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Chapter 1

INTRODUCTION

An investigation of the Department of Defense (DoD)
profit policy indicates that profit is the motivating force
driving business activities (27:3:139). The DoD, through
the procurement process, must provide firms with an adequate
profit if the Government hopes to draw the inventive and
productive capabilities of private industry to the support
of defense programs (3:3). It is recognized that in some
instances a contractor, in the short run, may consider
other factors more important than profit. However, for a
firm to continue as a going concern, in the long .un, it
must earn a profit (16:77-78).

The Government's objective of maintaining a competi-

tive market for the highly technical and complex weapon sys-
tems requires an understanding of the market situation.
There are several distinguishing factors between the
defense and commercial markets. In the commercial market 3
the individual firmé take the initiative to enter or exit } 8
the market. Once a firm enters the market, it provides its
own resources for investment in development and production
of its product. In the defense market the DoD (monopsonist)
determines the requirement for a product and induces one or

1
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more firms to develop and produce the desired item. Often
this situation results in the Government assuming develop-
ment costs and project risk (4:15). The degree of uncer-
tainty and high dollar amounts needed to develop and offer
weapon systems to the Government are incongruent with normal
business analyses of the market (4:113-15).

There are other differences between the competitive
commercial and DoD markets. The commercial market is
usually characterized by many buyers and sellers, homoge-
neity of products, relatively easy market entry and exit and
substitution of one good for another. The defense market,
in contrast, is characterized by a single buyer in a monopo-
listic to oligopolistic supplier market for unique or highly
specialized products, where substitution is impracticable
and high financial barriers prevent easy market entry and
exit (4:15-17).

A major consideration in all markets is profit.
However, in order to motivate contractors through profit,
the contractors' perception of the network of factors com-

prising profit must be understood.

Problem Statement

The present Government profit model (see Appendix A)
does not consider all the relevant factors which influence
a contractor's actual profit. The model tends to reward a
contractor for labor intensive efforts (26:12-5) while pro-
viding no positive incentive for invested capital (8:86).

Furthermore, this profit model fails to recognize the cost

e S AR ) (xR N B bk b S R AR o




of dealing in the money markets. Specifically, the use of
borrowed capital to improve facilities and equipment may
reduce overall costs and cause less reliance on Government
furnished facilities or existing contractor facilities
(#:95). The present Government model does not recognize
interest on borrowed capital as an allowable expense (27:
15:16) and, of course, is not concerned with profit after
income taxes (27:15:42). The Government assumes contractors
to be profit maximizers (27:3:139). This purely theoretical
economic perception by Government of a contractor's profit
policy is rather naive at this point. Evidence shows that
contractors, in the short run, will trade off a portion of
profit to maximize sales, "buy in" for follow-on programs,
provide company growth and gain prestige and goodwill (16:
77-78). It is important for the DoD and the defense indus-
try to have a common base of factors establishing profit

objectives.

Definitions
The following terms and phrases are defined as they

apply and are used in this research:

1. Adeguate profit--must at least equal oppor-
tunity costs. As a minimum this sum must equal or exceed
the average prime rate for the past six months.

2. Blasphemy--relates to the concept used in early
Government contracting of paying a percentage of profit on

cost without a cost ceiling.

-r
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3. Central tendency analysis--refers to the inspec-
tion and analysis of the mean and dispersion of the data
for each specific determinant of profit.

k., Data hits, finds and cases--these synonyms refer

to the actual datum extracted from the population sample
S

using the semantic differential content analysis model.

5. Formal advertising~-a strict and rigid form of

selecting a contractor for contract award. Contractors

|

respond to the Government's invitation for bids with sealed
bids which are publicly opened and recorded at a specific
time and place. Award is then made to the responsive and
responsible low bidder without negotiation (27:3:140).

6. Monopsonist--in the economic context, is the
only buyer in the market and, therefore, determines the

demand.

S S U S5 s N 3K . s et

7. Opportunity cost--is used synonymously with §
normal profit. Either term will be used to indicate the :

profit necessary to allow the contractor access to the

g i S R D M

capital markets.
8. rof trategy--is a plan or policy
= used to determine profit goals in such a manner as to mask
- the real business objectives (i.e., sales maximization,
N firm perpetuation, follow-on business, etc.).

9. Profit pyramiding--the situation where a verti-

cal network of subcontractors under a prime contractor

lsee page 24.




5
charge profits in their subcontracts. These latent profits

AT B S AT

i are charged as costs by the prime contractors to the Govern-~
| ment.

10. Ré&D work--refers to research and development
work conducted and funded under DoD contracts.
{ 11. Reprocurement data--this term refers to the

engineering drawings, process specifications and any other

data required to allow purchase of a system or component
from an alternate source. !

12, Iypes of contracts--refers to the following

particular contracts:

Gl S R & s N i ot

FFP is a firm-fixed price contract.

FPI is a fixed-price incentive contract and

places incentives on cost, performance and
schedule individually or any combination.

CPIF is a cost plus incentive fee contract and

places incentives on cost, performance and
schedule individually or any combination.

CPFF is a cost plus fixed-fee contract.

- Background

Changing market structure. In the 1967 Logistics
Management Institute (ILMI) study (20:164) covering a nine-

year period (1958 to 1966), a significant shift in mix of

AR TN A T N A A YT
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business (military to commercial) performed by defense
contractors was noticed. 1In 1958 approximately 60 percent
of these companieé' business was concentrated in defense

work. However, by 1966 less than 50 percent of their work
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involved defense contracts. This study further showed that
in 1966 40 percent of these companies' profits resulted from
defense work while in 1958 the percentage was 60 percent.
This IMI study, as well as subsequent research in 1969 and
1970 (21;22), revealed that the profit trend in defense
contracting was decreasing while commercial profits were in-
creasing. Additionally, research on market concentration by
Belden indicated that the defense supplier market was be-
coming less competitive from an economic standpoint (3:11-
13). This did not mean that competition was lacking. 1In
fact, some contractors asserted that the employment of com-
petition in new areas of work and increased size and scope
of contracts on major programs had created an environment
where survival rather than profit was the goal (21:19).
These major competitions created their counterpart--monopoly.
As a result of proprietary rights, technical expertise, high
start-up costs and the high cost of reprocurement data, sole
source and noncompetitive production follow-on contracts
became commonplace, thus further limiting competition.

Profit defined. At first glance, the definition of
profit seems obvious. However, after reviewing the avail-
able literature, a universal definition is quite difficult
to find. Drucker recently stated that ". . . the essential
fact about profit is that there is no such thing. There
are only costs [10:10]." Drucker further subdivides the
term profit into the cost of capital, risks, and the jobs

and pensions of tomorrow (10:10). Ferguson, the noted

.
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economist, defines profit in terms of opportunity costs and
"pure profit"” (1l:165).

Profit in economic literature refers to the ex-
pected reward for the contributions of entrepreneurship
(12:2). Simply stated, a business must show a return on
invested capital over the long run in order to draw future
capital and retain present capital. The lowest rate at
which capital can be obtained for reinvestment at some
higher attractive rate is commonly referred to as the "cost
of capital" (17:29). The cost of capital is equated with
opportunity cost and included in the total costs of doing
business. In economic theory all profits in excess of
opportunity costs are considered "pure profits” (11:165).

Even with a complete understanding and acceptance of
economic normal profits (i.e., opportunity costs) a diffi-
culty remains in defining "normal," recognizing that the
definition is subjective, and that the definition changes
over time. In contrast to economic profit, Anthony defines
accounting profit as the difference between revenues and
expenses (2:56). Accounting profits, however, include not
only economic profits, but returns such as rents, interest,
wages and the results of chance factors such as wars,
strikes, unusual weather conditions and other unforeseen

events.

This research considers profit from the economic

perspective. The profit model developed and tested in

i e

i S W




Chapter 3 attempts to establish profit objectives which
are adequate to provide a contractor his opportunity costs.

Profit models. Historically, Government contract-
ing officers awarded profit on precedence (the first model)
since there was no standard other than past procurements for
similar items (4:16). The Armed Services Procurement Act of
1947 set specific policies and procedures for procurement by
providing detailed guidance on formal advertising, negotia-
tion and contract type. However, little guidance was given
on the Aetermination of profit objectives other than overall
percentage limitations on profit by type of contract (17:9).
Ensuing events required a change in the Government's model
of profit by precedence.

During the 1950's our national threat assessment
determined by the DoD called for the immediate development
and deployment of a network of Intercontinental Ballistic
Missile (ICBM) systems. The required time compression for
these systems acquisitions necessitated multiple tiers of
subcontracting. The subcontractor profits were quite high,
which led to Senate subcommittee inquiries into profit
pyramiding (8:4).

During the same time frame, Robert S. McNamara (then
Secretary of Defense) acted as the driving force toward de-
velopment of a profit standard that would produce normal
profits at a level high enough to attract and commit a sub-
stantial industrial base to the defense market (8:4). The
requirement was to develop a profit analysis paradigm which

promoted the DoD profit policy of:

RS,
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1. Rewarding contractors who take on the more
difficult tasks that require higher skills,

2. Motivating contractors to accept greater cost
responsibilities with real differences in profit levels
among the different contract types and cost risk situa-
tions,

3. Motivating contractors to achieve and sustain a
high level of performance, and

k. Encouraging use of non-Governmental resources
(26:112-2).

As a result, DoD tasked the LMI to develop a method
of determining a contractor's profit objectives (4:1). The
LMI studies resulted in the Weighted Guidelines (WGL) method
for determining contractor's profit objectives in negotiated
procurements (25:129).

The WGL method of determining profit is the second
Government model and is notable in that it gives a standard
method to arrive at a profit objective. To be effective it
requires judgment by the contracting officer in assigning
the weights to each category. A more detailed examination
of the WGL factors provides the basis for a better under-
standing of the method and its application to determine the
profit objective.

First, the contractor's input to total performance
encompasses the material and labor skills which the contrac-
tor proposes to provide to accomplish the effort (26:12-5).
In effect, if the contractor contributes most or all of this
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input rather than subcontracting a major portion, then his
share of the project risk is much greater, and consequently
he should be rewarded. Of course, in subcontracting the
Government's concern is pyramiding of excessive profits.

It is also logical that the prime contractor must be evalu-

ated on his level of effort in providing technical or ad-
ministrative assistance to the subcontractors (26:12-5).

It appears that greater direct effort (hence cost) expended
by the prime contractor results in greater weighting to the
contractor's input to total performance. This is not
"blasphemy"” since the Government cost analysis procedure

should eliminate any reward for contractor inefficiency
(26:12-6).

Second, contract cost risk determines the weighting
for the amount of cost risk the contractor is willing to
E. ' assume. There are several aspects of this factor:
| | 1. The reliability of the cost estimate as it re-
lates to the assumed task (27:2:147),

2. The responsibility for cost overruns, and

3. The risk of a cost overrun (26:12-13).
This responsibility is determined by the type of contract

o Tl b e S S ST R S
L]

and the share ratio of cost and profit (26:12-13). The DoD

o
s

policy is to shift contract cost risk as much as possible
1 f to the contractor with appropriate rewards for the amount
i of risk assumed (27:3:1150).

; ¥ Third, the record of contract performance is the

; y? contractor's "track record"--how well he has performed on

past contracts. The purpose of this weighting factor is to
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reward the contractor for overall outstanding performance
(positive percentage) and penalize him for overall poor per-
formance (negative percentage) (26:3:1150).

Fourth, selected factors which include:

1. The source of resources mainly involving Govern-
ment or contractor facilities and eéuipment (26:112-17) (ex-
cept special tooling and special test equipment),

2. Special achievement that may be required by the
contract, and

3. Other (which is a "catch all" when not using
factors one or two of this paragraph) (27:3:151-152).

The objective of the source of resources category is to
penalize the contractor for reliance on Government facili-
ties and resources. Special achievement relates to some
extraordinary accomplishment or remarkable breakthrough
(26312~17).

Last, special profit consideration rewards a con-
tractor who develops military items without Government
assistance or develops foreign markets for military items
(27:3:152), Of course, this factor is weighted only if it
meets either one or both of the above conditions and is of
direct benefit and need to the Government. :

A significant change to the WGL method is the Con-
tractor Capital Employed Policy which is the DoD's method to
determine profit objectives by return on investment (ROI)
(28:8), This third profit model does not replace the WGL

method but rather complements it by rewarding a contractor

.
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for invested capital on DoD contracts (28:9). This ROI
method, instituted on a trial bases in the early 1970's, is
an optional approach in conjunction with WGL (28:8). The
intent is to increase the emphasis on the amount and allo-
cation of contractor invested capital, produce efficiency
and reduce cost (5:31-32). The main objective of contractor
capital employed is

« « « to correct inequities and disincentives
that occur where a weighted guidelines profit objec-
tive based solely on cost is used in negotiating
contracts for which the ratio of required contractor
Envesﬁment to contract cost varies over a wide range

2889 .

The Contractor Capital Employed Policy is applicable

to contracts which meet the following requirements:

1. WGL method is applicable,

2. Contract purpose is production of hardware,

3. Proposed engineering costs are 25 percent or
less of the total proposed in-house costs, and 0

k. The total cost of the contract is $3 million or
more (28:9).
This ROI portion of the profit objective is used in place of
the last two categories of WGL, i.e., selected factors and
special profit consideration and is derived through an ex-
tensive set of criteria to determine the amount of capital a
contractor will use to perform on a proposed contract (28:9-
18). Essentially, the WGL method is used to compute a pro-
fit objective, which is divided by two, and the result added
to the ROI method computations to determine the total profit

objective (5:31). No extensive explanation will be made of
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the intricacies of this method since a literature review has
not uncovered acceptance of this method by the defense
industry. A prominent pricing manager of a very large aero-
space firm criticizes the DoD when it formulates the Con-
tractor Capital Employed Policy as a

« « « concept of additional fee percentage for
invested capital within the Weighted Guidelines, I
can say in absolute candor that 90 percent of the
Procurement Agencies, Procurement Officers, and
their industrial counterparts find Weighted Guide-
lines Techniques questionable and manipulative, and
many just don't believe in the concept. Therefore,
refinements to these questionable techniques can be
likened to putting new taillights on an Edsel [9:65].

This is but one criticism of the present Government profit

objective models.

Previous Research Critique

Numerous studies have evaluated the deficiencies of
WGL. An IMI study conducted in 1967 (20:66) concluded that
some inequities existed in the WGL approach to profit objec-
tives. 1In particular, the established DoD method (WGL) for
constructing profit objectives did not give adequate con-
sideration to differences in contractors' investment oppor-
tunities or changes in investment requirements over a period
of time. 1In the sample reviewed, nearly equal profit rates
were applied to costs of all contractors even though there
was wide disparity among their capitei turnover rates.

In 1967 another study by LMI (19:5-1) recommended
that a new Government model was required which would include:

l. 1labor, material and overhead,

R I AGRETRTA
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2. the net book value of facilities, and

3. operating capital.
A separation between plant and facilities was suggested
because the risk factor in plant facilities investment was
higher than in the normal inventory and receivables invest-
ment (19:5-1).

The 1969 and 1970 LMI profit studies (21:21;22:17)

NG E ARG 4 oo .. S W L i S e

q concluded that the method used by DoD for determining profit

objectives contained inequities. The 1971 General Account-
ing Office (GAO) report (29:53-55), after reviewing and com-
paring defense contractor profits, also concluded that the
existing system of developing profit objectives created

inequities. The main reason was again the lack of consider-

ation given to the amount of capital investment required

from a contractor for contract performance.
1‘1 A recent DoD thesis effort from the Naval Post-
;‘ graduate School concluded that profit was positively cor-
related with cost (1:60). Therefore, to maximize totel pro-
fit in the long run, a prudent contractor would maintain a
large cost base in Government contracting (1:63). The study
E | revealed that contractors recognized any investment to reduce
total cost tended to reduce profit (1:64). Ames, Coady and
. Maxon further characterized WGL és having a negative marginal
; revenue product and stated no rational businessman would in-
i) crease investment to reduce cost if the net result was a
lower level of profit (l:64).
Bell and Garr drew the following conclusions about

the motivational effects of WGL:
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Weighted guidelines have not motivated con-
tractors to employ more of their facilities and
financing rather than relying on the Government to
furnish new facilities and increase financing.

The motivational aspects of weighted guidelines
are limited due to the w1despread belief on the
part of the Air Force's major contractors that
weighted guidelines are not being properly used, or
are being used to justify a historical or predeter-
mined profit rate.

A misunderstanding of the function of profit
« + « has severelylimited the successful applica-
tion of weighted guidelines.

The profit provided under the Selected Factors
of weighted guidelines is unrealistic, and provides
no motivation for contractors to invest capital
funds in facilities or use their own funds for
financing [4:95].

Another critical analysis of WGL concluded in part
that:

The evaluation of risk under the weighted
guidelines method is an exclusive interpretation,
limited to cost risk only, which ignores the other
t{pes of risk inherent in a normal business situa-
tion.

The weighted guidelines method is a cost-
oriented profit concept.

Under the selected factors section of the
weighted guidelines method, source of resources is
to be evaluated. However, this is a negative
assessment for reliance on Government assistance
rather than a positive reward for the contractor's
contribution of resources.

The weighted guidelines method gives no con-
sideration to the return on investment concept of
profit determination.

Return on investment criteria of profitability
are regarded as important determinants of internal
corporate financial decisions.

Return on investment is concerned with the
profitability of assets to the stockholders, its
ﬁnterest in individual contract costs is secondary

8:85-86
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Benefield recognized the shortcomings of WGL and
stated that it represented:

« « « the first halting step in the direction

of considering contractor investment when deter-
mining profit. The token emphasis placed on the
contractors' investment in the weighted guidelines
has proven to be a very ineffective method of
recognizing capital [5:26].

A RAND report on the impact of WGL on profits criti-
cized WGL and listed three drawbacks:

1. Subjective ratings by the contracting officer
for target fees,

2. Fees based on cost, and

3. No explicit positive incentive for capital

investment (15:12).
WGL did not consider other factors such as Federal income
taxes on profit (27:15:42), interest ﬁéyments for borrowed
capital (27:15:26) and bad debts as related to the deferise
effort (27:15:26).

Numerous criticisms of the present Government pro-
fit models has led to the initiation of a study under the
direction of Brigadier General J. W. Stansberry, USAF, OASD
(I&L). This study, "Profit 76," will try to determine
contractors’ profitability in defense and nondefense busi-
ness. Analysis of DD Form 14992 data collected for this
study revealed several interesting facts. 1In a regression

analysis with profit as the dependent variable and the

factors of WGL--i.e., cost input to total performance

zReport of Individual Contract Profit Plan.
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(CITP), cost risk, performance, selected factors and special

factors--as the independent variables, CITP explained 77

percent of the variation in profits. A further analysis
discovered that addition of any one or all of the cther
factors did not improve the explanatory power of the model.
One could infer from this information that profit is indeed
dependent on contract sales. Other results showed that (1)
type of contract had no effect in explaining profit, (2)
CITP was negatively correlated with cost risk, performance,
special profit and (3) the percent of time that the factors
"past performance," "selected factors,” "special profit"
were used was 74 percent, 59 percent and 13 percent respec-~
tively (7). These results tend to confirm, once again, the
previously documented deficiencies of the WGL profit model.
The "Profit 76" study will give specific attention
to the relationships of earnings to capital investment
(24:41). The goal of the study is to develop a profit model

which induces contractors to invest in assets which increase

efficiency and productivity and lower costs (24:42). 1In
view of the present rapidly changing economy, the Govern-

ment's current profit objective model cannot cope with this

dynamic environment.

