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DEFENSE INDUSTRIAL BASE: DEPARTMENT OF
DEFENSE PROFIT '76 STUDY

THURSDAY, NOVEMBER 18, 1976

CONGRESS OP THE UNITED STATES,
JOINT COMMITTEE ON DEFENSE PRODUCTION,

TVashington, D.C.
The committee met, pursuant to recess at 10:06 a.m., in room 5302,

Dirksen Senate Office Building, Hon. William Proxmire, vice chair-
man of the committee, presiding.
Present: Senator Proxmire and Representative Mitchell.
Senator PROXMIRE. The committee will come to order. The hearings

today are for the purpose of reviewing the new Defense Department
profit policy and its effect on the defense industrial base, as part of the
Joint Committee's examination of industrial readiness plans and
programs.
The committee has been following the development of this new

profit policy since the supporting studies were announced over 1 year
ago. In looking at the outcome, I think there is much in the Defense
Department approach that deserves praise.
Under the new policy, profits will be partially based on investment,

instead of exclusively on cost or sales. The new profit policy elimi-
nates past contractor performance in setting profit rates, although it
will continue to be a factor in source selection.
Also eliminated in the new policy are other add-on or special

profit provisions of the old profit policy which tended to confuse the
profit picture. And finally, an offset or adjustment has been made for
the effect of the new cost accounting standards which made expenses
for capital investment money a factor of cost, and could have increased
the cost of defense contracts had the offset not been made.
However, there are other effects of the new profit policy that we

would like to know about. We have asked Deputy Secretary Clements
to explain these issues to us in the course of the presentation this
morning.
Yesterday, for example, Mr. Secretary, we were told that the de-

fense market involves what appears to be too small a number of prime
contractors, and I think you can see on the board we have here that
the top 10 military contractors have about a third of all of
the prime contracts, and that the next—that the top 25 have almost
half, that the top 50 have 60 percent. (See Chart on page 2.) That is
a matter of concern in a country that believes as deeply as we do in
competition, and has thrived, as we have, on the basis of vigorous com-
petition. Obviously there are some areas which you know well, the

(1)
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number of contractors are very small, indeed, and that is something we
would like to see what we can do to overcome.
Now, we want to know whether the new profit policy will tend to

preserve this narrow, exclusive structure, or whether it will help ex-
pand the number of contractors and sharpen competition. We need to
know how basing profits on investment may affect additional capacity
on top of the excess that already exists and that we seem to be paying
for in our procurement bill. We hope to hear exactly how the Defense
Department expects the new profit policy to reduce acquisition costs.
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Some of the other interests of the committee involve special features
of the new profit policy. For example, why won't the productivity'
reward clause tend to encourage high initial costs on defense con-
tracts so that the contractors can later demonstrate alleged produc-
tivity improvements? Second, are the subcontractors correct in claim-
ing that the new profit policy does not benefit them but will expose
them to Defense Department contract scrutiny from which they have
been exempt? What will be the different effects of the profit policy on
high capital investment industries, such as shipbuilding, as opposed
to low investment industries such as airframe makers or research and
development (R. & D.) firms?
We don't expect final answers on a policy that was issued so re-

cently. But we do want to know what expectations the Defense De-
partment has and what it hopes to achieve by its new policy, and
after 6 months or a year or even longer we can measure what is hap-
pening in defense industry against these goals that you may help us
look for this morning.

Secretary Clements and General Stansberry, I want to thank you
both for the open and cooperative attitude that you have shown to
the committee and the staff in the development of this new profit
policy. We appreciate your taking the time again today to answer our
questions.
I see that you have a very short prepared statement, and I under-

stand that you will deliver it orally, and a much longer statement.
The full longer statement will be printed in the record, and then I

understand that General Stansberry has a brief statement he would.
like to make, too, when you conclude yours. So we are happy to have
you proceed that way.
Mr. CLEMENTS. Thank you, Senator Proxmire. I also have with me

Frank Shrontz, who is Assistant Secretary of Defense for Installa-
tions and Logistics under whose auspices this study was undertaken
by General Stansberry. Also Dale Babione, who is the principal
Deputy in Installations and Logistics, who has followed this study
through the entire course during the past several months.
So I think that between the four of us who have been so intimately

involved, we will be able to answer all of your questions and give you
the information that you want.
I agree with you that in principle the final result remains to be

evaluated. We will not have the answers as to how successful or un-
successful the program will be probably for 2 or 3 years, and that is
part of the plan, that we will monitor the results and see if we are
obtaining the results that we had hoped for.
And I think your statement in that regard is exactly right. I know

that you will continue to follow it in that regard, even though some of
us won't be here, you will be. [General laughter.]
Senator PROXMIRE. I am glad to say that the people in Wisconsin

have pretty good judgment. [General laughter.]
No; I was very lucky.
Mr. CLEMENTS. Particularly in the sense that there was no opponent,

as I understand. [General laughter.]
Senator PROXMIRE. One of the best aspects of that election, since we

have gotten into it, is I did have a good opponent. But this was an
unusual election. You know, in the average campaign I have found
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that the average incumbent spends about $500,000. I spent $177.23. I
accepted no contributions at all. So it shows that it pays to be some-
what critical of the Pentagon. [General laughter.]
Mr. CLEMENTS. In Wisconsin. [General laughter.]
Senator PROXMIRE. Maybe not in Texas.
Mr. CLEMENTS. I insist on the last word, Senator.
Senator PROXMIRE. Maybe not in Texas. [General laughter.]

STATEMENT OF HON. WILLIAM P. CLEMENTS, JR., DEPUTY SECRE-
TARY OF DEFENSE; ACCOMPANIED BY FRANK SHRONTZ,
ASSISTANT SECRETARY OF DEFENSE FOR INSTALLATIONS AND
LOGISTICS; DALE BABIONE, DEPUTY ASSISTANT SECRETARY OF
DEFENSE FOR INSTALLATIONS AND LOGISTICS; AND BRIG. GEN.
J. W. STANSBERRY, DIRECTOR, PROFIT 76 STUDY

Mr. CLEMENTS. Senator Proxmire, I am pleased to appear before this
committee to discuss the new Department of Defense profit policy.
This policy came about as a result of a 1-year study on the general
subject of defense contractor earnings. The study, known as Profit
76, was chartered by me and was led by Brig. Gen. James W. Stans-
berry who is with me this morning.
We have been mindful for some time of the need to improve our

profit policy. Many informed observers, including members of this
committee, have pointed out what they believed to be shortcomings.
The problems most consistently identified were overemphasis in our
weighted guidelines on estimated contract cost as a profit factor and
the absence of contractor investment as a meaningful profit determi-
nant. We agreed that these problems might contribute to high cost and
less than optimum investment levels by defense contractors. Thus

' 
the

overall goal of our profit study was to develop revisions in policy that
would help achieve proper investment levels and associated reductions
in cost.
In order to come to grips with these issues, we needed reliable data

on actual defense contractor investment levels and earnings. We also
needed to determine how these considerations were related to each
other and to comparable commercial endeavors. Defense contractor
financial and investment data was collected at the profit center level
over a recent 5-year period and compared to Federal Trade Commis-
sion data on commercial durable goods manufacturers. We also sought
informed judgment on profit issues across a wide spectrum of govern-
ment and industry. We met with representatives of the accounting pro-
fession the academic community, the General Accounting Office, the
Cost Accounting Standards Board, the Office of Federal Procure-
ment Policy, and many others. Throughout the course of the study we
took great care to maintain a completely visible and open approach,
culminating in a special advisory group review of our findings.
I would now like to briefly highlight what we have learned. Defense

contractor profits, when measured on the basis of sales, are on the
average lower than those generated in commercial endeavors; how-
ever, when measured on an investment basis they are somewhat higher.
This relationship is traceable to a markedly low level of investment by
defense contractors. In terms of production facilities, for example,
commercial firms, on the average, invest more than twice the amount
that defense contractors do on the basis of sales dollars. While there
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are many reasons for this lack of investment, some are traceable to
our procurement approach. In the past, we have not related profit
to investment in a satisfactory way nor have we allowed the cost of
the capital requirement for investment to be reimbursed as a cost on
defense contracts.
We have now set forth two important changes addressing this mat-

ter. The first provides that the amount of facilities investment will
be recognized in the contracting officer's prenegotiation profit objec-
tive. The relative weight of this factor in the profit objective calcula-
tion is modest. In the future it will likely be increased after industry
has had some opportunity to adjust its investment patterns. The sec-
ond changes provides for the imputed cost of capital for facility
investment, measured in accordance with Cost Accounting Standard
414; that is, the risk-free element of the total cost of capital will be
considered an allowable cost on negotiated Department of Defense
contracts. Procedures have been established so that on the average in
our negotiated contracts, the prenegotiation profit objective takes
into account and offsets the cost increase attributable to the imputed
cost of facility capital. This offset provision is in line with the view
expressed in Senator Proxmire's letter to Secretary Rumsfeld: of
May 27, 1976, on this subject.
We have taken special care in assuring successful implementation

of our revised policy. General Stansberry and his team have briefed,
each of the service commanders charged with acquisition, and de-
tailed training has been provided to over 3,000 government and in-
dustry personnel.
We believe that our policy changes are an important step forward in

achievingour goal of encouraging contractor investment in cost-re-
ducing facilities. Our new policy, combined with other procurement
initiatives under way should act to strengthen the competitive indus-
trial base and reduce Department of Defense acquisition costs.
Thank you very much, Senator, and we will explore these various

aspects with you in whatever detail you want, and General Stans-
berry has a short statement.
[Complete statement of Secretary Clements follows:]

STATEMENT OF WILLIAM P. CLEMENTS, DEPUTY SECRETARY OF DEE LIN SE

Senator Proxmire and members of the committee, thank you for the oppor-
tunity to discuss with you the new Department of Defense (DOD) profit policy.
We have been mindful for some time of the need to improve our profit policy

so as to help us accomplish a key objective of the Department of Defense—that
we strengthen the defense industrial base. Today's sophisticated weaponry is
expensive; therefore the industry which serves our defense needs must be as
efficient and cost-effective as possible.
We have suspected for some time that the defense industrial base was suffer-

ing from a low level of private investment, and have suspected that low level is
in part traceable to a relatively low level of profitability. It is axiomatic that
business flourishes in an atmosphere which makes it possible to earn a fair
level of profit. The rule is equally valid when business deals with the DOD,
and It works to the Government's advantage for a number of reasons:

It attracts good performers to do business with the Government.
It makes for a healthy and competitive environment.
It enables contractors to invest in new and efficient plant equipment with ulti-

mate reduction in cost.
In order to gain a detailed understanding of this matter, in May 1975 the

Profit 76 study was chartered by me and led by Deputy Assistant Secretary
Dale R. Babione and Brig. Gen. James W. Stansberry under the supervision
of Assistant Secretary Frank A. Shrontz. The goal of the study was to develop
any policy revisions considered necessary to encourage private investment in
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'cost-reducing equipment. The- basic approach was to compare earnings and
investment data between defense .and commercially oriented companies.
We sought widespread participation in the study throughout Government.

The Military Departments became actively involved as did the Joint Logistic
Commanders (JLCs)'. A high-level steering committee consisting of the Assistant
Secretaries of Defense for both Installations and Logistics and Comptroller,
as well as the Assistant Secretaries (I&L) of the Military Departments, exer-
cised guidance and surveillance throughout the course of the study. We dealt
extensively with representatives of the General Accounting Office (GAO), the
Cost Accounting Standards Board, the Office of Federal Procurement Policy,
and many other interested Offices.
In any evaluation of investment and earnings, the key to success - is

reliable data. Our collection and analysis of data was a carefully phased
effort. First, we discussed in detail with industry, the GAO accounting
firms and others the data elements required. We requested the partici-
pation of 133 major defense contractors that supply weapons systems and
hardware. The data from the participating contractors was submitted to their
certified public accountants (CPAs). The accounting firms of each participating
company made a thorough, independent check of the collected data. Finally, the
figures were further reviewed and analyzed by a CPA firm working under con-
tract to the DOD. Ultimately our CPA firm received data from 76 companies.
They rejected the data from 12 of the companies based on either their own re-
view or that of the company's own CPA firm. The final analysis was then based
on data from 64 companies (147 defense oriented profit centers) with an ag-
gregate sales data for government business averaging $15.5 billion annually
during the five year period from 1.970 through 1974. As a result of the close
coordination and comprehensive reviews, We obtained a high level of confidence
in the data developed.
We also collected considerable data (8.5 billion annually) on the commercial

operations of companies doing business with the DOD. This data, while valuable
for certain purposes, was not considered sufficiently typical for all commercial
endeavors for us to base prime earning comparisons on it, and it alone. There-
fore, a second set of figures -was constructed from the same five year sample pe-
riod utilizing data routinely gathered by the Federal Trade Commission (FTC)
on 5,000 corporations producing, durable goods with aggregate average sales of
$450 billion annually.' We believe that the FTC 'data offers the best overall re-
flection of profitability in the commercial business world; for that reason, our
comparisons are based primarily on that-data.
I would now like to turn to our data analysis results. Looking at the return on

sales, figure 1 displays the time trends of pre-tax profitability for commercial
and Government profit. centers and for the FTC durable good producers. As
noted on the chart, the commercial profit centers reported a 5-year average of
17.1 percent, which is roughly 21/2 times the FTC durable goods average of 6.7
percent. The 5-year average of the Government oriented profit centers was 4.7
percent, which is 2 percent below the FTC average. This relationship of -lower
earnings on sales has also been noted in past profit studies.

PROFITABILITY — RETURN ON SALES
PROFIT BEFORE TAXES/SALES

PIT/SALES % .4110e-
20

15

10

0

0 • . . •

1970 1971 1972 1973

COMMERCIAL
PROFIT CENTERS

FTC DURABLE GOODS

GOVERNMENT
PROFIT CENTERS

1974 5 YR AVG

16.0 12.6 17.3 18.6 19.4 17.1
5.7 0.2 6.9 7.3 7.0 8.7
4.6 4.7 4.1 5.0 5.2 4.7

SOURCES: CE,
FTC

FIGURE 1
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We also collected profit data by type of contract. Figure 2 compares the profit-ability of fixed price with cost type contracts. The fixed price type of contract,which includes fixed price incentive, averaged 4.7 percent over the the five yearperiod. The cost type contract 5-year average was 4.4 percent, which is only0.3 percent lower than the fixed price average. This relationship appears dispro—portionate since a contractor with a fixed price contract assumes a significantlygreater risk and should be able to earn more profit than a contractor with a cost:type contract. We have recognized this is a problem to be dealt with in ourrevision to the profit policy. Of course, proper selection of contract type is alsoessential in order to improve the spread in realized profits between cost type andfixed price contracts. We feel that we are doing a better job now and that is re-flected In the data for 1974.

4

2

0

PROFITABILITY — RETURN ON SALES
PROFIT BEFORE TAXES/SALES BY

TYPE OF CONTRACT

softra
.••••00'

emu.

FIXED PRICE

COST TYPE

1970 1971 1972 1973 1974 5 YR AVG

Fixed Price
Cost Type

4.7 4.3 3.1 5.5 5.6 4.7
4.5 5.3 4.9 4.1 3.5 4.4

SOURCE. C&L

FIGURE 2

Up to this point, we have focused on realized profits; however, it is importantto note that there is a difference between realized profits and negotiated profits.This difference is reflected in figure 3 which displays the negotiated vs. realizedprofits for the five years covered in the study. The principal elements are as
Negotiated.—The average profit for all types of DOD contracts during the 5-year period was 8.8 percent of sales.
Negotiated less unallowables.—One of the objectives of -the profit study was todetermine the impact of unallowables on earnings. The data indicated thatASPR XV unallowables (interest, contributions, IR&D/B&E' in excess of ceiling,etc.) average about 2 percent of sales; consequently, if defense contractorscould realize the negotiated profit rate less unallowables, the earnings of 6.8percent would be very close to the FTC average of 6.7 percent.Realized.—The average realized profit rate is 4.7 percent. This indicates thatthere is a substantial erosion of the profit rate during contract performance.This problem must be addressed by both Government and contractors in morerealistic initial pricing of the contract. Improvements in cost control by con-tractors are also needed in order to improve the realized profit rate.
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Although return on sales is important, it is not the complete measure of

profitability. In our economic system, return on investment is a key factor in

the allocation of resources. In our study, we used return on total assets less

progress and advance payments as the definition of investment to measure

return on investment. Advance and progress payments (cost reimbursements on

cost type contracts were reported as progress payments for the purposes of the

study) were subtracted from the investment base since they represent an invest-

ment by the government, not the contractor. This is a conservative definition of

investment which fairly portrays the relative levels of investment made by

defense and commercial contractors.
In figure 4, the time trends of return on investment for commercial and gov-

ernment profit centers, and for the FTC durable goods producers are shown.

Commercial profit centers averaged 17.6 percent for the 5-year period, which is

close to their 17.1 percent return on sales. Government profit centers averaged

13.5 percent, which is 2.9 times the return on sales. However, the FTC durable

goods producers averaged only 10.7 percent for the 5 years, which is 1.6 times

the return on sales. We thought that the amount of Government owned facilities

might have contributed to the relatively healthy return on investment for Gov-

ernment profit centers.
To assess the impact of these facilities, we computed their net book value

so as to approximate the investment that the contractors would carry on their

books. Inclusion of Government owned facilities at a depreciated value would
only decrease the return on investment for these profit centers from 13.5 percent
to 13 percent. Therefore, the return on investment for Government profit centers
is somewhat more than for the FTC data, and inclusion of the depreciated value

of Government owned facilities makes little difference in the rate of return.
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PROFITABILITY - RETURN ON INVESTMENT
PROFIT BEFORE TAXES/TOTAL ASSETS
(Less Progress and Advance Payments)

ROI %
ZU ,l

PC

G(

• .......
G(

10
. 4 . ciaarj................... C (

Ai.............-..-•"'"
FA

5
FT

n
1970 1971 1372 1973 1974

MMERCIAL
OM CENTERS •••••11M,

VERNMENT
CIFIT CENTERS

VFRNMENT RRESUNIiNG
NTRACTOR FURNISHES
L EQUIPMENT Er
CILITIES la •

C CURABLE GOODS

5 YR AVG

16.3 12.6 17.8 19.7 20.1 17.6

13.1 12.6 11.3 15.5 15.2 13.5

12.6 12_2 10.9 14.9 14.6 13.0

8.4 9.2 10.9 12.5 11.7 10.7
SOURCES: CFA_

FTC

FIGURE 4

Commercial Profit Cente:

Government Profit Cente:

Government (all facilit:

FTC Durable Goods

To better understand how the Government return on investment is being re-
alized, we compared the level of investment for Government and the FTC. This
comparison is shown in figure 5. The FTC data indicates that commercial con-
tractors invest an average of 63 cents for every dollar of sales. Government con-
tractors, on the other hand, invest an average of 35 cents for every dollar of
sales. We consider this difference of 28 cents on the sales dollar to be significant.
To examine the reasons for this difference, the investment was analyzed in terms
of facilities capital (net book value of land, buildings, and equipment) and op-
erating capital (current assets less progress and advance payments). It was
found that 15 cents of that difference is the result of a lower level of facilities
investment by Government contractors, which is noted on figure 5 as the "delta"
for facilities capital. The remaining difference of 13 cents is the "delta" for op-
erating capital, which is caused by the difference in financing of Government and
commercial contracts (that is, Government progress payments). We were also
concerned with the effect of Government owned facilities on the level of invest-
ment; however, we found that by adding the net book value of these facilities
the overall 'investment would only increase 1 cent (35 cents to 36 cents). Think-
ing in terms of a profit policy that would stimulate investment and productivity,
the potential impact is reflected in the "delta" for facilities capital (cross hatched
area between the 36 cent level and the 50 cent level).

PROFITABILITY - RETURN ON INVESTMENT
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The level of investment is greatly influenced by the sources of capital avail-

able. Although debt is an important source Of fuLds, the major source is from

internally generated funds, which is a function of the return on sales. To deter-

mine the significance of this relationship, we have examined the interaction be-

tween facilities investment and return on sales. Figure 6 shows facilities capital/

sales percentages on the left axis and the profit before taxes/sales on the bottom
axis for each source of data as shown below:
Government profit centers.—Defense contractors averaged 4.7 percent return

on sales and 10.9 percent investment in facilities.
FTC durable goods.—The FTC contractors averaged 6.7 percent return on sales

and 26 percent investment in faciilties.
Commercial profit centers.—Commercial profit centers averaged 17.1 percent

return on sales and 41.1 percent investment in facilities.
Looking at the extremes, we Mite that the investment in commercial profit

centers is about 3.7 times the investment in 'Government profit centers. Further,
we note that the return on sales for the commercial profit centers is about 3.6
times the return on sales for the Government profit centers. There appears to be
a rough correlation between the amount of facilities investment a company is
willing to make and the amount of profit dollars that the company can expect
to realize from that investment.
In terms of considering productivity, if it is efficient in the commercial market-

place for the FTC durable goods producers to employ about 21/2 times the amount
of facilities per dollar of sales, compared to the defense producer then there are
probably productivity gains that could be made if defense contractors increased
their investment. An increase in investment should decrease the production cost
and the price to Government.

INTERACTION BETWEEN FACILITIES
CAPITAL INVESTMENT AND RETURN ON SALES
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In addition to the interaction of level of investment and return on sales, one
has to also consider return on investment. Figure 7 shows the level of investment
in terms of sales/asset turnover on the left axis and the profit before taxes/sales
on the bottom axis. Turnover refers to the amount of sales generated by a given
amount of investment. A turnover rate of one indicates that there is one dollar's
worth of investment supporting a dollar in sales. A turnover rate of two indicates
that there is 50 cents worth of investment supporting a dollar in sales. A turn-
over rate of four indicates that there is 25 cents in investment supporting a dol-
lar in sales. The multiple of the turnover rate times the return on sales is the re-
turn on investment, which is reflected by the three ISO—ROI lines (5 percent,
10 percent, 20 percent). All three groups are achieving an ROI in the 10-20 per-
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cent range, but it is important to note how they realize these returns. The com-
mercial profit centers maintain a turnover rate of approximately one by realiz-
ing a 17.1 percent return on sales; however, government profit centers with a
relatively low return on sales have to achieve a significantly higher turnover
of assets. They do this by minimizing their level of investment.

INTERACTION BETWEEN ASSET TURNOVER AND
PROFIT ON SALES
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While all of the data we have analyzed was very important in shaping our re-
vised policies, we also paid a great deal of attention to the opinions expressed by
our contracting officers and representatives of industry. Over 300 contracting
officers were surveyed, as were some 200 companies. We noted that there was
strong support for basing profit potential somewhat on investment; also that both
government and industry felt that the cost of capital should be more adequately
recognized as an element of product price. We also contracted for the conference
board, an independent research association to examine the question of business
risk and investment determinants. The conference board interviewed 53 account
executives of 31 financial institutions. They reported that these financial insti-
tutions, an important source of funds for defense industry, felt that defense
business was not sufficiently profitable for the risks involved. Whether or not
one agrees or disagrees with this opinion, it must be noted that these firms have
heavy influence over the availability of funds for defense industry investment.
From the facts and opinions gathered during the course of the study, it be-

came clear that we should shape our profit and pricing policies to more directly
encourage investment; and that such investment carried with it the potential for
significant productivity gains and price reductions. The detailed changes we have
made are shown in figure 8.
Turning to our new profit policy, figure 8 shows the changes in emphasis on

the various profit factors as noted below:
"Contractor Input to Total Performance (CITP)" is a measure of the esti-

mated cost of and represents the effort required to perform the contract. This
was the dominant element in the profit objective in the old policy, and accounted
for about 65 percent of the negotiated profit rate. To shift the emphasis from a
cost-based profit policy, we have reduced this factor significantly.
Under the old policy, "Contract Cost Risk" recognizes the contractor's assump-

tion of risk with a minimum weight (0 percent) for cost plus fixed fee contracts
and a maximum weight (7 percent) for firm fixed price contracts. On the average,
this accounted for 30 percent of the profit objective in the old policy. Our Govern-
ment procurement personnel indicated in the opinion survey that there should be

S3-250--77 2
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a greater difference in cost risk between cost type and fixed price contracts. These
opinions appear to have been validated by our profit center data, which indicated
a very small difference in realized profits between cost type and fixed price con-
tracts. Accordingly, we have provided for a 1 percent increase in the risk ranges
for fixed price contracts, which will increase the emphasis for contract cost risk
to 40 percent of the profit objective in the new policy.
"Past Performance" was included in the old profit policy as a subjective factor

to reward or penalize a defense contractor for his performance on prior defense
contracts. Our data indicated that this factor was applied in an inconsistent
manner and probably had little impact on the contractor's performance on the
instant contract. We consider past performance to be an appropriate considera-
tion in source selections, but an ineffective tool in profit policy. On an overall
basis, past performance accounted for an insignificant portion of the profit ob-
jective and therefore has been deleted in the new policy.
"Use of Government Resources" was included in the old policy to penalize the

contractor (0 to —2 percent) for use of Government furnished facilities. This
factor had an insignificant impact on the overall level of profits and has been
deleted in the new policy. The thrust a the new policy is on the investment fur-
nished by the contractor, not by the government.
"Contractor Investment in Facilities Capital" has been added to the new policy

in order to recognize and reward contractors for the investment they have applied
to the contract. This is the major change in policy and is generally in accordance
with the recommendations of the Commission on Government Procurement, the
Comptroller General, informed observers in Congress and many others. We -have
allocated 10 percent of the profit objective to contractor investment. We recognize
that this is a modest approach; however, we are being cautious until we have
had the opportunity to assess the overall impact of this policy change. The weight
of this factor will likely be increased in the future.
"Productivity" is a new feature in the profit policy. We have felt for. some

time that our policy should motivate defense contractors to increase their pro-
ductivity and thereby reduee costs. The old policy has not proved effective in
this area, because a contractor could lose profit opportunity in a follow-on con-
tract if he had made significant productivity gains since the profit objective was
based on estimated cost. Accordingly, the new policy provides for consideration
of profit on demonstrated unit 'cost reductions resulting from productivity. im-
provements. This approach emphasizes that it is our objective to reduce contract
price and that we are willing to reward productivity when it yields lower prices.
"Other Factors" that, may be used in the profit objective are essentially un-

changed in the new policy. These factors include consideration for Foreign Mili-
tary Sales (FMS), Independent Development, Small Business and minority
business participation.

OLD POLICY

CONTRACTORS INPUT TO •
TOTAL PERFORMANCE (65%)

CONTRACT COST RISK (30%)

PAST PERFORMANCE

USE OF
GOVERNMENT RESOURCES

OTHER FACTORS

NEW POLICY

SAME FACTOR (AS MEASURE OF
EFFORT) BUT REDUCED EMPHASIS

(50%)

SAME FACTOR (RISK) BUT

INCREASED EMPHASIS (40%)

DELETED

DELETED

CONTRACTOR INVESTMENT (100/0)
IN FACILITIES CAPITAL
(ADDED)

SAME + PRODUCTIVITY

FIGURE 8
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keorollary effort has been made in the development of cost objectives to recog-
nize contraetor investment. The Cost Accounting Standards Board has taken
a positive step forward ,with Cost Accounting Standard (CAS) 414, which is en-
titled "The Cost of Money as an Element of the Cost of Facilities Capital". CAS
414 provides the methodology to estimate, accumulate and report a cost of capital
that is imputed to the contractor's investment in facilities at an interest rate
Published by the Secretary of the Treasury. We have made this cost allowable
on most negotiated contracts which are priced on the basis of cost analysis. Pro-
cedures have been established so that on the average, the prenegotiation profit

objective takes into account and offsets the cost increase attributable to the im-
puted cost of facilities capital. This offset provision is in line with the view

expressed in Senator Prdxmire's letter to Secretary Rumsfeld of May 27, 1976, on

this subject.
We feel that our new profit policy and the allowance of the imputed cost of

capital will help remove obstacles to cost-reducing facility investment decisions by

industry. These policy changes are a step in the right direction and should reduce

the DoD acquisition cost by improving the viability and productivity of our de-

fense industrial base.

Senator PROXMIRE. General Stansberry, go right ahead.
General STANSBERRY. Thank you very much, Senator Proxmire.

It is a privilege, indeed an honor, for 'me to come here and talk to
vou about what we have been doing for the last year or so on the
subject of profit.
In the next several minutes I would like to characterize for you

how we went about doing the study and what we think the main
results were.

First off, as Secretary Clements pointed ,out, we took great pains to
be sure that our entire - study project would be conducted in as open
and as objective a manner as possible. At the outset we communicated.
our plans for the conduct of the study to the GAO, the Office of Fed-
•eral Procurement Policy, and concerned congressional committees,
industrial associations, and just about everybody who would be af-
fected by policy changes. To be sure that we were on the right track,
we asked them if they had better ideas for approaching it, and we took
these ideas into account.
One of the very first things that we did, as should be true in any

research effort, was to go to the library. We looked at the past studies
that have been conducted over the past 10 years, some of which have
been very authoritative and useful pieces of work. There have been
over 50 rather detailed scrutinies of defense profits and profit policies
in the last decade. Secretary Clements noted two main criticisms, and
these flow from our analysis of all the past studies that have been
conducted.
That is to say that the defense profit policy seems to be too heavily

oriented toward cost, and it may carry a message to contractors that
the way you keep your profit potential high is to keep your cost high,
exactly the opposite of what we want to have happen; and second, most
informed observers have noted that our policy failed to discriminate
sufficiently among contractors based on the level of investment. That is,
the contractor putting, up twice as much in facilities investment might
not realize any additional negotiated profit in dealing with the Gov-
ernment, and that, we think, is a serious deficiency and one that needs
to be corrected.
So those are the sort bf biases we had as we approached the, problem.
Now, the key to a study of this nature, although there are lots of bits

and pieces, are • the numbers, that is credible data that people, believe
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are reliable and useful for management decisions. So, in structuring
our approach to get good data we decided we needed some independ-
ent reviews of whatever numbers were submitted. The main review
and validation technique that we used was to have the defense contrac-
tors that participated submit the data on sales, investment, and cost
to their own CPA firm. And their CPA firm did a review program
in which they checked such things as, for example, is this contractor
reporting to the DOD the same kind of profit picture that he reports
to the stt'ockholders, and other various checks.
Then that CPA firm forwarded the data to a CPA firm, Coopers &

Lybrand, under contract to DOD. Our CPA firm then did further
quality assurance checks before the data was used to arrive at any
conclusions.
To indicate to you perhaps the extent to which we went to assure

high quality data, some 76 companies participated in our study. Of
those 76 submissions of data, either the company's own CPA firm or
our CPA firm threw out 12 sets of data because it was not sufficiently
reliable in their view for us to use. So we think we have pretty good
quality assurance on the data that was ultimately aggregated and
provided to us.
I would like to comment briefly' on what the data shows. In terms of

profit before taxes on sales, over the last 5 years defense contractors
averaged 4.7 percent compared to an overall commercial average de-
rived from the Federal Trade Commission of about 6.7 percent.
Now, there. is one other interesting feature 
Senator PaoxmmE. Now, that is profit on sales.
General STANSBERRY. Profit before taxes on sales. The defense con-

tractors show a couple of percent lower than the FTC numbers.
Senator PROXMIRE. -The FTC is about 50 percent higher. ,
General STANSBERRY. Yes; .6.7 versus 4.7.
Senator PROXMIRE. Roughly..
General STANSBERRY. I think there is another interesting feature to

the data we collected that I would like to bring up. We collected profit
data on how defense contractors, did when they were operating in the •
commercial marketplace

' 
that is when they sold commercial products.

