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I. EXECUTIVE SUMMARY

A. BACKGROUND AND STUDY OBJECTIVES

On December 2, 1983, the Deputy Secretary of Defense
initiated a major study of defense contract pricing,
financing and profit policies, called the Defense Financial
and Investment Review (DFAIR). The purpose of the study was
to examine and evaluate Department of Defense (DOD) policies
to insure that they result in equitable, efficient, and
effective spending of public funds while maintaining the
viability of the defense industrial base.

B. STUDY-APPROACH

As a major step in accomplishing the stated study
objectives, DFAIR conducted a survey of the defense industry
to determine the effects of existing DOD policies. Defense
contractors were asked to provide-financial and operating
data for segments that engage in defense business for the
period 197% through 1983. Touche Ross 6 Co. administered the
survey and assisted in analyzing and interpreting the data
obtained from the survey. A key requirement of the data
collection effort was to insure the confidentiality of
contractors' data. Only summary data was provided to DOD.
Touche Ross did not release any information from which DOD
(or any other party) could identify a single contractor.

C. OVERVIEW OF DATA COLLECTION PROCESS

A data collection package was sent to contractors
selected to participate in the survey. The contractors'
completed schedules were forwarded to the contractors'
outside certified public accountants (CPAs) who reviewed the
data in relation to the definitions and instructions
contained in the survey instrument. After the CPA review,
completed schedules were forwarded to Touche Ross.
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D. OVERVIEW OF PARTICIPATING CONTRACTORS

The Defense Financial and Investment Review identified
126 contractors for inclusion in the DFAIR study. Awards to
these contractors during the 1980-1983 time period
represented 74% of the contracts which were not susceptible
to having their prices set by the market place. For example,
this woulL 'xclude oil and textiles. Data collection
packages were mailed to each of these contractors, requesting
that they participate in the survey. Exhibit I-1 identifies
the 76 defense contractors whose data were used in this
report. Awards to these 76 contractors represent 67.8% of
the 1983 DOD procurement budget referred to above for the
period 1980-1983. (Note: All exhibits are included at the
end of that section in which they are referred).

In 1975, the Deputy Secretary of Defense directed that a
study ("Profit '760) be performed on the relationship between
contractor capital investment and corresponding
productivity. In the "Profit '760 study, data were obtained
from 64 contractors. Of these 64 contractors, 50 also
participated in the DFAIR study. Exhibit 1-2 identifies the
"Profit 176" participants who are participating in the DFAIR
study. Further analyses and descriptions of the contractors
are provided in Appendix I to this report.

E. OVERVIEW OF DATA COLLECTION PACKAGE

A data collection package was designed to collect
defense contractor financial information. The package
provided detailed instructions and schedules for
participating contractors to provide information on their
operations for the nine year period ended in 1983. The
schedules requested the respondent to provide selected income
statement and balance sheet data for each of the nine years
(1975 through 1983).

Contractors were requested to report data for each
segment (not to exceed five segments) whose annual sales
satisfied either of the two parameters identified below:

1. Sales to DOD were equal to or greater than 25% of
total segment salesj or

2. Sales to DOD were at least $50 million.

A copy of the data collection package is provided in
Appendix VII under a separate cover.
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F. SUMRY- RESULT

Exhibits 1-3 through 1-9 show the comparative financial
performance of DFAIR survey participants for their reported
segments with the Quarterly Financial Report data for durable
goods for the period 1975 through 1983. The results of the
analysis generally indicate that the return on assets for
DF&IR participants has been improving relative to durable
goods manufacturers since about 1980. This is due in part to
the economic recession in the early 1980's which seems to
have had a greater impact on durable goods manufacturers than
it did on DFAIR participants. This and other analyses
performed are described in detail in Section VI of this
report.

1-3
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Exhibit I-1

DFAIR-PARTICIPANTS

1. AEL Industries, Inc. 39. ICI Americas, Inc.
2. AT&T 40. ITT Corp.
3. Aeronautical Radio, Inc. 41. Kaman Corp.
4. Allied Corp. 42. LTV Corp.
5. Arvin Industries 43. Lear Siegler, Inc.
6. Atlantic Research Corp. 44. Litton Industries, Inc.
7. Avco Corp. 45. Lockheed Corp.
8. BDM International, Inc. 46. Logicon, Inc.
9. Boeing Co., The 47. Martin Marietta Corp.

10. CACI 48. McDonnell Douglas Corp.
11. Cincinnati Electronics 49. Mine Safety Appliances Co.
12. Colt Industries, Inc. 50. Morrison Knudsen Co., Inc.
13. Computer Sciences Corp. 51. Morton Thiokol, Inc.
14. Control Data Corp. 52. Motorola, Inc.
15. E-Systems, Inc. 53. NI Industries
16. EG&G, Inc. 54. Norfolk Shipbuilding &

Drydock Co.
17. Eaton Corp. 55. North American Philips

Corp.
18. Edo Corp. 56. Northrop Corp.
19. Emerson Electric Co. 57. Pan American World

.- Services, Inc.
20. FMC Corp. 58. Penn Central Corp.
21. Fairchild Industries, Inc. 59. RCA Corp.
22, Figgie International, Inc. 60. Raytheon Co.
23. Flow General Corp. 61. Rockwell International
24. GTE Corp. 62. Sanders Associates, Inc.
2S. General Dynamics Corp. 63. Singer Co.
26. General Electric Co. 64. Sperry Corp.
27. General Motors Corp. 65. Sun Chemical Corp.
28. General Tire and Rubber Co., 66. Sverdrup Technology, Inc.

The
29. Goodyear Tire & Rubber Co. 67. TRW, Inc.

The
30. Gould, Inc. 68. Talley Industries, Inc.
31. Grumman Corp. 69. Tenneco, Inc.
32. Harris Corp. 70. Texas Instruments, Inc.
33. Harsco Corp. 71. Todd Shipyards Corp.
34. Hazeltine Corp. 72. United Industrial Corp.
35. Hercules, Inc. 73. United Technologies Corp.
36. Honeywell, Inc. 74. Watkins-Johnson Co.
37. Hughes Aircraft Co. 75. Westinghouse Electric Corp.
38. IBM Corp. 76. Williams International

Corp.
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Exhibit 1-2

PROFIT '76 PARTICIPANTS

ALSO PARTICIPATING IN
DFAIR

1 Aerojet General Corp. (A) 26 LTV Corp.
2 Atlantic Research Corp. 27 Lear Siegler, Inc.
3 Avco Corp. 28 Litton Industries, Inc.
4 Bendix Corp.(B) 29 Lockheed Corp.
5 Boeing Co., The 30 Magnavox Co. (F)
6 Bunker Ramo Corp.(C) 31 Martin Marietta Corp.
7 Chrysler Corp (H) 32 McDonnell Douglas Corp.
8 Colt Industries, Inc. 33 Menasco, Inc.(K)
9 Cutler-Hammer (D) 34 Morton Thiokol, Inc.

10 E-Systems, Inc. 35 Motorola, Inc.
11 ESL, Inc. (I) 36 Newport News Shpbld & Dry Dock
12 Emerson Electric Co. 37 Norfolk Shipbuilding & Drydock Co.
13 Fairchild Industries, Inc. 38 Northrop Corp.
14 GTE Sylvania 39 Rockwell International
15 General Dynamics Corp. 40 Sanders Associates, Inc.
16 Grumman Aerospace Corp. 41 Singer Co.
17 Harris Corp. 42 Sperry Corp.
18 Harsco Corp. 43 Summa Corp. (L)
19 Hoffman Electronics (E) 44 TRW, Inc.
20 Honeywell, Inc. 45 Talley Industries, Inc.
21 Hughes Aircraft Co. 46 Texas Instruments, Inc.

r. 22 IBM Corp. 47 United Technologies Corp.
23 ITEK Corporation (J) 48 Western Electric Co., Inc.(G)
24 ITT Corp. 49 Westinghouse Electric Corp.
25 Kaman Aerospace Corp. 50 Williams International Corp.

REPRESENTED BY NEW PARTICIPANTS
A Represented by General Tire and Rubber in DFAIR Study
B Represented by Allied Corp. in DFAIR Study
C Represented by Allied Corp. in DFAIR Study
D Represented by Eaton Corp. in DFAIR Study
E Represented by Gould Inc. in DFAIR Study
F Represented by North American Philips in DFAIR Study
G Represented by AT&T in DFAIR Study

REPRESENTED BY OLD PARTICIPANTS
H Represented by General Dynamics in DFAIR Study
I Represented by TRW in DFAIR Study
J Represented by Litton Industries in DFAIR Study
K Represented by Colt Industries in DFAIR Study

" L Represented by McDonnell Douglas in DFAIR Study

NOTE:
The fifty (50) Profit '76 participants that are represented in the
DFAIR study are represented by forty four (44) parent companies.

1-5
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II. SURVEY ADMINISTRATION

A. BACKGROUND AND STUDY OBJECTIVES

On December 2, 1983, the Deputy Secretary of Defense
initiated a major study of defense contract pricing,
financing and profit policies, called the Defense Financial
and Investment Review (DFAIR). The purpose of the study was
to examine and evaluate Department of Defense (DOD) policies
to insure that they result in equitable, efficient, and
effective spending of public funds while maintaining the
viability of the defense industrial base.

B. STUDY APPROACH

As a major step in accomplishing the stated study
objectives, DFAIR conducted a survey of the defense industry
to determine the effects of existing DOD policies. Defense
contractors were asked to provide financial and operating
data for segments that engage in defense business for the

*period 1975 through 1983. Touche Ross & Co. administered the
survey and assisted in analyzing and interpreting the data
obtained from the survey. A key requirement of the data

* collection effort is to insure the confidentiality of
* contractors' data. Only summary data was provided to DOD.

Touche Ross Will not release any information from which DOD
*(or any other party) could identify a single contractor.

C. OVERVIEW OF DATA COLLECTION PROCESS

A data collection package was sent to contractors
selected to participate in the survey. The contractors'
completed schedules were forwarded to the contractors'
outside certified public accountants (CPAs) who reviewed the
data in relation to the definitions and instructions
contained in the survey instrument. After the CPA review,
completed schedules were forwarded to Touche Ross. The key
project dates and milestones for the DFAIR Survey are
provided in Exhibit II-1. Appendix IV provides the results
of the interviews we conducted as part of this project.

