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To the President of the Senate and the
Speaker of the House of Representatives

In response to a request made in May 1969 by the Joint
Economic Committee's Subcommittee on Economy in Govern-
ment, the accompanying report presents the results of our
survey pertaining to the feasibility of our including **should
cost' concepts in our reviews of Government contractor per-
formance. The survey was made pursuant to the Budget and
Accounting Act, 1921 (37U.S.C. 53), and the Accounting and
Auditing Art of 1950 (31 U.S.C. 67).

Although formal comments on the contents of this re-
port have not been obtained from the Department of Defense
or any of the civil agencies mentioned in the report, we did
give them an opportunity to present their comments on an in-
formal basis and, where appropriate, have included their
comments in the report.

Copies of the report are also being sent to the Director,
Bureau of the Budget, and to the Secretary of Defense.

Toue (A, [t

Comptroller General
of the United States
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COMPTROLLER GENERAL'S FEASIBILITY OF APPLYING THE

REPORT TO THE CONGRESS "SHOULD COST" CONCEPT TO
GOVERNMENT PROCUREMENT AND
AUDITING B-159896

DIGEST

WHY THE REVIEW WAS MADE

The Joint Economic Committee, through its Subcommittee on Economy in
Government, asked the General Accounting Office (GAO) to study the
feasibility of applying "should cost" analyses in its audits and reviews
of Government procurement. (See p. 4.)

The Committee's report defines the "should cost™ approach as an attempt
"to determine the amount that weapons systems or products ought to
cost ?iven attainable efficiency and economy of operation." Therefore,
"should cost" reviews not only would utilize all the current concepts
employed in evaluating price proposals but also would include develop-
ment and consideration of possible areas for attaining additional econ-
awy and efficiency in the procurement of the product or service.

.
&

FINDINGS AND CONCLUSIONS

Background

GAO included several aspects of "should cost" concepts and applications
in this survey for the Subcommittee, such as:

=

--The extent that "should cost™ concepts have been used by GAO in its
postawarc(jj reviews of performance by Government contractors. (See
pp. 8 and 9.)

--The extent that the Department of Defense (00D) and civil agencies
have asaplled "should cost" analyses to price negotiation. %See

p. 10.

~-The more common use made of "should cost" today in private industry
procurements. (See p. 21.)

What is being done

)
GAO reviews in the past nave often used postaward "should cOst" tech-
niques. GAO's coverage of a contractor's operations has been directed
to areas having known or suspected inefficiencies, and such postaward
reviews have not normally been performed on a companywide basis.

Comprehensive "should cost" studies by the Government as an aid to price
negotiations have been limited. "Should cost" concepts are recognized
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in DOD policies, and these concepts are used to a limited extent.

How-

ever "should cost" studies as defined in this report have been used by
DOD in only a few instances. For the most part, cost analyses of con-
tractor proposals and subsequent price negotiations are based upon his-
torical costs rather than upon costs that could reasonably ke incurred.

(See p. 15))

In the DOD at the present time, the Amy is making a "should cost" re-
view on a trial basis. DOD plans to evaluate the outcome of the Army's

effort before deciding on the nature and extent of future studies.

"Should cost" concept's have been apFIied effectively in certain private

industrial operations as a joint ef

Industry spokesmen told GAQ that the use of "should cost" in their p

ort by buyers and their suppliers.

ro-

curement processes have helped them attain fair and reasonable prices

for equipment and increased their profits.

What can be done

1. It is feasible for GAo, in auditing and reviewing contractor per-

formance; to utilize "should cost" analyses. (See p. 26.)

2. The greatest opportunity for the Govemment to benefit from the
application of "should cost™ appears to be through its use on a
selective basis in preaward evaluations of contractors' price

proposals. At this point, the results would be of maximum bene-

fit to the Govemment negotiator in arriving at a fair_and rea-
sonable price. In addition, the contractor generally is more

willing to implement corrective procedures during this time since
he stands to realize the most benefits from any constructive rec-

ommendations developed «during the review.

3. In addition to preaward reviews , Government agencies should con-

sider performing "should cost" reviews selectively during the

performance of the contract—on a posteward basis. These reviews

would provide the Government with valuable data on the contrac-
tors' performance and cost consciousness and on the adequacy’ of

the Government's prenegotiation efforts. They might also be ef-

fective in reducing costs on current and future procurements.

4. The extent and depth of the application of "should cost" concepts
should ke flexible and ke based upon information develdped in the
initial stages of the review. The subsequent detailed review ef-

forts, however, should be of sufficient depth to provide full
documentation of inefficiencies and their Impact on contract

COosts .

5. The success of any "should cost" work would depend to a large ex-

tent
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--on the skill of a Government team in pinpointing areas for cost
improvement by a contractor and

--on genuine cooperation between the Government and the contrac-
tor in providing adequate exchange of information between
"should cost" review teams and contractor personnel and on a
willingness by contractors to make changes based on the team's
efforts when they appear to be constructive and practical.

GAO action

GAO currently is conducting trial applications of "should cost" at four
contractors'” plants. These detailed studies should provide information

on such issues as:
--What problems may be met in making “should cost™" reviews.