That data showed that defense contractors earned about 17 percent
profit before taxes on sales.
Now, we were rather suspicious of that data. We knew the numberswere real because they had, been checked by two levels of CPA, but we

were not at all sure that those numbers were typical. We thiuk thatthere might hal43-been some feeling within the contractor world that.it would be desirable to report their bright and shining star when it
came to commercial ventures. We had good control over what they
reported on defense sales but we didn't have as good a control overwhat they reported on their commercial sales, so we did not use that '17-percent figure as the baseline for policy judgments:However, it isuseful 'in some respects when you look at' the amount of investmentthat defen.se.contractors are willing to put into commercial ventures,and it is much higher than hat. they characteristically have beenwilling to put into defense efforts.

Still on the Subject of profit before taxes on Sales, one of the thingsthat we learned is that over the last 5 years, realized profits on cost-type contracts have been almost .as good as on' fixed-price-type con-
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-tracts. That is disturbing, obviously, because a contractor operating
on a fixed-price type contract, which carries with it, obviously, more
risk, should have the opportunity to earn significantly more profit.
It was interesting to us that our contracting officers, when we talked

to them, sensed the same thing was going on, and their advice to us
was you ought to spread the range a little bit between cost and fixed-
price type contracts, and the numbers bore that out.
Possibly the most interesting part of the profit picture on sales is

how did the contractors do, how did their earnings compare to what
they hoped to earn, what they negotiated.
The negotiated profit rate between the Government and the contrac-

tor averaged 8.8 percent on sales. Now, both parties to these negotia-
tions understand full well that there are disallowed costs which either
by policy or by law we cannot reimburse, and those run about 2 per-
-cent of sales.
So if you mentally take that 8.8 percent and subtract the 2 percent

on unallowables, it says that both parties understand that the real
target profit that they are trying to make is about 6.8 percent. How-
ever. they didn't realize that. If they had, they would be very close
to the FTC number, 6.7. They actually averaged a couple of percent
less, about 4.7 percent.
That particular problem, while of great importance, is not a prob-

lem that you can really solve with profit policy. It has to be solved
with steps taken to assure more realistic pricing at the front end of
the systems as we go into these big programs.

Profits on sales are important but they are certainly not the whole
•picture. We were very concerned to be sure that we got good data on
return on investment. When we looked at return on investment, we
saw a flipflop in the relationship. These defense contractors that were
earning less on sales than commercial turned around and make slightly
more on an investment basis than a comparable commercial producer.
They made about 13.5 percent on investment compared to an overall
commercial rate of 10.7 percent.
You say to yourself, how can this be, and the answer, of course,

becomes very clear. Defense contractors are not putting up as much
investment as their commercial counterparts. Thus, their return on
investment rate tends to look pretty healthy. This was the relationship
that concerned us most, and when we tried to analyze the difference
in levels of investment, the picture shook out this way.
Commercial contractors overall are putting up about 63 cents per

sales dollar in investment. Defense contractors are putting up about
.35 cents investment per sales dollar.

Senator PROXMIRE. What was the first figure again?
General STANSBERRY. Sixty-three.
Senator PROXMIRE. So about twice as much.
General STANSBERRY. Yes; about twice as much. Some of the differ-

ence is understandable because we finance defense contractors through
progress payments, and that is our investment, so it is understand-
able that their working capital needs would not be as high as the
-average commercial guy, but when we got behind these numbers and
looked specifically at the amount of facilities capital that was being
put up, we found that the average defense contractor was putting up a
clime in facilities capital per sales dollar as compared to about a
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quarter per sales dollar, for commercial, and that, of course, is what

rightly concerns us because it suggests that defense contractors are
underfacilitized, and that there is great room for productivity im-

provements through investment in cost-reducing equipment.
I might add that within these numbers I have given you, obviously

those are averages, there are some swings. There are people that make
better profits than other people. Overall, shipbuilders are by far the

least profitable product group that we looked at, and they averaged
2.9 percent on sales, 5.8 percent return on investment, and those num-

bers, even those relatively modest numbers, dropped dramatically
when you started looking at shipbuilders with large claims. Missile
manufacturers were at the top of the heap. On a sales basis they made
6.1 percent. On an investment basis, about 20 percent. Everybody else
tended to fall in between.
We noted also—and I think it has been noted before in prior

studies, that there tended to be lots of winners and lots of losers in
the average, quite a spread. When we tried to make some distribution
analysis of this spread, we found it was very difficult to do. The dis-
tribution is multimodal and I would characterize it as all over the
ballpark.
These numbers we thought were pretty important, but of equal

importance to us was informed judgment. We surveyed 327 of our
own contracting officers 'and said to them, what do you think we
should do. You are the fellow that sees the contractor out there, and
your job is to negotiate a fair and reasonable profit. Two hundred and
nineteen of them gave us very detailed written ideas and these ideas
were very important to us. We found from our .contracting officers that
basing profit ,to some degree on investment was highly acceptable tos
them, the people that had to do the job. They thought it was a good
idea. They thought it was time that we did it.
We found out another thing ,that surprised us a little bit, a very

useful outcome. Our contracting officers were very concerned about the
apparent growing cost of capital. They believed that the Department
of Defense should some way or another recognize the cost of facilities
capital when we deal with a contractor on a negotiated basis. You
will recall that interest expense has historically been imallowable,
and they were in essence saying, some way or another, you have to
treat that cost of money better.

Industry tended to reinforce these opinions. We asked and solicited
advice from some 200 companies, and their opinions formed a very im-
portant part of our judgments of what to do.
So there we were, we had opinions, we had a lot of numbers that

suggested that we had a problem, that we ought to make some moves,
and so we did.
The two most important chancres that we have made to our profit

policy are first off to move modestly toward an investment based pol-
icy, and obviously away from a cost-based policy, thereby we hope
setting the stage for encouraging investment and increased productiv-
ity, thereby lowered cost.
In addition, and second, our treatment of CAS 414 is a very impor-

tant step forward. That cost accounting standard deals with the cost
of facilities capital. Secretary Clements made the decision that within
the Department of Defense we would treat that as an allowable cost, we
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move that item into the cost column where it is visible, auditable, man-
ageable, where we know what we are getting, and hereafter reimburse
that as allowable cost

' 
not only on CAS covered contracts, but as a cost

principle applicable to all contracts subject to cost analysis.
In conclusion, I would like to say that we have worked very hard

throughout the past year to secure the support—and I think we have
got it---of people that are vitally concerned with profit, and I include
there the Army, Navy, Air Force, Defense Supply Agency, the Office
of Federal Procurement Policy, the CAS Board Staff, and others. The
GAO was particularly helpful to us throughout the study. They re-
viewed our work constantly, and I think they support what we are
trying to do.
Our policy was promulgated and became effective on October 1. We

will track very closely as to, whether or not we achieved success during
the implementation.
Thank you very much.
Senator PROXMIRE. Well, thank you, General, and thank you, Mr.

Secretary, two very, very competent statements, and very helpful
statements.

First let nip say that I think we ought to recognize that the contro-
versy shouldn't be over profit. Profit is the driving force that makes
our system work. Profits are good news, not bad news. Profits are some-
thing that industry seeks and that is the reason that—the basis for
achieving efficiency. So that there will be no difference of opinion be-tween ourselves, I know that you feel that way, and I certainly feel thatway, that profits are something that we have to have adequate profits,encouraging profits, if you are going to get efficiency, if you are goingto get your costs down, if you are going to get the right kind ofoperation.
Having ,said that, let me just say also that I think that any sensiblechief executive officer of a corporation is interested in return on hisinvestment. That is the fundamental return he is looking for. It is theinvestment that counts. He wants to maximize his return on his invest-ment. That is his mission as the head of his corporation.
Mr. CLEMENTS. I am delighted to hear you say that, SenatorProxmire. • ,
Senator PROXMIRE. I think that is essential when we look at whathas happened here because you tell us now that the defense contractorsare doing better in terms of return on investment than the nondefensecontractors are doing and it would seem to me that under these cir-cumstances we shouldn't have this kind of a situation where we havea relatively small number of the great number of American corpora-tions engaged in defense contracting. I can't understand why there isnot more effort on their part to get into this. It is a good thing. Theycan get a good return.
Why is it that we have the relatively small number of firms that areactive in providing what we need for our defense establishment?
Mr. CLEMENTS. Go ahead.
General STANSBERRY. Senator Proxmire, we feel that you shouldnever look at a profit level without looking at the risks incurred. Oneof the things we tried to do during the past year was to assess to somedegree the subject of how risky. is defense business, because it goesto the heart of your question.
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A slightly better than average return on investment is fine unless
there is very great risk attached to it, and then it might slow you down
from getting into that business.
We asked the conference board, which is a nonprofit research out-

fit operating out of New York to try to come to grips with just how
risky is defense business. Some will allege that there is no risk, and
others, particularly the ones in the business, will allege that it can be
very risky indeed, particularly if a big program is suddenly killed, for
example.
The conference board went to 31 financial institutions, the people

that loan the money needed for contract performance. They inter-
viewed 53 account executives, and they asked them, how do you per-
ceive the risk of defense contracting as related to average commercial
endeavor. The answer in a nutshell was that they thought that defense
contracting was indeed very risky, and although they gave lots of
reasons, the main reason came down to program instability and percep-
tion of the market. They noted the defense business has its ups and
downs. Programs grow, they get cut. Today it is 2,000 airplanes,
tomorrow it might be 1,000.
So to move into that market based on what looks to be a relatively

healthy return on investment, you also must assess very carefully the
risk.
Now, I don't think that we have to necessarily agree with all of the

opinions that these account executives gave, but I think it is important
that those opinions are held by them, and they perceive the defense
business as being rather risky.

Senator PROXMIRE. What can we do
' 

if anything, to reduce that risk,
or at least the perception of that risk so that we can secure a greater
degree of competition?
Mr. CLEMENTS. Well, Senator Proxmire, I don't think that it really

is a matter of perception. I think that risk is very real, and when you
talk in terms of these multi-hundreds of millions of dollars contracts
and you put at risk the health of a major corporation under one of
those extremely large contracts, there is indeed a risk. There is a risk
for that company, and we have seen the examples of this in the last
several years.
And so I don't want to leave the impression that I think that this

risk is a perception. It is a very real thing.
Now, one of the things that General Stansberry mentioned I cer-

tainly think is a contributing factor to the question that you asked
with respect to the small base from which we operate. I think that is
really what you are asking, why can we not broaden that base, and
the reason beyond the one of risk—and that would be No. 1—has to
do with Government interference within those contracts itself. There
is an enormous amount of paperwork involved in this, and you ask
what can be done. We are trying to do something about this and reduce
the amount of paperwork, and we have made good progress.

Those pieces of paper
' 

those kinds of reports, those audits that are
in fact needed we must have, and we want them, and we want them
even better and in more detailed fashion perhaps than they have been
in the past, but those that are not used and that do not serve a useful
purpose we want to eliminate, and we constantly hear from defense
contractors that they are overwhelmed by people and reports, and
we are working hard on this.
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The other has to do with the stability that General Stansberry
mentioned, and I want to comment on that.
I use a different word. It is continuity. And we have a system that

has evolved here within the Government where our budget procedures
are on a year-by-year basis with starts and stops and extensions of
the production runs, and cutting production runs off, terminations,
starting up again after termination, and these kinds of discontinuity
in defense contracting certainly do not make for a stable situation
and are most unsettling to defense contractors, particularly on these
very large contracts. They can't plan their work, it affects their em-
ployment cycles, it affects their training programs, and certainly it
affects their corporate budgets.
Then that becomes probably the second most driving factor that de-

tracts from these corporate bodies, making the kinds of investments
in product improvement, in manufacturing technology that we want
them to make in order to reduce our unit cost and modernize their
plants.
So that this very, very fundamental thing, continuity of program,

probably has as much to do with this plant investment issue as any
single thing, and makes defense work very unattractive.
Senator PROXMIRE. Well, that's a very helpful response. I might

point out that Smith Barney, which is considered to be a highly
competent securities firm, concludes after analyzing technologies of
various industries, the review of performance on all nontotal package
defense contracts let since 1970, found that risk to defense industries
producing all products but ships have been reduced to a low level.
Now, I might also point out that there is another advantage that

seems to be here, and General Stansberry, I was very surprised at what
I think was the most astonishing statistic that you gave us, that the
return on sales for defense industries in their nondefense operations
were 17 percent, or about 200 percent higher than the return on sales
for the nondefense contractor. That suggests to me that there may be
an enormous advantage here in using Government-supplied equip-
ment, perhaps, or in shifting costs from defense contracts—or I should
say from commercial operations—to defense operations and so forth.

It is a very, very surprising figure. and a very big one. Isn't that
a suspicious figure? Doesn't that lead you in that direction, too

' 
to

wonder whether or not the defense contractors are taking advantage
of the Government?
General STANSBERRY. Well, to begin with, with respect to Govern-

ment-furnished equipment, no, not at all. In fact, when we look at the
investment that they make in those endeavors where they make 17 per-
cent, they make four times the amount of investment of their own than
they do on defense contracts.
Senator PROXMIRE. How about the allocation of overhead? Isn't that

a matter of judgment where there is an enormous temptation on the
part of the defense contractor to move his allocation over to the Gov-
ernment business?
General STANSBERRY. Our overhead accounts are audited. I might

add, too, that L.M.T. (Logistics Management Institute) when they
looked at commercial opportunities available to defense contractors a
few years ago came up with a similar relationship.
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• Now, I have cautioned the use of that figure, though, because I will
not say that it is an average. I just say that it is a real number and
that it was reported to us, but I am not sure at all that it is typical.

Senator PROXMIRE. Well, anytime any industry can make 17 percent
return on their sales, there has got to be some unusual reason for it,
it would seem to me.
And this would suggest that some of the accusations that people

who have been critical of defense industries have made, and as a moni-
toring of defense costs, might have a pretty good point because, as I
say, there is a very powerful temptation, if I were running a defense
contracting firm, most of whose business—which is true of almost all
defense contractors—most of whose business is in the commercial
area, I would be doing everything I could to get my overhead into the
defense operation. That is the way you maximize your profits, doing
everything legitimately, of course, but doing everything I could to do
that.
Mr. CLEMENTS. There isn't any way he can do that legitimately,

Senator Proxmire, and I don't want to leave us in this wilderness that
we are wandering around in because believe me, he cannot do what
you said legitimately. There isn't any way he can do that, and that
is what our defense audit section is for. He has to certify those charges
and those books, and they are audited both in plant and by spot checks
by control audit.
Senator PROXMIRE. Mr. Secretary, you know that those are all judg-

ment calls, that those are all auditing by people who are human beings
who want to be as fair as they can, but the fundamental decision is
made by management, and they have to challenge and be able to prove.
The burden of proof is on them if they are going to disagree with a
decision of management.
Mr. CLEMENTS. Well, I don't want to leave the inference that I think

our defense industry is dishonest and doing something they are not
doing.
Senator PROXMIRE. No I don't say they are being dishonest. I just

say they are doing everything they can to increase their profits, and
that is what their job is. That is what they are supposed to do.
Mr. CLEMENTS. Now, I think there is confusion here. We are talking

in terms of some very, very large corporate bodies when we speak of
this number, and there is hardly any way that I can in my wildest
imagination think how this particular company that is making toast-
ers and iceboxes, and even automobiles, for instance, for the consumer
market, how he is going to get that confused with a jet engine for a
fighter. I just don't believe that, and I don't want to leave that infer-
ence. I think that is a mistaken thought process.

Senator PROXMIRE. My time is up.
Congressman Mitchell.
Representative MITCHELL. Thank you, Mr. Chairman.
Good morning, General, Mr. Secretary.
Mr. Secretary, you spoke about the matter of risk and the lack of

continuity in programs making up a part of that risk is that correct?
Mr. CLEMENTS. That is true.
Representative MITCHELL. In your opinion, is any part of the re-

search and development operation of the Department of Defense re.
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:sponsible for the lack of continuity in programs? Let me embellish
that just a little bit more.
Mr. CLEMENTS. Please.
Representative MITCHELL. We have had some products approved,

some designs approved by R. & D. in the military. They have come out
after apparently being approved, and then later on it is found that they
were not working as well as we would have assumed.
Therefore, it is incumbent on the Congress to scrutinize those pro-

-grams and perhaps cut them off. That breaks the continuity right?
I am asking, in your opinion, to what extent does your R. & D. pro-

gram really become a part of contributing to the lack of continuity of
programs by inadvertently approving some things that should not be
approved, or approving them too early on in the game?
Mr. CLEMENTS. Well, Mr. Congressman, if, you are saying that

we make mistakes occasionally in some of the programs that we bring
forward and subsequently either we decide or Congress decides to
terminate those programs, and that then makes for an unstable condi-
tion, you are exactly right. There are those programs, and we are
searching diligently for those programs that do not indeed measure
up to our expectations and ought to be eliminated, and we would like
to do that. I am looking all of the time for those kinds of programs
that we can stop.
But I think that that is a very small factor in what we are talking

about. It is the very large programs that are multibillion dollar pro-
grams and have a serious effect with respect to employment and
capital investment decisions and so forth that I am talking about, and
stretching those programs out and disturbing the normal milestones
that we would have looked for in those production runs. Those are
the kinds of discontinuities that I am talking about.
Do you want to add anything to that, Frank?
Representative MITCHELL. And there are more, it seems to me, Mr.

Secretary, but let me treat the other phase of it.
If I were a businessman and I got word that there was R. &,D. being

done on the C-5A, I might start looking at the possibilities of my
company going into production of C-5A's right?
Mr. CLEMENTS. You would make a bad mistake if you did that.

[General laughter.]
Representative MITCHELL. You are absolutely right, and yet any

sensible businessman is going to do at least the preliminary work if
there is a good shot, he thinks, of something coming, being approved
through R. & D., and being put into production.
If you approve it, no company is going to be ready, no company

wants to be waiting a year later to get into the active bidding on it.
They are going to be putting out some money in advance, even while
you are in the research phase.
Mr. SHRONTZ. Well, I think we can acknowledge there are risks in

the type of high technology efforts that you are referring to, but the
kind of continuity the Secretary is addressing is the continuity on
those programs which are approved for go-ahead in terms of rate
of production, in terms of funding, in terms of buy-out of the quantity
of the original program.
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Our emphasis is to try to get those contractors which have approved
programs to invest in those kinds of improvements in their facilities
which will cut costs downstream. It is very difficult to motivate them
to do that when the program quantities, fundings, and rates change
frequently.

Representative MITCHELL. As long as the record will show very
clearly that the research and development aspect of DOD does con-
tribute in some way to a lack of continuity of programs, I am satisfied.
By your own admission you have stated that you try very hard to-

bring them out carefully, but it just doesn't work, whether it is a 10-
percent or a 5-percent failure, it doesn't matter. I am trying to isolate
out the causes for lack of continuity in programs.
Mr. CLEMENTS. That is certainly a 'contribution, Mr. Mitchell. I

don't argue that point at all.
Representative MITCHELL. All right.
In your testimony, in your prepared statement on page 14 you

obliquely mention your efforts vis-a-vis minority businessmen in de-
fense contracting.
Mr. Gansler yesterday indicated that it is almost impossible now to

get subcontractors to come in to do contracting work because of many
risks that he spelled out.
On the other hand, you have got a group, known as the National

Association of Black Manufacturers with good capability in defense
production and production across the line. As I deal with those • men,
they constantly come to me indicating the absolute impossibility of
their getting a subcontract. The last figures that I read indicated that
maybe minority contractors are getting about 1 percent of the total
procurement and contractual efforts to DOD. Now, I will stand cor-
rected if that figure is off. The last I read it was 1 percent.
What are the impediments, then? What are the impediments which

do not permit you to fully utilize minority contractors with good capa-
bility, those that are used by the private sector?
Mr. CLEMENTS. Mr. Mitchell, I am going to have Dale Babione, who'

works with this all of the time to respond more fully, but I want you
to know that the Department of Defense policy in this regard is to en•-
courage and to expand and to enhance our relationship with minority
contractors, not lust subcontractors, but contractors generally, and,
we have been, without any question whatsoever, the most successful
department in this Government in this regard. We have taken the lead
and the other agencies within the Government have acknowledged our
lead, and have adopted in large measure the procedures that we have'
underway to expand this particular type of operation.
I am totally sympathetic to it, and we work hard at it.
Representative MITCHELL. Thank you very much, Mr. Secretary.
Before you respond, let me indicate that is quite true, that is the'

official policy of DOD, that is the official policy of the Federal Gov-
ernment, that is the policy which was enunciated under the Nixon
administration, and further articulated under Ford last year. The
problem occurs not in terms of the philosophical base of the policy.
The problem occurs in that middle management thicket, in all of these
agencies which often obstruct, and thwart, and pervert and distort and'
block official policy, and that has been my experience, not only in DOD,
but across the board.
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Mr. BABIONE. Let me, Congressman Mitchell, respond to your ques-tion more fully.
One of my responsibilities is for implementation of this policy

within the Department of Defense. I would like to point out that in
fiscal year 1975, we awarded about $72 million in subcontracts to
minority firms.

Representative MITCHELL. How much?
Mr. BABIONE. $72 million in 1975. In 1976 it was $102 million. Sothat is an increase of $30 million from one fiscal year to the next.
I would like to first say that we have 8—A programs which I thinkyou are familiar with. The Department of Defense awarded $230 mil-lion in 8—A awards in fiscal 1976 alone. We awarded, as I said, $102million to minority and subcontracting. Minorities won through nor-mal competitive bidding approximately $26 million. Now, I am sureit is more than that, but we will not have precise figures on this untilnext fiscal year when it is expected that procurement forms will recordminority awards.
Now, you say that is not very great, it is about 1 percent, is thatwhat you said?
Representative MITCHELt. About 1 percent.
Mr. BABIONE. Let me explain what the problem is.
The problem is as the Small Business Administration has testified,that the number of minority firms in America make up about 4 per-cent of all businesses in our country. Further, the Office of MinorityBusiness Enterprise (OMBE) has reported that out of an estimatedtotal of 450,000 minority-owned businesses, only 89,000 have paidemployees. The balance constitute what we call family-run organiza-tions. They are either family grocery stores, they are 
Representative MITCHELL. I am not concerned with that aspect of itat all.
Mr. BABIONE. I will try to explain it.
Representative MITCHELL. Excuse me. I am concerned with an or-ganization such as the National Association of Black Manufacturerswhich does the job that you want. I am not here concerned aboutthe mom and pop stores. I am concerned about the non-utilization ofthose companies.
Mr. BABIONE. Yes, sir, I am familiar with the organization. I havemet with the organization on several occasions and several otherminority forums such as LAMA and many others. In order to en-hance procurement opportunities for minority firms, we have devel-oped a computer program to identify all minority-owned companiesin America, both by region and nationally. That is being put on acomputer program in cooperation with the Department of Commerce,which is the lead agency for this. That information is being madeavailable to all of our principal prime contractors, and it is beingmade available to all of our procurement organizations.In addition—and that is the big problem, what I was trying totell you before, the big problem is identifying where they are andwhat their capability is. We are now in the process of developinga system that gives us this information.
In addition to that, within the last month, I have written approxi-mately 600 letters to major defense prime contractors giving them a
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goal of increasing the amount of dollars awarded to minority 
firms at

least 5 --Jercent from the fiscal 1976 number, which, as indicated to 
you,.

was a 8-30 million increase from the previous year. I have responses
from most of those contractors and I have overwhelming acc

eptance'

of this program. I am confident that next fiscal year we will increa
se

the amount of minority in the subcontracting area to major prune
s by

approximately $50 million more.
Now, while that may sound small when you compare it to a percent-

age of all of our awards, it is still a lot of money. The difficulty we hav
e

is identifying them, finding them and matching them up to where there'

is an ability to perform the contract.
Now, on the 8—A program, each year approximately $33 million,

worth of contracts that we have identified to be placed with minori-

ties are not placed with minorities because SBA is unable, as good a

job as they do, to match up minority firms that could perform those

contracts for us.
So I think we are moving on both the 8—A, the subcontracting and

the normal competition fronts, and I feel that if you look at the trend,,

which we can provide for the record, the last 8 years, you will find that

we have a very good progressive trend line. We are doing everything

we can. We are talking to all those organizations to submit names of

minorities, what their capability is, and in what geographical areas

they desire to provide their services. We are doing every thing we can

to increase that percentage.
We are not satisfied where we are, but we are going to do a better

job, and I think we are on top of it.
Representative MITCHELL. I certainly don't want to turn this into a

civil rights, human relations discussion, but let me just indicate that

5 years ago, in 1971, when I came to the Congress, I took the responsi-

bility of identifying every minority contractor with capability. Those

lists were submitted to SBA, OMB and every agency in Government,

Interior, DOD and so forth, so 5 years ago identification had taken

place.
We will get a chance to talk about this a little more. My time is up,

Mr. Chairman.
Senator PROXMIRE. Go ahead if you would like.
Representative MITCHELL. I wanted to explore one more area that

you had opened up.
Let's say you have a little operation someplace in some city that

wants to run a day care center, say it is a church, and they take their
day care center and run it with three people. Then a policy comes out
from the Federal Government in which the Federal Government is
going to supply funds for day care centers. It is quite possible that
that day-care center that was run by three people then transfers over
to get Government funds, and in some instances, the staff increases
from 3 to 10.
What I want to pursue is the possibility of what is best called

featherbedding when we get into defense contracts.
You say there can't be any transfer over of funds—that you can't

mix up motors for refrigerators with your airplane motors. On the
other hand, there is a possibility that a corporation, knowing that it
has got a defense contract, knowing that it has the expertise vis-a-vis-
that contract, might have a tendency to overload in terms of staff and
personnel in the performance of their contract.
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Have you had any experience along those lines?
If you have had such experience, I want to know what you have

done about it. If there has not been what do you do to protect against
what essentially is featherbedding?
Mr. BABIONE. Mr. Congressman, and this committee, I believe, knows

that on the major programs where we are negotiating the price based
on elements of cost plus a negotiated profit, we do perform a complete
audit of the contractor's projected cost which has to be certified. In
addition to that we do perform a should cost stiidy, which determines
what the product should be selling for regardless of what the contrac-
tor is proposing, and that is a requirement on all of our large procure-
ments, where we do not have the competitive market price to depend
on to perform that function for us.
As you probably know working closely with the CAS Board, the

CAS Board mission is to define accounting standards that are used in
Federal Government procurements of all types. In the Department of
Defense, the Cost Accounting Standards Board has issued a number of
standards to insure uniform treatment and to insure trackability and
to insure and guard against the very thing you are concerned, about.
I think that program is well under way, and we do have the capability
in the audit of the Department of Defense to insure those accounting
principles are being followed to the letter.
Representative MITCHELL. Then in your response you are assuring

me that there is no featherbedding in any defense contract.
Mr. BABIONE. Congressman Mitchell, we awarded 10,100,000 con-

tracts last year. I would say to you, to the extent that management vis-
ibility is possible on that great a number, we are doing a very credible
job in assuring the taxpayers' dollars are properly spent.

Representative MITCHELL. Well, with the absence of staff to do the
oversight, the follow-through might cause featherbedding to exist and
you would not even be aware of it, is that correct?
Mr. BABIONE. I am not aware of any absence of staff. The Secre-

tary was just discussing the case of where we thought the staff was
more than adequate. We are making whatever economies would make
good sense.
Representative MITCHELL. How many contracts did you let last

year?
Mr. BABIONE. Last year 10,100,000 contracts. Now, 90 percent of

those are under $10,000.
Representative MITCHELL. And you have been able to do a firsthand

look-see on each one of those contracts?
Mr. BABIONE. What we are saying is 90 percent of those under $10,-

000 are awarded under price competition, and while the dollars are
small, the number of actions awarded through the marketplace are
very large, and we are concentrating our efforts on the high dollars
awarded on a negotiated basis.

Representative MITCHELL. Thank you very much.
Mr. CLEMENTS. Mr. Mitchell?
Representative MITCHELL. Yes.
Mr. CLEMENTS. I would like to say to you that I am not in any

sense satisfied that there isn't some featherbedding among defense
contractors.
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Representative MITCHELL. Mr. Secretary, you cause me to heave a
sigh of relief, because it is inevitable that that is going to take place.
Mr. CLEMENTS. I agree with you.
Representative MITCHELL. Sure.
Mr. CLEMENTS. And we have this constantly on our minds

' 
we are

trying to evolve the best possible controls that we can to do the best job
for the taxpayer and this Government in a fiduciary sense of looking
after the money that the Government gives us on these contracts, but
for me to say to you that no, there are not excesses in the overhead
category, there are not excess people, that everything is cut right down
to skin and bones, so to speak, I am not going to do that because I know
better than that.
Representative MITCHELL. Thank you, Mr. Secretary. Thank you

very much, Mr. Chairman.
Senator PROXMIRE. In your prepared statement, Mr. Secretary, you

say the average realized profit rate for defense contractors is shown as
4.7 percent compared to an initial negotiated profit of 6.8 percent.
You therefore conclude there is a substantial, and I quote, "a substan-
tial erosion of the profit rate during contract performance." You also
say that this problem must be addressed by both Government and
contractors in more realistic initial pricing of the contract, which
means that we ought to have a higher settlement, apparently, at the
initial level, a higher price, a higher cost to the Government, and yet
one conclusion of the Profit 76 study group was that based on invest-
ment, realized profit margins were probably adequate, although not
distributed in the most rational manner.
So if you stress more realistic initial pricing, which means higher

prices, you are going to pay higher prices, when you are negotiating
profit rates, won't this have the effect of raising actual profits above
the adequate level?

