
*D—A 036 37e AIR FORCE INST OF TECH WR !644T—PATTERSOtI AFI OHIO scu ETC ~~~PROOLEMS WITH TME MEW DEPARTMENT OF DEFENSE PROF IT POLICY. (U)
0CC 76 R a SLA In

S4CLASIIFIED ISIVSMflSD—fl t4.

__!EflOF flfl 
_ _ _

~~UiFP1
_ _ _ _ _flfl~:j~~ f~r lii 

_ _t•tIE•!LJSSLI!!U
lEa IE:U___I I



.
S S

I 0 8

2 0

• I —
~~~~~~~~~

• ~1~1~
25 

~~ ll~’~



,
,
~~, ~~~~~~~~~~

\~:

~~~ ~~~~
-‘
I 

~~~~

~
)

~/ -
~

/~~~
UNIT~D STATES AIR FORCE

AIR UNIVERSITY

AIR FORCE INSTITUTE OF TECHNOLOGY
Wr~ght -Patt. rs n Air Forc. Bosi Oblo

“S



GSM/SM/76D-26

r~-’y N.~- .
4/

w i
~~~

PROBLEMS WITH THE NEW

DEPARTMENT OF DEFENSE
PROFIT POLICY

¶ THESIS

GSM/SM/76D—26 Robert J. Blair
Capt USAF 

r •
‘... —~ - - —-- -

\~: ~
~~~~~~~~~~~~~~~~~~~

~~~~~~~ lAM ~1~c ~~~~~~
.
~~. ~~ . united

.__,___ ~
n_-______ -‘~ 

-



GSM/SM/76D—26

PROBLEMS WITH THE NEW

DEPARTMEN T OF DEFENSE

PROFIT POLICY

THESIS

Presented to the Faculty of the School of Engineering

of the Air Force Institute of Technology

Air University

in Partial Fulfillment of the

Requirements for the Degree of

Master of Science

by

Robert J. Blair, B.S.

Capt USA?

Graduate Systems Management

December 1 976

Approved for public release; distribution unlimited.

f t



GSM/S11/76D—26

Preface

It was personally satisfying for me to be able to

complete a study that both fulfilled part of the require-

ments for a degree in Systems Management from the Air Force

Institute of Technology and provided some timely informa-

tion to the Profit ‘76 study group. By filling both of

these squares, I can truthfully state that the effort I

expended on this study was worthwhile.

I could not have performed this research without the

help and guidance that I received from both Major Tom

Michalouski and Dr. William Letzkus. My confidence was

bolstered knowing that these two individuals were always

willing to help me solve the many problems that I ran up

against throughout this effort.

One person deserves special mention as she had the

talent to solve the problems that no one else had answers

for. Whenever I needed someone to encourage me, type for

me or console me, my wife Pat was always there.

Robert J. Blair
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Abstract

The objective of this study was to identify potential

problem areas that may hinder the successful implementation

of the new Department of Defense ( DoD ) profit policy . A

draft copy of the policy was distributed to forty DoD

procurement personnel assigned to the Air Force Systems

Command, Aeronautical Systems Division. These individuals

were interviewed to collect their perceptions as to the

potential problem areas associated with the new profit

policy. Problems related to the allocation of facilities

capital to a contract, the computation of the pre—negotia-

tion profit objective for facilities investment, the

inclusion of facilities capital cost of money as an allow-

able cost and the application of the productivity reward

were identified. Recommended solutions to these problem

areas were briefed to the chairman of the Profit ‘76 study

group prior to the implementation of the new DoD profit

policy.

ix

‘S_-
__

~~~
_

~~ ~~~~~~



GSM/ SM/76D—26

PROBLEMS WITH THE NEW DEPARTMENT

OF DEFENSE PROFIT POLICY

I. INTRODUCTION

Defense profit policy in the United States is

traceable as far back as the original thirteen colonies.

This chapter, however, deals only with more recent DoD

profit policy starting with the weighted guidelines policy

introduced in 19614. The evolution of profit policy since

19614 is discussed to accomplish the purpose of this chapter,

which is to provide a framework from which one can under-

stand both the rationale behind the latest Department of

Defense (DoD) profit policy and the reason for this re-

search effort. This chapter provides the background for

the succeeding chapters ~‘hich are the heart of this study.

The discussion in this chapter begins with the broad

goal of DoD profit policy in order to show what the profit

policy is designed to accomplish. Next, unique aspects of

the DoD procurement environment are discussed to illustrate

obstacles in the way of achieving the goal. Two previous

policies, weighted guidelines and contractor capital

employed, are discussed to illustrate problem areas asso-

ciated with two policies that did not fully satisfy the

goal of DoD profit policy. Finally, discussion is focused

on the Profit ‘76 profit policy, the most recent DoD

profit policy.

1
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/ Goal of DoD Profit Policy

/
;‘ The goal of DoD profit policy is to pay the contractor

a fair profit for the work performed on a contract. Fair

profit is interpreted as rewarding the contractor f or risk

assumed and facilities provided, while recognizing out-

standing performance and encouraging efficiency.’ (Ref 6:

13)

Profit Policy Environment

The goal of DoD profit poiic~~,~is not always attainai,i~.

able, however, because of certain aspect$ of the environ-

ment in which it functions. The’two major forces that ‘~ 
‘
~~

eeein -4o- impact the,~DoD procurement~.eo~ nunity most heavily

are the political environment) which encompasses the

pressures from Congress, defense industry groups and the

taxpayez~, and the contracting environmentL,which includes
I. ”the~laws’,~ regulations and un1~ue-pi’oblein~>associated with

purchasing military hardware) . ‘
-

~ / /.
~~~~ I ‘

—1 - — 
- 

. -; -1 , ‘

Political Environment ~
‘

‘ - - 

- .

Congress exerts great influence on how DoD spends

the taxpayer ’s money . An example of Congressional inf].u-

ence on DoD profit policy occured during the McClellan

Hearings in 1962 . During these hearings it was stated

that defense contractors were earning excessive profits on

their subcontracted work. Congress termed this “profit

pyramniding” and declared it to be wasteful of the taxpayer’

s2
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dollars. As a result, DoD clearly understood tha t if

action within the department was not taken to revise the

profit policy, the Congress would step in and revise the

policy for the DoD. (Ref 7: 11 )

Pressures from the defense industry were also being

felt by DoD during this same time period. The average

profit rates earned by the defense industry were declining

and, according to the defense industry, profits were too

low. Profits had to be increased on defense work or DoD

faced the possibility that defense contractors would employ

their resources on more lucrative commercial business.

(Ref 7: 12)

As a result of these political pressures, the weighted

guidelines profit policy was implemented by DoD in 19614.

This policy was designed to both discourage “profit pyramid-

ing” and offer guidance that the designers believed would

result in generally higher profits. (Ref 7: 12) Some

ingenuity was required to design and then implement a

policy that satisfied both of these interest groups.

Another aspect of the political arena surrounding

DoD contracting is the degree in which Congress reviews

purchases of major weapon systems. The defense contractor

routinely lives with the possibility that Congress may

either cancel work completely on a weapon system or de-

crease the scope of the work. DoD profit policy must be

designed to adequately reward the contractor for this risk.

In designing a policy that rewards for this risk , 
DOD3
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must be able to anticipate Congres3ional decisions. Antici-

pating the actions of a political body the likes of Congress

is a major obstacle in the design of a profit policy that

rewards for risks assumed.

A third aspect of political influence on DoD profit

policy is the visibility defense profits receive from

newspapers, independent research efforts, and watchdog

agencies of the Congress. Profits earned on defense work

provide a constant source of data for a newsworthy article

or report,

The General Accounting Office, Logistics Management

Institute and the RAND Corporation all have conducted

major research efforts on the subject of defense profits.

Several authors have paid their bills studying DoD profits.

The approach most of these - articles take is to compare

measures of profitability of defense business with com-

mercial business. The assumption made by these studies is

that profit earned on commercial business represents fair

and reasonable profit as determined by competition in the

markets. DoD profit policy may not be providing satisfac-

tory guidance if profits negotiated on defense business

are significantly different from profits earned on com-

mercial work.

Each of the profit studies has had various degrees

of influence on DoD profit policy. Perhaps the most

authoritative study is the General Accounting Office study

published in 1971 . (Ref 16: 175) This study was conducted

L~.
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by an agency independent of both DoD influence and the

influence of defense industry groups, therefore, it is

relatively free of bias. The GAO study presumably had

some influence on the flurry of DoD activity in 1971 ,

that was directed toward developing a new profit policy.

The facts collected on seventy—four large firms in

the GAO study indicate that the profits earned on their

defense business are less than the profits earned on their

commercial work. This was true for three different measures

of profitability as illustrated in Table I—I .

Two authorities on DoD profits, Mr. Richard Kaufman

and Mr. Murray Weidenbaum, both used the GAO data to

illustrate that defense work was more profitable than

commercial business. Kaufman used the profitability of

twelve firms selected from the GAO sample and Weidenbaum

used a sample of six as evidence to support the contention

that defense profits are too high. Each of these studies

has been criticized for selecting a small sample of firms

that do not accurately represent the profitability of the

defense industry. (Ref 16: 175) Regardless of the criti-

cism, these two authors have played a role in shaping

DoD profit policy by advertising publicly that profit

inequities may be perpetrated by the DoD profit policy

guidance.

Contracting Environment

Discussion to this point has centered on the external

S
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TABLE I-i

GAO Profit Data for 714. Firms, 1966-1969

Total Profit as Profit as Profit as
Sales % Sales % Total 

- % Equity
Dollars Capital Capital

Invested Invested

DoD Work 23.7 billion 1~..3% - 11 .2% 21.1%

Commercial
Work 66.8 billion 9.9% 114.0% 22.9%

pressures that are applied on DoD every day with regard to

profit policy. In addition to these pressures DoD must

contend with laws that specify limits to DoD procurement

authority.

Title 10 of the United States Code specifies two

broad categories of DoD contracts; formally advertised

and negotiated contracts. The law states that it is pre-

ferable to formally advertise as many contracts as possible,

because the price paid will be a function of the competition

in the market.

Under certain circumstances it is impossible for DoD

to formally advertise for the purchase of military hard-

ware. For example, DoD frequently purchases goods that

are of such a nature that DoD is the only possible customer

and, furthermore, only one or two contractors are the

possible suppliers. A nuclear submarine or an air to air

missile have little appeal to anyone outside the military.

Furthermore, only a handful of contractors possess 
the6
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resources to build these specialized weapons. Therefore,

the law provides DoD with the authority to negotiate the

prices on specific contracts.

Negotiated contracts amount to about $20 billion

dollars of defense business a year. (Ref 17: 2) This

large amount of negotiated business forces DoD to closely

monitor the mechanisms and policies employed to develop

the final contract price. The specific policies and pro-

cedures used to control DoD procurement and ensure com-

pliance with the law are spelled out in the Armed Services

Procurement Regulation (ASPR). The ASPR places ~~. great

deal of emphasis on providing direction and guidance to

DoD procurement personnel with regard to negotiated con-

tracts. Conversely, since prices on formally advertised

contracts are determined by competition, DOD is not as

concerned with profits on advertised business as it is

with negotiated procurements.

The DoD profit policy is included in sections of

the ASPR that deal with negotiated contracts. Profits on

negotiated contracts are a part of the overall contract

price and are negotiated along with other elements of the

total price. This element of the contract price is deter-

mined predominately through use of the guidance provided

in ASPR. Therefore, it is DoD’s responsibility to ensure

that this guidance is satisfactory to enable procurement

personnel to negotiate reasonable profits.

A problem for DoD e’rl sts in designing a profit policy7
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that closely simulates the mechanisms found in the open

market environment. DOD profit policy must provide DoD

procurement personnel the proper guidance to determine

fair profits in an environment where profits are negotiated

on a contract by contract basis. These profits must be

high enough to keep defense contractors in business while

not being so high as to draw undue attention from Congress.

This is the environment in which DoD profit policy must

survive.

Weighted Guidelines Profit Policy

The weighted guidelines profit policy has survived

in the DOD procurement environment from 19614. to 1976.

Several shortcomings of weighted guidelines were identi-

fied in studies of the policy, however, specific sugges-

tions for improving weighted guidelines were never adopted.

One major shortcoming of the weighted guidelines

profit policy is that it is a cost—based policy. Sixty—

five percent of the profit objective on a contract is

based on a percentage markup of the estimated costs of a

contract. The higher the cost estimates, the higher the

dollar amount of profit received on the contract.

Comptroller General Staats, in testimony to the

Congressional Joint Economic Committee, criticized the

weighted guidelines profit policy because it rewards in-

efficiency and discourages cost reduction in defense contracts.

Ai long as the profits are based on the cost of the contract

,8
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there is no motivation for the contractor to employ new

technology to reduce costs. (Ref 10: 15)

Mr. Stasts further suggested in his testimony tha t

DoD profit policy should recognize the contractor’s invest-

ment in assets when calculating the profit objective for

a contract. Mr. Staats stated that the following three

factors should be considered in determining the profit

objective:

1 • The actual contractor funds invested;

2. contractor risk;

3. outstanding managerial capability. (Ref 10: 15)

The improvements to weighted guidelines suggested

by many authorities on defense profits focus on several

points. The majority of suggestions recommend reducing

the emphasis that contract cost has on profit, increasing

the emphasis on the contractor’s capital investment, recog-

nizing the risk assumed by defense contractors and compen-

sating contractors for outstanding managerial effort.

Mr. Staats suggestions, coupled with similar suggestions

from other authorities, provided the impetus for DoD to

introduce a revised profit policy in January 1972,

Contractor Capital Employed Profit Policy

Mr. Henry Paulson, from the office of the Assistant

Secretary of Defense, Comptroller, presented the Contractor

Capital Employed (CCE) profit policy during an address

before the San Francisco Chapter of the National Contract

9
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Management Association on March 114, 1972, He stated that

two basic objectives of this policy are to attract adequate

capital to ensure an efficient and responsive industrial

base for national security and to reduce the overall cost

of weapons by providing incentives for industry to invest

in modern efficient equipment and facilities.

In contrast to weighted guidelines where sixty-five

percent of the profit objective was related to cost, thirty

percent tied to a measure of risk and five percent to a

variety of other factors, the CCE policy based fifty percent

ot the profit objective on cost and fif ty percent on an

assessment of ri sk and the contractor’s capital investment.

The CCE policy reduced the emphasis placed on cost

in determining contractor profits, thereby, answering

Mr. Staats criticism of a cost—based profit policy. The

CCE policy also increased the emphasis placed on risk and

contractor investment which may motivate the contractor to

invest in new capital equipment and eventually drive down

the cost of weapon systems.

The CCE policy was quite a radical departure from

weighted guidelines. It was so much of a change that it

was fi:’st implemented on a voluntary basis to allow DoD

time to evaluate and improve the policy prior to making

the policy mandatory. The CCE policy did not, however,

have the hoped for success during the voluntary implemen-

tation period and thus was never introduced on a wider

scale.

10
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Several reasons have been given for the lack of

success of the CCE policy. The Air Force Business Research

Management Center conducted a survey of those personnel

who used the policy and the results of this survey indicate

that the policy required too many complex calculations

and required too much effort for the results obtained.

(Ref 15: 19) Furthermore, since the policy was introduced

on a voluntary basis, very little interest was ever gen-

erated by the policy, and thus only a small segment of

the DoD procurement community studied and understood the

policy.

Since the Contractor Capital employed policy did

not work, weighted guidelines remained in force as the

DoD profit policy. The shortcomings of weighted guide-

lines did not disappear, however, and a revision of the

DoD profit policy was still warranted.

Profit ‘76

The Profit ‘76 study group was formed in 1975 under

the direction of Brigadier General James Stansberry to

take a critical look at DoD profit policy. A definite

need for a new profit policy was indicated because of the

decrease in the number of contractors bidding on defense

work, the obsolete equipment used in the defense industry,

the high cost and low availability of money for defense

contractors and the unstable state of the economy. These

factors, in addition to the shortcomings of weighted

11



GSM/SM/76D-26

guidelines, had some bearing on the decision to study the

DoD profit policy on negotiated contracts. At the same

time, the Cost Accounting Standards Board had issued a

new standard on depreciation that the defense industry

indicated might cut defense profits and was planning to

issue a standard on the cost of capital. (Ref 11 : 141)

The failure of the CCE policy also had some influence on

the decision to study DOD profit policy.

The Profit ‘76 study examined contractor’s profit-

ability In both defense and nondefense business and it

analyzed the relationship of earnings to capital invest-

ment in cost reducing assets. The primary product of the

study was the introduction of a new DoD profit policy

designed to strengthen the defense industrial base and

reduce the cost of weapon systems.

The new profit policy employs aspects of both the

weighted guidelines profit policy and the Contractor Capital

employed policy. The pre-negotiation profit objective is

based fifty percent on cost, forty percent on a measure

of risk and ten percent on the contractor ’s investment in

facilities capital. It is a step away from the cost—based

weighted guidelines policy, but not as drastic a step as

the CCE policy.

The new profit policy will not have a trial implemen-

tation period like the CCE policy. One cornerstone of

the study was the planned involvement by both industry

and government users of the profit policy throughout the

12
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development process. (Ref 11: 142) By involving users of

the policy In the design effort the Profit ‘76 study group

expect the policy to be well received upon implementation.

Statement of the Problem

General Stansberry and members of his Profit ‘76

study group were interested in identifying problem areas

which may hinder the implementation of the new DoD profit

policy. Results of an Air Force Business Research Manage-

ment Center study Indicated that one reason for the failure

of the CCE policy was that it could not be understood by

the policy users. (Ref 15: 19) Therefore, concern was

expressed as to whether the new profit policy could be

understood and implemented at the user level.

If the problems with the clarity of the new policy

could be identified prior to implementation, these problems

could be eliminated. The Profit ‘76 team needed to know

whether problems existed with understanding the new policy,

therefore, this study was initiated to satisfy that need.

The problem treated in this study was the identification

of problem areas that may hinder the implementation of the

new DoD profit policy.

Order of Presentation

Chapter Two explains the selection process followed

in deciding on the research approach. The sections of

the new profit policy, which could present the most

13
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difficulty when implemented are explained in Chapter Three.

Chapters Four through Seven identify and analyze the

problem areas associated with the four major sections of

the new DoD policy. The allocation of facilities capital,

the profit objective for facilities investment, facilities

capital cost of money and the productivity reward are the

respective topics of these four chapters. Chapter Eight

presents a summary of the problems identified in Chapters

Four through Seven and the recommended action to solve

these problems.

114.
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II. RESEAR CH APPROACH

Introduction

As identified in the statement of the problem at

the end of Chapter One, this study was initiated to provide

the Profit ‘76 study group with information with respect

to whether the new profit policy could be understood and

implemented at the user level. The purpose of this chapter

is to describe the approach taken to collect the informa-

tion requested by the Profit ‘76 team.

Discussion begins with the objective of this study.

The research plan and the actions carried out in accordance

with this plan are discussed next to illustrate the steps

taken to satisfy the research objective. The last topic

discussed identifies the assumptions made with regard to

the research approach utilized in this study.

Research Objective

The objective of this study is to identify potential

problem areas that may hinder the successful implementation

of the new DoD profit policy. Identification of these

problem areas would provide the Profit ‘76 study group

some indication as to how clearly the new policy was

explained where emphasis was needed in training programs

and what changes may be required. By completing this study

prior to the implementation of the new profit policy,
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action could be taken to clarify the draft copy of the

profit policy and develop training programs that may

smooth the implementation process.

Planning for the Study

In May, 1 976, initial plans for this study were for-

malized during a meeting with members of the Profit ‘76

study group. Prior to this meeting, the chairman of the

Profit ‘76 effort, Brigadier General J. W. Stansberry,

stated both his perceptions as to the information he needed

and his desire for a study that would identify potential

problems with the new profit policy. In support of this

study General Stansberry stated that he would provide a

preliminary draft copy of the new profit policy and assis-

tance in enlisting help from DoD procurement personnel.

In return for his support , General S tansberry  requested

a briefing of the research findings at least one month

prior to the October, 1976 implementation date of the new

prof i t  policy. This commitment was necessary to allow

the Prof i t  ‘76 team su f f i c i en t  time to correct any poten-

tial problems identified by this study prior to implement-

ing the new profit policy.

Scope

The requirement to brief the results of this study

the end of August , 1976 imposed a time constraint  on thi s

study. With regard for this time limitation , decisions

1’~,
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were made during detailed planning as to the reduction

in scope of this study.

Experts in the area of DoD procurement were consulted

to narrow the draft profit policy down to the aspects

that might cause the users of the policy the most diffi-

culty. The possible study participants were reduced to

the procurement personnel located at Wright—Patterson

Air Force Base because they were readil accessible to

the researcher.

Profit Policy

Upon receipt of the draft copy of the new profit

policy, it was apparent that the policy was too large to

address in the time allotted for this study. A reduction

in scope was deemed necessary.

In examining the draft copy of the new profit policy

it was found that the allocation of facilities capital to

a contract, the facilities investment portion of the profit

objective, facilities capital cost of money and the pro-

ductivity reward were the new concepts incorporated in the

profit policy. The majority of problems were thought to

exist in these four aspects of the policy because they

were new and had not previously been implemented as part

of a DoD profit policy. This study was limited to coverage

of these four new aspects of the new DoD profit policy.

The sections of the draft policy addressed in this study

are in Appendix A .

17
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By limiting this study, the contractor effort (cost

based) and contract risk segments of the profit objective

were ignored. These two segments of the profit objective

were carried over into the new policy from the weighted

guidelines profit policy. The basic change to these

segments was that less emphasis was to be placed on con-

tract risk. Figure 2—1 illustrates this shift in emphasis.

Figure 2—1 also illustrates that the other factors

part of the profit objective has been replaced by facil-

ities investment in the new profit policy. These special

factors have not disappeared with the advent of the new

profit policy, however, as the independent development and

foreign military sales aspects are carried over unchanged

into a special profit objective of the new profit policy.

A new concept, the productivity reward, is also incorporated

in this special profit objective. The productivity reward

is covered in this study because it is thought that it

may present DoD procurement personnel some problems when

implemented.

Participants in the Study

General Stansberry made it clear that he did not

want the draft copy of the new profit policy to be dis-

tributed outside DoD. This restriction reduced the poten-

tial population of participants in that it eliminate~defense

contractors.

Despite this limitation, however , there was i~ti.ll a

18
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Weighted Guidelines Policy Profit ‘76 Policy

Contractor Effort Contractor Effort
(Cost based) (Cost based)

65% 50%

Contract Risk Contract Risk

30%

Other Factors Facilities Investment

5% 10%

Figure 2—1 . Profit Objective Comparison

wide range of personnel within DoD who would use the new

profit policy. Possible candidates for participation in

this study were available from the Departments of the Army,

Navy, and Air Force, Defense Contract Audit Agency and

Defense Contract Administrative Services. The final choice

as to who would participate in the study was narrowed down

however, to include only procurement personnel assigned

to the Aeronautical System Division (ASD) of the Air Force

Systems Command.

Th~ primary reason for selecting ASD procurement

personnel was due to their close proximity to the researcher.

The following list provides some additional reasons as to

why a sample of ASD procurement personnel were chosen as

the participants in this study.

1. ASD procurement purchases a wide variety of goods

19
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and services; such as research and development, avionics,

engines, missiles, support equipment and aircraft.

2. The entire spectrum of contract types are let

at ASD; contracts range from firm fixed price formally

advertised to cost plus fixed fAe negotiated contracts.

3. It was judged that ASD would provide a sample

that would be representative of - DOD procurement personnel.

14. The procurement staff at ASD were accessible to

the researcher.

Due to a time constraint imposed upon the researcher

it was not possible for all ASD procurement personnel to

participate. A sample of forty individuals participated

in this study.

With such a small sample size it was important to

select a representative sample of ASD procurement personnel.

Colonel R. C. Hastier, Chief of Procurement at ASD was

asked to select a group of individuals that included a

wide range of grade levels and sampled procurement contract

officers, price analysts, negotiators and policy staff.

He was further asked to provide a distribution that was

to the extent possible patterned after the distribution

of these categories of procurement personnel at ASD.

The civilian and military range of grade levels

participating in this study were GS-li through GS-15 and

Captains and Majors. The job categories of the study

participants are presented in Table 11—1 .

20
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TABLE 11-1

~. Ilassifications of Participants

Job Classificetion Number Function

PCO’s 18 Responsible for all aspects
of th’ contract from start
to finish.

Price Analysts 12 Performs the analysis of the
contract pricing data.

Contract Negotiators 7 Negotiates the contract
price and terms.

Policy Staff 3 Interprets DoD procurement
policies to the ASD
procurement staff.

Selection of the Data Collection Device

The scope discussed the steps taken to both determine

what portions of the policy were distributed and decide

who received a copy of the draft profit policy. This

discussion outlines the steps taken to arrive at methodology

used to collect the respondent~s perceptions as to the

potential problem areas associated with implementing the

new profit policy.

Current literature on the subject of data collection

indicates that the two best approaches for collecting

research data as to an individual’s perceptions are the

structured interview and the survey questionnaire. In

judging the merits of using both techniques, two primary

factors emerged as the major influences on the decision

to use the structured interview. En this instance, both
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the complexity of the new profit policy and the antici-

pated complexity of the questions necessary to identify

potential problems with the policy were the major factors

that suggested the structured interview was the better of

the two approaches.

Discussions with experts in the field of collecting

research data indicated that several benefits accrued as

a result of using the structured interview. These benefits

are as follows:

1. The face to face interview would ensure a high

response rate and minimize missing research data.

2. Questions about the profit policy and the inter-

view questions could be answered during the interview.

This would reduce potential misunderstandings and result

in a more accurate measurement of the level of understand-

ing of the new profit policy and permit the researcher to

better identify potential problem areas.

3. Aspects of the profit policy that were not delved

into in the interview questions may emerge in the open—

ended discussion during the interview. This would allow

the researcher to gain additional insights into potential

problems associated with the new profit policy that other-

wise would be lost.

Research Instrument

Once the structured interview was chosen to collect

the research data, it was necessary to develop the research

22
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instrument. This was the list of questions asked during

the interview that would measure whether respondents

perceived problem areas with the new profit policy.

A four step approach was used to produce the final

copy of the research instrument. Several iterations of

these steps were necessary before a satisfactory instru-

ment was developed. The final copy of the research

instrument is included as Appendix B of this study.

The design steps are:

I • Identification of potential problem areas was

accomplished first through reading the draft policy and

discussing the new policy with procurement experts.

2. Interview questions were then designed to de-

termine whether problem areas in fact exist.

3. Procurement and survey experts reviewed the

questions to ensure that they covered the topic and were

clearly written.

14. Unsatisfactory questions were either revised

or discarded.

A major constraint in the design of the research

instrument was the time limitation for the interview.

The interview was planned to last no longer than one hour,

therefore, several potential questions were eliminated to

comply with this time limitation.

Classification of the Questions

Demographic questions and profit policy related

23
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questions were included in the research instrument. The

demographic questions were included in the instrument to

collect data on the respondent ’s work background. Ques-

tions related to the profit policy were designed to

measure the clarity of the policy, and to identify the

potential problem areas associated with the policy.

Demograohic Questions. At the time the demographic

questions were Included, it was thought that the perceptions

of problem areas associated with the profit policy might

be related in some way to the work background of’ the

respondents. This anticipated dependence never emerged in

the statistical analyses performed on the data. The

techniques used to analyze the demographics are listed in

the analysis section of this chapter.

