF MONEY RATE (Line 7). The same Cost of Money

Rate used in Col. 1 of the Form(s) CASB~CMF., Ounly one rate will be uged

in the facilities capital estimating process regardless of the length of

the contract performance period.

CONTRACT FACILITIES CAPITAL EMPLOYED (Line 8). The quotient of Line 6
divided Ly Line 7. This represents the contract's allocable share of the
business unit's estimated facilities value for the cost accounting perind(s)
impacted hy the contract. Therefore it reprecents a portion of the total(s)

of Col. 4 of Form CASB-CMF.
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ITEM VIIY -- EXANMPLE Cf APPLICATION OF NEW PROFIT POLICY

EXAMPLE

ABC_CORPORATION

The following example of the application of the new Department

of Defense profit policy is based on the example accompanying
Cost Accounting Standard 414 "Cost of Money as an Element of

the Cost of Facilities Capital" (incorporated iun ASPR Appendix 0),
which should be reviewed for the source, measurement iud alloca-
tion of the facilities values used on Form CASB-CMF, and com-
putation of the Facilities Capital Cost of Money Factors.

Note that the amouvat of facilities capital allocated
to the example contract is not representative of any

class of DoD contract.

The example DD Form 1861 shows how business unit Cost of Money

Factors are applied to contract preposed Overhead Allocation .
Bases to compute the estimated Contract Facilities Capital Cost <
of Mouey and Capital Employed. The example DD Form 1547 shows

how the contract estimated costs and estimated capital employed
are used in the new '"Weighted Guidelines Frofit/Fee Objective"

format to compute a pre-negotiation profit objective.

The example hias not been completed by the assignment of specific
weights to profit factors and computation of a Total Profit
Objective, for the reasons that such extension would be meaning-
less in a hypoethetical case, and would distract from illustration
and understanding of how the profit factor me2asurement bases are
determined.
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CONTRACT FACILITIES CAPITAL and COST OI' MONEY
CORIRAGTOR ABC Corporation RFP/CONTRACT MITH NO:
| BUSINESS UNIT: A Division L ,‘
3 PERIORVANCE PEATOD: "
ADDRESS : |
L. 2+ cost 3. contracT FACILITTES CAPITAL L
OVERIEAD FOOLS ACCOUNTING OVERHEAD COST UF MONEY i
SR ALLOCATTON
PERIOD aAsE |1 FACTORS ramoenT ;
- .
— — - - ~ {
__Engineering (DL $) | 330,000 046304 14,203 |
Manufacturing (DL $) : 1,210,000 + 18000 217,800 \
' .
Technical Com: cer (Hrs) 280 15.57895 4,362
G&A (Total Cost Input) 5,369,000 ‘ .00098 5,261
! T - .
- - i
- .- H
. ~ L é\
— 3
- oY % e e e e i e ¢ n—— it —
i
6. CONTRACT FACILITIES CAPITAL COST OF MONLEY 241,626
— »
7. TACILITIES C\ITAl. COST OF MONEY PATE - -08
S. CONTRACT TACILITILES CAPITAL LMPLOYED 3,020,325
M) tars Lol Previous ldition: Are VbLolute 1750770
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PART B - CONTRACTOR RISK

i DPC #76-3 1 SEP. 1976
i WETGUEED GUIDELINES PROFIT/TFEL OBJECTIVE
) CONTRACIOR ¢ ABC Corporation RIP/CONTRACT PIIN NO: ;
BUSINESS UNIT: A bivislon - ’
CONTRACT TYPE:
) ADDRESS !
r; Medsurement Weight |Assigned Frofic/Fee
Profit Factors Basec Range Weight Dollars
) (n) (b)
r’ PART A - CONTRACTOR FFRORT
; MATERIAL ACQUISLTION $ % %218
_) Subcentracted ltems 990,000 1 to 5
‘ Purchased Parts 85,000 1 to &4 3
E ) Other Material 1 to 4
) ENGTNEERING - Direct Labor 330,000 9 to 15 :
} - - Qverhead 80% 264,000 6 to 9
8 VANUFACTURING = Direct Labor 1,210,000 5 Lo 9
. - Overhead 200% 2,420,000 4 to ? H
; OTHER COSTS
E Technical Computer (280 hrs) 70,000 ;
. Total Cost Input 5,369,000
5 b CotERAL YANAGEMEST - GSA 8.99% 483,000 6 to 8 :
E PROVI'C_SUTOTAL FEARMUI NN | XN ] XN XNNYX
E ADJUSTMENT FACTOR IXRRRNIAY RERNN] RANF RN K] NNLXNKXX X .7
1, ‘TGTAL EFTORT 5,852,000 AXNFXXXN] XR¥ARZK