Justification

The importance of profits in defense contracting
centers on the negotiated type of contract. In defense ;
procurement there are two possible ways in which profit :

objectives are determined. First, in formally advertised
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contracts the price is set by the market. The price so
established includes an allowance for profit. This allow-
ance is seldom investigated, because the theory of our
economic system indicates that in a competitive supplier
market, when the individual firms and the industry are in
long-run equilibrium, production takes place at minimum
cost. The firms earn no pure economic profits; they re-
ceive full costs and nothing more (which includes a normal
return on the factors of production) (30:301). The alter-
nate method used to establish profit objectives is negotia-
tion and application of the WGL model (27:3:143).

Contracts are negotiated because one or several fac-
tors involved in the purchase do not fit the competitive
market model. In defense contracting this may be a result
of complex, highly technical requirements which only a few
producers are capable of accomplishing. Also, the size of
Government purchases are such that only a few companies may
have the physical resources to attempt the requirement.
Another competitive restricting factor in large dollar re-
search and development contracts is the vagueness of the
initial specifications. The above mentioned factors have
led to a large proportion of the defense procurement budget
being spent on negotiated contracts.

Only 10.3 percent of fiscal year 1972 DoD pro-

curements were made by formal advertising--leaving
some [$] 32,1 billions to be obtained through ne-
gotiations [3:112],

These negotiated contracts, therefore, represent purchases

made in an imperfect market structure.

it e e i
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In the study of profits in this imperfect market
structure, the concern is often centered on the social
appropriateness of earnings. This normative concept of
profit evaluation requires that profits be adjusted for
comparability in all relevant dimensions and some norm be
defined as the reference point. Establishing a universally
acceptable norm is a difficult if not impossible task.
Socially appropriate profits must also be adequate or the
contractor will not be interested in doing business. There-
fore the norm selected must provide adequate profits while
still meeting the social goals.

In contrast to the normative evaluation, profits
are frequently investigated from the standpoint of profit
comparability. This concept requires that profits be ad-
Justed for inter-firm or inter-industry differences so that
the adjusted profit rates reflect equal conditions with
respect to one dimension of profit (e.g., sales, ROI)
(12:7).

In the literature reviewed, no attempt has beén made
to identify all the relevant determinants of profit and ex-
plain their interrelationships. The proposed research en-
visions such a comprehensive analysis. The background
search into aerospace profits clearly shows the need for a

new Government profit objective model.

Scope
The analysis and development of a profit model in
the proposed research effort will be limited to DoD

i O s G
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applications. Data collection and analysis of contractual
data will be limited to Air Force negotiated procurements.

Specific model development and procurement analysis will be

limited to research and development and systems procure-

ments.

Objectives

The primary objective of the proposed research is to
identify the primary factors affecting profit. Once these
factors have been identified, a secondary objective is to
develop a practical model incorporating those factors which

lend themselves to quantitative evaluation and analysis.

Research Questions

1. What are the primary factors which affect the

profit of defense contractors?
2. If these factors can be identified, can a new

profit objective model be developed?
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Chapter 2
RESEARCH METHODOLOGY

Overview

In order to answer the two research questions pre-
sented in Chapter 1, a methodology was developed to logi-
cally and rationally provide the foundation of this research
effort. After a determination of the population of interest
a sampling plan was developed to provide sources in which
the data was collected. The data collection model was
chosen to be a semantic differential content analysis model
specifically designed for this research effort. A pilot
study was conducted to validate the content analysis model
and provide input in determining reasonable decision rules
for the criteria test. Therefore, the first task was to
develop a sample from the universe of profits and the popu-

lation of interest.

Assumptions

1. Adequate data exists to determine the primary
factors of profit.

2. The relevant market of this research is noncom-
petitive.

3. The primary factors affecting profit have not
changed significantly over the last 15 years.

21



e s e B i

$i s A
S A

22
k. The demand curve for the relevant market of this
research is highly inelastic.
5. Some primary factors affecting profit may not
be measurably consistent with the new profit objective model
development requirements.

6. All defense contractors are entitled to adequate

profits.

Universe

The universe is composed of all profits from the
defense and nondefense industries both foreign and domestic.
As with most subject areas the universe is enormous; there-
fore, there must be a method to narrow this broad subject to
a manageable sample from which the primary factors of defense
contractors' profit may be derived. Figure 1 on page 23

provides the logical progression to this sample.

Population

Of the universe of profits there are several dis-
tinct populations of DoD profits. Two such populations are
profits resulting from formally advertised and negotiated
procurements. The profit population of formally advertised
procurements is not of concem.l Therefore, the popula-
tion of interest in this study is profit determined by
negotiation between commercial firms and the DoD. Since a

census of this population is considered impracticable due

1

See page 17.
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Universe All Profits in General
, r ]
Populations Nondefense Profits || Defense Profits

L <]

Profits of Profits of
?ggg%z:%on of Advertised Negotiated
Procurements Procurements
Published Published
Sample Commercial Government
Sources Sources

Figure 1. Sample Determination

to the vast amount and nonavailability of literature, the

population was sampled.

Sample and Sampling Plan

The data was selected from a sample of convenience
from literature listed under "Profits" and recommended
associated key words from the Business Periodicals Index,
the Reader's Guide to Periodical Literature, the Air Univer-
sity Periodical Index, the Defense Documentation Center .
(DDC), and the Defense Logistics Studies Information Ex-
change (DLSIE) for the period of January 1958 through Decem-
ber 1975. This time period as revealed in the literature
review was the best indicator of determining factors which

RPN B Srote - Tapie




e iy

24

2

influence profit. The sample was not statistically repre-
sentative or unbiased due to the fewer number of commer-
cially published data sources on DoD profits. Therefore, a
concerted effort was made to reduce bias by equally repre-
senting commercial and Government data sources. A total
sample of 60 data sources (articles, theses, technical
reports, books, etc.) were selected as shown by the sampling
plan in Appendix E.

Review of the literature presented a natural divi-
sion of Government profit policy into three time segments
of pre-WGL (1958 through 1962), early WGL (1963 through
1969) and present profit policies including WGL (1970 through
1975). An investigation of the commercial periodical guides
and-Governmenf bibliographies indicated that less than 100
data sources were available for each category (commercial
and Government) in each time period of the sampling plan.
In the pre-WGL time period only three Government sources were
discovered and therefore the sample of commercial articles
was limited to three (the data sources are shown in Appendix
F). The data was collected by use of content analysis as

described below.

Data Collection Plan
The methodology selected for determining the rele-

vant factors of profit was content analysis. Content

analysis was first used as a technique for analyzing and

2See page 5.
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quantifying communication material such as newspapers, maga-
zines and radio broadcasts (13:646). In recent years it has
gained increasing popularity as a method of analysis in a
wide variety of behavioral settings. In the proposed re-
search background review, many articles and commentaries
described the deficiencies of the WGL profit model. Much of
this data included suggestions and recommendations of the
proper factors for inclusion in a Goverrmment profit model,
but the variation of relative importance and the method of
using those factors was undetermined. The method of content
analysis has provided the technique for grouping, summariz-
ing and weighting of the factors.

The first step in using content analysis was to re-
solve the specific analytic approach to the data. A choice
was made between the manifest and latent level approaches.
In the manifest level approach the datum is analyzed for
what is says without reading anything into or assuming any-
thing about it. In the latent level approach attempts are
made to go beyond what is said and make inferences about
underlying motivations or implied meanings. There was evi-
dence to indicate that content analysis at the manifest level
can be accomplished reliably and validly, but not at the
latent level (15:647-8). This research used the manifest
level approach to content analysis. The next important de-
cision involved allows the researcher to move onto the
definition and analysis of the individual units of content

analysis.
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The next step in developing the content analysis
plan is to establish definitions for the recording unit and
the context unit. The recording unit is the smallest body
of content in which a specific reference characteristic is
counted (the occurrence of a single content element). The
context unit is the largest content unit examined in
characterizing a recording unit (6:135). The recording unit
can be a word, phrase, sentence, paragfaph, article or book.
This research uses the phrase as the recording unit and the
sentence as the context unit. The phrase that is measured
links some factor or attribute to profit. The sentence is
analyzed to determine the relationship of the factor or
attribute to profit. With the data approach level estab-
lished and the recording and context units determined, the
next and most important step ié to develop the code.

The key to success or failure in using the content
analysis technique is establishing a set of categories and
the method of coding. There are no specific rules for
selecting the categories to be used, but there should be a
clear rationale for each facet of the code. 1In classifying
the relevant categories, this research used the broader
semantic content analysis coding technique. In addition to
reliability and validity, the categories and code estab-
lished should have the attributes of homogeneity, inclusive-
ness, usefulness and mutual exclusiveness (13:675). The
categories and code developed for this research are dis-

cussed later in relation to the above referenced attributes.




The code established involved one digit to record the rela-
tive strength of relationships between the specific cate-
gories and profit, one digit to record the direction of
strength (positive or negative), one digit to identify major
categories, and two digits to record specific subcategories.
The coding plan and categories established for this research

are shown below.

CODE FOR SEMANTIC CONTENT OF PROFIT FACTORS

FIRST DIGIT = Strength of statement relating factor/attri-
bute to profit

1 no strength

2 weak

3 strong

SECOND DIGIT = valence of strength

+ for increase in profit
- for decrease in profit
0 for ambiguous

THIRD DIGIT FOURTH AND FIFTH DIGITS

Area Specifics

(1) LABOR 00 no specifics
01 engineering
02 manufacturing
02 management
04 overhead
05 technical skills
6 output/man
07 other

(2) CAPITAL 00 no specifics
0l guick assets

02 inventory
03 fixed assets
04 debt capital
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THIRD DIGIT
Area
(2) CAPITAL (Continued)

(3) SUBCONTRACTS

(4) RISK

(5) GOVERNMENT SUPPORT

(6) SPECIAL FACTORS

(7) MISCELLANEOUS

Definitions and rationale for coding scheme.
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FOURTH AND FIFTH DIGITS

Specifics

05 equity capital

06 return on capital
invested (ROI)

07 operating capital

08 net book value

09 total capital turnover

10 other assets

11 other

00 no specifics
0l unique item/component
02 standard item

00 no specifics

01 fixed-price-type
contracts

02 cost-type contracts

03 type of contract
(general)

04 inventory

05 techneclogical

06 financial

07 other

00 no specifics
01 facilities
02 GFP

03 financial

04 other

01 taxes

02 costs (including over-
run and underrun)

03 capital/man

04 renegotiation

05 quality

06 performance

07 type of contract

08 overhead (general)

09 volume of production
or sales

10 legal and contractual
constraints

11 interest payments

The

first digit recorded the strength of the statement relating
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the factor/attribute to profit. It was an a priori assump-

tion that not all factors/attributes affect profit equally.

e A i e - o R

The use of this code allowed measurement on a scale of the
a relative importance of the factor/attribute in the statement
being analyzed. This digit plus the valence described below

established a positive or negative weighting on any particu-

el

lar attribute. This weighting allowed algebraic summation
and consequently established an ordinal ranking of the cate-
gories. The categories of coding within this first digit
were ranked from one to three in ascending order of
strength. What differentiated a strong from a weak rela-
tionship was, of course, subject to the judgment and percep-

tion of the coder, but in general strong coding was derived

from statements containing adjectives and phrases such as

strong, very important, critical and others showing a strong
E | relationship (see Appendix B). Weak relationships were

characterized by words and phrases such as should, could,

positive relationship and others as evidenced by the unit of
context (see Appendix C). 3
The second digit measured the valence of the
strength identified in digit one. The second digit has
i three possible codes: +, -, 0. The "+" sign was used to
; ; denote a positive relationship, i.e., an increase in profit.
3 The "-" sign was used to denote a negative relationship,
i ; i.e., a decrease in profit. The "0" was used when neither

l the "+" nor the "-" gign was used. The valence of the
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factors was summarized to establish which factors/attributes
increased profits or decreased profits.

The third, fourth and fifth digits were used to
identify the area categories and their specific subcate-
gories. The rationale for establishing these particular
area categories listed are homogeneous, inclusive, useful ﬂ

and mutually exclusive. The area categories were all re-

lated to one another as various attributes which affect

T S G SN VL R L g

profit. The area categories were broad enough to cover r
several subcategories but not so broad that significant
relationships were hidden. A "00" in the fourth and fifth

digits was used if the observation had no specific subcate-

gory. The inclusiveness attribute of the area categories

% p was not degraded by the inclusion of "miscellaneous." This

|
|
area category was expected to contain very few observations, i
but under no circumstances was it allowed to contain more
fj( than five percent of the total number of observations. At
_ii the completion of coding this category was reevaluated in
| an attempt to extract some of the observations for place-
ment into other or new categories which provided more infor-

mation. If the content analysis substantiated the validity

o2 gty it s

of the categories, they were considered in establishing
the new model. The area and specific subcategories are
now analyzed in more detail.

i First, the labor category is defined as all labor

T gl i

employed by a contractor excluding labor secured under a
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subcontract. The following subcategories are described as
follows:

01. Engineering--was coded whenever the word "pro-
fit" was directly linked with the word "engineering" (in
terms of specific types, i.e., electrical engineers, mechan-
ical engineers, etc.).

02. Manufacturing--was coded whenever the labor
reference was clearly associated with physically performing
the work or service. This subcategory did not include

engineering, management or overhead labor.

03. Management--was coded whenever management per- 3
sonnel were referenced as affecting profit.

O4k. Overhead--was coded to include all staff per- ?
sonnel and other support personnel involved in the daily :

operation of the business.

05. Technical skills--was coded when a reference
was made to technically skilled labor that did not fit cate-
gories 01 or 02 above.

06. Output/Man--was coded when a reference was made
to the productive capabilities of manpower or the amount of
product produced by a worker.

07. Other--was coded when one of the above defined
subcategories did not apply.

The second area category is that of "capital.” For
the purpose of this analysis capital is defined as all
assets, liabilities and equities. The individual subcate-

gories are described as follows:
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0l. Quick assets--was coded when reference was
made to cash, temporary investments held in lieu of cash
and current accounts and notes receivable.

02. Inventory--was coded when reference was made to
those items of tangible personal property which (a) were
held for sale, (b) were in process of production for sales
or (c) were to be consumed in the production of goods and
services,

03. Fixed assets--was coded when reference was made
to land, building, equipment and depreciation on these
assets.

O4. Debt capital--was coded when reference was made.
to all liabilities (current and long term).

05. Equity capital--was coded when reference was
made to capital received from stockholders.

06. Return on capital invested (ROI)--was coded
when reference was made to any form of invested capital.

07. Operating capital--was coded when reference was
made to the balance of current assets less current 1liabili-
ties (working capital included).

08. Net book value--was coded when reference was
made to the net book value of the company. Reference to
net book value of plant and equipment, however, were coded
under 03 above.

09. Total capital turnover--was coded when reference
was made to the capital turnover rate as an attribute affect-

ing profit.
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10. Other assets--was coded when reference was made
to assets not already described.

11. Other-~-was coded when reference was made to
capital that did not fit into subcategories 01 through 10
above.

The third area category was that of "subcontracts"
and was defined as any agreement or contract to produce an
item or provide a service required on a Government prime con-
tract. The literature review indicated that subcontracts
played a major role in most negotiated systems procurements.
This category was established to test the relationship sub-
contracts might have on profit. Since most subcontracts are
firm-fixed-price with the prime contractor and are subse-
quently elements of reimbursable costs between the prime and
the Government, little subcontract cost risk is experienced
by the prime. However, from the standpoint of quality,
performance and delivery requirements, the subcontractor
could seriously affect the prime's profit structure. The
subcategories were established as follows:

0l. Unique item/component subcontract--was defined
as any contract or agreement with a Government prime contrac-
tor to (a) perform work requiring a unique ability or (b)
produce an item that was nonstandard and no available sub-
stitute existed.

02, Standard item subcontract--was defined as any

contract or agreement with a Government prime contractor to

provide a standard item or common service.
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The fourth area category "risk" was defined as the
making of decisions in the face of uncertainty on the basis
of probabilistic expectations about the outcomes of future
events. Again, this subject has appeared in much of the
literature. 1In Government contracting this attribute is
considered as a profit factor strictly in relation with the
type of contract used. Therefore, the first three subcate-
gories addressed the most frequently used type of contracts.
In addition to type of contract, three other subcategories
were considered--inventory, technological and financial.

The specific definition and explanation of the subcategories
are as follows:

0l1. Fixed-price-type contracts--were coded whenever
the term "risk," fixgd-price contract and profit were
associated.

02. Cost-type contracts--were coded whenever the
term "risk," cost-type contract and profit were associated
within the recording unit or context unit.

03. Type of contract--was coded whenever the term
"risk," a general reference to contract type and profit were
associated within the recording unit or éontext unit.

O4. Inventory--was coded whenever the term "risk,"
inventory and profit were associated.

05. Technological--was coded whenever the term
"risk" was associated with technical complexity or processing

difficulties and profit.
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06. Financial--was coded whenever the term "risk"
is associated with funds or investment and profit.

07. Other--was coded whenever the term "risk" was
encountered and associated with profit in situations not
described in 01 through 06 above.

The fifth area category "Government support" was de-
fined as all forms of assistance provided to a contractor by
the Government such as facilities, property and special
financing arrangements. In the literature this category had
apparently influenced Government policy changes such as pro-
gress payment regulations, facilities reduction policies and
others. This category was assumed to have a significant
influence on a contractor‘'s profit and, therefore, was in-
cluded in the coding. The specific subcategories are repre-
sentative of the three major forms of Government support:

0l. Facilities--was coded whenever the use of
Government-owned facilities was associated with profit.

02. Government furnished property (GFP)--was coded
whenever the use of Government-furnished equipment, special
test equipment or special tooling were associated with
profit.

03. Financial--was coded whenever progress payments,
guaranteed loans or advanced payments were associated with
profit.

Ok. Other--was coded whenever a Government support
not fitting in categories 01 through 03 above was associated
with profit.

i
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The sixth area category was "special factors." The
attributes listed under specifics in this area category
tended to be heterogeneous (unlike the specifics listed in
the area categories described above). This area category
includes attributes which were important to the determina-
tion of profit according to the literature reviewed. The
specific subcategories are described as follows:

01. Taxes--was coded whenever any form of tax was
linked with profit determination.

02. Costs (including overrun and underrun)--was
coded whenever contract cost was described as a determinant
of profit. Any references to overruns and underruns on
Government contracts was coded in this subcategory.

03. Capital/man--was coded whenever the ratio of
capital/labor employed was discussed as a profit determinant.

O4. Renegotiation--was coded whenever the Renego-
tiation Board or the statutes relating thereto were dis-
cussed as determinants of profit.

05. Quality--was coded whenever the quality of a
contractor's product was referenced as a determinant of
profit.

06. Performance--was coded whenever the perform-
ance of a contractor was discussed as a factor of profit.

07. Type of contract--was coded when the contrac-
tual instrument was discussed as influencing profit (dis-
cussed ocutside of the area of risk),

08. Overhead--was coded whenever overhead was

referenced in general as influencing profit.
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09. Volume of production or sales--was coded
whenever volume of production or sales was discussed as a
determinant of profit.

10. Legal and contractual constraints--was coded
whenever laws and requirements of a contract were refer-
enced as profit determinants.

11. Interest payments--was coded whenever the pay-

ment of interest was discussed as a profit determinant.

The seventh area category was "miscellaneous." The
miscellaneous category was not subdivided. This code was
used whenever a factor/attribute associated with profit was
discovered that did not fit into one of the first six area
categories. A list of factors/attributes coded into this
category was compiled. At the completion of coding, a close
examination of the factors/attributes in this category was

made to determine possible new categories. To insure the

usefulness of the information extracted, new categories were

established until less than 5 percent of the total data hits

were accumulated in the miscellaneous category. The validi-
ty and usefulness of the code was demonstrated by a pilot

study.

F ‘Pilot Study
Satisfactory reliability cannot always be achieved
| ] in content an#lysis; therefore, a pilot study is almost
; | always necessary. The pilot study for the proposed research
used a judgmental sample extracted from the defined popula-

| € tion. Several samples and revisions of the code were
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required before the pilot study could be completed. A trial
and error period covering three weeks was needed to perfect
the categories and develop coder skills.