--What size of program or contractor activity should be reviewed.
--What type of contracts should be selected.

--What benefits may be expected.
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COMPTROLLER GENERAL'S FEASIBILITY OF APPLYING THE

REPORT TO THE CONGRESS "SHOULD COST" CONCEPT TO
GOVERNMENT PROCUREMENT AND
AUDITING B-159896

DI G EST-

WHY THE REVIEW WAS MADE

The Joint Economic Committee, through its Subcommittee on Economy in
Government, asked the General Accounting Office (GAO) to study the

feasibility of applying "should cost” analyses in its audits and reviews
of Government procurement. (See p. 4.)

The Committee's report defines the "should cost™ approach as an attempt
“to determine the amount that weapons systems Or products ought to
cost ?iven attainable efficiency and economy of operation." Therefore,
"should cost" reviews not only would utilize all the current concepts
employed in evaluating price proposals but aiso would include develop-
ment and consideration of possible areas for attaining additional econ-
ary and efficiency in the procurement of the product or service.

FINDINGS AND CONCLUSIONS

Background

GAO included several aspects of “should cost” concepts and applications
in this survey for the Subcommittee, such as:

--The extent that "should cost" concepts have been used by GAO in its
postaward reviews of performance by Government contractors. (See
pp. 8 and 9.)

--The extent that the Department of Defense (UOD) and civil agencies
have applied "should cost" analyses to price negotiation. (See
p. 10.)

--The more common use made of "should cost" today in private industry
procurements. {See p. 21.)

What is being done

GAO reviews in the past have often used postaward "should cost" tech-
niques. GAO's coverage of a contractor s operations has been directed
to areas having known or suspected inefficiencies, and such postaward
reviews have not normally been performed on a companywide basis.

Comprehensive "should cost" studies by the Government as an aid to price
negotiations have been limited. "Should cost" concepts are recognized



in DOD

ever "should cost" studies as de

DOD in

olicies, and these conce]p_ts are used to a limited extent. How-
_ ined in this report have been used by
only a few instances. For the most part, cost analyses of con-

tractor proposals and subsequent price negotiations are based upon his-
torical costs rather than upon costs that could reasonably be incurred.

(See p.

In the

15.)
DOD at the present time, the Amy is making a "should cost" re-

view on a trial basis. DOD plans to evaluate the outcome of the Army's

effort

before deciding on the nature and extent of future studies.

"Should cost™ concepts have been applied effectively in certain private
industrial operations as a joint effort by buyers and their suppliers.
Industry spokesmen told GAO that the use of "should cost" in their pro-
curement processes have helped them attain fair and reasonable prices
for equipment and increased their profits.

What can be done

1.

It is feasible for GAO, in auditing and reviewing contractor per-
formance, to utilize "should cost" analyses. (See p. 26.)

. The greatest opportunity for the Government to benefit from the

application of “"should cost" appears to be through its use on a
selective basis in preaward evaluations of contractors' price
proposals. At this point, the results would be of maxdmum bene-
fit to the Government negotiator in arriving at a fair and rea-
sonable price. In addition, the contractor generally is more
willing to implement corrective procedures during this time since
he stands to realize the most benefits from any constructive rec-
ommendations developed during the review.

In addition to preaward reviews, Government agencies should con-
sider performing "should cost" reviews selectively during the
performance of the contract--on a postaward basis. These reviews
would provide the Government with valuable data on the contrac-
tors' performance and cost consciousness and on the adequacy of
the Government's prenegotiation efforts. They might also be ef-
fective in reducing costs on current and future procurements.

The extent and depth of the application of "should cost" concepts
should be flexible and be based upon information developed in the
initial stages of the review. The subsequent detailed review ef-
forts, however, should be of sufficient depth to provide full
documentation of inefficiencies and their impact on contract
costs.

The success of any "should cost" work would depend to a large ex-
tent



--on the skill of a Government team in pinpointing areas for cost
improvement by a contractor and

--0n genuine cooperation between the Government and the contrac-
tor in providing adequate exchange of information between
"should cost" review teams and contractor personnel and on a
willingness by contractors to make changes based on the team's
efforts when they appear to be constructive and practical.

GAQ action

GAO currently is conducting trial applications of "should cost" at four
contractors' plants. These detailed studies should provide information

on such issues as:
--What problems may be met in making "should cost" reviews.

--What size of program or contractor activity should be reviewed.
--What type of contracts should be selected.

--What benefits may be expected.



CHAPTER 1

INTRODUCTION

In accordance with the request by the Subcommittee on
Economy i1n Government, Joint Economic Committee, the General
Accounting Office has made a survey of the feasibility of
Incorporating "'should cost'' concepts into its audit and re-
view of contractor performance. Specifically, in 1ts May
1969 report on the Economics of Military Procurement, the
Subcommittee recommended that:

"GAO should study the feasibility of incorporating
into 1ts audit and review of contractor perfor-
mance the should-cost method of estimating con-
tractor costs on the basis of iIndustrial engineer-
ing and financial management principles %, !

