Dear Mr., Schoembaub: r

Enclesad is a draft of our report to Senator Proumire on our study
of contractors’® invesiment in work in process under salscbed fized-price
Government contracts. We are sending you 2 copy because of its relatlon-
ghip 0 the proposed cost accounting standard on the Cost of Money as
an Bloment of tha Cost of Capltal.

. o s i
_ o504 (
= ol %
=N .
g UNITED STATES GENERAL ACCOUNTING OFFICE f‘ul Wk B!
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Mr. hzthur Schoenhaut) Inmecutlve Secwekaxy ()
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On December 5, 1975, the Cost Accounbing Standards Board relsased
a draft cost accovniing standard on the Cost of Honey as an Element of

Cogt Accounting Standards Board
| 441 ¢ streew, ¥,
Washingten, D.C. 20548 I AT
LMOBI041
the Cost of Capital. With raspect to overabing capiznl, the »urrposs ij
to estimate the average ooerating caplial reauirsmentz of a contract by
relaking projected coniract costs and orofits to the time required to
recovar theae costs and profits From thoe CGovernment procureszent activity
or finsnce office. The coniract overaiing capital w11l than becoms the
haze o which the cost of money will be avplied, This will serve o
reirbursa the conbractor by impubtlng interest on his investment iz the
contract.
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The draft standard recognizes the pogalbillity of using o distined
methods for corputing the amounbt of opevating zapital allocable Lo a
specific contract. ‘The methods aze the “business wnit average methed”
and the “specifle contract method”, Thae Board dasigmed a proposed form
for the "specific contract method”., The form deals sepavately with costs
andporofits and allows for Alfferent conkractual const elirhbursament ow
wayment pattzsras. An adiustment Ffactor was also Jewaloved Zor accounts
pavable. In our opinlon, the many variables which influence contractor
casn flow make it difficuli to desicgn an effectiva abbravizated form such
as the one being croposed by tha Doard,
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To test the Beard's technlgue, we complebed tho form using data
cbhtained from the alrzeraft engine contract included in ouy study and
oompared the resulis with the oubput of the computerized contwaci
financing model. OCur comparison showed significant differences which
wore discessed with your staff on Jume 9, 1976,

Although the compuberized contract finsacing mwodel makes certain
asswpblions, we believe 1t results in a more accurakes cowputation of
the amownt of operating cepltal required by a specific contract.
hecordingly, we bellewe thattthe Dosxd could effectively use the modael
in developing lte standard for lwputing interest on operabling capitsl,

Oneepotential eppllication of the model iz to use 1t on an aflerw
the-Ffact basls to dobernine a contractor's average invesiment ia the
oparating capital of s eontract, Howewver, we have not as yob determined
the administrative costs assoclated with using the model in this naomes,
IZ the adminlstrative costs are determined to be excsaslve, we belibwe
the model cowld be vsed to evaluaste the reasonablaness of any abbreviabed
tochnigue the Board may design for computing combractor lnvestwent in
working eapltal.

Wa appreciate the Interest shown by vour ataff in our findings and
would be pleased to discuss this satter Fuorther with you and your staff
if you desire.

Sincerely yours,

Reglonal Manager

Enclonure

ce: Director, PSAD (wfo encl.)
Deputy Director, PSAD/EP (W/o encl.)




1975. Our letter was in response to your May 21, 1975, request that we
evaluate the impact of a proposed increase in the rates of progress payments
made to contractors under Department of Defense (DOD) contracts.

In our response, we pointed out that the change in progress payment
rates was delayed. We also expressed concern with the possibility that
some contractors may already have negative investments under the current
progress payment rate, Our concern was based on a Defense analysis of
the cash flow of a hypothetical contract using a computerized mathematical
model. We stated that we intended to obtain actual cash flow data under
selected contractg and to use the model to process the actual data. On
Novembey 25, 1975, DOD withdrew its recommend%tion for increasing the
progresslpayment rates. The reason for the withdrawal is that DOD
initiated a study of defense contractors' profits, entitled Profit '76,
which could have a significant effect on the financial posture of
defense contractors.