Reliability of the code. Coder skills are essential
in determining the reliability of the content analysis code.
In a one-digit code 90 percent is considered good, and in a
three-digit code 85 percent is considered good (13:670).

The code reliability in a study of 30 experiments revealed
the range of 66 percent to 96 percent (6:172).

The reliability of this semantic differential con-
tent analysis code was determined by computing the percent
of time two independent coders agreed when they each coded

the same material. The formula for computation was

100 X NUMBER OF UNITS CODED IDENTICALLY

PERCENT AGREEMENT = TOTAL NUMBER OF UNITS CODED

After three weeks of coding practice and several modifica-
tions of the original code, a reliability of 92 percent
was established.

In validating the code and conducting the pilot
study two lists of key words and phrases were compiled to
assist the coders in determining the strength classifica-
tion. These lists can be found in Appendices B and C. The
first sample of 50 sentences provided several insights into
problems with the code. The strength category had a classi-
fication of "ambiguous" which fell between strong and weak.
It was discovered that the coders could not evaluate the

sentences consistently in this area. Deletion of "ambiguous"
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provided a wider conceptual difference between "strong" and

"weak" and, therefore, provided a much better correlation
in this category. Another problem encountered was the need
to carefully analyze the sentence to insure that the attri-
bute was affecting profit and not vice versa. For example,
a hypothetical sentence like--Low profits were the reason
for a substantial decrease in the engineering labor em-
ployed--would not be coded since profit is the attribute
determining the decrease in labor employed. At first,
there was a tendency to code measures of profit such as
profit/cost, profit/sales, profit/ROI and others. In many
cases cost, sales and ROI were described as determinants or
profit. In many other instances the ratio was merely being
used as a measure of profit and not a determinant. For ex-
ample, "Profits on defense sales declined in 1968 to equal
the lowest year in the study period [22:17]." This sen-
tence would not be coded because profit on defense sales
was used as a measurement tool. In the following sentence,
sales were coded as an attribute of profit:

Profits can be closely related to sales because
virtually all accounting systems provide for either
direct or indirect costing methods which tie cost
ﬁgd: hence, profits to the appropriate sales [22:

The following typical sentences were coded to providie in-
sight into the use of the code:

This factor indicates the need for extra profit

allowance when outstanding performance is requested
E24'76]' (3! +| 6! 06)




Our observations indicate that in practice the
type of contract is related to the degree of risk
aspect in the determination of profit or fee and
that after the contract type is selected, the ques-
tion of risk may be mentioned or discussed in a
general way, but it is not considered as being the
most important factor [24:17]. (3, 0, 4, 03)

It states that in an initial contract, the
profit may be higher to persuade the supplier to
undertake the risk and problems in a new kind of
production [24:19]. (2, +, 4, 05)

The results of the pilot study were incorporated in Appen-
dix D. The actual thesis data was handled by computer as

described below.

Criteria Test

The proposed research was essentially divided into

two phases:
1. Identification of the primary factors of

profit, and

2. Development of a new profit objective model.

The first phase of the research concentrated on
answering the first research question. Any area category
with more than five percent of the data finds was con-
sidered significant. Any area specific containing more than

five percent of the data finds was considered significant.

LT - G e P IR P -

Such an area specific, if found, was evaluated with other

, specifics within the same area category to determine if a
F new area category would be created. If the specific

i
| accounted for more than 25 percent of the area category

data finds, a new category was established as appropriate.
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In this event, the depleted area category was again evalu-
ated under the five percent criterion.

The second phase of the research was directed at
answering the second research question. The intent of this
phase was to develop a Government profit objective model
which was not based entirely on cost. The ideal goal would
be to develop a profit objective model not dependent on
estimated costs. However, since estimated costs are linked
to estimated labor, the profit objective will continue to
be tied to these costs. The effect of these costs was
minimized by incorporating estimated labor costs into the
capital base.

The model developed made the assumption that every
contractor dealing with the Government is entitled to an
adequate profit if certain standards are met. These stand-
ards are defined as:

1. Satisfactory cost,

2. Satisfactory performance, and

3. Normal risks assumption.

The criteria for meeting the standards are defined as
follows:

1. Satisfactory costs are evidenced in competitive
procurements by the source selection procedures. In sole-
source procurements the negotiated cost is considered satis-
factory.

2. Satisfactory performance is evidenced by the

contractor's past performance record. If the contractor is
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new to DoD, then an Administrative Contracting Officer's

= (BRI~ Bl Jir T i

(ACO) certification of capabilities will be used.

3. Normal risks assumed will be evidenced by the
type of contract, technical difficulty and financial
management.

The significant area categories identified by con-
tent analysis were analyzed for inclusion in the research
model. These area categories were considered profit fac-
tors with relative weightings established by the strength
codes and frequency of data finds. If the factor could be
quantified or measured from available data for negotiation
purposes, it was included in the research model. The con-

tractor could earn more or less than the adequate profit

depending on the existence and weighting of the identified
profit factors. For example, cost, schedule and performance
incentives could be applied in the same manner as they are
applied today. Assumption of higher risks could result in
higher percentages or profit depending on the risk weight-

ing and the attributes involved.

Limitations

1. Conclusions of this research effort were limited

to the essence of the research questions.

2. The content analysis model was limited in iden-

tifying the primary factors of profit by the data sources

and the random sample selected.
3. The quantity and content of data hits may be
biased by the length of the different data sources.




43
Summary
The research methodology is highly dependent on the
proper sample from Government and commercial sources and

the perception of the researchers when using the semantic

differcontial content analysis model. The pilot study

brought to light the importance of being able to adjust and
"fine tune" the content analysis model in order to provide
adequate data for analysis and accurate identification of
the factors that influence a defense contractor's profit.
The specific technique used to analyze the collected data
to develop a new profit objective model is described in

Chapter 3.
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Chapter 3
DATA ANALYSIS AND FINDINGS .

Overview

The initial effort of this research was to answer

the first research question--what are the primary factors
affecting profit of defense contractors. Using the data
collected through the semantic differential content analy-
sis and the criteria test developed in Chapter 2, the factors
that influence a defense contractor's profit were deter-
minded. Tre first data analysis consisted of relative and
cumulative frequency distributions of the area categories.

.The second analysis identified the relative influence of the

e s i el o i

area categories and area specificsl as an increase, no
! effect or decrease to profit. The final analysis and best
f potential to identify the factors of profit for the new pro- :
! fit objective model was that of the relative strengths ?
associated with each area category and specific. a

Upon completion of the data coding and categoriza-
| tion, the coded observations or cases were entered into a
' computer data file. A computer program was designed to pro-
duce relative and cumulative frequency distributions in

addition to other useful tabulations. For instance, the sum

lSee pages 27 and 28.
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of first digit codes for all area categories and subcate-
gories provided a measure of relative importance. A com-
parability test of the first and second digits with area
categories and subcategories established the importance and
direction of the categories (i.e., profit is increasing or
decreasing). A matrix structure of categories and subcate-
gories by strength and valence provided significance of
relationships among the central tendencies of the classifi-
cations. However, several assumptions were made in order

to conduct the analysis.

Assumptions

The following assumptions were made in conducting
the data analysis and findings:

1. The data level will not support parametric
testing.

2. Defense contractors are unwilling to publish
material concerning their profit policy because of apathy,
contractor policy, proprietary information concerning con-~
tractor profit structure, or their actual satisfaction with
the present Government profit policy.

Considering these assumptions the following analy-

sis was made.

Analysis
Prior to coding the total 832 cases for input into
the computer program, the raw data was analyzed concerning

the area category of miscellaneous comprising 127 cases.
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These cases were then compared to determine if there were
any obvious relationships to other area categories or
specifics. Of the 127 cases, 117 were grouped into nine
additional area specifics under the area category of special
factors. For example, miscellaneous cases dealing with
depreciation were aggregated into an area specific labeled

depreciation and cases dealing with negotiation, negotia- |

!
|
:
1
i
?i

tion process, negotiation position, crash procurement,
were aggregated into an area specific category of profit
policy (Government). Table 1 gives the expanded area cate- |

gory of special factors.2

Table 1
Expansion of Area Category Special Factors

——— - — —  — 3
AREA SPECIFIC FREQUENCY OF CASES :

01 Taxes 7

| 02 Costs (including overrun and

; underrun) 116

| 03 Capital/man 1

z 04 Renegotiation 23

05 Quality 2

b | 06 Performance 55

E | 07 Type of contract 31

b | 08 Overhead (general) 9

4 09 Volume of production or sales 27

| 10 Legal and contractual constraints 8

11 Interest payments 6

! 12 Cost contracts 8

p - 13 Fixed-price contracts 19
: 14 Profit policy (Government) 30 i
] 15 Profit policy (Contractor) 26 ]
16 Contract termination 20 :

; 17 Depreciation 8

1 18 R&D work 6

, 19 Production/manufacturing work 5

, 20 Market structure 22

2See page 36.
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In accordance with the sampling plan the 832 data
hits or cases were obtained using the semantic differential
content analysis developed previously.3 The result of the
computer program developed to determine the relative and
cumulative frequgncy distributions of the area categories

is shown in Table 2.

Table 2

Area Category Relative and Cumulative
Frequency Distribution

RELATIVE CUMULATIVE

GATEGORY FREGUENCY e i ke
Labor 63 7.6 2.6
Capital 198 23.8 31.4
Subcontracts 9 1.1 32.5
Risk 100 12.0 Ly, 5
Government Support 23 2.7 47,2
Special Factors 429 51.6 98.8
Miscellaneoug _10 —a 100.0
TOTALS 832 100.0 100.0

The area specific cases are arrayed to reflect the
relative and cumulative frequency distributions of each
respeétive area category given by Table 3. Tables 2 and 3
are the initial distributions of the collected data +5 which

the criteria test developed in Chapter 2 must now be applied.

3See page 24,
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Table 3

]
F |
4
s

Area Specific Relative and Cumulative

é Frequency Distribution
i AREA AREA CASE FREQUENCY PREQUENCY
i . CATEGORY SPECIFIC FREQUENCY (pERCENT)  ( PERCENT)
i
3
q Labor No specifics 13 20.6 20.6 s
4 Engineering 11 17.5 3 S i 3
i Manufacturing 2 5,9 41.3
4 Management 17 27.0 68.3 :
3 Overhead 9 14.3 82.6
Technical skills 6 9.5 92.0 3
Output/man 3 4.8 96.8
Other 2 3.2 00.0
TOTALS 63 100.0 100.0
Capitel No specifics 27 13.6 13.6
Quick assets 2 1.0 14,6
Inventory 14 7.1 1.7
Fixed assets 58 29.4 1.1
Debt capital L 2.0 53.1
Equity capital 6 3.0 56.1
Return on capital
invested (ROI) Ly 28.73 78.4
Operating capital 28 14.1 92.5
5 Net book value 8 ) 96.5
g 1 Total capital
{ turnover 3 15 98.0
e | Other assets 2 1.0 99.0
: ' Other R 1.0 100.0
TOTALS 198 100.0 100.0
Sub- No specifics 9 100.0 100.0
contracts Unique item/ :
conponent 0 0.0 0.0
b | Standard item 0 0.0 0.0
oA TOTALS 9 100.0 100.0
Risk No specifics 52 52.0 52.0
; . Fixed-price
E || contracts 8 8.0 60.0
1 Cost contracts 5 5.0 65.0
- Type contract
] y?general) 6 6.0 71.0
4 Inventory 0 0.0 71.0
. Technological 8 8.0 79.0

Continued
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Table 3 (Continued)
wm sz BRI ot
CATEGORY SPECIFIC FREQUENCY (PERCENT) ( PERCENT)
Risk (Cont) Financial 19 19.0 98.0
Other 2 2.0 100.0
TOTALS 100 100.0 100.0
Government No specifics 2 8.7 8.7
Support Facilities 11 L7.9 56.6
GFP 1 4.3 60.9
Financial 8 34.8 95.7
Other s 4,3 100.0
TOTALS 23 100.0 100.0
Special Taxes 7 1.6 16
Factors Costs 116 27.0 28.6
Capital/man 1 3 28.8
Renegotiation 23 5.4 34.2
Quality 2 .5 4.7
Performance 55 12.8 47.5
Type of contract 31 T2 54.7
Overhead (general) 9 P 56.8
: Volume of Produc-
g tion or sales 27 6.3 63.1
E Legal and contrac-
tual constraints 8 1.9 65.0
Interest payments 6 1.4 66.4
; ‘Cost contracts 8 1.9 68.3
a1 Fixed-price con-
e 1 Profit policy ]
(Government) 30 7.0 79.7
Profit policy
(Contractor) 26 6.1 85.8
Contract Termina-
tion 20 L.,7 90.5
Depreciation 8 1.9 92.4
R&D work 6 1.4 93.8
Production/Manu-
facturing work 5 1.2 95.0 }
Market structure : 22 5.0 00.0
TOTALS 429 100.0 100.0
Miscellan- 0 100.0 100.0
eous é ——— ———
GRAND TOTAL 832 100.0 100.0 :
Continued %
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Table 3 (Continued)
The area specifics breakout of the frequency distri-

tutions also gives the area category distributions
shown in Table 2.

Of the seven area categories, three were insignifi-
cant, i.e., the area categories of subcontracts, Government
support and miscellaneous did not meet the established five
percent criyeria. Several of the area specifics within each
category were found to be insignificant (i.e., not meeting
the five percent criteria within each area category). Also,
several area specifics were found to make up more than 25
percent of their respective area categories.

Major consideration was given to the three area cate-
gories that did not meet the five percent criteria of the
total cases. Since the area categories of subcontracts and
Government support were established a priori to be potential
significant factors of profit but were not supported by
actual data collected, these categories were eliminated from
the data base.u Both groups are major categories and due to
the mutual exclusiveness of the area categories cannot be
combined with other area categories. For the same reason-
ing, these area categories (subcontracts and Government
support) wefe not combined with the area category miscel-
laneous since one of the main purposes of the research was
to determine separate and identifiable factors of profit.

This determination thus brings the number of cases in the

uSee page 70.
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total data base to 800. Table 4 reflects the change in the

frequency distributions for the area categories; the area

specifics did not change within the remaining area cate-
gories.
Table 4
Revised Area Category Relative and Cumulative
Frequency Distributions
RELATIVE CUMULATIVE
i AREA CASE. FREQUENCY  FRE
QUENCY
CATEGORY FREQUENCY ( PERCENT ) ( PERCENT)
Labor 63 7.9 7.9
Capital 198 24,8 32.7
Risk ; 100 12.5 g L4s,2
Special Factors L29 53.5 98.7
Miscellaneous 10 RIE T 100.0
TOTALS 800 100.0 100.0
The next step in the data analysis was to break out

the area specifics that could be separately identified and

composed 25 percent or more of the cases within any area
category, i.e., labor "management," capital "fixed assets"
and special factors "costs" as shown in Tables 5 and 6.
These tabulations reflect the frequency distributions of the
revised area categories and specifics.

The "no specifics”" subcategory of area categories

was not considered a separately identifiable factor from

its respective area category; therefore, these area specif-
ics were not considered candidates for a separate breakout.

Labor "management," capital "fixed assets" and special




CATEGORY

Table 5

RELATIVE

Revised Area Category and Specific Relative and
Cumulative Frequency Distributions

-—————_——_———m———___—-_——-——_—_———_____—_

AREA CASE
SPECIFIC FREQUENCY

CUMULATIVE
FREQUENCY FREQUENCY
(PERCENT) (PERCENT)

Labor Man-

Fixed Assets

e e e s S L = e S A

No specifics
Engineering
Manufacturing
Overhead
Technical skills
Output/man
Other

TOTALS

TOTALS

No specifics
Quick assets
Inventory
Debt capital
Equity capital
ROI

Operating capital

Net book wvalue

Total capital
turnover

Other assets

Other

TOTALS

TOTALS

No specifics
Fixed-price
contracts
Cost contracts
Type contract
?general)
Inventory
Technological
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Table 5 (Continued)
M

éﬁ%ﬁcony gggéIFIC gﬁggUENCY gg%égé;gY S§§2§§§£§E
(PERCENT) (PERCENT)
Risk (Cont) Financial 19 19.0 98.0
Other LB 2.0 100.0
TOTALS 100 100.0 100.0
?osts l;é 100.0 100.0
including
ovekrun wnd TOTALS 116 100.0 100.0
underrun)
Special Taxes 7 2.2 2.2
Factors Capital/man 1 0.3 2.5
Renegotiation 23 oD 9.8
Quality 2 0.6 10.4
Performance 55 17.6 28.0
Type of contract 31 9.9 37.9
Overhead
(general) 9 2.9 4o.8
Volume of Produc-
tion or sales 27 8.6 Lo.4
Legal and contrac-
tual constraints 8 2.5 52.0
Interest payments 6 inD 53.9
Cost contracts 8 2.6 56.5
Fixed-price con-
tracts 19 6.1 62.6
Profit policy
(Government) 30 9.6 72.2
Profit policy
(Contractor) 26 8.3 80.5
Contract termina-
tion 20 6.4 86.9
Depreciation 8 2.6 89.5
R&D work 6 1.9 91.4
Production/manu-
facturing work 5 1.6 93.0
Market structure _22 7.0 100.0
TOTALS 313 100.0 100.0
Miscellan~ 10 100.0 100.0
. TOTALS 10 100.0
=
GRAND TOTALS 800 100.0

i
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Table 6

Revised Area Category Relative and Cumulative
Frequency Distributions

AREA CASE RELATIVE CUMULATIVE

e e

Labor 46 5.8 5.8
Labor Management 17 2.1 7.9
Capital s 5 A 25.4
Capital Fixed Assets 58 73 32.7
Risk 12.5 L5,2

Costs 14.5 , 59.7

Special Factors 39.0 98.7

Miscellaneous 30 1:3 100.0
TQTALS 100.0 100.0

factors "costs" were identified as candidates for separate

area categories. However, since labor "management" did not
meet the area category criteria of being at least five per-
cent of the aggregate cases but only contributed 2.1 percent
to the total, this area specific was placed back into the

labor category. This reasoning is consistent with the ear-
lier established research methodology. The final frequency

distribution of the area categories is shown in Table 7 on

page 55.
The final step in categorizing the remaining area
specifics and identifying the factors of profit was simply

to investigate the relative frequencies of the area




e RS 41 SV R s R i i w0 b 555 oSSR ) b s S W s L B, o o S GBI 51 s s

55
3 Table 7

Area Category Final Relative and Cumulative
Frequency Distributions

i1
i
£
"
]
|
3
3

1]

AREA CASE FREQUENCY  FREQUENCY
;‘ CATEGORY FREQUENCY ( PERCENT) ( PERCENT) {
'% Labor 63 7.9 7.9 %
Capital 140 17.5 25.4

Capital Fixed Assets 58 7.3 2.7
Risks 100 1255 ks.2 ;
Costs (including overrun 116 14.5 59.7 |

and underrun)

Special Factors 313 39.0 98.7

Miscellaneous 10 s 100.0

TOTALS 800 100.0 100.0

specifics. Any area specific that was insignificant--did

s s —

f{‘ not meet the five percent criteria--was grouped into other
| related area specifics or into the "no specifics" classifi-

cation. In the labor area category "engineering," "manufac-
turing" and "technical skills" were grouped into an area

f specific entitled "direct labor" while "output per man" and

"others" were grouped into the "no specifics" classification.