Profit Policy Questions. Specific questions were

included in the interview to measure clarity and to identify

potential problem areas relating to the allocation of facil-

ities capital, the profit objective for facilities invest-

ment, facilities capital cost of money and the productivity

reward. The possible responses to these questions were

either structured responses or open—ended responses.

Structured questions were included to provide a data

base for statistical analysis. Responses to these questions

were based on either a five point scale or on a yes/no

response. Open-ended questions were included to provide

additional data that would explain both the answers given
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to specific structured questions and aspects of the policy

that could not be treated with a structured response.

Scheduling and Conducting the Interviews

Prior to conducting the interviews, each respondent

was invited to attend a briefing given by Mr. John Snight

and Mr. Dave Koonce, members of the Profit ‘76 study group.

This briefing was intended to provide background informa-

tion as to the design of the new profit policy and the

broad concepts employed in the policy. The letter inviting

the respondents to this briefing is included in Appendix C.

After this briefing, participants in the study were

given a copy of an abbreviated version of the profit policy

and scheduled for an interview. At this time each parti-

cipant was asked to read the policy prior to the interview

in order for him to be prepared to discuss it during the

interview time allotted.

Unfortunately, not all of the respondents were able

to read the policy prior to the interviews. This made it

necessary to explain portions of the policy during the

interviews. In conducting these interviews some bias may

have been introduced into the responses as a result of

explaining the policy.

Bias may also have been introduced In one other way

as in those Instances where the questions asked during

the interview required some explanation by the interviewer.

This bias can neither be measured nor removed from the
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data collected during the interviews. In reading the

results of this study , however , one must recognize that

the data may reflect a better understanding of the policy

than would have been the case without any explanation.

Analysis of the Research Data

Two types of analysis were performed on the data

collected during the interviews. Statistical analysis

techniques were used to analyze the responses to the

structured questions and content analysis was performeC

on the open—ended responses. As a result of these analyses,

potential problems were identified that may hinder the

implementation of the new profit policy.

Statistical Analy~~~
The statistical techniques employed to analyze the

structured response data included frequency distribution 
-

analysis, Spearman rank-order correlation, contingency

table analysis and paired—T analysis. The data were

examined to determine whether relationships existed be-

tween the demographic variables and the structured responses

to the profit policy questions. Analysis was also performed

to determine whether relationships existed among the profit

policy questions.

Demographics with the Profit Poli~y Q.uestions. Con-

tingency table analysis and Spearman rank—order correlation

analysis were performed to determine whether relationships

26



GSM/SM/76D-26

existed between the demographic questions and the profi t

policy questions. Initial results of these analyses in-

dicated that there was no significant relationship.

Analysis of demographic variables with the profit policy

variables was not examined in any greater depth, because

it was judged that the results of further analysis would

not provide meaningful insights to problem areas associated

with the new profit policy.

Profit Policy Questions. No meaningful results were

obtained when contingency table analysis, Spearman rank-

order correlation and the paired-T test were used to identify

possible relationships among the profit policy questions.

Therefore, the primary statistical technique used to analyze

the research data was the analysis of frequency distributions.

Content Analysis of Ooen-Ended Responses

The content of open—ended responses was analyzed and

placed in categories. A judgment was made as to the

importance of a category by discussing responses with

procurement experts, and observing how many respondents

offered the same general response. Analysis of open-ended

responses provided a more comprehensive explanation of

problem areas than was obtained from the structured responses

a~ ke.

The accuracy of this analysis is dependent on how

accurately the open-ended responses were recorded during

the interviews and how accurately the researcher interpreted
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the response. It is thought that the probability of mis-

interpreting the open-ended comments was reduced during

the screening process used to categorize the responses.

Assumptions

In order to identify the potential problems associated

with the implementation of the new DoD profit policy, it

was assumed that the draft copy of the policy used in this

study would reflect the concepts introduced in the final

profit policy. If the Profit ‘76 study group planned to

significantly change the draft copy of the policy, then

a study based on this draft would not identify problems

associated with the final profit policy.

General Staneberry made it clear during the initial

meeting that formalized this study that the draft copy

of the profit policy would not be significantly different

from the final copy. If the draft of’ the profit policy

was, with few exceptions, the same as the final policy,

problems identified with the draft would also appear as

problems with the final copy of the new profit policy.

The study proceded based on General Stanaberry ’s assurances.

One other assumption was necessary with regard to the

draft profit policy. Prior to distributing the draft

policy to the study participants, it was decided that the

draft policy did not clearly explain the procedures for

completing the Business Unit Facilities Capital Form (DD186O)

and the Contract Facilities Capital and Cost of Money
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Form (DD1861). With the bricf explanation provided , it

was assumed that ASD procurement personnel would have

dif f icul ty  understanding the use of these two forms, there-

fore, hypothetical numerical examples illustrating use of

the DD1860 and DD1861 were included with the draft profit

policy.

During the interviews each respondent was asked

whether the numeric examples of the DD1860 and DD1861

helped him significantly in his understanding of the

procedures followed to complete these forms. This question

was asked in order to measure the impact of including these

examples in the draft policy. Twenty-seven respondents

of the forty interviewed stated that the examples helped

significantly in their understanding of the procedures

followed to complete the DD1860 and DD1861. These examples,

therefore, had a significant impact on the clarity of

this aspect of the draft profit policy.

9;
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III. SELECTED ASPECTS OF THE NEW PROFIT POLI CY

Introduction

In narrowing the scope of this study, it was deter-

mined that the allocation of facilities capital to a

contract, the profit objective for facilities investment,

facilities capital cost of money and the productivity

reward were the four aspects of the new profit policy to

be examined in this study. The first three of these aspects

all relate to recognizing the contractor ’s investment in

facilities car~ital. The purpose of this chapter is to

explain these three new aspects of the DoD profit policy.

The productivity reward is explained in Chapter

Seven. This reward is a new element of profit that is

intended to recognize the contractor ’s productivity gains.

The productivity reward is not discussed in this chapter

because it is not related directly to recognizing the

contractor ’s investment in f a cU i t i e s .

The explanation of the facilities capital a~ipecta

of the new profit policy focuses first on the procedures

used to allocate facilities capital to a contract. Next,

the steps taken to compute the profit objective for facil-

ities investment and the cost objective for facilities

caoital cost of money are addressed. Explanation is ther~

provided, along with an example , with regard to the relation-

ship between the profit objective for facilities investment
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and f a c i l i t i e s  capi ta l  cost of money.

The ex planat ion of the fa cil it ies investm ent based

part of the prof i t  ob jec t ive  focuses on two major issues.

The procedure s used to compute the p ro f i t  o b j e c t iv e  for

f a c i l i t i e s  investment  are discussed f i r s t,  The relation-

ship between the facilities investment asnect of the profit

po l i cy  an d f a c i l i ties ca pital cost of money is discussed

next. In order to exp lain this relat ionship,  the procedures

used to compute a new el ement of contrac t cost , fa ci l i t i es

capital cost of money are given. Additionally, an example

is provided that Illustrates how both the profit objective

for  f a c i l i t i e s  inves tment  and the cost o b j e c t i v e  for

f a c i l i t i e s  capital  cost of money impact the overall  contract

pri ce.

Fac i l i t i e s  Capital  Al loca t ion

The dollar amount of f a c i l i t i e s  capi ta l  a l l o c a t e d

to a contract , termed contract  f a c i l i t i e s  cap i t a l  employed ,

Is used to comt,ute the prenegotia t ion  p r o f i t  o b j e c t i v e

for  f a c i l i t i e s  inves tment . This element of the p ro f i t

ob jec t ive  r e f l ec t s  the guidance provided In the d ra f t

p rof i t  pol icy w~ftch s t a t e s  that  It is DoD policy to recog-

nize  cap i tal employed as an element in establ ishing the

contract price for certain negot ia ted procurements. (Ref 114:

3—1300.1)

The computation of the dollar amount of facilities
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capital employed should be understood to better understand

the new element of the profit objective which recognizes

the contractor ’s facilities investment. The following

discussion explains the process used to allocate facilities

capital to specific contracts. This explanation provides

the framework for understanding the computation of the

pre—negotiation profit objective for facilities investment.

Definition of Facilities Caoital

The f irst  step of allocating facilities capital to

a contract is to identify what constitutes the contractor ’s

facilities capital. Facilities capital is defined as the

net book value of tangible capital assets and those in-

tangible capital assets that are subject to amortization.

Tangible assets are those that have physical substance,

more than minimal value and are expected to be hel d by the

business unit for continued use beyond the current account-

ing period for the services they yield. Intangible assets

meet the same criteria, but have no physical substance.

(Ref 114: 3— 1300 .2) Tangible assets inàlude the net book

value of contractor owned fixed assets, the constructive

cost of ownership of leased assets and an alloc able share

of corporate assets. Intangibles include assets such as

patents and trademarks.

Cost Accounting Standard 14iIi. (Appendix D) defines

the business unit as a unique business entity that is not

divided into segments. (Ref 13: 14114.3) Another common
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term for business unit is profit center , hence , the two

terms are used synonymously.

Cost Accounting Standard 14114. defines leased property

as the capitalized value of leases for which the construc-

tive costs of ownership have been allowed in lieu of rental

costs under chapter fifteen of the ASPR. (Ref 13: 14114)

Briefly, ASPR states that when it costs the contractor

more to lease an asset than it would if the contractor

bought that asset, the contractor is reimbursed only up

to the cost of owning the asset. It is this cost that is

recognized as a segment of the contractor ’s faci l i t ies

capital .

The dollar amounts of the contractor ’s ass ets are

taken from the contractor ’s books and recorded on the

Business Unit Facilities Capital Form (DD1860) illustrated

in Figure 3—1 . The total dollar amount of facilities

values recognized is the sum of the net book value of’ the

contractor ’s fixed assets, constructive cost of ownership

of leased assets and an allocable share of general purpose

assets. It is this dollar amount that is allocated to

defense contracts.

Allocation Process

After the dollar value of facilities capital recog-

nized is determined, the next step to allocate this dollar

amount to specific contracts. Two forms are used in this

allocation process, the DD1860 and the Contract Facili t ies
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Capit al and Cost of Money Form (0D1 861). The allocation

process is explained by discussing the steps taken to

complete these two forms. This discussion is enhanced by

the inclusion of hypothetical numeric examples which

illustrate the completed forms.

Faci l i t ies  Capital Enrnloyed Factors. Facilities

capital employed factors are computed from the DD1B6O.

The following discussion explains the steps taken to

calculate a facilities capital employed factor for one

overhead pool within a business unit. The engineering

overhead pool serves as an example to explain this pro-

cedure. 
-

The example provided in Figure 3-1 illustrates that

the total facilities values recognized at this business

unit total $8,720,000. Of this total, $~,270,000 are

facilities that are directly assignable among the overhead

pools. All assets that are identified in the contractor ’s

books as wholly assigned to or located in an organizational

unit corresponding to a specific overhead or G & A expense

pool are listed against the applicable account and class-

ified as directly distributed assets. (Ref 114: 3—1 300.14)

In the example, the engineering cost pool is assigned

$320,000 worth of directly assignable assets.

Undistributed assets make up the remaining $3,14S0,000

worth of facilities ret.~ognized at this business unit.

These are assets that cannot be wholly assigned to one

overhead cost pool, because they benefit and are utilized
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by organizational units assigned in the contractor ’s books

to several different  overhead pools. These undistributed

assets are allocated to overhead pools on any reasonable

basis that approximates the actual usage of these facil-

ities. The allocation base shall be consistent with the

base used for computing overhead expense rates for each

overhead pool. (Ref 114.: 3-1300.14) The engineering over-

head pool in the example is assigned $7S6,000 worth of

undistributed assets. This dollar value is based on the

approximate usage of these assets by the engineering

overhead pool. Thus, the total net book value of facil-

ities allocated to the engineering cost pool is $1,076,000.

The allocation base for the engineering overhead

account reflects an activity level anticipated in that

overhead account for an accounting year. The unit of

measure of the allocation base for the engineering overhead

account is specified in the example as direct labor dollars.

To total dollars expended on direct labor is specified to

be $1,800,000.

A facilities capital employed factor is derived by

dividing the net book value of faci l i t ies  allocated to the

cost pool by the overhead allocation base for that pool.

This factor for the engineering overhead pool is $1 ,076,000 ÷
$1 ,600 ,000 = .S98. This factor means that for every dollar

of direct labor cost attached to a contract , the engineering

overhead pool employs .~ 98 dollars worth of facilities

capital. This factor is used to estimate the facilities
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capital employed on a contract.

Contract Facilities Capital Employed. The facilities

capital employed factors are required to compute the dollar

value of the facilities capital employed on a contract.

One computation of these factors is normally all that is

required for the duration of the contractor ’s accounting

year. The contractor uses these facilities capital employed

factors to compute the dollar amount of the faci l i t ies

capital employed on each of his defense contracts let during

that account year.

It was useful to use hypothetical numeric example

of a completed DD1860 to aid in the explanation of how

to compute the facilities capital employed factors. The

same technique is used to aid in the explanation of calcu—

lating contract facilIties capital employed. The facilities

capital employed factor of .598 for the engineering overhead

pool is recorded in column four of the DD1861 , Figure 3-2.

The estimated cost of direct labor for the contract in

this example is $1 ,000,000. This cost is currently avail-

able by overhead pool on the contractor ’s Pricing Proposal

(DD633). The $1,000,000 cost is recorded in column three

of the DD1861.

The dollar amoun t of facilities capital employed on

this contract that is allocated to the engineering overhead

pool, is $1,000,000 x .598 = $598,000. The dollar values

from each overhead pool and the 0 & A expense are now

added to arrive at the total contract facilities capital
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CONTRACT FACILITIES CAPITAL & COST OF MONEY TOMB No.

CONTRACTOR: RFP/CONTRAC T P u N  NO:

BUSINESS UNIT : ______________________

PER FORMANCE PERIOD:
ADDRESS:

1. - 2. COST 3. CONTRACT FACILITIES CAPITAL
ACCOUNT- OVE RH EA D EMPLO YEDV V X f l~~ It1J 

~~~~~~~~~ 1MG ALLOCATION ___________

_________________________- 
PERIOD SASE 

~~FACTORS ~~A~’.0UN’~
Engineerin g _______ ~1 OO0 0’)0 __________ ~~

Manufacturing (hour!) - ________ 
100,000 22~5O0 2.2~0.0~ )

Te’~hnical Con~uter (hour! ________ 
1 .000 ‘L8 .000 i L8.cc~

0 & A 
_______ 

$1 OOO~ 0O0 .25 250.OO~

6. TOTAL CONTRACT FACILITIES CAPITAL EMPLOYED - 
$3.21i.6,000

7. FACILITIES CAPITAL COST OF MONEY RATE x .08

8. CONTRACT FACILITIES CAPITAL COST OF MONEY $ 259,680

Figure 3-2. Contract Facilities Capital & Cost of Money
(DDi861 )
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employed. This completes the procedure s followed to

allocate facilities capital to a contract.

Historical and Projected Estimating Techniques

Two different estimating techniques complicate the

process of allocating facilities capital to a contract.

The historical technique employs accounting data from the

previous accounting year as the basis for computing facil-

ities capital employed for contracts during the upcoming

accounting year. The projected technique uses the prospec-

tive budgetary estimates of the business unit’s facilities

capital requirements and the corresponding activity levels

in computing the facilities capital employed on that contract.

Historical Estimatinr’ Technique

When historical estimates are used in the computation

of facilities capital employed, a relationship is established

between the average facilities capital employed by an over-

head ~ O0i in a given cost accounting peri od and the total

cost incurred during that same period. In other words,

the computation of historical facilities capital employed

factors is dependent both on the average dollar value of

facilities capital recorded on the books in the previous

accounting year and the business unit’s activity level

experienced during that same year. Historical facilities

capital  employed factors are computed each f iscal  year at

the business unit level.
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One set of facilities capital employed factors based

on historical estimates are used to compute contract

facilities capital employed on all defense contracts let

by the business unit during a given accounting year. Even

contracts that require work to be performed over a number

of years employ only one set of facilities capital employed

factors to compute contract -facilities capital employed.

Unfortunately, it is not always adequate to use last

year’s data to predict this year ’s business. Therefore,

an alternative to the historical estimating technique was

required.

Projected Estimating Method

Under certain circumstances the historical estimating

method would not provide an accurate dollar figure for the

facilities capital to be employed on a contract. Changes

in the dollar value of the contractor ’s recorded assets

and changes in the contractor ’s activity level both in-

fluence facilities capital employed factors. If the

contractor anticipates any changes in his activity level

or facilities capital base which would significantly change

the facilities capital employed factors over the performance

period of an upcoming contract, then the projected estimate

of these factors may be applicable to that contract.

The use of the projected estimating technique requires

a separate projection at the business unit level for each

fiscal year during which performance is anticipated on

the contract. (Ref 114: 3—1 300.3) Therefore, a contract

that will take five years to complete must have estimates
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of the facilities capital requirements and activity bases

for each of the five years in whi~h work will be performed

on that contract. Five sepalate estimates are required

when using the projected technique, whereas, only one esti-

mate is required by the historical method.

Corporate budgetary information must be used to obtain

both the estimates of the business unit facilities capital

values and the business unit activity level projected out

into the future. The facilities capital employed factors

computed from these data are used in conjunction with the

estimated annual activity levels on the specific contract

to compute separate estimates of the facilities capital

employed for each year in which work will be accomplished

on the contract. The total of each yearly estimate of

facilities capital employed is the dollar figure of the

contract facilities capital employed.

The projected method is to be used only when the

historical estimate would resul t in a cost and/or prof i t

objective materially different from the projected estimate.

The final decision should r-’cognize the materiality of

the difference and the increased complexity and administra-

tive burden involved for all concerned when the projected

estimate is used . (Ref 114: 3— 1300 .3)

The materiality of the difference between the his-

torical and projected estimates of facilities capital

employed is to be judged by the impact it has on the pre-

negotiation profit objective and the facilities capital
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cost of money. These are the only aspects of the contract

that ultimately are influenced by the type of estimating

technique that is used.

The prenegotiation profit objective for facilities

investment increases directly with an increase in the

contract facilities capital employed. Therefore, a portion

of the contractor ’s profit is influenced in some situations

by the estimating technique chosen. When profits are

af fec ted, one can be certain that the contractor will look

closely at the differences between the historical and

projected estimating techniques before negotiat ing the

term s of the contract.

The interim billing rate3 provide for the reimburse-

ment of facilities capital cost of money, a new element

of cost allowed in the ASPR. These billing rates increase

directly with an increase in facilities capital employed.

This is another factor that will impact on the decision of

which estimating technique to use.

Facilities Investment Prenegotiation Profit Objective

The computation of the dollar amount of the contract

‘~c1litIes capital employed is the first step in calculation

ot a prenegotiation profit objective for facilities invest-

ment. The second step requires procurement personnel to

assess the risk associated with the contractor ’s investment

in facilities capital. The risk factor is used in con-

junction with the dollar value of contract facilities
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capital employed to compute the prenegotiation profit

ob j e c t i v e  for  fac i l i t ies  investment.

Ass essment of Investment Risk

The draft ASPR states that the dollar amount of

profit for facilities investment is the coniideration to

be given in the profit  objective to the investment risk

applicable to faci l i t ies  capital employed in the performance

of a contract. Some factors that the contracting officer

will need to consider in connection wi th  thi s risk are :

term of investment, stability of the governxnerxt program

under procurement and the availability of government funding

t o preserve continuity of the procurement and the program

in general . (Ref 114: 3—808.3)

Versions of the new profi t  policy which were wri t ten

after the draft copy used in this study included some

additional factors that relate to investment risk. These

factors are included in this discussion to further define

investment risk. These factors are : the age of the con-

tractor ’s faci l i t ies, the relationship of the remaining

“write—off life” of the investment to the length of the

program on which the facilities are employed, whether spe-

cial purpose or general purpose facLities are employed

on the contract, and the undepreciated dollar value of the

facilities utilized on the contract.

A 1961 Harbridge House study offered the following

additional factors to consider when assessing the risk
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associated with research and development con trac ting :

risk of termination, nonrenewal , long-term lease , fa i lu re,

technical competition, early obsolescence, delay5 in fund-

ing and subcontracting. (Ref 1: 80)

The relationship of investment risk and profit stems

from one economic theory that explains profit as a reward

for bearing risks and uncertainty. (Ref 5: 6) This economic

link between risk and profits is a conceptual jus t i f i ca t ion

for recognizing investment risk in the calculation of the

contractor ’s profit.

Recent events in the defense contracting community

highlight the risks defense contractors assum e with govern-

ment business. For example, the production decision on

the B-i bomber has been delayed by Congress until after

the 1976 Presidential election. Because of this delay,

Rockwell International is placed in the pos iti on of either

trying to acquire new business to replace the B-i or to

continue making decisions on the assumption that produc-

tion of the new bomber will be approved. This example

i l lustrates  the belief of one research tha t the uncertainty

and risk of a program being cancelled is more pronounced

in the defense industry than it is in the civi l ian sector

of the economy . (Ref 12: 23)

From the preceding discussion, investment risk is

defined to be the uncertainty a contractor is exposed to

when he purchases new facilities specifically for a contract

or program, The risk assumed by the contractor deals with
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whether a program will last long enough for the contractor

to receive an adequate return on capital  investments  made

for the program.

The assessment of risk will be an extremely diff icul t

task for the government procurement personnel. The

Harbri dge Hous e study states that of all the factors affect-

ing prof its and rate of re turn, risk is the most important.

However, although risk is stated to be the most important

factor , it is also the most d i f f icul t  to evaluate and

analyze. (Ref 1: 75)

The most difficult part of computing the element of

the prenegotiation profit objective for facilities invest-

ment will be to develop an accurate appraisal of the risks

a contractor will be assuming in the performance of a

contract. Indeed, the selection of a percentage value

for risk may well be the most demanding task that the new

profit policy will ask of government procurement personnel .

Computation of the Facilities Investment Profit Objective

The assessment of the contractor ’s investment risk

enables the contracting officer to choose an appropriate

percentage between six and nine percent . This percentage

reflects various degrees of risk assumed by the contractor

in his investment in facilities. A value of six percent

in the contracting off icer ’s judgment refl ects low r isk

investments and nine percent is associated with high risk

f ac i l i t i e s  investment .
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Once a value for investment risk is chosen, it is

entered in Part C of the Weighted Guidelines Profit/Fee

Objective , DD Form 1 5147 (Figure 3-3). This percentage

is multiplied by the contract facilities capital employed

to arrive at the prenegotiation profit objective for

facilities investment.

Objective of Recognizingj?aciiities Investment

One additional question left unanswered is what

DoD hopes to gain from recognizing facilities investment

in the computation of a prenegotiation profit objective.

Besides the conceptual justification for recognizing

investmen t risk , a more pragmatic reason emerges as the

raison d’etre of the investment risk concept. DoD hopes

that the new policy will motivate the contractor to

increase capital investment, thereby increasing product ion

efficiencies and ultimately holding down the cost of new

weap on systems. (Ref 3: 2)

Brigadier General James Stansberry, Chairman of

Profit ‘76, stated that by introducing the new profit

policy DoD is cautiously moving away from the current

cost—based profit policy to a policy which is more invest-

ment based. (Ref 3: 2) The present system of calculating

profits gives no incentive to reduce costs, because in-

efficiency may be rewarded with higher dollar amount s of
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Contractor RIP/Contract No. Contract Type

Measurement Weight Assigned Dollars of
Profit Factors Base Range Weight Profit

PART A CONTRA CTOR EFFORT
Material Acquisition

Subcontract Items $
___________ 

i t o j  % ~~___________

Purchased Parts $~~~ I to IL 
_____% $

___________

Other Material $
___________ 

TtoT 
_____

~~ 

$
___________

Soginearing $J Labo r) 9 to 15 
____ __________

$ ( ~~f erhead) ~~~to T  
_____ S__________

Manufacturing $ Itibor 
_____ S__________

$ TOverhead ) Tto~~r _____ __________

General Management $ TG~ & A )  ~~~to~~~~ _____ ________

Sub Total -~~ . . :. .- .. $ _ _ _ _ _ _ _

Adjustment Facto r X .69

-5—-

I Total • $ 
-—

PART B CONTRACTOR RISX

2 Cost f $  (line is)  LLto lO~ ~ (s

PART C FACILITIES INVESTMENT

3 Capital Employed ~~_t o 9 ~~ % $

1~ Basic Profit Objective ( lb  + 2 + 3) - $

PART D 
- . SPECIAL 9ACTORS 

________ _____________

Fore ign Military Sales $
___________ 

1 to LL 
______

~~ 

$___________

Productivity $ ~3_~~7. 7) 
_____

~~~ 

$
__________

Independent Development $ (Lin e ~ ) 
— 

_ _ J  $__________

5 Special Profit Objective ______________

6 Total Profit Objective ( li. + 5) $

Figure 3—3. Weighted Guidelines Profit/Fee Objective
(DD Form 1 514.7)
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profits. Investment in cost reducing capital equipment

is thus implicitly discouraged. Conversely, a policy

which bases profits on facilities investment should to

some degree encourage the contractor to invest in cost

reducing capital equipment.

Facilities Capital Cost of Money

Recognizing facilities investment in the profit

objective is not the only DoD tool that will recognize

and reward a contractor for investment in facilities.

Recognition of facilities capital will also be included

as an element of cost in the contract cost objective.

Thi s area of the policy has been developed by the Cost

Accounting Standards Board in the form of Cost Account-

ing Standard ‘4114.. Facilit ies Capital Cost of Money will

be a new element of cost in all defense procurements

which are priced on the basis of cost analysis.

The ConceDt of Facilities Capital Coat of Money

Many terms are currently applied to the concept of

cost of money in contemporary business literature. Cost

of capital , implicit interest , imputed cost and interest,

are some of the terms used synonymously with cost of

money . Therefore, one should not be surprised that con-

fus ion ex ists as to what this concept is, whether or not
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it should be accounted forand how managers put the con-

cept into actual practice.

Economists define capital as one of the factors

of production. Therefore, cost of capital is the cost

a business must pay the owners of capital to be able to

use it in the production of an output. (Ref 2: 90)

Accountants do not recognize the term cost of

capital in financial accounting. The only capital costs

financial accountants recognize are those that can be

measured with a documented transaction. In measuring

the costs of operation, interest expense is the closest

corollary to cost of capital that can be found on an

income statement. The costs of debt and equity financ-

Ing are totally ignored by accountants, when costing

production and inventory. (Ref 2: 90)

Managerial accounting and financial texts explain

various approaches to the measurement of a firm ’s cost

of capital. The most widely used approach, the weighted—

average method, is defined in one finance text as a collec-

tion of the estimates of the separate costs of the several

sources of funds from w1.ich a business may be expected to

draw its funds brought together in the form of a compo~ite

cost with each source weighted in some way. (Ref 9: 185)

None of these definitions, however, fit the concept

of facilities capital cost of money as defined by Cost
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Accounting Standards Board (CASB). CAS 14.1 11. recognizes

only the contractor ’s investment in facilities capital.

Investment in working capital is ignored. Additionally,

the CASB has chosen a published interest rate that defines

the cost of money rate for all defense contractors rather

than developing procedures such as the weighted-average

technique to compute interest rates for each individual

contractor.