'I-
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D. DATA COLLECTION PACKAGE DESIGJ

1. Deia~n Process

. Touche Ross assisted the DFAIR study group to
design the data collection package to be used to gather
financial data for the DFAIR study. The design of the
data collection package was based on:

a. Assessment of the major DOD procurement policy
issues and the data required to address these
issues;

b. Review of data available from "Profit '76"
including: data collection package, working
papers, interim reports and presentations, and
the final report;

c. Review of the analyses performed in "Profit"' 76";

d. Identification of additional analyses that
should be considered in order to address the
various study issues; and

. .. e. Analysis of the annual reports and Form 10-K
of 34 contractors proposed for the study; the

,* analyses focused on the magnitude and
materiality of selected asset and liability
items to decide on the inclusion or omission
of selected balance sheet items in the data
collection form.

2. lestina-of the Data-Collection PAckage

Different accounting and reporting practices exist
among defense contractors. To ensure that comparable
and consistent data were collected, the data collection
package was tested on seven defense contractors. The
purpose of the test was to identify areas where the
instructions or definitions needed clarification. The
test also provided information on what data are readily

*available and the respondent burden associated with
providing the requested data.

The characteristics of the survey population were
reviewed and used as the basis for selecting contractors
for the test. These characteristics included contractor
size, industry, number of segments, and complexity of
intra- and inter-segment activities. This gave
assurance that: (a) the contractors selected for the

*"'. test would have characteristics that closely resembled
the survey population and (b) the findings related to
the test would be generally applicable to the survey
population.

11-2



.Seven contractors participated in the test survey." Touche Rose and members of the DFAIR study group met

with each contractor and reviewed the data collection
package on a line-by-line basis. The contractors werealso requested to complete the data schedules to further

assist in identifying issues relating to the schedules.
Through these discussions the project team was able to
gain a better understanding of the contractors'
accounting systems and their ability to provide the
requested data. Suggestions for improving the package
were identified and incorporated into the package. The
end result of the design and test activities was a data
collection package designed to collect consistent and
accurate data from a diverse contractor population.

* E. 2ZTCOkLBCTJO PROCESS

1. Identification of Contractors

The parameters used by DFAIR to identify defense
contractors to participate in the survey included:

* a. "Profit '760 participants;

b. Parent and subsidiary companies;

c. Size of companies or DOD contracts;

d. Industry representation;

e. Coverage of DOD procurement budget; and

f. Representativeness of product line as compared
to the DOD procurement budget.

The following tasks were undertaken to identify and
target participants for the study:

a. Review contractors proposed for the DFAIR
study to ensure they were representative of
the current defense contractor base and the
goods and services being purchased;

b. Review of mergers and acquisitions for the
"Profit '76" participants;

c. Reconciliation of participants in the 'Profit
'76" study with contractors proposed for the

__. DFAIR survey.

11-3
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Subsequent to these activities, 126 defense contractorswere selected for survey participation. The 126

included all those contractors who participated in the
uProfit '76" survey. Exhibit 11-2 lists the 126
contractors selected for participation in the DFAIR
survey.

2. DatACollection-Package Mailing

Office of Management Budget approval for the data
collection package was obtained on September 28, 1984.
The data collection package was mailed to each of the
126 respondents on October 3, 1984 using next day
delivery service. Telephone calls were made to each of
the 126 respondents to ensure receipt of the package.

3. Smrvey~jo~kshoP

On October 11, 1984, Touche Ross and the DFAIR
study group sponsored a contractor workshop to provide a
forum for questions and survey related discussions.
Forty-three (43) contractors were represented at the
workshop. The following changes resulted from the
workshop:

a. Extension of reporting deadlines;

* b. Authorization to round reported values to the
nearest one hundred thousand rather than to the
nearest million; and

c. Addition of a general and administrative (G&A)
expense component to reported ending inventory.

4. Ongoing-Ass01stance to Contractors

Touche Ross provided daily support to contractors
as they compiled data for completing the data collection
schedules. The respondents' inquiries related to issues
of confidentiality, deadlines, and treatment of unique
accounting issues.

%
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II. SURVEY ADMINISTRATION EXHIBITS
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Exhibit II-1

PROJ3CT ICHEDULE

Jul., Aug. Data collection package tested

Aug. 22 - 24 Council of Defense and Space
Industry Association and Advisory
Group comments about data collection
package reviewed

Aug. 24 Data collection package finalized

Sept. 28 OMB approval obtained

Oct. 1 Data collection package mailed to defense
contractors

Nov. 22 Deadline for receipt of data from contractors
*reporting 1 segment

Dec. 1 Deadline for receipt of data from contractors
reporting 2-3 segments

Dec. 10 Deadline for receipt of data from contractors
reporting 4-5 segments

Jan. 15 Extended deadline*

Feb. 18 Interim report delivered

Mar. 15 Draft final report delivered

Apr. 24 Final report delivered

M*Due to the delays-in obtaining the data from contractors, DFAIR
extended the deadline to January 15, 1985.

11-5
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Exhibit 11-2

DFAIR SURVEY POPULATION

1. AEL Industries, Inc.
2. AT&T
3. Aeronautical Radio, Inc.
4. Allied Corp.
5. Atlantic Research Corp.
6. Arvin Industries
7. Avco Corp.
8. B.F. Goodrich Co., The
9. BDM International, Inc.

10. Boeing Co., The
11. Brunswick Corp.
12. Bucyrus-Erie Co.
13. Burroughs Corp.
14. CACI
15. CCI Corp.
16. California Microwave, Inc.
17. Chromalloy American Corp.
18. Cincinnati Electronics Corp.
19. City Investing
20. Colt Industries, Inc.

* 21. Computer Sciences Corp.
22. Congoleum Corp.
23. Conrac Corp.
24. Control Data Corp.
25. Cubic Corp.
26. Curtiss-Wright Corp.
27. Dynalectron Corp.
28. E-Systems, Inc.
29. E.I. DuPont de Nemours and Co., Inc.
30. EG&G, Inc.
31. Eastman Kodak Co.
32. Eaton Corp.
33. Edo Corp.
34. Electrospace Systems
35. Emerson Electric Co.
36. FMC Corp.
37. Fairchild Industries, Inc.
38. Figgie International, Inc.
39. Flow General Corp.
40. Ford Motor Co.
41. GTE Corp.
42. General Dynamics Corp.

* 43. General Electric Co.
44. General Motors Corp.
45. General Tire and Rubber Co., The

* 46. Goodyear Tire & Rubber Co., The
47. Gould, Inc.

, 7% 48. Grumman Corp.
49. HMW Industries
50. Harris Corp.
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Exhibit 11-2
(continued)

51. Harsco Corp.
52. Hazeltine Corp.
53. Hercules, Inc.
54. Honeywell, Inc.
55. Hughes Aircraft Co.
56. IBM Corp.
57. ICI Americas, Inc.
58. ITT Corp.
59. International Controls Corp.
60. Kaiser Aerospace and Electronics Co.
61. Kaman Corp.
62. Kentron International
63. LTV Corp.
65. Lear Siegler, Inc.
66. Litton Industries, Inc.
67. Lockheed Corp.
68. Loews Corp.
69. Logicon, Inc.
70. Loral Corp.
71. Management & Technical Services
72. Maremont Corp.
73. Martin Marietta Corp.
74. McDonnell Douglas Corp.
75. Mine Safety Appliances Co.
76. Morrison Knudsen Co., Inc.
77. Morton Thiokol, Inc.
78. Motorola, Inc.
79. NI Infdutries, Inc.
80. Norfolk Shipbuilding & Drydock Co.
81. North American Philips Corp.
82. Northrop Corp.
83. Ogden Corp.
84. Olin Corp.
85. Paccar, Inc.
86. Pan American World Services, Inc.
87. Parker Hannifin Corp.
88. Penn Central Corp.
89. Perkin-Elmer Corp.
90. Peterson Builders, Inc.
91. Planning Research Corp.
92. Pneumo Corp.
93. RCA Corp.
94. Raytheon Co.
95. Rockwell International
96. Rohr Industries, Inc.
97. Sanders Associates, Inc.
98. Schlumberger, Ltd.
99. Science Applications

100. Signal Companies, Inc., The
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Exhibit 11-2
(continued)d.

101. Singer Co.
102. Sparton Corp.
103. Sperry Corp.
104. Sun Chemical Corp.
105. Sundstrand Corp.
106. Sverdrup Technology, Inc.
107. TRW, Inc.
108. Talley Industries, Inc.
109. Teledyne, Inc.
110. Tenneco, Inc.
111. Texas Instruments, Inc.
112. Textron, Inc.
113. Todd Shipyards Corp.
114. Tracor, Inc.

- 115. Transamerica Corp.
116. Tyco Laboratories, Inc.
117. UMC Industries, Inc.
118. United Industrial Corp.
119. United Technologies Corp.
120. Varian Associates, Inc.
121. Watkins-Johnson Co.
122. Westinghouse Electirc Corp.
123. Whitehall Corp.
124. Whittaker Corp.
'.25. Williams International Corp.
126. Xerox Corp.

..
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r III. DATA CONFIDENTIALITY

Touche Ross implemented several procedures to ensure the
confidentiality of contractor data submitted for the survey.
These procedures are briefly described below.

A. ASIXGNMENT-FCONTRACTOR NTXFCATION NUMBER

1. Touche Ross assigned a unique four-character
identification number to each contractor in the survey
population. Three of the four characters were
preassigned for each contractor. The last character
identified each segment and was assigned sequentially by
the respondent when completing the survey. Contractors
were requested to mail in their identificaton form prior
to submission of the data. The instructions requested
that the data be mailed using only the unique identifier
and not the contractor's name.

2. Touche Ross maintained a master list of contractor names
and assigned identification numbers. Access to the
master list was restricted to authorized Touche Ross
personnel. The master list was destroyed at the
completion of the project.

B. BECEIPT_ OF QRMS A2D DATJ ENTRY

1. Contractors were instructed to send completed survey
forms to Touche Ross.

2. Upon receipt of completed forms, Touche Ross entered the
data and contractor identification numbers into a
computer database.

C. NALYSISO? JUBMITTMD DATA

1. As part of the data verification process, only Touche
Ross performed edit and reasonableness checks on all
data received. When required, only Touche Ross
contacted the contractor to gain an understanding of the
data and to resolve any questions.
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2. To maintain the confidentiality of contractors' data
only aggregate results were disclosed. Furthermore,
Touche Ross analyzed the aggregate data to ensure that
no single contractor segment data can be ascertained
from the aggregate product type. Only the product type
category which reflected the following characteristics
were disclosed on an aggregate basis:

a. At least four contractors were included within the
product type category; and

b. No single contractor represented 400 or more of
* total for the product type category.

Analyses of the data showed that product codes 4,5 and 6
did not meet the two conditions described above.
Consequently, the data for these product codes were
aggregated and reported as product code 5.