The area specifics of "quick assets,” "debt capital," "equity

capital," "total capital turnover," "other assets" and

"others" were grouped into "no specifics" under the capital

area category. The area specific "fixed assets" was reclas-

sified as an area category by passing the five percent sig-

nificance test. Within the area category "risk," the area
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specific "other" was grouped with "no specifics," and area
specific "inventory" was eliminated since there were no

cases coded for that classification. Within the area cate-

gory special factors the insignificant categories of "taxes,"

"capital per man," "quality," "overhead (general)," "legal
and contractual constraints,” "interest payments," "cost-
type contracts," "depreciation," "R&D work" and "production/

manufacturing work" were regrouped into the area category
"miscellaneous" since there was no classification for "no
specifics" in the special factors area category and these
area specifics are still considered a part of the aggregate
factors. The area specific "costs (including overrun and
underrun)" met the significance criteria and was reclassi-
fied as an area category. Table 8 on page 57 shows the list
of factors that influence profit and associated frequency
distributions with Table 9 showing the relative frequencies
by area category.

No statistical tests, parametric or nonparametric,
appear to be relevant in analyzing the data collected;
therefore, a rigorous central tendericy analysis follows to
support the grouping of the area categories and specifics
within the criteria established in Chapter 2.

Each case has an associated strength and valence
which identified the relative weighting of each initial

profit factor. An analysis of each area specific within

area categories and area categories within the aggregate

of cases was made to determine the relative importance of
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Table 8
Factors Determined to Influence Profit
4 RELATIVE CUMULATIVE
: CATEGORY  SPEGIFIC gﬁggUENcy FREQUENCY FREQUENCY
A : (PERCENT) (PERCENT)
b Labor No specifics 18 28.6 28.6
3 Direct labor 19 30.2 58.8
: Management 17 26.9 85.7
é Overhead 9 14.3 100.0
f TOTALS 63 10C.0 100.0
3 Capital No specifics Lé 32.9 32.9
¥ Inventory 14 10.0 42.9
4 Return on capital
invested (ROI) L 31.4 74,3
Operating capital 28 20.0 94, 3
Net book value -8 BE e s 100.0
TOTALS 140 100.0 1C0.0 %
Capital b
Fixed Assets 58 100.0 100.0
TOTALS 58 100.0 100.0
[ Y
| Risk No specifics 54 54,0 54,0
, Fixed-price
k| contracts 8 8.0 62.0
- Cost contracts 5 5.0 67.0
R Type contract
(general) 6 6.0 73.0
Technological 8 8.0 81.0
Financial 19 19.0 100.0
TOTALS 100 100.0 100.0
Special Renegotiation 23 9.1 9.1
Factors Performance 55 21. 0.8
Type of contract 31 12.2 3.0
\ i Volume of produc-
‘ tion or sales 27 10.7 53.7
Fixed-price con-
tracts 19 7.5 61.2
Profit policy
(Government) 30 11.9 3.1
Profit policy
(Contractor) 26 10.3 83.4

Continued




Table 8 (Continued)
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3

(PERCENT) (PERCENT)
Special Termination 20 7.9 91.3
Factors Market Struc-
(Cont) ture 22 8.2 100.0
TOTALS 253 100.0 100.0
cluding
A TOTALS 116 100.0 100.0
underruns)
Miscellaneous 70 100.0 100.0
TOTALS 70 100.0 100.0
GRAND TOTALS 800 100.0 100.0
Table 9

Category Relative and Cumulative Frequency

Distribution of Factors Determined to
Influence Profit

AREA CASE RELA?IVE CUMULATIVE
CATEGORY FREQUENCY  (praconed (FRRCENS)
Labor 63 7.9 7.9
Capital 140 £745 25.4
Capital Fixed Assets 58 7.3 32.7
Risk 100 12.5 45,2
Special Factors 253 31.6 76.8
Costs (including over-
runs and underruns) 116 14.5 91.3
Miscellaneous . 8.7 100.0
TOTALS 800 100.0 100.0
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59 ]
each initial factor. For example, area specific "labor |
management" had a total of 17 cases composed of 13 cases
under strength indicator weak with a value of two (2), four
cases under strength indicator strong with a value of three

(3) and no cases under strength indicator no strength with a

value of one (1). These cases are also associated with the
valence of positive one (+1), zero (#) and negative one

(-1).5 Further analysis was conducted to investigate the -

direction of profit influence by associating the strength

times the valence with the area categories and area specifics

to determine the dispersion or variability of central tenden-
cies of the area categories and specifics. Using numerical
as well as subjective analysis in grouping area specifics
within and to other area categories, i.e., an area specific
under an area category may logically, through such analysis
as this, be grouped with another area category. For example,

area category risk with a weighted mean of 0.580 and area

specific "type of contract" under area category "special ;

factors" with a weighted mean of 0.323 are closely related

analytically since the range of weighted means are from

-2.714 to 3.000 and subjectively since type of contract is
closely aligned to the risk of the procurement.6 This

superficial analysis is significant only if the second order

information concerning the central tendencies is credible.

5See page 29.

. 6See page 34.
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Therefore, Table 10 shows how the means were computed and
the dispersion of the relative composition of the area

categories and specifics.

Table 10
Central Tendency Analysis

.
—

The computation for the weighted means of the area categor-
ies and specifics:

5
Z (VxS).xf.
7. 1=1 S |

N , where

the weighted mean of the area category or specific

the valence (+1, 0, -1) of the case

the strength (1, 2, 3) of the case

the relative strength of the case on the continuum
“By =2y =L, O L, 2, 3 (NOTE: there were no cases

with -1 or 1)

the frequency of the relative strengths

the total number of cases for each area category or
specific

B

z z fi" where m is the number of area specifics
j=1 i=1 19 within each area category

the column position

the row position

Continued
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Table 10 (Continued)

%
i AREA CATEGORY AREA SPECIFIC (VxS)y X
| -3 =2 0 2 3
3
1 Labor No specific L 1 0.077
3 Management 1 7 7 4 1.000
g Output/man 2 1 1.000
3 Overhead LW e e v
i Manufacturing : 1 1.500
i Engineering b 1 6 1.818
b Tech. skills 2 1% 1.8
‘ Other 2 __3.000
TOTAL 1 1 32 10 19 1.143
Capital Capital
Turnover 1 2 -1.000
Debt capital 1 3 -0.500
Net book value 1 7 -0.250
Other assets 2 0.0
Operating capi-
tal 2 24 2 0.0
| Inventory 14 0.0
Z ROI 238 22 1%
| No specifics 1 2 15 9  0.741
ﬂ Equity capital L 1 1 0.833
Other 1 1 1.000
Quick assets 2 __3.000
‘ TOTAL 4 6 110 b 16 0.229
% Risk Other 1 1 -1.500
? Cost contracts . - L -0.400

No specifics 3 z . 35 5 7 0.346

Type contract
: (General) 5 1 0.500

Technological 1 & 2 2 2 0D.625

| i Continued




Table 10 (Continued)

AREA CATEGORY AREA SPECIFIC

VxS
: o)i 2

-3 -2

Risk (Cont) Financial

Fixed-price
Contracts

TOTAL

Capital Fixed
Assets TOTAL

ot AR . 08 e SRR MR e T s nd e e

Miscellaneous

TOTAL

Costs

TOTAL

mut OO HH O FIFE W\

Special Taxes

Factors Legal & con-
tractual con-
straints

*Termination
*Renegotiation
Interest pymts.

Cost contracts

*Profit policy
(contractor)

*Market struc-
ture

R&D work
Quality

Overhead
(general)

*FP contract
*Type contract

Production/Mfg.
work

*Profit policy
(Government) 2

Continued




Table 10 (Continued)

R o
— -

AREA CATEGORY AREA SPECIFIC

(VvxS).
5 0.+

X

Special *Performance 6 26 T &,
Factors (Cont) #Vol. of prod.

or sales 2 9 5
Depreciation 3 1
Capital/man 1

—
O

-
W

%2 10 19
oy A © . TR
110 4 216
8% N

iab;r
Risk
Capital
Costs

Capital Fixed
Assets ARGk o S 9 2

o FWn
o O\ HI

factors.?

0.818

0.963
1.125
2.000
1.143
0.580
0.229
0.181

-0.379

*NOTE: Indicates those area specifics that meet the signif-
icant criteria under the area category of special

ing into one classification.

7See page 40.

; | e that the area specifics "return on capital invested,"

The comparability of the area specifics with the
labor area category are indicative of the overall weighted
mean, i.e., the variability of each specific is not unlike
the variability or dispersion of tne weighted mean of the
E area category, specifically area specifics "manufacturing,"
’ "technical skills" and "engineering" are clustered very much

in the same manner that empirically provides a natural group-

The area category capital shows strong clustering
about zero which indicates the cases were mainly undecided

about the particular influence of capital on profit except

D
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"equity capital,"” "no specifics" and "quick assets" tend to

cause the aggregate weighted mean to lean to the positive
side of zero.

The area category risk has a positive tendency with
a little better than a three-to-one ratio accounting for 45

percent of the cases where 55 percent were neutral. Area

specifics "fixed-price contracts," "technological" and
"financial" are clustered on the positive side where "cost-
type contracts" and "other" are negative but insignificant
as far as accounting for only seven percent of the total
cases under risk. The "no specifics” sugcategory accounts
for 52 percent of the total cases under risk and has a posi-

tive weighted mean with a two-to-one ratio (positive cases

3 to negative cases) while 67 percent of the cases in this area

1 subcategory remain neutral.

The newly created area category of capital fixed
assets shows the sample literature is relatively undecided 4
about this area specific's influence on profit since the §

f majority (55 percent) tends to be slightly negative.

Under area category special factors, the area specif-
= ics "renegotiation" and "termination" (see Table 10) are the
i | only definitive subcategories showing a negative influence
: on profit. Also, "profit policy (contractor)" and "market

structure"” have similar dispersions and weighted means.

The subcategories of "type of contract," "profit policy "
. (Government)," "performance" and "volume of production or

- sales" are similarly dispersed with their weighted means g

T
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being comparable and relatively close with a positive ten-

e R

dency. The area specific "fixed-price contracts" is
interesting in that the dispersion shows definitely there
3 is disagreement as to the effect of this determinant on

profit; the standoff settles on neutrality.

Table 10 also displays the area categories' weighted

means and dispersion (except "miscellaneous" and "special
P

Gt R e i

factors" for obvious reasons) to give an indication of the £
aggregate variability of the cases within the major cate-
gories. The labor category is clearly considered an in-
creasing influence on profit. The other four major cate-
gories are not so obvious since there is a wide dispersion.
The weighted means of "capital," "costs" and capital "fixed
assets” tend to be relatively close to zero while "risk"

is mid-range when comparing the weighted averages.

Table 11 shows the number of cases for each strength

classification, the relative strength of each area specific,

frequency distributions of area specifics and the aggregates.
For example, under area category "labor" area specific
"engineering” has 11 cases broken out into three cases with
| . a strength of two and eight cases with a strength of three
X for a total relative strength of 30 which is 19.0 percent of

the area category labor which composes 8.0 percent of the

total. This analysis in conjunction with the previous analy-

g ses is the basis for selection of the primary factors that

|
]
|

influence profit for the proposed Government profit objec-

tive model.
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Table 11
Strength Relationship

S s o ——y

AREA

R

AREA

STRENGTH

UENCY

RELATIVE CUMULATIVE
RELATIVE ppraUENCY FREQUENCY

FREQ
CATEGORY SPECIFIC 1 > 3 STRENGTH (PERCENT) (PERCENT)
Labor No specif-
ics 9 L 30 19.0 19.0
Engineer-
ing 5 B 30 19.0 38.0
Manufac-
turing 2 6 3.8 41.8
Management 18 g 38 24,1 65.9
Overhead TR 23 14.6 80.5
Tech skills R 16 10.0 90.5
Output/man 3 9 5.7 96.2
Other 2 6 38 100.0
*TOTALS 0 31 .32 158 8.0 8.0
Capital No specif-
ics 36 1% 71 21.0 21.0
Quick assts 2 6 1.8 22.8
Inventory 9 5 33 9.8 32.6
Debt captl. 2 2 10 3.0 35.6
Equity
capital 2 b 16 h,7 40.3
ROI 29 15 103 30.5 70.8
Operating
Capital 19 9 65 19.2 90.0
Net book
value ¢k 17 5.0 95.0
Capital
turnover AR 8 2.4 97.4
Other Assts 2 L b 98.6
Other ¢ e | 5 1.4 100,0
TOTALS 0 82 58 1338 17.2 25.2

Continued




Table 11 (Continued)

; AREA AREA STRENGTH RELATIVE RELATIVE CUMULATIVE
CATEGORY SPECIFIC [ REQUENCY grppngry IREQUENCY FREQUENCY
1 1 2 3 (PERCENT) (PERCENT)
Risk No specif-
ics 1 3% 15 118 50.2 50.2
FP con- .
tracts X o 21 8.9 59.1
Cost con-
tracts & <3 13 5.5 6L4.6
Type con-
tract
(general) - LR 14 6.0 70.6
Technolog-
ical 3 5 21 8.9 7945
Financial 15 4 L2 17.9 97.4
Other s 2.6 100.0
TOTALS 163 % 235 11.9 37.1
Capital 46 12 128 100.0 100.0
Fixed
Absete TOTALS Le 12 128 6.5 43,6
2 Costs 60 56 288 100.0 100.0
| TOTALS 60 56 288 14.6 58.2
| |
{ Special Taxes 2 5 19 2.4 2.4 ;
ﬁ Factors Capital/ 3
1 man 1 2 0.3 2.7 &
; Renegotia- 1
tion . S 61 7.6 103 td
Quality 2 4 0.5 10.8 E
Performance 18 37 147 18.4 29.2 f
Type con- j
tract 1 15 15 76 9.5 38.7 |
Overhead
(general) 853 21 2.6 b1.3
Vol. of :
prod. or
sales i2 15 69 8.6 49.9 - T
Continued y
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Table 11 (Continued)

o
——

STRENGTH

RELATIVE CUMULATIVE

AREA AREA RELATIVE
FREQUENCY FREQUENCY FREQUENCY
CATEGORY SPECIFIC 1 2 3 STRENGTH (PERCENT) (PERCENT)
Special Legal &
Factors contractual
(Cont) constraints A 21 2.6 52.5
Interest
payments L 2 14 1.8 54.3
Cost con-=
tracts 1 7 23 2.9 572
FP con-
tracts 10 9 47 5.9 63.1
Profit
olicy
%Gov't) 15 15 75 9.4 72.5
Profit
olicy
Contrac~
tor) 10 16 68 8.5 81.0
Termination 1 G v 51 6.4 87.4
Deprecia-
tion L g 19 2.4 89.8
R&D work b A | 13 1.6 91.4
Production/
Mfg. work L 1 11 1.4 92.8
Market
structure 9 13 Gl e 100.0
TOTALS 2 137 174 798 4o.6 98.8
Miscel- 8 2 22 100.0 100.0
laneous qoparg 8 2z 22 1.2 100.0
GRAND TOTAL 3 427 370 1967 100.0 100.0
*NOTE: The totals are relative to the entire data base.

In analyzing the various frequency distributions,

the central tendencies and the strength relationships of the

A " ety iom 72 811, S ki W A
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cases, several findings were made. Also the sources and

level of the data contributed to significant findings.

Findings

The data gathered in accordance with the sampling
plan outlined in Appendix E reflected a preponderance of
cases from the Government sources which comprised 85.9 per-
cent of the total. The commercial sources did not provide
as much information nor deal with Government profit in
depth. Most of the articles were one or two pages long
while the Government sources usually dealt at length with
the subject for some 150 to 200 pages. This finding is
significant considering the factors identified to develop a
new profit model came from predominantly Government data
sources.

In the initial data analysis the miscellaneous area
category had 127 cases. However, due to similarities of the
attributes 117 of these cases were classified into nine more
area specifics under area category special factors as shown
in Table 3, page 48. These attributes were easily grouped
since the differences among them were only semantic in na-
ture and not mutually exclusive factors as in the case with
the area categories. However, once these new factors had
been classified they represented area specifics as developed

in the content analysis model.8

8

See page 24,

e
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In the initial analysis of the frequency distribu-
tions,two a priori developed area categories of subcontracts
and Govermment support did not meet the criteria test (es-
tablished in Chapter 2) of composing at least five percent
of the total cases.9 In keeping with the criteria test
these area categories were classified as insignificant and
were not considered in developing the new profit objective
model. Since the area categories were mutually exclusive,
they could not be grouped into the area category of mis-
cellaneous which provides no distinguishing factors for the
new model development. Also under area category risk, the
area specific "inventory" did not meet the significance
criteria established for the content analysic model =rd
was therefore eliminated. The elimination of these factors
is discussed further in the corollary findings section of
Chapter 5.

In contrast, two area specifics--capital "fixed
assets" and special factors "cost (including overrun and
underrun)"--passed the 25 percent criteria test for area
specifics and the five percent test for area categories and
were designated as additional area categories.lo These
findings give credibility to the content analysis model and
the criteria test in their ability to identify primary fac-

tors of profit since the cost basis of profits have been

9See Table 2 on page 47.

10See Table 6 on page 5k.
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discussed widely in the literature reviewed and some form
of fixed assets consideration in profit objectives has
been recommended frequently.

The final grouping of the area specifics within area
categories and the central tendency analysis determined the
factors that influence profit (see Tables 8, 9 and 10).
These factors were derived from the pilot study, the actual
data gathering using the content analysis model, initial
analysis, the frequency distribution analysis in conjunction
with the criteria test, the central tendency analysis and
most important the strength relationship analysis.ll

The strength relationships shown in Table 11 have
the greatest potential to identify significant factors of
profit since the semantic differential portion of the content
analysis model set apart the factors which the literature has
determined to influence profit the most. The primary find-
ing from Table 11 is that the area category of capital has
the strongest influence on profit with 17.2 percent of the
strength weightings while costs was second with 14.6 percent
of the strength weightings; the remaining rankings were risk
with 11.9 percent, labor with 8.0 percent and capital fixed
assets with 6.5 percent. Also, the central tendency analy-
sis for capital "fixed assets" shows a dispersion that tends
to give credibility to the arguments set forth in Chapter 1

that the present Government profit model does not attend the

Hsee Figure 2 on page 74.
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needs of a contractor's invested capital or fixed capital

(i.e., land, equipment and facilities). Likewise, using

this same analysis technique for the special factors "pro-
fit policy (contractor)" and "market structure,” the dis-
persion and weighted means are similar (see Table 10) and
may indicate a relationship between a contractor's profit
gaming strategy and the idiosyncrasies of the defense mar-
ket.

Before any conclusions can be made about the data

analysis and findings, the limitations must be considered.

Limitations

There are, of course, many limiting factors associ-

ated with any research data analysis section; the most
significant limitations in this research effort are listed
below.

1. Of the data collected, 85.9 percent came from

Government sources.

2. The data collected through the content analysis
technique was predominantly sophisticated nominal data, i.e.,
the strength and valence combination only allowed the nominal
data to be put on a continuum from'minus three (-3) to plus
three (+3). However, the strength relationships gave ordin-

al level data (i.e., the factors can be ranked) with inter-

val characteristics which allowed weighted rankings.
3. The data was discrete as opposed to continuous

E | § thus limiting the use of many statistical tests.
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4, The data collected did not support two major

categories of the content analysis model (i.e., subcontracts

and Government support).

8 5. Subjective interpretation of the frequency dis-
tributions, central tendency analysis and strength relation-

ships were required to group the primary factors that influ-

ence profit.

Conclusions

Research question number one was answered. The data
analysis and findings identified the significant factors
which affect defense contractors' profit as displayed in
Table 8 and Figure 2. These factors are again analyzed in
Chapter 4 in consonance with the analysis of the strength

relationships to develop the new profit objective model.