Computation of Facilities Capital Cost of Money

The definition of facilities capital and the pro-

cedures for allocation of facilities capital to specific

contracts were both discussed earlier in this chapter.

Figure 3—2 illustrates the computation of the dollar amount

of the contract facilities capital employed. Contract

facilities capital employed is used for the computation

of both the profit objective for investment risk and

facilities capital cost of money .

One multiplies the total contract facilities capital

employed by the cost of money rate published by the

Secretary of Treasury to arrive at the contract facilities

capital cost of money . This dollar amount is listed on

the contract Pricing Proposal (DD633) as an element of

the cost objective of the contract.
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Recognition of Facilities Capital Cost of Money

The main difference between the concepts of the

profit objective for facilities investment and facilities

capital cost of money is that profit reflects an assess-

ment of the contractor ’s risk in facilities investment ,

whereas, facilities capital cost of money recognizes the

financial costs of investing in capital equipment. The

rationale for incorporating these two concepts in the

ASPR is the same, however, as both facilities capital cost

of money and the profit objective for investment risk are

intended to motivate defense contractors to invest in

cost reducing facilities.

Some dif ferences  exist  between how the profit  and

cos t objectives are viewed after the contract has been

negotiated. After the profit rate has been negotiated,

this rate does not change over the life of the contract.

The rate of profit paid on the contract is determined during

negotiations and Is an assessment of what consti tutes a

fair profit rate, based on the information available at

the negotiating table.

On negotiated contracts the target cost reflects the

best est imate of what the actual cost will be. The actual

cost will very likely differ from the target cost, however,

due to inaccurate estimates of labor cost, material prices,

overhead rates and with the introduction of the new profit

policy, facilities capital cost of money.

As work progresses on a cost type contract, the actual
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cost data are collected. The estimates of facilities

capital cost of money and other cost elements are updated

to reflect the actual costs at the end of the contractor ’s

accounting year. This treatment does not apply to the

faci l i t ies  investment profi t  objective, however , a~ the

profi t  object ive is not updated to reflect  the actual facil-

ities capital employed on the contract.

Fluctuations in the facilities capital cost of money

will impact the Interim billing rates over the l i fe  of the

contract. Interim billing rates for the next accounting

year are determined from the actual cost data of the previous

accounting year. A multi—year cost type contract will

require several adjustments to the facilities capital cost

of money to compute the final contract settlement. Differ-

~nces between estimated and actual cost of money f i gures

are resolved upon final contract settlement.

Facilities capital cost of money is different from

the materials costs , labor costs and overhead costs that

are used to compute the cost—based portion of the prof i t

objective . Facilities capital cost of money is not a

profi t  bearing cost , therefore , it does not enter into the

computation o~ prof i t .

Relationships Between Cost of Money and Profit

A relationship exists between the economic cost

termed cost of capital and profit. John F. Childs, author

of a book discussing this rel at ionship , s ta tes  that a
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manager must understand the concept of cost of’ capital

before correct decision making can be made in the entire

area of expenditures, acquisitions and plant abandonment.

(Ref ‘4: 8) Childs further states that in order for any

company to be successful, its profits must be greater than

its cost of capital. Furthermore, expansion requires

profits to be much greater than the cost of capital.

(R ef ‘4: 13)

By explicitly recognizing facilities capital cost

of money, the new DoD profit policy is recognizing as an

allowable cost what was previously reimbursed under the

guise of profit. If’ one assumes that the new DoD profit

policy does not intend to increase the contract price ,

then some downward adjustment in the profit objective is

necessary to adjust the contract price for the addition

of facilities capital cost of money as an allowable cost.

Figure 3—Lj. illustrates the difference between the

structure of the contract price under the weighted guide-

lines profit policy and the structure that may occur under

the new guidelines when facilities capital cost of’ money

is recognized. If one assumes that the total contract

price will be equal under both the weighted guidelines

policy and the new profit policy, then a hypothetical

profit under weighted guidelines of eleven percent may

equate to a ten percent profit rate when using the new

profit policy. If profit rates are not adjusted downward

to compensate for allowing facilities capital cost of
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money, then contract prices will Increase with the advent

of the new profit policy .

A relationship exists  between profi t  and fac i l i t i es

capital cost of money that should be understood by the

DoD procurement personnel before they negotiate contracts

under the guidelines provided in the new profit policy.

If this relationship is not understood, then DoD pro cure-

ment personnel may not be aware that lower profi t  rates

may be called for under the new profit policy . The final

contract profit rate is determined through negotiations

and influenced by the judgment of DoD procurement personnel.

Summary

Thi s chapter discusses three aspects of the new

profi t policy. It explains the procedures followed to

allocate a contractor ’s investment in facil ities capital

to a contract. The chapter illustrates how the contractor ’s

facilities capital is recognized in the computation of a

prenegotiation profit objective. Finally, the discussion

centers on the facilities capital cost of money.

Facilities capital is defined to be the sum of the

net book value of contractor owned fixed assets , construe—

tive cost of leases and a share of G & A facilities costs.

The allocation process is discussed in detail to show how

the facilities capital at the business unit lev el is

allocated to individual defense contracts. The DD1860 and

DD1861 are the forms used to allocate the facilities capital
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to a contract. The allocation process is performed

similarly to the way in which overhea~i is allocated.

Either the historical  or the projected es t imat ing

techniques are used to determine the value of faci l i t ies

capital allocated to a contract. The historical  method

uses the historical data from the previous year to estima te

the value of facilities capital for this year ’s business.

The projected method employs budgetary es t imates  of future

cost data to arrive at a value for facilities capital.

The proje cted method is to be used only under certain

circumstances as specified in the new profit policy, other-

wise, the historical method will be used.

The relationship between cost of money and profi t

is illustrated in this chapter to highlight the fact  that

the new profi t  policy does not necessarily call for an

increase to profi t  rates. This relationship must be under-

stood to enable DoD procurement personnel to excercise

prope r judg ment in the negotiation of fa i r  and reasonable

prof i t  rates.

The concepts discussed in this chapter serve as the

basis for the following three chapters. In these chapters

prob lem areas that may hinder the successful implementa t ion

of the new DoD profi t  poli cy are Identified.
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IV. ALLOCATION OF FACILITIES CAPITAL

Introduction

The preceding chapter explained the procedures for

allocating a contractor ’s facilities capital to a contract.

The first step of this procedure takes the estimated dollar

value of the contractor ’s facilities capital and an esti-

mated activity level to compute facilities capital employed

factors. These factors in turn are applied to the rele-

vant estimates of the contract cost and/or activity level

to arrive at the dollar amount of contract fac i l i t ies  cap-

ital employed.

It is important to identify any potential problems

with thi s aspect of the profit policy because of the impact

the dollar value of facilities capital employed has on

both the profit and cost objectives of a contract. If

facilities capital employed is computed incorrectly, then

both the profit  and cost objective of the contra ct will

not be accurate.

The purpose of this chapter is to identify and

discuss potential problems , perceived by the Aeronautical

Systems Division (ASD) procurement personnel, with regard

to allocating facilities capital. To assess the impact

of these perceptions, some measurement was necessary as

to the degree in which ASD procurement personnel thought

they would be involved in allocating facilities capital.
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Thi s me asurement was neces sary because the contractor ,

adminis t ra t ive  contracting o f f i ce r  (ACO ) and the cognizant

auditor are the primary personnel responsible for perform-

ing this allocation process. According to the draft profit

policy, the ASD procurement personnel will evaluate the

data provided by the field personnel and no t actively

participate in the work involved to arrive at the facil-

i t i es capital data , The potenti al problem areas ident i f ied,

therefore, are based on perceptions as to how often those

interviewed thought they would be involved in allocating

fac i l i t i es  capital .

Af ter the level involvement is discussed , perceptions

are addressed as to how well the draft profit policy explains

the historic and projected estimating techniques, and how

accurate the estimates emerging from each estimating

techn ique would be . Finally,  an assessment  is made as to

how cl early the policy described the me thodology to be

used to complete the Business Unit  Fac il i t ies Capital

Form ( DD1 B6O) and the Contract Faci l i t ies  Capital  and Cost

of Money Form (DD1861).

Involvement In Calculating Facilities Capital

The ASD procurement personnel are not the primary

individuals responsible for calculating , reporting and

evaluating facilities capital data. The ACO and auditor

are supposed to supply ASD procurement personnel the
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required information. Each individual interviewed was

asked the extent to which he thought that he would be

involved in the calculation of faci l i t ies  capital employed.

The ASD procurement staff perceived that they will

be involved infrequently in the actual calculation of

f acili t ies capital employed . Any level of involvement b~’

ASD proOurement will, however, require a certain degree

of familiarity with the computations.

Further insight as to how the ASD staff may be in-

volved in the computation of facilities capital employed

can be gained from comments offered during the interviews.

The following comments were made :

1 • Facilities capital will be as much of a problem

as overhead rates. It takes some time today to straighten

them out, so one can expect to spend time on fac i l i t ies

capital too.

2. The procurement contracting officer (PCO) is

often called upon to interpret policy for the ACO and

auditor. Facilities capital will be another area that

will require interpretation.

3. Small c’,ntractors that do not have government

field support will go to the PCO for assistance with cal-

culating facilities capital employed.

‘4. If the PCO pressures the field for data , the

ACO and auditor will ask him to help solve the problems

that prevent them from collecting the data.
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Those interviewed related the problems they currently

encounter in collecting data to the new policy. From their

current fram e of reference they reasoned that if the current

policy gives them difficulty with collecting data, then

the new policy, which is more complex, will give them

trouble.

Based on the responses as to the anticipated level

of involvement and the coxumerts offered above, it is appar-

ent that ASD prccurement personnel expect to have some

involvement in computing facilities capital employed.

The comments indicate that ASD procurement personnel expect

to act only as advisors to the field personnel and do not

expect to take an active part in the actual computation

of facilities capital employed. To be able to provide

this guidance , however , ASD procurement personnel must

first understand the procedures involved in the computation

of facilities capital employed.

Computation of Facilities Capital Employed

Each respondent was asked how clearly the draft

profit policy defines facilities capital, explains the

computation of the facilities capital employed factors and

explains the calculation of contract facilities capital

employed. The perceptions offered on these three questions

are summarized in Table IV—1 .

Based on the aggregate of these three questions, it

is indicated that the majority of respondents understood
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TABLE IV-1

Clarity of Aspects of Facilities Capital Employed

Definition Computation Calculation of
of of Facilities
Facilities Facilities Capital
Capital Capital Employed

Employed
Factors

Relative Relative Relative
Fre— Fre— Fre— Fre- Fre— Fre-

Responses guency guency guency guency guency guency

Very Unclear 0 0 0 0 0 0

Unclear 2 ~.o% 14. 10.0% 2 5.0%

Some
Difficulty 12 30.0% 12 30.0% 1’4 35.0%

Clear 23 57.5% 20 50.0% 20 50.0%

Very Clear 3 7.~% ‘4 10. 0% [~. 10.0%

how to calculate facilities capital employed, therefore,

no implementation problem is indicated.

The responses listed in Table IV—1 , however, reflect

the influence of the hypothetical numeric examples of the

DD1860 and DD1861 forms, which were included with the draft

profit policy. Twenty-seven respondents out of the forty

interviewed stated that the examples helped significantly

in their understanding of this aspect of the new profit

policy.

This same group of twenty-seven respondents stated

that numeric examples of the Weighted Guidelines Profit

Objective Form (DDI5’47) and the Pricing Proposal (DD633)

61



GSM/S14/76D—26

should be included in the new policy in order to provide a

cross reference between all applicable forms. These respon-

dents stated that it would be more difficult to trace the

facilities capital data among the various form s without

hypothetical examples.

Clarity of the Pro lected and Historic Methods

Differentiation Between the Two Methods

One decision that influences the values of the facil-

ities capital employed data is whether to use the historic

or projected estimating technique. The draft copy of the

new profit policy states that the decision as to which

technique to apply is made by the contractor, ACO and the

PCO. The decision as to how to collect the facilities

capital data must be made before one can compute contract

facilities capital employed.

The ASD procureiucrit personnel will participate in

the decision, therefore, these personnel should understand

both the historical and projected estimating techniques.

The questions used to measure the level of understanding

were how clearly does the new profit policy explain when

to use each method, how clearly does the policy explain

each technique and how accurately does each method estimate

facil i t ies capital employed.

When to Use Each Method

The historic estimating technique is used to est imate

facilities capital data, except under certain circumstences.
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The projected estimate is used, when it would arrive at

results materially different from the historic method. A

situation that may warrant use of the projected method is

when the contractor is planning a substantial investment

in new facilities capital.

The draft profit policy leaves the final decision as

to which estimating technique to use with the PCO. This

decision is based on the PCO ’s judgment and the guidance

provided in the new profit policy. Each respondent was

asked to indicate his perception of the guidance provided

in the policy by classifying his level of agreement with

the following statement: The policy clearly differentiates

between the situationi in which the historic and projected

estimating techniques would be used. Table IV-2 lists the

responses to this statement.

These responses do not provide ove~whelming evidence

indicating whether the policy is either clear or unclear

in its explanation of the situations in which the projected

estimate would be used. Enough confusion appears to exist

to identify this as a potential problem that may surface

when the policy is implemented.

The issue of deciding which estimating technique to

use centers on the materiality of the difference between

the results obtained by each method. The estimate of

contract facilities capital employed impacts both the

prenegotiation profit objective and the interim billing

rates for facilities capital cost of money. A judgment
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TABLE IV-2

The Policy Clearly Differentiates Between Historic

and Projected Estimating Techniques

Res ponses Frequency Relat ive Frequency

Str ongly Disagree 1 2 .5%

Disagree 37.5%

Neutral/No Opinion 3 7.5%

Agree 19 ‘47.5%

Strongly Agree 2 5.0%

must be made as to whether these two aspects of the contr act

are materially di f ferent before the pro jected est imating

technique is used. In order to justify use of the projected

me thod , the di f f e rence mus t be suff ic ient  to of fse t  the

associated increased administrative burden and cost of

using this technique.

A potential  problem was indicated by some respondents

with this policy guidance. Their belief was that the

contractor would incur the cost of making both projected

and historical estimates of facilities capital employed

to assess the materiality of the difference. From the

contractor ’s point of view this comparison makes good

sense as it would allow the contractor to select the

estimating technique which is most beneficial to him,

It was thought , however , that the additional cost of making

this comparison , would increase the contractor ’s adminis-

trative workload and add to the cost of the contract.
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Perhaps a more specific def ini t ion of the concept

of materiality and examples of situations in which the

projected method should be used would clear up the new

profit policy . It is difficult, however, to tie down the

concept of mater ia l i ty  in the form of policy guidance;

therefore, the solution to this problem may lie in the

development of training programs to cover this topic.

Explanation of Both Techniques

In order to assess the extra administrative work-

load assoicated with the projected estimating method, one

must understand the procedures employed in both the historic

and projected techniques. Each respondent was asked how

clearly the policy explains the projected and historic

methods. The opinions expressed by the respondents are

summarized in Table IV-3.

More than half of those r-~sponding to these questions

had at least some d i f f icul ty  in understanding the explana-

tion offered in the policy . The responses indicate that

the policy was not completely successful in explaining

the two approaches.

Accux~acy of Projected and Histor.~.c Estimates

The perceptions as to how accurate the ASD procurement

per sonnel t iought that the estimates of fac i l i t ies  capital

factors m..ght be provides an assessment of the level of

confidence they would have in using the two approaches.

To measure this level of confidence each respondent was
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TABLE IV-3

Clarity of Projected and Historic Methods

PROJECTED METHOD HISTORI C METHOD

Relative Relative
Responses Frequency Frequency Frequency Frequency

Very Unclear 1 2 .5% 1 2.5%

Unclear 9 22.5% 7 17.5%

Some Difficulty 13 32.5% 12 30.0%

Clear 13 32,5% 16 1.o,O%

Very Clear 14. io .o% 14. io.o %

asked to classify how accurate he perceived each estimating

technique to be. The responses to these questions are

summarized in Table IV-’4.

These responses indicate that those interviewed may

place more confidence in the accuracy of data emerging from

the historical estimate than the projected method. The

significance of this finding must be viewed from the stand-

point that the choice of the estimating method will impact

both the pranegotiation profit objective and the initial

interim billing rates.

The differences between the actual billing rates and

the estimated billing rates are resolved upon the final

contract settlement. This dollar amoun t should be rela-

tively insignificant when compared to the overall contract

price.
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TABLE IV-14.

Accuracy of Proje:ted and Historic Estimates

Accuracy of Pro jec ted Accura cy of Historic

Relative Relative
Responses Frequency Frequency Frequency FreQuenc~~

Very Inaccurate 0 0 1 2.~%

Inaccurate 9 22.5% 6 15.0%

Some Accurate/
Some Inaccurate 214. 60.0% 13 32.5%

A ccurate 6 15.0% 18 ‘45. 0%

Very Accurate 1 2.5% 2 5.0%

This perception may have a more significant impact

on the assessment of investment risk, when computing the

prenegotiation profit objective for facilities investment.

The profit objective for facilities investment is based on

the estimate of the dollar amount of contract faci l ities

capital employed and is not updated to reflect the actual

facilities capital employed. If the estimate of facilities

capital employed is inaccurate, this inaccuracy is carried

over into the profit objective.

Summary

The ASD procurement personnel interviewed indicated

that they would be involved to some extent in the computa-

tion of contract facilities capital employed. It follows

that these individuals should clearly understand the
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procedures for computing facilities capital employed.

The responses to interview questions asking how

clearly the new profit policy explains the various aspects

of facilities capital indicate that those interviewed did

not have difficulty understanding the procedures used to

calculate facilities capital employed. This was due in

part, however, to the numerical examples included with the

draft of the profit policy.

Twenty-seven respondents stated that numerical exam-

ples of the DD1860 and DD1861 were an aid in helping them

understand the computation. This group of respondents

also suggested that examples of the DD1SII.7 and the DD633

should be included with the new profit policy to illustrate

the interrelationships between the data on these forms.

Some difficulty with understanding the projected and

historical estimating techniques was indicated by the

responses to questions in this area. The problems identi-

fied in this area may be solvable during policy training

sessions.

Those interviewed perceived that the estimate of

facilities capital employed would be more accurate if the

historic method were used than if the projected estimate

were employed. This perception may influence the PCO ’s

assessment of risk when computing the prenegotiation profit

objective for facilities investment.
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V. FACILITIES INVESTMENT

Introduction

The preceding chapter identified potential problem

areas associated with computing the dollar amount of contract

facilities capital employed. The dollar value of contract

facilities capital employed is used in conjunction with

an assessment of the contractor ’s investment risk to arrive

at a profit objective for facilities investment.

The purpose of this chapter is to identify potential

problems associated with the profit objective for facil-

ities investment, In order to accomplish thi s goal , two

major issues are discussed. First, the perceived problem

areas associated with assessing the contractor ’s investment

risk are covered. In particular, problems are identified

that the procurement contracting officer (PCO) may encounter

in determining the percentage factor that recognizes the

contractor’s investment risk. Next, potential behavioral

problems that may impinge on the contractor ’s motivation

to invest in new facilit ies are discussed.

Risk in Facilit ies Investment

When computing a dollar value of the prenegotiation

profit objective for facilities investment, the PCO must

assess the risk the contractor has in facilities investment.

Briefly, investment risk is the chance the contractor takes
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when, in anticipation of a contract, he invests in capital

facilities to perform work on that contract.

In evaluating the investment risk, the PCO is re-

quired to consider the factors identified in the new profit

policy that have a bearing on risk and assign a quantita-

tive percentage factor between six and nine percent. When

the risk is quantified, the assigned percentage is multi-

plied by the dollar amount of contract facilities capital

employed to calculate the prenegotiation profit objective

for facilities investment.

Risk Factors

The PCO’s assessment of the contractor ’s level of

risk depends on both his per~~’r,tions of what constitutes

high or low risk investments and the information available

to the PCO to make his evalua~..ion. The new profit policy

provides guidance which states that the PCO should consider

the following factors when evaluating the risk associated

with the investment in facilities employed on a contract:

stability of the program under contract, term of the con-

tractor ’s facilities investment and availability of govern-

ment funds to preserve the continuity of the program in

general.

As discussed in Chapter Three, subsequent drafts of

the profit policy included four other factors that could

be considered when assessing risk. These factors are

whether special or general purpose facilities are used on

the contract , the age of the facilities, the relationship
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of the remaining “write—off” life of the facilities to

the length of the program and the undepreciated dollar

value of the facilities investment.

Analysis of Risk Perceptions

Each respondent was asked to give his perception of

the relative importance of each of these seven factors

~dth regard to the assessment of risk in facilities invest-

ment. Table V— i lists the responses to this question in

descending order of importance.

Two potential problems are indicated by these re-

sponses. The first potential problem is that no one fac tor

emerged as the most important in assessing the contractor~s

risk. The other problem deals with how each factor is

perceived.

Factor Importance. No one factor from the list of

seven emerge d as the most important in assessing the con-

tractor ’s risk in facilities investment. Each respondent

had a somewhat di fferent perception of which f ac tor is

best suited to measure risk.

The final choice as to the dollar amount of the profit

objective that recognizes the risk in facilities investment

is based on the PCO’s judgment. Therefore, the judgmen t

of the PCO has a bearing on whethe r the goal of motiva ting

contractors to invest in new fac i l i t ies  is realized.

In order to motivate the contra ctor to invest in

new fac i l i t i e s, the contractor must have some as surance
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TABLE V-i

Relative Imoortance of Risk Factors

Range of Mean Value of
Factor Weights Frequency of Weights

1. S tabi l i ty  of 0 6 1.950
~he Program 1 5

2 i8
3 8
14. 2
5 1

2 . Special or General 0 7 1.775
Purpose Equipment 1 13

2 8
3 7
14. 14.
5 1

3. Term of Investment 0 7 1.575
1 10
2 17
3 5
14. 1

‘4. Age of Faci l i t ies  0 114. 1.300
1 12
2 7

- - - - -  ..

~~~~

.. _ .
~~~~3 -  3

L~. 3
1

5. Availabi l i ty of 0 16 1 .225
Funding 1 8

2 12
3 2
14. 0
5 1
6 1

6. Relationship of the 0 9 1.200
“Write—off Life” to 1 21
the Program Length 2 5

3 3
‘4 2

7. Undepreciated 0 18 .700
Dollar Value of 1 18
Fa c i l i t ies  2 2

3 2
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that his investment will be recognized. For example , if

the contractor makes a substantial investment in contractor

owned special purpose equipment for a contract , he may

expect a higher profit rate to recognize this investment.

A conflict of opinion results if the PCO judges that the

investment in special purpose equipment does not deserve

higher profit.  This conflict , if not resolved during

negotiations , may have ~n influence on whether the con-

tractor invests in special pi~’pc ~e equipment in the future.

It seems likely that if the contractor observes that

different PCO ’s each have different ideas of what risk

factors are most important , then the new profit policy

may not be very successful in motivating investment in

new facilities. The contractor may not take the chance

on an investment unless he judges that the extra risk will

be rewarded with additional profit. Incons~ stenc7~ amo,ng

PCO ’s adds a new element of risk that the contractor may

not be willing to deal with.

Application of the Factors. The way in which respond-

ents would apply the risk factors  to the determinat ion

of the profit objective for facilities investment was also

inconsistent. The guidance in the new profi t  policy did

not explain how to apply each factor, therefore, each

respondent made his own determination as to how each factor

should influence the profit objective.

For example , when discussing the age of the facilit~~s

employed on a contract, there wa~ no consistent perceptiun
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among those interviewed as to whether old facil i t ies de-

served higher or lower profit. One point of view was that

old facilities justify a higher profit in order to give

the contractor additional funds to update his facilities.

Others interviewed thought that old facilities deserved

lower profit  because they did not represent a high risk

investment.

A potential problem is associated with this apparent

inconsistent application of the risk factors. For example,

imagine the confusion that may resul t if a contractor

negotiating two contracts, each with a different PCO , receives

a higher profit for his old facilities on one contract and

a lower profit on the other. The contractor would have

difficulty deciding how the age of his facilities influences

the profit for facilities investment, therefore, he woul d

have very little motivation to invest in new equipment.
...- . ..-

Facilities Investment Information Requirements

Another potential problem with assessing the con-

tractor ’s risk in faci l i t ies  investment is related to the

lack of descriptive information currently available on the

contractor ’s facilities. Respondents stated that they

currently do not have information on hand to assess the

various factors relevant to the contractor ’s risk.

An accurate assessment of risk is improbable unless

the procurement staff has access to information describing

the contractor ’s facilities. Without this information,

the assignment of a profit objective for facilities
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investment may be characterized as a “shot in the dark”.

No provision is incorporated in the new policy to supply

the PCO with this information , therefore, this is identi-

fied as an oversight that may hinder the implementation

process.

Behavioral Problems Impacting Facil i t ies Investment

Those interviewed identified some potential behavioral

problems that may impinge on the contractor ’s motivation

to invest in cost reducing facilities. The first problem

area deals with motivating the contractor to invest in

new equipment. The other problem is related to whether

the DoD procurement personnel either work with or work

around the new profit policy.

Contractor Motivation 

Each - respondent was- asked-how- -s-u~cessful -he -expected

the new profit policy to be in motivating the contractor

to invest in cost reducing capital equipment. The responses

to this question are summarized in Table V-2.

The perception seems to exist among those interviewed

that DoD will not be particularly successful in motivating

defense contractors to invest in new equipment. The

rationale offered for these responses was that DoD profit

policy may not be able to influence the defense contractor ’s

capital budgeting decisions.

Several reasons were given as to why corporate capital
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TABLE V-2

Perceived Success of Facilities Investment Profit Objective

Relative
Responses Frequency Frequency

Very Unsuccessful 5 1 2 .5 %

Unsuccessful 7 17.5%

Limited Success 19 ‘47.5%

Successful 7 17.5%

Very Successful 0 0

No Response 2 5.0%

budgeting decisions may not be influenced by the new profit

policy. These reasons may be classified in two main groups.

First, the change in the profit objective was thought

not to be significant enough to be noticed by the capital

budgeting function of the - corporation. Second was the

èoncern that ~~~ ~~~~~ of six to nine percent was not 

sufficiently wide to differentiate between high risk and

low risk facilities investment.

Inadequate Change in Profit Rates. Of the thirty—one

respondents who thought the policy would have ~it most ,

limited success, three opinions were expressed about the

direction that profit rates would move under the new profit

policy. These responses are grouped in the following three

areas:
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1 . Profits ~oill increase, however, the increase will

not be sufficient to motivate the contractor to invest.

(10 respondents)

2. Profits will not change when the new policy is

implemented; hence, there will be no motivation to invest.

(6 respondents)

3. Profits will decrease when the new policy is

implemented. (3 respondents)

An apparent conflict exists among these responses.

This conflict is explained by illustrating why respondents

believed profits may increase, decrease or stay the same

when the new profit policy is implemented. -

The respondents who thought profi ts  would increase

reasoned that the goal of the policy was to mak e defense

business more profitable. They stated that the new policy

was a technique designed to justify a small additional

profit .

These respondents stated that the small additional

profit  negotiated as a result of the new profit policy

would not be sufficient to compensate the contractor for

additional investment risk. The motivator, profIt for

facilities investment, is only ten percent of the profit

objective. This group of respondents perceived that ten

percent of the profit  objective will not produce enough

prof it dollars to mot ivate the contractor ’s Investment

decisions.