2, COst (Lin~ 1n) l 5,852,000 lo to 8 l l

g TART C - FACILUTIES TNVESTHENT 7
3 3. CAPTYVAL ENPLOYED | 3,020,325 6 to 10 |
-y 4, YASIC TROFLT OBJUCTIVE (Lines 1 + 2 + 3)

P PARY D« SPECTaL FACTORS
‘ Foreion Military Sales L to 4 ;
- ? Productivity (ASPR 3-608.8)

- Tadopendent Development (Line ia) 1 to &
g Other (linc 4 ) ~5 to +5

\'? SCSPIEOAL ROPTE ORIBCT VR )
£ [N TOPAL PROFTT OBJECTTIVE (Lines 4 4+09)

Y

* Do o Ladd Previouws Bltion: ro 0vcol o0 7/30/75
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Chapter VIII
REPORT OF THE SPECIAL ADVISORY COMMITTEE

By July 1976, the Profit '76 Study Team had accumulated much data,
conducted extensive analysis, and formulated a number of alternative
policy changes. The basic elements of a tentative new policy had
been shaped, but a few key issues remeined unsettled. Moreover, the
Study Director felt that, before making a final judgment on a new
policy, it would be well to make a summary review of the study trom
its inception, and to assess whether the approach had been sound,
and whether the information and analysis developed supported the

tentative study conclusions.

In order to achieve complete objectivity, rad to seize the benefit of

Jemp——

the best informed and most authoritative judgment available, a Special
Advisory Committee was convened under the provisions of Public Law

92-463. The panel cousisted of vecognized experts from industry and

A g e 1 i

the academic world, knowledgeable in Government, and prominent in the
fields of business, finance, and economics. Tollowing is the report of

that Committee.
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August 9, 1976
_SPECIAL ADVISORY COMMIITEE

Honorable W P. Clements, Jxr.
Deputy Secrcetary of Defense

The Pentagon Y
Washington, D.C. 20321 e

Dear Mr. Secretary:

In accordance with your request of May 12, 1976, a Special
Advisory Committee, convened under the provisions of Public Law
92-463 and Department of Defense Directive 5105.18, conducted a
two day review of the Profit '76 Study on July 19 and July 20, 1976.
The agenda of the meeting was completed in accordance with the pro-
visions of the Federal Advisory Committee Act and this letter reporc

is being submitted as required by the Act and as requested by your
letter.

Briefings of the Special Advisory Commirtee were given und
the able leadership of Brigadier General James W. Stansberry.
vommittee was very impressed with the competence, subject knowledge,
and presentation ability of each of the study staff personnel. It
is our unanimous opinion that the Profit '76 study itself was an

extremely thorough, well-balanced and professional efforc.

In convening the Special Advisory Committee, you asked that we

~review the processes by which the study was conducted, the analytical

methods employed and, in a short letter report, provide you with a :
collective judgment regarding the results. In reaching our judgment, ~
as outlined in the following paragraphs, we have been briefed on prior

studies and have reviewed related material as well as the data analysis

of the current study. We have accepted the stated opinion of Coopers

& Lybrand that the data submitted by Defense Contractors and reviewed

by audit firms is reliable for the purposes of this study.

.