MAJOR_CATEGORY

Labor

Capital

Capital Fixed Assets
Risk

Costs (including overrun
and underrun)

Special Factors

SUBCATEGORY

Direct Labor
Management
Overhead

Inventory

ROI

Operating Capital
Net Book Value

Fixed-Price Contracts

Cost Contracts

Type Contract
%general

Technological

Financial

Renegotiation

Performance

Type of Contract

Volume of Production
or Sales

Fixed-Price Contracts

Profit Policy
(Government)

Profit Policy
(Contractor)

Termination

Market Structure

Figure 2. Fundamental Factors That Affect Profit
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Chapter 4
THE NEW MODEL DEVELOPMENT

Overview

The purpose of this chapter is to investigate the
second research question. The significant factors determin-
ing profit are described in the preceeding chapter. 1In
answering the second research question the significant fac-
tors established in the data analysis are used in developing
a new profit objective model. The factors and weightings
used in the new model are described and explained, and a

rationale for incorporation of the factors is provided.

Assumptions

In developing the new profit objective model the
following assumptions were made:

1. The major factors of production, labor and
capital, were necessary elements.

2. A model less dependent on costs was desirable.

3. A model developed on the strength ratings of the
significant profit factors determined in the data analysis
was the most logical approach. The content analysis not
only determined the frequency with which various profit
factors were mentioned but also measured the strength of the

relationship between the factor and profit. The sum of the

75
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strength rating for each factcr was then used to establish
the relative importance among the various factors.

4. The standard for adequacy--the prime rate--is
readily available from the Federal Reserve Bulletin, and
represents the minimum rate of return for investment deci-
sions (18:201).

5. Inputs for the model are readily available from
existing contractor accounting systems.

6. Government forms developed for the "Capital
Employed Method,” DPC 74-1, can be used by contractors to
submit data in a usable format.

7. The new profit objective model will be applicable
to contracts which require contractor cost data (i.e., con-
tracts $100,000 and over).

8. The frequency times strength of the various area
specifics and aggregates for the area categories provides
data with interval characteristics. For the purpose of
developing weightings to be used on the new model the factor
strengths were aggregated and divided to provide relative
weightings. In so doing, each factor in the new model has
a relative weighting that maintains the strength ratings

developed by the content analysis model.

The Model

The new model is essentially a return on investment
model which incorporates a methodology for capitalizing

labor resources. The model is based on providing a fair

return on the contractor resources employed in Government
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! contracting. The model is dependent on costs to the extent
§ of the labor capitalizations. The standard selected to
represent an "adequate" return was the average prime
interest rate for the previous six months. The prime rate

i was selected because this rate is recognized in the busi-

ness world as the minimum return necessary to allow a busi-
i ness access to the capital markets (18:196-7). To have
| access to these capital markets the profits must be "net
profits" and for this reason, the profits calculated are
ad justed for the current tax rate.

The model established a capital base from the labor
and capital categories analyzed as significant in the data
analysis. In terms of weighting based on strength rating,

the factors of capital were three times stronger than the

factors of labor and this relative weighting was maintained

in development of the model. In the content analysis model

E: | both "return on investment" (ROI) and "net boock value" were
| coded whenever they were used in the literature as having a
direct effect on profit. For purposes of the new profit
model, these terms were considered synonymous, and ROI was
% | considered as return on total capital invested (TCI). The
& { other significant factors established by the data analysis
' under the capital area categcry (i.e., "inventory," "operat-

3 ing capital" and "fixed assets") were incorporated as

capital factors in the capital base structure. It might be
(} noted from the data analysis that "fixed assets" met the

criteria for a separate category, but in building the model
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it represented a natural part of TCI and for this reason

"fixed assets" was grouped with the other capital factors
under the title "facilities capital." "Facilities capital”
was identified in the model as land, buildings and equip-
ment.

The other part of the capital base involves the
factors of "direct labor," "management" and "overhead."
The "engineering," "manufacturing" and "technical skills"
were grouped together to form the direct labor pool. Al-
though "technical skills" was a significant subcategory and
"engineering” and "manufacturing" labor were not, the term
"technical skills" was encountered in a general context
where it could apply to either "engineering" or "manufactur-
ing” labor. Tocreate a simple model and circumvent this
definitional problem the subcategory of "direct labor" was
established to cover all labor categories. The other sig-
nificant subcategories of "management" and "overhead" were

incorporated as labor factors in the capital base.




PROFIT MODEL

A. TLABOR CAPITAL FACTORS COST

1. Direct labor
2. Management
3. Overhead
B. OTHER CAPITAL FACTORS

k. Inventory/purchased

parts

5. Operating capital
requirements

6. Facilities capital
a. Land

b. Buildings
c. Equipment
Total Facilities Capital
Total Adjusted Capital Base
Adjustments to average prime rate

Performance -1.0% to + 1.0%
Net adjustments to prime rate

Average Prime Rate + Net Adjustments

Total Adjusted Capital Base)(Adijusted Profit Rate

1 - Tax Rate

Explanation of the Model

The model is designed to provide a contractor doing
business with the Government a "fair" or "adequate" return
on his investment. 1In order to determine adequacy of pro-
fits, a standard must be developed by which the profit objec~
tives can be measured. To receive the adequate profit, a

contractor must meet certain minimum criteria.

will use the average prime rate for the six-month period

WEIGHT

X <57
X OLPB
X .24

y
X 1.0

X 2.0

Ad justed Profiit Rate

_ Target
" Profit

This model

79

ADJUSTED
CAPITAL

BASE

|




prior to negotiations as the profit standard for reasons
described earlier.1 The prime rate data will be obtained
from the most current Federal Reserve Bulletin. The cri-
teria for determining award of the average prime rate are
incorporated into the "risk" and "performance" adjustment
factors. The adjustment factors act as standards against
which decisions are made concerning the application of the
prime rate.

The investment base for this model consists of
"labor" and "other" capital factors. The factors included
in the model represent significant categories established
in the data analysis. Not all significant categories were
incorporated into the model and this fact is discussed
later in the chapter.

The weightings, established for the various factors

of capital, were derived from the relative importance cal-
culated in the data analysis and Government objectives in
contractor motivation. The six weighted factors of capital
were first analyzed to determine the relative strength among
themselves within their area category based on the strength
relationships. For example, in the labor category, "direct
labor," "management" and "overhead" had strength ratings of

52, 38, and 23 respectively (see Table 12). The relative

strength of these ratings to each other was 46 percent,

33.6 percent and 20.4 percent respectively. The total

1

See page 76.
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Table 12
Consolidated Strength Relationships

AREA CATEGORY AREA SPECIFIC STRENGTH

Labor Direct Labor
Management
Overhead
Other

TOTALS

Capital Inventory
Operating Capital
Fixed Assets
Other

TOTALS
Type Contract
Financial

Technological
Other

TOTALS

Performance

AGGREGATE TOTAL

strength rating for all labor cases was 158. The relative

strength of the three labor factors was applied to the total

labor strength base (158) to provide an adjusted weighted

strength rating for each factor "direct labor,"” "management"
and "overhead." Similar calculations were performed on "other
capital factors" (see Table 13). All of the six adjusted
weighted strength factors were summed and each factor was
divided by the sum to determine the overall relative

strengths as follows:
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Table 13
Ad justed Strength Relationships of Model Factors

e —
— B

AREA MODEL RELATIVE , CATEGORY _ SDJUSTED

CATEGORY FACTOR FREQUENCY BASE WEIGHTING
B Labor Direct Labor L6 % 158 73
2 Management 33.6% 158 53
8 Overhead 20.4% 158 32
Capital Inventory 14, 6% L66 68
Operating Cap. 28.8% Lé6 134
Fixed Assets 56.6% Lé6 264

Adjusted Strength Relationships of Model Adjustment Factors

ADJUSTMENT RELATIVE . CATEGORY _ ADJUSTED

X = STRENGTH
E FACTOR FREQUENCY BASE WEIGHTING
% i Risk Type of
E | Contract 73 357 261
F | Financial 18% 357 64
E | Technological 9% 357 32
E Performance (No Subcate- .
gory) 100% 147 147

Direct Labor 12%

Management A

Overhead 5%

Inventory 11%

Operating Capital 21%

Facilities Capital 427
From the above grouping, "operating capital," was
selected as the standard for receiving a 1.0 rating. This
factor was selected because it represents the funds and cur-
rent assets to carry on the business and in the short run is
composed of large amounts of borrowed capital (18:784-8).

The Government does not encourage use of borrowed funds as

4
E
£
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evidenced by the disallowance of interest expense and,
therefore, no premium was placed on this factor. Weightings
for the other factors were computed relative to "operating

capital" and are evidenced in the model (see Table 14).

Table 14
Relative Strength Relationships of Capital Factors

ADJUSTED STRENGTH RELATIVE

CAPITAL FACTORS WEIGHTINGS STRENGTH WEIGHTING
Direct Labor 73 126 + 21% .57
Management 53 9% + 21% 43
Overhead 32 5% + 21% .24
Inventory 68 11% + 21% 52

*Operating Capital 134 21% + 21% 1.00
Facilities Capital 264 L2% + 21% 2.00

*STANDARD-~All other factors weighted relative to the
standard.

The sum of risk and performance at their extreme
ad justment levels can cause a variation of +3.4 percent to
the average prime rate. When the strength ratings of capi-
tal, risk and performance are summed the total is 1128.
Risk and performance represent 45 percent of this total.
The variation of +3.4 percent should represent approximately
40 to 50 percent of the average prime rate. An investiga-
tion of prime rates by month from January 1971 through May
1976, a period of 65 months, indicated an overall average
prime rate of 7.44 percent. A variance of 3.4 percent from

the average represents 45 percent of the rate. For this
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reason the total effect of risk and performance was estab-
lished at 3.4 percent. Risk factors and performance fac-
tors had a total strength rating of 504. The relative
strength of risk factors to performance factors was 2.4:1
(357/147, see Table 12). This relationship was maintained
in the adjustment factors. Within the risk factors, type
of contract, financial, and technological represented 73
percent, 18 percent and 9 percent respectively (see Table
13). These relationships were maintained in the weighting
factors assigned. The rates on risk and performance could
have been tied to the average prime rate on a percentage
basis but this would complicate the model unnecessarily.

In the present WGL model, direct labor factors
engineering and manufacturing are weighted at 12 percent
and 7.5 percent respectively with an average rating. Over-
head for these two factors are weighted at 7.5 percent and
5.5 percent respectively. Management labor is not specific-
ally identified and, of course, no capital factors are in-
cluded. Each factor of cost is given a weighting, and
these weightings are summed and divided by the total cost
base. The contractor's greatest prospect for profit lies
in high labor costs (see Appendix A). The average for CITP
is approximately seven percent as determined by the "Profit
76" studies. The average cost risk and performance factors
are 3.5 percent and .89 percent respectively (7). The
relationship of the CITP, cost risk and performance factors

to each other as a percent is 61 percent, 30 percent and
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eight percent respectively. Selected Factors and Special
Profit Considerations make up another one percent of the
WGL total.

In the new profit objective model, elements of cost
(direct labor, management and overhead) account for only
26 percent of the capital base. 2 Capital factors (inven-
tory, operating capital and facilities capital) make up 74
percent of the capital base. The factors "risk" and "per-
formance" can have a maximum influence of 32 percent and 13
percent respectively. In the new model, however, "risk"
and "performance" are used as standards for determining
adjustments to the prime rate. If adequate risk is assumed
and past performance is satisfactory, these factors have no
effect on the prime rate applied to the profit objective.

In analyzing the data from the content analysis the
special factors area category was expanded from 11 subcate-
gories to 20. Of the twenty subcategories, nine were
evaluated as significant according to the established cri-
teria. Each of the nine significant subcategories was
evaluated for possible inclusion in a practical model with
the following results:

1. Renegotiation--was considered too broad an area

with many factors influencing the need for renegotiation.

These influencing factors are determined after contract com-

pletion and, therefore, provide little help in establishing

2

See page 82.
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profit objectives. This factor was not considered prac-
ticable for inclusion in the model.

2, Performance--was incorporated into the model as
an adjustment factor to the average prime rate.

3. Volume of Production/Sales--there was no appar-
ent application for this factor in the model.

4, Profit Policy (Government)--this factor repre-

- sented Government policy changes and their effect on profit.
These changes may be initiated by the executive or legisla-
tive branches of the Government. The changes are unpredic-
table and genera;ly outside the control of the procuring
agency or the contract and, therefore, this factor was not
used.

5. Profit Policy (Contractor)--this factor included
certain contractor motivations such as company growth, firm
perpetuation, sales maximization, socio/political goals which
tend to override profit maximization in certain short-run
situations. Since these factors are invoked by business
managers in light of the specific business environments, the
Government is not in a position to know or incorporate such
motivations into a profit objective model. Therefore, this
factor was not used.

6. Termination--another factor that is unpredictable
and subject to a myriad of political, economic and technical
considerations., This factor was not considered practicable
for incorporation into the model.

7. Market Structure--was a factor that referred to

several different structures and the effect on resulting
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profits. Many contractors operate simultaneously in dif-
ferent market structures. Additionally, the problem of
identifying the specific boundries between different mar-
ket structures, if possible, would be a complex and uncom-
prehensible task for most procurement personnel. For these
reasons the topic was considered too diffused for inclusion
into the model.

8. Type of Contract/Fixed Price--this factor was
mentioned, without reference to risk, frequently enough to
result in a significant subcategory. Since the only treat-
ment of contract type was established under risk it was con-
sidered logical to incorporate this factor with the fixed-
price risk factor, and this was accomplished.

9. Type of Contract/General--as in Number 8 above,
this factor was incorporated wifh the type of contract
(general) under risk.

10. Costs--this factor was identified as having
major category significance. It was not unexpected that
this factor was identified as affecting profit since cost
was discussed earlier in this research as a major criticism
of the present profit policy. Since one of the objectives
of the research was to develop a profit model less depen-
dent on cost, this factor was not directly incorporated into

the model.
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A tion o Model

The Government objective for total direct labor
cost shall be used in Item 1.7 The individual mix of
labor skills need not be specifically discussed or negotia-
ted. The total number of hours within the labor mix need
not be specifically agfeed upon. The cost used for Item 1
will simply reflect the agreed upon lump sum cost for the
expected direct labor effort.

The management cost (Item 2) shall include all
identified direct charging management costs and the appro-
priate amount of allocated indirect management to be deter-
mined through Administrative Contracting Officer (ACO)
review, Defense Contract Audit Agency (DCAA) review, and
negotiation.

The overhead cost (Item 3) shall include the appro-
priate allocated charges, excluding all management person-
nel, to be determined by the ACO, DCAA and negotiation.

The inventory requirements for the contract shall
be extracted from the DD Form 1858 or DD Form 1859. The
forms were developed for the capital employed method and are
incorporated and described in DPC 74-1.

The procedures developed in the Capital Employed
Method, DPC 74-1, for reporting and estimating elements

of capital are extracted for use in this model where

3See page 79.
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appropriate. The following paragraphs describe the operat-
ing capital and fixed assets factors of the model.

The amount entered under operating capital (Item 5)
shall include the net current assets necessary for financ-
ing the performance of Federal Government contracts, less
those assets identified for inventory and purchased parts.

« + » The Operating Capital estimate for a proposed
contract action shall be derived from the historical
accounting data of a Profit Center unless one of the
following conditions exist:

(i) the Profit Center has no negotiated con-
tract experience for the last completed
contractor fiscal year, for the contract
type (either cost type or fixed price
type) to be used; or

(ii) the average annual estimated cost of the
contract is greater than 50% of the Profit
Center's annual cost incurred for that
contract type (gost or fixed price) in the
last completed fiscal year; or

(iii) the Profit Center was during the last com-

pleted fiscal year, transferred from one
DoD component to another for contract ad-
ministration cognizance and/or payment
action.

When any of the above conditions exists, the con-

tractor shall be required to project operating

capital requirements.

a. t Data Method.

« DD Form 1858 "Profit Center Historical
Operating Capital" shall be utilized by contractors
to report the required account average balances re-
corded in the Profit Center's historical accounting
records separately for cost type and fixed price
type contracts for both prime and subcontract Fed-
eral Government business. This financial data shall
include transactions attributable to all Government.
subcontracts being performed by the Profit Center.

2. Section I of DD Form 1858 will normally
be completed by a contractor annually, within 60
days following the close of the contractor's last
completed fiscal year, and shall be used by all DoD
procurement activities to estimate operating capi-
tal requirements for the entire performance period
of a contemplated contract action. Section II of
DD [Form] 1858 shall be completed by the Contract-
ing Officer using his own cost objectives at the
time of the pre-negotiation profit evaluation. For
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definitization of a letter contract, the latest
complete contractor fiscal year available at the
time the definitive contract is negotiated shall
be used to estimate the Operating Capital require-
ments for the entire performance period of the

contract.

3. Annual costs incurred are to be reported
separately for cost and fixed price type contracts.
Annual costs incurred are the total costs allowed or

allowable under ASPR Section XV, Part 2.

4, All Federal Government work shall be in-
cluded in calculating the amounts reported on DD
Form 1858.

b. Projected Method. When it is necessary that
Operating Capital requirements be estimated on an
individual contract projection basis . . . the con-
tractor shall complete DD Form 1859 "Contract Average
Operating Capital Projection" in lieu of DD Form
1858. This method estimates the Operating Capital
requirements on the basis of the cost incurrence,
delivery, and payment schedules anticipated for an
individual contract action. Consequently, contract
Operating Capital estimates on DD Form 1859 shall
be consistent with other related proposal data for
that contract and, to a large degree, should be a
by-product of this data. Justification for using
this alternative method of estimating a contract's
Operating Capital requirements shall be furnished
with the DD Form 1859 as part of the proposal
package [28:10-11].

The section of DPC 74-1, Capital Employed Method,
dealing with facilities capital, is with minor adjustments,
completely adequate for use with the new model. The follow-
ing is a replication of the DPC 74-1 Capital Employed
Method, Facilities capital section, with the minor modifi-
cations incorporated:

Facilities capital shall include] . . . land,
buildings, machinery, equipment, vehicles. tools,
patterns and dies, furniture and fixtures, and
similar capitalized property having a physical or
bodily substance. All reported Facilities Capital
shall be classified into one of the categories as
described below:

(i) Land - Includes non-depreciable real es-
tate and related non-depreciable im-
provements and property rights, including
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land leasehold improvements that are sub-
ject to amortization.

(ii) Buildings - Includes depreciable real
estate and related depreciable improve-
ments, including building leasehold
improvements that are subject to amorti-
zation. !

(iii) Egquipment - Includes all reported Facili-
ties Capital other than that classified
as Land or Buildings, including all
improvements not included in (i) or (ii)
above that are subject to amortization.

b. The estimate of Facilities Capital to be
employed in the performance of a proposed contract
action is derived from "Overall Profit Center"
facilities capital data projected by the contrac-
tor.

¢. DD Form 1860 "Profit Center Facilities
Capital Projection" shall be used by the contrac-
tor to project estimated book values of fixed
assets to be employed by a Profit Center in the
conduct of all its business, including non-Federal
Government work. A separate Form 1860 shall be
prepared for each contractor fiscal year during
which Government contract performance is antici-
pated. Regardless of whether a contractor sub-
mits operating capital data on DD F- 1858 or
1859, DD Form 1860 shall be used for Facilities

- Capital projections. Submission of Forms 1858

and 1860 will be initiated under the same circum-
stances as Forward Pricing Rate Agreements (see
[ASPR] 3-807.12(b)), and will normally be sub-
mitted and evaluated as complementary documents
and procedures. If this procedure is not applic-
able, submissions may be made annually or with
individual contract pricing proposals, as agreed
to by the contractor and tne cognizant ACO.

d. Facilities Capital to be reported for
this purpose shall include only those tangible
fixed assets (i) used in the regular business
activities of a Profit Center, (ii) not intended
for sale, (iii) capitalized on the books in
accordance with the contractor's accepted ac-

.counting system, and (iv) that, except for land,

are subject to an allowable depreciation or
amortization expense in accordance with the con-
tractor's accepted accounting system. Leasehold
improvements (as distinguished from the lessor's
real or personal property) and ADP [Automated
Data Processing]| system software that meet the
criteria of (?? through (iv) above shail be re-

ported as Facilities Capital. All other re-
corded intangible fixed assets, either subject
to amortization (e.g., patents, copyrights,
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franchises), or not subject to amortization
(e.g., goodwill, trademarks) shall not be re-
ported as Facilities Capital.

e. Facilities Capital is the total net book
values of: (i) all contractor-owned fixed assets
recorded on the books of the Profit Center, (ii)
all leased fixed assets, under control of the
Profit Center, when constructive costs of owner-
ship of such fixed assets have been allowed in
lieu of rental costs, and (iii) an allocable
share of general purpose assets of the nature of
(i) and (ii) above which are held, or controlled
by the corporation outside the Profit Center.