Although the Subcommittee limited its recommendation
solely to Gao's including "'should cost! concepts iIn its au-
dit and review of contractor performance, our survey also
included consideration of the feasibility of iIncorporating
such concepts Into the Government procurement cycle which
includes the pricing, negotiation, and postaward evaluation
phases. We considered such broadening In scope an essen-
tial part of this study since, In our opinion, any applica-
tion of '"should cost! would have to be made principally
within the procurement environment In which it operates.

'Should cost' was mentioned to the Subcommittee by
several witnesses in connection with hearings on Government
procurement practices. During this same period, extensive
hearings were also conducted before the Military Operations
Subcommittee, House Committee on Government Operations. At
these hearings, Department of Defense personnel testified
in detail on the "‘should cost'" review made In connection
with the definitization of a letter contract for aircraft
engines for the F-111 program.

DEFINITION OF *'SHOULD COST"* CONCEPTS

In the Subcommittee®s report this definition of *‘should
cost'' was provided:



*'The should-cost approach attempts to determine
the amount that weapons systems or products
ought to cost given attainable efficiency and
economy of operation.”*

Emphasis, in the "‘should cost'* approach, iIs placed on a
study and evaluation of the contractor"s system of managing
and controlling activities and costs and on procedures iIn-
stituted to provide surveillance of these activities and
costs in order to achieve economy and efficiency. ""Should
cost'" reviews not only utilize all the current concepts that
are employed in price proposal evaluation, but also include
evaluations of such matters as (1) plant layout and machine
capacity, (2) production scheduling and control, (3) labor
standards, and (4) make-or-buy programs. Current price pro-
posal evaluations emphasize consideration of historical
costs, whereas ""should cost'' reviews emphasize means of Im-
proving upon prior experience.

It should be recognized that the extent and depth of
the application of "'should cost' concepts should be flexible
and be based on information developed in the initial stage
of the review but that this application would include those
aspects necessary to attainment of the basic goal of deter-
mining what the product ought to cost. "‘Should cost" re-
views at one contractor location could cover the contractor®s
entire operation, whereas at another contractor facility, it
might be feasible to review only one or two of the major
functions.



METHOD OF STUDY

Our evaluation of the proposed incorporation of
"should cost"™ concepts into GAO reviews of contractor opera-
tions has included research into the contracting practices
employed by the Government and industry and has covered
(1) procedures employed in arriving at the Government's in-
dependent estimates of the reasonableness of prices for de-
sired items, (2) proposal reviews, (3) differences between
Government and industry practices in arriving at a prenego-
tiation position, (4) differences between Government and in-
dustry in providing postaward surveillance, and (5) govern-
mental agencies' positions with respect to performing
"should cost' evaluations.

W discussed these matters with officials of the De-
partment of Defense and the individual military services,
Defense Contract Audit Agency, Defense Supply Agency (De-
fense Contract Administrative Services)s Atomic Energy Com-
mission (AEC), Bureau of Reclamation, Corps of Engineers,
the General Services Administration (GSA), and the National
Aeronautics and Space Administration (NASA). In addition,
we have had informal discussions with the Council of Defense
and Space Industry Associations.

Our discussions with industry officials were conduct=d
both at the prime and the subcontractor levels. W also
interviewed suppliers of commercial concerns in order to get
a better understanding of the relationships that exist be-
tween buyer and supplier in the commercial marketplace. In
addition, we discussed this subject with representatives of
three consulting firms, to ascertain the procedures they
follow in reviews of this type and to obtain information on
the type of skills that might be required to make "‘should
cost" reviews. Further, we were interested in the type of
special services they could offer the Government in conduct-
ing such reviews at defense Contractor plants.

Our study was directed toward ascertaining (1) what
**should cost" concepts encompass, (2) to what extent *"should
cost™ practices are currently used by the Government and
its contractors, (3) whether the inclusion of "should cost"
concepts in GAO audits is feasible, and (4) to what extent



these practices can be incorporated into the regular pro-
curement process, as well as identifying any areas that can
adversely affect negotiation and postaward surveillance of
Government contracts.



CHAPTER 2

E OF ""SHOULD 1" CONCEPT

BY GAQO

Same '"'should cost" concepts, as defined in this re-
port, have been used by GAO in examining into whether Gov-
ernment funds have been utilized in an efficient and eco-
nomical manner. However, our reviews at any particular
contractor location have not been all encompassing. Rather,
they have been directed primarily toward specific areas
which appeared in need of improvement in management and
control, and we have issued separate reports on these
areas. Such reviews have encompassed a specific contract,
a particular segment of a contractor's overall operation,
or some aspect of the Government's administration and con-
trol of a contractor's operations.

Following are illustrations of these types of reviews:

—We have reported that, at 20 locations of 17 major
contractors, the additional costs to the Govermment
as a result of leasing rather than purchasing land
and buildings could amount to about $99.3 million.

—We have found at several contractor locations that
contractors were incurring more costs than necessary
through leasing rather than purchasing automatic
data processing equipment.