General STANSBERRY. We have a complex problem that we are try-
ing to address, and one part of the problem is clearly to try to estab-
lish a realistic cost in major systems, often it is something that has
never been produced in numbers early in the game. The data suggests
that more often than not there have been pressures which have
caused us to underestimate what that cost will be as opposed to
overestimating.
Now, there may be many reasons for this. It might be unanticipated

inflation, for example. That has happened.
To the degree that we can, I think it is of great importance that

both parties achieve the very best estimate of costs that, during the
negotiation process, that they possibly can.
Now, I think we now ought to turn 
Senator PRoxmirtE. Well, let me just interrupt to say that we are

all also concerned with the possibility or the likelihood of buy-ins or
trying to sell a program to Congress by making it unrealistically
lower in cost than it really is.
Mr. CLEMENTS. Absolutely, that's right.
General STANSBERRY. That potential exists. There is pressure on

both sides of the table to do that.
Senator PROXMIRE. Well, wouldn't it be a good policy to be a lot

tougher than you have been on your price and not permit the price
to be renegotiated or be allowed to go higher than the initial
agreement?
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I get the feeling that again and again and again the Defense De-
partment is pretty soft when it comes to sticking by the initial con-
tract price.
Mr. CLEMENTS. You have the wrong feeling, Senator.
Senator PROXMIRE. Well, we have had it documented a number of

times.
Mr. CLEMENTS. Well, I would argue the point, and I think we are

getting back into the perception thing again. I don't think that is
really based on fact.
I don't want to leave it on the basis that we al-e not as tough on our

contractors and we don't negotiate as hard from the Government side
as we should. I think we do, and I think that we can prove that, and
the best proof of all is that industry in a large measure resists doing
business with the Government. There is a solid mass out there in our
industrial base who do not want to do business with the U.S. Govern-
ment, and one of those reasons is the toughness of our policies, both
contractually as well as in the bargaining relationship area.
So I disagree with you.
Senator PROXMIRE. Well, it is a strong argument.
You see, my• problem is I got an amendment adopted requiring the

GAO to report on overruns and the cost of contracts every 6 months,
and since then, every 6 months they come in with big overruns on con-
tractor to contractor to contract.
What is an overrun? An overrun is when the price that has to be

paid is higher than the original contract cost was supposed to be. It
seems to me that is documented repeatedly, year after year after year,
every 6 months.
Mr. CLEMENTS. That's fight. Senator Proxmire as an economist,

you understand better than I do one of the largest factors in that type
of an evaluation of contracts has been inflation and we have gone
through a double digit inflation period that no one anticipated. Cer-
tainly I, not being an economist, did not anticipate it. I don't think
you as a professional economist anticipated it. I don't think anybody
did.
So that can also greatly affect the thing that you are talking about

and has contributed more than any single factor to this overrun quote
that you are talking about.

Senator PROXMIRE. Well, there is something to that. There isn't
quite as much as you imply, however, Mr. Clements. The fact is that
there is, as you know, an allowance for inflation in every contract
and that allowance has by and large, been fairly accurate most of the
time—although that is right, •that is certainly one of the elements,
but certainly not the whole element.
Now, let me ask you this: It seems as though the Government winds

up paying for production equipment a few too many times under the
new profit policy. First the contractor will receive an advantage or
additional aftertax profits on depreciation, which is allowed in the
cost. Then the contractor will be able to take a standard imputed in-
terest rate for the same equipment as the cost on contract and receive
a corresponding profit under the provisions of Cost Accounting Stand-
ard 414.

83-250-------77 3
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Finally, under DPC 763—the new profit policy—the contractor

will receive still another share of profit for the capital invest
ments

that he makes.
Now, isn't that a lot of benefit from buying equipment? Isn't it pos-

sible that we might be giving such an incentive in buying equipment

that we are going to be over- rather than undercapitalized?

General STANSBERRY. The worry is that we have over-incentivized
and there will be too much investment.
Senator PROXMIRE. Yes that is right.
General STANSBERRY. That is a good question. The GAO thinks we

have not gone far enough, for example. The analogy that you draw I

don't think is exactly the correct way to look at it. I would like to draw

a comparison in direct labor. We pay for direct labor as a cost, and

we also use that as a profit determinant.
Our policy in essence is that we will now pay the cost of capital

as a cost just as with direct labor. The CAS Board showed us how

to estimate, accumulate, and report this amount, and we are also using

that as a profit determinant. Every concerned critic that I know about

in the last several years who has wanted a change has recommended

that, so that a contractor that puts up more investment will achieve

more return, and that seems fair and equitable.
Now to the question of have we perhaps overincentivized. We think

that the step that we have taken is quite modest. We are actually

saying that facility investment will account for about 10 percent of

the negotiated profit. We believe this to be a proper step in the right

direction. If we have any concern, it is that we will probably have to

raise that percentage higher after industry has had a chance to make

some adjustment in their plants. So we don't really see that as a prob-

lem, Senator Proxmire.
Mr. CLEMENTS. And Senator Proxmire, as we are now going for-

ward with some of our contracts—and I could get specific about this,

but I prefer not to—in our larger programs where we are currently
negotiating with particular contractors to make additional invest-
ments in their plants which will lower unit costs of production and at

the same time provide a more modern industrial base from a surge

standpoint on a national security basis, we are having great difficulty
in getting these contractors to do this for the reasons that General

Stansberry is talking about.
I suspect that Elmer Staats and the GAO people would tell us that

we told you so, that you need to go further than you now have gone
to bring about this plant modernization as well as the lower unit cost
from an incentive standpoint.
So I think we are just going to have to do what you and I talked

earlier about, that is, evaluate these results over time and look at
them and see whether we have achieved the results we want. And
where we have not, make an evaluation of what to do at that point. It
is too early to do that now.

General STANSBERRY. Could I add, sir, too, I think on the subject of
depreciation, that really is not a return on investment. That is the way
you get your investment back.
Senator PROXMIRE. The central benefit of this new profit policy is

supposed to be an increase in productivity. That is one of the principal
purposes of it, I think, due to investment in cost-saving equipment.
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The executive vice president of TRW, Dr. DeLauer, said in a letter
to the committee, and I quote:
We also suspect that the new DOD policy may have some adverse effect upon

the competitive nature of the Defense business in that a contractor with a large
amount of under or unused capacity could be in a position to receive a larger
going in profit than a competitor who is operating at full capacity who would
have a lesser total capital base.

I, like Dr. DeLauer, am concerned about the Defense Department
subsidizing excess capacity.
What assurances do we have that only needed investment will be

made, will be used as the basis for profits? Can we keep from stimulat-
ing investment in excess capacity and equipment in order to reach the
higher profit levels?
Mr. SHRONTZ. Mr. Chairman, I think the answer is yes, I think Dr.

DeLauer either misinterpreted our intent or misread the policy. The
amount of investment that will be given credit is only that amount of
investment that is applied directly to the contract, and if there is
excess plant and capacity in that particular .company or any other
company, that will not count toward the amount determination.
We also think that to the extent that our contracting officers exercise

prudent judgment in reviewing the amount of input that a contractor
puts into that contract, both in terms of people and capital investment,
we can control the amount of capital so that it is profitable.
Senator PROXMIRE. My time is about up.
Let me just ask one more question. My concern is, under the new

profit policy, contractors will tend to maximize their investment in
order to keep the profit levels up, but the productivity improvements
as the primary goal, will become of secondary importance and may
even be lost. Is there any Way of preventing that kind of development?
Mr. CLEMENTS. Well, I just don't believe, Senator Proxmire, that

that is going to happen, and of course, our objective here is to lower
unit cost, and that is exactly why we would approve these investments
and let them become a factor in the equation, in order, as we go into
the production cycle, to lower the manufacturing cost per unit.
Now, that would be proved over time, and the contractor's real re-

turn ultimately is going to be on a share line basis as we have an incen-
tive built in and he shares on the lower unit cost.
So I think that we can control that. We can control it by inspection

in plant management, which we certainly have, but also by audit, and
be is going to have to prove in time how the more effective and efficient
use of that investment is being made to validate and authenticate his
sharing of the increased productivity.
So that is exactly the exercise that we intend to go through.
Senator PROXMIRE. Well, that is certainly good to hear. If you hold

them to that, that will very helpful.
I might just say before I yield to Congressman Mitchell that in our

discussion of overruns and your argument that those are mostly in-
flationary, one of the examples I had in my mind is the B-1 bomber
that was supposed to cost $20 million in 1969, now is costing about
$100 million per copy, and that is a fivefold increase in 8 years. There
is no way you can explain any substantial part of that through infla-
tion—some, but nothing like 500 percent.
Mr. CLEMENTS. Senator Proxmire, I am delighted you brought that

subject up, and may I comment?
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Senator PROXMIRE. Yes, sir.
Mr. CLEMENTS. We started out in about 1970 or 1971 I believe is the

correct time frame, with a cost factor in our program, as submitted to

Congress on the B-1 bomber
' 

of about $42 million in constant fiscal

year 1970 dollars, as I recall. At the current level in 1976, in escalated

dollars, 5 years later, our SAR estimate coming in—the reporting de-

vice we use to Congress—that number is about $85 million as I recall.

The amount has about doubled for any practical purpose, and out of

that 100 percent or so increase that we are talking about, all but 16

percent of that is indeed inflation; 16 percent is real growth, 84 percent

of that is inflation. So you have just proved my point for me.
Senator PROXMIRE. Well, I would challenge you all along the line. In

the first place, you took different dates than I took. I took 1969, you
took 1971, and I would certainly challenge the $84 million. I think it is
substantially higher than that. But I don't—and furthermore, I don't
see how you can argue that there has been 100 percent inflation.
What index has gone up 100 percent between 1971 and 1976? Find

one.
Mr. CLEMENTS. I will be happy to have another hearing with you on

this particular subject and document those numbers because in a very
careful analysis on the numbers that figure I used of $85 million per
unit program cost over the production run—you see

' 
that includes the

entire program—and through the outyears through 1984 we are esti-
mating that the unit cost per copy will be approximately $85 million,
and of that number, compared to the original estimate, 84 percent of
the increase is due to inflation and only 16 percent is real growth.

Senator PROXMIRE. Well, as I say, I took the original, the 1969 date,
which was when the program was originally begun. You took 1971,
and then you just skipped over that 100 percent increase in the cost be-
tween 1969 and 1971. I took that $20 million figure in 1969. You took
the $41 million or $42 million in 1971 
Mr. CLEMENTS. I think, Senator, those were our original estimates.

I may be mistaken, but that is my recollection.
Mr. SHRONTZ. Mr. Chairman, just one comment. I think there is a

inisperception here. The inflation projections that are being made today
are not just for the historical period between 1971 and now. They are
for the life of the development and manufacturing production pro-
gram. So that is over a much longer time period. So it is not 100 per-
cent in the last 5 years. It is a projection of 100 percent over the life
of the program.
Mr. CLEMENTS. Am I making that clear? You see, it is the $85 mil-

lion projected unit program co'Tst over the life of the program. So that
number in escalated 1971 dollars of $45.6 million, over the life of the
program by 1984, and taking the total prop-ram escalated cost divided
by the units of 244, we come back to about an $85 million estimated
program unit cost now.
Senator PROXMIRE. Well, we can go on in this, and of course, I am

sure it is going to be adjusted again and again and again, if you go on
with this.
Mr. CLEMENTS. I am sure of that, too.
[Additional material submitted by Secretary Clements follows ;]
Mr. Clements' testimony on B-1 unit costs was based upon 30 June 1976 SAR

data. For the record, the pertinent page from the 30 Sep 1976 SAR is included
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to provide the latest information. Notice the changes in the unit program costs
in item 3 between the time of the Development Estimate approval (fiscal year
1970) and the Current Estimate. The Development Estimate was based upon
246 aircraft and covered the period fiscal year 1970-fiscal year 1979. The Cur-
rent Estimate is based upon 244 aircraft and covers the period fiscal year 1970-
fiscal year 1984. In constant fiscal year 1970 dollars, the Development Estimate
unit program cost was $40.1 million; the Current Estimate is $45.3 million or
an increase of 12 percent using constant fiscal year 1970 dollars. In escalated
dollars, the Development Estimate was $45.6 million; the Current Estimate is
$93.8 million or an increase of 105 percent, using escalated dollars.

50',1111; 134

E.

UNCLASSIFIEDPROGRAM COST AS OF DA(E. 30 September 1976
BASE YEAR; FY 1970

2 3 4 5 6 7 8
PROGRAM DEVELOPMENT CURRENT CURRENT 8 SUDGET 13tr  EYONE TOB 

D FYDP 
TOTALCOMPLETE

1, ACQUISITION COST ESTIMATE CHANGES ESTIMATE FUNDING PRIOR YRS YEAR
-OW:79T 1-0701-84) IF871)

DEVELOPMENT $ 2431.0 +9 443.4 $ 2874.4 DEVELOPMENT $ 2752.8 $ 482.7 $ 941.4 $ 45.1 $ 4222.0
PROCUREMENT 7422.8 . 753.0 8175.8 PROCUREMENT 87.0 1249.5 10012.2 7518.8 18667.5
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133 240
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Colum 1 reflects the estimate of program cost at the time

2. gyAarrTIEs of Developomnt Estimate approval (FY 70), at which time the
DEVELOPMENT 5 _I 4 provision for escalation was 11365.0M based on a role of
PROCUREMENT 241 ..1 240 2.572 annually through FY 78 for the Allot program and

Total 741 12" PI 1.940 annually through F7 81 for the Procurement program.
The Current Estimate, Column 3, includes adjustomnts for

1. UNIT COSTS program changes and econendc change greater than initially
nonArkuer assumed. ror 10 77, annual rates of 7.76 for 18706 and
Constant 1070$ $ 30.8 $ 34.1 7.80 for Procureamnt are assumed, with average annual rates
Escalated $ 35.4 $ 77.8 of 7.42 through FY 83 for 681-01 and 5.16 through FY 88 for

PROGRAM Procurement. The table below indicates the change to the
Constant 1070$ 1 IN $ 45.3 Current Estimate 01 922009.09 which would result from other
Escalated $ 93.8 rate assumptions.

: .
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for 241 units, expressed in FY 72 dollars. 40 - 2287.5

6% - 140.4
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UNGLASIFIED
Source: SAR, WS-139A, Submission Date

4 October 1976

Senator PROXMIRE. And it is my hope that the Proxmire amend-
ment, which was accepted by the Congress last year, postponing the
decision until February, will result in this argument being pretty
moot, as President Carter I hope will make the right decision in
February.
Mr. CLEMENTS. I hope he will, too, and I am reasonably confident

of that.
[General laughter.]
Senator PROXMIRE. Congressman Mitchell.
Representative MITCHELL. Now that we have vented our spleen on

the unworkable B-1 bomber, certainly you need to be commended,
any agency needs to be commended when it moves to increase produc-
tivity, and I do indeed commend you for it, and I am sure the chair-
man does.
I want to make sure that I understand what the productivity reward

clause means. It means the contractor starts out in the initial per-
formance of the contract, and as he improves his performance through-
out the life of the contract, you reward him. Essentially is that it?
Mr. CLEMENTS. Yes, sir.
Representative MITCHELL. That certainly is a laudable objective, but

it seems to me that is just littered with all kinds of problems. For
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example, early on we talked about risk-taking, an
d you mentioned

some of the problems that the private sector has 
associated with risk-

taking.
What about a design change? What about a chan

ge in the quantity

of a thing that you order? What about inflation, 
and what about a

contractor's change in his own business base? Thos
e are just four or

five of the variables that you have to contend with 
if you want to meas-

ure whether productivity has indeed increased fro
m the initial stage

throughout the life of the program.
Now, how have you weighted for all of these interv

ening variables

which normally occur during the course of the life of a 
contract? How

have you done that?
General STANSBERRY. Those are very real problems, and I wo

uld like

to spend just a moment or two to tell you the metamorph
osis that we

went through as we tried to address this.
First off, we had a very real problem and the problem went 

like this.

A contractor on a production contract in year one, who 
made solid

productivity improvements, found that he had eroded his 
follow-on

profit potential, so there was a great motivation not to do it, 
and we

said, we have to get away from that sort of a policy. So we str
uctured

a method of approaching each of those variables that you mention
ed,

the change in configuration, a change in inflation, a change in qua
n-

tity, because we recognize that these are all problems that impact unit

cost, and by the way, the suggestion to do this came from both sides.

Both industry and Government wanted to get some mechanism for see-

ing to it that when the price went down profit went up, not just the

opposite.
We took that method out to a large number of contractors and a

large number of contracting officers, and they spotted problems with it.

Mr. Fitzgerald, who I think is scheduled to testify later today spotted

some problems with the mechanism. Nevertheless, everybody was

unanimous in their view that it made sense to try to do it, even though

we had not solved all of those problems yet.
The advice from our contracting officers and industry was, give us

an open door to try it for a few years to see if we can work out methods
where contractors can demonstrate actual savings after adjustment
for changes in quantity, changes in configuration, changes in inflation,
et cetera, to the satisfaction of the Government so the Government
can pay some modest additional profit for that increased productivity.
Let us try that for a while, keep the policy somewhat generalized, and
list only the criteria that must be met.
We decided to go ahead on that basis, and we are not certain that it

will work for many of the reasons that you have mentioned.
Representative MITCHELL. It is on a trial basis only?
General STANSBERRY. Yes, and if it doesn't work, we will change it.

We think after a year or two, after we have gained some experience,
iafter several contractors have tried this out n several different ways

and we have had a chance to react, at that time we will probably want
to make some adjustments.
Mr. CLEMENTS. Mr. Congressman, you see, as it was before, when

there was such emphasis on cost, the whole system was working in a
negative sense against productivity. In the theory that was broadly
used in contractual matters, as a contractor would reduce his cost by
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efficiencies and productivity improvements and all, he would, at the

same time he was reducing costs, be reducing his own profits, so there

was a disincentive for him to make the kind of investments in modern-

ized plant equipment and so forth that we are talking about.

Representative MITCHELL. Oh, I understand the rationale behind

it and I think it is workable, and I think it makes sense to try it. I

am just trying to lay out some of the very pragmatic problems that I

see. And here is another one.
Mr. CLEMENTS. We agree with you.
Representative MITCHELL. Here is another very practical problem.

It was my experience, based on my service on the Subcommittee on Re-
negotiation in the House, that when contracts come into the Govern-
ment the assumed reasonable level is almost assumed industrywide.
You don't get much variation in terms of cost.
Now, it would seem to me that cost standards are assumed to be at

proper and reasonable levels only because those are the levels that
have been experienced. Therefore any subsequent change in the direc-
tion, in the right direction, are interpreted as economies or improve-
ments, but such improvements have no reference at all to whether or
not the original performance baseline was reasonable.
What I am trying to get at is, is it possible that the productivity

reward can unwittingly become a method of rewarding people simply
for ceasing unnecessary inefficiencies?
Mr. CLEMENTS. No, sir, I don't think so. It is possible but not under

the types of disciplines and controls that we exercise in our con-
tractual matters. They are currently audited. We have our project
managers and our plant representatives, and these items that for the
most part we are talking about in a production sense are well known
items, and we have a good cost data base from which to work. We are
not taking Government averages, as you mentioned. We are using
parametric methods on a good solid base of an historical nature.
Representative MITCHELL. What is the source of your data?
MT. CLEMENTS. Of our what?
Representative MITCHELL. Your data.
Let me explain what I am trying to get to. I am going back to

whether the original cost estimates are reasonable.
Mr. CLEMENTS. I understand.
Representative MITCHELL. It is my experience on the Renegotiation

Committee in the House, that when contracts and cost standards came
in and bids were submitted by various companies and corporations,
there was very little variation in terms of the predicted costs, 1 per-
cent up or down—very little variation.
Now, if that is true—and I am not accusing the defense industry of

being one huge monopoly—but if that lack of variation is there, then
it suggests to me that you have almost built in from the beginning
what represents a reasonable cost, and the source of your data must
have come from the defense industry itself.
So you are building on to an advantage that the defense contrac-

tors already have.
Mr. SHRONTZ. Let me comment in general, and then if you would

Like to pursue it, perhaps Dale Babione can talk specifics but the way.
we approach certain major procurements is to do cost studies to de-
termine what the cost should be. That enters into our negotiation with
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the contractor. You try to reach a final cost estimate as you do in any

other negotiation, a reasonable settlement.
Certainly the approach we try to take in changing profit emphasis

from strictly cost-to-cost-plus investment would seem to me to work
against any charge that the initial cost should be built in high in order
to achieve a reduction later on. We think we have reasonable con-
trols to ensure that the going-in cost that is finally negotiated and
settled upon is reasonable. To the extent that we push too hard, we
do get the problem of the overruns that the chairman has spoken
about, but I am not really concerned that the contractors will come
in initially very high in order to show significant savings downstream.
We think we have controls to prevent that.

Representative MITCHELL. I thank you for your explanation. I still
would insist that you have an area where costs have been based on
what the experience has been in the defense industry. Your reasonable
costs are based upon that industry experience. Therefore I am not
saying that contractor Y comes in with a figure high within that
bracket, I am saying that this whole bracket is a built-in advantage
for the contractor because your data must necessarily rest upon that
base.
Mr. SHRONTZ. Well, our data will rest upon both an industry analy-

sis and the parametrics that the Secretary spoke of and that particu-
lar contractor's performance. To the extent that both the contractor
and ourselves are estimating what it would cost, there is room for
error, but we do not base that estimate entirely on an industry base
rather than that contractor's own performance.

Representative MITCHELL. Thank you very much.
My time has expired, Mr. Chairman.
Mr. CLEMENTS. Mr. Congressman, I would also add to that that

we make a practice of what we call second-sourcing these production
items so that if we get a feel that a particular contract has been mis-
calculated by audit or by experience or otherwise, if we feel that those
profits might be excessive or that we can get a higher efficiency and
productivity from another contractor, we will go second source on
those items and put them out for bid with other contractors in a highly
competitive environment.
We do this all the time, and I just don't believe that the generaliza-

tion that you are talking about within a wide bracket or a band, as you
referred to it, I really don't think that that is a true analysis of how
we go about our contracting costs.

Representative MITCHELL. Well, thank you very much, Mr. Secre-
tary. You can understand my suspicions, of course.
Mr. CLEMENTS. I do—I can.
Representative MITCHELL. If indeed all bread companies level our

bread prices at one price, steel companies level out their prices at one
price, defense contractors establish at least a hypothetical, a gentle-
man's high-low band, that is my concern.
Mr. CLEMENTS. I understand, but one of the differences is that under

Government regulations which you and Senator Proxmire understand
very well, all of those records are subject to Government audit, and
we do this. We do it consistently, and that bread manufacturer or
that milk manufacturer that you referred to is not exactly in that
position.
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Representative MITCHELL. Well, of course he is not, but I think if we
dig down a little bit, we could find some illustrations in terms of Gov-
ernment contracts where this would happen.
Mr. CLEMENT'S. If you could, we would put them in jail.
Representative MITCHELL. I am not saying in DOD you might not

have the authority. It is in another area.
Mr. Chairman?
Senator PROXMrRE. Mr. Secretary, I want to thank you very much

for your testimony—you and the general and your other colleagues.
You and I, even when we agree, we always seem to find a way to fight,
and maybe that is a good thing.
At any rate, would you respond to additional questions for the rec-

ord, and also will you report once a year from now on to the committee
on your experience with implementing the profit policy, including the
'productivity and reward clause, the impact on cost and so forth?

Mr. 'CLEMENTS. We certainly will, and I witll pass your request on to
my successor, Senator.
[General laughter.]
Senator PROXMIRE. Well, you never know. There have been some

unusual actions taken, and I must say, that would be very unusual.
Thank you very much.
Mr. CLEMENTS. Thank you. It is a pleasure to be here.
General STANSBERRY. Thank you very much.
Senator PROXMIRE. Thank you, General.
We are 'delighted now to have as our next witness Mr. Ernest Fitz-

gerald, who has testified before various committees this Senator has
''chaired in the past.
Mr. Fitzgerald, I welcome you in your first appearance 'as a witness

before this committee. In your appearances before other committees on
Which I serve, your testimony has always been refreshing and lucid,
and you haven't always benefited personally from that testimony, as
we all know, but the committee also 'appreciates your rather unusual
position here today.
You were invited to appear before this committee as the Air Force

Deputy for Productivity Management.
Do I understand correctly that the Air, Force has not approved your

appearance in your official capacity?

STATEMENT OF A. ERNEST FITZGERALD, AIR FORCE DEPUTY FOR
PRODUCTIVITY MANAGEMENT

Mr. FITZGERALD. Mr. Chairman, that is uncertain. I have, and I have
given to the staff, copies of 11 sheets of correspondence, starting with
a memorandum from me to my boss, Mr. Bueter, on November 9
trying to clarify that, and I must say that the total body of corre-
spondence is an abolute masterpiece of bureaucratic obfuscation. I
can't tell, to be honest with you.
As near as I can decipher this, anything that I say that is in agree-

ment with what has been said before or is in the DPC 76-3 is official,
and I am authorized to say that. If it differs in any way, then I am
on my own.
So I really think this may be a job for the newly elected Senator

from California, Senator Hayakawa, who I understand is a semanti-

83-250 0 - 77 - 4
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cist. We may have to turn it over to him. But I am concerned about
this because I had submitted certain memoranda which I thought rep-
resented the Air Force position, and I still think that. I think that
because I was told it, and I have discussed it with my colleagues just
this morning, as well as with our counterparts in the Office of the
Secretary of Defense. But for some reason, our intermediate levels
have gotten cold feet on taking that stand. I had attempted to draw
out any objections to the positions stated in the memorandum prior to
my appearance.
As you may recall, 8 years ago last Saturday, I appeared before one

of your other committees and sinned. I committed truth on the cost
overruns of the C-5, and as a matter of fact, what I was testifying to
were the official, authorized, "staffed" and staff-coordinated cost esti-
mates of the Air Force. What happened later was that some rascal
between my office and yours changed the numbers, and I wanted to
make sure that didn't happen again.
I apologize for taking the committee's time on this, but it can be

an important problem for me. But I am perfectly willing to give you
my personal views, and to the extent that they coincide with the of-
ficial positions, say that they are official.
I am embarrassed by the lack of clarity, but there is nothing I can

do about it.
Senator PROXMIRE. Well, certainly no apologiei are in order. While

the substance of your testimony will be invaluable, it is far more im-
portant that the Congress will be sure that we will hear a witness
who speaks his mind, speaks what he thinks is the truth, even though
that position or that testimony may contradict the position of others in
the Department. We want to know exactly how you feel. On the basis
of your record, you have a long record of service to the Government as
one who has been honored, decorated as having done an outstanding
job in the Air Force, I guess the outstanding job in 1968, and of course,
before that you had substantial experience in private industry. So you
are eminently qualified to speak to us honestly and critically, and Con-
gress certainly isn't served by people coming in and simply repeating
what they have been told to say.
Nevertheless, you are saying that though some of what you say has

been approved as the policy of the office you represent, that still you
are not permitted to appear fully in the position in which you operate;
is that right?
Mr. FITZGERALD. That's my understanding, Mr. Chairman.
Senator PROXMIRE. You are the senior official in the Department of

Air Force in charge of matters relating to productivity of contractor
operations.
Mr. FITZGERALD. Productivity, period, Mr. Chairman. I have been

specifically forbidden to look at contractor operations, which I did
before.
Senator PROXMIRE. Well, the effective policies on productivity.
Mr. FITZGERALD. The effective policies on productivity generally. As

a matter of fact, my official policy statement or duty statement does
carry no restriction. In fact, though, I have been kept away from the
big contractors because of previous problems that I mentioned.
Senator PROXMIRE. Congressman Mitchell?
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Representative MITCHELL. If the chairiiian would yield for just a
minute, I am constrained to say that this is the height or depth of as-
sininity, it seems to me, on the part of the military. I think it is just silly
to have a man in your position come before this committee and then be
bound by some gobbledygook rule so that you end up speaking as a pri-
vate citizen and not as a person in your official capacity in the Air
Force.
I didn't mean to take your time, but I just think that—I will hold at

that point before I use some language that may not be appropriate for
this committee.
Mr. FITZGERALD. Well, I would like to state that I didn't start out

with any intention of presenting anything that I knew to be different
from the stated policy, and I have heard this morning that Mr. Babione
and Secretary Shrontz both endorse the should-cost approach, which
was one of my recommendations, and basically the one that was re-
jected by OSID. But as I say, I am embarrassed. I agree with you, Mr.
Mitchell, but there is nothing I can do about it, and I think there are
important matters; there are billions of dollars of taxpayers' money at
stake, and the safety of the Nation, I suppose, in the final analysis de-
pends on how well we do this.
So with that in mind, I am perfectly willing to give you my thoughts

on the profit policy and respond to your questions.
Senator PROXMIRE. Well, do your views on productivity differ from

official Air Force policy?
Mr. FITZGERALD. We don't have an official Air Force policy on pro-

ductivity. I have drafted an official policy and have tried to get it
approved. It has been in circulation for more than a year. It has not
been approved yet. One of the things I heard earlier in the hearing was
encouraging to me because I heard Secretary Clements say that our
objective is to reduce the unit costs of necessary products we buy. That
is one of the sticking points we have had in the productivity program.
We have been unable until now to get the Secretary of Defense's office
or anyone in authority in the Air Force to state as a policy that
objective.
The objective, Mr. Chairman, has been oriented more toward filling

out the reports, the forms. So I think we made progress just this
morning. Secretary Clements' statement of objectives is a very sound
one, and if we have that as our goal, then many of the questions that
arise can be clarified, because the goal is not clear to the lower levels
of the Department of Defense, particularly as regards large contrac-
tors. As I listened to the testimony this morning, it seemed unreal to
me that we would assume that these regulations, like 76-3 and any
other, apply with equal force to the small competitive contractors that
Congressman Mitchell had in mind and Lockheed. They simply do not,
and there is no point in pretending that they do.
My concerns here are related to the impact on the giant favored firms

such as Lockheed, General Dynamics, Rockwell, those people that in
some cases we have literally designated as wards of the State.
Not many people know—Senator Proxmire is one of the few who

understands completely, I think—that when Lockheed was bailed out,
they were not bailed out with $250 million loan guarantee entirely.
They were given a grant of more than $1 billion under Public Law
85-804. In order to get that, according to the GAO, the corporation
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itself is pronounced essential to the national defense, and is, in effect,
guaranteed to be kept in existence.
So these are the kind of firms that I am concerned about, plus the

impact of "infection," as I call it, on our own internal activities, and
that is what I would like to focus my remarks on.
Senator PRoxmn-tE. On the series of memorandums submitted in lieu

of a statement, you single out contractor productivity reward clause
and the new profit policy.
Mr. FITZGERALD. Yes, sir.
[The memorandums referred to follow:]
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12 July 1976

MEMORANDUM FOR MR. BUETER, SAF/FMA

SUBJECT: Productivity Rewards

I recently received a copy of the proposed "Profit Policy"
to be incorporated into the ASPR. It is my understanding that
public hearings will be held on this proposed policy beginning
July 19, 1976.

I recognige that I am specifically excluded from this area
by earlier decisions restricting my activities. However, since
the matter is to be discussed in public hearings, I wish to com-
ment on one aspect of the new policy which I believe will cost
our taxpayers billions of dollars, if implemented. I refer to
the section of the policy labeled "Productivity" beginning on
page 23 of the document, 3-808-3(o). This productivity paragraph
describes a special "Productivity Reward" which may be included
in pre-negotiation profit objectives of pending procurements.
One of the criteria for giving the "Productivity Reward" for
reduced unit cost of the instant contract is that "reliable actual
cost data is available to establish a fair and reasonable cost
base line". This criterion illustrates a fundamental misconcep-
tion which is already costing us billions. The notion that
"actual cost" equates to "fair and reasonable cost" is the most
costly myth of our generation. It is particularly inappropriate
with respect to operations of our major aerospace contractors.

"I and others have written extensively about the absymally
low efficiency of our major contractors. To my knowledge none
of the well-documented writings I have in mind have ever been
factually refuted, just ignored by the big spenders. However,
I believe evidence of law efficiency in major aerospace con-
tractor operations becomes more difficult to ignore when received
in official Air Force documents. I have in mind especially the
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Air Force Contractor Management Division Manual, AFCMDM 84-1,

titled "Manufacturing Operations", dated 2 August 1974, reprint-

ed 3 February 1975.