Net book values reported for each year are after
amortization and depreciation allowable under
Section XV, Part 2, and are the average of the
beginning and ending final year balances. The
reported net book values of facilities available
to a contractor for less than a full fiscal year's
depreciation, or amortization should be reported
on an annualized basis.

f. The projection of facilities (land, build-
ings, and equipment) book values and overhead allo-
cation bases is an integral part of a contractor's
overhead rate forecasting process. Therefore, pro-
Jections of Facilities Capital data and allocation
bases on DD Form 1860 shall be consistent with the
data base used by a contractor for overhead rate
forecasting. For example, net book values of fixed
assets reported on DD Form 1860 shall be the same
values that generate related depreciation expenses
in projected overhead pools, and the Facilities
Capital allocation bases shall be reconcilable
with the bases projected for overhead rate pricing
purposes.

g. If a Forward Pricing Rate Agreement for
overhead rates has been negotiated, the inclusion
or exclusion of net book value for . . . [the pro-
fit model] determinations shall be consistent with
the allowability or unallowability of costs gener-
ated by those facilities, for overhead and pricing
purposes. For example, if costs of excess facili-
ties have been disallowed in forward pricing rates,
the value of those same facilities shall be ex-
cluded from the capital base. The file shall con-
tain similar information relative to the overhead
and Facilities Capital allocation bases. When
audited overhead data are used for contract pric-
ing, both the audit report recommendations and
subsequent contract pricing negotiations shall
treat the facilities values and allocation bases
reported on DD Form 1860, and the related facili-
ties expenses and bases contained in the overhead
rate(s) proposal on a consistent basis. :




h. 1In either of the above methods for allo-
cating indirect expenses to individual contracts,
overhead rates often are arrived at on an "overall"
basis, i.e., without settlement of individual ele-
ments of the overhead cost proposal. Under such
circumstances it will be necessary, when establish-
ing a contract profit objective, for the Government
negotiators to estimate any ad justments to the pro-
posed Facilities Capital data considered appro-
priate. Also, when an advance agreement covering
the cost of idle facilities or idle capacity exists
for a contractor Profit Center, the fixed asset
values reported on DD Form 1860 shall be consistent
with the provisions of such agreement.

i. Leased property is a special case. If
full rental costs have been accepted in overhead
pools, no capitalized value shall be recognized.

If rental costs have been limited to the construc-
tive cost of ownership, the constructive value of
the leased property shall be recognized. When
contractors enter into a long-term lease of proper-
ty whereby the conditions of such lease require
the advance payment by the tenant to the lessor of
the total rental amount for the cumulative term of
the lease, such prepaid rental payments made by
the contractor under a long-term lease shall be
treated similarly to contractor-owned fixed assets
and a capitalized value of the prepayment shall be
included in the category of "Leased Property" on
the DD Form 1860, provided that the lease_payments
are otherwise considered allowable under [ASPR]
Section XV. The capitalized value reported for
each year shall be the average of the prepaid
lease account for the year, except when such leased
facilities were available for only a portion of the
year; in those circumstances, an annualized (see e.
above) prepayment amount shall be reported. In the
event any leased fixed assets are included as Fa-
cilities Capital, a separate attachment to DD Form
1860 shall show the following information:

(1) Description of the asset

(ii) 1Initial valuation of leased property and

basis for value

(iii) Amortization Schedule
(ivg Net book value included on DD Form 1860

(v) 1Identification of Government authority
and date when determination was made to
allow only the constructive cost of
ownership for the asset, in lieu of full
lease or rental costs. (Not applicable
in case of prepaid leases.) :

Jd. A Profit Center is defined for this purpos
as the lowest accounting level (e.g., division,
plant, product line) for which the balance sheet
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items of accounts receivable, inventory, accounts
payable, and tangible fixed assets (land, build-
ings and equipment) are available.

k. A Productive Burden Center is the account-
ing level within a Profit Center for which over-
head rates are calculated for distribution of in-
direct costs. The Productive Burden Center structure
listed on DD Form 1860 shall be compatible with that
used for pricing purposes on the contractor's cost
proposal (DD Form 633). DD Form 1860 shall include
all Productive Burden Centers in the Profit Center,
without regard to the proportions of Government and
commercial business involved. Contractors utilize
various methods of overhead pooling and distribution
bases, sometimes with multiple allocations between
pools. When an elaborate overhead allocation sys-
tem is utilized, or when there are a large number of
Productive Burden Centers within a Profit Center,
contractors are encouraged to consolidate and simpli-
fy allocation of Facilities Capital to a limited
number of allocation bases. However, any consoli-
dated structure used shall be compatible with the
contractor's cost breakdown, so that consolidated
Facilities Factors can be equitably applied to
a r§priate contract allocation bases (see DD Form
1861).

l. Service or support centers are cost centers
for the collection of costs for performing specific
functional services, e.g., data processing center,
plant services, administrative services, or wind
tunnel facility. The fixed asset values of service
or support centers whose costs are allocated to con-
tracts through a G&A expense rate may be treated
similarly to a Productive Burden Center or handled
in accordance with the "undistributed” definition
below. When service or support center costs are
occasionally charged direct to customers on a use
charge basis, e.g., computer direct charge, the
fixed asset values shall be handled similarly to a
Productive Burden Center as defined above.

m. Distributed Facilities is the net book
value of all fixed assets that are identified in the
plant records as wholly assifgeg to _a Productive
Burden Center. Such identification usually results

n related charges (e.g., depreciation of taxes)
direct to the using burden center. When some costs
of a service or support center are charged direct
to customers on a "use charge" basis (e.g., computer
center), the assets of such center shall be alloca-
ted between "distributed” and "undistributed" assets
in the ratio that the service or support center
direct charges bear to the indirect charges.
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n. Undistributed Facilities is the net book
value of all fixed assets which are not specific-
ally assigned to a Productive Burden Center (e.g.,
housekeeping and general service equipment, land,
or general plant buildings), and that portion of
corporate fixed assets that are allocable to the
Profit Center (e.g., general office equipment,
corporate headquarters, and land). Undistributed
assets are allocated to Productive Burden Centers
on any reasonable basis that approximates the
actual absorption of the related costs of such
assets.

o. Allocation Bases are the direct input
bases (e.g., direct labor dollars, direct labor
hours, direct material dollars or machine hours)
projected to be incurred in or by each Produc-
tive Burden Center (including service or support
centers) for the purpose of allocating overhead
costs or use charges. As stated in paragraph f.
atove, the estimated allocation base projected
for the . . . [profit model] computation shall
be consistent with the base projected for estimat-
ing overhead expense rates of each burden center.
In addition, when a Productive Burden Center
allocation base estimated for overhead rate pur-
poses normally includes the efforts to be expended
in the accomplishment of IR&D [Independent Re-
search & Development ] and B&P [Bid & Proposal ]
tasks, the allocation base for this profit on
capital computation shall exclude such efforts.
Such allocation base exclusions (e.g., engineer-
ing direct labor dollars, model shop direct labor
hours) shall be consistent with the estimated
amounts of these bases used in establishing the
allowable costs under either an advance agreement
or a formula computation [28:11-15].

Line seven (7) through ten (10) of the DD Form 1861 need not
be completed. The individual totals from line six (6) (DD
Form 1861), land, buildings, equipment, shall be entered on
lines six a (6a), six b (6b) and six ¢ (6c) of the model.
After the total adjusted capital base has been
established, the next consideration is adjustments to the
average prime rate. Of the two adjusting factors, risk
shall be determined first. The total adjustment attributed

to risk factors ranges from -2.4 percent to +2.4 percent.

i ol
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Of this total the type of contract would account for 1.8
percent in either direction, plus or minus. The following
contracts and weightings are suggested as a guide but the PCO
may consider other factors in selecting the final weight:

FFP . . . . . . . . L . L] . . . . . +l.u to l.%

FPI---Cost + Performance +
Schedule Incentives . . . . . +1.0 to 1.4%

FPI---Cost + Performance or

Schedule Incentives . . . . . + .5 to 1.0%
FPI--"COSt Only W e e e e e e 0 tO 05%
CPIF--Cost + Performance +

Schedule Incentives . . . . . - .5 to +.5%

CPIF--Cost + Pertormance or
Schedule Incentives . . . . . -1.0 to -.5%

CPIF--Cost Incentives Only . . . . -1.4 to -1.0%
CPFF e o e . . e o o e o « o 8 . -ln8 to "'1-’"%

Financial risk could account for .4 percent in
either direction, plus or minus. Factors affecting a nega-
tive rating would include amount of Government equipment and
facilities provided, progress payments, and other Government
financial assistance. Factors affecting a positive rating
would be lack of progress payments, lack of borrowing and
reasonableness of cost estimates.

Technological risk could account for .2 percent in
either direction, plus or minus. Factors affecting this
rating would be evaluated in a continuum of technological
requirements. At the end of the continuum receiving a +.2
percent would be the situation where the contfact involves
or requires a breakthrough in the state-of-the-art. At the

other end of the continuum would be the contract for "off-

the-shelf" items.
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The second adjusting factor is performance. This
factor has a range of -1.0 to +1.0 percent and is based on
the historical performance of the contractor on Government
contracts. If the contractor is new to Government contract-
i ing a rating of zero (0) would be used. The contractor's
past performance would be evaluated on the basis of

1. Compliance with contract clauses,

St AR s e M

2. Cost efficiency,

3. Timely deliveries, and

4, Quality of product.
The rating to be applied is based on judgment and should re-
ward a contractor for exceptional performance and penalize

for poor performance.

At this time the net adjustment factor is either

added to or subtracted from the average prime rate resulting
in the adjusted profit rate. The contractor's current tax
rate is determined after which all necessary components are 3

available for determining the target profit rate.

Benefits

; The new model attempts to provide profits on a basis

b | understood and used by fhe.commercial market. Return on

&
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investment (ROI) is used in many businesses as a measure of
@ ] g profit performance. In the commercial approach, ROI does
4 not consider the various elements of labor and management in ;
the specific calculations. In the commercial application of

ROI, the elements of labor and management are considered as
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expense factors necessary to utilize the productive capacity
of capital. The WGL model covers the other extreme by pro-
viding profit based primarily on the elements of labor and
management. The new model expands the capital base to in-
clude the two most important and fundamental factors of
production, capital and labor.

In past years the number of firms competing for
Government contracts has been decreasing. The profits of
those firms doing business with the Government has also been
on the decline.u The Government has stated in ASPR that the
prime motivation of contractors is profit (27:3:139).
Therefore, one might conclude that at least part of the rea-
son for the decline in the number of Government contractors
is the perception that better profit opportunities lie out-
side Government contracting.

The new model should provide the contractor with a
fair return on his investment. With a capital base consist-
ing of labor and capital, the return provided should general-
ly exceed the commercial standards. As industries perceive
better profit opportunities in Government work an increase
in competition should evolve. With an increase in competi-
tion, the laws of economics indicate a more equitable price
will be approached. This profit model may provide a con-
tractor with greater returns than the WGL model but if it

increases competition, studies have shown that up to 25

uSee page 3.
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percent reduction in costs may be possible. For example, ﬁ
in 1971, a GAO report concluded that on a sample of 54 con-
tracgy awarded noncompetitively, nearly eight million dol-

lars could have been saved by using competitive procedures
(lu’ 256) .

S I G N S TP T, R

tations of Applicatio
To use this model several changes would be required

; to existing procedures for proposing and negotiating con-

tracts. First, the contractor would have to break his

i A s

management personnel out of the overhead base and propose
both direct and allocated management as a separate item.
The overhead pool would have to exclude all such identified

management personnel. Second, the contractor should be re-

quired to submit a risk assessment with his proposal to in-
g clude financial and technical risk considerations. Third,
it will be necessary to negotiate the total adjusted capital
base and the adjustment factors. Fourth, the appropriate DD
Forms 1858, 1859, 1860 and 18§1 would have to be submitted ;

for operating capital and facilities capital considerations.5 }
q
With the variations in the prime rate it is entirely f

possible that on cost-type contracts the profit objective

determined by the model may exceed statutory limits. In
such cases the law, of course, must be adhered to but the

model would then provide the contractor with the maximum

profit allowed by law.

5See Appendices G through J.
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The costs of implementing this model would be mini-
mal from an administrative standpoint. The forms for re-
porting operating capital and fixed assets are already in
existence. The contractor's cost proposal submitted on DD

Form 6336

would not have to be altered. The backup for the
DD Form 633, however, would have to identify the direct
management personnel and the indirect management personnel
separated from the general overhead pool. This information
should be readily available from the contractor's account-
ing records. The Government costs would only involve
printing up the new model format. Any significant increased
costs resulting from this model would be attributable to the
expected increased profits provided.

This model is applicable for use in contracts of
$100,000 and over.’ Contracts of this dollar value require
that the contractor submit cost or pricing data and certify
that the data submitted was accurate, complete and current
(27:3:124). For proper application of the model it is
necessary to have detailed information on contractor capital
factors. The amount of information required would not be

Justified for contracts below $100,000.

Co ons
In answering the second research question, a new

profit model was developed. This new model incorporated

6See Appendix K.

"See Assumption 7 on page 76.
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many of the significant factors of profit determined in the

data analysis. The new model has been developed using a

variation of the return-on-investment technique. The in-
vestment base consists of labor and capital, and the stan-
dard set for normal profits is the average prime interest
rate. This rate is adjusted up or down in accordance with a
risk and performance criteria. The intent of the model is

to provide.an "adequate" net profit, and for this reason

the final target profit rate is adjusted for the company's
tax rate. The new model is expected to provide more adequate
profits than the existing WGL model and thereby stimulate and
promote a highly competitive defense market.




Chapter 5

SUMMARIES, CONCLUSIONS AND RECOMMENDATIONS

Summary of Assumptions

The following assumptions were made throughout the
conduct of this research:

1. Adequate data exists to determine the primary
factors of profit.

2. The relevant market (defense industry) of this
research is noncompetitive.

3. The primary factors affecting profit have not
changed significantly over the last 15 years.

4. The demand curve for the relevant market of this
research is highly inelastic. '

5. Some primary factors affecting profit may not be
measurably consistent with a new profit objective model de-
velopment requirements.

6. All defense contractors are entitled to adequate

profit.

7. The data level will not support parametric test-
ing.

8. Defense contractors are unwilling to publish
material concerning their profit policy because of apathy,
contractor policy, proprietary information concerning profit

102
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structure or the contractors' actual satisfaction with the | 3
present Government profit policy. | 4

9. The major factors of production--labor and

capital-~-were necessary elements in the development of the

new profit objective model. 1 |

2

10. A major consideration and desirable characteris-~

e B AR . N N I R T AN A S TR P e R IS T gt -7 e

tic given to the development of the new profit objective
model was less dependence on cost.

11. The most logical approach in developing the new
profit objective model was to use the strength relationships

of the factors identified during the data analysis phase of

e o g

this research.

e

oo e

12. The standard for adequacy~-the prime rate--is
readily available from the Federal Reserve Bulletin, and
represents the minimum rate of return for investment deci-

éions (18:201). %;}

b 13. Inputs for the model are readily available from g%
3 i
1 existing contractor accounting systems.
14, Government forms developed for the "Capital Em-

? ployed Method," DPC 74-1, can be used by contractors to sub-
i, mit data in a usable format.
1”, 15. The new profit objective model will be applicable
ng : to ceontracts which require contractor cost data (i.e., con-
2 tracts $100,000 and over).

I 16. The frequency times strength of the various area

f specifics and aggregates for the area categories provides

data with interval characteristics. For the purpose of i
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developing weightings to be used in the new model the factor
strengths were aggregated and divided to provide relative
weightings. In so doing, each factor in the new model has a
relative weighting that maintains the strength ratings de-
veloped by the content analysis model.

Summary of Limitations
During the course of this research it was evident

that certain limitations were inherent beginning with the
research methodology through the new model development as
follows: '

lil The new profit objective model may be limited in
application.

2. Conclusions of this research effort were limited
to the essence of the research questions.

3. Interpretation and analysis of the data was
limited by the data sources and the random sample selected.

4. The new profit objective model requires additional

contractor cost information as explained in Chapter 4.
5. Of the data collected, 85.9 percent came from
Government sources, since there was a lack of commercial

literature.

6. The data collected through the content analysis
technique was nominal when strength and valence were applied
and ordinal with interval characteristics when strength and

frequency were applied.

7. The data was discrete as opposed to continuous

thus limiting use of any statistical tests.

g
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8. The data collected did not support two major
categories of the content analysis model (i.e., subcontracts
and Government support).

9. Subjective interpretations of the frequency dis-
tributions, central tendency analysis and strength relation-
ships were required to group the primary factors that in-
fluence profit.

10. Several changes are required to existing pro-
cedures for proposing and negotiationg contracts.l
| 11l. The new profit objective model is dependent on

the average priﬁe interest rate. Under cost-type contracts
profit determined by the new model is constrained, of course,
by statutory limitations.

12. The model is applicable for use in contracts of
$100,000 and over. Contracts of this dollar value require
that the contractor submit cost or pricing data and certify

that the data submitted was accurate, complete and current.

Summary of Conclusions

In summary, this research effort has attempted to add
to the body of knowledge of profits of defense contractors by
impartially gathering data from Government and commercial
sources through a relatively new behavioral technique of se-
mantic differential content analysis to systematically identi-
fy determinants of profit. These determinants were analyzed
to determine relationships, strength and influences on profit

1800 page 99.
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for use in developing a new profit objective model. This
rigorous data analysis and model development effort provided
a new profit objective model that is based on a contractor's
capital employed providing net profit after taxes, therefore,
satisfying both research questions.

There are many beneficial aspects of the new profit
objective model, one being the fact that the new model based
on capital employed provides a basis of profit consideration
commensurate with the commercial or nondefense market. With
the emphasis on capital employment including labor and reali-
zation of adequate profit comparable to the commercial market,
the DoD goal of increased ¢ompetition can be met with actual
overall cost savi.ngs..2

In retrospect, although the data gathering technique
of content analysis was a worthwhile learning experience, it
did not provide data on which useful nonparametric or para-
metric statistical analysis could be conducted. The zemantic
differential portion of the content analysis provided ordinal
data with interval characteristics which allowed development
of the profit model.

o c (o)
Associated conclusions of this research also provide
valuable lessions learned. For example, the semantic differ-
ential content analysis produces a bias towards the data

sources with the greatest length (i.e., in this research 86

2

See pages 98 and 99.
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percent of the data came from Government sources although
the sampling plan selected the sources on a 50/50 basis).
The fact that the major categories of subcontracts and
Government support were found to be insignificant in accord-
ance with the established criteria test was due to the con-
struction of the content analysis model. The model required
the attributes to be directly related to profit within the
unit of record.3 Both of these major categories were dis-
cussed in the literature but only in an indirect manner to
profit or usually directly in relation to financial and tech-
nical risk assessments. Since these discussions avoided a
direct reference to profit there was no data hit. These les~
sons learned are concomitant with any assumptions and tech-
niques used as a follow-on effort to this research for

replication and validation of the new profit objective model.

Recommendations

It is obvious that follow-on research is required to
validate the new profit objective model and perhaps compare
its ability to provide adequate profit to the WGL method.