--We have reported that sufficient consideration was
not given to the potential economies to be achieved
by improving the contractor's procedures for estab-
lishing prices with its subcontractors.

--At one contractor location, we have suggested (1) re-
ducing the use of contractor-owned aircraft when
commercial air transportation could have been used
at a fraction of the cost, (2) better utilization of
in-house computers and offset printing equipment,
which would significantly reduce the need for outside
vendor services, (3) more equitable allocations of



patent expenses, and (4) more timely and complete
reporting of inventions developed under Goverrment
contracts.

W are currently making trial '"should cost" reviews at
four selected Government contractor plants. Our initial
efforts will be experimental in nature and will provide in-
formation for making a determination as to the extent of
GAO's future application of ‘'should cost'" concepts,



CHAPTER 3

USE OF ""SHOULD COsST"* CONCEPTS

BY PROCURING AGENCIES

DEPARTMENT OF DEFENSE

Our discussions with various officials in DOD and in
each of the military services, as well as in the selected
civilian agencies contacted, have shown that they believe
that many of these ''should cost'" concepts are used iIn their
day-to-day transactions. The major difference between the
use of these concepts In the day-to-day review process and
the "should cost'" review performed by the Department of De-
fense is one of scope. A discussion of one comprehensive
"should cost'' review, contrasted with the traditional
pricing effort follows.

In May 1969 hearings were conducted before the Military
Operations Subcommittee, House Committee on Government Op-
erations, at which time a Department of the Navy official
testified in detail on the "‘should cost'" review he had con-
ducted on the engines for the F-111 aircraft. This was the
most detailed review conducted by DOD under this particular
label and was, by far, the most publicized efficiency re-
view ever conducted by DOD. Some details of the review fol-
low.

The sole-source supplier of the aircraft engine for the
F-111 program was selected in 1961. Initial estimates for
these engines amounted to about $270,000 each. The cost
estimates for these engines began to rise, and by 1967 the
contractor was quoting unit prices in excess of $700,000.

DOD was quite concerned over both the sharp increases
In cost and the Navy"s contracting methods employed at this
particular contractor®s location. DOD directed the Depart-
ment of the Navy to study this matter, and a consulting firm
was retained. Following a 2-1/2-month study, this firm

10



Issued a rather critical report commenting on the contrac-
tor"s operation. The consulting firm also arrived at a

price for the engines which it felt to be reasonable. The
Navy concluded, however, that the data developed could not
be used since, in Its opinion, the position recommended by
the consultants could not be sustained during negotiations.

When pOD learned about the Navy®s position, it insisted
that the Navy perform its own analysis of the situation. A
chief negotiator was then appointed for definitizing this
large letter contract involving some 2,053 engines at about
$1.5 billion estimated costs, with engine deliveries sched-
uled from 1967 through 1970. The chief negotiator assem-
bled a special team of about 40 people from various DOD
components and conducted a comprehensive management review
at the contractor®"s plants during the latter part of 1967
and the first part of 1968. The cost of this review was
about $300,000.

Following the review, which was conducted during an
11-month period, a contract for the 2,053 engines was nego-
tiated in June 1968. Testimony indicated that savings in
excess of $100 million would be realized by the Government
as a result of this review, which later was referred to as
a "'should cost' study. Some of the major areas of manage-
ment weakness reported were:

1. Lack of adequate labor standards.

2. High employee turnover.

3. Inefficient plant layout.

4. ldle machine capacity and lack of usage data on
machines.

5. Noncompetitive procurement.
6. Excessive spoiled work.

7. Poor production scheduling and control.

1



8. Improper costs incurred in many of the overhead and
general administrative accounts ( including lease-
versus-purchase analyses).

9. Inappropriate cost allocation between the Govern-
ment and commercial work.

A considerable amount of review work was performed iIn
arriving at the Government®s ‘'should cost'* estimate, never-
theless, the amount subsequently negotiated was signifi-
cantly higher than the estimate. Several reasons were cited
for this. One reason was that the contractor®s position
was firm and it was most difficult to get agreement on
price; but, more importantly, engine deliveries for 1967
and a good portion of 1968 had already been completed. The
subcontracts for long leadtime Items for future years had
already been awarded; therefore, i1t would have been most
difficult to retroactively Impose reductions on the contrac-
tor. Also, it was felt that, from a long-range standpoint,
it was to the Government®s advantage to obtain agreement
from the contractor that certain of the procedural weak-
nesses which were identified during the review would be cor-
rected. The contractor is currently iIn the second phase of
Its corrective actions program and has retained several con-
sultants to assist it iIn improving its management controls.

Following the negotiation of this sizeable contract,
the F-111 program was drastically reduced; consequently,
procurement of about half of the contracted engine quanti-
ties has now been terminated. Many of the savings are now
adversely affected by these terminations. The procurement
practices followed by the chief negotiator, and the unique
position in which he was placed, contributed significantly
to the achievements claimed.

With respect to future reviews of this type, the chief
negotiator for the contract testified that he was not iIn
favor of doing another one; he felt that this type of ac-
tion should be used only as a last resort. He felt that
such reviews adversely reflect on both the contractor and
the Government-contracting agency.