Among other things, this manual comments on studies made

of production phases of major progrPms in the big contractor

plants. The manual states:

"...Universally, these studies found hard-to-believe

low levels of manufacturing efficiency in major aero-

space contractor plants."

"They found, for instance, that 427 of total direct

costs on a typical production contract are trace-

able to manufacturing labor, and that half of this

labor is nonproductive because ofinefficiencies of

one kind or another. Just a 207. improvement in

labor productivity would save literally billions of

dollars. They found that more than 307. of total

manufacturing costs are attributable to joining

and assembly, and that use of new techniques would

reduce weight, improve reliability, and lower join-

ing and assembly costs by one third. They found

that tremendous savings could be achieved in material

costs by improving metal removal operations, and that

similarly spectacular savings lay in adopting new
tooling and cutting techniques. Many additional areas
were found where major cost savings could be achieved
if contractors produced an Air Force product the way
they should."

Later on in this manual CMD notes that the big contractors

avoid capturing these savings "for reasons of their own".

Rewarding reductions in unit cost from past actual cost
will not necessarily change this situation. In fact, the easy

way to win the "Productivity Reward" as described under the

proposed ASPR criteria is to further inflate initial so-called

actual costs. The incentive to do so will be as powerful as
it was for Lockheed under the misbegotten repricing formula
in the original C-5A contract. As you will recall, this
produced the so-called "reverse incentive" that compounded
the problems of the unhappy C-5A program.

2
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I suggest that the base line from which cost reductions
should be measured for granting "Productivity Rewards" should
be the should-cost base line rather than recorded actual cost.
I should emphasize that I am referring here to the old fashioned
should-cost approach which emphasized incisive quantification
of fat rather than the vague qualitative approach which has
come to be called should-cost in more recent times.

I believe the suggested new base line would give greater
assurance that any so-called "Productivity Rewards" would be
based on exceptional performance rather than manipulation and
benign neglect to produce inflated initial costs.

A. E. FITZGERALD
Deputy for Productivity Management
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DEPARTMENT OF THE AIR FORCE

WASHINGTON 20330

Orrici or Trig AssiirrANr SecRirTARY

6 August 1976 .

MEMORANDUM FOR MR. BUETER, SAF/FMA

SUBJECT: Productivity Rewards

Attached is the suggested language for including should
cost baseline for the productivity reward in the profit policy
statement to be incorporated in the ASPR.

You will notice I suggested deletion of subparagraph
(4), "Illustration". I am suggesting this because it appears
that the effect of this illustration is to exclude indirect
costs, which are usually a majority of in-house contractor
costs, from the productivity incentive. The writers of the
proposed policy stated on page 26 of their draft that ". . .
fixed costs may be deemed to be total costs less direct labor
plus material cost." We know from experience that the
remainder, predominantly overhead and G & A for in-house
costs, need not be "fixed". Such -costs are at least as sus-
ceptible to improvement as direct labor and material costs.
In any event, I don't think the illustration is essential to
a policy statement.

If the general policy I have suggested is adopted, I
would suggest that the effect of quantity changes be dealt
with comprehensively as part of the should cost instruction.

A. E. FITZGERALD
Deputy for Productivity Management

Attachment
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MEMORANDUM FOR COLONEL FTT-TOTT

August 16, 1976

SUBJECT: Productivity. Rewards

This refers to our telecon today an the above subject
in which I told you that Mr. A. E. Fitzgerald, Deputy for
Productivity Management, SAFFM, has expressed concern on one
aspect of the proposed ASPR revision to DOD Profit Policy.

Specifically, Mr. Fitzgerald's concern centers on
para. 3-808-8(b) which describes a special "Productivity
Reward" which may be included in pre-negotiation profit
objectives of pending procurements. One of the criteria for
giving the "Productivity Reward" for reduced unit cost of a
particular contract is that "reliable cost data is available
to establish a fair and reasonable cost base line".
Mr. Fitzgerald has pointed out that it is erroneous to
.assume that - as implied in the draft ASPR - "actual cost"
equates to "a fair or reasonable cost base line". He has
suggested that a more appropriate base line from which cost
reductions should be measured for granting "ProductiVity
Rewards" is a "should cost" base line rather than recorded
actual cost.

In response to my request for suggested ASPR language,
Mr. Fitzgerald has written me the attached memorandum. Since
your office is the OPR for OSD on Profit '76, I am sending
this material to you for your consideration in formulating
DOD policy on this important subject.

Attachment

signed

ARNOLD G. BUELt.R.
Principal Deputy Assistant Secretary

(Finanr(AT Management)

SAFFMA
/SAFFMM 
AF/CVAE
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3-808.8 Special Factors 

(a) Foreign Military Sales Effort. Contractors actively engaged

the development of foreign markets for military items frequently xert

sales efforts and assume risks beyond the normal risks rec nized in

the weighted guidelines method. In such cases in conn ion with procure-

ments for Foreign

outstanding sales

lit Sales (FMS), it is app priate to recognize

ort in the Foreign marke and attendant risks by a

special profit factor to be considered wi n the weighted guidelines in

arriving at a profit objective. 1 to 4 •ercent of the value of the FMS order

is established as the normal r ge of value for this profit factor. The

criteria for selection of t spe, cific percentage shall be based upon such

factors as the contra or demonstrating that he has (i) initiated the sale

or expended effo a in furthering the sale, (ii) assumed responsibility

for the pro 'act after delivery beyond that which may he priced in the

contra , or (iii) assumed other risks associated with foreign military

a e.

(b) Productivity.

(1) General. A key objective of the Department of Defense

profit policy is to reduce the cost of defense preparedness by incentivizing

investment in modern cost-reducing facilities and other efficiencies.

However, to the extent that costs serve as the basis for pricing (both

cost and profit), success in reducing costs could serve, in turn, to

reduce profit opportunity. For example, a fixed price incentive 
type

23



47

contract is typically used for the first production contract of

a major weapon system program. The incentive to increase

productivity and reduce cost within one contract works against

a contractor on follow-on production contracts because the

reduced level of cost becomes a part of the basis for pricing

subsequent contracts. In order to mitigate the loss of profit

opportunity that occurs when costs are reduced due to productivity

gains, a special "Productivity Reward" may be included in the

pre-negotiation profit objective of a pending procurement under

certain circumstances.

(2) Applicability Criteria. The "Productivity Reward"

may be applied when the following criteria are met:

(i) The pending procurement action involves a follow-on

production contract.

(ii) Reiiabie-aetidal-eest-data-is-available-te-estalAish

a-iair-and-reasenable-eest-baseline: Reliable should cost data

is available to the level of indentured parts list for the

manufactured unit, to include as a minimum validated labor 

standards for each part, lowest attainable material prices for 

each part and lowest attainable rates and factors. 

(iii) Ne-stibstantial Changes which have been made in

the configuration of the item being procured compared with the

base item have been incorporated into the should-cost baseline.

€iv)--Tite-eisrrent—purehases—quany-is-at-least-ectitea

4Kr4414k-lwa6ia—quernt4A-y,w14.4,r—awon,t-rit-c-t,
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(iv)(v The estimated unit cost of the instant contract

is less than the base unit cost.

(v) The projected unit cost reduction is a direct 

consequence of specific productivity enhancing actions by contractor 

management.

(3) Implementation Procedures. The amount of productivity

reward for a given contract is based on the estimated cost reduction

which can be attributed to productivity gains. Set forth below

are principles and procedures which apply to estimating cost

reductions and calculating the productivity reward.

(i) The contractor shall prepare and support the cost

reduction estimate:

(ii) The overall contract cost decrease shall be based

on estimated decreases measured at the unit cOst. level.

(iii) The lower of should cost or lowest unit cost

(exclusive of profit) for a preceding predneeieft manufacturing 

run shall serve as the unit cost baseline.

(iv) A mutually acceptable technique must be employed

to determine that portion of the cost decrease which is attributable

to productivity gains. as-opposed-to-the-effects-of-q7antit7

4iffere.nces-between-the-bas.e-cpncract-and-the-pending-proccrement

action.

(v) When the parties agree that the estimated overall

contract cost decrease is materially affected by price level
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differences between the base period and the current peine-in-time

0.112i, an economic price adjustment may be applied to the estimate.

(vi) The productivity reward shall be calculated by

multiplying the contract cost decrease due to productivity gains

by the base profit objective rate.

(vii) The degree of review and validation of the data

supporting the productivity reward calculation should be commen-

surate with the materiality of this profit element in relation

to the overall price objective.
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Senator PROXMIRE. Now, could you explain more fully to the corn-
mittee why you are concerned about the effects of that particular
clause.
Mr. FITZGERALD. Yes, sir, that clause in general starts out very well.

It recognizes for the first time, I believe, in an official Department of
Defense document that we have had until now, and I think still do,
unfortunately, reverse incentives particularly on the part of the big
contractors. The more money you spend, the more you make is the
general proposition. And DPC 76-3 in effect says this.
Senator PROXMIRE. The higher the cost, the more you make. The

less efficient you are, the more you make, the more people you hire and
featherbed, the more you make.
Mr. FITZGERALD. Whatever the costs are.
Now, we have added another category of costs which we are going to

incentivize such as we do with utilities, but this circular recognizes the
reverse incentive for the first time in an official document. We have had
some Rand studies which criticize what is called cost based pricing,
and they have received attention though not acceptance. But this is the
first time it has been done officially and I think it is very good.
On the other hand, the mechanism and the ground rules set up for

giving the productivity rewards are faulty. Congressman Mitchell
touched on that in his question. What we are incentivizing, as you read
the literal words in this document, are the differences between one con-
tract and the follow-on contract. I don't want to contradict Secretary
Clements in a general sense saying that manipulation does not happen.
I don't know how common it is, but I would say that with regard to

large contractors on large programs, it does happen, and we saw that
on the C-5A. There was a plan which was uncovered to shift costs from
one production run to another to avoid the appearance of excess profit
on run B, the second run of aircraft. That is a documented fact. I think
it was thwarted by publicity and the sheer cost of the scheme.
We had for many years. and I suppose still do in the Air Force, a

routine that was called the 3020 shift. It was used on missile procure-
ment, 3020 being the missile procurement appropriation number. Min-
utemen missiles were worth much more than their cost, their true cost,
so the contractors charged us much more. I think any time the Congress
and public display a willingness to pay any price, somebody is going to
come along and charge them any price, and so they found that they
could get away with any level of cost on these production contracts.
So the administrators of the program would stash money in the

3020 accounts, inflate the costs, and recapture it if they needed it later.
They obligated the money, and if they later needed it, would deobli-
gate the money and either shift it to other production accounts or re-
quest a reprograming to the R. & D. accounts. So this does go on.
So the incentive here is rming to be to show a difference between the

first and the second run, if that is the point that is applied, and there
is more than one way to do it, as Congressman Mitchell is suggesting.
You can inflate the first run, and this problem is accentuated by the
criterion given for what constitutes "good costs," and I will read this
from the DPC 76-3: "Reliable actual cost data is available to estab-
lish the fair and reasonable cost baseline."
Now the assumption there, and it is a universal assumption in the

installations and logistics community in the Pentagon and contractors,
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is that actual costs are good costs. That is the most expensive fallacy
of our time. It has cost us literally tens of billions or perhaps even
hundreds of billions of dollars. I think it has cost more money than
any single fallacy that has ever been foisted on the American public.
Now, quite aside from what has been going on all along in our con-

tractor operations, particularly the major ones, this concept has for
the first time in recent years begun to infect the industrial operations
of the Department of Defense itself, our organic aircraft depots.
Ever since I have been back in the Pentagon, I and some of my

associates have been fighting off a scheme which is part of the ALS—
the Advanced Logistic System—which would be based on the same
concept in that we would shift to an "actual" incurred cost baseline,
from a measured cost of what the jobs ought to cost. We don't do that
too well, but we try.
The should-cost referred to by Mr. Babione and Secretary Shrontz

is an approach that Senator Proxmire in his other committees has
endorsed. I have been in favor of it all of my working life, and in 1969
the Joint Economic Committee issued a report which recommended
that should-cost be the way of life.

Unfortunately, they kept the name but changed the scheme. The
original should-cost approach was a quick, incisive, quantitative eval-
uation of fat that could be removed from contracts. This is hard to
argue with as a philosophical or logical approach. So they kept the
name but changed the procedure so that it emphasizes to a greater
extent now procedural reviews and has less quantification of available
fat than the original approach.

Comptroller General Staats in 1973 testified that he was unable to
quantify the fat as a result of spending several years doing so-called
should-cost studies.

Senator PROXMIRE. Now, as I understand it, you are telling us that
the new policy, the new productivity policy, will result in the deliber-
ate arrangement of production so the productivity will be low in the
first stages and costs will be high.
Mr. FITZGERALD. It will permit that.
Senator PROXMIRE. It would permit that and an enormous tempta-

tion to take advantage of that because that means in later stages they
can show an improvement based on the artificially deflated produc-
tivity fi mires that they start off with; is that right?
Mr. FITZGERALD. That is certainly possible as written. Now, the peo-

ple defending this 
Senator PROXMIRE. Now, you say as written.
What can you do to overcome that? Is the should—cost the answer

to it?
Mr. FITZGERALD. Sir?
Senator PROXMIRE. Is the should-cost approach part of the answer to

that?
Mr. FITZGERALD. Well, it is an answer, assuming your intention is

to drive costs down. We must always come back to that, particularly
with respect to the giant contractors.
Senator PROXMIRP,. Well, why isn't that a perfectly proper assump-

tion? As you say, Secretary Clements said that that is his purpose.
Mr. FITZGERALD. Well, I was delighted to hear that. This is the first

time I have been able to get a statement saying that our objective is
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to reduce unit costs, and I am delighted to hear it, and I am going
right back home and try to get my regulation approved.
Senator PROXMIRE. So what, you are saying is you start off with a

should-cost study to establish the basis for your initial contract.
Mr. FITZGERALD. Yes sir.
Senator PROXMIRE. And then because you have a solid basis for us,

then any improvement in productivity would be really earned and
legitimate and proper.
Mr. FITZGERALD. Assuming the should-cost is done correctly.
Let me go back, though, to the objective.' Sometimes, particularly

with the giant firms, other considerations overwhelm any desires
which might be present to drive down unit costs. Mr. Chairman, I
am certain you remember in this very room in 1971 having an exchange
with Secretary Connally in the Lockheed bailout, and you suggested
that this was a new welfare program for giant firms and said that
they would have no incentive to produce, and Secretary Connally
agreed with you. He said, "What do we care whether they produce.
What we are trying to do is to make jobs for 74,000 people."
Now, that was a very candid, rare expression of political intent,

and I just think you have to face that sometime, and that is why I
say in dealing with these matters you must draw a distinction between
the giant favored firms and the providers of nuts and bolts and boots
and bullets and things of that sort.
Now, I think that the productivity reward section could be fixed,

and I think it would be fairly easy to fix it, and we don't need to wait
2 or 3 or 4 years and learn the hard way. When you can see logically
and from past experience that certain approaches are likely to be
costly, you can fix them now, and based on what I have heard here
today, I am hopeful that we can fix them. In my inquiries about where
I stood with respect to my compatriots in the Pentagon, I was told
that most everyone agreed with the intent of what I was suggesting,
but that the issue had never been brouo:ht to Secretary Clements' at-
tention, and this puzzled me because I thought it should have been.
I detected here this morning a difference between the three wit-

nesses: Mr. Babione and Secretary Shrontz stated that they used
should-cost studies, if you recall, and Secretary Clements said earlier
they used parametric pricing, which is fundamentally different. That
is the will-cost approach which is described in the document DPC 76-3.
So I think that should be fixed.
Senator PROXMIRE. But in order to fix it, do you think it would

require or should require legislation?
Mr. FITZGERALD. I don't think so, Mr. Chairman. One of the prob-

lems right now, to be perfectly candid, in the financial management
area 
Senator PROXMIRE. Well, let me just say, regardless of who is Presi-

dent of the United States and who is Secretary of Defense, as you
know, there is a tremendous pressure on the Defense Department to
take it easy on defense contractors. That is understandable, it is
predictable, it is certain.
Is there any kind of legislative action we can take that would pro-

vide the framework for securing greater efficiency?
Mr. FITZGERALD. Well, the basic problem that has been with us for

a long time is the rewards and punishment system for both contractors
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and administrators of contracts is upside down. The Lockheeds of this
world are rewarded for bad performance, to be honest about it. People
administering contracts seem never to get fired for cost overruns. The
only people I know of any high rank in the Pentagon who seem to
get in trouble are those who try to prevent them. So it is perfectly
obvious that we have an upside down rewards and punishment system.
Anything Congress can do to fix that would be helpful.
The current problem, though, is one that ought to be stated. The

financial management problem, speaking strictly from an organiza-
tional, FM point of view in the Pentagon right now, is spending money
too slowly. You can't solve that problem by tightening up on unit costs
and getting rid of supernumerary personnel and things of that sort,
and we need to take a hard look at where we stand on that problem.
Somebody does undoubtedly stand for changes in the acquisitionpro-
grams, but we need to take a hard look at that because any time your
basic financial problem is getting rid of money, it is very difficult to
convince people down the line, just after they have received a memo-
randum commanding them to spend, that we want to be tightfisted.
Senator PROXMIRE. Mr. Fitzgerald, what would you recommend to

the committee? I have asked the Defense Department establish a pol-
icy of reporting regularly to this committee on the progress under this
new system that they have to encourage greater efficiency and to
reduce costs.
What else can you think of that we might be able to do to achieve

the end that you perceive?
Mr. FITZGERALD. I think there should be some studies made, and I

see no reason the Department of Defense itself shouldn't undertake
them right now, case studies to clarify some of the issues that have
been raised here. Some of them that are, very frankly, not only in my
mind, but in the minds of others that I work with in the Pentagon
regarding the general workability of the approach outlined here. I
have forgotten whether it was Chairman Proxmire or Congressman
Mitchell who brought up the question of the shift of costs. I think
perhaps both of you did. One of the very fundamental problems that
seems to be unrecognized is the propensity of contractors to bring
about cost shifts through overhead absorption. You don't have to do
anything 
Senator PROXMIRE. Let me say I brought it up because there was

such a conspicuous figure offered by General Stansberry. He pointed
out that profit on sales of defense contractors were more than 16 per-
cent, or about 21/2 times that of the profit of nondefense people oper-
ating in commercial areas. Their profits were somewhat lower on
defense sales, and of course, that immediately suggested to me that
they were shifting their costs from their commercial operations to
their defense operations and the taxpayer was having to pay part of
their commercial operations.
That was denied emphatically and flatly by General Stansberry and

by Secretary Clements, but it seems to me that this is something that
is relatively easy to do.
How is it done and what can we do to prevent it?
Mr. FITZGERALD. All right, sir, it can be done in a number of ways.

It can be done by just bad timekeeping and materials charges which

83-250 0 - 77 - 5
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ought to be caught. I don't think they are, I don't believe that the
audits are that thorough as has been suggested.
For example, none of the bribes, kickbacks, and that sort of thing

have been discovered by these thorough audits, to my knowledge,
until they had already surfaced.
Senator PROXMIRE. I might point out that 16 percent was 21/2 times

the profits that are earned by nondefense people. So there is an enor-
mous difference.
Mr. FITZGERALD. Yes, sir, and let me describe how this can be done

and is often done by semilegitimate means. Overhead absorption is
the name of the game. If a contractor has, let's say, 50 percent of his
business is cost-plus Government business, any sort, and the other 50
percent is commercial business, where the money he makes is the dif-
ference between the cost and sales, he keeps 100 percent of the differ-
ence on commercial business rather than some fraction that he might
under an incentive contract. His overruns on the base for absorbing
overhead on the defense side will take away costs from the commercial
side and shift costs by means of allocation without doing anything
crooked in the usual sense of the word.
So all he has got to do is not control the costs, just let nature take

its course, on the cost-plus side, and if the costs, the overhead costs,
were allocated equally on a 50-50 basis previously, let's say the cost-
plus business doubled in the direct cost base, then that would absorb
two-thirds of the overhead rather than one-half, as previously.
Now, you might expect some increase in the total amount of over-

head, but in general they will make more profit on the commercial
business by so doing.
I have illustrated this with the case which I used to support the con-

cept in testimony on the Lockheed loan, which I call the Ajax Aero-
space & Coathanger Corp. case, showing how the Coathanger Corpora-
tion could make millions through cost overruns on cost-plus business.
That is the basic technique for doing it, and I don't think 
Senator PROXMIRE. Through cost overruns on the defense side.
Mr. FITZGERALD. On the defense side, yes, sir, as long as he gets re-

imbursed the total amount, and I don't think that has been recognized
in the profit policy. I don't think that we have thought through the
real impact of simply incentivizing investment.
Let me give a couple of cases that I would suggest, Mr. Chairman,

that might be looked at. There is the case of Laguna Niguel El Segundo
plant swap with Rockwell International Corp.
Now, this resulted, as I would perceive it from news stories, what I

have seen and general descriptions in the Pentagon, in an increase in
investment for the division of Rockwell International working on the
B-1, I think. That is the El Segundo plant adjacent to the Los An-
geles Airport. I don't believe anything changed there as a result of the
change of ownership. Their investment went up, and they will be able
to depreciate the value of the plant, charge it to the Government, and
get profit on it, even before the Profit 76 study.
Now, I.don't think that did a thing for productivity. It increased our

cost. It didn't do a thing for productivity. As a matter of fact, in that
case we took off their hands a white elephant at Laguna Niguel. It was
a pyramid shape building which we bought to store President Nixon's
papers in..We swapped for it, as a matter of fact. I think that is a good
case in point.
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We ought to look at that and see if simply incentivizing investment

does anything for costs.
We have the case of plant 14, Air Force plant 14, which was sold to

Lockheed at Burbank. I believe that their investment went up. I don't

think we improved productivity by doing that. I think there are dozens

of cases we could look at, and this would illustrate to people in a case

study form, which I think is easier to understand than arithmetic or

mathematics, concepts we have been discussing; that if we want lower

costs, we want to incentivize lower costs, period.
We have found with the utilities that incentivizing investment, total

investment, does not necessarily give us lower costs.
Now, even if we were getting investment in potentially cost-reducing,

labor-saving equipment, we have no assurance that cost reduction
would actually take place. There is no requirement in the general body

of the DPC 76-3 for that, simply for making the investment. We
have found instances where contractors were vastly overfacilitized.
One which has been discussed before Senator Proxmire's Joint Eco-
nomic Committee is the should-cost study at Pratt & Whitney, which
was one of the first big ones. One of the costs that was knocked down
there was the request for additional facilities money by Pratt &
Whitney.
On examination, they were found to have far more modern tape

control led machines, for example, than they needed. So we would
accomplish nothing there except additional facilities costs by buying
equipment, particularly because they at that time, and others to this
day, among the large military contractors control their work force
on what is called a level of effort basis. They do not maintain a run-
ning balance between measured, necessary workload and the number
of people on the payroll. They spread their prices over the number
of people they have to support. It is administered pricing in the classic
sense, and you would expect that in companies that have long conti-
nuity in the same kinds of programs with the same customers.
I don't agree that there is a problem of continuity. I can think of

programs that have been in R. & D. and production with the same
contractors for 20 years and the same general product. There have
been improvements and changes in them, of course, but that kind of
continuity is very difficult to find in commercial business.
The 0-130 has been in production since the 1950's. The A-4 was in

production for many, many years. The Minuteman missile series was
started in 1958 with essentially the same contractors. The fleet ballistic
missile program has been with the same prime contractor since the
late 1950's. So these guys have a pretty good lock on that business, and
I think, Mr. Chairman, in answer to your question of why people
don't break into it is they are not allowed to in many cases. These
folks are homesteaders. _
Now, one of the other things that would arise from the case studies

I suggested is an assessment of true free market motivations, I think
then you might want to rethink the desirability of having the con-
tractors buy large expensive facilities which are one of a kind. And
let me give an example. At the time Lockheed was threatening to die
and befoul the economic air with their carcass, proposals were ad-
vaned by me and by a number of other people to have new manage-
ment come in to operate Air Force plant 6, where the C-5A was being



56

assembled. The Government at that time owned practically all of the
productive equipment, the plant itself, and was furnishing operating
capital. We had learned from previous exercises along that line that
it would be possible to bring in new management with the change of,
perhaps, 20 or 30 or at most 100 people, sort of like bringing in a new
national administration. You know, you don't need to change all of
the people who work for the Government.
This was seriously considered for a time, I think, but was rejected

for political reasons. Mr. Packard, then Deputy Secretary of Defense,
testified in testimony contained in Mr. Patman's report on the Lock-
heed loan guarantee, that he would have had no problems getting new
management in to run that plant —AF plant 6—but he decided not to
for other reasons.
If we had Government-owned contractor operated—GOCO's, as

they call them in the trade—situations for sole source, one of a kind
activities, this would permit, at least theoretically and I think prac-
tically the injection of real competition in cases where we could not
practically move the tooling in the plant. We have a case like that with
the aircraft carrier.
I think it is entirely (possible that in a Government-owned yard, op-

erated by a contractor, it would be possible to get a new firm to manage
it. I am not certain that we are doing the right thing, is what I am
saying, if we want to really drive down costs on these unique, one-of-a-
kind situations.
Senator PROXMIRE. Congressman Mitchell?
Representative MITCHELL. Thank you, Mr. Chairman.
I have just one question. I tried to pursue with the Secretary and

the general what I think might be a built-in weakness, a structural de-
ficiency in the way that the Defense Department operates, and that
structural deficiency would at least leave the productivity reward issue
in question. What I tried to suggest was that, if indeed we need a new
tank and we go to 15 different companies to get an estimate as to the
cost of that tank, those estimates would not vary too much. There is
going to be very little variation. If we accepted that, then we would
have accepted (really what amounts to cost standards assumed to be at
reasonable levels. All that I wanted the Secretary and general to re-
spond to was whether or not within the industry itself the reasonable
cost standards are not in and of themselves artificially created by the
defense contractors.
Mr. FITZGERALD. By their own past history.
Representative MITCHELL. That's right. Am I making my question

clear to you?
Mr. FITZGERALD. I understand perfectly.
Representative MITCHELL. Would you then respond to it?
Mr. FITZGERALD. Yes, sir, that is exactly the basis for my objection

to using actual costs as the basis for establishing fair and reasonable
costs. And it goes beyond that, though, in the case—in the example
that you give. If I may—I don't know anything about tanks. I have
never worked in the Army except very briefly as a consultant, but the
same examples can be /riven, I think, from my Air Force experience.

First off, remember, I am talking about giant firms now, the semi-
captive contractors. I am not sure who is whose captive. I think we
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may be theirs. But nevertheless, the Lockheeds, the General Dynamics,

the Boeings, the Rockwells, those people. In the first place, they mirror

one another. Their organizations are similar, their staffing levels are

similar, they swap data on numbers of accounts payable, clerks per

thousand documents processed, and things like that. They tend to be

pretty similar. All of them are mirror images of their Government

counterparts in the program sector. So there is a natural tendency for

them to be fairly close in costs.
There are two other factors that cause the closeness of the estimates

that you talk about. In the first place, we are dealing with companies
that are extremely fat, and that comes from my personal experience
plus looking at recent reports in DCAA. The DCAA reports typically
say, and I will quote you an example: "Our review shows that standard
hours one contractor used for various production processes were 60
percent greater than the actual time needed." In other words, they
were allowing much more time than they actually needed. This is
typical. It is not an unusual case at all.
So we have a case that would be analogous, Congressman Mitchell,

to a track meet in which participants in the 100 yard dash were re-
stricted to people weighing in excess of 350 pounds, and a real sprinter
attempting to enter the race, would be judged, unrealistic, because all
the past history was based on folks who weighed over 350 pounds and
had rather slow times.
And that is the truth. People are thrown out on unrealistically low

bids because their bid doesn't match past experience.
Now, let me mention something else that I am sure the Secretary is

not aware of because he came into the Department of Defense at a very
high level. He did not have the advantage or disadvantage, however
you view it, that I had of working up through the bottom of the proc-
ess. That is market intelligence.
Senator PRoxmlitE. What was that again?
Mr. FITZGERALD. Market intelligence.
Senator PROXMIRE. Market intelligence.
Mr. FITZGERALD. That is the euphemism, Mr. Chairman for finding

out how much money the Government has got to spend, and good sales
organizations always do that. Through one means or another, they
find out what the Government estimate is.
I have personally seen the Government estimate announced to the

various contractors. That way you don't have any unpleasant surprises.
So, there is no mystery about why the estimates are close together.
Sometimes the estimates are very, very close together, but the compo-
nents of cost are quite different. There is a game playing that goes on
amongst contractors—all of whom know the total amount that the
Government expects to spend—between allocations to R. & D. and
subsequent production. The strategy would depend on the saleability
of one appropriation versus another.
So very often they just happen to know what the Government ex-

pects the bill to be.
Representative MITCHELL. Then in essence the productivity reward

clause could in fact be a doubledip for a contractor who comes in with
his reasonable cost—and that is in quotes—which is not really reason-
able at all because it is based on industry experience. Using those rea-
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second dip of Government money.
Mr. FITZGERALD. Yes, sir, that is possible.
Representative MITCHELL. Thank you, and thank you, Mr. Chairman.
Senator PROXMIRE. Well, thank you very, very much, Mr. Fitz-

gerald. I have a number of questions. We have another witness, and
I just can't thank you enough for giving us your experience. On the
basis of hindsight, you have been right a very great deal. So we want
to express our gratitude.
Mr. FITZGERALD. Thank you.
Senator PROXMIRE. Our next witness is Mr. David G. Soergel. Mr.

Soergel is president of DGS Associates, a policy and research firm in
Washington, D.C.
We are happy to have Mr. Soergel present.
Mr. Soergel, go right ahead.
I might say, Mr. Soergel, you have a 16-page statement. The hour

is now 12:15, so we would appreciate it if you could summarize.
Mr. SOERGEL. I don't intend to read it.
Senator PROXMIRE. The full statement will be printed in the record.

STATEMENT OF DAVID G. SOERGEL, PRESIDENT, DGS ASSOCIATES
AND MEMBER, FEDERAL PROCUREMENT COMMISSION

Mr. SOERGEL. Let me abstract from the paper, hoping that I don't
lose some of the thrust and intent I wrote into it.
I have a problem with the defense profit circular, but I would say

from a different viewpoint than has been presented so far. I think
it is important that profit policy be structured so that it relates to
the markets within which profits are to be earned. I don't see in DPC
76-3 any market descriptions against which the circular's profit policy
statements can be collated.
I would like to say a few words about how I see defense market-

place characteristics, and a few words about how I would visualize
futureaprofit policy changes.