(
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The second group of respondents perceived that the

new profit policy is intended to maintain the same profit

rates as the weighted guidelines policy. This perception

was based on statements made at a briefing presented by

members of the Profit ‘76 team where it was stated that

profits may not increase with the advent of the new profit

policy. This group stated that the contractor will not be

motivated to invest in new facilities unless he receives

more profit dollars.

The third group thought that profits woul d decrease

under the new profit policy. This opinion was expressed

by those respondents dealing primarily with research con-

tracts or with contractors operating government owned plants.

If the contractor does not have a substantial investment

in faci l i t ies, he will not receive much profit for facil-

ities investment. Contractors in this position stand to 

ose -profit -under. the ne.w policy. 

Smaller profits will surely not motivate the con-

tractor to invest in facilities. This group of responc~ents

stated that the new profit policy may force some cc..itractors

out of the defense industry. This is contrary to the de-

sired effect of the DoD profit policy.

Inadequate Profit Range. Five respondents stated

that the range of six to nine percent is not sufficiently

large to motivate investment decisions. A three percent

spread to differentiate between a contractor who has in-

vested in modern production facilities and a contractor
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using outdated production facilities was judged by those

interviewed as too restrictive. If sufficient differenti-

ation between various levels of the contractor ’s invest-

ment was not perceived, the contractor would not be moti-

vated to acquire new cost reducing equipment.

This rationale is again based on the perception that

the contractor must anticipate a reward for his investment

in facilities. This group of respondents perceived that

the reward of moving from six percent to nine percent for

assuming more risk is insufficient to motivate the contrac-

tor to invest in ne - equipment.

Changing Established Procurement Practices

In addition to a potential problem with contractor

motivation, a problem may also exist within the DoD pro-

curement staff. A behavioral problem may exist that could

ith~ a~ tthè 5ti~~è35~~ f -the new prGfit ~olicy~ 

The defense industry conveyed two issues to members

of the Profit ‘76 study with regard to anticipated actions

of DoD procurement agents. These issues are the following:

1. The new profit policy would not be fully under-

stood and/or implemented at the operational level.

2. The government negotiators would give the con-

tractor the same profit percentage as before, regardless

of the method used to compute the profit objective.

Each individual interviewed was asked to commer.t on

these two issues. Twenty-eight out of forty intervie~r.ed
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agreed that the new profit policy may not be fully under-

stood and/or implemented properly at the operational level.

Twenty-four stated that the new profit policy probably

woul d not change the profit percentage negotia ted on defense

contracts.

Understood and/or Implemented Properly. It is inter-

esting to note why those interviewed indicated that the

new policy would not be fully understood, would not be

implemented properly or would not change the government

negotiating habits . Twelve respondents stated that either

their supervisor or the procurement review panel would

dictate the profit rate paid. The new profit policy thus

would not be the primary tool to compute the prenegot iation

profit objective.

Seven respondents indicated that the increased

- - - 
complexity of the w profit~ pOIi~y~ ~n’events both govern-

ment and contractor personnel from understanding it. This

group thought that if DoD persisted in making procurement

practices more complicated , neither the contractor nor the

DoD staff could properly implement policies. People will

naturally revert to their previous practices , if they do

not understand what is required under the new policy.

Practices Will Not ChanKe. Seven other individuals

stated that the profit  objectives presently are “backed

into ” under the weighted guidelines policy, and they do

not expect a change in practice under the new policy .
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This means that the basic profit objective is decided upon

first. arid the PCO then selects the elemental percentages

that will just ify that profit  rate. Thi s procedure directly

conflicts with the guidance provided in ASPR which states

that elemental percentages should be chosen before comput-

ing the profit objective.

Respondents stated that the underlying problem rests

with the supervisors either forcing the profit policy to

be misused or looking the other way while their staff

misuses the policy. If the policy is not used the way in

which it is intended, it’s chance for motivating the con-

tractor to invest in new capitil equipment may be signifi-

cantly diminished. The way in which procurement supervisors

enforce this new profit policy may well be the primary

factor that dictates the success or failure of the policy.

- - 
Summary

ihe goal. of recognizing facilities capital employed

within the basic profit objective is to motivate the defense

contractor to invest in modern cost reducing equipment.

Based on the perceptions of those interviewed, two potential

problem areas identifieu in this chapter may limit the

success of the new profit policy.

One problem area relates to the inconsistent way in

which investment risk is perceived by those individuals

interviewed. When asked to assign relative weights to

various factors that may have a bearing on risk, no one
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factor emerged as the most important. This inconsistency

was compounded by the fact that among those interviewed,

there was no common application of these risk factors.

If government procurement personnel randomly apply

these risk factors, contractors will not be certain as to

how the profit objective for facilities investment is

determined. If each PCO looks at a different risk factor

as being the most important and judges the level of risk

in his own way, the contractor will not be sure what in-

fluences his profits. The contractor, who is not assured

of additional profits as a result of his investment actions,

thus will probably not be motivated by this profit policy

to invest in new facilities.

Perceptions as to what motivates the contractor

to invest in facil i t ies capital highlighted the other

potential problem area. Several of those interviewed 

tated that the new -policy would -ha•ve~litt.le success in-

influencing the contractor ’s investment decisions. The

‘easons offered for this perception all centered around

the opinion that the change in profits with the introduc-

tion of the new profit policy will not motivate the con-

tractor to invest in facilities. Some confusion thus

exists as to what impact the profit policy will have on

profit rates.

In addition to the possible lack of motivation on

the con tractor ’s part , several respondents stated that

behavioral problems may be encountered within the DoD
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procurement community. This problem centered around the

perceived possible misuse of the new policy by government

procurement personnel. The underlying cause of this p~•oblem

seems to be the supervisory levels within the procurement

community. Respondents stated during the interviews that

their supervisors must support the new profit policy for

it to have a chance at being successful.
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VI. FACILITIES CAPITAL COST OF MONEY

Introduction

Both the profit objective for facilities investment

and facilities capital cost of money are included in the

new profit policy to motivate defense contractors to invest

in cost reducing facilities. The computation of the profit

objective discussed in the preceding chapter is based on

the dollar value of facilities capital employed and an

assessment of the contractor ’s risk associated with his

facilities investment. The cost objective is computed

by applying an imputed cost of money rate to the dollar

value of facilities capital employed. The purpose of this

chapter is to identify potential problems related to facil-

ities capital cost of money. 

The potential problems associated with ci es 

capital cost of money can be grouped into two categories.

The first set of problems deals with whether those inter-

viewed understood both the underlying concept of cost of

money and the relationship this new cost has with profit.

The next category discusses the respondents ’ perceptions

as to how successful facilities capital cost of money

would be in motivating the defense contractors to invest

in cost reducing facilities.

814.



GSM/SM /76D—26

Understanding the Cost of Money Concept

As discussed in Chapter Three, by explicitly allowing

facilities capital cost of money the new DoD profit policy

is recognizing as an allowable cos t what was previ ously

reimbursed as profit. Users of the new profit policy should

understand the cost of money concept and how it relates

to profi t  in order to det ermine fa i r  and reasona ble prof i t

rates. DoD procurement personnel should be aware that if

they do not intend to increase contract prices, then a

downward adjustment in profit rates may be necessary to

c ompensate for the add ition of faci l i t ies  ca pital cos t of

money.

Class i f i ca tion of Cos t of Money

Each respondent was asked to c lass i fy  his understand-

ing of f ac i l i t i e s  capital cost of money in order to measure 

the-- level -of -understanding--these individuals  had. as to -

what facilities capital cost of money is and why it is to

be recognized as an allowable cost. Table VI-1 lists the

responses to this question.

Those individuals classifying cost of money as com-

pensation for interest expense reasoned that DoD is finally

recognizing interest as an allowable cost. Under current

ASPR guidance, interest expense is disallowed. Disag~’.~-

ment with ASPR was indicated as nine out of t he  ~~~

erits in this group stated that it was about t~~-~-

recognized interest expense as an allowable — -

8~



p Ao—A036 ~~ AIR co~cr INS? OF TECH WR !644T—#ATTE RSON Ace 01410 SCII—CTC Pfl 5,3PROeI.EMS WITH Tic NEW DEPARTMENT OF DEFENSE PROFIT PoI.1Cy.(u)
DCC 76 R d BLAIR

UNCLASS DIED I$11F11v710—$6 Ilk

U.
u~n~.Ds~nnn.__
D~E!EflDE L Dfl1
~gruizJonLou



I 2 0

• __

• 
• 11)11’ .25 iflh1~

4 
~flu~

V U

I



GSM/SM/76D—26
4

TABLE VI-1

Facilities Capital Cost of Money Categories

Responses Frequency Relative Fre~~
Compensates for Interest
Expense 10 2~.0%

Imputed Cost that should
be Reimbursed 21i. 60.0~

Technique to give more
profit while not calling
it profit 6

The majority of respondents correctly identifie

facilities capital cost of money as an imputed cost.

Horngren defines imputed cost as a cost that does not

appear in conventional accounting records and does nc

entail dollar outlays. (Ref 8: 371) Twenty responde

from this group stated that facilities capital cost c

money should be allowable. This group, which pre sums

understood the cost of money concept, felt that DoD s

pay defense contractors for this economic cost of do~

business.

Six respondents classified cost of money as a t

nique to pay more profit while not calling it profit.

This group stated that if the goal of the new profit

was to pay more profit, then why not just pay a few ii

percentage points instead of complicating their job b

the cost of money, Of the six respondents classifyir

cost of money as another form of profit, four stated

this cost should not be reimbursed.
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Re1ationshj~ Between Cost of Money and Profit

Although this last group, which identified cost of

money as additional profit, neither classified cost of

money as an imputed cost nor thought that it should be

allowable, it did come close to explaining the relationship

that exists between profit and facilities capital cost of

money. Since contemporary business literature does not

have a universally accepted definition of cost of money,

then classifying it as a form of profit cannot be entirely

wrong.

The discussion at the end of Chapter Three addressed

this profit/cost of money relationship. Briefly, if one

assumes that the total price of a contract will remain the

same, then by adding facilities capital cost of mohey as

a new element of cost, a compensating downward adjustment

is necessary in the profit objective. On the whole, profit

rates under the new policy should be somewhat lower than

they were under weighted guidelines. If profit rates do

not decrease under the new profit policy, one can predict

that the price of contracts will increase.

During the interviews, discussions emerged as a result

of classifying cost of money. The profit/cost relationship

and its impact on the contract price were conspicuously

absent from these discussions. Not one respondent stated

that profit rates should be adjusted downward now that

facilities capital cost of money is an allowable cost.

This is not an indictment of the qualifications of those
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interviewed, but rather an Indication of the confusing

nature of the relationship between profit and cost of money.

ir the ASD procurement organization did not understand this

relationship it is reasonable to assume that few, if any,

DoD procurement organizations will be able to grasp this

relationship.

Consequences of Misunderstanding the Relationship

The consequences of misunderstanding the relationship

between cost of money and profit are not entirely clear.