D. DATA STORAGE AND HANDLING

Raw data was stored in a locked, limited access storage
area maintained by Touche Ross. During the analysis period,

X7 the raw data was maintained in separate files by assigned
contractor identification number. Upon completion of the
analysis, the raw data was returned to the contractors. All
information that could be used to identify the participating
contractors were removed from the files at the completion of
the project.
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IV. QUALITY CONTROL PROCEDURES

A. CERTIF12EPULIC 0CC2UNTANT-REVIW

In order to achieve an acceptable level of assurance
that the submitted data are reflective of the contractors
financial operations, submissions had to be accompanied by a
report of the contractor's CPA. The CPA report stated that
based on the procedures they applied, they became aware of no
information that would cause them to believe that any
material adjustments were required to the information
submitted by the contractor. For those contractors included
in the analysis, the CPA reports received were without any
qualifications or exceptions.

The recommended review program for the contractor's
outside accountants and their review letter are provided in
Attachments III and IV, respectively, in the data collection
package in Appendix V.

* B. DAThEDITING AND VALIDATION

The data submitted for inclusion into the survey were
subjected to a series of manual and automated edit and review
procedures. Any inconsistencies and questions were resolved
with the contractor and the contractor's CPA before the data
were incorporated into the final database. Appendix II
provides the detailed procedures for both the manual and
automated edit and review processes performed by Touche Ross.

C. FOLLOW-UPPROCEDURES

To resolve questions that were identified during the
*edit process, Touche Ross contacted the contractor and the

contractor's CPAs to resolve all issues. Explanations and
*corrections were reviewed, and the appropriate adjustments

were made to the data. Corrections and explanations were
documented and verified with the contractor and CPA.

IV-1
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V. DATA BASE DESCRIPTION

A. CONTRACTORS

The contractors were chosen by DFAIR from a list
generated from a Department of Defense data base. The data
base consists of information from Form DD350, which is
generated by Contracting Officers for all DOD contracts over
$2%,000. The survey population was drawn from this source
with the following criteria:

1. Negotiated contracts only;

2. Awards to large profit oriented firms;

3. No catalogue or market priced items; and

4. Awards over $100,000.

From this list, 126 contractors were selected by
DFAIR. This "population" of contractors was then analyzed
for two characteristics:

1. Procurement action dollars relative to DOD
procurement to insure adequate overall coverage; and

2. Procurement program mix relative to DOD programs to
insure coverage of all the programs relevant to
this study.

A discussion of data coverage follows. Detailed analyses and
graphic presentations are included in Appendix I.

Total Survey Population. The survey population of 126
contractors and subsidiaries was matched by commodity, for
each of the last four years of the survey (1980 - 1983) and
in total, to the DOD negotiated contract actions for the four
years. Appendix I provides a year-by-year comparison of the
126 contractors to the total prime contracts awards. Exhibit
V-1 shows a survey population coverage in excess of 71% for
each year. The survey population represented 76% of 1983
contracts which were not susceptible to having their prices
set by the market place and an average coverage of 74% for
the period 1980-1983 in the commodities being surveyed. This
coverage is divided between "Profit '76" participants and new
participants as shown on Exhibit V-2.
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The survey population of 126 contractors accounted for a
S P. major part of the DOD contract actions and these contractors

- were also representative of the major commodities that DOD
procures through negotiated contracts. Exhibit V-3 shows
that the survey population accounted for a major portion of
the commodities of interest to DFAIR during the four year
period 1980 through 1983.

DFAIR Partictiants. Data from 76 companies of the 126
in the survey population were used in the analyses*. Exhibit
V-4 lists the 76 participants whose data were used in the
analysis. In 1983p these 76 contractors reported on a total
of 194 segments. Exhibit V-5 shows that these 76 contractors
represent 920 of the contract dollars awarded to the survey
population during the four year period 1980 through 1983.

In the "Profit '76" study, data were obtained from 64
contractors. Of these 64 contactors, 50 also participated in
the DFAIR study. Exhibit V-6 identifies the "Profit '760
participants who participated in the DFAIR study.

The survey participants also represent a major
proportion of the total DOD negotiated contract actions
during the same period. Exhibits V-7 and V-8 show that the
76 DFAIR participants represented about 68% of the total.
The 76 respondents are also representative of the major
commodities purchased by DOD during the period. Exhibit V-9
also shows that respondents who had also participated in the
"Profit '760 study account for approximately 49t of DOD
procurement.

B. COMPARXSON-DATA

One of the considerations for this study was to assess
the relative performance of defense business with commercial
business. The primary data source for this comparison was
the U.S. Department of Commerce, Bureau of the Census,
Quarterly Financial Report for Manufacturing, Mining, and
Trade Corporations. This is the same source that was used in
"Profit '76". A detailed description of this data is in
Appendix IV.

Data were submitted by 80 contractors of which four responses

were not usable for the following reasons:

0 Absence of CPA review (three responses)

0 Failure to separately identify DOD data (one response).
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Exhibit V-2

COVERAGE OF DFAIR SURVEY POPULATION
($ MILLION)

1980-1983 Percent of
Contract DOD

Number Awards Contracts**

"Profit '76" Contractors 56* $165,759 58%

q

Additional Contractors 70 45,167 16%

Total 126 $210,926 74%

Source: Directorate For Information Operations and Reports (DIOR)

* * Of the 64 contractors who participated in "Profit '76", 62 were
'* selected to participate in the DFAIR study. Due to mergers and

acquisitions since 1974 the 62 contractors are now accounted for by
56 contractors.

** Total DOD contracts which were not susceptible to having their
prices set by the market place during 1980-1983 equals $285 billion.
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Exhibit V-4

DFAIR-PART CIPANTS

S. AEL Industries, Inc. 39. ICI Americas, Inc.
T. AT&T 40. ITT Corp.
3. Aeronautical Radio, Inc. 41. Kaman Corp.

* 4. Allied Corp. 42. LTV Corp.
S. Arvin Industries 43. Lear Siegler# Inc.
6. Atlantic Research Corp. 44. Litton Industries, Inc.
7. Avco Corp. 45. Lockheed Corp.
8. BDM International, Inc. 46. Logicon, Inc.
9. Boeing Co., The 47. Martin Marietta Corp.
10. CACI 48. McDonnell Douglas Corp.
11. Cincinnati Electronics 49. Mine Safety Appliances Co.
12. Colt Industries, Inc. 50. Morrison Knudsen Co., Inc.
13. Computer Sciences Corp. 51. Morton Thiokol, Inc.
14. Control Data Corp. 52. Motorola, Inc.
15. E-Systems, Inc. 53. NI Industries
16. EG&G, Inc. 54. Norfolk Shipbuilding &

Drydock Co.
17. Eaton Corp. 55. North American Philips

Corp.
18. Edo Corp. 56. Northrop Corp.
19. Emerson Electric Co. 57. Pan American World

Services, Inc.
20. FMC Corp. 58. Penn Central Corp.
21. Fairchild Industries, Inc. 59. RCA Corp.
22. Figgie International, Inc. 60. Raytheon Co.
23. Flow General Corp. 61. Rockwell International
24. GTE Corp. 62. Sanders Associates, Inc.
2%. General Dynamics Corp. 63. Singer Co.
26. General Electric Co. 64. Sperry Corp.
27. General Motors Corp. 65. Sun Chemical Corp.
28. General Tire and Rubber Co., 66. Sverdrup Technology, Inc.

The
29. Goodyear Tire & Rubber Co. 67. TRW, Inc.

The
30. Gould, Inc. 68. Talley Industries, Inc.
31. Grumman Corp. 69. Tenneco, Inc.

" 32. Harris Corp. 70. Texas Instruments, Inc.
33. Harsco Corp. 71. Todd Shipyards Corp.

* 34. Hazeltine Corp. 72. United Industrial Corp.
35. Hercules, Inc. 73. United Technologies Corp.
36. Honeywell, Inc. 74. Watkins-Johnson Co.
37. Hughes Aircraft Co. 75. Westinghouse Electric Corp.
38. IBM Corp. 76. Williams International

Corp.
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Exhibit V-5

* COVERAGE OF DFAIR PARTICIPANTS TO SURVEY POPULATION
($ MILLIONS)

Contract Percent of Contract
Dollars Dollars Responding

Number Xwarded _-.to_ Survey..

Survey Participants 76 $193,219 92%

Survey Population 126 $210,926

Source: Directorate for Information Operations and Reports (DIOR)
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Txhibit V-6

PROFIT '76 PARH]CIPANTS
ALSO PARTICIPATING IN

DFAIR

I Aerojet General Corp. (A) 26 LTV Corp.
2 Atlantic Research Corp. 27 Lear Siegler, Inc.
3 Avco Corp. 28 Litton Industries, Inc.
4 Bendix Corp.(B) 29 Lockheed Corp.
5 Boeing Co., The 30 Magnavox Co. (F)
6 Bunker Ramo Corp.(C) 31 Martin Marietta Corp.
7 Chrysler Corp (H) 32 McDonnell Douglas Corp.
8 Colt industries, inc. 33 Menasco, Inc.(K)
9 Cutler-Hammer (D) 34 Morton Thiokol, Inc.

10 E-Systems, Inc. 35 Motorola, Inc.
11 ESL, Inc. (I) 36 Newport News Shpbld & Dry Dock
12 Emerson Electric Co. 37 Norfolk Shipbuilding & Drydock Co.
13 Fairchild Industries, Inc. 38 Northrop Corp.
14 GTE Sylvania 39 Rockwell International
15 General Dynamics Corp. 40 Sanders Associates, Inc.
16 Grumman Aerospace Corp. 41 Singer Co.
17 Harris Corp. 42 Sperry Corp.
18 Harsco Corp. 43 Summa Corp. (L)
19 Hoffman Electronics (E) 44 TRW, Inc.
20 Honeywell, Inc. 45 Talley Industries, Inc.
21 Hughes Aircraft Co. 46 Texas Instruments, Inc.
22 IBM Corp. 47 United Technologies Corp.
23 ITEK Corporation (J) 48 Western Electric Co., Inc.(G)
24 ITT Corp. 49 Westinghouse Electric Corp.
25 Kaman Aerospace Corp. 50 Williams International Corp.