Representative MITCHELL. Excuse me. I am having just a little bit
of difficulty in hearing you.
MT. SOERGEL. I will talk closer to the mike.
OK, now, the first question which can be asked starting from the

top is, are there any markets at all? There is an overall Federal policy
which gives direction in answering that. It is called Executive Circular
A-76. It is a general policy. It says that agencies should rely on private
enterprise to supply the agency's needs for commercial or industrial
products or services. This is a 20-year-old policy, and over that time
period no changes have been made in it.
Now, there are some exceptions drawn, one particularly for Defense,

and that has to do with national security matters. On occasion the
Government can make its own products based on that kind of an
argument.
There are a lot of issues surfacing about Federal make or buy actual

practice in relationship to the policy for it. I don't want to get into
those issues here but this, like most things in life, are connected.
Now, there is a marketplace that I think suppliers up in Wisconsin

could understand, and there is a policy statement about it in the DPC
76-3, which I think they can read and understand and be attracted to.
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It comes in about the Second paragraph. It says that there are some

markets for Defense supply that are priced competitively and if 
a

responsible offer is a low offer, he can make as much profit as a norma
l

reward for efficiency as he can be efficient about. That is pretty clear

and it is including standard profit policy in relationship to the market

defined for it.
I think the people around the country will clip that paragraph out

of the policy statement and put it under the glass on their desks and

probably throw the rest of it away.
Suppliers don't view profit in isolation from the costs incurred to

obtain it. These costs come in two parts: Costs incurred to enter the

market and costs incurred to deliver what is contracted for. If you are

a commercial consumer, industrial supplier in a price competitive

marketplace, you will avoid buyers who cause you more cost input

as an element of sales price than the other market. So if you are going

to deal with a usual buyer who causes additional cost for the same

product not incurred by other buyers, you will avoid him.
So an attractive profit policy doesn't necessarily attract a new sup-

plier, and the real problem is not found in profit possibilities. It is
found in the interface, procedural, legal and so forth, between Federal
market buyers and commercially price-competitive suppliers. This is
a very, very big problem.
Now, there is another Federal market of large dimensions, and this

is the self-generating market. From time to time, DOD, ERDA,
NASA, and others may find that they need products that the private
sector won't supply to them because they are not available. As a matter
of fact, the agency itself may not know what these products should be,
and worse yet, private initiative will not produce information about
product possibilities.
And why is that so? Well, it is because DOD is usually a single

buyer of information about the products, and later on the product
itself. Devoting scarce resources to help a single buyer who is some-
times labeled as fickle is just too risky. So the agency still has to do
something to fulfill a need—a future need from an investment point
of view.
So what the agency needs is information about diverse future in-

vestment possibilities. Now, this is a big market and it has a very
dominant characteristic to it. The market is characterized by two kinds
of uncertainty that are independent of each other. First, there is un-
certainty in the need for a new investment remaining important and
unchanged over the time to develop information about it, and second,
the uncertainty of potential investment ideas proving out as expected.
Thus, this marketplace is characterized by uncertain demand, and

so the supply is uncertain.
It is a big business, the $24 billion in Federal R. & D. expenditures,

the so-called Federal R. & D. budget. I say "so-called" because we don't
purchase R. & D. as an end unto itself. We purchase information about
future investments through the use of these resources. Sometimes we
lose sight of this. There is no such thing as the purchase of R. & D. It
is only the resources to get information about investment possibilities.
Now, you can have fixed price competition to deliver information,

and in those cases, the profit policy's second, clear and easily under-
standablre paragraph should apply. In other words, after a bidder has
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submitted his price, is awarded the contract, and has 'supplied all the
information, he should make all the profit he can, particularly as a
consequence of the setting up of acquisition policies of monopoly sup-
pliers of information in 1960.
This is a very dangerous national strategy because it ignores market

demand uncertainties. We can't hedge our bets if the international
marketplace changes of the agency they serve. They in turn [inaudi-
ble] in unpredictable ways.
The 1960 acquisition policies most often converge at a single in-

vestment too early in the process. The monopoly information supplied
from within the agency is later transferred to a contractor. To con-
tinue, he cannot be supplied without a single investment policy.
So in diversity of investment, choice, the hedge against the future

was lost, and then we had other problems, as a consequence; namely,
unenforceable contracts.
Now, how do you regulate monopoly? You regulate it as it occurs

within the agency and later as it is transferred to a contract monopoly
situation. What you do is write laws. There are 4,000 procurement-
related statutes on the books today. These go into 3,000 pages of regu-
latory procedures, and can be applied to the interrelationship between
the States and administrative law procedures.
Well, that will not do anything to reduce nonproductive costs with-

out any improvement of the quality of delivered information.
We have resorted to the necessity of monopoly controls through the

cost, which I believe is a significant factor in our decreasing national
productivity.
During that period of time we had this kind of a linkage, single-

choice investment development about future large scale development;
the F-111, the C-5, the F-14 came out of the 5- or 10-year tools, the
flow of information on a Single charge basis.
I use contractual techniques in this, too. You start the information

pullouts within the agency, put it in a procurements book and then
have a brochure competition with a supplier, and later on supply the
rest of it. If something goes wrong, either in the price or performance
or schedule, no one, but everyone, is responsible. So you cannot en-
force contracts by starting out information in a monopoly sense and
then transferring it to the private sector.
There are two contemporary situations today which are the outcome

of the 10-year flow pipeline. One is the shipbuilding claims. You have
no choice. You want that ship? You have to pay the producer's price.
There is another, and that is in the supply of information—investment
information to meet the capability for Strategic Offense Triad Mis-
sion. That program started out after the B-70 cancellation by picking
and choosing from R. & D. outputs from various contractors, the con-
cept of the absolute mover through the system. It later came out with
the price in 1969, and the refinement has continued through to today.
The output of this 10-year-long pipe is the B-1 bomber.
And if you believe in the importance in priority of the Strategic

Triad Mission, you have no choice. And so that is what I mean by loss
of investment versus the options.

These are remnsnts of the 1960 acquisition policies. Now, what I
have gone through here is no news to the defense people. They know
this and so do the industry suppliers, and DOD is in the process of
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revising their top-level acquisition policy. They have a policy direc-
tive, 5000.12, which is undergoing a massive overhaul, and you can't
have a proper policy without having a massive overhaul in higher
levels.
The current 76-3 was written without blending in these changes

which are imminent. I will come down on this and say that the Profit
76, on the DPC 76-3, there is no correspondence in the profit impli-
cations of the revised policy.
The DOD is not going to call this the policy for the acquisition of

information about diversified investment choices, and I don't think I
would either, but that is the sense and thrust of these revisions. They
are probably going to call it the policy for acquisition of major sys-
tems. That is an arbitrary system. That is a major system, while in the
current time, we spent 21/2 years trying to make a definition and never
did, nor did the agency studies.
As a major system for defense, the same as DOD and NASA, the

answer is no. Well, what are the differences?
I don't believe the policy which is about to be issued has as broad an

applicability in buying information. Nevertheless, I think that there is
progress because the understanding of the lock-ins of the monopoly
supply of information, you find the monopoly supply production is
pretty clear. You can probably apply what I am saying to massive in-
stitutional reforms. I don't, and there is no way around it.
This all started from an executive circular issued from the Office of

Federal Procurement Policy, and it is almost unbelievable that they
have been able to push this across all 41 agencies to get an excellent
response to it. Keeping in response the sense or the thrust of it is to
produce information about diversified investments. That is what it is
all about. We have a B-1 at the end of the pipe, or a ship at the end of
the pipe on order. That is what this is all about.
So this is that so-called R. & D. area. If you want to call it R. & D.,

you can but you can sometimes decide what it is all about if you call

it that. You spend money to buy information.
I just project here brie0 what the main thrust of A-109 would be

on the profit policy. For example, if you want to buy the best indus-

trial capability to supply information, I don't know what industrial
capital investment policy has to do with it. Most of these people who
supply information are labor-intensive. What they are interested in

is operating capital, not facility, plant and equipment, and a lot of

them will run out test programs and so forth using somebody else's

capital.
So if you take a look at this defense profit policy in conjunction with

DPC 414, which treats the allocation of the cost of money for capital

facilities, you come down to say there is a disincentive for anybody
to supply information to the United States of America. That is about

what it says because the best you can do is hit the bottomside of any
profit objective unless you perform perfectly in an area of uncer-

tainty. That is not going to attract new entries. The idea is to chal-

lenge the ideas of other companies.
If you want to get into some real competition, get into a competition

between ideas and buy information about them, and then when you
get to investment choice you can logically pick the right one. We will

see how this information grew and evolved over the years.
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This problem of uncertainty in the marketplace is a very real one,

and I will jump over here to say that in Executive Circular A-109,

they say that contracts under these conditions of high uncertainty

should be short timespan and fixed level contracts. Here is a new

contract innovation that I don't think Defense is working on.
This is a new procurement form and type of contract. It says it has

fixed price applications and cost application. The fixed prices is in-

cluded because when the conrtactor signs up for it, he is going to deliver
information, but when the time is past, he is not going to get any more
money. But the contract is only going to be over a short timespan for

some critical test for the buy. The cost feature is you can come in and
cost it, and he can come in when the critidal test is run and observe it
just like the engineers that run the test.
So this is a new kind of contract to responsibly implement A-109

as a defense policy revision. A new kind of contract has to be tested,
experimented with and tried.
Now, the third market—and I am shortening up some of these things

here—is choosing from this diversified information that is purchased;
what to buy, what to invest in. And I am afraid that as I understand
some of these policy revisions going on, we still brought them out of
a monopoly supply. This means that the 4,000 statutes and the 3,000
pages of AFPRs will still be there. We are will going to be dealing
with monopoly producers, and here is where I put up a plea more than
anywhere else. I think competitive procurement of production items
or machines or items, whatever they are are different in significant
ways, and it would be to the interest of the taxpayer. We can't do this
for all programs. We can't have two companies price competitively
producing the identical B-1 bomber. It is absurd. It was tried on the
F-14.
Every major contractor turned it down for very good reasons. We

can't have two contractors competitively producing—now, there can
be some exception. There are many cases where Congress could take a
more important role in this, to recognizet, the production motivation,
to reduce price, and to improve the perforffisnce of an arms run, from
year to year—this is only done by competition. It is not done by re-
negotiation. There is no way better. I think Mr. Fitzgerald proved
that.
I think—I personally experienced this, and I know what I am

talking about. In the 1950's we had to compete year to year on a re-
peat production order in building the F-86 fighter airplane. We were
in direct, head-to-head production and competition with the F-84,
which didn't look like the F-86, nor did they perform the same way,
nor did they cost the same amount. But we had to demonstrate by
subjects, unit cost reductions from year to year and performance im-
provements to get our next year's order. This is when you get high
productivity, because we had people working 80 hours a week and
getting paid for 40 so that the data submitted was competitive with
that submitted by Republic.
You really want defense economy? This is the way to get it. There

isn't any other way.
The A-9 cancellation and allocated to the NASA research program

was a mistake. That airplane wasn't that much different from the
A-10, which was monopoly produced. You could haul that back out
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to NASA, put it back into production, and you will find Fairchild up

in Long Island behaving quite differently.
You might recall Grumman saying that they were not going to

build any more F-14's. You might recall the president of Newport

News recently saying he would like the Navy to get this stuff out of

his plant. Well, that is what you get into with monopoly supply.

So I think there is much more that can be done in production com-

petitive procurement for the ordering, when the ordering from year

to year is based on the last year's performance.
Now, why is that a good idea? Well, take the F-84, F-86. Here is

what you hear from financial people, like the one just discussed here,

and the costing people. They will say that you have got two different

engines, you have got two different airplanes, you have got two differ-
ent training sets, you have got two different shop sets of equipment,
and a man like Mr. Fitzgerald can lay that out in six significant fig-
ures as to the cost of competition, but he can't in any way price all
the benefits. You can't run a computer program involving so much
design and cost reduction of competitive motivation. You have to be-
lieve in the value of competition increasing productivity and deliver-
ing better products at cheaper prices or you don't. It's that simple.

Competition should be proving the cost more, but it is the benefits
that are incalculable and Mr. Fitzgerald and others like him will
always win.
In my opinion, both the taxpayer and national security lose.
And that is the end of my summary statement, sir.1
[Prepared statement of Mr. Soergel follows:]

STATEMENT OF DAVID G. SOERGEL

Mr. Chairman and Members of the Committee, I am David Soergel, President
of DGS Associates, Inc., a small policy research firm located in Washington, D.C.

Our specialty is assisting agencies in review of their acquisition policies with

objective to gain increased economy and effectiveness in their spending activities.

We span the tcital innovation process; from the creation of ideas to their intro-

duction into our domestic economy.
I have the following general comments about DPC-76-3.

It is clear as to profit objectives for only one of three defense markets for

private supply.
Its implementation will not achieve its objectives—motivate industrial

plant modernization and attract the "best" industrial suppliers.
It will have to undergo significant change to be consistent with a higher

level policy revision which is imminent.

DEFENSE MARKETS

Breaking down defense markets to three component parts we find:
The market for private supply of standard commercial or industrial price

competitive products and services.
The market for private supply of information about future investment

choices.
The market for private supply of products and services chosen from De-

fense sponsored information.
Each of these have different marketplace characteristics and it is not obvious

how DPC-76-3 relates to the latter two markets.

1 Mr. Soergel subsequently asked to submit the following revision of his oral opening
statement.
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CHARACTERIZATION OF MARKETS

DPC-76-3's stated profit objective policy for the first market matches to the
market's characteristics—namely, if a low responsible offeror earns a large
profit, it will be considered a normal reward for efficiency.
A clear and understandable profit policy, however, on its own, will not neces-

sarily attract the "best" industrial suppliers. Those who have not been in this
market will have to spend some money learning about it, making a bid, and
waiting for source selection. The question which is not answered by profit policy
alone is: What is the cost to enter the market, and if successful what are the
benefits? Other procurement regulations, directives, and practices can discourage
new entries.
The second market, private supply of information about future investment

choices, is a big market. Overall it amounts to most of the $24 billion federal R&D
expenditure. We don't buy R&D per se, but only information through the use of
R&D resources. Nor do we buy things, only information about things.
This market has the dominant characteristic of uncertainty in both the "de-

mand" for information and its "supply."
Care must be taken that when the R&D money is spent it produces informa-

tion about a diversity of investment choices—not information about only one
choice. This is because the future is uncertain and investment information must
permit us to "hedge our bets."
Also important, purchase information about only one investment choice will

set up a monopoly supplier. Monopoly controls will have to be instituted. These
controls generate non-productive regulatory costs which add nothing to product
quality or performance, but only increase its costs.

WHERE WE HAVE BEEN

For example, 1960 acquisition policies almost always yielded information about
a single choice, a Hobson's choice. The F-111, C-5A, F-14, and others, are ex-
amples. 1960 acquisition policies also shaped information about the Strategic
Triad mission investment to the B-1 bomber—it is the only choice to meet the
need.
These same policies penalized contractual integrity—the earliest information

was created within government and subsequently refined by a contractor selected
after a "brochure" type competition. If investment costs escalated, deliveries
were not met, or the product did not perform properly, who was at fault—the
buyer or the seller? And finally, monopoly investment suppliers came out of the
1960 future investment informational process.
So now we have 4,000 procurement related laws and 3,000 pages of ASPR's to

regulate the monopoly producers of information, private or public, and the pro-
ducers of the single choice products which were defined. This is where we are
today.
The last market, the production of products and services which are selected

from the outcome of the previous market, is usually where the big money is. I
have already pointed out the 1960 policy convergence to monopoly supply. This is
the biggest problem of all from an overall economy and effectiveness viewpoint.
The answer is to competitively procure products which are not the same, to main-
tain a hedging strategy and motivate product price reduction and improvements
through the use of competition.
Now this concept, to maintain competition between dissimilar products through

production, has some obvious limitations—we can't have two contractors com-
petitively racing to the moon, or building an identical B-1 bomber. But I be-
lieve production competition can be used more often—even on major equipment
and system's levels.
Financial and cost experts usually defeat this approach because the cost of

competition is calculable, but its benefits are not. One has to believe without
proof that designers and production people will, at times, work 80 hours for 40
hours pay when they are designing and producing for competitive supply. With-
out competition, I can assure you, they will demand more than 40 hours pay for
no more than 40 hours work. I don't believe I have to elaborate on the economic
and social differences between monopoly and competitive supply.

THE SMALL R. & D. FIRM

Information about future investments starts with ideas or design concepts. The
research literature sponsored by NSF, and others, proves that ideas which were
subsequently introduced with economic and social benefits rarely came from cur-
rent producers. The inventor of Xerox, Chester Carlson, attempted to sell his idea
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to 20 office equipment producers, was turned down, and finally financed by Bat-
telle Memorial Institute. The ball point pen was not introduced by the Parlier
Pen Company, rapid processing of film, not by Eastman Kodak, etc. The list is
extensive.
I strongly believe that small R&D labor intensive firms are equally able to con-

ceive of new ideas and designs as large heavily capitalized firms.
Does DPC 76-3 attract such suppliers to defense markets? My opinion is that it

does not. Labor to produce information, not products, is rewarded less than re-
wards for production. This means to me that attracting capital wealth to defense
markets is evidently more important than attracting ideas to challenge estab-
lished wealth. This kind of thinking encourages oligopoly and when established,
maintains it.
The small firm's problem is more likely operating than facility capital—and it

will have to pay much more for either capital type than large firms, if it can get
any at all.
So a profit policy based, in part, on allocating and allowing an "imputed" cost

of facility capital announced by the Secretary of the Treasury discriminates
against the interests of small firms. The small firm may have to pay 15-20% for
its facility money but the imputed allocated cost may be, say, 8%. The small firm
will have to "eat" the difference out of profit. I hope that any CASB promulgation
on allocability of the costs of operating capital takes this reality into account.
CAS 414, the treatment of the cost of facility capital, did not.

Finally, the management of a small firm, not having been in defense markets
but desiring to try, would not be able to understand the DPC 76-3's computation
of profit objective without hiring $100 per hour legal help and some expert pro-
curement counseling. So those small firms who have already entered, and those
desiring to enter, are on the bottom side of profit potential compared to capital
intensive large firms who are already established. This will do little to challenge
oligopoly—in fact, enhance it.

WHERE WE ARE HEADING

Finally all of the above is well recognized by Defense policy people—there are
no surprises. They are changing -their "top level" acquisition policy, DD5000.1 to
implement an overall policy issuance from the OMB, Executive Circular A-109,
Acquisition of Major Systems.
This circular concentrates on the acquisition of competitive information about

future investment choices, the second market which I described.
It is designed to permit small firms to challenge large firms through the com-

petitive power of their ideas and design concepts and permit a small firm's growth
based on competitive merit. Overall federal procurement policy will need to be
changed so that ideas and design concepts are purchased, not partially completed
government designs.
We will have to wait and see if Defense has captured this thrust in their im-

plementation plans. With regard to profit, DPC 76-3 will have to undergo massive
change to be responsive. So will many other subsidiary policies, such as IR&D/
B&P policy.
My last thought is that profit policy is not the way to motivate private plant

modernization. Long term investments directed solely towards uncertain defense
markets will always be shied away from. The big money is the capital invest-
ment, the lesser money is the cost of capital. Allocating the cost of capital into
defense contracts is realistic and laudable, but the big money, the capital invest-
ment, may not be recovered if the program is unpredictably canceled due to un-
predictable "demand" changes. This is the problem and it is not a new one.
A stark example of "demand" uncertainty is whether the B-1 will be pro-

duced. Private capital facility investment decisions required to produce the B-1
were made long ago—not just within the prime contractor's corporate office, but
corporate offices of companies which make the major parts, such as engines and
avionics, all the way down to the smallest component producer. Did profit policy
factor into those decisions, would DPC 76-3 make any difference in the future? I
doubt profit policy discussions determined the decisions. More likely, the com-
panies management spent most of their time in figuring out how to "hedge their
bets" in the face of B-1 production demand uncertainty and, in the main, picked
plant and equipment investments useful for more than B-1 production purposes.
Maybe a way to realistically link private capital plant modernization motiva-

tions to "demand" uncertainties will come—but, in my opinion, through DPC
76-2. little progress has been made.
Thank you. •
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SUMMARY STATEMENT OF DAVID G. SOERGEL

Mr. SOERGEL. Let me abstract from the paper, hoping that I don't
lose some of the thrust and intent I wrote into it.
I have a problem with the Defense profit circular, but I would say

from a different viewpoint than has been presented so far. I think it is
important that profit policy be structured so that it relates to the
markets within which profits are to be earned. I don't see in DPC
76-3 any DOD market descriptions against which the circular's profit
policy statements can be collated.
OK, now, the first question which can be asked, starting from the

top, is, are there any markets at all? There is an overall Federal policy
which gives direction in answering this question. It is called Executive
Circular A-76. It provides general policy guidance that agencies
should rely on private enterprise to supply their needs for commercial
or industrial products or services. This is a 20-year-old policy, and over
that time period no changes have been made to its basic thrust and
intent.
Now, there were some exceptions to general policy instituted in

1967, some particularly related to Defense markets. On occasion De-
fense can choose to make its own products and supply its own services
based on national security or urgency arguments.
There are several important governmentwide issues surfacing

about Federal make-or-buy actual practice. Some claim that agency
practice is in the main not in compliance with general policy. These
are essentially marketplace arguments and issues and their future
resolution may cast some different viewpoints on what I have to say
today.
For the moment, I would like to characterize Defense markets as

I understand them. The first marketplace is one which I think com-
mercial suppliers will recognize and understand DPC 76-3's profit
policy which pertains to it. It comes in about the second paragraph.
It says that there are some Defense markets for private supply which
are price competitive and if a responsible offeror makes a low bid,
he can make as much profit as his performance efficiency will permit.
Defense will consider high profits as a normal reward for efficiency
and no questions will be asked. This market/profit connection is pretty
clear.
I think the managers of companies which mainly produce for com-

mercial supply will clip that paragraph out of DPC 76-3 and put it
under the glass on their desks.
But suppliers don't view profit in isolation from the costs incurred

to obtain it. These costs come in two parts: Costs incurred to enter the
market and costs incurred to deliver what is contracted for. A coni-
mercial or industrial supplier in a price competitive marketplace, will
avoid buyers who cause more cost input to a particular product than
other buyers. By supplying this one buyer, the supplier may have to
mark up his prices to all. So a complex buyer who causes additional
incurred cost for delivery of the same product which is purchased by
other buyers will generally be avoided.
I believe that an attractive profit policy doesn't necessarily attract

the best suppliers, and the real problem is not found in profit policy.
It is found in the complex Government and industry interface; proce-



dural, legal, and so forth, between agency buyers and price competitive
suppliers. Thes6 complexities incur costs which are not incurred in
selling to other buyers. Attracting the best industrial suppliers to this
market is a big problem which, in my opinion, is not remedied by
profit policy alone.
Now, there is another defense market of large dimensions. From

time to time, DOD may perceive a future problem for which available
products are deficient and new products will have to be introduced
when needed. What Defense needs is information about future weapons
investment possibilities. DOD will receive some ideas and early designs
from contractors on a "no direct cost" basis but the information will
not have enough credibility to be a basis for a multi-million-dollar
investment decision. More information will have to be purchased be-
fore an investment decision can be substantively made.
The purchase of information about future investment choices is a

big market and it has a unique characteristic as compared to the first
market. This market is characterized by two kinds of uncertainty.
First, there is the uncertainty that the need for a new investment will
remain important and unchanged over the time required to develop
credible information about investment choices, and second, the uncer-
tainty that a potential investment idea will prove out as expected.
So this marketplace is characterized by an uncertain "demand." But

at the outset, so is 'supply" uncertain.
Industry supplied $10 billion of information to several Federal

agencies during fiscal 1975. The money for this expenditure came out
of the so-called Federal R. & D. budget. I say "so-called" because agen-
cies don't purchase II. & D. as an end unto itself. They purchase in-
formation about future investments through the use of R. & D. re-
sources. We sometimes lose sight of this important difference.

Policies for purchase of future investment information are es-
pecially critical in determining the ultimate economy and effective-
ness of overall agency acquisition expenditures.
Sometimes particularly during the 1960's, investment, information

described only one in vestment choice. This was a dangerous national
strategy because it ignored agency "demand" uncertainties. The agency
was not able to "hedge its bets" when needs changed in unpredictable
ways.
The 1960 DOD acquisition policies most often converged to informa-

tion about a single investment choice too early in the informational
process and set up a monopoly information supply. Monopoly sup-
ply of anything is always more expensive than supply under com-
petitive conditions because the cost of monopoly controls are nonpro-
ductive costs which add nothing to the products quality or perform-
ance. These costs only increase the product's price.
So, during the 1960's, we not only lost an investment choice but we

also paid much more for information and subsequent investments than
we should have.
Today, there are 4,000 procurement related statutes and 3,000 pages

of regulatory procedures to control monopoly information and in-
vestment suppliers. This is the legacy of the 1960's.
There are also two contemporary situations which had their start

during the middle 1960's and were shaped according to policies of
that time. One is shipbuilding claims. Here we have a situation of
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Navy ship design transferred to a single investment supplier after a,
brief competition. The information about the ship was monopoly.sup-
plied by Navy and the ship itself supplied by a monopoly private
supplier. The only way to get the ship is to pay the price. The supply
of investment information to meet the capability for the Strategic
Offense Triad mission is the other contemporary situation shaped by
1960 policies. This acquisition program started out after the B-70
cancellation in 1960 and immediately focused on a B-52 bomber
replacement. Information about a future investment was contained.
to a new bomber choice during the 10 years before a design competi-
tion. We now know the name of this "Hobson's choice, the B-1
bomber.
The Strategic Triad Mission has maintained importance and pri-

ority over the last 6 or 7 years and so there is no investment choice— -
either the B-1 is produced or a high national security risk will be
taken.
These two current situations are remnants of 1960 acquisition

policies.
DOD policy people are well aware of the problems such policies

have created and are in the process of major revisions which I believe
are imminent.
One of my problems with DPC-76-3 is that it evidently was written

without a careful consideration as to whether it would be in harmony
or conflict with higher policy level revisions.
The new overall Defense acquisition policy probably will not

be called "acquisition of information about diversified investment
choices." It will probably be labeled policy for "acquisition of major
systems." A policy which applies to the acquisition of a major system
can only be arbitrarily applied because what is "major" and what is
"minor" denies anything but an arbitrary standard. We found that
out over 21/2 years of procurement commission studies.
So I don't believe the policy, which is about to be issued, has as

broad an applicability as a policy for the acquisition of information
about future investments. Nevertheless, I think there is progress being
made.
DOD's top-level policy revision started from an OMB executive

circular issued last April from the Office of Federal Procurement
Policy—Executive Circular A-109. The sense and thrust of A-109 is
to change the way in which agencies go about acquiring information
so that prudent investment decisions can be made later. This is what
it is all about and DOD's policy revisions will be in conformance.
Executive circular gives guidance on the beginnings of innovation:

The creation, communication, and selection of ideas for R. & D. re-
source commitments. Competitive information about selected ideas_, as
they take shape for investment judgments, follows and is a subse-
quent thrust of the circular.
Now when we are changing policy to motivating the creation of

competitive ideas and information, we have to back this up with
incentives applied to people, not capital facilities. People creqe icleas,
not plants or machines. This focus is lacking in Defense's profit policy.
For example, A-109's thrust is to motivate the best industrial capa-
bility to supply ideas and information. I don't know what a profit
policy designed to motivate plant moderni7ation has to do with Execu-
tive Circular A-109. Most of the organizations which supply ideas and
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information are people-intensive, not capital-intensive. What these
organizations are interested in is the cost of operating capital, not
facility capital costs. Labor-intensive organizations are on the bottom
side of profit potential as compared to the wealthier facility-intensive
organizations.
DPC 76-3 is clear on that. So if you take a look at this revision to

defense profit policy in conjunction with Cost Accounting Standard
414—which treats with the allocation of the cost of money for capital
facilities—it is inescapable that there is a disincentive for labor-inten-
sive firms to supply ideas and information to the Defense Department.
Evidently it is more important to attract capital wealth to defense
business than ideas. This obvious thrust of DPC 76-3 is not going to
attract new entries to challenge oligopoly—in my opiniOn, it will tend
to solidify large firm defense market positions and keep out those who
would like to challenge them.
One of A-109's key features is its treatment of "supply" uncertain-

ties. To financially cope with such uncertainties, agencies should
issue short timespan and fixed level contracts. This contractual ap-
proach requires a new contract innovation, one which I don't think
Defense is working on. It will have fixed price and cost type features.
Fixed price features because only a fixed level of funds is to be obli-
gated by Government, and the cost feature so that costs and critical
tests may be audited and observed.
This is a new contract type which has to be tested before Defense-

wide adoption. I find nothing in DPC 76-3 profit policy which would
be an appropriate profit policy for this contract type. So for this
second DOD market, the supply of competitive information about in-
vestment choices, I see only profit disincentives for new labor-inten-
sive entries and a furtherance of defense supply oligopoly.
Now, the third market—and I am shortening up some things here,

is producing an investment selected from competitively derived infor-
mation. I am afraid that we are still going to be 'dealing with monop-
oly producers. But I strongly feel that production competition can be
used more often than it is. It stands to reason, however, that we can't
do this for all programs. We can't have two companies price competi-
tively producing the identical B-1 bomber, for example, or two com-
pany's competitively racing to the moon. However, there are many
agency program cases where Congress could take a more important
role in this, to recognize that production motivations, to reduce price
and improve performance, are only effectively instituted by competi-
tion between producers. It is not done by "should cost" concepts, a fur-
ther proliferation of laws, or productivity provisions in a profit policy.
Let me depart from my statement for a moment to illustrate my

point. In the 1950's the company I worked for had to compete year to
year on production orders for the F-86 fighter airplane. We were in
direct, head-to-head production competition with the F-84. The two
airplanes were produced for the same' tactical air missions but they
didn't look alike, perform the same way, nor did they cost the same
amount. We had to 'demonstrate each year that we had taken action to
reduce the F-86's unit price and engineered performance improve-
ments to get our next year's order. Productivity improvements were
automatic because we had people working 80 hours a week and getting
paid for 40.

83-250 0 - 77 - 6
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If you really want defense economy, this is the way to get it. There
isn't any other way without increasing cost more than its worth.
The Air Force's A-9 cancellation and allocation to a NASA re-

search program was a mistake. The A-9 wasn't that much different
from the A-10 which is now being monopoly produced. If the A-9
were taken out of NASA and put into low rate production you would
find A-10 productivity, performance, and price improvements in next
years production order. Next year's A-9 would show significant
improvements.
You might recall a few years back Grumman saying they were not

going to build any more F-14's. You tight recall more recently the
president of Newport News asking the Navy to get their inventory
out of their plant. Well, that is what you get into with monopoly
supply.
So I think there is much more that can be done in the Nation's in-

terest by reinstating competitive procurement.
My assessment is that Congress still believes that it can legislate

economy and productivity as a substitute for competition. It rhetori-
cally talks about competition but then legislates it away.
But congressional Members have some like-minded friends in the

executive. These are the financial and cost accounting people. In the
F-84/F-86 example they would say that two different engines aren't
needed, two different training syllabuses, two different shop test equip-
ments, and two different avionics arrangements. Now they can esti-
mate the cost of competition to three significant figures but they can't
compute its benefits to taxpayers and national security. A computer
program hasn't been written which simulates design improvements
and cost reductions brought about by competitive motivations. We
have to believe without proof that competitive motivations will in-
crease productivity and deliver better products at cheaper prices. It's
that simple. Or, in another way, we have to believe that competitive
free enterprise will deliver better and cheaper products than monopoly
supply.
That is the end of my summary statement, sir.
Senator PROX*IRE. Thank you very much, Mr. Soergel.
Mr. Soergel, you say the new profit policy will probably not realize

its desired effect. You say in effect instead the uncertainty of the
defense market is the main deterrent.
Mr. SOERGEL. That is the institutional problem, yes, sir.
You can rewrite profit policy next month, double the profit amounts

on paper, it won't make any difference. You see, the big cost recovery
problem is the cost of the plant and, if next year, the program is
redirected or canceled, a company can be left with a "white elephant."
.,..Senator PROXMIRE. But I think that an equally strong case can be
made for the argument that because of follow-on contracts, the mo-
nopoly nature pf the Defense industry 
Mr. SOERGEL. That is the part to stop.
Senator PROXMIRE. The bail-outs and other protections, the defense

market is really rather stable and relatively risk free for the big boys.
Mr. SOERGEL. Well, that is the end of the 10-year pipe of the 1960's.