Similar opinions were expressed by other officials in
DOD. They believed that the contracting situation in this
engine procurement was unique and therefore required spe-
cial attention. They also stated that, if similar situa-
tions should come to their attention, they would again form
a special team, as was done in this case, to review the sit-
uation. This they believed would be preferable over estab-
lishing a continuing capability for reviews of this type.

Our preliminary observations at selected contractor
locations where we are performing trial applications of
**should cost' concepts, indicate that the situation in this
case is not as unique as DOD believes. It appears that,
over a period of time, most of the major contractors' oper-
ations should receive a critical review. These reviews can
not be as effectively performed by pulling personnel from
their regularly assigned duties, as they could be by a
centralized staff.

DOD contractor management reviews

Both the Department of the Air Force and the Depart-
ment of the Navy have established teams to provide analyses
of a contractor's organization and managenent. W& were
told that the Air Force Program Management Evaluations--
formerly called Industrial Management Assistance Surveys--
and the Navy Industrial Management Reviews have been con-
ducted in past years at selected contractor plants.

A number of individuals interviewed advised us that
the first Air Force Industrial Management Survey effort,
which was started in November 1960, was probably the only
one that was comparable to the ''should cost' review on the
F-1Il aircraft engines. This survey took about 4-1/2
months. The later surveys have been more limited in scope
and have generally been performed in about 3 weeks with a
staff of about 10 to 15 individuals of various skills.
During the period November 1960 through August 1968, the
Air Force team performed 28 of these surveys at contractors?
plants.

13



The Department of the Navy initiated Navy Industrial
Management Reviews of major Navy contractors In 1964 as a
means of Improving the effectiveness and efficiency of con-
tractor and Navy management techniques in the administra-
tion of Government contracts. These Navy teams, which are
generally composed of about 20 individuals, have reviewed
the operations of 13 selected contractor plants; and these
reviews were completed in a period of 2 to 3 weeks.

The procedures for these reviews provide for analyses
of contractors' organization and management. The reviews
are designed to determine the effectiveness of the contrac-
tor's management; and recommendations and suggestions are
made to improve the contractors® operations.

These Ailr Force and Navy guidelines and reports are
considered internal msnagement documents and are treated
as Inspector General reports, which are not generally made
available to us. As a result we were unable to evaluate
their extensiveness and usefulness.

Discussions with various officials and review of the
limited data made available lead us to believe that the
scope and effort expended on these reviews have been lim-
1ted when compared with the major ''should cost'" effort men-
tioned previously. It appears that an effective use of
these reviews would include the use of the results during
negotiations with the contractor; instead, these reviews
are performed with the understanding that results would be
treated confidentially and the data are not intended for
use in future negotiations. The reviews are intended as an
evaluation of the contractor®s management of a program or
contract, and the contractor®s top management is advised
and encouraged to correct areas believed to be In need of
improvement.

In addition to the contractor management reviews, Gov-
ernment contract administration activities and the Defense
Contract Audit Agency perform functional reviews of larger
contractors! operations. The more significant of these
reviews include evaluations into the adequacy of a contrac-
tors (D) procurement system, (2) estimating system, and (3)
controls over Government-furnished property.

14



Our experience with these reviews has been that, while
they are helpful in the identification of specific problem
areas, they do not have the same objectives of the **should
cost'" reviews as defined in this report.

Traditional Government preaward review

The traditional approach followed by the Government in
arriving at a preaward position for noncompetitive procure-
ment is to perform a cost analysis of the contractor's pro-
posal. Such analysis is a technique used, in the absence
of price competition, to evaluate the reasonableness of a
contractor's proposed price in light of both historical
costs and engineering estimates. The Armed Services Pro-
curement Regulation 3-807.2C does mention "'should cost,"
and cost analysis is defined as follows:

**Cost analysis is the review and exgiuation of a
contractor's cost or pricing data and of the
judgmental factors applied in projecting from the
data to the estimated costs, in order to form an
opinion on the degree to which the contractor's
proposed costs represent what performance of the
contract should cost, assuming reasonable economy
and efficiency. It includes the appropriate ver-
ification of cost data, the evaluation of spe-
cific elements of costs ***, and the projection
of these data to determine the effect on prices
of such factors as:

(i) the necessity for certain costs,

(ii) the reasonableness of amounts estimated
for the necessary costs,

(iii) allowances for contingencies,

(iv) the basis used for allocation of overhead
costs; and

15



(v) the appropriateness of allocations of
particular overhead costs to the pro-
posed contract."

* * *
* *

"(3) Among the evaluations that should be made
where the necessary data are available, are

comparisons of a contractor's or offeror's
current estimated costs with:

(i) actual costs previously incurred by
the contractor or offeror;

(ii) his last prior cost estimate for the
same or similar item or a series of
prior estimates;

(iii) current cost estimates from other
possible sources; and

(iv) prior estimates or historical costs of
other contractors manufacturing the
same or similar iterns.