We believe that a profit policy which over emphasizes cost and
under cemphasizes investment tends to discourage efficient production.
Therefore, we support the thrust of the proposed revision in policy
which would provide for specific recognition of investment by contractors

We understand the rationale behind the relatively small weight
given to facilities investment on the proposed revision to D.D. Form
1547 (Weighted Guidelines Profit/Fee Objectives), but we are of che
opinion that it is not of sufficient magnitude to create a positive
incentive for new cost-effective iuvestment. For this reason, we would
suggest that you may wish to incrcase the weight given facilities invest-
ment progressively. It would also seem to us appropriate and desirable
to include woriking capitai in cthe formula when the CASB adopts a Standard
on that subject. In the interim, we would urge an aggressive approach
towards the use of supplementary techniques toO encourage contractors to

VIII-2
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make capital investment in cost-reducing facilities. We were
inpressed with the potential benefit to be realized through the
cost savings shuring approach of the 'productivity award' and the
value engineering incentive techniques, as well as the use of the
award fee technique to encovrage new iuvestment. All of these
suggestions point to a more equitable distribution of profit from

giving consideration to return on investment.

We would caution against any assumption that overzll contractor
risk is measured exclusively by the type of contract negotiated.
Defense contractors are subject to other significant risks, such as
the instability of defense business in specific product lines, which,
in turn, results in the placement of the defense industry in a higher
risk classification by the financial community. Any incentive which
mighc encourage contractors to agree to the wrong type of contract
for the specific preduction could prove counter-productive. As 8
suggestion for futuve consideration, the profit factor for the Fart B,
Contractor Risk portion of D.D. Form 1547 might well consider facilities
investment as well as operating costs.

Our Committee, in reviewing the data presented relative to the
adequacy of the defense industrial base, could not evaluate the degree,
if any, that erosion of the base was taking place. Alchough the size
of the base may be under adjustment to conform to the changing volume
of defense procurement, there was no evidence of great difficulty in
placing required procurements. We would, however, urge that necessary
effort be exerted to keep in the defense industrial base large coruer=~
cial producevrs, such as General Motors, as well as encouraging
diversification by those producers whose output is 80% to 100%

defense.

for

We veviewed the interrelated potential impact of CAS 409, CAS 414
and the proposed profit policy. From the data presented, we conclude
that the cost advantage to the contractor of the progressive implemen-
tation of CAS 414 far outweigihrs any temporary cash flow disadvantage
of CAS 409. Alchough we did not conclude from the data presented that
the "average" rate of returnh on investment earned by defense contractors
was too high or too low, we are of the opinion that it would not be
equitable to implement CAS 414 in a manner which would increase the over-
all profit of all contractors. We recommend that the weight range of
the profit objective on D.C. Form 1547 be wmod.fied to provide for an
offset to the estimated overall 1% cost increase attributable to CAS 414.
Such an approach will hold average price and profit constant, while at
the same time rewarding those contractors with a greater facilities in-
vestment. If, at the same time, steps arc taken to encourage new
cost-reducing facility investgment, it is our opinion chat significant
benefits can be realized, including lower prices to the government whica
would not be inconsistent with higher profits to those contractors who

had done most to reduce costs.
vVIt1i-3
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The Special Advirory Committee in convinced that the henefite
possible under the proposed policy rvevision will not be vealixed
unless special care is taken to assure 2 [ull understanding of
objectives and methods on the part of contracting officers and
commandars of buvxnr orpanizations throughour the Depavrtment of
Defense. This is so because the greatest beneflit will be derived
through developing custom-tailared approaches for large neporiated
contracts. Lelensce contracting personnel must use profic nepotiatinn
as a toul to focus on the reduction of the approximate 90% of contrac
price without sacrifice of quality and with the collateral objective
of broadening the competitive industrial base.

The Specinl Advisory Committee ha- found this assignment interestf
challenging and important. Sound implementation of the policv will
signilicantly improve the resource nllocation process of the lLepartment
of Defense and the Federal Government, and at the same Lime strenpthen
our national competitive industrial base. We would like to express nur
nppreciat;oa for the outstanding qtnff work of General Stansherrvy and

his associatas from tie “epartment and those outside cousultants who
participated in the study.

Sincerely,
Radod © Mk

ROBERT C. MOOT
Chairman
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“) Chapter IX

‘) The following is a detailed summary of the results of the entire
affort., It was usad as Deputy Secretavy Clements' full report to the

l Joint Committee on Dafense Production.