The most promising immediate approach is to simulate randomly
generated cost figures for proposals on major weapons systems
using the new profit objective model and compare the results
(1) against the present WGL model and (2) against the commer-
cial averages on ROI. In validating the model, consideration
should be given to the size of the company and the amount of

Isee page 26.
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financial leverage exercised. This investigation may lead
to sophistication of the financial risk area. Various for-
mats for risk assessment should be evaluated to determine
what kind of format is feasible for the contractor and mean-
ingful to the Government. Once the model has been validated
through several iterations of the simulation, a "real world"
test would be appropriate.

In comparing the new model to the present Government
WGL model or even the forthcoming "Profit 76" model, actual
data could be obtained from several program offices of major
weapon systems within the Aeronautical Systems Division of
Air Force Systems Command, Wright-Patterson AFB, Ohio, and
used to idéntify thé going-in profit objectives. A measure
of effectiveness could be obtained by converting the data
from the WGL model for incorporation into the new profit
objective model and evaluating the adequacy of profits for
defense contractors between the two models. A corollary
recommendation is to verify the fundamental factors of profit
(see Figure 2, page 74) using the DELPHI Technique and/or
questionnaires to provide an equal amount of data from
Government and commercial sources at a level that can be

statistically analyzed.

Summary

This research effort began investigating the Govern-
ment's profit policy of the last several decades to the
present. During this era profit was awarded on the basis of
precedent and the present cost-based WGL technique. Two

it nCRA il sk o i L i e st i
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objectives of this study were to determine the fundamental
factors which influence profit and using as many of those
factors as practicable develop a new profit objective model.

A research methodology was designed to collect data using a
semantic differential content analysis model to identify the
primary factors affecting profit. These determinants were
analyzed for incorporation into the new prefit objective model
that is designed to provide adequate profit, based on the

primary factors of production--labor and capital--for Govern-

ment contractors.
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APPENDIX A

Weignted Guidelines Model

Profit Factors Weighted Ranges

CONTRACTOR'S INPUT TO TOTAL PERFORMANCE .3
Direct Materials :

Purchased Payts . « « «'v » ¢« s n.a»» 1T %5 &8

Subcontracted Items . . « « « « » « » . 1 to 5%

Other Materiale « s o <« v o o n n o' o1 50 45 :
Engineering 1abor . « » i s o v o o’s e e 356 496 1
Engineering Overhead . .« . « « ¢« « o« « « « 6 to 9%

Papufacturing Tabox o i v v e v.s s v w-s B ko B
Manufacturing Overhead . . . PR PGS B . 1
General and Administrative Ekpens B e i B 3

CONTRACTOR'S ASSUMPTION OF CONTRACT 1
COST RISK L ] L] o L ] . @ L] L] - L] L ] . L] L] - - . = 7% 4
Type of Contract
Reasonableness of Cost Estimate
Difficulty of Contract Task
RECORD OF CONTRACTOR'S PERFORMANCE . . . . . . =2 to +2%
Small Business Participation
Management
Cost Efficiency
k| Reliability of Cost Estimates
] Value Engineering Accomplishments
] Timely Deliveries
Quality of Product
Inventive and Development Contributions
Labor Surplus Area Participation '
SHJECTED FACTORS e @ e e e o & o o e o o ° e o "'2 to +2%
Source of Resources
| Government or Contractor Source of
Financial and Material Resources
,] Special Achievement
{ Other
{
|

SPECIAL PROFIT CONSIDERATION—-ASPR 3-808.6

o
ct
o

(SOURCE: Armed Services Procurement Regulation, 3.808.4)
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APPENDIX B

Strength List--Strong

The following words or phrases are examples of a strong rela-
tionship between the attribute and profit:

most common indicator

most often used

most meaningful

cannot permit

requires

explicit percent (at least
5%)

direct factors

actual equation relating
profit and attributes

direct or inverse relation

excess profit taxes

directly

are determined

not intended to be

key reasons

most serious problem

substantial inputs of

very high

is limited by

entirely

positive correlation
between

must earn

it is important

dependent upon

is no higher than

can (will) produce

indicate a statistical
significant rela-
tionship

is defined (determined)
by
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APPENDIX C

Strength List--Weak

The following words or phrases are examples of a weak rela-
tionship between the attribute and profit:

also affect

has lost a chance

opportunities for increasing

should continue to be

should be included

should be

monotone decreasing relation

functional relationship--as
in a curve or graph

may (not) be a (measure)
correspondence between

special interest attaches to
the relation between

a difference associated with

may be uniformly higher or
lower

no necessary inverse relation

relationship between

may provide

in general, was to be

with particular regard
to

has been largely
responsible for

creates some

it is possible

would amount to

using small amounts of

relatively low

spread of profits

it is usual to expect

based on

likelihood of achiev-
ing

accomplishes

principally in relation
to

implies




APPENDIX D

ATTRIBUTE/FACTOR WEIGHT AND
FREQUENCY DISTRIBUTION
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APPENDIX E

Sampling Plan

NUMBER OF COMMERCIAL SOURCES

FﬁjB 3 196211963 14 1969|1970 " 4 1
3 14 13

NUMBER OF GOVERNMENT SOURCES

The total number of data sources selected equals the sum of
the number of data sources chosen per interval period for
both the commercial and Government publishing sections
[i.e.y, ( 3+ 14 +13) + ( 3 + 14 + 13) = 60].
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DATA SOURCES
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Government Sources
Identification

APPENDIX F

DATA SOURCES

1958 through 1962

AD 663394 LD 07634A LD 05447
1963 through 1969

1D 08722 AD 863848 AD 824828L

AD 681118 AD 680330 AD 664701

AD 661554 AD 660388 AD 659731

AD 472955 LD 33256A 1D 10089

LD 25105

RAND RM-6183-PR "Impact of WGL on Defense

Fees" Dec 1969
1970 through 1975

Contract

3 AD A011221 AD 766612 AD 741411

i AD 731764 AD 703303 LD 323044

j LD 32879A LD 25952A LD 28667

4 LD 34363A LD 34153A AD 738463
LD 32352A

(NOTE: Alphanumeric codes indicate sources may be

acquired from DDC and DLSIE)

Commercial Sources
Identification
1958 through 1962
Iron Age 189:156-9 May 3, '62
Aviation Wk 76:28 Jan 8, '62
Time 79:81-2 Apr 27, '62

1963 through 1969 A5

Harva;d gsns R. ula%t6-27 Mar '63 rﬁsxgﬁ\
Duns R. 83131 Apr ' AR
J. Finance 19:16-31 Mar '64 “?Q,Qﬁgwﬁﬁﬁ&s
Fortune 71:304 Apr '65 Q W fr-»&;:.'é

‘1

3

J. Finance 18:1637-46 Dec '63 LR "
Vital Speeche; 32:381-4 Apr '66 “Rxﬁﬁgy\sgggu
AN
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Fin. Analysts J. 22:88-95 Mar '66
Read Digest 90:177-80 Feb '67
Economists 220:1057 Sep 10 '66
New Repub. 161:15-18 Dec 20 '69
Aviation Wk 88:25 Feb 12 '68

New Republic 159:19-21 Aug 17 '68
Mich Bsns R. 19:1-6 Jul '67
Nation 208:113-15 Jan 27 '69

1970 through 1975

QR Econ & Bsns 10:15-26 Summer '70

Mgt Acctg 52:17-20 Feb '71

J. Finance 26:1067-75 Dec '71

Res Mgmt 15:58-63 May '72

Conf. Bd. Rec. 9:49-58 Dec '72

Fin. Exec. 43:44-5 Nov '75

Duns 98:11 Nov '71

U.S. News 71:34-6 Nov 1 '71

Review Sat R 54:29-30 Jun 5 '71

Harvard Bsns R. 52:137-45 Mar '74

Harvard Bsns R. 53:97-106 Jan '75

Aerospace Industries Association of America (AIAA)-
"Risk Elements in Government Contracting" Oct '70

Aerospace Industries Association of America (AIAA)-
"Aerospace Profits vs Risks" Jan '71
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APPENDIX G

PROFIT CENTER HISTORICAL OPERATING CAPITAL

COuTRAC TORT PIBCAL YEAR En0ED
PROPIT CENTRA: :
aoonsss:
SECTION |
CONTRACT TYPL
GROIS OPERATING CABITAL REQUINED
€ PIRED PRICE COIT AEIMOUARIEMENT
N 0
AVERAGE ACCOUNTS AECEN ASLE
T
AVZRAGE GROSS InvTNTORY
LE3S PROGRESS PAYMENTS, ADVANGES, I *
ATINGUASEMENTS AND OTHER CREDITS
P 0 0]
AVERAGE NET INVENTORY INVESTUENT S
Fom 0 3
AVERAGE COGNTRACT INVESTMENT i
3 T
ANNUAL COSTS INCUARED (By Cenwreer Typw)
GMOSS OPERATING CAPITAL 1. = N
EMPLOTED FACTORS e . .
FINANCING BY TRADE ACCOUNTS PAYASLE TOTAL PROPIT CENTER oy mur
S 0
AVERAGE TRAOE ACCOUNTS PAYASLE
< ) w
ANNUAL COS™S INCURRED o
g 3 7
ACCOUNTS PAYASLE FINANCING PACTOR Ch A .
NET OBERATING CAPMTAL
bl ool PixED PRICE COST REIMBURSEMENT
FIAED PRICE CONTRACTS n-Tos
COST REIMBURSARLE CONTRACTS NeT &S
SECTION N
RFP/CONTRACT PIlN NUNSER CONTRACT TYPE
CONTRACT OPERATING CAPITAL
(Complate lar saeh Procsromront Action)
ConTRACT NET OPERATING €sTINATED
PERFORMING PRCFIT CENTERS £5Ti MATED CAPITAL EMPLOYED | OPEAATING CARTAL
osTs nEQuInED
- x b
L]
g 3

'Y
OPERATING CAPITAL « TOTALS 3

nn lll’ 7l 1858 :

(Source: Defense Procurement Circular 74-17]

ne poes BOT
COPY AVAILABLE TO DG DOFS RO
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APPENDIX G (Continued)

- ing by Trade Accouats Payable.

* Year to which the historical data pertains.

" od. Include raw materisls, supplies, work in process and

PROFIT CENTER HISTORICAL OPERATING CAPITAL

INSTRUCTIONS
(DD Form 1858)

Purpese. This lorm has two sections. The purpose of the firet
section is to determine the operating capitel historically re-
quired by sach Profit Center in performing the federsl govera—
“em.hmd-lmwpﬂraﬂ.dcuum
‘n-mdmueumuu ine the ted
> ing capital required to perf .-pﬂﬂccmc”
ctioa, by applicstioa of the pprop
factor to the t i d or proposed costs.

~

Buu. n. Profit Center operating capital data and factors

actual experi in the latest complete
'n.etlyur for federal g or subx
and by the two princi 'tnn.T‘ fore the elfects of
ial (non-gover ) production is excluded.
Net Operating Capital. Net Operating Capital Employed
Factors represént the net 1 tment after subtracting financ--

Heading. ldentily the contractor, Profit Center and Fiscal

SECTION I

Averade Aeema Rocolnblo (A&B) lmv the average
federal go ble bal
Normally the sum of the monthly balances divided by twelve,
although unusual billing or payment patterns uy nquln
more deteiled analysis to determine a repe [ Iy

Averege Grosa Inventory (C & D). D 1l tract
gross inventory balances, by a moathly or more lnqunt methe

finished goods invgnteries comaitted to federal government
contracts. Pooled iaventoriss that support both government

and ial work should be allocated on a ussge or other
equitadle basls.

Progrese Payments, Adv » Reimb m, Cnlno [« X ]
F). Enter any credit bai orded , that off=

set and red the contractors . tment ll hvuuun.

Average Net Inventory Invedtment (O & H). This is the aver-
age net investment after offsetting the above credit balances.
If the contractor’s system nets credits directly ia the accounts,
this ge may be d ined directly from the accounts,
1.0, omit the ‘Grose’ and ‘Credit’ stepe.

Average C In ¢ (I1& ). The sam of Average
Accounts Receivable and Average Net [nventory. These
tutals should reflect the contractor’s average dperating cape
ital iavestment ia each type of government contract.

Annual Coet Incwred (K & L). Enter the total annual costs
sucurred by the Profit Center on each type of contract. Costs
unallowsble under ASPR Section 1S, and d costs

(o.4. contractor’s shere of cost-sharing contracts) must be
screensd out so that these values are the same that flow
through the above Accounts Receivable and Net Inventory.

FINANCING BY TRADE ACCOUNTS PAYABLE

Ann‘o Trade Accountd Papblo (O& P). ‘l‘n‘o Aum
Payable are the outstaading bal of* id
supplier and subcontractor billings, for purchases and -t-

- contracta covering materials, components and services. Ex-

cludo nca-trade pnyabln and accruals, e.g. payrolls, taxes,

ies and fees. Isolate Federal Govern-
meat Cmt unbho it possible (P). Otherwise eater the
Total Profit Center payables (O).

Annual Coets Incurred (Q & R). Eater total annual costs
that correapend to the above Trade Accounts Paysble.
Government costs incwred (R) is the sum d the two coatract
types (K + L).

Accounts Payable Financing Factor (S & T). The quotient of
Average Trade Accounts Pny-blo divided by Aanual Costs
Incurred.

Net opmm Capital Employed Fectore (va V) 'I'In result
of the Groas O.C. Factors (M & N) less the appropriate A/P
Financing Factor (T or S). This = presents the contractoe's
net opevating capital employeq for each dollar of cost.

SECTION IT
CONTRACT OPERATING CAPITAL

Timing & Identification. This section is completed only when

imating the operating capital requirements for an individual
procurement action. ldentify the specific RI*P/Contract PIIN
number and the contract type.

Performing Protit C ond Contrect Coeste, List all Prelit
Centers expected to perform the contract, and enter the Cone
tract Estimated Costs (W) to be incurred by each. The Totsl
Costs (Z) must agree with the DD 633 coat propossl.

Net Operating Capital Employed Factors (X). The selection
of the appropriate Net Operating Capital Employed Factor is
determined by (a) the Profit Centers listed, and (3) the current
Contract Type. Collect the latest historical data on Section(s)
[ for sach Profit Center and determine the contract type for the
current procurement ection.

Estimated Operating Capital Required (¥). The product of
Profit Center estimated costs (W) times the appropriate
Operating Capital Factor (X). Sum the Profit Center require
ments to arrive at the contract total operating cepital (4°),

COPY AVAILABLE T0 DEC LOES

o
3
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APPENDIX H (Continued

CONTRACT AVERAGE OPERATING CAPITAL PROJECTION
INSTRUCTIONS

PURPOSE. The puspose of tis form io te estimase Be conrust
averege oy relating

esatrest sests mé profits to the Ume roquired 1 resover Wvee
Cous and profies from (e guvemEent FreswemSnt KTy ve
Usemse office.

METHOD OF PAYMENT. The verisue weteds of payment by
e gevarmnment laveive caly three basow
L Peoyments baced oa ¢osis acwred over tune poriods
Peymeats),

£ Y 'q-h-tﬂmhﬁ-pd—_.
osutrect sempistisa (Partial Poywents and Detivery Poymenca).
This form covambodiios coodiibons aronied by oll deo boecs.

Chosk e blezias to bow
Com = U o Aned
ceatrest eutherison e hiock sad

m—nm(du——u-mhm
cont actual levawed.
'u-—hou-rd—-d—p—-ﬂ-nwm

incurred and delivered cost te nearest Dousand, o. g, $142, 709
would be entored 20 §143. Veight sach menth’s cost snd.
e Yy .g. I
cost = I, Sth month's deliveries » 5. Totsl sil colvmas. Comw
wact total costs (C) must agree with ho cost propesel. Toral
doliveries () must sgree with cither the proposed cost o price.

DVCURRED COSTS K

AVERAGE TIME LAG - COST TO DELIVERY. Required euly
for Portial/ Delivery Poyments. The purpese is to reduce the
dats sbove te the sverage time lag in deys betweon cont in
currence sl billable delivery. mmmmmw
od conts incurred (H) by the

for DD Form 1859

TOTAL TME LAG: Add coth cotumn to dotormine o Totel
Average Time Lag in doys. frem cost lacurvence to recovery.
(P & ®). Divide couh columa by 168 to convort doys to uctiane
ey (Qa B

AL LSTIMATED COSTR Katwr the tsted cotimeted sases
-—ﬂ-.'—l‘ Heat sgron with Contomet Totaks

PERCENT UNOER EACH PAYMENT NETHOO:
Coet Reimburosment ealy - MO% ia firet columa (T).
Delivery Popments caly - 00% in secend cobsmn (V).
Progrese Peyaomts aad Dolivery Poymonls - sumed paccont
of 00st In Go first columm (o-g.. HON), remoiadar in Be covend
columa (0.0, BN

RECEIPTS USDER EACH METWOD: bbultiply the tetal oot
mated coots by Bho peveant 19 be reseverad wader cosh basia.
vam

AVERAGE TOTAL THME LAG (yra) Bring down o seapostive
Total Time Lags (yve) fem shove (Qb B

ANNUALIZED CAPTTAL REQUIRED: Multiply the seccipts
wader cach methed (V & W) by the eppropriste. Aversge Totad
Time Lag(yr) (Q6 §. Eater praduct in X & Y.

EARNED PROFIT OR FEX:
- mhh“

aace m ol delays ia ceilecting

ontire time As,

Ideatical to ‘Incurved Coot - m;—‘-f(iol.;h-
(A' »,C N ostimate the

I-.h-. --;” t-m'—-m

':.lld.-(l L 43 m‘od-—.-i-lqn

-hn b_‘,'h- portad bogiae Wik the

TOTAL ESTDIATED PROPIT/FRE: Eater the totnl proposed
e DD Forw 633 i I'.

PERCENT EACN METHOD:
- onter 100% i» J*.
09 - omter the cusrently poyehie perticn (o g,

SIN) ia J'. e closssut holdhach (o.g., 1IN I K*.

RECEIPTS EACH METHOD: Multiply the total estimated
profit or foe (1) by the percent to be paid eseh woy (J' & K

ANNUALIZED CAPITAL REQUIRED: Multply the

under esch methed (L' & N") by the average time lag (D' & MY
Rater the products ia N* & O*.
FINANCING BY ACCOUNTS PAYARLE:

INDICATORS FROM LAST COMPLETE FISCAL YEAR. De-
tormine the sverege Trede Accounts Poyebie during the latest
fiscsl year, for both the teral Profit Conter and the Defense Comn
tracts portion (P* & 3. I defence contrast Accounts Paysbie
e not iselated in the reconds, allecations besed ca cutside

(G) to
e meen meath of all costs. Divide the contract total weighted
) vy e 0. to he Bewn moath

Livery, ia menths (M). Meltiply by 30.4 to convert the log te
Aversge Days (V).

AVERAGE TIME LAG - COST TO RECRIPT. This part do~
volops the tetal time lag, from cost lacurence te recovery by
gevemment poyment, for eseh of the twe metheds of paymont.
Use of the twe columne must comespend with the poyment
@otod(s) chochod sbove.

COSY INCURRENCE TO BILLABLE:

< Sost Rejnbursodle or Progrecs Popments: Eater the sum-
bor of doye reproncating soe-hall of e billing poried (0). This
is the time lag from e sud-peint ov mean of the pevied’s coets,
9 e date Moy bevene billabia. For o menthily Miling poried,
wee 182 doys.

« Relivery Povmesis Eator the sverage time log. ia doys,
decornined in Average Time Log. Cost te Delivery ().

DAYS TO BILL: Eater e vetinacod sverage déve to Bl eoch
besie of poyment (C& K) The cutalf is normally Be dote of
Billings, i/ oy are prompily mailed.

DAYS TO COLLECT: Eater the estimotnd average doys to cob
loct cach basis of peyment (D & F). The curolt is sermally the
day poyment is first recorded in company reverds. Beth Deys te
Bl andDuye te Colleer should be suppertoble by receat con-
porable emporioncs, racher than bresd sverege, Siace poyment
POIteras vary Gmeng gOVOTRIONt precuremant SCtivities aad
fimsace oifices. See ‘Peyment Mothed® sbove.