If one considers facilities capital cost of money as an

element of profit, the contractor owning a substantial

amount of facilities may receive much higher profits, while

the contractor with a low level of facilities investment

may get lower profits. This is due to the tact that both

facilities capital cost of money and the profit objective

for facilities investment are directly related to the

~~~~~~~~~~~~ investment in facilities.

The test of this new profit policy will be how success-

ful it is in motivating the contractor to invest in new

facilities. One can only guess at the motivation of the

contractor who presently does not have a substantial invest-

ment in facilities, when DoD tells him he will receive lower

profits.

Anticipated Success of Facilities Capital Cost of Money

Each respondent was asked whether or not he thought
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facilities capital cost of money would be successful in

motivating the contractor to invest in new facilities.

The responses to this question are summarized in Table

VI—2. As discussed above these responses thus reflect

the belief that a downward adjustment in the profit objec-

tive will not be made in order to compensate for adding

facilities capital cost of money to the cost objective.

Even with this belief, twenty-.two respondents were not

optimistic that facilities capital cost of money would

motivate the contractor to invest in cost reducing facil-

ities.

Perceived Lack of Success

Two main reasons surfaced as to why respondents be-

lieved that facilities capital cost of money would not

succeed. First, the dollar amount of the cost of money may

be insufficient to motivate capital budgeting decisions.

Next, the cost of money rate issued by the Secretary of

Treasury may not be as high as the ~~~~~~~~~~~~~ actual

coat of capital.

~~pital Budgeting Decisions, Respondents compared

the potential success of facilities capital cost of money

with how successful they thought the profit objective for

facilities investment may be, They reasoned that if the

profit objective will not motivate investment decisions,

then the cost of money will also not be successful in

accomplishing the same purpose.
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TABLE VI-2

Facilities Capital Cost of Money Will Motivate Investment

Ree~onees Frequency Relative Frequency

Strongly Disagree 5 12.5%
Disagree ?O 25.0%

Neutral/N o Opinion 7 17.5%

Agree 18

Strongly Agr ee 0 0%

The apparent basis for this argument was the respond-

ent’s judgment as to how much money is necessary to in-

fluence the contractor to invest. Based on their belief

that the contract price would increase with the advent of

the new profit policy, respondents stated that the combin-

ation of higher profits and facilities capital cost of money

would not be sufficient motivation to influence the con-

tractor to invest in cost reducing facilities.

Cost of Money Rate. Concern was also expressed that

the cost of money rate would not reflect the actual cost

of capital of the defense contractors. The current rate

of 8.5 percent was thought to be significantly lower than

the market rate that defense contractors must pay for

capital. If the contractor must pay 10 percent for capital

and DoD allows only 8.5 percent f ox ’ facilities capital

employed, several respondents thought that this aspect of

the new policy would not motivate the contractor to invest

in facilities.
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It is beyond the scope of this thesis to investigate

whether or not this concern is warranted, because neither

information about the ~~~~~~~~~~~~~ actual cost of capital

nor an explanation of how defense contractors make capital

budgeting decisions are readily available. This may be

one of many areas associated with the new DoD profit policy

in which further research is required.

Summary

Two potential problem areas associated with facil-

ities capital cost of money are identified in this chapter.

The first deals with the relationship that exists between

profit and cost of money. The other potential problem

deals with whether facilities capital cost of money will

motivate contractors to invest in coat reducing facilities.

Each respondent was asked to classify facilities

capital cost of money as either interest expense, imputed

cost or profit. A majority of respondents correctly class-

ified cost of money as an imputed coat. However, during

discussions about this coat, not one respondent related

this cost to the profit objective. Given the assumption

that the contract price will not increase as a result of

adding facilities capital cost of money to the cost of a

contrac t, it seems as though a compensating downward adjust-

ment in the profit objective is necessary. ir this rela-

tionship is not understood at the operational level, then

users of the new profit policy may fail to negotiate fair
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and reasonable profits on defense work.

In addition to classifying coat of money, each

respondent was asked how successful he thought facilities

capital cost of money would be in motivating defense

contractors to invest in modern facilities. Those inter-

viewed perceived that the dollar amount of cost of money

would not be sufficient motivation to influence investment

decisions. This perception was offered despite the respond-

ent’s belief that the price of the contract would increase.

This line of thinking was reinforced by the opinion that

the cost of money rate would not be as high as the contrac-

tor ’s actual cost of capital.

Regardless of the reason given, twenty-two respondents

were not confident that cost of money would motivate invest-

ment decisions. This lack of confidence may hinder the

success of this aspect of the new DoD profit policy.
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VII. PRODUCTIVITY REWARD

Introduction

If a corporation effectively employs both it’s

managerial and engineering talent toward the reduction

of production cost, this effort is usually reflected in

the corporation~s increased profit margin. Corporations

attempting to maximize profits place a great deal of

emphasis in the area of cost reduction, because a reduc-

tion in production cost will normally be rewarded by an

increase in profits. Due to the present procurement poli-

cies followed by the Department of Defense, this reward

has not always been forthcoming on defense contracts.

There thus is no great incentive for defense contractors

to exercise a significant effort in the area of cost

reduction,

In particular, defense contractors do not always

realize increased profit margins on follow-on negotiated

production contracts, because the cost and profit for the

follow—on business is negotiated based on the actual cost

of production realized in the preceding production contract.

Due to the DoD cost based profit policy, the profit rates

for follow—on production contracts will decrease as a

result of cost reductions in the initial production run.

This decrease in the contractor’s profit opportunity is an

inequitable reward for a cost reduction effort on the

preceding production run.
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The productivity reward has been included in the new

profit policy to correct this inequity. The productivity

reward in the new profit policy is an attempt to motivate

the contractor to reduce production costs in return for an

opportunity to increase the corporation ’s profit margins.

The elements of the basic profit objective are related

to contract cost , risk and facilities investment. The

productivity reward is outside the framework of the basic

profit objective and is classified as an element of the

special profit objective. The productivity reward is not

applicable to all contracts , because certain criteria must

be met before this reward can be applied. When it is

applicable, the reward is added to the basic profit objec-

tive as additional profit.

This chapter discusses the criteria that must be met

before the productivity reward can be applied and the

computation of the dollar amount of the reward. After

this discussion, potential problem areas associated with

implementing the productivity reward are identified.

Criteria for Application of the Productivity Reward

A loss of profit opportunity due to cost reductions

and productivity gains occurs only in certain situations,

therefore, the productivity reward is not applicable to

all negotiated contracts. The new profit policy includes

certain criteria that must be met before the productivity

reward can be included in the pre-negotiation profit
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objective. These five criteria are as follows:

I • The instant procurement action involves a follow-

on production contract.

2. Reliable actual cost data are available for a

preceding production contract to establish a fair and

reasonable base unit cost.

3. No substantial changes have been made in the

configuration of the item being procured compared with

the base unit.

Ii.. The instant purchase quantity is at least equal

to the purchase quantity under the base contract.

5, The estimated unit cost of the instant contract

is less than the base unit cost. (Ref l ii.: 3—808.7)

If these five criteria were not understood by the

users of the policy, then a potential problem area exists

that may hinder implementation of the new profit policy.

Therefore, each individual interviewed was asked how

clearly these criteria are explained in the new policy.

The responses to this question are listed in Table Vu -i .

These responses indicate that those interviewed had

little difficulty understanding the criteria listed in the

new profit policy. From these responses one may conclude

that no problem area exists with understanding and applying

the productivity reward criteria. The open~ended responses

to thi s question, however , do identify where problems may

occur.
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TABLE VII- ?

How Clear are the Criteria for Application

of the Productivity Reward

Responses Frequency Relative Frequency

Very Unclear 1 2 .5%

Unclear 2 5,0%

Some Difficulty 5 12.5%

Clearly 25 62.5%

Very Clearly 7 17.5%

Open—ended Responses to the Criteria

Several respondents stated that they agreed with the

attempt to reward increased productivity in the new profit

policy, and they believed that inequities currently exist

in the form of decreased profit opportunities in follow-

on production contracts. The major objection to the pro-

ductivity reward criteria was that they were too restrictive.

Some examples of this restrictiveness are offered as ex-

planation for this concern.

The first hypothetical situation relates to a follow—

on production contract that would be an agreement to pur-

chase five end items less than were purchased in the

preceding production buy. If the end item coats less in

the follow-on contract due to productivity increases

realized in the initial contract, several respondents

thought that the contractor should be reimbursed for this
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cost reduction effort. Criterion four, which requires the

end item quantity of the current contract to be greater

than or equal to the quantity purchased under the basic

contract, prohibits applying the productivity reward to

this contract. Responses indicate that criterion four is

too restrictive in this instance.

Another situation involves a follow—on contract in

which all criteria f or applying the productivity reward

are met, except the estimated end item cost for the follow-

on contract is greater than the end item cost of the

preceding contract solely due to inflation. When the

estimated end item cost is adjusted for the effects of

inflation, the cost for the follow—on contract is less than

the initial contract, Those interviewed stated that there

should be an adjustment for inflation in order to apply the

productivity reward to this contract. The lack of any

adjustment for inflation in the new profit policy eliminates

consideration of applying the productivity reward to the

follow— on contract , when cost increases are related to

inflation.

These two examples illustrate that the implementation

of the productivity reward, as written in the new profit

policy, may not be a satisfactory solution to the problem

of recognizing productivity gains in the profit objective.

Those interviewed thought that the criteria, as written,

would eliminate many contracts that deserve recognition

in the profit objective for productivity gains. In the
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judgment of several respondents the criteria actually

compounded the inequities of the current profit policy.

Computation of the Productivity Reward

After all the criteria for applying the productivity

reward are met, the dollar amount of the productivity

reward to be ~pplied in the profit objective must be

computed. Four formulas are used to compute this dollar

amount, The formulas and a definition of each of the terms

that makeup these formulas are listed in Figure 7—1 .

A hypothetical numerical example of the calculations

necessary to compute the productivity reward was neither

included in the new profit policy nor was it a part of

the package distributed to those individuals interviewed.

This omission may cause confusion among users of the policy

and may lead to problems when implementing the policy.

Therefore, each respondent was asked how difficult it was

for him to understand the terms and expressions used to

compute the dollar amount of the productivity reward.

The aggregate responses to this question are listed in

Table VII—2.

The most difficult portion of the computation of

the productivity reward was found to be the quantity

adjustment factor. This is not surprising, however, be-

cause the quantity adjustment factor in the policy is a

table of numbers with no explanation of how the numbers

were derived. The remainder of the computations presented
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I .  Base Quantity Base Unit Cost
Unit X Adjustment = Adjusted for
Cost Factor Current Quantity

2. Base Unit Cost Current = Unit Cost Decrease
Adjusted for - Unit Due to Produc-
Current Quantity Cost tivity Gains

3. Unit Cost Decrease Current Contract Cost
Due to Productivity X Quantity = Decrease Due to
Gains Productivity Gains

4.. Contract Cost Basic Profit
Decrease Due to X Profit Productivity
Productivity Gains Objective — Reward

Rate

For the purpose of the above calculation, the follow-
ing definitions/explanations apply:

Base Unit Cost — Lowest unit cost (exclusive of Profit) for
a preceding production run.

Suantity Adjustment Factor - An adjustment to arrive at
that portion of the cost decrease which is attributable
to productivity gains as opposed to quantity differences
between the base and instant contracts.

Base Unit Cost Adjusted for Current Quantity - represents
how much the base unit would have cost, gI~en the sameactual level of productivity, had the quantity now being
purchased been produced under the base contract. This
isolates unit cost decreases attributed solely to differences
in quantity.

Current Unit Cost — The estimated unit cost (exclusive
~f profit) for the items covered by the instant follow—on production contract.

Base Profit Obj ective Rate — Basic profit objective ÷cost objective .

Figure 7-1. Computation of Productivity Reward
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TABLE VII-2

Difficulty Experienced with Computing the Productivity Reward

Frequency/Relative Frequency
Term or of Responses
Expression

Very Some Very
Difficult Difficulty Easy

2 3 Ii. S
Quantity
Adjustment
Factor 1/2,5% 8/20% 7/17.5% 6/20% 15/37.5%

Base Unit
Cost 1/2.5% 2/5.0% 6/15% 9/22,5% 5/52.5%

Adjusted Base
Unit Cost 2/5% 3/7,5% 6/15% 8/20% 20/50%

Current Unit
Cost 0/0% 1/2.5% 6/15% 8/20% 21j./60%

Base Profit
Objective
Rate 0/0% 2/5.0% 6/15% 9/22.5% 22/55%

no problem to the respondents. No significant problem

area is indicated with the computation procedure that must

be followed to calculate the dollar amount of the produc-

tivity reward.

Success of the Productivity Reward

Given that the productivity reward is included in

the new profit policy to recognize a contractor’s efforts

in increasing productivity and decreasing cost, each

respondent was asked how successful he thought the produc-

tivity reward would be in accomplishing this goal. The
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summary of responses to this question are listed in Table

VII—3 .

These responses indicate that those interviewed were

not convinced that the productivity reward will recognize

productivity gains adequately in the pre-negotiation profit

objective. As discussed earlier in this chapter, several

respondents stated that the criteria for applying the

reward would negate the effectiveness of the productivity

reward as a device to motivate the contractor to reduce

costs and increase productivity.

The application of the productivity reward is depend-

ent on too many factors outside the control of both the

contractor and the procuring agency to have a motivational

effect on the contractor. Those interviewed thought that

the contractor would not expend a great deal of resources

to increase productivity on the chance of gaining only

a little extra profit on the follow-on production run.

The chance that the follow-on contract would be ineligible

to receive a productivity reward, due to the criteria that

must be met, was just too great.

Summary

The potential problem that may hinder the implemen-

tation of the productivity reward relates to the criteria

that must be met before the productivity reward can be

applied to a coiitract. It was thought that the criteria

are too restrictive, because they eliminate some contracts
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TABLE VII-3

Success of the Productivity Reward

Responses Frequency Relative Frequency

Very Unsuccessful 2 5.0%

Unsuccessful 5
Limited Success 22 55,0%

Successful 9 22.S%

Very Successful 2 5.0%

from consideration that should not be eliminated.

Two of the criteria that present the most problem

are the purchase quantity criterion, and the end item cost

criterion. Both of these criteria are outside the control

of both the procurement agency and the contractor.

In order to motivate a contractor to increase pro-

ductivity, the contractor should have some assurance that

he will be rewarded for his efforts, The productivity

reward would not motivate the contractor, because the

contractor could not be sure he would get the reward to

compensate him for his efforts.

Those interviewed thought that the recognition of

productivity gains in the profit objective of follow—on pro-

duction contracts was a good idea. The objection to the

productivity reward was that it would not motivate the con-

tractor to increase productivity. This feedback indicated

that some revision of the productivity reward may be necessary

to ensure the success of this aspect of the new profit policy.
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VIII. FINDINGS AND RECOMMENDATIONS

Introduction

Several problem areas that may hinder the successful

implementation of the new profit policy have been discussed

and identified in the preceding chapters of this study.

The purpose of identifying these problem areas has been to

provide meaningful feedback from the users of the new

profit policy to those responsible for writing the new

profit policy. Thie feedback from the field identifies

areas of the policy that may further require study, clari-

fication and/or training prior to implementing the final

policy. This chapter suggests possible actions to be

taken with respect to the problem areas identified t~y

this study.

Specific training techniques are not suggested In

this chapter because those interviewed stated that several

different types of training could be used in explaining

the new profit policy. Formal lectures, case studies,

workshop sessions and continuing refresher courses were

all mentioned by those interviewed as possible training

approaches.

In this chapter, potential problem areas are first

cross-referenced to the preceding chapter in which the

problem was discussed. Next, recommended actions to solve

each of these oroblem areas are addressed.
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Allocation of Facilities Capital

The .xplanation of the projected and historical

estimating techniques and the clarity of the procedures

followed to compute facilities capital employed were two

problem areas identified in Chapter Four. These problems

require resolution, because the allocation of facilities

capital directly impacts b~th profit and cost with the

advent of the new profit policy.

Clarity of Prolected and Historic Estimating Techniques

Nearly half of those interviewed stated that the

draft profit policy did not clearly explain and/or illustrate

when to use the projected and historical estimating techniques.

The choice of which estimating technique to use must be made

before allocating facilities capital to a contract, computing

the prenegotiation profit objective and determining facil-

ities capital cost of money. The choice of technique in

turn determines the complexity of the actions required to

allocate facilities capital to a contract.

A potential problem exists if DoD procurement personnel

do not understand both how and when to use the historical

and projected estimating tecbniqu3s. Clarification of the

profit policy and training are the recommended actions for

ensuring that procurement personnel understand both the

projected and historical estimating techniques.

The choice of which technique to use depends on a
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subjective judgment as to the materiality of the difference

between the two techniques. Training sessions would allow

procurement personnel to exercise their judgment in hypo-

thetical situations and then reflect on the impact of their

choice of technique. An appreciation of the actions re-

quired by both the historical and projected techniques

could be gained by using each approach on hypothetical

problems . Forty percent of those interviewed stated that

training was necessary in this aspect of the new profit

policy.

Computation of Facilities Capital Employed

The computation of facilities capital employed is a

complex , new procedure . It is so complex that the decision

was made to clarify the draft profit policy by providing

those interviewed with hypothetical numeric examples of

the forms used in the computation.

Those interviewed agreed that this procedure was

complicated in that twenty—seven of the forty interviewed

stated that hypothetical numeric examples of the new forms

would help significantly in their understanding of the

procedures, It is necessary for A3D procurement personnel

to understand these procedures because they will be called

upon to provide guidance in the computation of facilities

capital employed.

Respondents indicated that hypothetical numeric

examples of the following forms should be included in the
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new profit policy :

1. DD1660 — Business Unit Facilities Capital Form

2. DD1861 - Contract Facilities Capital and Cost
of Money Form

3. DD151.i~7 
- Weighted Guidelines Profit/Fee Objective

Form

14.. DD633 — Contract Pricing Proposal

Respondents further stated that the examples provided

should clearly illustrate the data flow from form to form

to enable the users of the policy to trace the data among

the forms. The DD1514.7 and the DD633 are included in this

list to illustrate this data flow.

Facilities Investment

The problem areas associated with the prenegotiation

profit objective for facilities investment were addressed

in Chapter Five. These problems relate to the assessment

of the contractor’s investment risk and to anticipated

behavioral problems that may interfere with motivating the

contractor to invest in cost—reducing facilities.

Assessment of Risk

A total of seven factors are identified in Chapter

Five that relate to the Procurement Contracting Officer ’s

(PCQ~s) assessment of investment risk. Those interviewed

had varying perceptions as to which of these factors was

most important or how to apply these factors to the assess-

ment of investment risk. It is thought, that if these
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risk factors are not applied consistently in the assignment

of profit, the contractor may have difficulty determining

what impacts the profit objective for facilities invest-

ment.

Capital budgeting decisions may not be influenced by

the new profit policy unless the contractor has some idea

as to what factors influence the profit objective for

facilities investment, If each PCO assesses investment

risk differently, the contractor will not be able to deter-

mine how the profit objective is calculated; hence, he will

not be motivated to invest in cost reducing facilities.

Fifty five percent of those interviewed stated that

training devoted to the assessment of investment risk

would be useful. During the interviews a preference for

case study training was indicated.

Additionally, a more detailed explanation of invest-

ment risk factors in the new profit policy would provide

a common understanding of the factors to DoD procurement

personnel. This explanation might then be used as the

basis for training sessions in which procurement personnel

practice the assessment of Investment risk on hypothetical

problems.

Behavioral Problems

Two potential behavioral problems emerged during the

interviews. These problems center around the respondents ’

perceptions as to the contractor’s motivation to invest
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in facilities and to the DoD procurement personnel ’s

motivation to use the new profit policy properly.

Contractor Motivat.~~~~ Respondents Indicated that

the new profit policy may not influence defense contractor’s

capital budgeting decisions. These perceptions were based

on judgments as to how high profit rates must climb to

motivate the contractor to invest in facilities. Those

interviewed indicated that profits would not be sufficiently

changed with the advent of the new profit policy so as to

motivate facilities investment.

Recommendations as to the specific actions to correct

this situation are beyond the scope of this study. Further

research is necessary which would be designed to measure

whether or not facilities investment decisions are being

made as a result of the new profit policy. The facil i t ies

investment process moves rather slowly so sufficient time

should be allowed prior to beginning this research, f or the

contractor to acquire new facilities.

Established Procurement Practices. More than half

of those interviewed stated that they were doubtful that

the new profit policy would change the current practices

used to determine a prenegotiation profit objective . These

respondents indicated that the new policy would probably

be misunderstood, not applied properly and/or not change

profit rates when implemented.

Respondents indicated that the underlying problem is
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that supervisors either encourage misuse of the profit

policy or look the other way while their subordinates

misuse it. The action indicated as a result of this finding

is to encourage supervisors to properly apply and implement

the new profit policy during some form of supervisory

training. Supervisors must understand and support the

new profit policy before users of the policy will implement

it properly.

Facilities Capital Cost of Money

Chapter Six addresses two potential problem areas

with respect to facilities capital cost of mon ey. First,

those interviewed did not understand the relationship

between facilities capital cost of money and profit.

Second, those interviewed thought that facilities capital

cost of money would not motivate contractors to invest

in cost—reducing facilities.

Profit/Cost of Money Relationship

Based on the assumptIon that contract prices will not

increase, profit rates computed under the new profit policy

should decrease to compensate for allowing facilities

capital cost of money as an element of contract cost. If

the profit rates do not decrease, contract prices will

most likely increase. It is behond the scope of this

study to resolve the matter as to whether contract prices

will go up or stay the same with the new profit policy.
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In keeping with the DoD goal of negotiating fair and

reasonable profits, procurement personnel may have to

alter their thinking with regard to profit rates as a

result of allowing facilities capital cost of money .

Fair profit rates under the new policy may not equate to

fair profit rates under weighted guidelines. Training

sessions would be effective in both explaining the profit !

cost of money relationship and illustrating the adjustment

of profit rates. Fifty—five percent of those interviewed

expressed the desire for training in the concepts of

facilities capital cost of money .

Contractor Motivation

Over half of the respondents stated that faci l i t ies

capital cost of money would not be successful in motivating

defense contractors to invest in cost reducing facilit ies.

This perception existed even though they thought contract

prices would increase by the amount of contract facilities

capital cost of money; in other words, profit rates would

not decrease to compensate for allowing facilities capital

cost of money . These respondents stated that the dollar

amount of facilities capital cost of money would be in-

sufficient to motivate facilities investment,

One reason for this perceived lack of contractor

motivation was these responden~ thought that the cost of

money rate issued by the Secretary of Treasury would not

be as high as the contractor ’s actual cost of capital.
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If the cost of money rate was 8.5 percent and the contrac-

tor ’s cost of capital was 10 percent, then those interviewed

stated that there would be insufficient recognition of

the contractor’s capital costs to motivate capital expendi-

tures on facilities. No discussion ever addressed how

high the cost of money rate must be before it would motivate

the contractor to invest in cost reducing ’ facilities.

Further research in this area is recommended to

determine whether these perceptions are correct. The

study of facilities capital cost of money should address

both the profit/cost of money relationship and the con-

tractor’s motivation as to the cost of money rate,

Productivity Reward

The new profit policy provides for the payment of

additional profit to defense contractors if they are able

to reduce production costs due to gains in productivity .

This additional profit is paid in the form of a special

profit objective and is applied to follow-on production

contracts for productivity gains in a preceding production

run.

The potential problem areas with regard to the pro-

ductivity reward relate to the criteria that must be satis-

fied before the productivity reward can be applied to a

contract, The potential problems identified in Chapter

Seven deal with two out of the five criteria. These two

criteria are:

111



GSM/SM/76D-26

I • The instant purchase quantity must be at least

equal to the purchase quantity under the preceding (base)

contract.

2. The estimated unit cost of the instant contract

must be less than the unit cost under the preceding (base)

contract.

These two criteria were criticized as being toc

restrictive. Respondents criticized the first criterion

on the basis that productivity gains are possible regardless

of the quantity purchased. The second criterion was

attacked because the effects of inflation on contract costs

were not considered.

These findings indicate that some revision to the

productivity reward criteria is necessary. Specific

recommendations are beyond the scope of this research

effort, therefore, further study with regard to the produc-

tivity reward is recommended.
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Epilogue

The eventual success of this new DoD profit policy

can only be measured by how successful it is in motivating

the defense industry to invest in cost reducing capital

equipment. Those interviewed perceived that the success

of the new policy would be limited. Further research is

necessary to determine whether or not this perception is

correct.

With the implementation of the new profit policy,

DoD has answered some of the criticisms aimed at previous

profit policies. One can anticipate that this new policy

will also be the subject of some criticism. Regardless

of the shortcomings that may be associated with the new

policy, implementation of this new policy can be considered

as a “cautious move in the right direction.” (Ref 3: 2)

It is hoped that this study, by identifying potential

problem areas assoOiated with the draft profit policy,

offered some contribution to the Implementation of the

new Department of Defense profit policy.
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DEPARTMENT OF THE AIR FORCE
AIR FORCE INSTITUTE OF TECHNOLOGY (AU )

RIPLY TO 

WRIGHT-PATTERSON AIR FORCE •ASE, OHIO 45433

ATT N OF ENS/525L 2 3 JUN 197o

$UUJEC T: Profit ‘7u

TQ: Evaluator of Profit Policy

1. Todays briefing has introduced you to the broad concepts
incorporated in the new profit policy. As was stated in your
invitation to the briefing, you have been selected to comment
on the new DoD profit policy so that potential problem areas
can be identified and hopefully corrected prior to its imple-

— mentation. Since you cannot be expected to comment on a
complex profit policy solely on the information provided in
one briefing, attached to this cover letter are selected
parts of the new policy.

2. Three major changes appear in the new profit policy.
These changes are categorized under the following headings:
Facilities Capital Cost of Money, Facilities Capital Invest-
ment Risk and Special Factors. You have been given only the
sections pertaining to these categories of the policy so as
to relieve you of a substantial amount of reading and to
help you focus on the policy changes. Additionally two gen-
eral conceptual changes are included in the introductory
part of the package.

3. Please read the attached sections of the policy and take
note of any problems you have now in understanding and inter-
preting the policy. Also note any problems you perceive in
the implementation of this policy. You will be individually
interviewed regarding this policy, whereupon, you will be
permitted to ask questions about the policy and questions

— 
wil]. be asked of you concerning your perceptions of the policy.
The interview is planned to last approximately one hour.

14.. Your responses to the questions asked in the interview
will not in any way be connected by name to you. The results
of this study, however, will be analyzed in summary form and
presented both in a briefing to General Stansberry and in an
APIT thesis.

5. Due to the limited amount of time available to accomplish
all of the interviews, it is requested that you contact
Capt Bob Blair, APIT-ENS, phone 52514.9 or L~.29-125O, if you

Si~.~.sb Throug h Ki.ow!sdg.
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cannot be available during your schedtiled interview time.
As a memory aid, the time and date of your interview is
written on the front of this letter.

6. Your assistance in this research effort is greatly
appreciated.

ROBERT J. BLAIR, Capt, USAP I Atch
G5M76D - Profit Policy
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Profit  Policy Package

The profit policy has been categorized into three

general areas. These areas will be referenced during the

interview. The following list will serve as a table of

contents to the policy.

Contents

I. General Conceptual Changes - Extracted
from proposed changes to ASPR 3-808.1
and ASPR 3-808.3,

II. FACILITIES CAPITAL

A. Facilities Capital as applied to the
profit objective.

B. Facilities Capital - Extracted from
proposed changes to ASPR 3— 1 300.1
through 3— 1 300.7.

C. Facilities Capital Cost of Money —

Extracted from proposed changes to
ASPR 15-205.50.

III. Special Considerations — Extracted from
proposed changes to ASPR 3—808.7.
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I. General Conceptual Changes

ASPR 3-808.1

The new DoD profit policy has changed the way in which

the profit objective will be used. The following is a quote

from the proposed policy change.

DoD Profit Policy refers to the quidance provided con-

tracting officers as they attempt to establish their pre—

negotiation profit objective for a contract - that is an

amount with which to open their negotiations. DoD profit

policy should not specifically determine the rate of profit

that will result, for that decision is made bi—laterally

during negotiations.

ASPR 3-808.3

The second general change concerns the steps - taken to

compute a profit objective for a change order or a modif 1-

cation to the existing contract. The following is a quote

taken from the proposea policy change.

Prior to the negotiation of a contract, change order,

or contract modification, where cost analysis is undertaken,

the negotiator shall develop a profit objective. The weighted

guidelinea method, if applicable, shall be used for developing

this profit objective, If a change or modification is of a

relatively small dollar amount and is basically the same

type of work as requ~.red in the basic contract, the applies-

tion of the weighted guidelines method will generally result
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in a profit objective similar to the profit objective in

the basic contract, and therefore this basic rate may be

applied to the contract change or modification. However, in

cases where the change or modification calls for substantially

different work, then the basic contract profit and the con-

tractor ’s effort may be radically changed and a detailed

analysis is necessary. Also, if the dollar amount of the

change or contract modification is very significant in com-

parison to the contract dollar amount, a detailed analysis

should be made.

II. Facilities Capital

This section of the package treats the concept of faci]. .

ities capital and its application to profit policy.

A. Facilities Capital as applied to the Profit
Objective.

Facilities Capital

This factor applies to the consideration to be given in

the profit objective to the investment risk applicable to

facilities capital in the performance of a contract. Some

factors that the Contracting Officer wil]. need to consider

in connection with this risk are (i) term of investment,
(ii) stability of Government program under procurement, (iii)

availability of Government funding to preserve continuity of

the procurement and the program in general. The facilities

capital to be employed will be determined in accordance with

ASPR 3—1300.
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• B. 3-1300 CAPITAL EMPLOYED

3-1300.1 POLICY

3-1300.2 DEFINITION
Facil iti es Cap i tal

• 3-1300.3 CAPITAL EMPLOYED ESTIMATING METHODS
• (a) General

(b) Historical Method
(c) Projected Method

• Projecting Facilities Capital
(d) Estimatfng Method Selection Criteria

Facilities Capita l

3—1300.4 FACILITIES CAPITAL ESTIMATING PROCEDURES
(a) General
(b) Basic Procedures
(c) Historical-Based Estimates
(d) Projected Estimates

3-1300.5 PRE-AI4ARD CAPITAL EMPLOYED APPLICATIONS
Facilities Capital Employed Estimates

• (1) Facilities Capital Cost of Money
(I) Cost Objective
(ii) Profit Objective

(2) Facilities Capi tal Investment Risk

3-1300.6 POST AWARD CAPITAL EMPLOYED APPLICATIONS
Facili ties Capi tal — Cost of Money
(1) Interim Billings

(1) Updated Facilities Capital Factors
• (ii) Revised Cost of Money Rates

(2) Final Settlement

3—1300.7 ADMINISTRATIVE PROCEDURES
(a) Evaluation of Contractor’s Submiss ions
(b) Internal Report Requirements

EXHIBITS - PROCESS FLOW CHARTS

A. Historical Facilities Capital Employed Factors
B. Facilities Capital Employed - Cost and Investment Risk
C. Weighted Guidelines Profit/Fee Objective
D. DD Form 1860.- Instructions
E. DD Form i86i - Instruettons
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3-1300 Capita l Employed.

3-1300.1 Policy.

(a) It is the pol icy of the Department of Defense to recognize

capital employed for the benefi t of defense contracts as an element

in establishing the contract price for certain negotiated procurements.

Capital employed includes facilities capital as defined below . The

inclus ion of this recognition is i ntended to reward contractor i nvest-

ments and moti va te i ncreased productiv ity and reduced cos ts through the

use of modern manufacturing technology and to generate other efficiencies

in the performance of defense contracts . The recogn ition of contractor

investments in the development of the profi t objective wil l  result in a

profit objective based on a combi nation of cost and i nvestment factors

rather than solely on estimated contract costs.

(b) Separate recognition shall be given to the cost of capital

and the special risk associated wi th the capi tal employed for defense

contract purposes. The risk aspect of facilities capital employed ,

will be recognized as a part of profit in the manner prescribed in the

Armed Services Procurement Regulations (See CXX). Cost of facilities

capi tal , will be recognized as a cost in the manner prescribed by CAS

#414 as promulgated by the Cost Accounting Standards Board (See Appendix 0)

and as Implemented by the Armed Services Procurement Regulations (See 15-2XX).

3-1300.2 DefInitions.

Facilities Capital. The net book value of tangible capi tal

assets and those intangible capi tal assets that are subject to amortization.
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Facilities capital is calculated by taking the sum of the book value

of (1) contractor-owned fixed assets , (ii) constructive cost of owner-

sh i p of all leased f ixed assets , and (ii i) allocable share of general

purpose assets and subtracting amortization and depreciati on costs.

3-1300.3 Capital Employed Estimating Methods.

(a) There are two methods for estimating the amount of facilities

capital to be employed in connection with a given contract: the his-

torical (or business unit average) method and the projected (or speci9c

contract) method . A capital employed factor will be established for

application in determining the dollar amount of capital employed ona

proposed contract. These dollars of capital to be employed will in turn

be used as the basis for calcula ting the cost of that capita l and for

compensating the contractor for the risk associated wi th his capital

investment.

(b) Historical Method . Under the historical/business unit method

a rela tionship is established between the average facilities capita l

employed by a profit center in a given cost accounting period and the

total cost (including G&A Expense) incurred during that same period . This

relationship establishes the amount of facilities capital historically

employed per dollar of costs incurred by the profit center. Application

of these his torical profit center capita1 employed factors to the appro-

priate elements of the cost objective of a proposed contract results In

the estimated facilities capital dollars to be employed on that contract.
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In actual pratice this process is refined to recognize that

contractors facilities i nvestments to support commercial vs Government

work will differ. Facilities capital employed factors will be updated

annually by contractors. Normally updated factors should be provided

within 60 days after the end of the contractor ’s fiscal year. The

factors derived from the last completed fiscal year will be employed

in connec tion wi th all new procurement actions unt il the annual update

is completed .

(c) Projected Method. Estimates of facilities capital to be

employed which are based on the projected method are separately developed

in reference to facts and circumstances of an individua l contemplated

contract action. This method is much more detailed and complex than

the h istor ical method and further it requires access to a subs tantial

amount of budgetary data. It will be selected for use only under the

l imi ted conditions set forth below.

Projecting Facilities Capital. The contractor projects the

estimated net book value of facilities to be employed by a profit center/

business uni t in the conduct of all its business. A separa te projection

at the profit center/business unit level is required for each fiscal year

to the future during which Government contract performance is anticipated .

In each ins tance , overhead allocation techniques and procedures are

employed to determine which portion of the profit center facilities will

be alloca ted to any given contract for contract pricing purposes . This

process resul ts in allocati ng certain facilities to the engineering effort,
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production effort, etc. The basis for allocating facilities to these

efforts shall be the same as those used to allocate facilities

depreciation expense to the eng i neering , production and any other indirect

cost pools. These facilities may be allocated on the basis of direct

labor hours , di rect l abor dol lars or some other approved basis. By

relating the projected amount of facil i t ies and the number of projected

direct l abor hours to be associated wi th the production operation , for

example , a projected fac ili ties ca pi tal employed factor can be devel oped.

This factor will indicate the amount of facilities to be employed to

support production for each hour of direct production labor involved .

This factor can then readily be applied to the direct labor hour esti mate

in future contracts to arrive at the amount of facilities capital to be

employed in the contract in support of production effort. This same

process would apply for the engineer ing and other efforts associated with

total contract performance.

Use of the projected method does not relieve the contractor of also

annually upda ti ng the facilities capital employed factors on the basis of

actual results in the historical method . These actua l factors must be

computed at the end of every cost accounting period for each overhead pool

inclu ding G&A . Only one form is used for each profit center/business unit,

but the form enables a separate facilities capital employed factor to be

computed for each overhead or G&A expense pool wi th that business unit.

The projected factors and the annually calculated actual factors

each serve a separate and distinct purpose. Projected facilities capita l

employed factors are used as the basis for develop-ing (1) a prenegotiation
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profi t objective as it relates to the risk associated with facilities

i nvestments and (ii) an interim billing rate for reimbursing the cost

of facilities capital employed . Pursuant to 15-2XX , the cos t of

facilities capital i nvested will be reimbursed as an allowable cost

as the cost is determined by applying a desi gnated imputed interest

rate to the actual facilities capital employed . In this regard the

annuall y updated actual factors are required as a basis for final cost

settlement and final pricing in a manner similar to forward pricing

rate agreements .

(d) Estimatin g Method Selection Criteria. The histori cal method

shall be used to estimate the amount of facilities capita l to be employed .
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(1) Facil ities capital employed may also be developed by the

projected method when the historical method would result in capital

employed factors which would materially affect the price negotiation

objective. Materiality should be basica l ly assessed in relation to

the difference in the cost and/or profi t objective based on the his-

torica l vs projected methods. This basic assessment should be tempered

by the added complexity and administrative burden i nvolved for con-

tractor and Government personnel when the projected method is used .

The f i nal judgment, though subjective , should represent a fair and

reasonable result which recognizes the interests of both parties and

the facts and circums tances of the parti cular procurement action.

Justification for using the projected method shall be prepared by the

con tractor , reviewed by the auditor and ACO , and assessed by the PCO.

Selection of the projected method for estimating facil i ties capi tal

employed for defense contract pricing purposes does not eliminate the

need to comply wi th the fundamental requirement of CAS #414 that “the

cost of money for facilities capital shall be separately computed for

each contract for each cost accounti ng period .”

(2) Exhibits A and B, at the end of this part 1300, d iagramaticall y

display the process of facilities capita l estimates , using both his-

torica l and projected data , and also d isplay the application of the

estimates for negotiated contract cost and profi t purposes. Reference

to these Exhibi ts will facilitate understanding the detai l ed implementation

procedures which follow.
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3-1300.4 Facilities Capital Estimating Procedures.

(a) General. The Facilities Capita l Employed Factors to be

used in estimating facilities to be employed in a proposed contract

action shal l be derived from historica l accounting data or projection

da ta , as appropriate , in accordance with the Estimating Method Selection

Cri teria set forth in paragraph 3-1300.3(d). The format and basic

procedures for estimating facilities capital are essentially the same

for both the historical method and projected method . There are, however,

material differences in the source of information and the time frames

associated wi th the source information that are peculiar to estimates

developed on the basis of historical vs projected data. These comon

basic procedures and peculiarities are discussed below.

(b) Basic Procedures. Guidelines and procedures which apply in

common to the historica l and projected methods of estimating ‘acilities

capital are discussed in the paragraphs that follow. Form number 1860

is used by the contractor to estimate the book val ues of fixed assets

to be employed by a Profit Center/Business Unit in the conduct of all

its bus i ness , including non-Federal Government work.

(1) Fi xed Asset Data Base. The data base of facilities capital

shall consist of Recorded , Leased , and Corporate Assets. “Recorded”

facilities are the normal Facilities Capita l Items Owned by and carried

on the books of the Profi t Center/Business Unit. “Leased ” property

is the capita l ized value of leases for which constructive costs c~ owner-

shi p have been allowed in lieu of rental costs under ASPR 15-025.34 and

.48. “Corporate” facilities are the Profit Center/Business Unit ’s allocable

share of corporate-owned and leased facilities . All of the facilities

shall be reported at their net book value after amortization and depreciation
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allowable under Section XV , Part 2. The reported net book values of

facili ties available to a contractor for less than a full year ’s

depreciation , or amortization should be reported on an annualized

basis.

(2) Recorded Assets. Facilities Capital to be reported for this

purpose shal l include only those tangible fixed assets (i) used in

the regular business activiti es of a profi t center/business unit, (ii)

not intended for sale, (iii) capitalized on the books in accordance with

the contractor ’s accepted accounting system, and (iv) that, except for

land, are subject to an allowable depreciation or amortization expense

in accordance wi th the contractor ’s accepted accounting system. Leasehold

improvements (as distinguished from the lessor ’ s real or persona l Droperty )

and ADP system softwa re that meet the criteri a of (i) through (iv) above

shall be reported as “recorded” Facilities Capital . Only recorded in-

tangible fixed assets subject to amortization (e.g., patents , copyrights ,

franchises) shall be reported as Facilities Capital.

(3) Leased Property. If full rental costs have been accepted in

overhead pools , no capitalized value shal l be recognized . If rental

costs have been limited to the constructive cost of ownership, the con-

struc t ive value of the lease d property shall be recogni zed. When con-

tractors enter into a long-term lease of property whereby the conditions

of such lease require the advance payment by the tenant of the lease,

such prepaid rental payments made by the contractor under a long-term

lease shal l be treated similarly to contractor-owned fixed assets and

a capi talized value of the prepayment shall be Incl uded in the category
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of “Leased Property” , on the Form 1860 , provided that the lease

payments are otherwise considered allowable under Section XV. The

capitalized value reported shall be the average of the prepaid base

account for the year involve d , except when such leased facilities

cover only a portion of the year. In those circumstances , an

annualized prepayment amount shall be reported . In the event any

leased fixed assets are included as Facilities Capital , a separate

attachment to Form 1850 shall show the following information:

Ci) Description of the asset.

(ii) Init ial valuation of leased property and basis for value .

(iii) Amortization Schedule.

(iv) Net Book Value included on Form ipso
(v) Identi fication of Government authori ty and date when

determination was made to allow only the constructive
cost of ownership for the asset , in lieu of full lease
or rental costs. (Mot applicable in case of prepaid
leases).

(4) Corporate Assets. The net book value of general purpose items

of Facilities Capital which are held or controlled by the corporation

outside the Profit Center/Business Unit shall be allocated to the Center/

Uni t on bases consistent wi th the data base used for correspond i ng over-

head or G&A expense allocation. In the case of home office expense the

alloca tion bases used in the 403 Standard shall be employed . All of the

above are summed on the “Total” line which represents the Profit Center!

Business Uni ts ’ Total net bjok value of facilities capi tal recognized for

this purpose.
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(5) Allocation of Facilities Capita l. Th~ tota l facilit ies

capi tal of the Profit Center/Business Unit by some process must be

allocated to individua l contracts . The amount so allocated shall

represent the facilities capital employed to support performance of

an individual contract for cost reimbursement and profit objective

purposes . The process to be used to allocate facilities capital is

sim ilar to the process used to allocate overhead costs. All facilities

capital items that are identified In the con trac tor ’s records as wholly

assigned to or located in an organizational unit (e.g., production or

engineer ing) corresponding to a specific overhead or GM expense pool ,

are listed against the applicable Overhead or GM ex pense pools and

are class ified “Distributed” . “Und istri buted ” facilities is the re-

ma i nder of the Profit Center/I3us iness Unit ’s facilities capital. When

some costs of a service or support center are chargcd direct to

custo~ners on a “use charge ” basis (e.g., compu ter center), the assets

of such center shall be allocated between “distributed” and “undistributed ”

assets in the ratio that the service or support center direct charges

bear to the indirect charges. The sum of “Distributed ” and “Undistributed ”

must also correspond to the amount on the “To tal” line .

(i) Allocation of Distributed Facilities. The direct assignment

to or location of facilities in overhead and GM Expense pools con-

sti tutes an allocation of “Distributed ” facilities and the amounts

so directly alloca ted shall be recorded in the appropriate space in

the Facilities Capita l Form.
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(ii) Alloca tion of Undistributed Facilities. Profi t Center!

Business Unit “Und istributed” facilities are allocated to Overhead

and G&A expense pools on any reasonable basis that approxima tes the

actua l absorbtion of the related costs of such facilities. Allocation

bases may be direct in put bases (e.g., direct labor dollars , direc t

labor hours , di rect material dolldrs or machine hours) for each over-

head or GM expense pool (including service or support centers) for

the purpose of allocating overhead costs or use charges. This

alloca tion will usually reflect the method of allocating G&A and/or

“Serv ice Center ” costs for the purpose of computi ng overhead rates.

The allocat ion base for the capital employed computation shall be

consistent wi th the base used for overhead expense rates of each

burden center. In addition , when a overhead and GM expense allocation

base for overhead rate purpo ..es includes the efforts to be expended

in the accomplishmen t of IR&D and B&P tasks , the alloca ti on base for

this computation shall exclude such efforts . Such allocation base

exclusions shall be consisten t with the estimated amounts of these

bases use d in es tabl i shing t~e allowable costs under either an advance

agreement or a formula computation .

(c) Historical ?~ethod. The basic procedures and guidelines

described above requ ire only minor adaptations to arrive at fac~l1ty

capi tal employed estimates based on historical data.

Values for the fixed assets-contractor-owned , leased , and allocable

corpora te assets - arc derived from the last completed fisca l year of

133



GSM/SM/76D—26 
-

the profit center/busi ness unit. Net Book Values which represent

the average balances outstanding during the cost accounting period

shall be used . normally it wil l be adequate to ascertain the net

book va lue of these assets at the beginning and end of the cost

account ng period , and to compu te an arithmetic average of those

two sets of fi gures. Al l ocation base information (i.e., direct

labor hours or dollars , etc) is l i kewise derived from the last

cor~plcted fisca l year. The elationship of these elements produces

the historical capital employed factors by overhead pool . These

factors are used to estima te the Facilities Capital requirements

for the entire performance period of the contract by applying

them to the projected allocation bases in the proposed contract.

Cd) Projected Method. Under the projected method the con-

tractor shall estimate net book value of fixed assets to be employed

by the Profi t Center/Business Unit in the conduct of all its business.

Projections of overhead allocation bases must also be made. A

separate ForTu 1860 must be prepared to reflect both asset and

alloca tion bases for each contractor fiscal year during which Govern-

men t contract performance is anticipated . Projc~ctions of Fac i liti es

Capi tal data and allocation bases on Form 1860 mus t be consistent

wi th the data base used by a contractor for overhead rate forecasting .

For example , net book values of fixed assets reported on Form 1860

shall be the same values that generate related depreciation expenses

in projected overhead pools, and the Facilities Capi tal allocation
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bases shall be reconcilable wi th the bases projected for overhead

rate pricing purposes .

• If a Forward P.ricing Rate Agreement for overhead rates has

• been negotiated , the inclusion or exclusion of net book value for

capi tal -employed determinations shall be consistent wi th the

• allo wabili ty or unallowability of costs generated by those facilities,

for overhead aiid p~rii~ing purposes. For example, i f costs of excess

facilities Iiave bce~ disallowed in forward pricing rates , the value

• of those same fac il it ies- shall be excluded from the capital base.

• The file shall ~contain similar information relative to the overhead

and Facil itids Capital allocation bases . When audited overhead

data are used for contract pricing , both the audit report recommendations

and subse~uent contract pr’icing negotiations shall treat the facili-

ties values and, a llocation bases reported on DO Form 1860 , and the

re lated faci l it ies expenses and bases conta ined in the overhead rate(s)

proposal on a consis tent basis.

In either of the above me thods for allocating indirect expenses

to ind iv idual contrac ts , overhead rates often are arrived at on an

“overall” basis , j.e ., wi thout settl ement of individual elements of

the overhead cost proposal . Under such circumstances it will be

• necessary , when establishing a contract profi t obj ective , for the
• Government negotiators to estimate any adjustments to the proposed

Facilities Capita l data considered appropriate . Also , when an advance

agreement covering the cost of idle facilities or idle capacity exists

for a contractor Profit Center, the fixed asset-values reported on

DD Form 1860 shall be consistent wi th the provisions of such agreement.

. 

• 
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3-1300.5 Pre-Award Capital Employed Applications. Both the

his torical and projected estimating methods result in capi tal employed

factors from which are derived estimates of the facilities capital to

be employed in support of a given contemplated contract. The estimated

facili ties capital employed figure is used in connection with developing

a cos t objective , profi t objective , and fri structuring the overall

contract price .

Facilities Capital Empl~yed Estimate.

(1) Facil ities Capjtal Cost of Money. The cost of money computation

for a specific proposed contract involves multiplying the amount of

facilities capital allocable to the contract by the appropriate cost of

money rite. In pre-contract pricing situations it will be necessary to

estimate the cost of money for the full contract term on a prospective

basis. Pursuant to CAS #414, the appropriate rate to use when pro-

spective determinations are required is the most recent available rate

published by the Secretary of the Treasury. This rate shall be used

regardless of the l ength of the contract term. Cost of money , calcula ted

in the manner prescribed , shall be applied as follows :

(I) Cost Objective. This special , imputed cos t of money shall

be used , together with normal , booked costs, i n es tablish i ng 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.
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(ii ) Profit Objective. Cost of money shall not be included

as part of the cost base when measuring the contractor ’s effort in

connection wi th establish ing a pre-negotiation profi t objective. The

cost base for this purpose shal l be restricted to normal , booked costs .

(2 ) Facilities Capital Investment Risk. The profit opportunity

to be provided in connection with the risk associated w ith capital

employed shall be assessed and weighted in accordance with the profi t

guidel ines set forth in 3—8XX .

3-1300.6 Post Award CaDital Employed Applications.

Facilities Capita l. The risk aspect of facilities

capi tal is also used only in developing an overall pre-negotiation profi t

object ive. However , in regar d to the fac i lit ies cap ital cost of money

treatment, certain procedures are required to govern the post award

handl ing of this cost, even though it is an allowable cost in accordance

with 15-205.50. The following procedures app ly:

(1) Interim Bil li~~s. Facilities capital cost of money may be

included in invo i ces for cost reimbursement and progress payment purposes .

• The amount to be invoiced is a function of the actua l costs incurred ,

fac i lities ca pital empl oyed fac tors , and cost of money rates applicable

to the billing period involved. Facilities capital employed factors are

applied to the base of the respective actual costs (manufacturing or

engi neering di rect labor dollars e.g.) incurred during the billing period .

The resulting capital employed base is multiplied by the cost of money rate

to arrive at the cost of money to be i nvoiced .
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(1) F~cclities Canital ~nrn1~yed Fac tors. Initially

the factors (historical or projected) used in

pricing the contrac t as awar ded will be used in

invoicing for cost of money . As these factors are

annuaLly updated at the end of each cost accounting

peripd, the updated historical actual factors may

be substituted for invoicing purposes during the

current cost accounting period. • •

(ii) Cost of Money Rate. The latest cost of money rate

wifl.havc been used in arriving a t the initial

contract price . That rate will be used for -

• invoicirig cost of money until an average cost of

money rate for the particular contractor ’s account—

• ing period is determined in accordance with CAS

//t~ij~.. These annually determined average cost of

money rate may be substituted when they become

available .

Cost of money rates and facilities capital ernployed factors should,

to the maximum extent possible, be concurrently updat ed as soon as~
practicable after the end of the cost accounting period. Whether

to use these updated fates and factors in connection with interim

billings for cost of money should be made on practical gounds . If

a particular contract will be completed and final pricing will.

• take place a relative short time after updated rates and factors

become available , it may be impractical to use the new information .
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• (2) Final. Settlement. Determination of the cost of money

for facilities ca~ ital to be allowed for final pricing purposes

shall be made on the basis of calculations per taining to each

cost accounting period during which contract performance took

• place. For each such cost accounting period actual figures shall

be used for each of the elements affecting the capital employed

calculation , viz , p~rofit center/business unit fixed asset base,

profit center/business unit allocation bases , and the instant

contract allocation bases. These calculations will produce the

actual capital employed , period by period , for the-contract being

finally priced. T~e ac tual capital employed for a given cost

accounting period ~iill be multiplied by the average cost of money

rate for that same cost accounting period pursuant to the pro-

visions of CAS ~~~~ to arrive at a final determination as to

the allowable cost of money. Final settlement will involve

necessar y adjustments to reconcile the amount of cos t of money

paid on an interim basis and the amount determined to be allowable

for final pricing purposes . In order to expedite final pricing ,

Contracting Officers may exerc ise discretion in se eking contractor

agreement -to proceed with a determination of cost of money and

final pricing on the basis~of unaudited statements , prepared prior

to detailed completion of the year-end closing of the books . The

rule of reason and principle of materiality shall apply in the

exercise of this discretion, In any event , however , Government

auditors shall review the information used-by the Contracting

Officer.
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3-I3OO~7 Adn~inistrativo Procedures.

(a) Evaluation of Contractor ’s Submission.

The co,gni~ant ACO , shall, with the assistance of the

• cognizant auditor , evaluate the contractor ’s capital employed

data when submit-teds. Evaluations shall be in writing and

furnished to the PCO with other field pricing support

information. 
. 

• 
-

• • The P00 shall obtain ACO and auditor ’s evaluation of

capital emplo~ed data in time for use in establishing pre-

negotiation cost and profit/fee objectives.

• (b) Reoor’ting ~eoui.rements . 
• 

-

• 
• To provi&e the data necessary for evaluating the

• capital employed policy, reports shall be made in accordance

with the instructions setf~o~th herein.

• 

. 

1 ~0
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Contr actor RPP/Cont ra ct No. Con t ract Type

Measurement Weight Assigned Dollars of
Profit Factor s Base Range Weight Profit

PART A COW TRA C~ OR EPPORT
Material Acquisition

Subcontract Items $ 1 to4_ _ % $
___________

Puicbased Parts $___________ 
1 tc t 

_____

~ 

$
___________

Other Material $__________ 
T t oT  

_____

~ 

$
__________

~~gin.ering 
- $ çLab or ) ~ to 15 

____ __________

$~~ Over head) ~~~to~~ ____ 
$
_________

Manufacturing $ çLabor T t o  ~ _____ 
$
__________$ (Ov erhead ) r t o 7 

_____
;

~ 

$__________

Geasr al Management $ (C & A~~~_ ~~~to_~~ ____% $_________

Sub Total - 
• - - • ~~~• $ ___________

Adju stment Factor 
- 

X .69

I Total $

PART B CONTRACTOR RI SX

2 Cost (line I t )  LL.to l O !  ~ (s

PART C FACILITIES INVES’rM~Wr

3 Capital Employed Js LLto9I % $

~ Basic Profit Objective ( lb  + 2 + 3) •

PART D - SPEC~4k FACTORS ______

Foreign Mili tary Sales $
___________ 

i t o k 
______% $___________

Productivity $J 3-807 .7J ______

~ 

t__________
Independent Development $ TLIr~e LL) — — _ • •% $___________

5 Special Profit Objective 
______________

6 Total Profit Objective (Ii. + 5) 
— *
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INSTRUCTIONS FOR DD FORX 1860

BUSINESS UNIT FACILITIES CAPITAL

PURPOSE. The purpose of this form is to (a) accumulate total facilities
values recognized at the business unit level , for either historical or
proj ected cost accounting periods , and (b) reduce those values to Facilities
Capital Employed Factors applicable to the same Allocation Bases used for
overhead cost allocation. Such factors represent the value of facilities
eniployed (or to be employed) to support each unit-of--measure of the overhead
allocation base.

BASIS . All data pertains to the same cost accounting periods for which the
contractor computes or projects overhead rates and costs , and should be
compatible and reconcilable with those procedures . For example , facilities
values accumulated here should correspond to facilities—generated costs allowed
or proposed in overhead rate computations , and the Overhead Allocation Bases
here should likewise agree with those computations .

IDENTIFICATION. Identify the contractor , business unit , address and cost
accounting period to which the data pertains. Indicate whether the period is
Historical (actual) or Projected.  If Proj ected , suff icient  cost accounting
periods must be included to cover the estimated performance periods of
contracts to be negotiated .

DEFINITIONS . See ASPR for definitions of the facilities values to
be included , the di f ferent  sources , classes and types of those values , the
distinction between Distributed and Undistr ibuted facil i t ies, and methods of
allocating the latter to Overhead Pools. Terms and definitions used on this
form are intended to be compatible with similar usage in Cost Accounting
Standards , which should also be referred to.

OVERHEAD POOLS. List every Cverhead Pool within the Business Unit for which
overhead rates are calculated for the allocation of indirect  costs. The
structure reported must be compatible wIth that  used in retroactive overhead
rate proposals and/or DD 633 cost proposals or supporting detail , including
G&A and Home Office pools if used. Miscellaneous loading factors  and bases
that do not reflect facilities usage costs, such as material  burden , scrap
factors and labor fringe benefits factors should be ignored for  this purpose.

RECORDED, LEASES, HONE OFFICE. Recorded facilities are the normal Fixed
Assets owned by and carried on the books of the business unit . Capitalized
Leases are the capitalized value of leases for which constructive costs of
ownership have been allowed in lieu of rental costs under ASPR 15—205 .34 and .48.
The government determination must be identifIed.  Home Of f i ce  and/or Corporate
facilities are the business units ’ allocable share of higher—level owned ,

• recorded or leased facilities. The allocation should be consistent wit!’ that
of Home Office E~cpense under CAS 403.
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TANGIBLE AND INTANGIBLE. Tang ible facilities are capital assets that
have physical substance , more than minimal value , and are expected to
be held by the business unit for continued use beyond the current accounting
perio~ for the services they yield. Intangible  facilities are capital
assets that meet the same conditions but have no physical substance. Both
must be used in the regular business activities of the business unit , not
intended for sale , capitalized on the books and (except for land) subject
to allowable depreciation or amortization . This excludes Goodwill and other
intangibles not subject to allowable amortization.

TOTAL FACILITIES VALUES RECOGNIZED. This line totals the facilities net
book values accumulated above , and therefore represents the total value that
will be reflected in the Faciliti~~s Capital. Employed Factors .

DIRECTLY DISTRIBUTED (Col. 1). All facilities whose usage costs can be
directly identified with a single Overhead Pool should be directly distributed
to that pool. If Service or Support Center costs are charged directly on a
use charge basis, the Center should be treated as an Overhead Pool and its
facilities directly distributed thereto . The breakdown is totaled upward to
the Directly Distributed line. The remainder of the Total Facilities Values
Recognized is Undistributed . Both source and distribution of business unit
facilities must balance at the Total line.

ALLOCATION OF UNDISTRIBtJTED (Col. 2). Undistributed Facilities are allocated
to Overhead Pools on any reasonable basis that approximates the actual
absorption of the related costs of such facilities. If Undistributed Facilities
are principally G&A and/or Home Office type facilities arid the related costs
are charged to the G&A pool , thnn the Undistributed Facilities should like-
wise be allocated to the G&A pool. Therefore , the allocation of Undistributed
Facilities will usually retle~t the method of allocating G&A and/or Service
Center costs for the purpose of computing overhead rates.

OVERHEAD POOL TOTAL NET BOOK VALUE (Col. 3). The sum of Columns 1 and 2 ~iy
Overhead Pools. Total downward and prove the redistribution to the business
unit Total Facilities Values Recognized.

OVERHEAD ALLOCATION ~~SE (Col. 4). The same direct input allocation bases
(e.g., DL$, DLH, DN$, N—H , etc.) chat are used for computing overhead rates
or service/support center use charges. Identify each base unit—of—measure.
Both units—of—measure and quantities must agree with historical overhead
rate computations , or pr c~posals for forward pricing purposes or FPRAs (ASPR
3—807.12).

FACILITIES CAPITAL DIPLOYED FACTORS (Col. 5). The quotients of each Over-
head Pool Total Net Bock Value (Col. 3) divided by its related Overhead
Allocation Base (Col. 4). Carry each Factor to three decimal places, e.g.,
X.X~OC. This Factor represents the amount of Facilities Capital required to
support each unit of the Overhead Allocation Base.

1L~~ -



GSM/SM/76D.-26

_______ p 
__________________________ — — — — — — — — — — — —

~~ ~~~
• •  -~~

4 u..~~$~~
) .1.

.
o 41400 4%
* Cø. Q. o u

—
o f.3~ . —0 • 0

—
E4O .i