You are looking at it, and we are talking about it. These reformations
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that are involved here I think will give us a viewpoint that is really
different.2
Senator PROXMIRE. Are we just talking about different levels of

contractors?
Would you agree that there is at least in terms of survival, that there

is a—the big defense contractors seem to go on and on, year after year
after year?
Mr. SOERGEL. Sure, I think that is right.
Senator PROXMIRE. So there is a stability there.
Mr. SOERGEL. Well, I think there is a general understanding in the

defense industry that if you were awarded one program this year and
you can recover your big costs for another program next year, you
probably won't get it and someone else will. It keeps your engineering
team going pretty nicely.'
Senator PROXMIRE. You see, one of the problems that you seem to

say that the uncertainty of the defense market is the major concern
to investment, and then you also seem to be suggesting that a higher
risk marketplace would be beneficial. You say that greater reliance
on smaller firms with possibly more creative solutions to defense prob-
lems seems to suggest a greater utilization of short term contracts with
limited Government liability, and you say that, and I quote:

If the contractor can't produce the contracting information he is supposed to
for the money provided, he can choose to continue on his own resources or leave
the market.

Now, I am sure that that would send a shiver through major sec-
tors of the defense industry, and probably the Defense Department as
well; maybe they ought to get that kind of a shiver, but are you telling
us that a greater use of the Department of Defense as a source of ven-
ture capital for unproven technologies would be a good idea?
Mr. SOERGEL. No; what I am saying is if you treat it with a certainty,

a certain demand and supply, both sides of the fence, you have got to
use short timespan, fixed-level contracts. In my statement I pointed
out that that is exactly the way that private industry had to do in a
certain market. It picks away at it, and never commits to the engineer-
ing people—the total price of production.4
Senator PROXMIRE. What basis do we have for assuming that kind

of policy would be less expensive than our present policy and more
beneficial?
Mr. SOERGEL. Well, for one thing, competition is used throughout

the process. There is competition in information and supply about
Defense choices. That is one way.5

2 Mr. Soergel subsequently asked to amend this paragraph to read as follows: "Well,
that is what 1960 acquisition policies led to. You are concerned about it, and we are
talking* about it. The Imminent policy reformations which I mentioned should reinstate
competition from the very beginnings of design. We will still have to be careful that even
these changes don't lead us to monopoly production supply."
3 Mr. Soergel subsequently asked to amend this paragraph to read as follows: "Yes. a

stability brought about by overemphasis on 'capital wealth' and less on the competitive
value of a companies ideas and early designs which are labor intensive. The stability lies
In stabilizing capital wealth rather than destabilizing it with ideas."4 Mr. Soergel subsequently asked to amend this paragraph to read as follows: "No:
what I am saying is that Professional alrogram advocacy ignores uncertainty. One must
act assured in order to get any money. It's a tonzue-in-cheek advocacy. Now short timespan,
fixed-level contracts to be embodied in Defense's policy revisions admits to uncertainty. In
my statement I pointed out that is exactly the way Private industry ventures a new product
using its own money. It picks away at it. and never commits to the engineering people—
the total estimated cost of the product development. Marketplace and technical uncer-
tainties are sequentially handled minimizing financial risk as the idea matures."

5 Mr. Soergel subsequently asked to amend and amplify this Paragraph to read as follows:
"Well, for one thing, competition is used throuehout the Process from the idea, or con-
ceptual design stage, and I hope, through production. There is competition between
Informational suppliers, each clearly responsible for success or failure of his idea. As youknow, presently no one, but everyone, is responsible. This revision has a great bearing on
contractual integrity."
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Senator PROXMIRE. You would have a change in that right up to the
second part of it that shows that 8.6 percent on advertised competitive
bidding, and 30 percent on all price competition, including competitive
negotiation, do you think that would be changed?
Mr. SOERGEL. Well, I am suggesting a new contract form. If we use

fixed-level funding which has fixed-price features, plus add in the
cost type features of buyer access, that chart will change dramatically.
In other words, price competition is involved I would say for a major
segment from the very earliest part of innovation. The gathering of
ideas and the initial design work just are the proof of it.
I have some experience in taking an American chrome machine idea

in 1950, when Dutch Kilmer used to be one of the guys. I laid out a
$250,000 program to do this and he said, "Look, what is the trickiest
part of this design?" And I said, "Well, it is an etched glass rod. We
have to lay it on the milling machine and it has to have striations every
1/10,000 of an inch. We put an optical head on it to pick up the
striations and moved the tool." He said, "Do you have one of those
rods," and I said, "No; but I know where to get one." He said, "Where
do you get it?" And I said, "From Ferranti up in Canada." He said,
"What's the price?" And I said, 110,000." And he said, "Well, if I
let you buy it, could you hook it up and I will come down and see it
work?" And I said, "Sure." And he said, "Well, I'll give you $17,000."
And we did that. We hooked it up, brought it out and showed it if we
wound it over, and we made the machine tool move around through
this very expensive rod, and we got a little more money. The next
money we got was to program the computer to drive the whole system,
and we had to test that out and they came down and looked at that.
This is a pragmatic way to handle uncertainty. This is the way in-

novation and new things actually occur. What I have described is the
financial relationship to the introduction of new ideas. This is the
way I believe new introductions should be handled when you deal with
Federal money.6
Senator PROXMIRE. Well, that is a very good example and I am glad

you gave it, but you see, I have trouble with another one of your very
attractive proposals.
You say you suggest placing two contractors in head-to-head com-

petition.

6 Mr. Soergel subsequently asked that this and the preceding two paragraphs be amendedto read as follows: I am suggesting a new contract form which doesn't appear onyour chart. If we use short timespan, fixed-level funding this will introduce fixed-pricefeatures, plus add in the cost type features of buyer access, that chart will changedramatically. In other words, fixed-price type contracts will increase from the very earliestpart of innovation. The creation and communication of ideas and the initial design workwould be performed within a fixed-price feature.
"I can give you an example of short timespan, fixed-level commitments from my ownexperience. Many years ago I laid out a $250,000 program to develop a computer controlledthree-axis milling machine. The company's president asked, -What is the trickiest partof this design?' And I said, 'Well, it is an etched glass rod which we have to lay on themilling machine and use as a feedback s( nsor. We need etched striations every 1,10,000 ofan inch. We planned to use an optical head to pick up those striations and move thetool according to the computer.' He said, 'Do you have one of those rods,' and I said 'No;but I know where to get one.' He said, 'Where do you get it?' And I said, 'From Ferrantiup in Canada.' He said, 'What's the price,' and I said '$10,000.' And he said, 'Well, couldyou order one, hook it up, and demonstrate to me how it works?' I said 'Sure.' He said,'Well out of the $250,000 I'll give you $17,000.' We bought it, hooked it up, and demon-strated it to the boss. He was pleased and wanted to know what we had to do next. Itold him that we had to write a computer program and design the control circuitry. Hegave us some money for that, and, by this sequential commitment process, all of it fixed-

price, we displayed the Nation's first computer controlled three axis milling machineaboura year later.
"This is a pragmatic way to handle uncertainty. This is the way innovation and newthings actually occur. What I have desciibed is the financial relationship to the introduc-tion of new ideas. This is the way I believe new introductions should be handled when the

financial resource is Federal money."
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Mr. SOERGEL. It would work wonders.
Senator PROXMIRE. For products that they design and which are

different in important ways from each other.
Mr. SOERGEL. To maintain demand uncertainty; yes.
Senator PROXMIRE. You say this would maintain a hedging strategy

even into production.
Mr. SOERGEL. Yes.
Senator PROXMIRE. One problem, of course, is the Defense Depart-

ment can't seem to make up its mind and wants to get both of them.
That has happened again and again and again.
Mr. SOERGEL. Well, you have to split the inventory balance. You see,

you take the A-10 as an Air Force market of 600. The financing guys
were saying, "Well, you can't split that marketplace up. It is going to
cost you too much." 7
Senator PROXMIRE. So they opt for both.
Mr. SOERGEL. No; they opt for one and go monopoly. That is the

way they do it.8
Senator PROXMIRE. Well, in close air support they opted for both on

tactical 
Mr. SOERGEL. No • Air Force's close air support is the A-10. A-9 is

allocated to NASA. research, although there may have been some
changes I am not aware of.
Senator PROXMIRE. You have the A-10, Harrier, Cheyenne—they

are all close support.
Mr. SOERGEL. Well, the Harrier is a sea-based airplane and there are

important differences between land and sea-based designs. But your
point is a good one. If they are competitive for the same mission, one
wouldn't know it by looking at the budget.
Senator PROXMIRE. Wouldn't this strategy be prohibitively expen-

sive because of the higher unit cost of today's weapons systems, espe-
cially at the competitive design stage, because the services would
choose to keep everyonf happy by buying a smaller number of each
model?
Mr. SOERGEL. Well, I don't think—there is a characterization here

that Defense people really don't want to buy good products at econom-
ical prices. I don't believe that. I think they are stuck, literally stuck,
by the flowdown of 4,000 procurement-related laws. There isn't much
they can do, you know, to come up with this kind of a policy reforma-
tion that is going to reflect on lawmaking; Congress will have to res-
cind about 3,000 of these laws, just to get them out of the system. The
Armed Forces Procurement Regulations have to go down to about 100
pages like it was in the 1950's.
If you want to talk about paperwork, nonproductive costs, this sys-

tem that has been generated since the 1950's up to when the B-1 pops
out. The conflicts,of contract obligations and the ships and so forth—
the outcomes from those policies and the nonproductive costs to do

7 Mr. Soergel subsequently asked that this paragraph be amended to read as follows:
"Well, they evidently know that competition will provide benefits to them even though
they can't specify how much. Because they can't be specific I suppose they get turned
down on the false argument that buying one weapon is cheaper than two for the same
purpose. I think that is unfortunate. Both a hedging strategy and economy will be lost."
'Mr. Soergel subsequently added to this response the following: "No at present they

opt for one because that is all they can get through the system. Financial, procurement,
and costing experts are very powerful these days even though not any of them are
responsible to move an idea into a fully introduced item."
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business with the Defense Department, with NASA, or any Federal
agency, .will not attract the best suppliers in the United States of
America—suppliers of ideas, suppliers of technology, or standard
products. There is no way.°
Senator PROXMIRE. Now, when you refer to the small labor-intensive

R. & D. firm.
Mr. SOERGEL. Yes, sir.
Senator PROXMIRE. I take it you are agreeing with Mr. Fitzgerald.

He is saying that most of the investment this policy change would do
nothing to improve productivity.
Am I correct in drawing that parallel? •

SOERGEL. It would be improved, sir, by competition. That is the
only way productivity can be improved. There isn't any such thing as
a "should-cost" concept. Anybody who wants to sit in the Pentagon
and generate a "should-cost"-number had better be responsible to bring
the item in at the price he puts on it.
A "should-cost" number should not be used as a lever on the guy

that is going to be responsible to produce against some numbers pro-
duced by people not responsible to the producer. That doesn't make
any sense. That is a good way to put an awful lot of authority in one
area with no responsibility for the outcome. That is just a poor man-
agement principle.10

Senator PROXMIRE. Let me ask your views on another issue, par-
ticularly with regard to Mr. Fitzgerald.
Mr. Fitzgerald said that by rewarding quality improvements over

the life of the contract, the Government is actually encouraging arti-
ficially low levels of efficiency during the early stages of a contract
by firms anxious to guarantee receipt of the reward.
Do you think that is a realistic view of what might happen?
Mr. SOERGEL. Well, it doesn't make much difference if Defense

moves toward short tirnespan contracts. I have to talk to you, sir, in
terms of my reference, my reference in Procurement Commission
work, the Executive Circular A-109, and what I happen to know is
going on in the Defense Department regarding compliance with
A-109.
The profit policy, as issued, is not relevant to the reformation of

a higher level of policy which the changed policy has to mesh to. Aprofit policy hearing is irrelevant. What you really should be talking
about—it is irrelevant. What you really should be talking about arethe institutional forms I am alluding to, which are not the subject of

Mr. Soergel subseauently asked that this paragraph be amended Its follows: "Well, Idon't think—there is a characterization here that Defense people really don't want to buygood products at economical prices. I don't believe that. I think they are stuck, literallystuck by the flowdown of 4,000 procurement-related laws. There isn't much they can do,you know. to come up with policies directed toward effective use of competition ifCongress don't want it. Congress will have to rescind about 3.000 of these laws, Just toget them out of the system. Armed Forces Procurement Regulations keeps race withstatutes and it has to go down to about 100 pages like it was in the 1950's. Then ideascan start to flow, be competitive, and nonnroductive taaperwork costs reduced. I believe Idescribed what happens when innovation Is overregulated: the B-1 pops out as a singlechoice and contract disputes. such as shlubuilding, can't be easily resolved."1031r. Soergel subsequently asked to amend this paragraph to read as follows: "Ashduld-cost number should not be used as a negotiating lever, on the company that is goingto be responsible to turn out results. Besides should-cost can only be estimated accordingto past experience. But what about new technology—neither the buyer or seller canaccurately estimate something which has never been done before. The should-cost concentplaces an awful lot of authority in one area with no subseauent responsibility for theoutcome. That is Just a poor management principle. New technology has to be learnedabout without overextending us financially."
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these hearings, which are much more important in getting efficiency
and economy and effectiveness into Defense procurement. That is what
the issue is.11
Senator PROXMIRE. And your stress consistently is on more competi-

tion.
Mr. SOERGEL. Competition between ideas and conceptual designs,

Senator.
Senator PROXMIRE. I understand.
Mr. SOERGEL. And the ability for a small R. & D. firm to grow, based.

on competitive merit. We don't have that system today. Now, if some-
body wants to say the big contractors have blocked out the little ones,
well, I don't say they did it purposely. This is the outcome of 10 years
of rulemaking.12 There they are.
The way to hit Lockheed is not to come out and tell them the price

that the Government is paying for the C-130 is so much and it should
cost so much, and therefore we penalize you. That is ridiculous.
If you want to get to Lockheed, you kill them with ideas. And this is

the most important resource we have in this Nation—the people whp
have ideas, and these people who have ideas are not attracted. to Federal
business.13
Senator PROXMIRE. Well, I want to thank you very, very much,

Mr. Soergel. You are a most impressive witness, and we appreciate
your contribution very much.
The committee will stand in recess until next Wednesday at 10 a.m.
[Whereupon, at 12:47 p.m., the committee recessed to reconvene at

10 a.m., Wednesday, November 24, 1976.]

11 Mr. Soergel asked that this and the preceding paragraph be amended to read as
follows: "Well, it doesn't make much difference if Defense moves toward short tiraespan
fixed level contracts. If the contractor is purposefully inefficient, that will become known

earlier than current practice where longer term contracts are used. And besides, there will

be competition. I have to answer that, sir, in terms of my reference. My reference is 21761
years of procurement commission work which led to Executive Circular A-109, plus my

ex,erienoe of over 20 years.
"The profit policy, DPC 76-3, is not relevant to higher level acquisition policy changes

which are imminent. A profit policy hearing is irrelevant in view of these changes. What

I suggest congressional committees should be more intimately involved in are the institu-

tional reforms embodied in A-109 and their impact on profit policy revisions."
12 Mr. Soergel subsequently amplified this testimony as follows: "I'm not sure if large

companies would accept policy which minimizes the importance of their corporate wealth

and maximizes the importance of their inventiveness. But we will see."
13 Mr. Soergel subsequently amplified this testimony as follows: "If Congress wants to

challenge economic concentration of Federal supply, it will have to pay more attention 
to

the power of ideas which are not correlatable to corporate wealth. In my opinion, it will

have to understand that only ideas are a challenge to 'economy of scale' arguments.

"At the moment, attracting canital wealth to Defense markets is evidently more im-

portant than attracting ideas to challenge established wealth. DPC 76-3 is a fine e
xample

of this kind of thinking. It rewards capital wealth more than it does labor-intensive ideas.,'
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Mr. Fitzgerald is a registered professional engineer. He has worked on several
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Mr. Soergel was employed by high technology industry for 25 years in various
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In 1970 he joined the commission on government procurement staff and was
assigned major system acquisition study responsibilities.

Since 1973 he has consulted with various agencies and performed contracted
policy research studies about the new product innovative process and govern-
ment's relationship to industry during the process.
He is a graduate engineer and holds a master of science degree in applied

mathematics.
He has previously testified before other congressional committees concerning

the general area of federal research and development policy and its relationship
to federal spending efficiencies.
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APPENDIX II

DEPARTMENT OF THE AIR FORCE
WASHINGTON, D.C. 29330

OFFICE OF THE ASSISTANT SECRETARY

21 December 1976

Dear Senator Proxmire:

• This letter is in response to the additional questions
submitted to me following my testimony before the Joint
Committee on Defense Production on November 18, 1976.

Question No. 1: 

"1. The witness who followed you made some remarks which
related to your earlier testimony. Copies of the remarks are
attached as enclosure A. In the interests of having the fullest
and most complete discussion possible, I would appreciate it if
you could respond to the point he made concerning the desira-
bility of increased competition as the most effective way to
improve contractor productivity."

The,witness who followed me, Mr. David E. Soergel, made
a number of remarks relating to me or my testimony which puzzle
me. Let me take a few examples. On page 2-100 of the steno-
graphic transcript Mr. Soergel is recorded as saying:

"There are many cases where Congress could take
a more important role in this, to recognize the produc-
tion motivation, to reduce price and to improve the
performance of an arms run, from year to year, is only
done by competition. It is not done by renegotiation.
There is no way better. I think Mr. Fitzgerald proved
that.

From this remark by Mr. Soergel, I gather that he has
somehow come to believe that I think "renegotiation" is a sub-
stitute for competition. I have searched my memory, my published
writings, and my Congressional testimony, and can find no hint
of any such conviction on my part, now or in the past. The
renegotiation approach is primarily concerned with recapturing
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excess profits. My own approach has been to focus on total
price paid by the government. I would be perfectly willing to
pay greater profits to the big contractors if I could be con-
vinced these profits were earned by exceptional performance,
especially in reducing costs. In fact, my whole career in the
military acquisition business was concentrated on cost control
and reduction.

As you know, renegotiation focuses on a contractor's total
business with the government in a given year rather than on
individual contracts. There has been a running dispute as to
whether renegotiation examiners can dig into individual contracts
to determine whether excessive profits on one contractor's pro-
gram were offset by losses on others. In contrast to the renego-
tiation approach, I have looked at direct costs on a contract-by-
contract basis. Even on overhead andgeneral and administrative
expenses, I have been primarily concerned about their effect on
contract cost.

Finally, renegotiation takes place after the fact of
performance and expenditure. My own strong preference has been
to try to define contractual work and assure its control as
early as possible. For example, a number of the cases of suc-
cessful application of the should cost-approach on which I
testified to before the Joint Economic Committee on November 15,
1973, involved application of the should-cost approach to
research and development effort.

Since there seems to be so much confusion in Mr. Soergel's
mind regarding my suggestions and attitudes, I should like to
include by reference the testimony of November 15, 1973 before
the Joint Economic Committee as part of my response. (The
Acquisition of Weapons Systems - Hearings before the Subcommittee
on Priorities and Economy in Government of the Joint Economic
Committee, Congress of the United States, Part 7, Nov. 14, 15,
and 16, 1973, pages 2591 through 2814.)

At the bottom pf page 2-101 and top of page 2-102, steno-
graphic transcript, Mr. Soergel is recorded as saying:

"Well, take the F-84, F-86. Here is what you hear from
financial people, like the one just discussed here, and
the costing people. They will say that you have got
two different engines, you have got two different air-
planes, you have got two different training sets, you
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have got two different shop sets of equipment, and a
man like Mr. Fitzgerald can lay that out in six sig-
nificant figures as to the cost of competition, but
he can't in any way price all the benefits. You
can't run a computer program involving so much design
and cost reduction of competitive motivation. You
have to believe in the value of competition increasing
productivity and delivering better products at cheaper
prices or you don't. It's that simple.

So because competition should be proving the cost
more, and its elimination, but it is the benefits
that are incalculable and Mr. Fitzgerald and others
like him will always win.

In my opinion, both the taxpayer and national
security loses."

I simply do not know what Mr. Soergel is talking about
here. Generally speaking, I have always believed that true
competition was so beneficial that whatever costs were involved
in bringing it about would be repaid many times over in savings,
especially in dealing with large contractors. I don't recall
ever having made any significant efforts to price out prepara-
tions for competition, much less lay out the cost "in six
significant figures" as Mr. Soergel states.

The previously referenced testimony before the JEC con-
tained an excellent study of the benefits of competition made
by Mr. Larry Yuspeh which I supported strongly. Specifically,
I stated as part of my testimony:

"First I would like to say that I think that
Mr. Yuspeh's study is one of the most revealing and
potentially useful studies ever presented to this
subcommittee. I think the facts in his study demon-
strate conclusively that there is enormous potential
for cost reduction in military procurement. And I
would hope that a majority of the Congress and the
proponents of good stewardship in the administration
will concentrate on ways of capturing this saving
potential, and not be deterred or become preoccupied
with the obstacles, genuine or contrived, to wider
use of competition."
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I went on from there to suggest means of reducing and
removing obstacles to regular use of competition, one of which,
incidentally, was essentially to buy information, which I
perceived to be a major thrust of Mr. Soergel's proposals in
his prepared testimony.

Another suggestion for enlarging competition which I made
in the November 15, 1973 testimony is one I had made many times
before and repeated in my testimony of November 18, 1976, which
I believe Mr. Soergel heard. That was the possibility of com-
peting tenancy and management of government-owned contractor-
operated (COCO) plants. I believe this could open up new areas
of competition perhaps not even envisioned by Mr. Soergel. On
several occasions in his testimony, he used the phrase, "You
have no choice" to characterize the situation we find ourselves
in once we have settled on a type and model of weapons system.
I think in some past situations, notably the C-5A, we had a
choice of inviting bids for new management of the on-going
program in government facilities. We simply did not avail our-
selves of the choice. I believe these choices can be widened
in the future by aggressive use of competitions for tenancy
and management of "unique" facilities.

On page 2-109 of the stenographic transcript, Mr. Soergel
states regarding productivity management prospects:

"It would be improved, sir, by competition.
That is the only way they .can improve it. There
isn't any such thing as a should cost concept.
Anybody who wants to sit in the Pentagon and have
a should cost number had better be responsible to
bring that cost in at the price he puts out.

You can't cost a should cost number as a lever
on the guy that is going to be responsible to produce
against some numbers produced by people not respon-
sible to the producer. That doesn't make any sense.
That is a good way to put an awful lot of authority
in one area with no responsibility for the outcome.
That is just a poor management principle."

As I testified on November 15, 1973, I realize that the
should-cost concept troubles many traditionalists in the
military spending coalition. However, the concept cannot be
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made to go away simply by denying that it exists. It is
fundamentally different from the now-dominant "will cost", or
parametric estimating approaches. The November 15, 1973
testimony previously referred to explains the should cost both
graphically and in the text.

Mr. Soergel's remarks also lead me to suspect that he
confuses the should-cost figure with negotiated contract cost.
The should-cost approach is a method of arriving at a negotiating
position for the government. It may or may not be the same as
the negotiated cost. The cost figure agreed to in negotiations
between the big contractor and the government is the negotiated
cost. This is illustrated graphically in Exhibit 2, p. 2631
of the previously referenced testimony.

Continuing on page 2-109 of the transcript, Senator Proxmire
asked Mr. Soergel the following question:

"Let me ask your views on another issue, par-
ticularly with regard to Mr. Fitzgerald.

Mr. Fitzgerald said that by rewarding quality
improvements over the life of the contract, the
government is actually encouraging artificially low
levels of efficiency during the early stages of a
contract by firms anxious to guarantee receipt of
the reward.

Do you think that is a realistic view of what
might happen?"

Mr. Soergel's response was restricted to what he called
a "short timespan" contracts where he said it did not make
much difference. However, he went on to add that the hearings
in which he was testifying were "irrelevant" and that, "If
you want to get to Lockheed you kill them with ideas." I
wish to dispel any notion that my comments were designed "to
get to Lockheed" per se. My concerns about Lockheed and the
other giants are focused on the fact that we so often pay
exhorbitant prices for substandard products of these politically-
favored firms. I personally favor using any fair)legal and
honorable means to obtain more or better goods and services
for our military acquisition dollar. I further believe that
the committee's hearings were relevant to this objective.



84

One of Mr. Soergel's problems with the focus of the hearings
appeared to be lack of clarity on the specific nature of the
subject matter. Competition, whether for ideas, paper studies
or hardware, is extremely important, and we should have more
of it. However, as I understood my invitation to appear before
this Committee, we were to focus on the Profit '76 Study and the
resulting Defense Procurement Circular #76-3. On pages 3 and 4
of the DPC 76-3, the point is made that we are dealing with
negotiated contracts not those involving "adequate price
competition."

Unfortunately, the great bulk of our money is spent without
"adequate price competition." We need to increase the incidence
and coverage of genuine cost reducing competition. Meanwhile,
as long as there is any significant amount of negotiated con-
tracting, particularly with the expensive and influential giant
firms, we cannot ignore opportunities to be more effective in
negotiations. By no means should we consider approaches such
as should cost and competition as mutually exclusive tools,
especially when dealing with giant firms. I can't say for
sure just what is the most effective way for improving con-
tractor productivity. This doesn't worry me, though, because
I don't believe we are now in an "either-or" situation in using
should cost and competition in the community of giant contractors.

If I must take a stab, I believe aggressive use of the
should-cost concept would provide the fastest and biggest short-
term payoff just because it can be more quickly applied to giant
companies working on major programs. Competition, or even a
credible threat of competition, could help persuade the big
fellows to agree to more reasonable prices. Moreover, once we
demonstrate both the ability and the willingness to take our
business elsewhere, our choices for holding the giants to their
agreements will be improved. For the long term, I would agree
that real competition, that is competing for the favor of frugal
customers in order to survive, is probably the most effective
goad known to man. The trick is creating such a climate.

Both competition and genuine should-cost pricing have
served us well in the past and can do so again. As I have
testified, I believe we should focus in removing obstacles to
competition, promoting any and all ideas for more effective
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negotiation, and, most important for all, setting right the
rewards and punishment system for both contractors and govern-
ment officials so that efficient and effective operators
prosper and the others come on hard times.

Question No. 2: 

"2. The bulk of your remarks were devoted to an explanation
as to why the new profit policy would not have the stated effect
of improving contractor productivity. However, there is a
separate, and more limited question. Granting that it will not
be a panacea, do you believe that profits should properly be
based at least partially on investment rather than exclusively
on cost? Is it possible that it might at least have the effect
of removing some of the incentive which DOD acknowledges has
existed for contractors to maximize costs in order to maximize
profit?"

The first of these two questions is somewhat confusing
as stated. It seems to imply that "investment" is entirely
separate from "cost." Investment obviously is part of the cost
of producing goods and services. The public relations effort
surrounding the Profit '76 Study and DPC #76-3 has lead some
to believe that we are for the first time allowing recovery of
capital investment. For as long as I can remember, we have
had provisions for recovery of contractor investment through
depreciation and have included allowable depreciation charges
as part of the cost basis on which profits are calculated for
negotiated contracts (see attachment #1).

Our stated purpose in issuing DPC #76-3 is "to stimulate
efficient contract performance." Therefore, we should plan
our indentives to stimulate "efficient contract performance"
directly rather than placing incentives on secondary factors
which may or may not stimulate "efficiency".

Let's take a look at what DPC #76-3 really does. For
purposes of this discussion, I would like to divide DPC #76-3
into two parts: Productivity (Section 3-808.8(b)) and the
rest of the DPC.

To aid discussion, I have reproduced Exhibit 1 from the
November 15, 1973 hearings (attachment #2). A literal reading
of the productivity section of DPC #76-3 would pay a higher

83-250 0 - 77 - 7
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profit for the steep ("good") curve in Exhibit #1 than 
it would

for the flat ("bad") curve for manhours per unit of 
the same

item of hardware. This part of the DPC #76-3 certainly does

nothing toward requiring contractors to minimize costs.

Having dealt with the productivity section of DPC #76-3,

the rest of the circular's emphasis on investment simply

incentivizes increases in investment. In other words, rather

than rooting out cost-plus attitudes, we are simply placi
ng

greater emphasis on the investment category of costs to whic
h

we will add the plus. It is cost-plus just the same. There-

fore, in the context of the present inquiry, I do not believ
e

that DPC #76-3 will necessarily remove any of the incentive

for contractors to maximize costs in order to maximize profit.

Sincerely,

A. E. FItZE1.ALD
Deputy for Productivity Management

2 Attachments
1. ASPR 15-205.9
2. Exhibit 1, Learning

Curve Comparison

Honorable William Proxmire
Vice Chairman
Joint Committee on Defense

Production
Washington, D. C. 20510
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15:22 1 JULY 1976

CONTRACT COST PRINCIPLES AND PROCEDURES

15-205.9 Depreciation. (CWAS-NA)
(a) Depreciation is a charge to current operations which distributes the cost

of a tangible capital asset, less estimated residual value, over the estimated useful
life of the asset in a systematic and logical manner. It does not involve a process
of valuation. Useful life has reference to the prospective period of economic use-
fulness in the particular contractor's operations as distinguished from physical life
and shall be evidenced by the actual or estimated retirement and replacement
practice of the contractor.

(b) Normal depreciation on a contractor's plant, equipment, and other
capital facilities is an allowable element of contract cost provided the contractor is
able to demonstrate that such costs are reasonable and properly allocable to the
contract. Subject to (e) and (f) below:

(i) Depreciation will ordinarily be considered reasonable if the contrac-
tor follows depreciation policies and procedures which:
(A) are consistent with the policies and procedures he follows in the

same cost center in connection with his business other than
Government business;

(B) are reflected in his books of accounts and financial statements;
and

(C) are used by him for Federal income tax purposes, and are ac-
ceptable for such purposes;

(ii) Where the depreciation reflected on a contractor's books of account
and financial statements differs from that used and acceptable for
Federal income tax purposes, reimbursement shall be based upon the
cost of the asset to the contractor amortized over the estimated use-
ful life of the property using depreciation methods (straight line, sum
of the years' digits, etc.) acceptable for income tax purposes. Al-
lowable depreciation shall not exceed the amounts used for book and
statement purposes and shall be determined in a manner consistent
with the depreciation policies and procedures followed in the same
cost center in connection with his business other than Government
business.