"(4) Forecasting future trends in costs from his-
torical cost experience is of primary impor-
tance. *®%!

Under the traditional approach followed by the Govern-
ment in arriving at a prenegotiation position, a cost anal-
ysis is usually performed by a pricing team, consisting of
the following field team members:

1. The administrative contracting officer, upon dele-
gation, is considered the field " teamcaptain' and
has primary responsibility for consolidating and
evaluating the findings of the pricing team members
in the field.

2. The price analyst consolidates all field pricing
data and develops a field pricing objective for the
administrative contracting officer.
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3. Other technical specialists (production, quality
assurance, and engineering specialists) provide
technical assistance in the review of contractor's
proposals.

4. The Defense Contract Audit Agency submits advice
based on the analysis of the contractor's books or
other data as to the acceptability of incurred or
estimated costs.

The Armed Services Procurement Regulation states that
close cooperation and communication between the administra-
tive contracting officer's specialists and the contract au-
ditors are essential in providing the contracting officer
with maximum support.

While it is a DOD written policy to utilize an inte-
grated team approach for pricing purposes, we have found
that this approach, although i1t may be conceptually sound,
has not been fully effective for the following reasons:

1. Time allowed for the pricing review may not always
be sufficient.

2. The scope of a pricing review is often limited,
and the conclusions reached are not always sup-
ported .

3. Coordination between the procuring contracting of-
ficer, administrative contracting officer and his
staff, and the contract auditor is not always ef-
fective.

Plans for "should cost' reviews by DOD

In discussions with DOD officials, we were told that
they do utilize selected *"should cost'™ concepts in their
cost analyses and functional reviews. They agreed that
these concepts are not used in their traditional reviews to
the same depth and scope as was the case in the F-111
**should cost'" review,
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DQD officials also agreed that the approach used iIn the
F-111 review was superior to the traditional pricing review.
They were of the opinion that the circumstances surrounding
the F-111 ailrcraft were unique; and, should similar cir-
cumstances arise again, another ''should cost'" review team
could be formed.

Although the DOD is not performing ''should cost' re-
views on a continuing basis, the Department of the Army is
currently making a !''should cost' review; and DOD intends to
evaluate the results of this trial application before tak-
ing further action,

We believe that the circumstances which existed in the
procurement of the F-111 engines are not so unique as DOD
believes and that a selective use of "‘should cost'* reviews
on major programs, especially those performed prior to ne-
gotiations, can be used by the Government negotiator as an
effective tool in negotiating fair and reasonable contract
prices. Although definite criteria as to when and under
what circumstances a ""should cost'' review should be per-
formed have not yet been established, criteria should be-
come available as experience in its application and effec-
tiveness 1s obtained.

DOD, as well as the various civil agencies directly
engaged In the procurement function,has certain advantages
in performing "‘should cost'" reviews, which are not cur-
rently available to GAO. Such advantages include () avail-
ability of In-house technical specialists, (2) a greater
chance of success in obtaining improvements identified
during the review, and (3) the ability to more effectively
use data which may not be completely free from controversy--
although very useful when used during the negotiation pro-
Cess.

The success of any 'should cost'" review depends to a
large extent on the skill of the team members to pinpoint
areas of inefficient operation. We have been told that In-
dividuals possessing these skills are currently employed
within the DQD establishment. However, we have also been
told that these individuals may not be in one location and
that they are not necessarily available for these special
reviews, since they have regular assigned duties.

18



DISCUSSION OF "*SHOULD COST™* CONCEPTS
WITH SELECTED NON-DOD ACTIVITIES

To ascertain to what extent non-DOD activities may be
utilizing "'should cost! concepts, we talked with officials
of the Atomic Energy Commission, Bureau of Reclamation,
Corps of Engineers, General Services Administration, and
National Aeronautics and Space Administration. These agen-
cies do not have an established capability for performing
this type of review on a continuing basis.

NASA officials believed that, as part of their regular
pricing reviews, many of the concepts involved iIn a "‘should
cost! review would be covered. However, they readily agreed
that no reviews of the scope involved in the DOD F-111 air-
craft engine effort had ever been conducted by them and that
their in-house capability was not sufficient to conduct
these reviews. They also expressed the opinion that there
might well be situations where a review of this sort would
be quite beneficial--especially on some of i1ts programs
that extend over a considerable period of time and where
the contractor is not subject to a continued competitive en-
vironment, They stated, however, that their contracted ef-
fort was primarily one of research and development and that
they believed that *'should cost'' reviews would be most bene-
ficial in a manufacturing-type operation. They stated that
it would be most difficult to consider a given program, such
as the Apollo program, for this type of review.

AEC officials stated that the ''should cost' concept ap-
peared to have little application to most of their work,
which is research, development, and engineering In nature
or which involves the production of nuclear materials and
IS carried out by cost-type management contractors iIn
Government-owned plants and laboratories. Although AEC
does not perform should cost reviews, they believe that
AEC's operating contractors do perform aspects of *‘should
cost™" iIn cases where substantial quantities of manufactured
components must be procured.