The purpose of this letter is to apprise you of the results of our
study.

SUMMARY

We used the model to process the actual data on three fixed price

contracts of three different contractors. The results show that two

contractors had negative investments in their contracts and the third

. & ’
' The Honorable William Proxmire
United States Senate
Dear Senator Proxmire:
Reference is made to our letter (B-140389) to you dated August 21,
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contractor had a positive investment. The Air Force also processed six
airframe contracts and the results show an average negative investment
by the contractors. Although the sample is small, we believe that the
results clearly show that the progress payment rate should not he
increased.

The contract financing model can also be used to evaluate contractors®
requests for unusual progress payments and to identify instances of over-
financing by the Governwent. Also, by utilizing the model's sensitivity
analysis capabilities, it can provide information on which Defense
contract financing decisions can be made.

DEPARTMENT OF DEFENSZ
CONTRACT FINANCING POLICY

The Department of Defense contract financing policy is that Government
financing should be provided only if, and to the extent, reasonably required
for prompt and eificient performance of Government contracts and subcor=-
tracts. .Certain contracts, involving large amounts and a long period ba-
tween the beginning of work and billing for the product can have a signifi-
cant impact on a2 contractor's working funds. Defense procurement regulations
appear to recognize this fact by providing progress payments to contractors
as a means of shaxring the prebilling costs.

Although the Defense progress payvment concept and implementing instruc-
tions are basically sound, there have been problems in establishing how much
financing should be borne by the Government and by tne contractors. The

problems are caused by the number of variables, cited below, that affect

the extent of a contractor's cash investment in a contract.



DESCRIPTION OF THE CONTRACT
FINANCING MODEL

A contract providing for progress payments is finmanced by a number
of sources including: |

-=contractor's cash investment,

~=profit, if partial deliveries are made,

-=government progress payments,

-=accrued salaries and wages,

-—amounts owed vendors and subcontractors, and

—=pank f£loat on checks writkten but not cleared through the
contractor's bank.

The model recognizes these sources and application of funds on a daily
basis during the life cycle of a contract. The model also accepts as
input the other known constraints and variables which influence cash
flow:

~~p%ogress payment rate,

--liguidation rate,

~-frequency of a contractor's request for progress payments,

~-glapsed time between a contractor's request for and receipt of
Progress payments,

-~glapsed time between the incurrence of wvarious types of costs
and their payments, and

~-bank float time.
An output of the model is the average dollar amount and percent of
total financing provided by each source; i.e., contractor, profit,

Government, vendors and subcontractors, labor force, and banks. The
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model can also be used téhperform sensitivity analyses by changing the
constraints and variables listed above. Sensitivity analyses would
provide Defense with information which might otherwise not be available
but which should be considered in any Defense contract financing decisions.
We believe the procedures for calculating cash flow in the model
are conceptually sound. However, it is important to note that the model
does not purxport to measure the investment of a contractor in his total
defense business. Rather, the term ‘investment' as used in the context
of this study refers to investment in a specific contract only. It is
assumed that the contractor has facilities and eguipment available Ffor
performance of the contract as a prereqguisite for contract award. This
is the logical focus of any analysis of contract financing since Government
pre-delivery payments are not intended to finance total investment in
Facilities and equipment but only depreciation or amortization properly
allocable to the contract.

RESULTS OF STUDY

We selzcza2d three fixed price contracts that provided for partial
deliveries and were either recently completed or more than 80 percent
complete and were reasonably close to targe: cost. This study did not
include shipbuilding contracts and cost-type contracts. Contracts for
shipbuilding provide for progress payments based on a percentage or stage
of completion of the specified work and, under cost-type contracts,

reimbursement is at 100 percent of allowable costs incurred.
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without the need for tha contractor to borrow funds or to utilize cash
otherwise extranesous to the contract. Such funds would thereby be avail-
able for other purpcses. The opprosing view is that payments for profit
are proprietary to the contractor and should be considered as contractor

cash financing. The rationale for this view is that the profit has been

earned by ths contractor and is available for investment in the contract
if the contractor sees fit.