STATEMBNT OF

B S ———

MR. WILLIAM P. CLBMBNTS

CLEARED
DEPUTY SBCRETARY OF DBRENSE Mg

| | NGV 1 /0 O

) Before DN, L e
. l"""'1‘“:“\0:“““-":':"f. o kel

} The g T
‘J JOINT COMMITTEE ON DEFENSE PRODUCTION -

" On %
Ii }

18 NOVEMBER 1976

"DEPARTMtwi OF DEFENSE CONTRACT PROFIT POLICY"




!‘\/

Senator Proxmire and members of the coo  %tes, thank
you for the opportunity to discuss with you ' new

Department of Defense (DoD) profit policy.

We have been mindful for some time of the y ' to
improve our profit policy so as to help us accon  sh
a key objective of the Department of Defonse - th  ve
strengthon the defense industrial base. Today's s 's-
ticated weaponry is expensive; therefore the indust
which sarves our defense needs must be as efficient .

cost-effective as possible.

We have suspocted for some time that the dafeanse
industrial base was suffering from a low level of privat.
investment, and have suspected that low level is in part
traceable to a relatively low level of profitsbility. It
is axiomatic that business flourishes in an atmosphere
which makes it possible to earn a fair level of profit.
The rule is oqually valid when business deals with the
DoD, and it works to the Government's sdvantage for a

number of reasons:

0 It attracts good performers to do business with

the Government

0 It makes for a healthy and competitive environment
0 It enables contractors to invest in new and

efficient plant equipment with ultimate reduction in cost.
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In order to gain e detailed understanding of this
mattor, in May 1975 the Profit '76 study was chartered
by me and led by Deputy Assistant Secrotary Dale R. Babione
ond Brigadier General James W. Stansberry under the
supervision of Assistant Secretary Frank A. Shrontz.
The goal of the study was to develop any policy revisions
considered necessary to encourage private investment in
cost-reducing equipment. The basic approach was to com-
pare earnings and investment data between defenso and

commercially oriented companies.

We sought widespread participation in the study
throughout goverament. The Military Departments became
actively involved as did the Joint Logistic Commanders
(JLCs). A high-level steering committee consisting of ; g
the Assistant Secretaries of Dofense for both Installations i
and Logistics and Comptroller, as well as the Assistant
Secretaries (I&L) of the Military Departments, exevgised
yuidance and surveillance throughout the course of the
study. We dealt extensively with representatives of the
General Accounting Office (GAQ), the Cost Accounting
Standards Board, the Office of Federal Procurement Policy,

and many other interested offices.

In any evaluation of investment and earnings, the
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koy to success is relliable data. Our collection and
analysis of data was a carefully phased effort, Flrst,

we discussed in detsil with industry, the GAO, accounting
firmns and others the data alements required. We requested
the participation of 133 major defenss contractors that
supply weapon systems and hardware. The data from the
participsting contractors was submitted to their certified
public accountants (CPAs). The accounting firms of each
participating company made a thorough, independent check
of the collected data. Finally, the figures were further
reviewed and analyzed by n CPA firm working under contract
to the DoD. Ultimately our CPA firm receivod data from

76 companies. They rejected the data from 12 of the
companies based on either their own review on that of

the company's own CPA firm. The final analysis was then
based on data from 64 companios (147 defenso orlented
profit cenvers)with an aggregate sales data for govern-
ment business avaraging $15.5 billion annually during

the five ycar period from 1970 through 1974, As a resulrt
of the close coordination and comprchensive reviews, we

obtained a high level of confidence in the data developed.

We also collected considerable data (8.5billion annually)
on the commercial opecrations of

comparies doing business with the boD. This data, whilc
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valuasble for certain purposes, wes not conslideved suf-
fictently typical for all commerciel ondeavara for us

to base prime earning comparisons on it, and it alone,
Therefore, a socond sot of figures was constructed from
the same five year somple period utilizing dats routinely
gathoered by the Pederal Trade Commission (FTC) on 5,000
~orporations producing durable goods with aggregato avor-
age salos of $450 billion annualiy. Wo believe that the

FTC data offers the best overall reflection of profit-

b4
FH1 Y

ability in the ceommercial business world; for that 78ass

our comparison3 are basad primarily on vhat dats.

I would now like to turi to cur dats analysis resulte,
Looking at the return on sales, figure 1 displays the time

trends of pre-tesx profitability for commercial and govern-

nent profit centers and for the FTC Durable Goods Producers.