GSA indicated that it did not have an in-house capabil-
Ity to perform reviewsofthis sort and stated that most of
the i1tems procured are common-use items which are generally
purchased on a competitive basis. A good portion of GSA's
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contracts are awarded on a formal advertised basis, and it
IS generally assumed that the competitive aspects common

In these procurements provide assurance of getting a rea-
sonable price. GSA officials did believe that savings
could be accomplished on their procurements if they could
follow some of the practices followed by commercial compa-
nies, such as multiyear procurements and selection of
sources. They cited lack of funds as a major limiting fac-
tor iIn obtaining better prices.

During our discussions with officials of a Corps of
Engineers District Office, we were told that, in evaluating
proposals for construction work, they rely extensively on
their own iIn-house estimate of what the work should cost.
They believed that the Corps iIn iIts contracting had an ad-
vantage over the normal DOD procurement, since they gen-
erally () have a good definition of the work scope, (2) can
specify precisely what they want, and (3) have good stan-
dards that they can use for arriving at an in-house esti-
mate.

The Bureau of Reclamation indicated that it used proce-
dures similar to those used by the Corps of Engineers.



CHAPTER 4

USE OF ""SHOULD COST'" CONCEPTS

BY INDUSTRY

"Should cost! concepts were being employed in varying
degrees by the companies that we contacted. Some industry
representatives we iInterviewed stressed that, to have an
effective negotiation process, both parties need to make a
thorough proposal review prior to negotiations. Two of the
techniques that were specifically mentioned as being essen-
tial are (1) a clearly defined scope of work with good spec-
iIfications and drawings and (2) an estimate of what the re-
guired item should cost, made independently of the manufac-
turer's proposed price.

These representatives characterized their relationship
with their suppliers! as one of complete cooperation. As a
result, we were told that postaward surveillance and peri-
odic reporting are commonplace.

INDUSTRY PROCUREMENT PRACTICES

These ''should cost!' concepts are applied during both
the preaward and the postaward surveillance phase of their
procurements. Various iIndustry officials told us that the
use of "'should cost' concepts during the procurement process
helps to ensure the attainment Of a falr and reasonable
price for the item being purchased,

Ithe term "supplier," as used In this report, refers to the

manufacturer of a component or end i1tem. 'Buyer," on the
other hand, refers to the organization purchasing the com-
ponent or end item for resale to the consumer,

The relationship that exists between the Government and Its
contractors is usually referred to as Government/prime CON-
tractorc Prime contractors can award additional contracts
creating a prime/subcontractor relationship.



The individuals we Interviewed stated that, prior to
negotiations, it is essential that there be a clearly de-
fined scope of work and a realistic independent estimate by
the buyer of what the required item should cost, Successful
negotiations are partially dependent upon the care that is
taken in 1dentifying the scope of the work desired and being
certain that the specifications and drawings are Uy to date;
otherwise, it is extremely difficult to communicate mean-
ingfully with potential suppliers. Furthermore, unless all
prospective suppliers clearly understand what i1s involved
In an effort, it iIs most difficult to evalute thelr propos-
als.

Another "'should cost! tool emphasized by industry is
the careful preparation, prior to the start of negotiations,
of an estimate of what the required item should cost. This
estimate is made independently of the supplier's proposed
price. Generally, 1T a buyer has an iIn-house capability to
make the item, as many of the companies that we visited
did, a make-or-buy analysis could approach a **should cost™*
estimate. Once this detailed estimate has been prepared,
it, of course, provides the negotiator with a tool that he
can use effectively during negotiations. Since he knows
precisely what is required to make the item, any major de-
viation between the in-house estimate and the supplier's
proposal can be discussed in greater detail.

Industry officials also pointed out that the capabil-
ity to make an item in-house Is a distinct advantage, not
only iIn arriving at a prenegotiation position, but also
during the negotiation process. This capability provides a
considerable amount of leverage in arriving at a reasonable
price, The buyer can use his potential capability of doing
the work in-house as an alternative to contracting for the
effort, should there be an impasse during negotiations,

Postaward surveillance on the part of many companies
we visited encompassed complete involvement in the opera-
tions of their suppliers. Such involvement included (@)
furnishing the supplier with technical personnel to assist
in planning and to help iIn solving problem areas, (2) re-
quiring regular and extensive reporting, and (3) meeting
frequently to discuss past performance and plans for future
performance.



It 1s not uncommon for industry to send engineers and
other technical personnel Into a supplier's plant to assist
in planning for a more efficient operation and in solving
various problems. In fact we were told that at times the
supplier will request assistance in various technical areas;
for example, one individual told us that his company had
been requested on some occasions to furnish technical assis-
tance to a supplier to help in planning for more efficient
manufacturing operation. This assistance involved areas,
such as selection of necessary manufacturing equipment and
plant arrangement.

Reporting requirements imposed by iIndustry upon Its
suppliers In many Instances are quite extensive. In most
instances, both technical and financial data are reported
on monthly or quarterly basis and cover historical as well
as budgetary data. In keeping with the cooperative atmo-
sphere in the commercial marketplace, we also found that in
some instances a supplier would furnish cost type data on a
completely voluntary basis. Although the data may not be
required under terms of the contract, it was believed that
the better informed the buyer, the better the so-called
partnership arrangement.