A similar controversy exists regarding bank float. Bank float is
defined as the difference between the balance shown in the contractor's
checkbook and the bank's records. Based on our study, it takes about 5
days for chacks to clear a contractor's bank account. Tha model assumes
the contractor can utilize bank float on certain types of expenses. One

view is that bank float is not necessarily used by contractors and there-

FINANCING Alrcraft 1/
SOURCE Migsiles Engines Electronics Airframe
Government 77.2 68.9 71.7 67.0
Contractor 11.9 =3.2 -2.2 -1.0
Creditors/Labor 3.9 15.5 12.4 11.0
Profit 5.9 16,1 15.3 22.4
Bank Float 1.1 2.7 2.8 .5
0.0 100.0 100.0 100.0
' 1/Average of six contracts
Controversy exists as to whether profit should be considered as
| contractor or Government investment. One view is that all payments ine
cluding profit represent cash provided by the Government. Stated another
way, the contract generated sufficient cash flow for contract performance
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fore should be added to eontractcé financing. &Another position is that
bank float is available for use and, accordingly, should be considered
as a separate financing source.

As shown above, the contractors® investments, excluding profit and
bank float, ranged from a negative 3.2 percent to a positive 11.9 percent,
with the majority being in a negative position. There are a number of
reasons for this range such as the mix of labor and material costs, the
contractors® payment policies, and the stage of contract completion at
December 31, 1975, the cut-off date of our study. Since progress payments
are limited to cash pavments made for items purchased directly for the
contract and for other items on the basis of accrued costs, a material
intensive contract increases the contractor’s investment. Also, a con=-
tractor's investment increases if he pays his vendors, for example, every
15 days versus 3Dﬂdayso Oour study further indicates that as a contract
nears completibn and deliveries are made profit financing increases and
contractor financing decreases.

CONCLUSIONS

Although our study was based on a limited number of contracts, we
believe that the results clearly show that the standard 80 percent.
progress payment rate should not be increased. Further, since the
Armed Services Procurement Requlations provide for giving a contractor
a rate higher than the standard rate in unusual circumstances if the
contractor can demonstrate fully his actual need, we believe that the

contract financing model can be used effectively to evaluate contractors’
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regquests for unusual progress payments.

We also believe that Defense should recognize the utility of the
model for other purposes; such as, identifying instances of over-
financing by the Government and determining through sensitivity analyses
the feasibility of varying the standard progress payment rate, the

liguidation rate, and Government payment frequency.

- o wm e

We are sending copies of this report to the Chairman, Subcommittee
on Federal Spending Practices, Efficiency, and Open Government, Senate
Committee on Government Operations; the Director, Office of Management
and Budget; and, the Secretary of Defsnse. Since the model has potential
for use by other agenciss concerned with contractors® investment rslated
to Covernment procurement, we are also sending copies of this repor£ o
the Chairman of the Renegotiation Board and to the Executive Secretary
of the Cast Accounting Standards Board.

Sincerely yours,

Comptroller General
of the United States
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rapork, buk we arpect the relsase during yeuwr processing. Also, the
TS mbaff has been reviewing the rodel apd we expest you will recelve
a fovorsble report £rom thom s00n.

another potsntial applicatlion of the Alr Porse contract Financing
modal we want to bring to your attention relates to GAO reviews of tha
Lockheed Alrcraf: Corxporatlion guaranteed lean under the Emergancy Loan
Cuarantee Ack, 1971 (15 U.S.C. 1841, Supp. I, 1971). Yo beliewve PSAD
should consider using the model in examining lookheed's cash flow and
ravanues. ¥e would he pleased to discuss this further with you and to

asgist, 1f you agree.

Artachment: as stabed

co: Dlrackor, PSAD

July 16, 1976
|
Daputy Director, PSADSGE - John P. Plynn |
i
: |
Asglstant Regional Manager, Bosten - Paul M. Poley:
Review of contractors® lavestwent in work in process
wmdor selected flired priece conlzaciks.
Here ls our rofersuced drafl report on the subject
Al» Porce has not yebt officlially relessed its data we included inm the ]