15-205.9

ARMED SERVICES PROCUREMENT REGULATION
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1 JULY 1976 15:23

CONTRACT COST PRINCIPLES AND PROCEDURES

(iii) Depreciation for reimbursement purposes in the case of tax-exempt
organizations shall be determined on the basis outlined in (ii) above.

(c) Special considerations are required for assets acquired prior to the effec-
tive date of this principle where, on the effective date of this principle, the un-
depreciated balance of such assets resulting from depreciation policies and
procedures used previously for Government contracts and subcontracts is dif-
ferent from the undepreciated balance of such assets on the books and financial
statements. Generally, the undepreciated balance for contract cost purposes shall
be depreciated over the remaining life using the methods and lives followed for
book purposes. The aggregate depreciation on any asset allowable after the effec-
tive date of this 15-205.9 shall not exceed the cost basis of the asset less any
depreciation allowed or allowable under prior procurement regulations.

(d) Depreciation should usually be allocated to the contract and other work
as an indirect cost. The amount of depreciation allowed in any accounting period
may, consistent with the basic objectives set forth in (a) above, vary with volume
of production or use of multishift operations.

(e) In the case of emergency facilities covered by certificates of necessity, a
contractor may elect to use normal depreciation without requesting a determina-
tion of "true depreciation" or may elect to use either normal or "true deprecia-
tion" after a determination of "true depreciation" has been made by an Emergen-
cy Facilities Depreciation Board. The method elected must be followed con-
sistently throughout the life of the emergency facility. When an election is made
to use normal depreciation, the criteria in (b) above shall apply for both the
emergency period and the post-emergency period. When an election is made to
use "true depreciation", the amount allowable as depreciation:

(i) with respect to the emergency period (five years), shall be computed
in accordance with the determination of the Emergency Facilities
Depreciation Board and allocated rateably over the full five year
emergency period; provided no other allowance is made which would
duplicate the factors, such as extraordinary obsolescence, covered by
the Board's determination; and

(ii) after the end of the emergency period, shall be computed by dis-
tributing the remaining undepreciated portion of the cost of the
emergency facility over the balance of its useful life provided the
remaining undepreciated portion of such cost shall not include any
amount of unrecovered "true depreciation."

(f) No depreciation, rental, or use charge shall be allowed on property
acquired at no cost from the Government by the contractor or by any division,
subsidiary or affiliate of the contractor under a common control.

(g) The depreciation on any item which meets the criteria for allowance at a
"price" in accordance with 15-205.22(e) may be based on such price, provided
the same depreciation policies and procedures are used for costing purposes for
all business of the using division, subsidiary or organization under common con-
trol.

(h) No depreciation or rental shall be allowed on property fully depreciated
by the contractor or by any division, subsidiary or affiliate of the contractor under
a common control; however, a reasonable charge for the use of fully depreciated

15-205.9

ARMED SERVICES PROCUREMENT REGULATION
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15:24 1 JULY 1976

CONTRACT COST PRINCIPLES AND PROCEDURES

property may be agreed upon and allowed (but see 15-107). In determining this

charge, consideration should be given to cost, total estimated useful life at time of

negotiation, effect of any increased maintenance charges or decreased efficiency

due to age and the amount of depreciation, if any, previously charged to Govern-

ment contracts or subcontracts.

15-205.11

ARMED SERVICES PROCUREMENT REGULATION
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THE ACQUISITION OF WEAPONS SYSTEMS

Hearings Before the Subcommittee on Priorities and Economy

in Government of the Joint Economic Committee, 93rd Congress

Part 7,• November 15, 15 and'16, 1973
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ASSISTANT SECRETARY OF DEFENSE
WASHINGTON, D.C. 20301

INSTALLATIONS AND LOGISTICS

Honorable William Proxmire

Vice Chairman
Joint Committee on Defense
Production
Washington, D. C. 20510

Dear Senator Proxmire:

8 DEC 1976

I have been asked to respond to your letter to Deputy Secretary of

Defense Clements of November 26, 1976 regarding the new Department

of Defense profit policy.

On behalf of Secretary Clements, I would like to express our thanks

for your kind remarks concerning our testimony and the useful exchange

of information it provided. We appreciate your forthright interest in

the new policy and your support of its objectives.

In response to your request, we are pleased to provide the enclosed

answers to the additional questions raised in your letter.

Enclosure

Sincerely,

0

L BABIONE
Acting Principal Dzs.puty AP!ottfint

Secretary of Defanze (I&L)
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Additional Questions for Deputy Secretary Clements 

1. What mechanism will be lused to screen contractor investments
to assure that only necessary investments are credited?

A The applicability of contractor facility investments is
determined by using the criteria in Cost Accounting Standard 414.
Facilities Capital values should be the same values that are used
to generate depreciation or amortization that is allowed for
Federal Government contract costing purposes. If a contractor is
planning to significantly increase the facility investment, our
procurement personnel have been instructed to evaluate the cost
effectiveness of these investments before they are recognized for
pricing purposes. Steps have been taken to assure that idle
facilities will not be allocated.

A

2. What is the likely effect of the new profit policy on firms,
such as research and development of studies and analysis firms,
which presumably would not have the ability or need to invest in
labor saving equipment?

The new profit policy will not penalize such firms because
this type of contract effort is exempted from application of the
new weighted guidelines. See 3-808.2(b)(1).

3. Have any steps been taken to assure that such firms will not
suffer from undue erosion of their profits due to the new profit
policy and to assure that the industrial base will not erode
further due to increasing unwillingness of such contractors to
engage in studies for the Department of Defense?

A We have clarified the circumstances that are excepted from
application of the new weighted guidelines. We have indicated
that there are procurements where an insignificant amount of
facilities are required for efficient contract performance and
application of the new weighted guidelines could result in an
inequitable profit objective. It is not our intent to penalize
these types of labor intensive contracts for studies, reports,
engineering or logistic support services, professional services
and the like.



93

Q 4. Has any consideration been given to increasing the use of
fixed-price contracts as an alternate means of improving con-
tractor productivity?

A No. We believe it would be unwise to over emphasize
fixed-price contracting as a means of improving contractor
productivity. This could create problems early in develop-
ment programs where it is difficult to estimate final costs.

Q 5. The final witness argued that risk, rather than limitationson profit, was the primary factor which discouraged contractorsfrom increasing their investment, and that the new profit policywould have little or no effect. Do you have any comments?

A We feel that the combined effect of allowability of the
cost of facilities capital and recognition of facilities
investment and productivity in the profit policy will remove
obstacles to cost-reducing facility investment decisions by
industry. Consequently, the overall level of investment should
increase in the future. There are situations, however, where
business risk due to program instability may still seriously
impede investment. Other contractual approaches have and will
be undertaken in those circumstances.

Q 6. The same witness also suggested that the best incentive for

productivity improvement would be increased competition which

would continue on into production. He cited as an example the

F-84 and F-86 aircraft, wherein contractors were locked in com-

petition with another even after award of the production contract,

and wherein a contractor's order for subsequent years depended

on genuine productivity improvements. Do you have any comments
on this proposal?

A OMB Circular A-109 requires that we maintain competition as

long as practicable and we attempt to do so as long as the economics

of the situation permits. For example, the A-9 vs the A-10 and

the F-16 vs the F-17 were competed through the prototype stage, at

which point it was judged uneconomical to continue the competition.

However, we have contract provisions which allow us to obtain data

that would enable us to reinstitute competition, if appropriate,
at a later date during production.
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APPENDIX III

SHIPBUILDERS COUNC
IL OF AMERICA

WATERGATE SIX HU
NDRED I WASHINGTO

N. CI. C. 20037

November 24, 1976

Dear Mr. Vice Chairman:

Pursuant to the invitation e
xtended by your letter of

October 19, there is submitted
 herewith a statement to the

Joint Committee Committee on
 Defense Production rega

l-ding

recent Department of Defense
 profit changes. The opp

ortunity

to record our views on this
 important topic is apprecia
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Washington, DC 20510
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STATEMENT
OF

EDWIN M. HOOD
FOR

SHIPBUILDERS COUNCIL OF AMERICA
TO

THE JOINT COMMITTEE ON DEFENSE PRODUCTION
ON

DEPARTMENT OF DEFENSE PROFIT POLICY CHANGES

This statement is submitted on behalf of the Shipbuilders Council

of America, of which I am President and Chairman of the Board of

Directors, pursuant to the opportunity afforded by October 19, 1976

letter from Committee Vice Chairman, Senator William Proxmire. Our mem-

bers are vitally interested in the viability of the shipbuilding industrial

mobilization base and in the Defense Department's profit and contracting

policies which so significantly affect the strength of that base.

The Shipbuilders Council of America is the national trade associa-

tion for the shipbuilding and shiprepairing industry of the United States.

It is comprised of private shipyards in all areas of the nation that construct

and repair major ships including those for various Departments and Agencies

of the Federal Government. A list of the membership will be found on the

last page of our most recent ANNUAL REPORT, a copy of which is submitted

herewith to provide background information on the Council as well as the

structure of the private shipbuilding and shiprepairing industry of the

United States.

We most heartily agree with the Vice Chairman's thought, expressed

in his October 19 letter in this way: "it is important that profit rates be

set as realistically as possible to allow contractors a fair rate of return



96

2

while avoiding excessive cost to the Government."

We also agree with and support the objectives of the Deputy

Secretary of Defense in initiating the Defense Department Profit Study,

popularly identified subsequently as "PROFIT '76" - an objective he

stated on June 18, 1975, as follows:

"Our goal is to develop policy revisions needed

to motivate defense contractors to make investments which

will reduce Defense Department acquisition costs."

We also applaud the scope and depth - the thoroughness - of the

Primary and ancillary studies made by the Defense Department pursuant

to the Secretary's initiative as forming a rational foundation for any new

policies which might be developed therefrom. Further, the first-emerging

results of these studies - the promulgation of Defense Procurement Circular

(DPC) '76-3 containing revised guidance to government contract negotiators

for the establishment of contract profit objectives, and the simultaneously

promulgated Cost Accounting Standard 414 which permits the imputed

cost of facilities capital to be treated as "allowable" in Defense contracts

- offer the promise of stepping stones toward rationality in Department of

Defense contracting policies.

But, both the Committee's inquiry intc profit policies and the DoD's

promulgations on the same subject to date imply to us that there exists a

concept that "profit policies" may be treated as discrete elements, separate

and clear from contract prospective costing and subsequent contract admini-

stration actions; and that, if "profit policy" questions are only resolved,

solution of the problem of assurance of viability of the shipbuilding, indeed
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the whole of the defense industrial base, is thus ensured. Assuming the

accuracy of our reading of these implications, we must insist that the con-

cept of profit policy solution to the existing real problem is, on most

generous appraisal, superficial in the extreme.

Profit policy, as treated in DPC 76-3, addressed only "the top

of the iceberg." It cannot, realistically, be thought of as an item to be

considered separate from the mass which lies beneath the surface. This

is because "profits" so treated are really advance PROSPECTIVE profits

based on apparent PROSPECTIVE costs and, on the record, apparent

prospective costs - so-called target costs - are entered at unrealistically

low levels. And, target costs make up roughly 95 percent of the iceberg.

There is mutual government/contractor unrealism in arriving

at target cost and time schedule of performance, stemming largely from

statements by the Government, subsequently unfulfilled, regarding tech-

nical characteristics and time-of-delivery schedules of Government-

furnished subsystems which must be integrated into the total ship system

- statements on which both cost forecasts and time of. ship delivery

commitments are mutually made.

Once the contract has been signed, there is further Government

unrealism in its recognition of the cost and schedule effect of reconciling

the real world of inaccuracy of Government-furnished information regarding

technical performance and time of delivery of Government-furnished sub-

systems, and of other Government specifications, with those promised by

the Government in the contract - promises on which the initally agreed-to

target cost was based. The currently outstanding large volume of claims
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against the Government is symptomatic of this Government unrealism.

Further illustrative of the foregoing, in the course of its study,

DoD examinations of prospective profits negotiated by the Navy on Fixed

Price Incentive type contracts (most shipbuilding contracts are of this

type) for the five year period FY 1969-1973 revealed that they were 11.8

percent of prospective costs. Yet, the actual shipbuilding profit returns

from contracts during 1970-1974 period were 2.9 percent, before taxes,

of costs actually experienced.

And, according to testimony of Secretary Clements, before the

Subcommittee on Priorities and Economy in Government of the Joint

Economic Committee, on June 25, 1976, the Navy estimates that for 11

contracts now in force, involving 70 ships and a cost of $8.65 billion,

the shipbuilders will incur LOSS of nearly $500 million (loss of 5.8

percent). These 70 ships represent approximately two-thirds of the

value of all major naval vessels under construction and reflect a 14-year

time span of performance, from commencement of the first ship (1968)

until scheduled delivery of the last (1981).

Thus, for naval shipbuilding, we are not witnessing a transient

phenomenon of minimal to negative realized profits - we see a malaise

extending well over a decade. And, 'all the while, "prospective" profits

have hovered in the 12-percent-of-prospective-cost range.

On the record of performance, the Government is making and

administering shipbuilding contracts in which there is a consistent

unrealism of cost prediction in the order of 10 percent of costs. However

sound or unsound the profit policies enunciated in DPC 76-3 may be, they
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will affect historical profit patterns little if at all - a range of perhaps plus

or minus one percent of costs.

If the pattern of non-profit within the naval vessel building seg-

ment of the shipbuilding industry persists, the question is not one of

opportunity for cost-reducing investment, it is one of mere survival. The

areas requiring policy revision are in cost predictions and reasonableness

of Government actions during administration of the contract.

As shown by the DoD Profit Study, the shipbuilding segment

of the defense industry has the highest ratio of capital assets to sales

of any defense group - 49.5 percent as compared to 35.0 percent of all

defense industry. Perhaps the primary contributing factors are that

there is only a neglible amount of Government-owned capital equipment

or other assets in use by private shipyards, and that during the past

ten years, U.S. yards have collectiwely invested more than $1.0 billion

in new and modernized facilities - largely by long-term borrowings. It

follows without saying that, with the highest of all capital/sales ratios

and the lowest of all profit on sales, the industry has by far the lowest

return-on-investment of any U.S. industry, commercial durable goods

or defense, now operating and presumably viable.

In its excellent report "THE DEFENSE INDUSTRY: Some Perspectives

from The Finance Community", made as an element of the Defense Department

Profit Study, The Conference Board noted: "Defense contractors are per-

ceived as less attractive risks among the corporate clients of banks and

other financial institutions. . . defense contractors profits are too low for

the risks defense contractors face and for their long-term viability." If
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this be true for the defense industry, it is even more true for the shipbuil
ding

segment.

The report noted that among the chief problems affecting defense

contracts was "Certain Department of Defense (DoD) policies, procurement

regulations and tactics, and administrative practices that have untoward

effects on defense contractors - for example, excessive management and

policy changes, a propensity to alter specifications in mid-contract, adoption

of an adversary posture toward suppliers."

Interestingly, another element of the DoD Profit Study " (DoD)

Procurement Personnel Opinion Survey" indicated: "Obviously the

(DoD) respondents view the defense contractors as an adversary who

must be managed and/or controlled at the bargaining table. . . .pro-

curement personnel see the goal of the system as the control and/or

reductions of negotiated profits. These attitudes may pose a difficult

hurdle in trying to reshape procurement policy to new or different

objectives."

These are some of the parts of "the iceberg" which lie beneath

the surface. Until the problems those parts reflect are addressed and

reconciled "the iceberg" will remain. DoD profit policies cannot be

considered to be realistic unless the problems are affirmatively attacked.

The financial-institution executives interviewed by The Conference

Board suggested, as one remedy, "more benign and realistic (overall)

contracting posture by the DOD." We agree.

Slightly more than two years ago, an ad hoc committee of our

organization, following a careful study of many months duration, cited,
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in "A Discussion of Navy/Shipbuilding Industry Business Relationships"

ten problem areas, and offered 39 recommendations toward solution. We

believed then - and believe now - that those recommendations are practicable

of adoption and that unless these problem areas are fully addressed and

appropriately reconciled there can be said to be no affirmatively realistic

DOD profit policy with respect to the shipbuilding industry. And, absent

these actions, the naval ship construction industrial has will continue to

be needlessly circumscribed.

These problem areas and recommended solutions might be

simplified and summarized as follows:

Problem Area: Improving Overall Buyer/Seller Relationship

• continue progress payments on basis of physical progress

• authorize interest cost of borrowed funds as allowable expense items

• resolve outstanding clairns quickly and take all steps to minimize
. future claims

a pending affirmative action in cited problem areas, adopt some type of
cost-reimbursement, assured fee, contract and if appropriate,
restructure existing fixed price type contracts as cost type contracts

• recognize that through Government action or inaction financial and
performance risks are being imposed on contractor resulting in costs
that exceed impact from inflation

Problem Area: Definition of Ship to be Built

• recognize that primary specifications inherently contain errors and
inconsistencies

• provide for prompt corrective changes

• ensure that changes are essential and will minimally affect production
schedules

• accelerate.efforts to simplify primary and subordinate specifications

Problem Area: Realism in Pricing and Scheduling

• improve accuracy of definition of ship to be built

• eliminate requirements of doubtful value and uncertain cost

83-250 0 - 77 - 8
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• improve accuracy of foiecasting probable costs

• provide reasonably for known and unknown contingencies

• outlaw "auction type" bidding techniques as basis for contract

negotiation

Problem Area: Availability of Government Furnished Information

(Gil) and Government Furnished Material (GEM)

• improve accuracy of GEI

• recognize cost and production consequences of erroneous and

incomplete CFI ancl delayed delivery of both GFI and GEM

• issue Change orders promptly to rectify delays, defects and omissions

Problem Area: Recognition of Cost Impact of Delays

• accept full cost responsibility for deficient specifications, GFI and GEM

• accept full cost responsibility for schedule and production delays

caused by Government action or inaction

Problem Area: Relationship of Change Orders

• defer change in primary specifications until after delivery of ship

• if impossible, issue instructions for change early in construction cycle

• arrange for provisional pricing of change orders of obvious high

dollar value

• finalize pricing of these major change orders with dispatch

• issue change orders promptly to rectify effects of Government action

or inaction

Problem Area: Proliferation of Management Information Reporting

Systems

• examine governmental organizational structure bearing on ship

procurement and production

• rely on contractor informational systems to maximum practicable

extent

• reduce government-imposed reporting requirements

• eliminate superfluous and nonproductive requirements

Problem Area: Reasonableness of Quality Assurance (QA) Requirements

• enure that QA requirements are compatible with primary

specifications

• minimize redundant QA standards
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• administer QA programs with professional judgment and

reasonableness

• arc opt full cost respowsibility for introduction of new QA inspec
tion

techniques during construction cycle

• limit QA actions to requirements of contractual agreement

Problem Area: Role of Defense Contract Audit Agency (DCAA)

• limit role of DCAA to financial accounting

• restric t DCAA activities to verification of contractor's costs a
nd

forecasts of Costs

• consolidate DCAA functions and those of Navy Supervisor of

Shipbuilding in contractors plant

Problem Area: Needless Monitoring of Contractor Purchasing Actions

• revive practice of reliance on. approved contractor purchasing sy
stem

• eliminate review and prior approval of each proposed subcontra
ct

•cancel NAV MAT Notice 4330, dated November 1973, titled

"Surveillance of Stab-Contracting Operations"

For the record, a copy of our document entitled "A Discussion

of Navy/Shipbuilding Industry Business Relationships" is enclosed. 
The

rationale of out position is explained therein in detail. In the mont
hs

since first presentation, we understand that some few of our recom
men-

dations have been visibly and positively addressed in whole or in part -

by means of terms_ and conditions of certain shipbuilding contracts signe
d

since early 1975. We sincerely trust that in the interest of viable D
oD

contract policy, indeed the national interest, that all will be adopted

in the near future.
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MITER SECURITY IRDUSTRIfil RSSOCIRTIOR
Rational Headquarters
Union Trust Building, Suite 700

15th and H Streets, N.W.
Washington, D.C. 20005

Telephone: (202) 393-3620

ForbesMarin
ChairmamBoardofTrutmes

AN.Gangries
Vice Chairman, Board of Trustees
Chairman, Executive Committee

I.K. Kessler
Vice Chairman
Executive Committee

J.M. Lyle
Pmsident

23 November 1976

The Honorable
William Proxmire
Vice Chairman Joint Committee
on Defense Production
Room A-421, Senate Annex III
Washington, DC 20510

Dear Mr. Chairman:

The National Security Industrial Association appreciates
your invitation to submit a statement on the Department of
Defense profit policy in connection with the Committee's hear-
ing thereon on 17 November.

NSIA is a non-profit association of approximately two hundred
fifty American industrial and research companies of various types
and sizes, from large to small, representing all segments of an
industry which provides products and services to the United States
Government. The Association's essential purpose is to foster an
effective working relationship and good two-way communications
between the Government and the industry in the interest of the
national security.

We share your view that profit rates have significant impact
on maintaining a healthy and capable industrial base and it is
important that profits should be set to provide a fair and reasonable
rate of return while avoiding excess cost to the government.

We continue to support the long-standing "weighted guidelines"
approach as the procedural framework for the practical application
of DoD's profit policy.

We also support the DoD objective behind the recently promulgated
revision to its profit policy to provide an incentive to contractors
to invest in higher-productivity plant facilities and equipment inorder to reduce the cost of defense systems.
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However, we believe that there is a real question whetherthe revised policy will promote achievement of these goals.Apparently it was not the intent of DoD in promulgating therevised policy to achieve an overall increase in industry profits,but rather to shift the percentages applicable to the variousweighted guidelines so as to give more recognition to facilityinvestment. Our review of the new policy based on application toindividual contracts indicates that the likely result of theapplication of the revised factors will be an overall reductionin profit rates in the order of 1 to 2 percentage points innegotiated contracts.

We do not think that the shift in applicable percentageswill provide sufficient incentive to contractors to increase theirinvestment in facilities and equipment. Indeed, with the overallreduction in profit which will occur, we believe it will likelyfurther inhibit such investment. We believe that in most casesthe financial incentives provided by this shift in factors willnot be enough in management's eyes to outweigh the high risksinvolved under defense systems contracts in the recovery of theadditional capital investment required.

In our view, a more potent investment incentive than"going in" profit margin would be reasonable assurance to thecontractor of recovery of his investment in the event of programtermination or cut-back. We note recent indications that DoD isalive to this problem and is giving consideration to possibleremedies. One such remedy would be through accelerated depreciation,or shortened life of equipment; unfortunately, the trend is inthe opposite direction, as evidenced by Cost Accounting Standard409, which actually extends the life of equipment. We believethat a combination of such remedies and an overall profit levelsufficiently high to enable contractors to invest the very sub-stantial amounts of capital needed to update and improve theirfacilities is what is really needed to meet the problem.
We also wish to emphasize that, in addition to motivatinginvestment for greater efficiency, another prime objective of DoDprofit policy, of equal if not greater importance, must be theincentivizing of investment to maintain a high level of technolog-ical capability in the defense industrial base. As recognizedin the DoD policy, the maintenance of such technological capabilityrequires an overall compensation level, direct and/or indirect,which will support a proper level of company research and development.
The prior weighted guidelines provided profit margins forlabor-intensive companies, such as those involved in defenseresearch and engineering and in providing professional servicesin highly technical areas, which would permit the employment anddevelopment of highly talented and creative scientific peoplerequired for their work. The revised guidelines reduce the profitin this area by 307. to permit shifting of the weighting to provideincentives for new capital investment. To the extent that defensecontractors are research, development and/or professionally oriented,they are unable to participate in the rewards for capital investment.
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This penalty will have a significantly deleterious impact on
research and development capability and we believe that special
provisions should be made for these specialized labor-intensive
companies.

Finally, we wish to observe that, based on our member
companies' experience as borne out by the data collected in the
DoD "Profit '76" study, defense industry profit margins are
too low in relation to those of other sectors of industry.
Absolute dollars in profit and retained earnings, not return on
investment ratios, are the required incentives for a company to
invest in new higher productivity machinery and modern facilities.
In order to attract the best industrial capabilities to perform
defense contracts, the profit guidelines should recognize and
permit the negotiation of profit levels commensurate with the
risks involved. The Conference Board's recent report, "The
Defense Industry - Some Perspectives from the Financial Community",
which was a part of the DoD Profit Study, indicates that in the
eyes of the investment community defense contractor profits are
too low for the risks they face as compared with the profits and
risks in the commercial marhet. On this basis, we believe that
DoD negotiated contract profit margins should be raised to a
level above that for comparable commercial sectors.

These changes in profit policy as outlined above are essential
to maintain a properly healthy, innovative and competitive defense
industrial base, which of course is an essential component of our
national security.

5j..ncerely,

J. M. Lyle
President
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MENASCO

November 5, 1976
TGM 5201

Senator William Proxmire
Vice-Chairman - Joint Committee of Defense Production
Congress of the United States
Room A-421, Senate Annex III
Washington, D. C. 20510

Dear Senator Proxmire:

I understand that the Joint Committee will be holding hearings on
November 17 and 18 to examine the status of the industrial base and
mobilization programs and federal policies that have an effect on the
nation's capacity to provide for an adequate defense.

I am pleased that you are scheduling hearings on this matter so
vital to our national security. The profit policy changes recently
announced do have a significant impact on defense contractors' ability
to facilitize to meet mobilization requirements.

The matter is most complex and is tied directly not only to govern-
ment procurement policies (ASPR), but also government policies on the
use of government owned facilities by defense contractors. The latter
problem was probed by the GAO in the late 1960's and resulted in con-
siderable activity by defense agencies to phase-out the use of govern-
ment equipment in the possession of defense contractors. It is my under-
standing that this program has, for the most part, been completed except
for a few suppliers considered essential to support mobilization plan-
ning requirements.

The policies of the Defense Department with regard to the com-
mercial use of government owned facilities by Defense contractors were
examined by the Sub-Committee on Procurement and International Trade of
the Permanent Select Committee on Small Business on March 7, 1973, and
its findings published in House Report #93452. Representatives of the
National Tool and Die and Precision Assn. and the Machinery Dealers
National Assn. testified as to the need for the government to remove
government facilities from the hands of defense contractors. In my
judgment, they misrepresented and distorted many facts to serve their
own special interest. These distortions found their way into the find-
ings and recommendations of the Sub-Committee and to my knowledge have
never been corrected although I have written at length regarding these
misrepresentations to the AIA and the Defense Department.
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The shocking fact is that the phase-out policies of the government
amounted to unilateral destruction of our industrial base at a time when
industry was not prepared financially to replace government owned
facilities with more modern and more productive facilities of their own.
This, too, has been covered at length by reports published by the
Aircraft Industries Assn. Many defense industries, particularly the
aircraft industries, are still in financial straits and unable to replace
government owned facilities with privately owned equipment. An examin-
ation of the age and condition of our industrial base will reveal that
it is, for the most part, over 20 years of age and in need of immediate
replacement.

There is a significant difference in policy statements by the
Defense Department regarding the phase-out policies for defense con-
tractors supporting mobilization requirements. The Department of De-
fense and certain individuals in the Air Force have said that government
facilities required to support mobilization requirements should not be
phased out, while lower echelon of command are directing that all govern-
ment facilities be phased out even though they are supporting mobiliza-
tion plans. This conflict in policy and direction has existed since the
phase-out plans were announced in the late 1960's. Defense Department
officials with whom I have talked say that the phase-out policy is being
pressed by certain members of Congress who in turn are pressured by some
special interest groups. The point is that government policy should be
designed to keep our industrial base "warm" and capable of meeting
"surge" demands when called upon. This would cut lead times for de-
livery of long lead time hardware in half and would strengthen our
peace-keeping efforts throughout the world.

I am well aware of the rising cost of providing a modern and effi-
cient industrial base and of the fact that the mood of Congress, reflecting
the will of their constituents, is against increased spending for
defense purposes. Yet, I have not forgotten the lessons of World War II
when our Russian allies lost 20 million men and our other allies hun-
dreds of thousands of lives while we first rebuilt our industrial base
and then the modern weapons required to win the war. The lack of pre-
paredness by the allies was paid for with lives - a fact that few seem
to remember now.

The problem can be boiled down to two basic points. First, we need
to modernize our industrial base at government expense because defense
contractors do not have the resources to invest in "stand by" production
facilities. If we wait until the need arises, it will be too late.
Landing gears for some military aircraft have a lead time of approxi-
mately one year, while the additional time required to procure necessary
facilities is from 12 to 18 months. Thus, the lack of facilities in
place could delay deliveries of this hardware from 24 to 30 months after
M-Day. Secondly, until we are able to modernize our industrial base, I
recommend that the government stop any further phase-out of government
equipment in the possession of essential suppliers. Even old produc-
tion facilities "in place" and "on line" will help reduce lead times.
This could save valuable time and would help to keep viable many sup-
pliers needed to support our industrial base.
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The industrial base does not consist solely of concrete, steel and
production facility, but also contains human resources. The truth is
that this human technology and management competence has a longer lead
time to develop than the replacement of essential facilities. Produc-
tion facilities alone do not constitute a capability without the humantechnology, skills and management expertise necessary to employ these
facilities.

In view of the financial condition of many defense contractors,
particularly in the aircraft industry, it is important for governmentprocurement policies to provide sufficient profits and incentives for
defense contractors to improve their productive facilities to the maxi-mum extent possible, thus reducing their reliance on government owned
facilities. It would be a mistake, however, to assume that industry canand will provide all the essential facilities required to support mobil-ization planning requirements. Historically and the economical facts oflife tell us that this will not be sufficient in time of need.

As I said in the beginning, this is a complex problem and my
comments only skim the surface. The matter is real and needs atten-tion. In my judgment it is better national policy to spend tax dollarsin preparedness efforts, while concurrently creating jobs and developingskills in our work force than to spend similar amounts in "make work"and on welfare expenditures which add nothing to our national securityor our gross national product.

I sincerely hope that the hearings and findings of the Committeewill result in new government policies which will deal effectively withthis timely and complex problem for it is one which requires constantsurveillance, if we hope to escape the price again of unpreparedness.

If I can contribute further, please feel free to call on me.

Very truly yours,

MENASCO MAN ACTURING COMPANY

G. B. Phill-ips
Director of Administration

GBP:dms/25
cc: All members of the Joint Committee on Defense Production

Mr. Karl G. Harr, Jr.
Aerospace Industries Assn. of America, Inc.
1725 DeSales St., N.W.
Washington, D.C. 20036

Mr. Chuck Downer, Department of Defense
Mr. W. B. Weaver, Dayton Representative
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MACHINERY and ALLIED PRODUCTS INSTITUTE
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November 17, 1976

The Honorable William Proxmire
Vice Chairman
Joint Committee on Defense Production
Room A-421, Senate Annex III
Washington, D.C. 20510

Dear Senator Proxmire:

We appreciate your letter of October 19 extending
us an invitation to submit a statement to the Joint Committee
on Defense Production regarding Profit '76.