REPRESENTED BY NEW PARTICIPANTS
A Represented by General Tire and Rubber in DFAIR Study
B Represented by Allied Corp. in DFAIR Study
C Represented by Allied Corp. in DFAIR Study
D Represented by Eaton Corp. in DFAIR Study
E Represented by Gould Inc. in DFAIR Study
F Represented by North American Philips in DFAIR Study
G Represented by AT&T in DFAIR Study

REPRESENTED BY OLD PARTICIPANTS
H Represented by General Dynamics in DFAIR Study
I Represented by TRW in DFAIR Study

J Represented by Litton Industries in DFAIR Study
K Represented by Colt Industries in DFAIR Study
L Represented by McDonnell Douglas in DFAIR Study

NOTE:
The fifty (50) Profit '76 participants that are represented in the
DFAIR study are represented by forty four (44) parent companies.
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Exhibit V-7

COVERAGE OF DFAIR PARTICIPANTS TO DOD
($ MILLION)

1980-1983 Percent of

Contract DOD
Number &lards- Contract

*Profit 176" Contractors 44 $138,557 490

Additional Contractors 322 19%

Total 111&219

* ** Source: Directorate for Information Operations and Reports (DIOR)
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VI. SURVEY ANALYSES

This section provides results of analyses performed using the
DFAIR survey data. The objectives of the analyses were to obtain
information to address two major areas:

1. How does the financial performance of the defense
business compare to the financial performance of the

*commercial business?

2. What impact did DOD procurement policies have on defense
contractors?

Given the diversity of the reporting contractors and the
complexity of the issues to be addressed, there is no single ratio
or analysis that defines financial performance of the companies.
We performed a series of analyses that provided a range of results
which generally describes the financial performance of the DFAIR

* participants.

The analyses we performed were selected based on DFAIR survey
data and on the following considerations:

1. Provide information required to address the major
questions relating to DOD policies as stated above.

2. Provide results that could be compared to external
databases. The two external data sources used for
comparative analysis were:

a. Quarterly Financial Reports, Bureau of the Census
b. Annual Survey of Manufacturers, Bureau of the Census

The external data to which the DFAIR results are compared
have been adjusted to eliminate the Primary Metals, Stone, Clay,

- and Glass Products, and Other SIC Codes. These categories
*represent industries for which no comparable DFAIR Product Type

could be identified.

The analyses performed on an aggregate basis excluded the
*segments who reported "services" as the primary product produced

at the segment. This makes the aggregrate DFAIR data more
comparable to the Bureau of Census data which does not include
services.

The analyses performed on the DFAIR data used either the DOD
or total segment related data. The data on other U.S. Government
and Commercial business within the segment was collected solely
for the purpose of reconciliation in with the companies' books and
records.

" The major changes in DOD policies which could have affected
contractor's financial performance are described on the following
pages:
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* A. CALALh

CAS 414 was published in June, 1976 and became effective
on October l 1976. CAS 414 allowed contractors to claim, as
a cost, imputed interest on facilities capital. The imputed
interest rate is intended to be the equivalent to a five year
bond rate for the lowest risk commercial company.

Pur1ose ofPolicy/Change

CAS 414 was implemented to provide explicit recognition
of the cost of facilities capital and to eliminate
disincentives in costing policies which may have hampered
investment in facilities. The objective was that, as
contractors invest more in defense assets, labor costs would
decrease and ultimately result in lower costs for DOD
procurements.

rxecCed he anlt- 9f Chang

Expected results from CAS 414 would be increases in
investment in fixed assets by DOD contractors beginning in
1977.

B. WIigNTsED GUIDELWes

Overview-

Weighted guidelines were implemented to allow a
reasonable profit on various elements of a DOD contract. The
elements recognize risk and the skills and resources required
to perform the contract.

Purose-of Chanqe

Weighted guidelines were revised when CAS 414 was
issued. The changes was not intended to have an impact on
overall DOD contractor profitability, but to redistribute the
profit components to increase the incentive for contractors
to invest in fixed assets. The weighted guidelines were
changed again in 1980 as a result of there being no
noticeable increase in contractor investment in facilities
capital. This change increased the weights for contractor
investment in facilities capital to 16-20% in manufacturing
and deleted the weights in R&D and Service contracts.

VI-2
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ExpeelResults of Changes

Expected results would be increases in DOD contractors
investments in fixed assets starting about 1980.

C. PROGRESS PAYMZNTS

Overview
Progress payments are made to defense contractors during

the course of a contract. Progress payments are used as a
way to finance contractors investment in inventory and
unbilled receivables through completion of the project.

Purpose-of Cbanges

Progress payments have been changed several times since
the early 1970's. In the mid 1970s, progress payments were
about 80% for large contractors and 85% for small
contractors. Two major changes took place in recent years.
In March of 1981 progress payments were increased by S and
in September of 1981 progress payments were increased by
another it. In 1981, the frequency of progress billings was
reduced from twice a month to once a month. Now, progress
payments are 90% for large and 95% for small contractors.
The changes were made primarily to account for the higher
interest rates during the period.

Expected Repglts of Chapges

These changes were expected to result in an increase in
outstanding progress payment balances and a corresponding
reduction in net current assets. Therefore, there would be
some increase in the return on assets ratio.

D. COMPARISON OF DEFEN§B CONTiRCTORS.' FINANCIAL PERFORMANCE TO

COMMERCIALBUSINEfS

The following analyses were performed:

1. Comparison to Durable Goods Manufacturers:

a. Return on Investment

(1) Operating Profit to Total Assets

(2) Operating Profits to Total Assets Not Reduced
by Progress Payments

(3) Operating Profits to Total Assets Reduced by
Progress Payments

VI-3
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b. Profit Margins

(1) Operating Profits to Sales

(2) Operating Profit Less CAS 414 to Sales

2. Comparison to Manufacturing Industries:

a. Sales per Employee

b. Gross Fixed Assets per Employee

c. Value Added to Sales

E. IMPACT_ 0FDOD POLICIES ON CONTRACTORS' FINANCIAL PERFORMANCE

The following analyses were performed:

a. Operating Profits to Sales

b. Gross Assets to Capital Expenditures

c. Capital Acquisitions to Profit

d. Capital Acquisitions to Profit plus Depreciation

The ratios listed above are described in more detail in
following analyses and exhibits.

-0

5%

~VI-4

r fV~.~*V V V ~ ~ A ~ ~ * % a V



RETURN ON ASSETS

For ratios to be meaningful they should be compared to some
benchmark. For the purposes of this analysis, the Quarterly
Financial Report (QFR) data for durable manufacturing industries
were used as the commercial business benchmark. A review of the
QFR data shows that the firms in this database represent a wide
range of industries and lines of business. Similarly, the 76
contractors in the DFAIR survey represent many industries
including aircraft, shipbuilding, electronics, and missiles.

Given the diverse nature of the industries represented,
profit to sales and asset turnover ratios, individually, are not
significant. In a competitive marketplace, firms are not free to
choose their profit margins or asset intensity. These ratios are
a function of the nature of the industry in which these firms
operate. The firms will experience profit margins and asset
turnover performance that are consistent with the characteristic
and nature of their industry and line of business.

The ratio which tends to adjust for differences inherent
between industries is return on assets. Profit and turnover
ratios interact to determine the profitability of assets which
could be used for comparison purposes across industries. The

... linkage of these ratios is illustrated below.

Return x Sales Return
Sales Assets Assets

A significant difference between defense contractors and
commercial business is the level of progress payments. In 1983,
progress payments represented 58.6% of the DFAIR participants
assets and only 6.0% of the durable goods manufacturers'
comparable assets.

The existence of progress payments complicates the ability to
perform comparative financial analyses that rely on assets. The
method in which progress payments are treated significantly
affects the results of the analyses. The range of possible values
for the return on assets calculation is where progress payments
are either included or excluded from the asset base.

Return on Assets for both DFAIR and durable goods
manufacturers were calculated two ways:

A. Assets are not reduced by progress payments; and

B. Assets = reduced by progress payments.

Each ratio and its results are presented separately. Comparisons
.. of the respective values to the durable goods results are provided

4 to highlight the impact that progress payments have within the
defense industry.
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A. OPERATING PROFIT TO TOTAL ASSETS

ASSETS NOT REDUCED BY PROGRESS PAYMENTS

* ~ OBJECTIV

The comparison of operating profit to total assets is
utilized to determine the productivity of assets employed in
providing goods and services. The result is an indication of the
efficiency and effectiveness of the assets em loyed. The
calculation of the return on asset ratio for got the composite
DFAIR participants and the durable goods data allows for objective
comparisons of the respective asset utilization and efficiency.

In calculating the return on assets, it is desirable to
measure the productivity of assets disregarding the capital
structure, that is, financing methods employed. The theory is
that assets are financed by stockholders, creditors and, in the
case of government contracts, by the customer. Therefore, the
ratio would measure the productivity of assets in providing
returns to all classes of financing. As a result, the denominator
of the return on assets ratio in this analysis was not been
reduced by the amount of progress payments received.

Our analysis is focused on the utilization of assets in the
production process therefore, operating profit has been chosen as
the numerator of the ratio. The use of the operating profit
excludes income and expense that may result from sources not
generally related to operations.

" &NALYSISPERFORMED

To achieve the stated objective, the ratio was calculated
*. using data for both durable goods and composite DFAIR participants

for each of the nine years encompassed by the survey. The Durable
Goods data are an annual average of values reported by the
Department of Commerce in its Quarterly Financial Reports (QFR)

*publications. The DFAIR data are calculated using the appropriate
data collection schedule data elements. Exhibit VI-l provides the

: specific definitions used to calculate return on assets for the
* purposes of this analysis.

ANALYSIS-RESULTS

The return on total assets for each of the nine years as well
as a nine year average for both the durable goods and DFAIR data
are provided in Exhibits VI-2 and VI-2a. These results indicate
that on average, for the nine year period, durable goods
manufacturers had a higher return on assets than DFAIR
participants. The nine year average return on assets for durable
goods was 12.4% compared to 10.0% for DFAIR. Starting in 1982,

VI-6



the return on assets for DFAIR participants began to improve
relative to durable goods. In 1982 and 1983 DF&IR participants
realized a higher return on assets than durable goods
manufacturers.

The decrease in return on assets for DFAIR in 1978 is due
primarily to large losses incurred by the shipbuilding segment.
Exhibits VI-3 and VI-3a shows that when shipbuilding data are
excluded from the return on assets calculation for DFAIR, the
resulting return on assets for DFAIR closely tracks the durable
goods data for the period 197% through 1980.

Since the return on assets ratio is a function of the return
on sales ratio multiplied by the asset turnover ratio, examination
of these ratio values is required to understand changes in the
return on assets values. Values for these ratios are provided in
Exhibit VI-4.

The improvement in return on assets for DFAIR participants
relative to durable goods, over the last several years is due to
several factors.

1. DFAIR participants began to realize improving profit
margins while maintaining a relatively constant asset
turnover rate. Operating income to sales ratio
increased to 8.70 in 1983 from lower values in the
preceding years. During this same period, the asset
turnover remained relatively constant at 1.4. The
combination of higher profit margins and constant asset
turnover resulted in increasing return on assets since
1978.