~~~

~~.cq 01.
S

4)
~~~

C ..a C.

~4 . a o t .  +
~~

> E-.E’~~ eo ;~i -

~~ —. 0C,
.
~~~~~~

—.

—
C0

> •.c I4~4C.)~~. O4 ~
~~~00 CO..~ 5 0

• o _ ~ — o
~~~~

~~~~~~
— I~

_ _  
~~~~ - -  -• .-Z .

~I1-
14
~~-x  ~~~o o~~~cE-~O) — .~~C,~~~a~ ~~~~~~~~~~~~~~~~~

_ _ _ _ _ _
~~~~~~~~~~~~~~~~~

•m x r~ e, t-.
0 2  0 0z C a aom~~

C ,.~~ ,-4 M 1.0
0~~~~ — e

.-
~) 0 .1 1.

- I I S  I C~ C,~~~~~~~~ 0
•s.~ 0 ~~~~~~~~~ 0 1.
‘~~ ‘-I -‘~~ z~~~O c,,~~~~~m • m m14

14
~~~ 0. a, 

~~~~~~~~~~~ m
2 .-~~~C P-4~~~~~f-.

~~~~C, 0 2 ..3 C4 o~ .. ~2 I- O~~~~~ P-4 14~~~C’) D~ P1 C I-.I.. I I J I-l~~~~~~~ S Q
~~ z 

~~~~~~~~~~~~~ 14
—~~~ 0o I- ~~~ti~~Om p .  C,

Q 2.5 • C, . 50 I Z~~~~ 41-. I 0 0
0 P — — -

£IMfl ss iilsna 1OO~ avaI~aaAo

t~6



GSM/SM/76D-26

~~~~~0 ~~~0 0
I— ..~r4~ ’ ~~. 0’ 0 0)A 0

• ..~1.Q0 
4~

•
~% . • .o ,-.P-4 ..~14 C~J~~~

* C,Q. A. O U p~ -~~.5.4~~~
. 4 _  —

* 0
0 C,

1. 1. — — — — — — — — — — — —0 0 0
02 .0 .0 .0 01 . 1. 0
0 5 U U 0.C .C 0

— ~ s.~ 1. ..~ 0 0
~~~~~ ~.5 5 0 0

.si ol. o’ ~~ ~~ o o o  01.10 5 0 0 5 5 50  0 0 0  0
>01 5 5 1. 0 1. 0 •

0, o..~ — C  1. 1.5 5 5 1 .
..~ ...~ C O  — ~~~0 00 ~~~~ _ - 0  —0 ~~ .4 ~ C 0 0 0 0 ~~~ ~~~ .‘~— _ _ _ _ _ _ _ _ _ _ _ _ _  - - — — -  - -

0 0 0  0 0
+ 0 0 0  00

0 0 0

0 0
1* 1 0  • U 1 - U’~~~~~~
> 1.1: - 0 r-.~~~0 14 —•2 0 • • . — , 0

~~ C, ,
1 40  I -
n~~~ C

1 0 0 0 0  0
‘5 .4 5 ~~~~4 0 0 0  0

• . > 0~~. I  04’ .... 4 0 0 0  0
Q O l  S

•~~~~ 5 0  ‘0 0  0

I SF4 c.- c’j _~
~~~~~~~~ 

I 
~~~~~

• SF4
_ _ _  - _ .:

~~~~
_ _  - _ _ _ _  

* •
1 - i

0 , ’ 5 1 4  0 0 0  0 0 0 0 0 0 0  0
t*1 ...~ 0t  0 0 0  0 0 0 0 0 0 0  0
~~~~~~~~ 0 0 0  0 0 0 0  0 00  0

-~~ 1 - Z .
- 5 .  ~~~ 4 i  0 00  0 0 0 0 0 0 0  01-4 ..1 C, 0 0 C C C’- U (V U’ C’- (V C 14’s

— 2  0 H 0 0 0 (V -~. (V 1~ tJ\
~~~~0 s •C ~~~~( V ( V~~~ ~~~~~~~~ Uf40 ~ 1.. — — ~~~~~ - 

-3
00

14 O p .
0 1 1 4  14 1.3
2 1 4  2 5. Q

0 2  ..3 14 1 -0
1-o ~~~~~~~ m e 1 4~~14 0 0 E -  0. 1 - C C

— 
E- ~~~~~~~~~O 1 - U~ 0 1 * 3 . 5 0  0 2

m aO 14 5 S S S •-3 0 1  1. 0 1 . 0 1-4 00 1 m 1 * 3 0 0 3 , . 3 n z m
.. ~ — 0 ~~~~~~~~~~~~~~~~~~~~~~~~~~~ • * 1 4.4 ~~ ~~~~5~~~~~~n . 5 1 - 4 2 1- . 5  0 >
1-’ 14 0. z 1 . 3 C . . 3  14 0 0 5 0
— ~. 00. 1. x 1-’ > 1 4 a~~z 1 . .Z

1.5 0 0 5  2 0 1 . 11 4 — — n m  C S
5-4 0 2 I-. —~~ r.2 o •~~~~~0~~~~~Z o  S E -
* — I S l ~~~~~~~0 0 1  2 5 1 4  0

CC ~~~ a . . 5 1 - 4> . 1 4 X 1 .  - 3 1 4
0,5-4 ~ p.3 ~~ 5 0  1 4 1 40 .5 1-’ 0 3 C ~ 14

1-4 0 0 0  C.3 1-~~. 1 4  2x ..3 0 — o a . x o o m  1*1
1-4 5-4 .4 ~ 14 5 0 1 - Z~~~-4 00 0 5  n O

I. 1- _ _ _ _ _ __ _ _ _ __ _ _ _ _ _ _ _~~~~~~_~~~~~~.~~~_0) 0,0 — ~IIIfl S~ZNI~flS S’IOOd
0 2 

_ _ _ _ _ _ _ _ _ _ _  
_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

1 1~7

-4



GSM/SM/76D—26
• INST RUdTI O :~S FOR DD FO!~M 1861

CONTRA CT FAC I L ITIES CAP ITAL AND COST OF MONEY

PURPOSE. The purpose of this form is to compute the Facilities Capital Cost
of Money for a specific contract (historical) or proposal (projected). An

~~~~~~2diate step is to cor’pute Facilities Capital Employed or to be employed
~~~“- contract , using the F~ciliriec Capital Employed Factors developed on

DD Form(s) 1860. This procedure is intended to implement the requirements
of Cost Accounting Standard 414 “Cost of Money as an Element of the Cost of
Facilities Capital. ”

• • r~~
- :FIcATIoN . Ident i fy th~.. ~~~~~~~~~~~~ business unit and address. Identif y

the ~..pecific contract or RIP to ..~~~~~ . ~~~~~_ ~.omp utation pertains , by Pu N  number .
Identiiy th~ total performance period, actual cr estimated , of the contract.

- . t .~~ kHEAD POOLS (Col. 1). List a1l . ’ ’ - .~ ~~~~~~~~~~~~~ Overhead Pools and Service/
Support Centers whose costs will be allocated or applied to this contract.

• 
• The breakdown must correspond to histoi - 

•l contract cost reports or projected
cost propo sals, price analysis reports and/or audit reports , and must also
correlate to the facilities breakdown used on DD Form 1860.

COST ACCOUNTING PERIOD (Col. 2) .  This column is used only for the projected
method of estimating facilities to be employed in the future. Each Overhead
Pool listed must be further broken down by each Cost Accounting Period affected
.by the Performnnce Period of the contract. This breakdown must also correspond
to projected cost proposals , price analysis re por ts and/or audit re por ts , arid
must correlate to separate DD Forms 18ó0 for each Cost Accounting Period.
If the historical method is used , the column should be ignored.

CONTRACT OVERHEAD ALLOCATION BASE (Col. 3). For each Overhead Pool and Cost
Accounting Period listed , record the same Contract Overhead Allocation Base
quantities used in historical contract cost repor ts or projected cost
proposals to derive the contract total cost. These bases should be the same
as those used for burdening contract overhead or applying Service/Support
Center use charges. The base units—of—measure must agree with those used on
the DD Forms 1860.

FACILITIES CAPITAL E~PLOYED FACTORS (Col. 4), Carry forward the appropriate
Facilities Capital Employed Factors from one or more Dt Forms 1860. Business
units, overhead pools and cost accounting periods must agree.

FACILITIES CAPiTAL ~ PLOYED AMOUNT (Col. 5). The product of each Contract
Overhead Allocation Base (Col. 3) multiplied by its related Facilities
Capital Employed Factor (Col. 4) .

TOTAL CONTRACT FACILITIES CAPITAL E~1PLOYED (Line 6). The sum of Col. 5.
This represents the allocable share of the business unit Total Facilities
Value Recognized, that was or will be employed on the contract.

- :  FACILITIES CAPITAL COST OF HONE? RATE (Line 7). The interest rate determined
by the Secretary of the Treasury pursuant to P.L. 92—4-1, 85 Stat. 97. See Cost
Accounting Standard 414.

CONTRACT FACILITIES CAPITAL COST OF MONEY (Line 8). The produc t of Line 6

~ultip1ied by Line 7. This represents the business units’ Facilities Capital
Cost of Money that is allocable to tha contract.
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CONTRACT FACILITIES CAPITAL & COST OF MONEY 1OMR No.

CONTRACTOR: RIP/CONTRACT PIIN NO:

BUSINESS UNIT: _______________________

ADDR ESS: PERFO RMANCE PERIOD:

4 - FACILITIES CAPITAL
• . N

OVERHEAD POOLS ACCOUNTIN O~TERREADPERIOD ALLOCATION
___________________________ _________ BASE FACT0~ S AMOUNT

6. TOTAL CONTRAC T FACILITIES CAPITAL EMPLO YED

7. FACILITIES CAPITAL COST OP MONEY RATE

8. CONTRACT FACILITIES CAPITAL COST OP MONEY

1Li~9
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CONTRACT FACILITIES CAPITAL & COST OF MONEY No.

CONTRACTOR: RIP/C ONTRACT P u N  NO:

BUSINESS UNIT: ____________________

PER FORMAN CE PERIO D~ADDRESS:

1. • 2. COST 3. CONTRACT FACILITIES CAPITAL
ACCOUNT- • OVE RH EA D EMPLOYEDO~~~w~.iiD rvOLS 1110 ALLOCATION _______________________

PERIOD BASE 
~“ PA CTORS 5 A~OUNT

Enaineertn~ — ~1 OO0 0flQ~~ __________ ~~

Manufacturing (hours) 
________ 

100.000 22.500 ?.2c0.000
T.ehnjeal Computer (hour! 