@mey be wsed W conmers.
TOTAL OUTHDE PURCHASES. Eater the total cutside puse

AVERAGE ACCOUNTS PAYABLE PAYMENT LAG (yreh Di-
wmmk——-mn corrospeading

Totsl Outside
n-—lm'aoﬂmdm (s u

PAYABLE LAG - THIS
CONTRACT. Using the historieal indicatars a0 & guide, oath
®ate o reasensbie peyment lag time for cutaido purchssss under
this contract (V"). Depertures from the Defonse Cenwset histert.
cal indicoter should be vy
upplLior/ subcomtracter rolations.

Totst the

planaed cutside direct puscheses for this contrent (P The eovte .
mote should sgree with the DD Ferm 633 cest prepessl, suppere '
ir g shrodout sad/er the Makowor-Buy progron. Commen matoriale

and supplion cloarcd thru stores should bo incheded.

NET (Y Sum e samsel
ized capital roquired for cach sevion of payments (R + ¥ ¢ N* ¢
0 snd subtreet the Estimated Financing by Accwente Poyshie
x%

COPY AVAILABLE TO BRG B‘“"f Nt
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[Source: Defense Procurement Circular 74-1]
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APPENDIX I (Continued)

PROFIT CENTER FACILITIES CAPITAL PROJECTION

INSTRUCTIONS
(DD Form 1860)

PURPOSE. The purpose of this fom is to (s) project sad
sccumulate total facilities values for esch Profit Center
by coatractor fiscal years, and (b) reduce those values to
Facilities Capital Employed Factors applicable to the
total Ovechead Allocation Base of each Productive Bur
den Center. ¥

BASIS. All data pertaias to the same fiscal yesra for
which the ital budgets and over
iﬂpﬂnﬂua-‘ﬁﬂdhaﬂﬂcﬂhhﬁd
those procedures. More specifically, facilities values
projected hete should relate to facility - genersted costs
proposed or allowed in overhead rate projections.

IDENTIFICATION. Identify the contractor, profit center,
address and fiscal years to which the data pertains. Suffi-

the Profit Center's allocable share of corp d sad
leased facilities. All of the sbove are summed on the
‘Total’ line which represents the Profit Center's total
fecilities values grized for this purp

DIRECT DISTRIBUTION. (Col's 1a, b, c). All facilities
values that are identified in the plant records as wholly
assigned to or located ia Productive Burden Centers, are
listed against the applicable P.B.C. Detail is totaled
upward to the Profit Canter ‘Distributed’ line. Profit
Center ‘Undistributed’ is the inder of the P.C. *Total’.
Both source and distribution of Profit Center facilities
values must balsace at the ‘Totel’ lise.

ALLOCATION OF UNDISTRIBUTED. (Coi’s 2a, b, c).

cient ﬁlal years -uu be projected to cover the esti
ed of to be iated

DEFINITIONS. See ASPR 3-808.7(¢)(3)(i) for definitions
of the facilities values to be included, the different
sources aad classes of those values, the distiaction be-
tween Distributed aad Undistributed facilities, and defini-
tions of Productive Burden Centers and Overheed Alloca-
tion Bases.

PRODUCTIVE BURDEN CENTERS. List every Produc-
tive Burden Center within the Profit Center for which over
head rates are calculated for the allocation of indirect
costs. The P d must be patible with
that used in DD 633 cost proposals or supporting detail.

LMD. BUILDINGS, EQUIPMENT. ‘Land’ is non
isbl l"ltr. mp, and property rights.
‘Mldh” is & iable realty and relsted imp

Profit Center ‘Undistributed’ facilities are all, d to
Productive Burden Centers on any reasonable lnds that
i the actual ab ion of the d costs

of such facilities- This allocation will ususlly reflect
the method of allocating G&A ﬂlum&nt«
costs for the purpose of thead rates.

PRODUCTIVE BURDEN CENTER

TOTAL NET BOOK VALUE (Col’s 3a, b, ¢). The sum of
Col's 1a, b, ¢, & 2a, b, ¢, Total each class of facility
separately, and prove back to the Profit Center ‘Total’.

OVERHEAD ALLOCATION BASE (Col 4). The direct in-
put bases (e.g., DLS, DLH, DMS, M-H, etc.) projected to
bohumihu)yncb?ht:.(hcludnumied

for the purpose of all d or
uu chml. Identify ueh base uu-o(-u-u-. which
must be compatible with the bases used for applied over
head in DD /33 cost proposals or supporting detail.

‘Equipmeat’ is all depreciable property other than Building;

RECORDED, LEASED PROPERTY, CORPORATE. ‘Recorded

facilities sre the normal Fixed Assets owned by and

carried on the books of the Profit Center. ‘Leased Property’

is the capitalized value of leases for which constructive

costs of ownership have been allowed in lieu of rental

costs under ASPR 15-205.34 & .48. The govemment de-
ination must be identified. ‘Corp ¥ facilities are

Quantities must ugree with negotiated overhead rates for
forward pricing putposes or FPRAs (ASPR 3-807.12).

PROJECTED FACILITIES CAPITAL-EMPLOYED FAC-
TORS (Col’s Sa, b, c). The quotients of the P.B.C. Total
Net Book Values (Col’s 3a, b, c) sepatately divided by the
P.B.C. Overhead Allocation Bases (Col. 4). Carry each
Factor to three decimal places, e.g., X.XXX. ‘This Factor
represents the amount of Facilities Capital required to sup-
port esch unit of the Ovethead Allocation Base.
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APPENDIX J

CONTRACT CAPITAL EMPLOYED
»
v PR/CONTRACT PiiN NO.
PROPT CEnTRR:
AcORgs:
- * * | ESTIMATED FACILITIES CAPITAL ENPLOYED
PROFIT CENTERS PIsCAL CONTRACT OVER- o (s STony 9o FACILITIES AMOUNTS
smooueTIve Yaams | WEAO ALLOCATION ey ———-
suUnSen cenTEne BASES swoes | saus Cano siLoes sous
8 Foy () [ re)
A
!
L
’
¢. CONTRACT FACILITIES CAPITAL ENSLOYED
7. CONTRACT OPERATING CAPITAL EMPLOYED DD Perm 1838 o¢ 1839
5. TOTAL CAPITAL EMPLOYED SumLineo 6 ¢ 7
% CONTRACT TOTAL ESTIMATED COST DD Porm 1347
16. CONTRACT CAPITAL TURNOVER AATE Linesog x -

: B0 =901

[Sourceg

Defense Procurement Circular 74-1]
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APPENDIX J (Continued)

INSTRUCTIONS
(DD Form 1861)

PURPOSE. 'l\lmo(ﬁhlu-.hh“

the d C Capital T
Rate, 8 an index of capital employed ca the Contraet.
Ani diate step is to d the facilities |

capital to be employed ia each Profit Conter and Pro-
ductive Burden Centar, using the Pacilities Factors
developed on DD Form 1380,

HEADING. Complete the identification dals at the
top of the form. The Performance Period determines
the Pacilities Pactors, by Plocal Year, thet must be
used in the computations.

1. PROFIT CENTERS AND PRODUCTIVE BURDEN
CENTERS. List the contractor Profit Centers and
Productive Burden Centers that will perform work oa
this procurement action. The breakdown is extracted
from the cost proposal shredout, price analysis report
ummmuumumwﬁ
h-kdonu-do-bbrnm

:.nscu.nus. Por eseh of the sbove organiza-

tional elements, bréakout the Piscal Years of perform-
ance by each. This breskout is secured from ths same
source as the above.

3. CONTRACT OVERHEAD ALLOCATION BASES.

For each Productive Burden Center and Fiscal Yeur,

enter the of the riated Allocation Base used to
derive the contract estimated total cost. These bases
should be the same as thoss used for burdening contraet
overhesd. The base units of measure (e.¢., DL$, DLH, DMS,
M)Mwﬁﬁhu‘h(ﬂ.ldbﬂlﬂ
1360. v :

42, b & ¢. FACILITIES CAPITAL EMPLOYED FACTORS,
Carry forward the appropriate Facilities Faetars from

Col’s § of DD Form 1860. Mteuuu.m'-l-u.
Conters and Fiscal Years must sgree,

Sab&c. PACILITIES CAMTAL EMPLOYED AMOUNTS.
The products of each Contract Overhead Allocation
Base (3) tiames it related Pacilitios Foctors (4, b
se)

[ 8 mrmcamumvn
hhhumuww“
-abnl.hd-

1.mc'rmmmum
MMNMMM”P&-
1858 or 1859,

8. TOTAL CAPITAL EMPLOYED.
" The sum of sll classes of capital employed (liner
6&7)

9. CONTRACT TOTAL ESTIMATRD COST.

The tetal estimsted or preposed cest, or cost objective,
for the centract. For a contracter, this must agree with
his DD Porm 633 cost proposal. . For o pr

costractiag officer, with his DD Form 1547, tetal cost

objective, i

10. CONTRACT CAPITAL TURNOVER RATE.

Pao cunthint of & Total K. Cost (9)
by the C Totel C:
l-ﬂ"“ (8.
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APPENDIX K

SEPARTNENT OF DEFRmIL P Appreved
] CONTRACT PRICING PROPOSAL Dttt Gunon o, 31R199
Tand ne, 9. 0% vacse
Thea form 1o for wee when submicsson of cost o priciag dote (soe ASPR 3-007.3) is roquired
Siwe 67 SFPLTen SUPELIEE AR/ BN IEAVICES TO oC Pudatats
—— T v —
(wGReq §FF1CR 2000608 (lnghutv £1P Cotd)
SvannTY TOTAL Awtun T 67 FOQPesel.
P T =,
S VIRGnm 4R LOTa TN SnING HORE 19 7O 8E SEAPSTNE D] SOVERRNLRT S TATION e,
aCaRCars wac TIeaArTe
SOO¥ SRSt 0
e TBTSL S0evd Menv coev? Seseasncy ]
ls Punenscee convel
-
2|
@& sveconvaagren ivanet
&~ - e
<
z Ljaames wavemas?
-
.
H T
e
< : ; 1) 1= TEAMI VINOnAL ThAND
- P RS (ot ethar Pan
L MATEWAL OVERnEaD®
L MY LSOV ILORAL
Taswsreas 4¥ Conrd!
& DIAECT EnGINTIoING LASOAID
5. TWINCCRING OvEREADI®
& BaECT BANUTACTUANG LASORS
7. RASUS ACT Uamg OvEPrnEAD®
& GTagn cOsTYY )
(8 svaroTaLs
W, SENENAL avD
ADwewISTAATIVE R EPENLEM®
" sovaLTIEy’ ¢
T2 PEORNAL EXCISE TAUS .
" eTOTALS
e, su0siy O® PRE
N, 19%aL PRCE (anan)
& Wawg ¥ LA D IPACK SOMNIRTRATION, OF Yol 4 0wl TuEngy ‘h
-4 B l'-'.~l. ANP BEWIE PUnTS O .ll'.-'. CPRuECTION MTe any STRES ”Il..l.'
. CONTEALT O M BCORTRACT Wi Torvw THE .ll' Wls'l g
vee e 17 Y83, DINTIFY DeLOw,
WA S 40D ASOREIT 0F ALVIETNE OFPICE (lnghate £1P Code) TELEFuOug wuwat®
1 BILL YO TEGUINE THE VK OF ANT SOVESHMENT PADBPERTY ia THE PERFOAVANCE OF Tuil PRADPOALO COnTAALTY
17 YRS, DENTIPY OF 4 SIPARATR PaCl.
T B8 10U AEPNEE SO VIRUNENT CONTRALT FInAnCinG “0 PCArOnu Taig PROPOIED COnTa AL ™
-~ . - =& 2
IV, HATE YOU STER AFANDED Auv CONTAACTE BN SuUBEONTRAC ™ FO0 SANLAR ITEWE M Tum Thi Pal® el l YasSN
Civee Tlee 17728 W00 CUITONRATE) AFD CORTRACT NUNSERT 52 00 ORt OF A JEPARATE PACE,
P SOUS THIE COVY AR Y CONPOMN T TH TG COBT SMmCIPLES SE T PORTH I 4458, SEETION AV (o 20?2
Pa
~vas [Yne WP NO, ZXPLAN ON 4 SEPARATR PaSE
Thie propecal is submitted for nee in with and ia resp to
© snd reflects our bost o8 of this date,
ia sccordeace with the instructions to offerors end the footneten which follow:
2
TYPEE nani 4v0 MITLE fewaTung
hwE OF Prne BATE OF Myowtnion

Loy
DD : r“ 633 BREVIOUS EDITIONS ARE S9IOLETS,

[Source: Armed Services Procurement Regulation F-200.633]
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F-200.633 DD Form 633: (ontract Pricing Proposal—Continued

INSTRUCTIONS TO OFFPEROR

e

:
i
I
i
|
§
f

2. The purpees of this form is te provide o standerd format by
Mmd—wnmw-u—qdb

Curred end d coste (and
tlen) waitable for detoiled review ond analysrs. Prier to the
awer’ ol o g from thise pe 1, the offevor

ahall, under the conditions steted in ASPR 3-007 3, be te
quired » submit o Contificate of Current Cont o¢ Pricing Dets
(000 ASPR 3-807 3(e) end 1-807.4).

2. As pent of the specific information required by this lom,
the ellerer @ust subsul with Aris form, sad cleorly identily as
such, cost or pricing dota (thet is, deta which is veriliadle
and [sctual and scherwise ae delined in ASPR 33807 3(s)). 1a
addition, he must submit with this form sny infermation resson-
obly required te explaia the ellevor’s estimsting processe, ia~
cluding:

- ﬂ-hl.-ﬂdlmmlui—lmmucd
o ather used in the Ty those ~
Mhmmhimndﬂq“

3. When attechre.. af supporting oot or priciag dute to Cile
.u- n. impracis.ohle, the deta will be specificJily idemiliod

1ot (o A o ). and moce
lnﬂ»la 19 the contracting offlicer or his representative
wpen request.

4. The formats for the *‘Cost Elemonts” end the ‘“Propssed
Contrect Estimete’ are not intended ss rigd req ireme~a
These moy be prevsented ia dulferent (ormet with the prior sp-
proval of the ing elficer il requs. for move o
ond efficient presemtotion. Ia all ether reapects this fom

=l be completed ond submitivd withost changs

S. By sedbmission of this ellerar, if sal Tor ne-
gotistion, grants to the contracting officer, ot his suthonased
representotive, the right to exsmine, for the purpose of verts

fying the cost or pricing data ubmitted, those boeks, reconds,

and other Cota which will permit sdew
quate eveluation of such cost or pricing date, aleog with the
computation snd projections weed therela. This rig™t may be

ised In iom with say negotisti prior Lo con
B The contingencies used by the offeror ia his proposed DS amenel
price.
FOOTNOTES
NOTE I. Eater in this colvmn those necesssry ond ressce- NOTE 8. Inciuvde stand 1 iteme fabebe
.ﬂ.muvﬁulnl’nw‘mdm.ﬂwmﬂmpﬂyh coted in whole or in pant by you which are generally sioched
- y. Provide for ] st other thea

in the off pevl of the When
ony of the costs in this calumn have alresdy been incurred
(e 8.. on o letter contrect or change erder), dncnn them on
- o Shen " " or
*“atwrtup’® costs sre sipulicant or when -p«m«ny e
quested ia detail by the comtracting officer, provide a full
identification end explanstion of same.

NOTE 2 The uaq of this celama (s sptional for aultiple
line item propesels, except shere the comtracting olficer
determines that a seperste DD Form 633 is requared for
Selected line iema.

NOTE 3 Attach separate pages a8 Recessay ond identily in
this column the attechment in which the information supporting
he sgacific cost element moy de found No stondard formet is
prescribed; however, the cost o pncing dots must be eccwate,
complete snd swreniyaad the judgment (sctorn used ia projects
lng from the date (o the estmmates must be stated ia sulficient
detell te ensble the contracting officer to evaluste the pre-
posal. Fer enample, provide the basis used for pricing the bill
of moterisln such 5o by veuder quotstions, shep estimstes, or
mmmﬁno—h--dw-ﬂmmnm&
part sigulicomly rom oxp vohume, &

» mejor wic.). or for on In=
cresse in lobor rates (anireipsiod wege ond solsry increases,
otc.) Wdentily and enplain any contingenares which are included
ia the proposed price. such oo anticipoted cost of rejectn ond
Mﬂwmww-dmdnm’—‘

retesting, or 3

Righ-risk components. v

NOTE 4, Provide » list of principal items within esch category
of L 1peted source,

wnit price, and basis of

sowee snd ressensbieness of cost.

NOTE & laciede risl for Ove propesed other han
muamuhn-m.*wmm
ontitlod **Direct Matoris).™

NOTE 6. lnciode ports, line, ond
uumu-mbyumm youin W
with your decsgna, il
only to the prime coatract.

NOTE 7. Include rew and od wrisl for the p o
controct in & lomm or state which requires {urther processing

ths lower of Cost or Current merket price.

NOTE 9. Include all le soid or Det

your plants, divisions or orgenizetions under a Common Come
trol at othev than cost to the original wenslerrer and provide
explonstion of pricing method ueed.

NOTE 10. indicate the rates used und provide an appropriste
explanction. Where sgreemeri has bewn reached with Geverne
Bent representstives on the wse of forwerd pricing rotes, do=
-nbnmcumolw.m Provide the methed of
of your i~
cluding cost breskdown end shewing trends and budgetery
data o8 necessary to provide o b for evalustion of e
resscnediencss of propased rotes.

NOTE 1). Iaclude sepsrsiv breakdown of conin.

NOTE 12. Provide a separete breakdown of 1ader by sppre=
priste cstegory ond fumish basis for cost cotumaten.

HOTE 13. Include sl other estimsted costs (o.8.. spocial
tooling, lecilities, speciel teat equipment, speciel plant
resrrangament, praservetion packegung ond pocking. spetlege
ard rowerk, and warrenty) which are not otherwise lactuod
ldently sepevetely each category of cost and provide supporte
ing detuile. I the proposal is besed on & F.O R dectinstion
price, indicale seporately oil cutound trenaportation coste
included in total smount.

NOTE 14, If e total Cost-entered beve (8 in oncese of $230,
provide on & Beparste pege (or an DD Form 783, Royelty
Repurt) the lollowing information on eoch seperste item of
royalty or liconse (ee: nome snd address of Liconser; deote of
license patent patont aavie]
Sumbevs, ov othoy busis on which the ropeity ie peyeble; brief
descrigtion, including sny part o0 made] numbers of coch con-
trect itew or ‘compenent on which the reysity s paysble; pur
centoge or dollae ratw of royeity per wnit: wait price of contrect
Item; sumber of units; snd tetal dolise amount of reysives. =
[ vd by the oificer,
@ copy of the cument license agreement ond (deatification of
opplicable cluime of specific potents shall be provided

.
NOTE 15, Selling price meet include say upplicoble Fodeval
encive ton on finished articlen.

F-200.633
ARMED SERVICES PROCUREMENT REGULATION
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Major Donald E. Leedle was born in Durand, Michigan,
November 7, 1940. His family moved to Detroit, Michigan, in
1944.where he obtained his primary and éecondary education.
Major Leedle graduated from Wayne State University, Detroit,
Michigan, in 1964 with a Bachelor of Arts in Chemistry.

Major Leedle has spent four years in materials en-
gineering, four years as a laboratory chief in the PACAF area
and three years as a buyer at the Space and Missile Systems
Office prior to entering AFIT.
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Downers Grove, Illinois. He received a Bachelor of Science
degree in Industrial Management from Purdue University in
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through ROTC in the Procurement career field. He has been
assigned to Warner Robins ALC for three years; Wiesbaden,
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