2. While the financial performance of DFAIR participants
has been improving since 1978, the durable goods
manufacturers did not fare as well. Operating profit on
sales declined to 5.6% in 1983 from a high of 9.0% in
1977. During the same time, the asset turnover had
declined to 1.71 in 1983 from a high of 1.97 in 1977.

3. It appears that the declining financial performance for
durable goods manufacturers is related to the economic

* business cycle. Exhibit VI-5 shows that the return on
assets for durable goods consistently tracks the real

"3 growth rate in GNP.
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B. OPERATING PROFIT TO TOTAL ASSETS

ASSETS REDUCED BY PROGRESS PAYNENTS

OBJECTIVE

The calculation of an asset return ratio where assets are
reduced by progress payments identifies the return on those assets
in which the contractors have an ownership interest. Since
progress payments effectively transfer title from the contractor
o the government, total assets (e.g., inventory and accounts

receivable) are reduced by the total progress payment amount. The
objective of this analysis was to examine the effects progress
payments have on the profitability of defense contractors.

* ANALYSIS PERFORMED

The ratio was calculated, for each of the nine years
encompassed by the survey using data for durable goods and DFAIR
survey data. The durable goods data reflects an annual average of
values reported by the Department of Commerce in its Quarterly
Financial Reports (QFR) publications. The aggregate DFAIR data
are calculated using the appropriate survey data elements.
Exhibit VI-6 provides the definitions used to calculate return on
assets for the purposes of this analysis.

ANALYSIS RESULTS
J1The return on assets net of progress payments for each of the

nine years as well as the nine year average for both the durable
goods and DFAIR firms are provided in Exhibit VI-7 and VI-7a.
With the exception of 1978, return on assets for the DFAIR
participants exceed those for the durable goods manufacturers.
The defense nine year average is almost double that for the
durable goods.

The reasons that progress payments, when subtracted from
assets, have such a significant impact on return on assets for
DFAIR participants ares

1. Progress payments are a significant component of the
asset structure for DFAIR participants relative to the
durable goods manufucatures. Exhibit VI-8 shows that
for the nine year average, progress payment represented
55.9% of total assets for DFAIR participants. For
durable goods manufacuturers, progress payments
represented than 3.7% of their assets for the nine year
average.

2. Subtracting the progress payments from the assets
. increases the asset turnover ratio for DFAIR

particpants. The nine year average asset turnover

VI-15
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increases to 3.18 from 1.41 for the nine year average
when assets are reduced by progress payments (See
Exhibit VI-9). Since progress payments are not
significant relative to the total assets for durable
goods manufacturers, the average asset turnover for
durable goods manufacturers increases only to 1.84 from
1.77 when assets are reduced by progress payments.

3. The return on asset values are materially affected by
the extent that progress payments represent as a
percentage of total assets. For DFAIR participants,
subtracting progress payments increases the nine year
return on asset to 22.6% from 10.0%. The nine year
average return for durable goods manufacturers increases
less than 1% to 12.9%.
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OPERATING PROFITS TO SALES

*OBJECTIVE

To measure return on sales, we used operating profits as the
numerator. By using operating profits, income or expenses from
sources other than those associated with operations have been
excluded.

ANALYSIS PERFORMED

To achieve the stated objective the ratio was calculated
using data for both durable goods for each of the nine years
encompassed by the DFAIR survey. The durable goods data are an
annual average of values reported by the Department of Commerce in
its Quarterly Financial Reports (QFR) publications. The DFAIR
data are aggregated from the data collection schedules. The
DFAIR ratios were calculated for the DOD business using the
following DFAIR survey data elements:

* OPERATING PROFITS - Sales (line 01) - Total
Operating Costs (line 05)

Total Unallowable Costs (line
16)

+ Interest (line 12)

0 SALES - Sales (line 01)

ANALYSIS RESULTS

The operating profits on sales for each of the nine years as
well as the nine year average for both durable goods manufacturer
and DFAIR participants data are provided in Exhibits VI-10 and
VI-10a.

For the period 1975 through 1979 durable goods manufacturers
realized higher operating profits to sales than the DFAIR
participants. This trend reversed in 1980, and the DFAIR
participants began to show higher operating profits to sales than
durable goods manufacturers. For the nine year period ending

* 1983, the average return on sales for both the DFAIR particpants
* and the durable goods manufacturers are not significantly

different. The DFAIR participants showed a 7.10 return on sales
versus 7.0 for durable goods.

To ascertain the reasons that might account for changes in
profit margins for DFAIR participants as compared to the durable
goods data, we examined profitability by contract type.

d
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Exhibit VI-11 shows that during 1981 to 1983, allowable
profits under cost type contracts have not changed. Allowable
profits under fixed price type contracts have increased during
this same period. Prime fixed price contracts earned 11.8% return
on sales in 1983, increasing from the 9.9% earned in 1981. This
increase explains most of the change in profit margins during 1981
to 1983.

At the same time that allowable profits have increased for
fixed price type contracts, the sales mix by type of contract has
also changed. Exhibit VI-12 shows that there has been a shift
from cost-type to fixed price type contracts. The percent of the
segments' DOD sales that were under cost type contracts decreased
from 35.5% in 1981 to 27.3% in 1983. During this same period, the
amount of fixed price prime type contracts increased. In 1983,
fixed price type contracts represented 72.7% of the segments' DOD
sales, an increase from 64.5% in 1981.
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RATIO OF CAS 414 COST OF MONEY TO SALES

OBJECTIVE

The objective of this analysis was to ascertain the effect of
the imputed interest included in profits for defense contractors.
This analysis would identify the extent to which CAS 414 cost of
money contributed to the return on sales for the DFAIR
participants.

ANALYSIS PERFU MRD

The DFAIR survey collected CAS 414 data for 1981-1983.
Allowable CAS 414 interest was compared to total defense related
sales to derive the contribution of CAS 414 cost of money to
return on sales.

ANALISIS ESUkTS

Exhibit VI-13 provides the contribution of CAS 414 cost of
money to sales. The percentage of the DFAIR operating profit that
could be represented by CAS 414 interest is 1.7% in 1981, 1.8% in
1982, and 1.5% in 1983.

VI-28
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CAPITAL EXPENDITURE ANALYSIS

OBJECTIVE

The objective of this analysis was to determine the trend in
capital acquisitions from 1975 through 1983 for the DFAIR
participants.

ANALYSIS-~PfSFORMED

We calculated several ratios to measure the extent to which
DFAIR participants have been investing in capital assets. The
ratios analyzed and their corredponding DFAIR survey source are
noted below:

1. Capital Expenditures to Sales;

Capital Expenditure - line 18 + line 27 + line 36,
Column D

Sales - line 01, Column J

2. Gross Book Value of Fixed Assets to Capital Expenditures;

Gross Book Value - line 15 + line 24 + line 33 +
line 38, Column D

Capital Expenditure - line 18 + line 27 + line 36,
Column D

3. Capital Expenditures to Profit before Federal tax; and

Capital Expenditure - line 38, Column D
Profit before Federal Tax - line 17, Column J

4. Capital Expenditures to Profit plus Depreciation

Capital Expenditure - line 18 + line 27 + line 36,
Column D

Profit before Federal Tax - line 17, Column J
Depreciation - line 17 + line 26 + line 35, Column DJI

The DFAIR survey collected data on capital expenditures for
the total reporting segment. Consequently, the ratios described
above were calculated for the total reporting segment.

ANALY1SS RESULTS

Exhibit VI-14 shows capital acquisitions as a percent of
sales dollars. The data shows that capital acquisitions increased
more quickly than sales and almost doubled in the nine year period.

VI-30
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To measure the rate of capital replacement, we computed the
.Y' time it would take for the gross book value of fixed assets to be
'-- replaced. Exhibit VI-15 shows that at the 197S level of capital

acquisition, it would take 11 years to replace all assets. By
1983 assets were being acquired at a rate which would replace the
current gross book value of fixed assets in approximately 6 years.

Exhibit VI-16 shows capital acquisitions as a percentage of
profit before federal taxes. Survey participants, on average for
the nine year period, expended 69% of profits on capital
acquisitions.

Exhibit VI-17 shows capital acquisitions as a percentage of
profit before federal taxes plus depreciation. The average nine
year value for this calculation is 48%.
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COMPARISON OF CAPITAL INTENSITY

OBJCTIIE

The objective of this analysis was to look at the capital
intensity of the survey population compared to manufacturers in
related industries to determine the extent to which defense
contractors use capital rather than labor as compared to other
industries.

ANALISISPEPORM D

We examined data relating to the dollars of gross fixed
assets per employee for both the DFAIR participants and census
data manufacturers. We used 1981 as a comparison period since it
is the only year for which comparable census data are available.
The DFAIR survey data source for the ratios analyzed are noted
below:

Gross Book Value of Fixed Assets - line 15 + line 24 + line
33+ Line 38, Column D

Employees = DFAIR survey schedule

ANALYSIS- ESJULTS

Exhibit VI-18 shows that the census data manufacturers
possessed gross asset values of $23,000 per employee compared to
the DFAIR participants with average of $17,000 per employee.

This analysis indicates that the census data manufacturers
have more gross investment per employee then DFAIR reporting
segments. The DFAIR data noted above excludes government owned
fixed assets. Including government owned fixed assets may
increase the DFAIR value for gross fixed asset per employee by
about $3,000. This is based on an analysis of the government
owned assets data which were available for 1983.
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COMPARISON OF PRODUCTIVITY

OlJECTIVE

The objective of this analysis was to compare productivity of
the DFAIR participants with Census data on related manufacturing
industries.

ANALJYSS-.PZRT2WMP

* We examined sales dollars per employee for both the DFAIR
participants and Census data manufacturers. We used 1981 as a
comparison period since it is the only year for which comparable
Census data are available. We also examined value added as a
percentage of sales. Value added for the DFAIR data was defined
as total operating costs less purchased direct materials and
subcontracts. This value is represented by line 03 of Schedule IA
in the DFAIR data collection package.

AII&YSIS RESULTS

Manufacturers in the Census data for 1981 generated $87,000
in sales per employee. DFAIR participating segments, in 1981,
generated varying levels of sales dollars, from a high of $89,000
for aircraft and aircraft engines to $56,000 for shipbuilding.
(see Exhibit VI-19).