________ 
1 .000 1L9.000 1L8.000

Q & A 
_______ 

ti ..000,000 .25 250.000

6. TOTAL CONTRACT FACILITIES CAPITAL EMPLOYED $3.2L~6,OOo

7. FACILITIES CAPITAL COST OF MONEY RATE x .08

8. CONTRACT FACILITIES CAPITAL COST OF MONEY - $ 259,680

I ~O
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C. 15-205. 50 Facilities Capital Cost of Money (CWAS-NA).

a. Facilities capital cost of money is the cost of facilities
capital employed in suoport of Department of Defense contz—acts.
A cost of money rate is derived from a common source and
uniformly imputed to all contractors. Capital employed is
determined without reaard to its source as between equity or
borrowed capital. The resulting cost of money is an imputed
cost arid is not a form of interest on borrowings as discussed
in 15-205. 17.

b. Facilities capital cost of money is an allowable cost
• provided (i) it is authorized by the contract , (ii) the contractor ’s

capital investment is measured, allocated to contracts, and
costed in accordance with criteria and procedures set forth
in CAS 414 and 13-13C0 and (iii) the contractor maintains
adequate records to demonstrate compliance with item (ii).

c. Cost of money for facilities capital need not be entered on
the company ’s books of accoun t. However , a memorandum entry• of the cost shall be made. All relevant schedules, cost data
and other data necessary to fully support the entry shall be
maintained in a manner to permit audit and verification.

ci. Cost of money which is calculated, allocated and • • —

documented in accordance with these regulations shall be deemed
an “thcurr~d cost” for cost reimbursement purposes pursuant
to the payment provision of applicable cost type contracts. (see
E-509. 5 re: applicability of cost of money for progress payment
purposes under fixed price contracts.)

e. Final determination of allowable facilities capital cost• of m-ney shall be made in accordance with. 13-1300. 7 -

• 151 
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III. 3-803.7 ~~~~~~~~ Considerations

(1) Foreign Milit ary Sales Effort

Contractors actively engaged in the development of

• fore i gn ma rke ts for mi l i tary items fre quen tl y ex ert sales ef forts

and assume risks beyond the normal risks recognized in the weighted

gu id eli nes method. In such cases in connectio n w ith procuremen ts

for Foreign Military Sales (EMS), it is appropriate to rccognize

cLstanding sales e f fo r t  in the Foreign markets and attendant risks

by a special profi t factor to be considered wi thin the weighted guidel ines

in arriving at a profi t objective , 1 to 4 percent of the v a l u e

of the EMS orJer is established as the norma l range of value for this

profit factor. The cr iter i a for se lect ion of the specifi c percentage

sha l l  be based upon such factors as the con trac tor d emons tra ti ng tha t

he has (i) initiated the sa l e  or expended efforts -in f~irthering the sale ,

(ii) assu ~ned responsibility for the product after delivery b2yorid that

wh ich may be priced in the con trac t, or (iii) assu~~d othe1- risks associated

wi th the foreign military sale. It is not intended that this special

profi t factor be applied to all Foreign Military Sales , but only in those

cases when a contractor can , in fact, demonstrate that additional profi t

beycnd that normally rc-coqnized in the weighted guide lines is warranted

for that sale. This specia l profi t factor shall not apply to sales made

from inven tories or stocks or to procurements for replenishment of

inventories or stocks .

(2) Other

(a)  Productivity Reward

Cer ta in  types of con t rac tua l  coverage provide  va r ious

shariiig arr~.n gements fcr COS t Incentivea which reward contractor ir.c.reascs
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in produc ti v ity by shar i ng the result in g cost re duc ti ons measured

from the cost target. For example , a FPI type contract is typically

used for the firs t production contract of a major weapons system

program , because of the desi gn and production risks involved and the

lack of reliable cost estimating data. However , this incentive to

increase productivity and reduce cost wi thin one contract works against

a contractor on follow-on production contracts , because the reduced

unit cost becomes the basis for pricing (both cost and profit) of

su bsequen t con trac ts.

In order to mitigate the loss of profi t opportunity that occurs

when costs are reduced due to productivity gains , a special “Productivity

Rewar d” may be included in the pre-negotiation profi t objective of an

i ns tan t procur ement when the follow i n g cr iteria are met:

(1) The Instant procurement action involves a fol l ow-on production
contract .  -

(2 ) Rel ia b le ac tual cos t da ta is ava i lable  for a precee di ng produc ti on
contract to establish a fair and reasonable base unit cost.

(3) No subs tantial changes have been made in the configuration of the
i tem being procured compared with the base unit.

(4) The instant purchase quantity is at least equal to the purchase
quantity under the base contract.

(5) The estimated unit cost of the instant contract is less than the
base un it cost.

An estimate of the cost reduction on the instant contract due to pro-

ductivity gains as compared with the base contract , shall  be calcula ted i n

accordance wi th the following procedures :

1~3
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Base Quantity 
- 

Base Un it Cost
Uni t X Adjustment = Adjusted for
Cost Factor Curren t Quan ti ty

Base Un it Cost Curren t Un it Cos t Decrease
Adjusted For X Un i t = Du e to Pro duc ti vity
Curren t Quant i ty Cost Gains

Un it Cos t Decrease Curren t Con trac t Cost
Due to Productivity X Quantity = Decrease Due to
Gains Pro duc tivi t y Ga i ns

Contract Cost Bas i c Profi t
Decrease Due to X Pro fi t Obj ective = Pro d uct i v i ty
Pro d uct i v i ty Gains Rate Rewa rd

For the p ur pose of the a bove ca l cu la t ion , the fol l owing def in i t ions!
ex pl anations app ly :

Base Un it Cos t — Lowest un i t  cost (exclus ive  of Prof i t )  for a preceeding
production run.

Qu ant i ty  A djus tment  Factor - An adjustment  to arr ive at that  port ion of the
cost decrease which  is a t t r ibu tab le  to produc t iv i ty  ga ins  as opposed to
quant i ty  differences between the base and ins tan t  contracts .

Case Un it Cos t Adjusted For Current  Quant i ty  - represents how much the base
un i t wou ld h ave cost , g iv en  the same actual  level  of p roduc t i v i t y , had the
quan t i t y  now being purchased been pro duced under the base contract .  This
isolates u n i t  cost decreases a t t r ibuted solely to di f ferences  in  quant i ty .

C ur r ent U n i t Cost - The est i mate d un i t  cost (exc l us i ve of p ro fi t ) for t he
i tems covered by the ins tant  f o l l o w  on production contract.

Base Prof i t  Objective Rate - Basic prof i t  objective ~ cost objective .

1 5l~.



GSM/SM,76D-26

00 \’~~ f ’~~~~~t — 0 C ~~~~ —~~~~ 0 0 — N C  (N~~~~0~~~~— ’ O ’ -~~~ C .— Q — C r - rs~ g~~
,
~— .

. 
~~~ oN

.Q  — t -, C — o C ) r — ~ ~~ (N — 0 C’ ~~ N N- ‘0 ,I ~ ~(~~ ? C’ C C’ ~ ‘ — — 0 0 0  C’ r)~ ~~~~~~~ C— r-- N o
~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~. .

~~~C ‘C — C C Q c~- C s C ~) C N r— — C’ ~ ~~ 0 tr C C ifl 3 — ~~-• ~“ N ~~ LC’ — C N ‘C N 0’ (N U’ C

~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~tr- C 0.o, 0’~~~~~~~~~~~~C~~~~CL~~ ~~ ~C f l~~ C N N N -N NNN N NN NNN f l - N N- br--- NNN NNN. .

C O C ‘C ZC C N C N a”. N. — C ~~ C -O (N (N Lf( — C — if. C’ C’ ~0 C’ N- 
~~ o c~ c~ ~ . — ‘~~

‘ -> ~ C’ ‘o C

• 0C~ ‘0 ~~ C 
~~ C) ~ N ‘C L U ’ ~C C (N C’-. — — C C C’ ~~~~ 

(
~: N N ‘C ~o ~~ u’ i- C C

C 0 0- 3’ 0’ C’ 3’ 0’ C -C C’ C’ C N N N N N- N N N N N N N N N C’- N N N N N. . .

0 C C (N C C’- C (‘1 C C C O~ ‘~0 — 0’ 0 r 04 (N Lt’~ C’ N N C — ‘C (N 0’ C 3’ 0 (1 ‘0 — ‘C C C N- ‘ON
C 0 C 03 ~~‘ — C 0 C’ 0 — C ~~ tO (N C’ 0 ‘1~ 0 ~~ C’ C’ C ‘0 C”) 0- L” l (N ~~ C’ C’ 0 N (N 0 C’- LO (N C C’-O

•C)  ~~~‘3 C” ‘~~ C — C) 0 0.~~~ N < ’  ‘0 CO 10 ~~ C C (N  C\ C”J — —0001?’ C’ C C ’  C ~~~~~~~~ N-NN N’0 ‘0
~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~C” 

QQN- N c” CY C C ( N C C ’ 0 C ’ L O? L”~~~~ N(\ 3 C ~~~~~~~~~~~~~~ ~~~r— C  ~ C O  - - r s j — — — C  s~~N

F-. ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~V~ I/) O C J’ C’3 ’0 ’C ’3 ’3 0 C’3 ’ , oC C _ C ~~... ~~C~~~~~~~~~~~~~~~~~C’ C ’C ’~ ~~, cZ, :C~~ . C C )
~~ ~~ —

-~~ -C
U~~— ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~0 ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~li_ I-. ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~

C’ 3 3’ 3’ ) C’ ~~ 0 0’ 0’- C’ C’ C’ Q) C3 (~ ~~ a) £0 a) a) 0 3 0 3 0 3 0 3 0 3 0 303 03
~S_ C

-

(n I-

~l t.LL
CU

• :: c’ N ,~ -,~ ~m C C (~C, (N (N — — — 0 ()( ~ CJ 0’ 0’ 3 C) 
~~ 03 C N N N C’— N N N ‘ C J ’ C ’ O

~Ll
C. fl 

— 
—
*- ‘C
z
CV ) ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~
~~~—. 0 C C ’  ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ N- ’3 L .? rOrv - .-CC
3 In .0 C C  C N- N ‘0 ‘ C L’ if C’ C C” C (N (N- r\ c’~ 0 0 00 0 00 0 6 0

o C ’ C ’ C ’~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ 3 ’ 3 ’ 0 ’ 3 ’ 3 ’ 3 ’ 3 ’ 3 ’ 3 ’ 3 ’ C ’ 3 ’ 3’~~~~~~~~~~>.2 ~
3 

- -

-O Il. ~-
—

~ ‘ U.. ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~
C ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~

C C )’ ) ‘ C ’ C ’ C ’ 3 ’ C ’ 3 ’  3 ’ C ’ C ’ C ’ C ’ C ’ C ’ 3 ’ C ’ - 3  - C ’ 3 ’ 3 ’ C ’ C ’ 3 ’Q ’ 3 . C ’ 3 ’ 3 ’

F-.
(0 (0
C.. C C ’ C C ’ L C b C 1’C NC ’ C C C.3’0~~~~C C ’ 0 C~~~~C C N \N C C’ - f lC - 3 ( N 3’ 1 C’ ( N 3’ C ’ c ’,J 3’N F-.
(‘4 C C N. f ’ — C f - - C ’ . r\ __ (-- - > ~~C Nr - . ’ C i f, f l~~~~C C ( N \ ’— _ C C C 3 3’ c~~~~

- o - N N N’0-O —.
C • C C’ C- 3’ 3’ -C’ CZ~ C C C ~~ -D C N N N N N N N C’- N N N N N C’- N N N -.3 ‘.) -3 -0 ‘Q- ~) .3 -3 ‘.3 0 :‘~C’3’ C 3’ C ’ C ’ 3 ’ 3 ’ 3 ’ > C ’ C ’ C ’ 3 .OC C’ 3 ’ C ’ C ’ C ’ C ’ ) ’ 3 ’ C • C’ C ’ C ’ 3 .
‘CC -

u-I
‘-,, C ’ C C C CC C ’ C C C C c o C c~C c c C c C ~ ç~ CC c C c c c c r C C C C C C,

C C C C 0 C C 1 ? c C ’ C C C~~C C C C C . C C C ? C C C C - 1 C~~C~~~ C ( ” C~~C3 — -
~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~Cr)

C)
U ~~~(f~ (1J
-C (0

0 0 3  -

- 
-



- 
GSM/SM/76D-26

(b) Independent Development

Contractors who develo p m i l i t a r y  i tems w i t h o u t  Government

assistance are entitled to special profi t consideration on those i tems

as a special  p ro f i t  factor to be considered w i t h i n  the weighted  gu ide l i ne s

in arriving at a profit objective , 10 to 30 percent of the Basic

Profit Objective is established as the normal range of value for this

profit factor. The cri teria for selection of the specific percentage

shall Ij e the importance of tIi~ d-~velop mci~t in furthering de’r~~se pur poses ,

the deIil3nstrable i n i t i a t i ve  in determining the need and application of

the dev e lo pment , the extent of t h e contractor ’ s cost r is k , an d wh eth er

the development cos t was recovered directly or indirectly from Government

sources.
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Appendix B

I. Background Questions

1 • How many years experience do you have in your present
position? 

________

2. Do you have any related job experience in positions
other than your present position? 

________

If yes, what type of experience?

3. What is the highest educational level you have achieved?

~~ High School ~~ 
Masters Degree

Some College ~~~ Some beyond Masters Degre e

D Bachelors Degree ~~ Phd.

0 Some Graduate work
4.. What was your ma jor  f i e l d  of study in the highest level

of education attained?

0 Engineering ~~~ 
General Bus iness

0 Accounting ~~ Economics

O Physics ~~ Chemistry

O Law Other 
_ _ _ _ _ _ _ _ _ _ _

5. Could you give me an est imate  of the time you spent
studying this policy before the interview? 

_____________

6. 
~~ 

Procurement Contracting Officer

~~ Price Analyst

~~~ N egotiator

~~ Policy Staff

7. GS’-______

I 57
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II. Calculation of Facilities Capital Factors

8. What best explains your view of the amoun t of profit that
defense contractors currently receive?

O Very Low

O Low
O About Right

0 Excessive
0 Very Excessive

9. The contractors and auditors provide the data to
complete the DD1860 and DD1B61 , and the government
field representatives are the principal personnel
concerned with providing an objective evaluation
that is necessary to prepare estimates of f ac i l i t i e s
capital employed.

How often do you expect to be involved in the calcula-
tion of facilities capital employed?

0 Never
O Seldom

0 Sometimes

O Frequently
~~ Very Frequently

10. The policy clearly d i f fe ren t ia tes  between the si tuations
in which the historical or projected methods of estim—
mating facilities capital may be used.

O Strongly Disagree

0 Disagree
O Neutral/No Opinion
O Agree
O Strongly Agree
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Even though the ACO , contractor and auditor are
responsible for providing facilities capital data,
the PCO will from time to time be called on to settle
problems that may arise in proViding the data.

The policy explains two methods for calculating
facilities capital employed; the Historical Method
and the Projected Method. Keeping this in mind,
answer questions 11 and 12.

11 . How clearly was the procedure for computing facilities
capital employed using the historical method explained
in the proposed profit policy?

O Very Unclear

0 Unclear
0 Can be understood with

some difficulty

O Clear
O Very Clear

12. How clearly was the procedure for computing facilities
capital employed using the projected method explained
in the proposed profit policy?

0 Very Unclear

0 Unclear
O Can 1e understood with

some d i f f iculty

O Clear
O Very Clear

13. When using the historical method, how accurate do you
expect the estimates of facilities capital employed
to be?

0 Very Inaccurate
0 Inaccurate
0 Some AccurateSome Inaccurate

0 Accurate
0 Very Accurate
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114.. When using the projected method , how accurate do you
expect the estimates of fac i l i t ies  capital employed
to be?

0 Very Inaccurate

~~ Inaccurate

0 Some Accurate
Some Inaccurate

0 Accurate
0 Very Accurate

15. Look at Exhibit A on page 23 of the policy.

This flow chart is necessary to understand the method
used to compute facilities capital employed factors.

O Strongly Disagree

0 Disagree
O Neutral/No Opinion
O Agree

O Strongly Agree

16. Look at Exhibit B on page 2I~. of the policy .

This flow chart is necessary to understand the difference
between Facilities Capital Cost of Money and Facilities
Capital Investment Risk.

O Strongly Disagree

O Disagree
O Neutral/N o Opinion

O Agree
O Strongly Agree
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On pages 26 thru 30 of the policy, the procedures for
completing the DD1860 and DD1861 are explained. The
purposes of these two forms are to:

a) Accumulate total facilities values at the
business unit level.

b) Compute facilities capital employed factors
allocated to overhead pools.

c) Compute the facilities capital cost of money for
a contract.

Refer  to these pages and answer questions 17, 18 and 19.

17. How clearly does the policy explain the method used
to accumulate the values of facilities capital employed?

0 Very Unclear
0 Unclear

O Can be understood with
some d i f f icu l ty

O Clear
O Very Clear

18. How clearly does the policy explain the method used
to compute facilities capital employed factors?

O Very Unclear

0 Unclear
O Can be understood with

some difficulty

O Clear
O Very Clear

19. How clearly does the policy explain the method used
to compute the facilities capital cost of money?

0 Very Unclear
0 Unclear
O Can be understood with

some difficulty

O Clear
O Very Clear
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III. Contractor Assumption of Investment Risk

20 . Recognition in computing a prof i t  ob jec t ive , of the
risk associated with facilities capital employed, is
intended to motivate the contractor to increase
productivity,  reduce costs through the use of modern
technology and equipment, and generate other effi-
ciencies in the performance of defense contracts.

How successful do you expect the new policy to be in
accomplishing the goal just stated?

0 Very Unsuccessful
0 Unsuccessful
0 Limited Success

0 Successful
0 Very Successful

21. The range applied to facilities capital in computing
the profit objective for investment risk is 6—9%.
How successful do you think this range will be in
accomplishing the goal of the policy?

• D Very Unsuccessful

0 Unsuccessful

O Limited Success

0 Successful
O Very Successful
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22 . A profi t  for investment risk is recognized in the
new profi t  policy. A value of 6-9% is assignable
as prof ~ t for the contractors ’ investment risk . The
new policy states that the contracting officer will
need to consider the following factors in assigning
the value of risk applicable as profit for investment :
Term of inve stment , s tabi l i ty  of the program, avail-
ability of fnnds.

Which of the following additional factors  would you
consider in choosing a value for the investment risk
applicable to facilities capital ?

O The age of the facilities.
O Relationship of the remaining write-off life of

the investment and the length of the programs
or contracts on which the facilities are employed.

0 Special purpose or general purpose facilities.
0 Undepreciated dollar value of the facilities.
O Other

23. Assign relative weights to the fac tors  that you would
consider in assigning a value f or investment risk,
When you add your weighting factors, they should add
to 10.

— 
Term of investment.

— 
Stabil i ty of the program .

— 
Avai labi l i ty  of funds.

— 
Age of fac i l i t ies .

— 
Special purpose or general purpose facilities.

— 
Relationship of remaining write—off life to
program length.

— 
Undepreciated dollar value of the facilities.
Other

Total= 10

21~.. When computing a pre—negotiation profit objective for
faci l i t ies  investment risk , either the historical
estimate or a projected estimate of a dollar value
of facilities capital employed will be used.

Will the method used to estimate facilities capital
influence your assignment of a profit factor for
facilities investment risk?

O Yes 0 No
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IV. Cost of Money

25. Classify your understanding as to why the proposed
policy includes facilities capital cost of money as
a reimbursable expense?

0 Compensate for interest expense .

O It is an imputed cost that should be reimbursed.
O It is a technique to give more profit while not

calling it profit.

O Other - Explain.
26. Facili t ies capital cost of money should be an allowable

cost.

0 Strongly Disagree

0 Disagree
O Neutral/No Opinion
~~ 

Agree

O Strongly Agree

27. Inclusion of fac i l i t ies  capital cost of money as an
allowable cost is intended to motivate the contractor
to increase productivity, reduce costs through the
use of modern technology and equipment, and generate
other efficiencies in the performance of defense
contracts.

This aspect of the policy will be successful in
accomplishing the goal just stated.

O Strongly Disagree

O Disagree
O Neutral/No Opinion
O Agree
~~ 

Strongly Agree
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28. Facilities capital cost of money is an allowable cost
that will be invoiced for progress payments. During
the first accounting year, the estimate of facilities
capital employed will be used for computing the interim
billing rate. The actual performance of the contractor
will be measured at the conclusion of the accounting
year and the fac i l i t i es  capital employed factors will
be updated to reflect actual performance. The interim
billing rate for  the next accounting year will then
be based on the actual factors.

How accurate do you expect the interim billing rates
for facilities capital cost of money to be?

0 Very Inaccurate

0 inaccurate

~~ Some Accurate
Some Inaccurate

0 Accurate
0 Very Accurate

29. The final contract settlement will adjust any over—
payments or underpayments that occured during interim
bil l ing as a resul t of the difference between estimated
and actual facilities capital factors. Actual facil-
ities capital factors will be used to compute the
final  set t lement.

Based on the procedure explained in the proposed
policy, how difficult will it be to compute the cost
of money for the final contract settlement?

O Very Easy

0 Easy
O Some Diff icul ty

O Difficul t

O Very Difficult

30. What problems do you anticipate when the cost of money
rate issued by the Secretary of Treasury changes.

31 . The policy states that the facilities capital cost of
money is to be excluded from the computation of the
profit objective for contractor effort. Oniy booked
costs are to be considered when computing a profit
objective for contractor effort.
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How clearly does the new policy explain the use of
cost of money in the target cost but not in the profit
object ive ?

O Very Unclear
0 Unclear
0 Can be understood withsome d i f f icul ty

O Clear
O Very Clear

32. The dollar amount of the profit objective applicable
to investment risk is set when computing the prene—
gotiation profit objective. A dollar amount is
calculated by multiplying the estimated facilities
capital employed by the value of the investment risk
assigned. This dollar amount does not change. The
dollar amount of the cost applicable to facilities
capital cost of money changes when actual facilities
capital factors are calculated at the completion
of the accounting year and at the completion of the
contract.

How clearly does the new policy explain this?

~~ 
Very Unclear

~~ 
Unclear

0 Can be understood wi th
some difficulty

O Clearly

0 Very Clearly
33. Facilities capital is uti l ized to determine the cost

of money allowable as an expense, and it is applied
to the profit objective as Investment risk.

What best explains your view of the amount of emphasis
placed on facilities capital in the new policy?

O Very Low

0 Low
0 About Right
0 Excessive
0 Very Excessive
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V. Productivity Reward

3t~.. Contractors are sometimes penalized in follow—on
contracts for productivity gains in the basic contract.
The productivity reward is intended to compensate the
contractor in follow—on contracts for increased pro-
ductivity in the basic contract.

How successful do you expect the productivity reward
will be in accomplishing the goal stated?

0 Very Unsuccessful

0 Unsuccessful
O Limited Success

0 Successful
O Very Successful

35. There are five criteria listed in the policy that
explain when the productivity reward is applicable.
Please reread these criteria (p. 33).

How clearly are these criteria explained in the new
policy?

0 Very Unclear

0 Unclear

D Can be understood with
some difficulty

O Clearly

O Very Clearly

36. There are many terms and expressions used to compute
the dollar amount, assignable as prof i t , of the
product ivi ty  reward. (See p. 3L~).

Which of the following list of terms and expressions,
if any, are difficult to understand?

O Quantity Adjustment Factor.

O Base Unit Cost.
Base Unit Cost ad jus ted  for  current quant i ty .

O Current Unit Cost.
O Base profit objective rate.
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VI. General Questions

37. Contractors have expressed concern that any new profi
policy changes will not be fully understood and/or
implemented at the operational level.

Based on your experience, do you believe that this
conoern is warranted?

0 Yes

There are many new concepts and procedures in the
profit policy. Do you think that special training is
necessary to understand and apply this new policy?
Answer 35 and 39.

38. Training for PCO ’s, Price Analysts, Negotiators .

~~ Yes

39. Training for ACO ’s, Auditors , Contractors.

0 Yes
QN0

1O . Assign a numerical value to each of the following
gerieral ~~~~~~~~~~~~~~~~~~~~~~~~~ best explains how
difficult it was for you to understand.

Very Some Very
Difficult Difficulty Easy

~~ Imputed Cost of Money

~~ Projected vs. historic
estimating techniques

~~ Investment Risk

~~ Productivity Reward

~~~~~~Other
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1~1 . Do you recommend special training in any specif ic
area of the policy?

L~~. What best explains your view of the amount of profit
that you expect defense contractors will receive under
the new policy?

O Very Low
O Low
O About Right
0 Excessive
0 Very Excessive

L3. A common statement made by contractors who have reviewed
the new policy i :

Why should I be concerned with a new profi t  policy and
how it will benefit me, when I know that the government
negotiator will give me the sam e profit percentage as
before no matter how you compute the profit objective.

Do you think the contractor has accurately portrayed
the DoD procurement community in making this statement?

O Yea
ONo

4~. Has the briefing by the Profit ‘76 team and your
early involvemen in reYiew~~g the pr~fit p~licy influenced your attitude toward the policy?

O Yes
ONo
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Appendix C

Letter of Invitation

• 
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DEPARTMENT OF THE AIR FORCE
HEADQUARTERS AERONAUT ICAL SYSTEMS DIVISION (AFSC) ‘

WRIGHT -PA TTERSON A IR FORCE BASE . OHIO 4$433

We at ASD have been on the leading edge of innovative procurement programs
over the past few years. Certainly high visibility programs such as the
F—1 5, B—i , F—1 6, ALCM & F— ill have not only caught the attention of the
public , but have taxed our procurement management skills. Unknown to many
are the hundreds of “little t’ p rogram s which frequently requ ire grea ter
talen t, but receive less attention than the larger funded major program.
Our abilities have not gone unnoticed. We are being given an opportunity
to conirient on a new profit policy which will affect the entire defense
coninunity, both contractors and military services alike.

Some of you may have heard of Profit ‘76. The project was initiated last
sumer and is chaired by Brig Gen J. W. Stansberry. He is chartered to

- examine the profi.t.ea.rne~ by .defense contractors on negotiàted procurements
and develop a new DOD profit policy to replace or complemeht th~~èxistingweighted guidelines method. Many hours of study, analysis and idea
searching have boiled down to a new draft policy upon which selected
members of the ASD procurement staff will be asked to provide their pro-
fessional opinion. You have been sel ected to participate in this group.

To ensure a good initial understanding of the new policy , an overall
briefing Is planned on 23 June at 1 330 hours , in the auditori um of Bldg.
640 (AFIT, School of Engineering). During this presentation the scope
0f the new policy will be explained by a member of General Stansberry ’s
staff. At the conclusion of this briefing, a copy of selected porti ons
of the policy will be provided and an appointment set up to interview
each attendee during which time their opinions on the proposed policy
will be secured. These Interviews will be conducted during the June/July
time period.

~.~rno4
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Your cooperation on this effort is extremely important. Not only will
you be abl e to eva l uate a new DOD pol icy befo re it is released for
general use, but you wi ll  be ab le to prov ide sugges tions to adjust the
policy from the point of view of a f ie ld  practitioner. If for some
reason you cannot participate in this effort please contact Mr. Jim
Schaeffer , ASD/PP at Ext. 53741 so a replacement can be secured. Any
questions on this subject should be directed to Mr. Schaeffer or the
local Profit ‘76 study member, Maj Thomas J. Mi chalowski , Ext. 72851.

Sincerely

R. C. HA STIER, JR.
Col onel , USA F
Deputy for Procurement & Production

/

2
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Appendix D

Cost Accounting Standards 
~~~~

e
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The BOard’s beginning research was in
both the area of Inflation impact and the
area of the ~~~ of capital as a cost ofcontract performance. On October 9,
1975, the Board publtshed a proposed
Cost Accounting Standard No. 413. on
Adjustment of Historical Depreciat ion
Costa for Inflation. Both that earlier pro-
posal and the one being published today
deal with the recognition , as a part of
contract cost, of imputed costs of capital
investment which have not been explicit-
ly treated under the generally accepted
accounting principles applicable to ex-
ternal financial reporting. The cost .s
dealt with under these two proposals.
furthermore, have not been considered In
determining contract costs under Gov-
ernment procurement regulations .

The Board , in Its October 9. 1975 . pro-
posal for Standard No. 413, pointed out
that It might be appropriate to “Include
recognition of the impact of inflation in
a provision for capital cost recognition ,”
but It indicated Its tentative choice to
proceed with the separate development of
two proposals .