As noted on the chart, the commevrcial profit centers
rer orted 8 Tive year average of 17.1%t, which is roughly
2 1/2 times the FTC Durable Goods average of 6.7%, The
five year average of the goverament oriented profit cenvers
was 4.7%, which is 2.0% below the FTC aversge. This
relationship of lower carnings on sales nas also been

noted in past profit studiss.
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We also collected profit data by type of contract.
Figure 2 compares the profitability of fixed price with
cost type contracts. The fixed price type of contract,
which includes fixed price incentive, averaged 4.7% over
the five vear period. The cost type contract five year
average was 4.4%, which is only ,3% lower than the fixed
price average. This relaticnship appears disproportionate
since a contéactor with a fixed price contract assumes a
significantly greater risk and should be =z%le to earn more
profit than a contractor with a cost type contract. We

have recognized this as a problem to be dealt with in our

revision to the profit policy. Of course, proper selection

of contract type is alsc essential in order to improve
the spread in realized profits between cost type and fixed

price contracts. We feel that we are deing a better job

now and that is reflected in the data for 1974.




R e Ty e e TS S S AR T AR AT U I I T TR O N R Y T W W T T e UGS e T ol 1 7 7 Y
e B —

39 :32¥N0S

8dL] 3s0)

2 g St Ly (14 £s S
92Tl1d PaxXTg oy 9c s 1s ey Ly
DAY HA § w6t £L8L 73 LL61 08t

AR QIR Suve

b
HALISOI pu

32384 Gaxd W..III

LIOVYINOGD 40 FdAiL

A8 STTVS/SIXVL FHOF38 Lid04d
SITVS NO N4NLIY — ALITIGVLIIOYd

Re

IX-8



[ 3

S

.
£
i

Up to this point, we have focused on realized profits;
however, it is important to note that there is a difference
between realized profits and negotiated profits. This
difference is reflected in figure 3 which displays the
n2gotiated vs realized profits for the five years covered
in the study. The principal elements are as follows:

o] Negotiated. The average profit foxr all types
of DoD contracts during the five year period was
8.8% of sales.

o Negotiated less Unallowables. One of the objec-
tives of the profit study was to determine the impact of
unallowables on earnings, The data indicated that ASPR XV
unallowables (interest, contributions, IR§D/B&P in excess
of ceiling, etc.) average about 2.0% of sales; consequently,
if defense contractors could realize the negotiated profit
rate less unallowables, the earnings of 6.8% would be very
close to the FTC average of 6.7%.

o Realized. The average realized profit rate i%s
4.7%. This indicstes that there is a substantial erosion

of the profit rate during contract performance.

This problem must be addressed by both government and contractors

IX-9
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in more realistic initial pricing of the contract.

Improvements in cost control by contractors are also é
| needed in order to improve the realized profit rate, i
J |
| .
)
|
N
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Although return on sales is important, it is not the
complete measure of profitability. In our economic system,
return on investment is a key factor in the allocation of
resources. In our study, we used return on total assets !
less progress and advance payments as the definition of
investment to measure return on investment., Advance and
progress payments (cost reimbursements on cost type con-
tracts were reported as progress payments for the purposes
of the study) were subtracted from the investment base
since they represent an investment by the government, not
the contractor. This is a conservative definition of
investment which fairly portrays the relative levels of

investment made by defense and commercial contractors.

In figure 4, the time trends of return on investment

for commercial and government profit centers, and for the
FTC Durable Goods producers are shown. Commercial profit
centers averaged 17.6% for the five year period, which is
close to their 17.1% return on sales. Government profit
centers averaged 13.5%, which is 2.9 times the return on
sales. However, the FTC Durable Goods producers averaged
only 10.7% for the five years, which is 1.6 times the
return on sales. We thought that the amount of government
owned facilities might have contributed to the relatively

healthy return on investment for government profit-centers.
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To assess the Impact of these facilities, we computed

their net book value so as to approximate the invest-
ment that the contractors would carry on their books.
Inclusion of government owned facilities at a depreciated
value would only decrease the return on investment for
these profit centers from 13.5% to 13.0%. Therefore,