The Census data indicated that value added as a percentage of
sales for durable goods manfacturers was approximately 50% for
each year over a five year period ending 1981. For 1983, the one
year for which data was available for the DFAIR survey
participants, the average survey ratio for all industries was
53%.
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APPENDIX

I.REVIEW AITD EDIT PROCEDURES



1984 DOD Profitability Study
I. Manual Review Procedures

1. Record the receipt of the submitted schedules by providing
values for the following data elements that appear on the
Data Review Form (DRF).

* RESPONDENT I
• DATE RECEIVED
* DATE EDITED
0 EDITED BY

Also record the date of receipt on the Respondent Status
Report.

2. COMPARE NUMBER OF SEGMENTS SUBMITTED BY RESPONDENT TO NUMBER

REPORTED ON THE CONTRACTOR/SEGMENT IDENTIFICATION FORM.

a. If the numbers are equal, mark line la of the DRF.

b. If the numbers are not equal, mark line la of the DRY.

3. ENSURE THAT RESPONDENT HAS SUBMITTED THE APPROPRIATE
SCHEDULES.

The respondent is to submit the below identified schedules
for each reported segment. Also provided are the number of
pages which comprise each schedule and the fiscal years for
which each schedule is to be completed:

I I TOTAL
PAGES YEARS PAGES

Schedule IA 2 1 (1983) 2

Schedule IB 2 2 (1981-82) 4

Schedule IC 1 6 (1975-80) 6

Schedule II 3 9 (1975-83) 27

Total Pages 39

a. Identify any missing or incomplete schedule(s).
Determine the years to which the schedule(s) pertain and
the missing page number(s).

b. If the submitted schedule is complete as to years and
pages, place a 'XI in the appropriate space provided in
Section 2 of the DRF.

3'W



1984 DOD Profitability Study

1. Manual Review Procedures

(continued)

C. If any schedule is Incomplete (as to years and/or
pages), identify the missing component in the spaces
provided in Section 2 of the DRF.

4. REVIEW THE SUBMITTED SCHEDULES FOR COMPLETENESS OF DATA
ELEMENT VALUES.

a. Values must be provided for the following data elements:

0 CORPORATION *
0 SEGMENT #
0 PRODUCT TYPE 1 CODE
0 0 SEGMENT SALES
* PRODUCT TYPE 2 CODE
* % SEGMENT SALES
0 NO. OF EMPLOYEES (where applicable)
* FISCAL YEAR (where applicable)

* b. Values must also be provided for all data elements that
appear on the following schedule/line number
combinations:

0 Schedule IA - Lines 01-21

* Schedule IB - Lines 01, 05-21

0 Schedule IC - Lines 01, 05, 09-12, 15-17

0 Schedule II - Lines 01-45
(for FY 1983)

• Schedule II - Lines 01-18, 22-27, 31-36, 38-45
(for FY 1981-82)

* Schedule II - Lines 01-18, 22-27, 31-36, 38, 43-45
(for FY 1975-80)

c. Determine any missing data elements and identify in the
space provided in Section 3 of the DRF.

5. REVIEW DATA COLLECTION SCHEDULES FOR FOOTNOTES.

a. Compare the number of supporting schedules/explanations
(attached to the schedule) to the number of marked boxes

* . that appear in the Footnote column.

b. Match each supporting schedule/explanation to the
corresponding line of the data collection schedule.

i
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1984 DOD Profitability Study

I. manual Review Procedures
(continued)

c. if the procedures in steps a and b above indicate
missing data# provide an explanation in Section 4 of the
DRF.

6. REVIEW CPA LETTER.

a. Review the submitted package for the CPA review letter.
If the CPA review letter is located# mark line 5a of the
DR?.

b. If no CPA review letter can be locate, mark line 5b of
the DRF.

c. Review the CPA letter for any qualifications or
deviations. Use line 5c of the DRF to document the
results of your review.

.,
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Respondent b _____Date Received _____

Date Edited ________

Edited By ____

Reviewed By ______

1984 Department of Defense (DoD)
Profitability Study

Data Review Form

1. COMPARE NUMBER OF SEGMENTS SUBMITTED BY RESPONDENT TO NUMBER
REPORTED ON CONTRACTOR/SEGMENT IDENTIFICATION FORM.

Ia. Yes, segment numbers are equal_______
Submitted _ Reported -

lb. No, segment numbers not equal______
Submitted _ Reported -

2. ENSURE THAT RESPONDENT HAS SUBMITEED THE APPROPRIATE
SCHEDULES.

Schedule ID Complete Incomplete I Pages

Schedule IA ____ ________

Schedule _____ ______ ___

Schedule IC ____ ________

Schedule II'____ ________

3. REVIEW THE SUBMITTED SCHEDULES FOR COMPLETENESS OF DATE
ELEMENT VALUES.

Use this space to identify missing data elements:



Respondent i Date Received
Date Edited
Edited By
Reviewed By

4. REVIEW DATA COLLECTION SCHEDULES FOR FOOTNOTES.

Use this space to identify all irregularities with footnoted
schedules/explanations.

5. REVIEW CPA REVIEW LETTER.

Yes No

5a. CPA Letter Present

5b. CPA Letter not Present

5c. Qualifications and/or
deviations in CPA Letter

If response to 5c is yes, use below space to summarize the
qualifications/deviations.

9
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1984 DOD Profitability Study

II. Automated Edits Procedures

Introduction

All data submitted by the contractor for use in the 1984
Department of Defense (DOD) Profitability Study will undergo a
series of automated edits. The edits will include:

• Recalculation of reported amounts to determine
mathematical accuracy;

* Calculation of financial ratios to determine consistency
of applied allocation procedures;

0 Calculation and comparison of selected financial ratios

to identify operating trends; and

* Review of reported amounts for reasonableness.

Edits will be performed on the data of individual contractors as
well as on the aggregate data of contractors sharing common
denominators (i.e., identical product types). In conducting these

'edits, Touche Ross & Co. will be able to identify and address
deviations from identified trends.

Recalculation of Reported Amounts to Determine Mathematical
*" Accuracy of Submitted Data

As it is being entered into the database, data will be
reviewed for mathematical accuracy. The individual edits which
will comprise this review are provided on a schedule by schedule
basis.

Schedule IA - Selected Income Statement Items - FY 1983

Total Operating Costs (Line 05)

. Generated In-house (Line 03) + Purch. Direct Mat'l (Line
04)

Total Other Costs (Lines 09)

* State and Local Income Taxes (Line 07) + Other Expense
(Line 08)

% Sales Less Allowable Costs (Line 10)

• Sales (Line 01) - Total Operating Cost (Line 05) - Total
Other Costs (Line 09)

U,, : : :<' ,: .



Total Unallowable Costs (Line 16)

0 Interest (Line 12) + IR&D/B&P Over Ceiling (Line 13) +
Specified Unallowable Cost (Line 14) + All Other (Line
15)

Profit (Line 17)

• Sales Less Allowable costs (Line 10) - Total Unallowable
Costs (Line 16)

Total Inputed COM (Line 19)

* Amount Eligible (Line 20) + Amount Not Eligible (Line 21)

The mathematical edits described will be performed for each
of the ten columns that comprise Schedule IA.

Schedule IB - Selected Income Statement Items (FY 1981-82)

Total Other Costs (Line 09)

* State and Local Income Taxes (Line 07) + Other Expense
(Line 08)

Sales Less Allowable Costs (Line 10)

* Sales (Line 01) - Total Operating Cost (Line 05) - Total
Other Costs (Line 09)

Total Unallowable Costs (Line 16)

* Interest (Line 12) + IR&D/B & P Overceiling (Line 13) +
Specified Unallowable Cost (Line 14) + All Other (Line

4 15)

Profit (Line 17)

• Sales Less Allowable Costs (Line 10) - Total Unallowable
Costs (Line 16)

Total Inputed COM (Lines 18-21)

• Amount Eligible (Line 20) + Amount Not Eligible (Line 21)

The mathematical edits described will be performed for each
of the ten columns that comprise Schedule IB.

Schedule IC - Selected Income Statement Items (FY 1975-80)

Sales Less Allowable Costs (Line 10)

0 Sales (Line 01) - Total Operating Costs (Line 05) -

Total Other Costs (Line 09)



Total Unallowable Costs (Line 16)

* Interest (Line 12) + All Other (Line 15)

Profit (Line 17)

0 Sales Less Allowable Costs (Line 10) - Total Unallowable
Costs (Line 16)

The mathematical edits described will be performed for each
of the four columns that comprise Schedule IC.

Schedule II - Selected Balance Sheet Items

Total Accts Receivable and Inventory (Gross) (Line 04)

0 A/R Billed (Line 02) + A/R Unbilled (Line 03) + Common
Inventories (Line 05) + Contracts Inventories (Line 06)

Net Accts Receivable and Inventory (Line 09)

0 Total A/R and Inventory (Line 07) - Progress Payments
and Advances

Total Current Assets (Line 11)

9 Net A/R and Inventory (Line 09) + Other Current Assets
(Line 10)

Total Contractor Owned Gross Tangible Fixed Assets (Line 39)

0 Gross Book Value Contractor Owned Equipment (Line 15) +
Gross Book Value Contractor Owned Building (Line 24) +
Gross Book Value Contractor Owned Land (Line 33) +
Tangible Fixed Assets (Construction in Progress) (Line
38)

(Note: Recalculation for Line 39 is necessary only for
FY 1981 - 1983)

The mathematical edits identified will be performed for each
of the four columns that comprise Schedule II.

Calculation of Financial Ratios to Determine Consistency of
Applied Allocation Procedures

Income Statement Items (Schedules IAr IB, and IC)

Each expense item on each of the income statement schedules
will be divided by the appropriate category sales amount to
determine an allocation percentage. The allocation percentages
for each expense category of each of the nine years (i.e.,
Generated Inhouse, State and Local Income Taxes) will be compared
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to the corresponding ratios of the successive year. Inter-year
growth percentages that exceed 0 will be identified for
further review. The % reflects inflation that prevailed over
the nine year time perTod.

To assist in this edit procedure, the yearly growth rates for
both sales and expense values will also be calculated. Growth
rates that exceed the above identified percentages will also be
identied for further review.

Calculation and Comparison of Selected Financial Ratios to
Identify Operating Trends

The following financial ratios will be calculated for each
segment:

• Reported Profit/Total Sales;

* Total Sales/Total Assets;

* Total Sales/Fixed Assets;

• Net A/R and Inventory/Sales; and

* Progress Payments/Sales.

When calculating these ratios only data from the Total DOD, Other
U.S. Gov't, Commercial, and Total Segment categories will be used.

Subsequent to calculating the identified ratios, the means
and standard deviations for ratios will be computed. Contractors
with data falling outside one standard deviation from the mean
will be identified.