The Board received over 90 comments
on the October 9, 1975 proposal. The
Board takes this opportunity to thank
the in dividual companies, Government
agencies, professional accounting asso-
clatlon,s, industry associations , public ac-
counting firms, universities , and others
who have provided helpful comments on
that publication.

Many of these conu,sents raised sub-
stantial questions about the specific de-
tails and form of proposed Standard
No. 413. Some comments questioned the
need for the Standard at au .  Commen-
tators urged the Board to combine that
topic with the topic of cost of money as
an Clement of the cost of facilities cap’-
tat. In the staff research work which pre-
ceded today ’s publication of the pro-
posal on cost of money, consideration was
gIverL to the tatethbe used. The Board]s
research found that a semiannual rate
established by the Secretary of the
Treasury under Public Law 92—4 1, re-

— quires that the current private comrner-
COST ACCOUNTING STANDARDS clal rates of interest for new loans ma-

turing in approximately five years, be
taken Into account. The impact of I U-

(4 CFR pa,t 414] tore inflation would be clearly reflec ted
COST OF MONEY AS AN ELEMENT OF THE in the rate so established.

COST OF FACILITIES CAPITA L The Board is persuaded that its cost
of money proposal relating to facilities

Proposed Standard capital should use a rate reasonably rep-
Notice Is hereby given that the Cost resenting t~e cost which can be Imputed

Acco~mUng Standards Board is consid’- to all contractors, except fo r considera-
srtng the promulga tion of a Standard tion of the differences among them as to
on Cost of Money as an Element of the specific risk and efficiency evaluations
Cost of Facilities Capital. The proposed which intluence the vari ous rates they
Standard is designed to implement fur- actually face.
ther the requiremen ts of SectIon 719 of The Board believes that the proposed
th. Defense Production Act of 1950, as Cost Accounting Standard being pub-
amended (50 U.S.C. App. 2168) . li.shed today will provide reasonable

Th. proposed. Standard, if adopted, recognition for the cost of a contractor’s
would be one of a series of Cost Account- Investment In facilities, by using the
thg 8tandards which the Board is pro- semiannual interest rate established
mulgating “to achieve uniformity and under Publlc Law 92-41, which also In-
oonslstency in the cost accoun ting prin - cludes a factor for the risk of inflation.
ciples followed by defense contractors The Board 1.s therefore withdrawin g its
end subcontractors under Federal con- proposed Standard No. 413 on Adj ust-
~ aots~ (See Section 719(g) of the De- ment of Historical Depreciation Costa
fins. Production Acts as amended.) for Infla tion.

1 71i.
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Since various proposals for account- money for facilities capital as an clemen t
tag for Inflation are under study by .~~~~~ of contract cost. Consistent applicatto~i
counting bodies , and those studies az’s of these criteria wilt improve cost mea,s-
Incomplete, the Board believes it shou~~ 

urement by providing for allocation of
proceed at this tim s to deal with the ~~ cost of contracto r investment to ne~o-
flatlon problem through a sing le S ta n d-  tiated contracts.
ard on the cost of facilitIes capital. The § 414.30 Defi niiio ,is .
Board will, however , continue to cbserve
efforts by other authoritative accounun; ~~ Business unit. Any segment of an
bodies to develop appropria te techniques organization, or an entire business orga-
to deal In a practical manner with the tdzatlon which Is not divided In to
Impact of inflation, segments.

The proposal being published today (b)  Faci lities cap ital. The net book
deals with Inves tments In Iacili ties. The value of tangible capital assets and those
Board recognizes that some contractors intangible capital assets that are subj ect
aLso have significant Investments in tO amortization.
working capifal. The Board’s stat! has, (C) General and Administrative
indeed, engaged in preliminary research (G&4) Expe nse. Any management.
related to techniques for measuring the ~~~~~~~~ and other expense which is
costs allocable to contracts because of incurred by or allocated to a business
such working capital investments . The uni t and which is for the general man-
Board will continue to study the issues agernent and administration of the busi-
related to the cost of these commitments ness unit u.s a whole. G&A expense does
of working capital with a view toward not include those management expenses
developing a possible Cost Accounting whose beneficial or causal relationship
Standard covering the cost of these to cost obj ectives can be more dlrectb’
investments, measured by a base other than a cost

The Board solicits comments on the Input base representing the total ac-
proposed Cost Accounting Standard on tivity of a business unit during a cost
the Cost of Money as an Element of the accounting I)eriod.
Cost of Facilities Capital. Interested ( d)  Intangible cap ita l asset. An asset
persons should submit written materials which has no physical substance, has
which w ill assist the Board in Its con- more than minimal value , and Is cx-
slderatlon of the proposal. Views and pected to be held by an enterprise for
data should be submitted to tile Cost continued use of possession beyond the
Accounting Standards Board . 44 1 (3 current accounting period.
Street. NW .. Washington, DC . 20548. Ce) Tangible capital asset. An asset

To be given consideration by the that has physical substance, more than
Board in lt.s determination relative ~O minimal value , and Is expected to be held
fi nal promulgation of the Cost Account - by an enterprise for continued use of
Ing Standard covered by this Notice, possession beyond the curren t accounting
written submissions must be made ~ 

period for the services IC yields.
arrive no later than April 19, 1976 . § 414,40 Fundamental reqlIircmPni.

NoTz : All written submi ssions made pun- (a) The cost of contractor ’s capital
suaat to this Notice will be mad e ava ilable Investment shall be measured and alto-
for pubUc inspection at the Board’s offic cated to contracts in accordan~e with theduring regular busthess boura. criteria set forth in this Standard .‘ ‘(b) ‘The ’cost of money rate tO be ‘used
PART 414—COST OF MONEY AS AN ELE. In thIs Standard shall be based on the
MENT OF THE COST OF FACILITIES interest ra te determined by the Secre-
CAPITAL tary of the Treasury pursuant to FL,

—
‘ 

92—41, 85 Stat. 97) computed in accord—
414.10 General appIlcabULt7. IflCt with the terms of this Standard.
414,20 Purpose, (C) The cost of money for facilities
414.30 Deflaitlons . capital shall be separately computed f or
414.40 Fundamental requ irement . each contract for each cost accountina
414.30 TechnIque for appUcation . peslod.
414.60 Illustrations.
414,70 zzempttons . I 414.50 Tenliniquce for .pplwut ion.
414.50 EffectIve dit te, (a) The investment base used in corn-

Ao’rieoarr’r . S.c. 119 of the Defense pro- puting the cost of money for facilities
duction Act of 1960 . Ia amended , PubUc Law capital shall be computed from account-
91-379, 50 U.S.C. App. 2166. lag data used for contract cost purposes.

The form and instructions stipulated In
• 414.10 General app licability. this Standard shall be used to make the

General applicability of this Cost Ac’- computation,
countin g Standard is established by (b) The cost of money rate for any
• 331.30 of the Board’s regulations on cost accounting period shall be the ari th-
applicability, exemptio n, and waiver of usetic mean of the interest rates specified
the requirement to Include the Cost Ac- .b, the Secreta ry of the Treasury pur-
counting Standards contract clause in ~uant to FL. 92-41 z85 Stat. 97) . Where
negotiated defense prime contracts and the cost of money must be determined
ubcontracta (4 CFR 331.30). on a prospective basis the cost of money

rate shall be based on the most recent
• 414,20 Purpose- available rate published by the Secre-
The purpose of this Cost Accounting 1517 of the Treasury ,

Standard Is to establish criteria covering (c) (1) A facilities capItal cost of
the explicit recognition of the cost of moner factor sh*~I be det~ ~mined for
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each overhead, O&A, or other indirect § 414.70 Esempilon.
cost pool (e.g., servIce center) which IS This Standard shall not apply to any
used to allocate Indirect costs to final prime contract or subcontract it u i  thecost objectives, date of award of such pr ime contract or(2) The facilities capital cost of money subcontract, or (i i )  the date of final
factor for an indirect cost pool shall be agreement on price as shown on a con-determined In accordance with Form tractor s signed certificate of current costCA8E-C~~~, and its Instructions which or pricing data , precedes the effective
are set forth In Appendix A. One form date of this Standard.will serve for all the IndIrec t cost pools The provisions of I 4 14.5O c) oL this
of a business Wilt. Standard and the requirement of 414.-(3) For each CAS-covered contrac t , the 40( c) to compute cost of money for fa-
applicable fac i1Ities-relat~d cost of money d u ties car ital shaU not apply where
for a given cost accounting period is the compensation for the use of tangible
su m of the products obtained by multi- capital assets Is based on use allowances
plying the amount of allocation base as provided by the provisions of Federal
units (such as direct labor hours , or do!- Management Circular 73—8 (Cost Frin-tars of total cost input) identified with ciples for Educational Institutions .the contract for the cost accounting ia” Federal Management Circular 74-4
riod by the facilities capital cost of (Principles for Dcterrnlning Costa Ap-
money factor for the corresponding ~~~“ pflcable to Grants and Contracts with
direct COSt ~~~~ State and Local Governments), or other
§ 414.60 Illustration., appropriate Federal procurement regu-

lations.The use of Form CASB—CMF and other
types of computations anticipated for § 414.80 Effec tIve date.
this Cost Accounting Standard are 11 The effective date of this Cost Account-
lustrated In Appendix B. tag Standard I.s [Reserved).

A,,~~err A

cwtt tries rs,:r.ot coil ~ ~~rt ncrrfts cp,jreT roe

Mdrni~WSI SS islo F*C~~ lTlii CAPIOM. ~~~~~ii. ~~~~~ )7k~~ t J~~Aud cp. 4~~~~h i  ~. i.~~z ~r ~ , ~~~~~ r—’riz’cr’r .,
c~

b!. tUi S tue ~ IO$,v t Io~ of IS~ t ~~e4y 05’ 5’ CIA C.,o~t~ r
mer ~~caar,w flhJWr •t ~ 

pu,u~,e~j s 5,4101,1. 5,o* tie coot AI Iu t , os  Co ,* 0’
__________ 

(si ll I •f 5.1.1. b,.Wd Telo. e~s~etl.j
Pt—lad P0, 01 l i  .~1 tPco,4,d _______________ ______ oi~TS oU C0l ’ i dOT~I ~r’~ Ir1y

— ~ Ir ~~~~ 5~~’1 _____ (~j sc~ t,~ 2 • 3 1 ~ 4 o~~~~~~ g. ,,,,,_ i ’  —
~~~~~ 

________________ _____I __________________ _____

— I P.410 t , , ba lo4  ——

— It to _________

_______________ 

I 
____ ____ ____ 

——-—
~ 
—

_____
I_ 

_  _  _  _  _ _  
1

A,,iwaa A cost of money rat. as computed In si~eurd-
snc. with I 4 14,50(b).

U*UTRDCT2O!SS V~~~ TOIlS C455’-CILY AccumuLdtlon and Direct Dutrabtitoo ’i of
Purpose. The purpose of this form Is to (a) Net Book Valtre (Col. 2 ) .  Recorded . teared

.ocwnuXatS ta t&l PacLlItles Capi tal net book Property , Coporate—The Net Book Value of
yeluss *liocated to each Business Unit for the FacilitIes Capital ltem~ in this colunar shall
contractor cost accounting period ~nd (b) represent the average balances outstan ding
convert those values to Facilities Capital cost during the cost accounting period . This ip-
of money fictors applicable to each overhe ad piles both to Ite ms that  ar. subject to pe-
ar O&A ezp.nse allocation base empioyed fiod ic depreciation or amort ization and also
within a businsas unit. Only thOse facilities to such Itenis as land that are not subjec t
csplt~1 Il.InJ used In the regular business ac. to per iodic wrt te-offs. Unless there Is a major
tivity of lb. business unit should be used for ductuatlon . it will be adequate to a.scertaits
lb. purpose of thi s computation . the net book vllue of these assets at the be.

B.aU. AU data pertain to the coat iccount- ginning and end of each col t accounting p..
big period for wh ich the contractor prepare s nod , and to compute an arithmet ic average
overhead and O&A eapense allocations. The of those two sets of figures . “Recorded” C
cost of money computatIons should be corn’ d ut i e s  ace the normal Facilities Capital Sterna

patlbl. with those allocation proced ures. owned by the contractor ~~~ carried oil the
Moe. ap.ctficaily, facilities capital values used books of the Business Unit . “L.sued Propirty ”
should be lb. same values that are used to is the cspitsl lzed velue of lessee for which
pasrat. depreciation or amortizatIon that con*trUctivs costs of ownership have been
ax. allowed foi Fedeeti Oo,ernnieeit contract al lowed in lieu of rental costs un4er 000cm -
costing purposes, meat procurement regulations. Corporate or

Appftcsbk Coit of Money asia (Col 1). group facilities are lb. Business Unit’s .110-
Inter hers the percent of the ave?sg. period ic oabI~ shar of corporate-owned and leased
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facilitie.. The net book value of geflersl pum.
pee. Items of FacIlIties Capital which are
held or controlled by the Home 0t~ice shall
be allocated to the Suslne~s Unit on a toils
Ocusletant with the Home Office expense at-
~~~~tion:

Distributed and Undlsf r ’ ib u ted .  All Cacti-
lb.. capital Items th st are Identified In the
Conti’actor’s records a t sOl ely applicable to
an orpn izatlonal uni t corresponding to a
Specific over head or 0&A expense pool . are
bated against the applicable Over head or
O&A expense pool , are listed against the ap-
plicable Overhead or 0&’A expense pool, and
ate classified as “DIstributed.” “Undistribu-
ted” is the remainder of the Buoln~~s Unit’s
facilities capital. The sum of “Distributed ”
and “U ndistributed” must also corresoond to
lb. amount shown on the “Tota l” line.

Allocation of D istr ibuted. List lxi the oar-
rttIv s column all the overhead knd 0&’A
expense pool, to which “Distr ibuted ” facili-
ties capital Items have bee rs alloca ’ed. Enter
the corresponding amount s In (Cot. 2 ) .  The
rum of all the amounts phown against sped .
do overh ead and G&A expense pools must
correspond to the amoun t shown on the
“Diabibuted” lIne.

Auocatlon of Uf ld is trthu f e d . (Cot 3) Bust-
uses Unit “tindlstributed” facilIt l~s are p,i~located to overhead and the 0&A expe nse
pools on any reasonable ba ls that Ipproxi.
mates lb. actual ab ’orptlo n of deprec ia-
tIon and the related costs of such facilities,
Th b*its of allocation of undt,tributed as-
set, in each Business Unit between . e.g.. en-
Iin.erlng overbetd pool and the manu-
lecturing overhead nool . should be related to
the manner in which the expen.es generated
by thee. sud s are absorbed in the two over-
heed rIte,, The choice of the ba’is for alloca-
tIon is up to the Contractor within the limits
stated above. ThQs, th. ba°is for allocation
Of undistnibuted assets assumes an an alysis
was mad. of overhead di ’rtr ibut lon . The net
book value of “service center ” facilIties capt-
tal items appropriately allocated should be
Included in this column. Th. sum of the
nt*re. in Column 3 is eoual to the entry

in lb. undlstrjbuted line , Column 2.
A Supporting w~rk-sh e.t of this allocation

should be ~~~~~~~~ if there is a multiplicity
~~~ ~~~~~~~~~~~~~~~~~~~~~~ or oih r.~~~ ar l~~~y-
madlat.” 00cC objective. Involved In th.
te*flOc&tlofl process.

As an alternative to the detai led aj ioca-
hon process outlined above , the undis-
Wibut.d assets may be allocated In total to
the O&A expense pool. Thus the resulting
vast of money related to these undtstributed
I ets wiLl be distributed to all dnal coat
objectives on the basis that Is useil to al-
locate the O&/i expen se to these final cost
objecti ves. This alternat Ive procedure may be
adopted only where the contracting parties
sgr.. that the results an. not likely to differ
materially from those which would be pro-
duced und er the procedure described in the
preceding two paragraphs.

Total Net Book Value. (Col 4( The ,um of
Columns 2 and 3. The total of thu column
should agree with the Busine~~ Unit’. Totsi
hown in Colum n 2.
Cost o/ Money f or  the Cost Acco ’.inting

PirCod. (Col 5) MultIpl y the amounts in
Column 4 by the percentage rate in Column
1.

Overhead or G&A Allocation Bass. (Cot
I) &saw her. th• total units of mea,ura
used to allocate overhead and O&A expense
pools (e.g. DL4. DLK. DM3, M-H, etc.) In-
citeds ‘IervI cs Centers” that make charg es
Is anal cost objectives. I d en tify each bass
tintt-ot-mes.ur., whi ch mus t he compa tible
with the b~s.e used for applying overhead In
th. Pedersl Oov.rnm.nI contract cost corn-
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Tb. total base unit of measu re used for 51- centers” with theIr own indirec t coa t pools:
location in this column refers to aU wora occupancy axid tech nIcal compu t er cente r
dons In an orgaruzational uni t associated T h e  coita £ccurnulated In the occupaflcy
with the indirec t cost pool and not Co Got’- pooi ar, allocated among mauutacturir .g
m oment work alone , overhead , engi neering over head , and th e

Fa cilities Capita l Coat of Money Factors, technical computer center on th, bails of
(Cot 7) The quotient s of cost of money for floor space occupied . The costs accumulated
lbs cost accounting period ( Cot 3~ separate ly Lxi the technical compute r center cost pool
divided by the corresponding overhead or are aUocated to users ott the basis of a CPU
O&A expense allocat ion bases (Col 6 ) .  Carry hourly rate. Some of these al locations are
each computation to five decimal places, made to engineer ing  or manu!actur lng over-
This factor represents the cost of money ap- head while others are allocated dir ect to fin.xi
plicabie to Facilities Capital allocated to cost objectives.
each unI t of meau sr e of the Overhead or At the bushne ~s unI t level, all the indirec t
O&A expenses allocation base, expense incurred is regard.-’ either as an

B engineering or m anufacturIng exoe n~e. Thus
Cbs so!. Ite m that enter , into the business

xx*xpi,z—asc coi,oLei’son unit O&A expense pool ix the allocatIo n re-
ceived by the A DivIsIon from the homeABC Corporation has a horn. once that once.controls three operat ing divisIons (Business Operating results for the A Divi sion areUnit. A. B & C).  The home once InclUdeS ~~ gIven In Table VU. Facilities capital itemsadministrativ, computer center whose COStS for the dlvi,ion are given in Table IX.ar~ allocated separately to the business unIts. The example is based on a single set ofTb. separate allocation conforms to the re- contrac t cost data given in Table VIII. How-qutrernenta specified In the Cost Account ifl~ ever , I t has beexi assumed that thIs could beStandard No, 403. Tables I throug h VI de .~,L either a cost reimbursement contract orwith home once expense aUocations to busi- fixed price contract when, some procressness units, payme nts are made. Since two methods haveThe A Division. falling within the scope of been made available for computing cos t ofa business uni t as defined by CA~ B. has two money on facUlties cap ita l Items two differ-overhead pools used for charging overhe ad ~~ exit results , as shown in Table XIII, becomedm51 cost obj eet ives~ the engineering and the possible.manufacturing overhead pools. In sdditton Throughout the example, where appropni -

to the two overhead pools, the indIrect COSt ate, cross references have been made to the
allocation proces, also us.. two “service text of the relevan t parts of the Standard ,

TABI.S L —NeS booè valu , of home offlcc facili t ies capita l
(In thcu autul

Dee, II, 1574 Dee. Cl . 171’S

AdministratIve eomp0ter caatee lisa
Other h ow. oSce .aets,.. 420

Totsl.,. ......_ _.,~~~~... 570

The depreciable assets in the above table generate allowable depreciation ax exp laine d
In Instructions for form CASB—CMF. Thus they should be included in the a.s.-et base (or
coat of money coniputat .ion. 

TAILS 11.—Horse o~~ e fac il~ iea cap~ al, annual average balances
‘(boos dal 

Admiulsiradve computer eesster faciUthe capitaL 
Other bows oSlo. tacllitlee capi tal Items — — — —

TotsI —“-

The above averages are ba.’ed on dnta in table I computed In accorthncc with the
cilterin in Instructions for form CA.SB—CMF.

$ 70,000+$ 30,000=S1,800,000-4- 2 ”'’$OOO,OOO

T*a LI 111 .—Horns office d.preciai son for 1975 

- 
.  

—-.—-—---. — .- —

TAPIr W.—Ailocaf loss of ABC horn, office expenses to divisions (business sa nta)

(I~ thowse~~

Afloestlon to t.w’tnes uni t.,
T~~~ aspacee — -_______

B C
5.Admin1~~adon camput.e oenur fsdUU.s capitaL. SI, 55) Usa nsa 

Othse bow. ones bciiiues espitsi Items .... 4, 2, 400 I , 55) 1, ~~~

Tsi.I — .. .. .._._ 2,l~~ l,XS

Tb. above alloeatlon I. carried out in accordance with standard 403.
The expense allocated to individual e” sineas units above iS then used as a basis (or

allocating depreciation to these saw. uni te in table V .
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Tins.i V.—De,reei.liasi ecs,ponsn* of ABC A.sne sific. erpittil

11* ~~~~~~~~~~~

Total A0essdi~~ is btoaow ,nits

—~~~~ A B C

A~~~ mmuon eomput waist lacthtles esØtsL,. $100 110 110 — 
Other bows eOo. lac~iUes capital itmms.,,._,... . 40 40 10 510

_______ 140 70 50 40

Tans.r YL—AZZocation of ?iorus office fac ilities cap ital to business unf ta

(a) Depreciation alloca tion in table V converted to percentages.
(Is p.osntl

‘l’eiai Afloostiec to btonow units

psass a C

AdmInistratIon romaputen center fadUtIes capItaL-, no so so ________ —
Oth bows stTuc, facilities o.pltsi Rows..... .,. 100 21 31

(b) Application o( percentages in (a) to average net book values in table II , in so-
eordance with criteria in instructions for form CASB-CMF.

(In thowsadsi

ADoondoc to badnow units
Total net

bcok ,aliw A B C

Admlnistratioc computer leSter ladlides capitaL,. nca ssio sno 
Other bows 051cc isdilUes capital Items 400 200 100 $100

Total..,. _~.. _,.. ..._ 400 400 ItO 100

TAPLZ VIL—Diviatoiv A 1976 operat ing results
/ Yr thonandal

Plied piles Gut Vito.
moot moos acamunt- bums wst Cecamu’doi

Input Slid tog standard- ICCOufltLn( and otb
gmnsral and eo.ei’ed osandard’ work

adesInisuetivi contracts ..vmr,d
wattscta 

PuriboasS parts.... — so,no $100 $100
Iubeoouao.ltsma . .  21.131 11,750 7,206 2.570

Total ,~ ___.. -_.., *130 11,110 2.310 4,105
Dtssot tabcr

S.Vn,eilng labor - 3.US 1,500 500
nn~ oeetIag evorhead (50 pet 40 direst mop.

oserl ng labor) l,~~ 1,200 no ,,... .. . 
Manu fact uring labor 1,000 i,xe no
Manufacturing overhead (200 pci 40 direct

wanufsetwlng labor) .. a,no 2,400 400
Other direct eher~cs:

T.OaUonh compu tsi 0.51st dIrect ebat~s—
2,210 bat $150/b..,. — Ill 170

Total coat Input is. is. iso 5,170 5,115
Gmosiai sad adsniuuistratlv, (LU pet 40 

— 1,560 no no 
... . 

- *000 20,05) i&010 1I.US

Ta ai.z VIII.—Coag data f or the contrn40

parts ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ -— no
Su bcontract Ite mS _ _

~ __  ._ .._ 000
Technical computer turn . se I st 3220/b 70
InØa.colng Isbot ——- ...---.-——-..-.-..-. .
Zegln.rilng overhead at so pet —--.—----—--.----..—--‘-Ma~sfactas1 n1 Labor — ... ,._ _ _ _ _ __ _ _ .. —- 1,210
MaatsI.ctutia5 .acb.ad at 200 pci...... ... . ._ _ .  _ __....... . 2. 420

Total moot Iflput .,..,,,... _.._ ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~

Omoowl sad sdmlaiateatlv. at LW pci. — -.—.—

Total cost 15501 sad s’esrsl sod ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ — 1. NI 
_,~~~~~~~~
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T.tsLr IX. —Ds~,ieiea A fac ilities cap ital . -

Average net book values are computed in accordance with instructions to form CASB—
CMF. Aver age figu rca onl y are given, the underl ying beginning and ending balances
for 1975 have not been reproduced.

(I~ thoussadsi

Name ol Indirect oust pool. the sasst Is sacotatad with—. Average net Annual
book value d pructs~lca

Engineering overhead 
Manufacturi ng overhead 5,100 sos
l’sihnksl computer d o u r 410 U
Occupancy 3 n o  no
PacIUtfas capital recorded by division A (See form CASB-CMT Instructions toe

description ol “reourried.”) 5,270
Allocated (rosS born. office , (able Vt — 

.
~~ 

Total division A .. 5, 720 —

TABLE X: AlZOcalion of undistri5uied facilities capital
(a) Reallocation of the occupancy pooi assets: Total occupancy poo l expe n~tus are

aesumed to be $1,000,000 of which $200,000 is depreciation per table IX .  .&Ilncation of
the $3,000,000 net book value of aa~tets per t.’tble IX is performed on the basij  of floor
apace utilization.

/

Oocupeacy Percent of
indirect cost pool ezpensa and total iour ksert

spar. utakied ~.LloccUoc

Msou~ eflir te~ 75 5,505,005
Engineering 31)~~5)
Technical computer to. con ito, coo

Total l,~~~ 00O 100 3,~~~ ous

(b) Reallocation of technical computer center tooet~ : Total technical computer centcr
expensen (or the year tre ltseumed to be $770,000 including $90,000 depreciation per
table IX and $~0,000 ch.~rgo from the occupancy pool per (a) above. A charging rate
of $250/h is computed asiuming a total of 3,080 chargeable central procrating unit
hours per annum. The net book value of a.-uscts amount ing  to $600,000 ($430,006 per
table IX , plus the $130,000 allocated per (a) above) is allocated on the baoi.s of estimated
utilization of the central processing uni t houzs.

TABLE X.—itf localion of undietr ilusted fac ilities cap ital-s~Continued

Ov

~

esd p ool or cost ob$ecUve ffo~~, ~~~ount Percent ~~sat 
tA~~~~~’• ~ — 

VIsed price eontracts—tabls VU Us $200, 003 76 11,10,000
Cost rdmbwUtnenl contracts—table VII 1,450 370.002 44 285. 405
Engineering overhead pooi 

— 
800 210,000 2$ 154,405

Total 3.050 770,040 100

(c) Summary of undUetributed facilities capital allocation: tTndlstributed (per in~
structions to form CASB-CMF asact.s per table IX) .

(in thoeaand.(

Technical computer dater —.— S,,.

—  - ---.- 

TuIsl ,._ .. -.‘- -...— _..._..___._ .__... _....._~. 3,400

Distribution per (a) or (b) above of balances to overhead pools that result in charges
direct to fina l cost objectives .

(in th.ussadll

Ovwbesd peel Cal (11 Total

Man~taottarlog — — — ~~ , 210  , ~~, no
Znilneerte10 — 

500 $124 754
Technical 000050151 teamS’ (dl,eot Clia gi pare only). — ..._ 44 444

‘SumoL.... — .,.. 2. 554 500 $401
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