We will be represented at the hearings by an observer
and then will determine whether the Institute can make a useful
contribution to the record. I hope that the hearing record will
be available for reading by interested parties in the Committee
office without delay after the hearing on this subject is con-
cluded. Even though, as already indicated, we will have a per-
son present during the public hearings, it is always helpful to
read the complete record. We realize that some committees follow
a practice of not making the record available for examination
until after it has been edited by witnesses. In this instance,
we hope that an exception to this policy will be made.

As you may recall from prior hearings in which we
have participated before various congressional committees, the
Institute does have a substantial interest in federal procure-
ment policy. However, our orientation to this important public
policy area is primarily from the standpoint of companies which
are largely commercial in their focus as distinguished from
those companies which devote the great majority of their pro-
duction to products sold to the federal government or prime
contractors.

CWS:d

Respectfully,

President

1471-Lir
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November 26, 1976

The Honorable William Proxmire
Vice Chairman
Joint Committee on Defense Production
Room A-421, Senate Annex III
Washington, D.C. 20510

Dear Senator Proxmire:

New Defense Department Profit Policy 

This statement is transmitted in response to your
letter of October 19 inviting us to present our views on

the new profit policy recently announced by the Department

of Defense (DOD) in Defense Procurement Circular (DPC) 76-3.

As you know, the Machinery and Allied Products
Institute represents the capital goods and allied products
industries of the United States. Although the companies in
these industries are strongly oriented toward the commercial
sector for the most part, many of them have had a substantial
and continuing role in providing goods and services for the
defense effort at both the prime contract and subcontract
levels. Thus, they will be affected both by the new profit
policy and the ultimate implications of that new policy on
the defense industrial base, a matter which we know is also
of concern to the Joint Committee. Our comments on the new
policy which follow reflect MAP' staff study and the reaction
of member companies to the new policy. They also take into
consideration the statements presented by witnesses in the
Joint Committee's hearings on this subject.

The new DOD profit policy, as has been noted, is
incorporated in DPC 76-3 which transmits changes, effective
on October 1, 1976, in the Armed Services Procurement Regula-
tion (ASPR) weighted guidelines which are used to determine
"going in" profit objectives in negotiating defense contracts.
In general terms, the changes affect the major profit deter-
minants and their relative significance in the weighted guide-
lines in the following ways: credit for contractor past per-
formance is eliminated; that for contractor effort is reduced;
credit for contractor cost risk is increased; and profit recog-
nition is extended to contractor facilities investment. In
addition, the cost of such facilities investment, the alloca-
bility of which is now provided for in Cost Accounting Standard
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No. 414 issued by the CAS Board, is treated as allowable for defense

contract purposes. However, DOD has made it clear that the aggregate

amount of the allocable cost of facilities is to be offset, in accordance

with your letter of May 27 to Secretary Rumsfeld, against DOD prenegoti-

ation profit objectives so that there will be no resulting increase in

overall defense contract profits. In essence, DOD has rearranged the

profit factors in the weighted guidelines with the primary objective of

increasing contractor investment in private facilities, while leaving

the total amount of defense contract profits the same presumably on the

theory that no increase in aggregate profits is needed.

In our view, the new DOD profit policy, by itself and without

more, is not likely to achieve its stated objective of increasing contrac-

tor investment in private facilities. But more broadly, we fear that the

new policy will do absolutely nothing to increase participation in defense

work by companies which have both substantial defense and commercial work

and some degree of flexibility between the two. This seems clear to us,

as we shall discuss later, from the testimony before this Committee of

Brigadier General Stansberry, the Director of "Profit '76," the research

effort which led to the new profit policy. In addition, there is no ref-

erence in either Deputy Defense Secretary Clements' or General Stansberry's

testimony on the significance to this discussion of defense contractors

whose business is predominantly commercial and who were not included in

the profit-center survey nor of those companies whose participation in

defense work is at the subcontract level. This seems somewhat unusual

because Jacques Gansler, Deputy Assistant Secretary of Defense for Mate-

riel Acquisition, has testified at these same hearings as to the increasing
Defense Department concern over the defense industrial base, and both sub-

contractors and predominantly commercial prime contractors are an important
part of that base.

In sum, we think that the new profit policy will do little toward
encouraging defense contractor investment in new facilities, and nothing
toward encouraging contractors with viable options between commercial and
defense business to maintain or increase their present level of participation
in defense business. Indeed, it is our judgment that, given the substantial
publicity attending Secretary Clements' announcement of the undertaking of
the defense contractor profit study in the spring of 1975 and the widespread
expectations within the defense contractor community for improved profitability
in defense business, the disappointment of many contractors with how little
was accomplished may tend to confirm tentative decisions made prior to
Profit '76 to cut down on or completely withdraw from defense business.

At this point, we will deal with Profit '76; our recommendations
concerning what we think ought to be done now follow these comments.

Profit '76 and the Contractor 
Profit-Center Survey 

As you know, probably the principal element of the study of
defense contractor profits--carried on under the direction of General
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Stansberry and named "Profit '76"--was a survey in which contractors were
asked to furnish information on relative profitability in terms of both
sales and capital investment, by profit centers and product lines, for
both their defense and commercial business. The survey covered five
years, 1970-1974, and, as we understand it, was to be based on the top
300 prime contractors with DOD, identified in terms of dollar value for
1974, with only those included who had at least $2,000,000 in negotiated
contracts. Approximately 156 companies were asked to participate in the
survey, and the survey questionnaires were sent out to 133 companies in
the fall of 1975. According to General Stansberry's testimony, responses
were received from 76 of these companies but data from only 64 were included
within the analysis of profits which constituted the basis of the information
and tables to which General Stansberry referred during the course of his
testimony.

•
This means that from a list of 156 contractors from among the

300 largest defense prime contractors for 1974, only 64 (41 percent) were
included in the profit analysis. A cursory examination of the companies
which did participate indicates an extraordinarily heavy weighting in terms
of the 100 largest defense prime contractors; indeed, 36 of the 64 partici-
pants were among the 50 largest contractors.

The point we are making here should not be misunderstood. Evenif it is assumed that the original sample was adequate, we do not thinkthat the profit analysis should be based upon only 41 percent of thatsample. But we are not criticizing companies who, although asked, de-clined to participate in the profit-center survey. In the light of thedifficulties which industry in recent years has had with the product-linesurveys conducted by the Federal Trade Commission and also in the lightof what we know many of these companies believed to be inadequate assur-ances from DOD regarding the confidentiality of any profit center productline data submitted, we can understand why some companies chose not toparticipate. Moreover, there may have been other reasons over which DODhad no control but, whatever the reasons, the ultimate sample was, in ourjudgment, inadequate.

Beyond this however, we do not think that the original samplewas adequate. It was based only on the top 300 defense contractors. Thereapparently was no representation of contractors with less prime contractwork regardless of how important that prime contract work might be to thedefense effort. Further, and perhaps even more significantly, no subcon-tractors were included. The only subcontract data included in the analysisapparently is from subcontract work done by the 64 companies which ulti-mately participated. We have little doubt that the inclusion of companiesunder the top 300 or those which are predominantly subcontractors wouldprobably have tended to accentuate the difference between defense andcommercial profits, more clearly highlighting the inadequacy of theformer.
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Overlooking for the moment our objections to the sample used in

the analysis, let us look more clearly at the data derived from the survey

of the 64 companies. The following table highlights the findings of Profit

'76 on profitability for defense and commercial business, and compares it

with earlier comparable findings by the General Accounting Office (GAO):

Profit as Percent of Sales 

Defense Contracts

Comparable Commercial Business

Profit as Percent of Total 
Capital Investment 

Defense Contracts

Comparable Commercial Business

Percent 

"Profit '76" GAO Li 
(1970-1974) (1966-1969)

4.7

6.7

13.5

10.7

4.3

9.9

11.2

114.0

Presumably it is the 2.8 percent excess of defense contract

profits over those in commercial business, measured as a rate of return

on total capital investment, which was the principal reason against in-

creasing contractor profits in the new profit policy. However, General

Stansberry's testimony indicates that the crucial figures for "comparable

commercial business" were those based on the data from the Federal Trade

Commission on 5,000 corporations _ucing durable goods. The data on

profitability for the commercial profit centers of the companies which

participated in the Profit '76 profit-center survey were not used as the

basis for comparison here. Figure 1 from his testimony indicates that the

participating companies earned 4.7 percent, pre-tax, on sales in their

government profit centers as distinguished from a rate of 17.1 percent
in their commercial profit centers. Measured as a rate of return on
total capital investment (less progress and advance payments) these same

companies, according to Figure 4, earned 13.5 percent on their business
in government profit centers and 17.6 percent on their business in com-
mercial profit centers. Clearly, their rate of return was higher, both
on sales and on total capital investment, in their commercial profit
centers. It seems evident to us that this marked disparity in the
rate of return on either basis is a substantial inducement for these
companies to increase participation in commercial business as distin-
guished from defense business whenever there is a suitable opportunity

1/ Defense Industry Profit Study, Report to the Congress by the Comptroller
General of the United States (B-159896), March 17, 1971, pages 15-16.
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to do so. And we think that there is nothing in the new profit policy

which is likely to change this outlook on relative profitability as

between defense and commercial business.

To recap, the sample of defense contractors on which the profit

analysis is based is inadequate. It includes only 64 companies heavily
weighted toward the 50 largest defense contractors, and includes none
either from below the largest 300 DOD prime contractors in 1974 or from

those which are exclusively or primarily subcontractors. Even within this

inadequate sample, the profit rate on sales from commercial centers, mea-

sured either as a rate of return on sales or a rate of return on total

capital investment, significantly exceeds their profits on their defense

profit centers.

There is nothing in the new profit policy which is likely to

encourage any company engaged in defense business--those who participated

in the profit-center survey as well as those who did not--to increase or

perhaps even maintain their current level of participation in such busi-
ness. Further, to the extent that the new profit policy represents a
completely ineffective response to the problem of shrinking defense
contract profits, we think it may act to discourage continued partici-
pation in defense work.

Recommendations as to DOD 
Profit Policy 

At this point, we include our basic recommendations concerning
what we believe government should do with respect to profit policy for
the purposes of maintaining an adequate defense industrial base.

Contractor Effort--Research 
and Development 

The restructured weighted guidelines included in DPC 76-3 have
diminished the proportionate weighting for "Contractor Effort" as a profit
element from 65 percent of profit to 50 percent. This, in our judgment,
creates a serious problem for those contractors which are primarily re-
search and development firms and whose capital is primarily in the brains
of its employees rather than the value of its physical facilities. These
firms are no different from other defense contractors in having profit
problems at the present time and it would appear that, since their R&D
work is recognized as a part of their contractor effort, their profit-
ability is likely to decline under the new profit policy. Accordingly,
we urge that the weighted guidelines, whether through retention of the
former weighting for "Contractor Effort" or through some new and express
recognition of R&D effort, be revised so as to preclude a reduction in
the profit weighting for R&D work.
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Cost Allowability for 
Operating Capital 

Cost allowability should be extended to operating capital employed
in defense contracts as well as facilities capital so employed. Since cost
allowability has now been extended to facilities capital, we think that in
logic and justice the same treatment should be accorded operating capital.
We realize that the CAS Board has not as yet established a Cost Accounting
Standard which would establish the criteria for the allocability of operat-
ing capital for defense contracts as it has done with respect to facilities
capital. But there is little reason why the lack of prior CAS Board action
should inhibit DOD from taking the initial step of establishing the princi-
ple of allowability for operating capital. Indeed, we think that there may
be an increasing tendency for DOD policy makers to defer completely to the
CAS Board in areas where DOD has the legal authority to make policy on its
own. It should be pointed out that such a tendency may now be more pro-
nounced since, as we understand it, neither DOD nor any other Executive
Branch department or agency is represented by membership on the CAS Board.
We acknowledge that this is due to a resignation and assume that the place
will be filled.

With respect to the cost allowability of operating capital, in
our view there is a growing need to encourage contractors to invest addi-
tional capital--in all forms--in their defense work. Moreover, if contrac-
tors devote greater amounts of operating capital to their defense work, it
will lessen the need for guaranteed loans, higher rates of advance payments
and progress payments, and other forms of financiql assistance provided by
the government under the defense contract financing regulations.

New Capital Cost Allowances Should 
Not Be Offset Against Profits 

Frankly, we think that your recommendation to Secretary Rumsfeld
that any new cost allowances for contractor capital investment should be
offset against profits, was in error because it reflected a misunderstand-
ing of the current need to increase defense contract profits. We urge that
DOD be permitted to remove any profit offset for the cost of facilities
capital, and that it not be required to offset against profits what we
hope will be a new cost allowance for operating capital. To remove the
offsets for any such new cost allowances would at least allow a perceptible
increase in contractor profits at this point. Whether this increase would
ultimately prove to be adequate will have to be determined in the future
but, at least, it would be a start in the direction of recognizing the
inadequacy of contractor profits in relation to the problem of establish-
ing and maintaining a defense industrial base sufficient to the needs of
national security.

In our view, as we have already indicated, the profit-center
survey of defense contractors in Profit '76 clearly indicates that profits
on defense business are inadequate as compared to profits on commercial
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business. We think that it is imperative that prompt action be taken to
redress this inadequacy in defense contract profits.

Indeed, an element of Profit '76, a study entitled The Defense 
Industry: Some Prospectives From the Financial Community by The Conference
Board, recently became available. This Conference Board study makes it
clear that defense contractor profits, as seen by executives in major com-
mercial banks, life insurance companies, investment banking firms, rating
services, and a public accounting firm, "are too low for the risks defense
contractors face and for their long-term viability." This perception by
the financial community as to the inadequacy of defense contract profits
is, of course, basic to the difficulty which defense contractors typically
have in obtaining outside funds. Apparently it was disregarded in the DOD
decision in DPC 76-3 that defense contractor profits need not be increased.

Other Aspects of Government Policy, 
Including Renegotiation, Should 
Recognize Inadequacy of Defense 
Contract Profits 

Even if DOD's profit policy finally should be revised in such a
way as to increase defense contract profits, we think it is imperative that
the Congress and other agencies of the government recognize the importance
of having other statutes, regulations, policies, and the like, conform to
the decision that such profits should be increased in the interest of
maintaining a defense industrial base necessary for national security.
This recommendation, for example, should extend to the question of further
extension of the Renegotiation Act which expired on September 30 and pre-
sumably will be one of the first items of business in the 95th Congress
after it convenes in January. As you know, the proposed extension of the
Renegotiation Act passed by the House earlier this year would not only make
the renegotiation process permanent in nature, but it would also require
renegotiation to be conducted on a product-line basis and it would severely
restrict the availability of the exemption for standard commercial articles.
Further extension of renegotiation, particularly along the lines of the
legislation approved by the House, is obviously inconsistent with any
basic policy decision to improve defense contract profits.

Conclusion 

What our recommendations ultimately come down to is this. The
fundamental problem posed for our national security is the maintenance of
an adequate defense industrial base, a matter that is of very special con-
cern to you and this Committee since it lies squarely within your juris-
diction. It seems evident to us that one of the major problems with
respect to maintaining the base is the persistent inadequacy of defense
contractor profits, a point which we think is reasonably documented by
Profit '76 and earlier studies on the same subject. The time for new

83-250 0 - 77 - 9
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and additional profit studies is now past; prompt action should now be
undertaken to increase defense contract profits and to make sure that
other governmental policies conform to this basic decision. Further, we
trust that as this vital subject is given further consideration through-
out government--and as the implications of the shrinking defense produc-
tion base become more apparent--the "politics" of the contractor profits
issue will be defused.

This completes our recommendations on the new DOD profit policy
embodied in DPC 76-3. If we can be of any further assistance in connection
with the Joint Committee's work in this area, please let us know.

Respectfully,

President
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Hazeltine
Corporation
Greenlawn, N.Y. 11740 (516) 261-7000

David Westermann
President

November 4, 1976
Serial XXX-76-CM219

The Honorable William Proxmire, Vice Chairman
Joint Committee on Defense Production
United States Congress, Room A-421
Senate Annex 111
Washington, D. C. 20510

Dear Senator Proxmire:

Reference is made to your letter dated October
19, 1976, addressed to the National Security Industrial
Association in which it is indicated that your committee
would welcome a statement from any NSIA member with respect
to the profit policy changes recently announced by the
Department of Defense, growing out of the Department's
study called "Profit 76."

Hazeltine believes that the initiative of the
Department of Defense in undertaking the Profit 76 study
is to be commended. Hazeltine believes that the problem
of whether the defense of the United States is to continue
to be affordable is closely related to issues which affect
expectable return on capital employed in the defense in-
dustry.

Hazeltine is, of course, concerned with the profit
margin on selling price which is permitted to be negotiated 
under defense procurement conditions and practices, such as
the profit factors involved in determinations under so
called "weighted guidelines." Looking at margin or profit
in this aspect, Hazeltine believes it important to at least
maintain or raise overall profit rates. We are concerned
that the revised profit policy may not maintain or increase
overall negotiated profit rates, and that proposed shifts in
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the weighted guideline factors will not meet all of the

objectives of the Government with respect to incentive

to industry to invest in higher productivity capacity.

We believe that those points will be dealt with in other

responses that you will receive.

With respect to profit margin, we consider it

of greater importance to establish Government procurement

conditions and practices under which all proper costs of

a defense contractor are in fact recoverable.

We also believe it of great importance to recog-

nize that return on capital employed to the defense con-
tractor is affected not only by the actual realizable profit

margin on selling price, after proper allowance of real costs,

but is equally affected by the opportunity for capital turn-

over afforded the contractor. For example, defense con-
tractors can be expected to invest in expectation of a profit
margin on defense business somewhat lower than some other
businesses, because of the progress payment policy in defense

procurement, which helps contractors achieve high turnover.

It is also important, however, that Government procurement

conditions and practice not interfere with the contractor's

opportunity for efficiency, because by efficiency in manage-
ment the effective contractor can also significantly help

his capital turnover.

Beyond those points, we would like to make two
specific additional comments which are of high importance

to Hazeltine as a small-to-medium-size, high technology,
defense contractor, which we believe makes an effective con-
tribution to the defense through its highly competitive pur-
suit of business based on the effective advance of defense tech-
nology:

(1) The Profit 76 study, and resulting proposed
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policy, seem to be directed at improving incentives to in-
vest in new, or modernized, or improved capital facilities.
Hazeltine believes that the focus of attention should be
equally or even primarily upon conditions that are incentives,
or disincentives, to industry to advance technology to make
weapon systems more effective, more reliable, more maintain-
able, less costly because of less expensive designs and
higher productivity, and characterized by longer life cycles.
This should be done primarily by encouraging competition.
Competition should be encouraged by the establishment and
maintenance of government procurement conditions under which
competition is fair, open, and free of government interfer-
ence. Conditions established by statute, or regulation, or
government practice, should be such that the direction, and
expenditure level, of industry independent research and
development is determined by the individual industrial enter-
prise and controlled by its evaluation of the forces of com-
petition. That is, if it does not do enough independent
research and development, reasonably related to government
requirements, its business will deteriorate; and if it spends
too much, those costs charged into the prices of its current
products will cause those prices to be non-competitive. The
direction and level of expenditures for such independent
research and development should not be constrained by bureau-
cratic controls, or by ceilings established by government.
This is our view as to the national interest in an affordable
defense.

(2) Those involved with Profit 76 have, according
to our understanding, properly given attention to the fact
that in the defense industry a proposed company investment
must be evaluated, not only from the standpoint of forecast
level of profit return, but also from the standpoint of risk
of contract termination for the convenience of the government.
However, it is our view that a weapon system program, signi-
ficant to a particular company in the light of its capital
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investment or investment in the advance of technology,
can be discontinued in circumstances which often do not
involve the termination of an existing contract. For ex-
ample, an expected follow-on contract may not be procured.
That may be because the weapon system has become technolog-
ically obsolete, or is no longer required to meet expected
military situations, or for political reasons such as budget
or force level cutbacks. To some extent, the Nation cannot
expect to eliminate that type of program discontinuance, al-
though protection of the investing contractor might be worked
out in the same way as protection for a contractor whose
current contract is terminated for convenience.

The weapon system program of a particular con-
tractor may also be discontinued because it fails to win a
follow-up contract in competition, either in a negotiated
procurement or in an advertised procurement. If that competi-
tion is free, fair, open and free of government interference,
and the other bidders are really responsible, that risk should
be accepted by industry in a free enterprise society, and it
should be accepted if a more effective competitor takes over
the program. However, that is not the case where the competi-
tion is not free, fair and open.

In our opinion, the pervasive practice of so-called
"best and final offer parallel negotiations", in negotiated
procurements, is not consistent with fair and open competition,
free of improper government interference. The "best and
final offer" practice is conducted in military procurement
under Armed Services Procurement Regulations 3-805.1, .2 and
.3, which are a purported implementation of certain language
in 10 U.S. Code Annotated Section 2304(G).

A fair reading of the language of the regulations which
covers discussions with responsible offerors who are "within
the competitive range," with such discussion being held "in
parallel," shows that it is not reasonable to expect the
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practice to be fair, to be free of price leaks to competi-
tors, or to be free of technological transfers in which
innovative ideas from the low cost, best technology, most
effective competitors are handed to less effective competi-
tors.

As a result of these, a bidder may promise to
use a technology which is not his, at a cost which he may
not be able to meet, in the hope that his "buy in" may be
resolved later in a "bailout" at the expense of the govern-
ment.

It of course can be argued that in any instant
procurement situation the government gets the best bargain
by that type of practice. It is submitted that such bargains
may not be real even in the immediate sense when the less
effective competitor is helped to "buy in".

But as compared with "immediate bargain," it is
submitted that there is a much greater loss to the government
in the defeat of its long-run interest in the integrity of
government procurement.

The matter appears to have been given some
realistic attention in the drafting of Title III of the
proposed Federal Acquisition Act of 1976 (S. 3005), called
The Chiles Bill.

From the standpoint of the objectives of Profit
76 and the proposed policy, it would be our view that it
would be of the highest importance to immediately and totally
eliminate the practice of "best and final offer parallel
negotiations," which so often defeat the legitimate expectations
of the effective high technology competitor.

We submit that it is urgent and vital to the
integrity of defense procurement based on free and open
competition that the statute and the regulations be amended
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sharply and decisively, on ethical principles, so as not

to require parallel discussions with all those in the compet-

itive range, and not to require that all bidders in the

competitive range be permitted to revise their bids, and to

affirmatively require that the representatives of the govern-

ment in any negotiated procurement make every effort to

conclude a contract, in the best interest of the government,

in the reasonable judgment of the contracting officer, with

the responsive and responsible bidder whose bid is lowest,

or most advantageous to the government in accordance with

the request for proposal, in the first instance, and,

pending that effort, abstain from negotiation and discussion

on that matter with other bidders.

We again wish to state that we believe the efforts

in the Profit 76 study have been highly professional, and

highly commendable, and our suggestions for additional con-

siderations on these major points are not intended to imply

any criticism.

We also wish to express our appreciation for

your interest in affording us an opportunity to express our

views on these matters which are so important to this Company

as a small to medium-sized, high technology, highly compet-

itive corporate member of the defense mobilization base.

Sincerely,

DW:rvm
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AEROSPACE INDUSTRIES ASSOCIATION OF AMERICA. INC.

1725 DE SALES ,TRE, N W WASHINGTON D C 2003, TEL 2,7 2 ,15

OFFICE OF THE PRESIDENT

November 24, 1976

The Honorable William Proxmire
Vice Chairman
Joint Committee on Defense Production
Room A-421, Senate Annex 111
Washington, D. C. 20510

Dear Mr. Vice Chairman:

Pursuant to your invitation of October 19, 1976, a statement
by the Aerospace Industries Association concerning the Department
of Defense Profit '76 Study is enclosed for the record of the
recently concluded hearings on this subject. Thank you for the
opportunity to comment.

Yours very truly,

Karl G. Harr,

Enclosure (3 copies)
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STATEMENT
OF

AEROSPACE INDUSTRIES ASSOCIATION
OF AMERICA, INC.

FOR THE RECORD OF HEARINGS
ON

THE DEPARTMENT OF DEFENSE
PROFIT '76 STUDY
PRESENTED TO

THE JOINT COMMITTEE ON DEFENSE PRODUCTION
U. S. CONGRESS

November 26, 1976

The Aerospace Industries Association,of America, Inc. (AIA) is the

national trade association representing the major manufacturers of aero-

nautical and astronautical vehicles, both manned and unmanned, as well

as the power plants and components thereof.

We are pleased to accept the invitation of the Committee Vice Chair-

man to present a statement on Profit '76 for insertion in the record of

the hearings of November 17, 1976, on the subject of the Profit '76 Study

and Revised Weighted Guidelines for Negotiating Profits and Fees.

Profit '76 reflects a decision we endorse: recognition of the cost

of facilities capital. It also reflects a decision we deem ill-advised:

reduction of profit levels to offset the newly recognized costs. Before

addressing these specific actions, however, we propose to view Profit '76

within the framework of one of the fundamental problems facing all of

American industry, that of capital formation. Put in simplest terms, the

problem is how and from where to raise the money needed to maintain and

expand productive capacity, namely machinery, tooling, plant and equip-

ment. This problem is of particular concern to the civilian and defense
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segments of the aerospace manufacturing industry. Substantial capital is

needed to maintain a competitive technological position in the world in

civil as well as national security areas. Our industry faces particular

difficulties with respect to obtaining funds from any of the four principal

sources of capital: equity, debt, depreciation or profits.

A report issued by the Conference Board as part of Profit '76 ("The De-

fense Industry -- Some Perspectives from the Financial Community") aidresses

these four sources, especially the first two, equity and debt. On the basis

of comprehensive interviews with 56 financial institution executives, the

Conference Board concludes that, "Defense contractors are perceived as less

attractive risks...." Earlier studies conducted in 1968 by the Logistics

Management Institute for the Department of Defense and in 1971 by the Comp-

troller General of the United States at the request of the Congress demonstrate

that profits as a percent of sales were significantly lower on defense work

than on comparable commercial work. The Profit '76 Study draws the same con-

clusion. Although these studies show that rate of return on invested capital

for defense work is comparable with, or perhaps somewhat higher than, equiva-

lent commercial business, this factor is not sufficiently compelling to in-

vestors who view defense companies as a less attractive option in deciding

where to invest or lend money. The unattractiveness of defense business is also

indicated by a DOD study which shows that defense business as a percentage of

total business of the top 25 defense contractors has declined from 17 percent

in 1968 to 14 percent in 1970 to 11 percent in 1973 and to 10 percent in 1975.

It is manifest, therefore, that the aerospace/defense industry faces and will

continue to face significant problems in pursuing capital formation via equity
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or debt.

Current difficulties with depreciation, the third source of capital, are

expressed in a recent study conducted by Dr. Klaus P. Heiss, Econ Incorpora-

ted, for AIA. The study indicates that depreciation costs in the aerospace

industry for the decade of 1965 through 1974 were understated by $1.1 billion

and corporate income taxes overstated by $540 million due to the difference

between the nominal depreciation based on original costs and real depreciation

based on replacement costs adjusted for the effect of inflation. The report

concludes that the need for investment capital for U. S. industry, and in par-

ticular the aerospace industry, may present a problem of greater dimensions

than the energy shortage.

The depreciation problem is compounded by Cost Accounting Standard (CAS)

409 -- Depreciation of Tangible Capital Assets, which will eventually result

in a stretchout of the depreciation charges allocated to Government work,

thus adversely delaying recovery of costs and affecting cash flows.

The potentially adverse impact of CAS 409 on industry was of such deep

concern that industry sought and was granted hearings by cognizant Congressional

committees, namely the Subcommittee on Production and Stabilization of the

Senate Committee on Banking, Housing and Urban Affairs and the Subcommittee

on Economic Stabilization of the House Committee on Banking, Currency and

Housing, on the question of whether CAS 409 should be rejected by the Congress.

At those hearings, the Chairman of the Cost Accounting Standards Board stated

that the impact of CAS 409 would be ameliorated by the issuance of Standards

on the Cost of Capital and Inflation. Both of these Standards were to be de-

veloped on a priority basis; promulgation was expected within months. The

first of these Standards was intended to promote recognition of the cost of
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all capital requirements; the second to address the problem that asset re-

placement costs, pushed by inflation, are growing much more rapidly than the

recovery of funds via depreciation.

A draft Cost of Capital Standard was published for comment; prior to

promulgation (as CAS 414), the CAS Board narrowed the Standard so as to cover

only the cost of facilities capital (excluding operating capital). After pre-

liminary work on a Standard on Inflation, that project has been set aside.

Thus, only. a fraction of the promised compensating amelioration of CAS 409 has

materialized and most of the problems which preclude appropriate depreciation

recoveries remain.

Turning to the fourth source of capital, profits, we were disappointed

that the principal thrust of Profit '76 turned out to be a decision to lower

profit objectives to offset the newly recognized costs. Profit '76 had been

expected first to address the question of whether or not current profit levels

were adequate and then to revise policies accordingly. Those inside the de-

fense industry -- not surprisingly -- view present profit levels as too low.

However, as previously noted, there are also strong indications from outside

of the defense industry, i.e., from the financial community, that present de-

fense industry profits are inadequate.

Profit '76 has been implemented in the Armed Services Procurement Regula-

tion (ASPR) by a revision (Defense Procurement Circular 76-3) to the Weighted

Guidelines (ASPR 3-808) which are used by contracting officers in establishing

pre-negotiation profit objectives for negotiated contracts. The revision changes

some of the factors considered in determining profit objectives and changes

the weightings of some of the factors carried over from the prior system. Con-

tractor past performance has been deleted as a profit consideration. The
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weight given contractor assumption of risk and investment in production facili-

ties has increased and the weight given cost input to performance decreased.

The revisions are structured to specifically offset the allowability of facili-

ties capital cost in order to maintain an overall before taxes profit rate on

sales of 4.7 percent. Also, the revised Weighted Guidelines do not consider

other forms of contractor investment such as expenditures to develop and im-

prove high technology capabilities; therefore, there is some question as to

whether the new Guidelines will prove equitable in contracts involving complex

high technology products and services.

The implied conclusion of Profit '76 is that current overall profits are

appropriate but that a redistribution of those profits is desired. DOD data

indicate that a leveling of earnings rates between industries is expected to

result from the new policies, e.g., shipbuilders (with "before" earnings approx-

imating 2.9% of sales) are expected to experience a 1.7% profit increase;

while aircraft manufacturers (with "before" earnings approximating 3.7%) are

expected to experience 0.4% decrease. Further, the deletion of past performance

as a consideration in profit negotiations eliminates profit rewards for past

excellence -- and penalties for past deficiencies. This will tend to level

earnings between the individual members of given industries. Policies which

level earnings both between segments of the defense industry and between the

members of individual industries can, in the long run, weaken the defense base

by eroding long term incentives for excellence and denying potential investors

the possibility of above-average returns.

In summary, the Profit '76 decision to recognize a part of the cost of

capital as an allowable cost is one which AIA endorses. We are concerned,
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however, with the implied conclusion of Profit '76 that current defense in-

dustry earnings rates are adequate; and we are also concerned with actions

which, deliberately or inadvertently, tend to level earnings. Believing

that these concerns will also be shared by the financial community, we see

no present reason to believe that policy revisions stemming from Profit '76

will be of assistance in solving the capital formation problem of the aero-

space/defense industry.
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