In addition, the above ratios will be checked within
contractor over each of the nine years included in the survey.
Variances of more than 25 percent per year or 40 percent for five
years will be subjected to further investigation.

Review of Reported Amounts for Reasonableness

The purpose of this edit procedure is to determine the
existence of *expected values' that should result from
relationships that exist between specific data elements, e.g.,
fixed asset growth and recognized depreciation charges.

Fixed Asset Growth/Depreciation Growth

Yearly fixed asset growth will be identified and
compared to yearly depreciation growth. Depreciation growth
should at least equal the fixed asset growth.

*



-0 Gross Book Value/Net Book Value

Yearly net book values should be equal to or less than
the reported gross book values.

Progress Payments/Pixed Price Sales

Year to year progress payments growth will be compared
to growth of fixed price sales. The sales growth should
approximate growth in reported progress payments.

Profits/Fixed Price Sales

Due to the increased risks inherent to fixed price
contractsp reported profitability of fixed price contracts
should exceed that reported for cost type contracts.

I
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, QUARTERLY FINA11CIAL REPORT

THE QUARTERLY FIJUICIAL REPORTS PROGRAM publishes up-to-date
aggregate statistics on the financial results and position of U.S.
corporations. Based upon an extensive sample survey, the
Quarterly Financial Report (QFR) presents estimated statements of
income and retained earnings, balance sheets,and related financial
and operating ratios for all manufacturing, mining, and trade
corporations. The statistical data are classified by industry and
by asset size. Pertinent data are provided, when possible, on
material distortions in comparability owing to changes in
accounting conventions or user needs.

For over 35 years, the Quarterly Financial Reports (QFR)
Program has requested a sample of corporations to file financial
data on a universal form. In 1980, Congress mandated a reduction
in both QFR form complexity and sample size. In response, the
program adopted a short form for surveyed corporations generally
with total assets of less than $25 million. Corporations with
higher asset values continue to submit the long form, which has
been in use since 1974. To accomplish the sample size cut, the
threshhold for sampling on less than a 1:1 ratio was raised from
$10 million to $25 million in assets. The resulting reduced
sample size was optimally allocated with further cuts made in
asset sizes below $10 million.

PURPOSE OF REPORT: The main purpose of the QFR is to provide
timely, accurate data on business financial conditions for use by
Covernment and private sector organizations and individuals.
Among its users, the Commerce Department regularly employs QFR
data as an important component in determining corporate profits
for CIP and Uational Income estimates; the Federal Reserve Board
uses the QFR to assess industrial debt structure, liquidity, and
profitability; the Treasury Department estimates corporate tax
liability through use of QFR data; the Council of Economic
Advisors and Congressional Committees utilize key indicators
derived from QFR data as they design economic policies and draft
legislation; the Federal Trade Commission (FTC) utilizes the
series as a basic reference point in analyzing the financial
performance of American industries; and banking institutions and
financial analysts draw upon the series in making investment
evaluations.

RESPOISIBILITY: The QFR is prepared by the Economic Surveys
Division, Bureau of the Census, Washington, D.C. 20233, telephone
(301) 763-4270. The FTC had been responsible for the program from
inception in 1947 until December 1982. That responsibility was
shared with the Securities and Exchange Commission until 1971.



The program designs and maintains on a current basis
statistical cross sections (i.e., probability samples) of
corporate enterprises; collects, analyzes, and summarizes periodic
confidential reports from those corporations; estimates national
aggregates based upon the individual company reports; and
publishes the resulting aggregates.

PUBLICATIOU SCHEDULES: QFR data is scheduled for release
approximately 75 days after the end of the first, second, and
third calendar quarters and approximately 95 days after the end of
the fourth calendar quarter. The QFR publishes information on the
most recenty closed quarter for manufacturing, mining and
wholesaling and the preceding quarter's data for retailing except
in the fourth quarter, when the 95-day publication lag permits
sychronized presentation. The following table defines the four
reporting quarters for the surveyed industry divisions in terms of
the month in which any given surveyed corporation's fiscal quarter
ends:

Reporting Quarters for Surveyed Industry Divisions*

Manufacturing, Mining,
QFR Quarter and Wholesale Trade Retail Trade

First Jan., Feb., or lHar. Feb., Mar., or Apr.
Second Apr., May, or Jun. May, Jun., or Jul.
Third Jul., Aug., or Sep. Aug., Sep., or Oct.
Fourth Oct., ov., or Dec. ITov., Dec., or Jan.

* Coverage is for corporations whose quarter ends as indicated.

COVERAGE: Since the fourth quarter of 1973, reporting
*" corporations have been instructed to consolidate the domestic
*operations of every corporation which is taxable under the U.S.

Internal Revenue Code and is owned more than 50 percent by a
reporting corporation and its majority-owned subsidiaries. In
addition, consolidation is required for every majority-owned
Domestic International Sales Corporation. Corporations that
manufacture goods within the United States or base their sales
activity in the United States and export their goods are considered
domestic and are consolidated. Specifically excluded from
consolidation are foreign entities (either corporate or
noncorporate), foreign branch opertions, and domestic corporations
primarily engaged in foreign operations. Therefore, subsidiaries

* that were created in foreign countries to manufacture and/or sell
primarily in foreign markets are not consolidated. Also excluded
from consolidation are domestic corporations primarily engaged in
banking, finance, or insurance (as defined in Major Groups 60-63 and
in Group 672 of the Standard Industrial Classification Manual, 1972

* . (SIC manual)). Consolidation is optional for domestic corporations
required to file monthly or quarterly financial statements with the
Interstate Commerce Commission, the Civil Aeronautics Board, the

" Federal Communications Commission, or the Federal Energy Regulatory
, Commission.

. ; ; - - -• -. - ;*, .*- , *. *% --- .. . . . .. . . . .



17onconsolidated subsidiaries are accounted for on either the
cost or equity method, at the option of the reporting corporation.
All those that carry their subsidiary investments at cost report
dividend income with other nonoperting income (expense).
Corporations with assets less that $25 million that record
investments in subsidiaries on the equity method report equity in
earnings (losses) with other nonoperating income (expense);
corporations with assets of $25 million and over report equity in
earnings (losses) on a designated data line. Treatment of foreign
branch net income (or loss) and the equity in foreign branches is
similar to that used by corporations accounting for nonconsolidated
subsidiaries on the equity method.
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INDUSTRY INTERVIEWS

The DFAIR survey collected segment data from defense
contractors to assist in analyzing their financial performance
and its implications for DOD procurement policies. To get a
better perspective on how defense contractors make decisions
relating to DOD business, we interviewed top officials from
defense contractors. The objectives of these interviews were to
obtain defense contractors' views on:

* Defense business profitability and risk and their
impact on marketing, financing, and capital
investments;

" Recommendations for improvement of productivity and
quality of production; and

* The impact of current and proposed DOD policies and
recommendations for improvements.

The companies interviewed were selected to obtain a mix of
. defense contractors that would represent the following criteria:

* Contractor sizes

• Defense products produced; and

" Extent of defense business relative to commercial
business.

The following 11 companies were interviewed on-site over a
three week period:

1. Boeing 7. Sanders Associates
2. General Dynamics 8. Sun Chemical
3. General Electric 9. Tenneco
4. Lockheed 10. Texas Instruments
5. Raytheon 11. United Technologies
6. RCA

The interviews were conducted with top management personnel who
had decision making authority for both the defense and
commercial business for their firm.

A standard list of questions was used to conduct the

interviews. The major areas covered during the interviews were:

A. Capital Expenditures/Investment;

B. Financing;
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C. Profitability;

D. Risk;

E. Marketing/Pricing/Outlook; and

F. Productivity/Quality.

The questions asked and a summarization of the responses is
included in the following sections.

It should be noted that not all questions were asked of all
the interviewees and that not all of the interviewees answered
all the questions that were asked. The interviews were not
intended to be a statistically valid sample of the defense
industry, given that only 11 companies were interviewed.
Therefore, the responses summarized below should not be
construed as representative of the defense industry. The
responses represent only the views of the companies we
interviewed and only to the extent that the companies answered
specific questions. Given the small number of interviews

* conducted and the variations in the questions asked and
answered, results are presented below in a generalized

,- non-statistical format.

A. CAPITAL EXPENDITURES/INVESTMENTS

1. What hurdle rate is used to evaluate capital

expenditures?

a. The answers ranged from 15% to 16% after taxes;

b. Several respondents said they did not use a
hurdle rate; and

c. Most respondents said a hurdle rate was not the
most important factor.

d. Factors listed in order of importance were:

(1) Need for capacity
(2) Fits long range plan
(3) Keep up with the competition

e. Difference between decisions in commercial
markets or defense:

-2-
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Commercial:

(1) The percent of market that can be captured
(2) More reliance on quantitative measures
(3) The market is more predictable

Defense:

(1) The market is less predictable
(2) More reliance on qualitative measures
(3) Either win total market or none

2. How are capital expenditure decisions made?

a. The procedure for most companies is to prepare
annual requests at the working level which exceed
the preplanned overall capital expenditures for
the year. The requests are reviewed and acted
upon at several management levels. The final
decisions are based on the preplanned overall
capital expenditure.

b. The decisions are made based on:

(i) Knowledge of people
(2) Knowledge of the business
(3) Need for production
(4) Need for programs
(5) Strategic reasons

c. The difference between decisions in commercial
markets and defense is:

(1) Commercial is based on marketplace and
ability to sell the product.

(2) Defense is based on existing programs and
requirements for production.

d. Several companies who responded said that there
is no synergism between commercial and government
needs.

3. Do you set target investment levels for your

commercial versus defense business?

a. Most answered no.

b. Contractors used same criteria and limitations
49, for all investments.

-3-

- " *, 



4. Are defense investments made only on an after contract
award basis?

a. Most respondents said that investments were made
'* before and after. The consensus was that

investment decisions in defense business were
made closer to award than for commercial
investment.

b. There is always a need for planning and
commitments to long lead items.

5. What factors do you consider to decide whether to use
subcontractors or to build in-house?

a. Workload:

* (1) Need for stable work force
(2) Subcontractor for peak loads

b. Cost:

(1) Can it be done cheaper
. (2) Length of program/risk/cost of

(3) Investment

c. Environment:

(1) Regulations (small business)
(2) Politics

d. Control - Make items critical to performance.

e. Technology - proprietary interests.

f. Capability - need for experience.

g. Availability and quality of subcontractor effort.

6. What key factors influence the level of investment for
commercial versus defense business?

a. Most said projected markets and prospects for
growth.

b. Some said need to balance business and achieve
business objectives.

co Several had concern about continued defense
growth.
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7. Do you treat research and development costs

differently in your return on investment analysis
between commercial and defense business?

a. The consenus was that there was no difference.

b. One company said that they were different:

(1) Commercial - potential return for product.