the return on investment for governmeni profit centers

is somewhat more than for the FTC data, and inclusion of

the depreciated value of government owned facilities

makes little difference in the rate of return,
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To better understand how the government return on
investment is being reallzed, we compared the level of N
investment for government and the FTC, This comparison |
is shown in figure 5. The FTC data indicates that com-
mercial contractors invest an average of 63¢ for every {
dollar of sales. Goverament contractors, on the other
hand, invest an average of 35¢ for every dollar of sales. We
consider this difference of 28¢ on the sales dollar to be
significant. To examine the reasons for this difference, the
investment was analyzed in terms of facilities capital
(net book value of land, buildings, and equipment) and
operating capital (current assets less progress and
sdvance payments). It was found that 15¢ of that i
diffevence is the result of a lower level of facilities \
investment by government contractors, which is noted
on flgure 5 as the "delta' for facilities capital. ‘
The remaining difference of 13¢ is the "delta" for
operating capital, which is caused by the difference
in financing of government and commercial contracts
(i.e., government progress payments). We were also
concerned with the effect of government owned
facilities on the level of investment; however, we
found that by adding the net book value of these
facilities the overall investment would only increase

1¢ (35¢ to 36¢). Thinking in terms of a profit policy

+X-15
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I that would stimulate investment and productivity, the

r) potential impact is reflected in the "delta" for faci- ;
) lities capital (cross hatched area between the 36¢

| level and the 50¢ level), §

' 3

|

Gl N
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; The lovel of investmont 1s greatly influenced by
[E the sources of capital available. Although debt is

an important source of funds, the major source is

] from internally ganeratod funds, which is a function

4 of the voturn on salos. To determine the significonce
of this relationship, we have examined the interaction
betweon facilities investment and return on sales.
Figure 6 shows facilitles capital/sales percentages

I on the laft sxis and the profit before taxes/sales on

ol i Ll e 2.8 e N

) the bLottom axis for each source of data as shown

/T

balow:

O

i 0 Government Profit Centers. Defense contrac-

j tors avoraged 4,7% rvotuevn on sales and 10.5% investiment
‘ in facilities.
) 0 FTC Durable Goods. The FTC contractors

averaged 6.7% roturn on sales and 26.0% investment in

ool T2 I o Ll ) )

faciiities.

vl sl

0 Commercial Profit Centers. Commercial profit
centers averaged 17,1% roturn on sales and 41.1% invest-
ment In facilities,

Looking st the extremes, we note that the investment in

commercial profit conters is about 3.7 times the invest-

) PN, DL Y A LA Mt o

ment in government profit centors. Turther, we note that

the return on sales for the commercial profit centers is

about 3,6 times the return on sales for the govcrnment

IX-18




profit conters. Thero appears 1o be & rough cor-
rolatlon betweon the amount of facilitioes investment
a company is willing to make and the amount of profit
dollars that the company c&n expect to realize from

that investmont.

In terms of considering productivity, if it is
efficiont in thoe commercial marketplace for the PTC
Durable Goods producars to omploy about 2 1/2 timos
the amount of facilities psr dollar of g8ales, compared
to the defonso producer then thers are probably pro-
dictivity gains that could be made if defense contractors
increasod their investment. An increase in investment
should decrease the production cost snd tha price to

governmoent
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In nddition to the interaction of level of invest-
ment and return on sales, one has to also consider return
on investment. Figure 7 shows the level of investment in
terms of sales/asset turnover on the left axis and the
profit before taxes/sales on the bottom axis. Turnover
refers to the amount of sales generated by a given amount
of investment. A turnover rate of one indicates that
there is one dollar's worth of investment supporting a
dollar in sales. A turnover rate of two indicates that
there is 50¢ worth of investment supporting a dollar in
sales. A turnover rate of four indicates that there is
25¢ in investment supporting a dollar in sales. The
muitiple of the turnover rate times the return on
sales is the return on investment, which is reflected
by the three ISC-ROI lines (5%, 10%, 20%). All three
groups are achieving an ROI in the 10-20% range, but it
is important to note how they realize these returns.