We were told of one iInstance where the supplier fur-
nished the same budget report to the buyer that was prepared
for his own management's use. This supplier believed that
the customer should have the same data that he used; with
this information, both parties could sit down and negotiate
fair and reasonable prices.



CONTRAST IN OVERALL OBJECTIVES I N
INDUSTRY AND GOVERNMENT PROCUREMENTS

During our talks with industry officials, we expressed
interest in some of the practices followed in awarding com-
mercial contracts. It became apparent to us that signifi-
cant differences in overall procurement objectives exist
between Government and industry in their buyer/supplier re-
lationships. Recognition must be given to the fact that
(1) the basic ground rules and objectives in commercial
buyer/supplier relationships are not the same, (2) the fac-
tors which motivate these parties are not similar in all
respects, and (3) the relationships and cooperation between
the parties are not identical, It should be recognized
that many of the Government's programs and hardware are
more sophisticated than those purchased in the commercial
marketplace, and this of course makes pricing of products
more difficult. One illustration is presented below,

Commercial buyer/supplier obiectives

In the commercial atmosphere both parties to a con-
tract generally work toward a common objective of marketing
the product at the most advantageous price so as to produce
a consumer demand that will yield the best return on the
investment. In the commercial market the buyer or retailer
will generally survey the market and conduct a market anal-
ysis of the consumer demand that can be generated for a new
item at a given price. Once a decision is reached that a
project is feasible, the buyer works with the supplier to
reduce production costs. Priority is given to those items
that have a rather elastic demand curve (i.e., where a
slight shift in price has a marked effect on sales volume).

To the extent that costs can be reduced, the market
price may be decreased, thus generating an even greater
consumer demand. The increased demand will directly bene-
fit the supplier, since he can expect more work. Thus,
from a long-range objective, it behooves both parties to
work cooperatively toward this common objective.

This motivating factor, which makes a close coopera-

tive bond in many commercial procurement actions, may not
be present in Government procurements. Essentially, the
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Government (1) predetermines the quantities needed and

(2) decides how much money can be budgeted for a particular
end item, IF funds can be saved through cost reduction
programs, it IS very likely that such funds will be repro-
grammed tO buy other needed materials or services. IT, on
the other hand, the price is higher than originally antici-
pated, the Government must (1) budget additional funds,

(2) try to stay within the budgeted limitation and get by
with lower technical performance characteristics, or

(3) buy a smaller quantity. Therefore, the Government con-
tractor, through a cost reduction, does not stand to bene-
fit 1n added sales volume as might be the case for the com-
mercial counterpart.
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CHAPTER 5

CONCLUSIONS

We believe that we have applied a number of ''should
cost" concepts in many of our previous reviews; however, we
have not performed these reviews on a plantwide basis. Ac-
cordingly, we plan to complete several trial reviews which
will be experimental in nature and will provide us with
data to answer such questions as (1) what problems we can
expect to encounter, (2) what size program should be re-
viewed, (3) what types of contracts should be selected, and
(4) what benefits can be expected from such reviews. GAQ's
decision concerning development of a capability in the fu-
ture and its extent will depend, in part, on the outcome of
these trials, the benefits obtainable, and any actions
taken by DOD relative to uses of a 'should cost' program.

The degree of effectiveness that one can expect from
these *"should cost" reviews is largely dependent on the con-
tractor's willingness to cooperate fully with the review
team. Such cooperation should include a full and free dis-
closure of all pertinent data by the contractor's managers.
It will also depend upon his reactions to the findings un-
der these reviews.

The objectives of negotiating a fair and reasonable
price, establishing specific definitions of the scope of
work, and conducting thorough, well coordinated negotia-
tions are, and should remain, a major goal of the Govern-
ment procuring agency. To achieve these objectives, the
Government agencies should, to the extent feasible, employ
a capability to perform selective "“should cost" reviews in
its procurement programs, particularly on its major procure-
ments and problem cases.

Although '*should cost'" concepts can be applied to the
Government's procurement process during the prenegotiation
phase and/or the postnegotiation surveillance phase, we be-
lieve that the most effective use of ''should cost'" review
results would be obtained before the award of a contract.
At that point in time, the results of a ''should cost"
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review not only would be of maximum effectiveness m as-

sisting the Government negotiator In awarding a fair and

reasonable contract but, more important, a potential Gov-
ernment contractor would be more likely to accept !''should
cost' Findings and to agree to implement corrective pro-

cedures.

Because of familiarity with requirements, alternate
courses of action, In-house technical knowledge of procured
Items, and the existing supporting agency personnel who are
knowledgeable of contractors' operations, DOD should also
provide a continuing capability to perform on a selective
basis ""should cost™" types of reviews after the contract has
been awarded--postaward, Such reviews could provide Gov-
ernment officials with data on (1) the contractor®"s per-
formance and efficiency and (2) the adequacy of the Govern-
ment prenegotiation review efforts.
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