(2) Defense - each contract stands on its own.

8. Do you believe defense and commercial technologies are
substantially unique? If you separate the two in your
manufacturing operations, is it because they are
unique or because of other factors, i.e., security,
impact on commercial profitability?

a. Most said at least part of their operation is
separate.

b. The following differences were given as the
reason for separation:

(1) Accounting systems
(2) Documentation
(3) Management and administration
(4) Production process
(5) Quality control
(6) Specifications
(7) Security
(8) Mind set

B. FINANCING

1. What do you consider your company's average cost of
capital to be? Is this a before tax or after tax
value? What are the key elements in determining this
value?

a. The responses by the companies seem to indicate
that the higher a company is leveraged, the less
its cost of capital. One company commented that
equity demands the highest cost of capital.

b. Debt to equity ratio for surveyed companies ran
from 100% equity to 50/50%.
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c. Companies responded that the cost of capital is
from 14 to 16 percent after taxes, 18 to 21
percent before taxes.

d. One company commented that increased earnings and
growth reduced the cost of capital.

2. How does defense business influence your cost of
capital?

a. Several companies said defense business had no
effect. They noted that cost of capital is more
influenced by type of business and structure.

b. Several companies noted that a mixture of defense
and commercial business helps.

* c. Several other companies believed that defense is
a "drag" on cost of capital. They noted that
defense business has slower growth, is risky, and
generally gets lower bond ratings.

3. What is the relative availability of capital for your

defense versus commercial business?

a. Most felt there was little difference.

b. One company noted that absence of progress
payments would absorb all available credit.

4. What source of financing do you use?

a. Companies responding said they used same sources
for defense and commercial business.

5. What do you think accounts for the different financing
options available for your commercial and defense
business?

a. As noted above there were no differences.

6. What criteria are used by lending sources to evaluate
your financing requests?

a. The respondents believed that the evaluation was
not different than for a commercial organization.

b. Two major areas are consideredl the market place
and the individual company.

c. For the individual company, the following
, .- criteria were mentioned:
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(1) Future business potential
(2) Cash flow
(3) Debt/equity ratio
(4) Credit worthiness
(5) Management
(6) Accounting quality

7. What do you consider are the major factors that
determine your ability to obtain financing for your
defense versus commercial business?

a. Essentially no difference.

b. Evaluation of such factors as: backlog of work,
programs, earnings projections, and cash flow.

8. Does the level of defense business, relative to
commercial business, effect your company's financing
capability and cost?

a. Respondents agreed that it would have some effect.

b. They believed that if the current balance between
commercial and defense changed in their company
it could affect the views of lenders and
investors.

c. One company noted that the political nature of
defense business increases risk.

9. What are the prospects for obtaining additional equity

or long-term debt?

a. The answers were good to excellent.

10. Do you have a target debt/equity ratio and how does it
relate to business risk?

a. Most companies did have a target debt/equity
ratio.

b. The debt/equity ratio does effect risk and rating.
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C. PROFITABILITY

1. What criteria do you use to measure profitability?

a. A large number of measures are used.

b. At the income statement level, return on sales
was used by many respondents, however, other
measures included gross margin, operating income
and return on cost.

c. Companies seemed equally split between using
return on assets and return on investment when
evaluating the balance sheet results.

d. Other measures used were:

(1) Cash flow
(2) Earnings per share
(3) Asset turnover
(4) Investment turnover
(5) Annual targets
(6) Return on programs
(7) Compare business to its own industry

2. How do you establish profit objectives?

a. Part of total plan for current and future years.

b. For the short-run, based on return on sales,
however, main measures are either return on
assets or return on investment.

c. One company noted that commercial return on sales
is higher to compensate for greater investment.

d. In defense, several companies said that profit
objectives were program related.

3. What would account for differences in target
profitability that may exist between your commercial
and defense business?

a. Differences are not as much by customer as by
product, although one respondent noted that
commercial work was more predictable and there
was more control over destiny.

b. Some of the considerations mentioned were degree
of competition, type of product, potential
markets, perceived problems, and perceived risks.
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4. How do specific DOD policies and programs affect the
profitability of your defense business, your
subcontractors, or your commercial business?

a. Several respondents noted that the biggest
problem was stability and uncertainty over
production volume.

b. Also significant was the number of people to deal
within the procurement and production process.

c. Policies that concerned respondents were existing
policies on disallowances, cost sharing on
independent research and development and bid &
proposal costs over ceiling (IR&D/B&P), and
foreign selling expense.

d. New policies such as warranties and competition
in contracting were perceived as problems.

e. Policies that are beneficial are policies having
to do with capital, such as cost of money and
progress payments.

f. Subcontractors have difficulty in coping with
requirements. Many refuse to accept the
requirements. Progress payments are necessary
for subcontractors; many have difficulty
borrowing the necessary capital.

5. What changes to DOD policies and practices would
improve profitability for defense business or

dsubcontractors?

a. Reduce number of people in review process.

b. Change policies on unallowables, such as foreign
selling expense, over-ceiling IR&D/B&P, and
interest.

c. Reduce or eliminate new policies on warranties

and spares breakout.

d. Need for greater stability.

6. What major events between 1978 and 1983 affected the
profitability of commmercial and defense business?

a. The events that had a detrimental effect on
commercial business included:

-9-
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(1) International competition
(2) Strength of dollar
(3) Energy prices
(4) Recession in 1981
(5) Cycles in commercial aircraft

b. The events that had a beneficial effect are the
Economic Recovery Tax Act and the continued
investment tax credit.

c. The events that benefited defense business
included:

(1) Profit '76 and CAS 414
(2) Trend toward FFP contracts
(3) Higher profits because of projected inflation
(4) Use of EPA clauses
(5) Increase in progress payments
(6) Multi-year contracts
(7) Build-up in defense business
(8) Tax policies

..--. d. The one event that was detrimental to both was
the volatility in inflation during the period.

7. Does defense profitability analysis reflect unique
cash flow advantages?

a. The answer was yes, because of progess payments.

D. RISK

1. How would you compare the degree of risk of your
defense business to that of your commercial business?

a. There is a trade-off of risk and reward.
Commercial has higher risk, but there is a
potential for higher rewards. In commercial
business, however, the risk can be addressed
better. The respondents noted that they made
their own decisions and that the results were
more predictable.

b. In defense business they noted the the following
drawbacks:

*5." (1) Potential cancellation
(2) Harassment
(3) Concern over data rights
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(4) Political factors
(5) Constant involvement of government people

c. They perceived the benefit from defense business
as follows:

(1) Prompt payment
(2) Work with the state-of-the-art technology
(3) Technology paid for by government

2. What are the major factors influencing the level of
risk for commercial versus defense business?

a. In commercial markets, the major factors
suggested were market size, number of customers,
and reliability of market.

b. In defense business, a long list of factors
emerged. The nature of the customer was one
consideration:

(1) Single customer
(2) No long term commitment to product
(3) Political risk

(4) Strategic changes of direction
(5) Curtailment or cancellation of programs

c. The nature of environment was another
consideration:

(1) Competition
(2) Dual sourcing
(3) Pushing the state-of-the-art

d. Administration of contracts was the third cited
concern:

(1) Rule changes
(2) Unallowable cost
(3) Defective pricing
(4) Debarment

3. How do you measure the risk for commercial and defense
business?

a. The responses were mostly qualitative in nature.
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4. How do you use risk in pricing, capital expenditures,
and bidding?

a. In commercial business, seek higher profit if
risk is high.

b. Risk is a significant determinant in deciding
whether to bid.

5. What additional risk do you think exists for foreign
military sales business?

a. The three items mentioned more than once were
offset requirements, loss of foreign selling
expense, and ability to deal with foreign
customers.

b. A number of other risks were mentioned:

(1) Volatility of U.S. policy
(2) Currency fluctuations
(3) Design changes
(4) Delays in contracting
(5) Post delivery service and support

N (6) Performance warranties

6. Does inflation affect risk assessments in the defense
sector differently than the commercial sector? (Do
EPA clauses do their job)?

a. The majority said the EPA clause is good and is
working well.

b. One company noted that Government:

(1) Picks and chooses what is escalated
(2) Tends to use dead band on either side of

target
(3) Tends to shift more risk to contractors

E. MARKETING/PRICING/OUTLOOK

1. What factors do you consider to determine whether or
not to pursue defense business?

a. The most important factors seem to be technical
capability and long range company goals.

b. Other factors mentioned concern risk and reward:

- 12 -
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(1) Investment required
(2) Perceived profits
(3) High probability of winning

2. What factors have caused you to avoid bidding on
defense contracts?

a. The following general factors were given:

(1) High technical or cost risk
(2) Too large of an investment required
(3) Susceptibility to cancellation
(4) Low probability of winning

3. Do you attempt to arrive at a balance among your major
lines of business?

a. Most said yes, but several said it would depend
on opportunities.

b. One company said that defense was not a growth
business and that it had gradually reduced its
share of defense business.

4. Has competition for defense business increased or
decreased?

a. Most said competition has increased.

b. There was some concern about forced competition.

c. One company noted that competition at the
subcontractor level had decreased.

5. How do you establish prices for your commercial versus
defense business?

a. The primary difference is that commercial is
market based, defense is cost based.

b. Companies noted that strategies sometimes dictate
pricing policies.

6. What factors do you consider when establishing prices?

a. Three factors were cited: risk, technical
know-how, and historical costs.

7. Are you able to capitalize on developments made in
once sector of your business in other sectors?

a. Responses ranged from none to some, depending on

the nature of the business.

- 13 -
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8. What is your growth expectation for commercial versus
defense business?

a. Most companies expected significant growth in
commercial markets. The notable exception was
shipbuilding.

b. Most companies expected more modest growth in
defense business.

9. What role does defense work have in your future
financial health and prospects?

a. Most companies said it was important to very
important.

b. One company expressed discouragement at:

(1) Increased regulation
(2) Congressional intervention
(3) Defense industry relationship

F. PRODUCTIVITY/QUALITY

1. What type of programs are in place to improve
productivity?

a. Most respondents indicated some kind of program
to improve quality and increase productivity.

b. Among the various activities is increased use of
CAD/CAM and automatic machines.

c. Several respondents mentioned quality improvement
programs.

d. Also mentioned was increased use of productivity
planning and measurement.

2. To the extent programs are in place, how are they
reflected in pricing/earnings.

a. Responses were limited.

b. Suggested that the results are reflected in cost
underruns and increased profits.

_ 3. How do you measure productivity change?

a. Few responses were obtained.
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