The commercial profit centers maintain a turnover rate

of approximately one by realizing a i?.l% return on sales;
however, povernment profit centers with a relatively low

. Teturn on sales have to achieve a significantly higher
turnover of assets. They do this by minimizing their

level of investment.
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While all of the data we have analyzed was very

important in shaping our revised policies, we also paid

a great deal of attention to the opinions expressed by

our contracting officers and representatives of industry.
Over 300 contracting officers were surveyed, as were some
200 companies. We noted that there was stromg support for
basing profit potential somewhat on investment; also that
both government and industry felt that the cost of capital
should be more adequately recognized as an element of
product price. We also contracted for the Conference Board,
an independent research assoc., to examine the question of
business risk and investment determinants. The Conference
Board interviewed 53 account executives of 31 financial
institutions. They reported that these financial institu-
tions, an important source of funds for defense industry,
felt that defense business was not sufiiciently profitable
for the risks involved. Whether or not one agrees or
disagrees with this opinion, it must be noted that .these
firms have heavy influence over the -availability of fﬁnds

for defense industry investment.

From the facts and opirions gathered during the course
of the study, it became clea: that we should shape our
profit and pricing policies to more directly encourage

investment; and that such investment carried with .it the
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potential for significant productivity gains and price

reductions. The detailed changes we have made are shown

in figure 8. 21

Turning to our new profit policy, figure 8 shows the
changes in emphasis on the various profit factors as noted -
below:

"Contractor Input to Total Performance (CITP)" is
a measure of the estimated cost of and represents the 5;
effort required to perform the contract. This was the
dominant element in the profit objective in the old policy,
and accounted for about 65% of the negotiated profit rate. j
To shift the emphasis from a cost-based profit policy, we

have reduced this factor significantly.

Under the old policy, '"Contract Cost Risk'" recognizes
the contractor's assumption of risk with a minimum weight
(0%) for cost plus fixed fec contracts and a maximum weight
(7%) for firm fixeq;price contracts. On the average, this
accounted for 30% of the profit objective in the old policy.
Our government procurement personnel indicated ia the
opinion survey that there should be a greater difference
in cost risk between cost type arnd fixed price contracts.
These opinions appear to have been validated by our pfofit

center data, which indicated a very small difference in

1X-24




realized profits between cost type and fixed price con-
tracts. Accordingly, we have provided for a 1% increase
in the risk ranges for fixed price contracts, which will
increase the emphasis for contract cost risk to 40% of

the profit objective in the new policy.

"Past Performance" was intluded in the old profit
policy as a subjective factor to reward or penalizc a

defense contractor for his performance on prior defense
contracts. Our data indicated that this factor was
applied in an inconsistent manner and probably had little
impact on the contractor's performance on the instant
contract. We consider past performance to be an appro-
priate consideration in source selections, but an
ineffective tool in profit policy. On an overall basis,
past performance accounted for :n insignificant portion
of the profit objective and therefore has been deleted

in the new policy,

"Use of Government Resources™ was included in the
0ld policy to penalize the contractor (0 to -2%) for use
of government furnished facilities. This factor had an
insignificant impact on the overall level of profits and
has been deleted in the new policy. The thrust of the
new policy is on the investment furnished by the contrac-

tor, not by the government.

- IX-25




"Contractor Iavestment in PRacilities Capital" has
been added to the new policy in order to recognize and
reaward contractors for the investwment they have applied
to the contract. This is the major change in policy and
is generally in acc¢ordance with the recommendations of
the Commission on Government Procurement, the Comptroller
General, informed observers in Congress and many others.
We have allocated 10% of the profit objective to contrac-
tor investment. We recognize that this is a modest
approach; however, we are being cautious until we have
had the opportunity to assess the overall impact of this
policy change. The weight of this factor will likely be

increased in the future.

"Productivity”" is a new feature in the profit policy.
We have felt for some time that our policy should motivate
defense contractors to increase their productivity and
thereby reduce costs. The old policy has not proved
effective in this area, because a contractor could lose
profit opportunity in a follow-on contract if he had made
significant productivity gains since the profit sbjcctive
was based on estimated cost. Accordingly, the new policy
provides for consideration of profit on demonstrated unit
cost reductions resulting from produccivity improvements.

This approach emphdsizes that it is our objective to

I1X-26




reduce contract price and that we are willing to reward

productivity when it yields lower prices.

"Other Factors" that may be .sed in the profit

objective are essentially unchangce in the new policy.
These factors include consideration for Foreign Military
Sales (FMS), Independent Development, Small Business and

minority busipess participation.
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A coroliary effort has been made in the develop-
ment of cost objectives to recognize contractor invest-
ment. The Cost Accounting Standards Bosrd has taken
a positive step forward with Cost Accounting Standard
(CAS) 414, which is entitled "The Cost of Money as en
Element of the Cost of Pacilities Capital", CAS 414
provides the methodology to estimate, accumulate and
report & cost of capital that is imputed to the con-
tractor's investment in facilities at an interest rate
published by the Secretary of the Treasury. We have made
this cost allowable on most negotiated contracts which are
priced on the basis of cost analysis, Procedures have been
established so that on the average, the prenegotiation
profit objective takes into account and offsets the cost
increase attributable to the imputed cost of facilities
capital. This offset provision is in line with the view
expressed in Senator Proxmire's letter to Secretary Rumsfeld of

May 27, 1976 on this subject.

We feel that our new profit policy and the allowance
of the imputed cost of capital will help remove obstacles
to cost-reducing facility investment decisions by industry.
These policy changes ave a step in the right direction and
should reduce the DoD acquisition cost by improving the

viability and productivity of our defense industrial base.
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Chagtar X
DEPLEMENTING THE NEW POLICY

The new policy oventuating from the Profit '76 study was promulgated
in Defenme Procurement Circular 76=3 on 1 September 1976, With the
effective date only a month away (1 Octobar 1976), it was imperativa
that the way be paved by a concentrated effort to famillarize contract
negotiators in both Govarnment and industry of the new poliey and the

mathodology of its application.

Undar the co-sponsorship of the Office of the Assistant Secrotary of
Dafense (ISL) and the National Contract Management Association, a
gories of worksihops were scheduled at strategic locations around the
country during the month of September. The schedule of those workshops
and theix locations sre ahown on the following page. An on=going pro-
gram continues to provide training in the new policy as needed and

within the limitations of rasources.




DOD PROFIT AND PRICING POLICY WORKSHOP

Co-Snengoraed By -

THE OFFICE OF THE
ASSISTANT SECRETARY OF DEFENSE
(INSTALLATIONS AND LOGISTICS)

AND

WASHINGTON. DC

BOSTON, MASSACHUSETTS
NEW YORK. NeW YORK
DAYTON. OHIOQ

ST LOUIS. MISSOURI
SEATTLE, WASHINGTON

SAN FRANCISCO, CALIFORNIA
ALBUQUERQUE, NEW MEXICO
LOS ANGELES. CALIFORNIA
ANAHEIM, CALIFORNIA
DALLAS, TEXAS

ORLANDQG. FLORIDA

THE NATIONAL CONTRACT MANAGEMENT ASSOCIATION

SEPTEMBER 13
SEPTEMBER 14
SEPTEMBER 16
GEPTEMBER 16
SEPFTEMBER 17
SEPTEMBER 20
SEBPTEMBER 21
SEPTEMBER 21
SEPTEMBER 22
SEPTEMBER 23
SEPTEMDER 24
SEPTEMBER 28

Designed for joint instruction of Governmont and Industry personnet
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IMPLRMENTATION PROGRAM

INSTRUCTORS

|V Brigadier General James W. Stonsberry, Director Profit '?6

Colonael Charles J. Blliott, Deputy Director Profit '76

Otto B. Martinson, Logisties Managemant Inatitute
David M. Kooncae, OASD(IS&L)/PF

Joaaph Nocaera, DCAA

Robert Deuson, DCAA

Douglas Dockter, DRDTA

Charles L. Hamilton, SAMSO

Josaph Gallagher, iiQ Naval Materlsal Command
Thomas Brown, AFALD

Arnold Jackson, Logistics Managemant Inatitute
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‘«/ Appoandix
,) 8pecial Studies
| 1. Logietics Managoment Instituta; Profic '76 (LM, Task 76-3)

2. Logistics Managemant Inastituto; Dofoneo Industrinal Banse
(LM1 Task 76-2)

Volume I  EBxocutive Summary
- Volume II  Compilation of Data
| Volume III Casn Studias

‘.) 3. Coopars & Lybrand
\ Corporato Level Analysis
Profii Center Level Analyaia
1 Contracting Officer Survey
b, Aaroapaca Industries Assoctation; Risk Analysais
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