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JOINT COMMITTEE ON WAR EXPENDITURE.

SECOND PROGRESS REPORT.

COST-PLUS_CONTRACT SYSTEM - INTERIM REPORT.

1. As indicated in its First Progress Report, the Joint
Committee on War Expenditure has, concurrently with other
investigations, inguired into the system of contract known as
"eost-plus" and extensively used in connection with munitions
expenditure.

2. Widely differing viewpoints on the merits and demerits
of the system are from time to time published but, apart from
general expressions of opinion, and the gquotation of certain
individual cases as examples of its working, no comprehensive
survey of the cost-plus system has yet been made in Australia.
To this task the Committee has addressed itself, and with ’
technical sta?” to assist it in matters of accountancy research
is making an exhaustive inquiry. This inquiry'covers not only
the experience of persons engaged in the initiation of the
system and its control, but also the reactions of industry from
the management and labour viewpoints. It includes investigat-
ion of the actual operation of the system in the factory
itself, the efficiency of the methods employed in establishi.g
an accurate cost, a comparison of munitions prices under this
and other systems, and the factors influencing the margin of
profit, or "plus", allowed. PFinally, it is essential that the
inquiry conclude with a survey of Australian experience in its
effect on finances of manufacturers operating under the system,
to show the amount of profit derived thereby, the relationship
of such profit.to capital employed, and comparison with profit
derived under normal tradi%g methods. This section of the
inquiry involves a large amount of investigation of the accountre
of firms and companies in various States, but is essential
because it is the only possible way in which the cumulative

effect of the cost-plus system on Australian industry can be



agsessed,

LM Thése subjects together form a considerable task, and
the Commlitee will not be in a position to bring down its
full report for some time. It feels, however, that the
Parliament should in the meantime be made acquainted with the
scope of the inq.uiry; the extent to which it has progressed,
and the opinions that up to the present stage members have

been able to form.

COST~PLUS CONTRACTS.

4. The form of contract known as “coet-plus' was conceived
to meet circumstances when a fixsd price could not be obtained
for the work. Such circumstanccs arc so well-known as scarcely
to need repetition, but may briefly be stated to arise from
either the lack of opportunity to call for tenders, the lLack
of tenderers, the inability or unwillingness of the contractor
to estimate the value of the work because of" its unknown
nature, or the reluctance to accépt estimates, when made, as
a reliable and fair basis of contract. It can be readily
understood that as a great deal of munitions work had never
before been attempted in this country, no knowledge existed
herc as to the cost of the new processes involved.
5, The system presupposes that the cost of the article
will be ascertained, and a certaln margin of profit added
thereto. The usual basis for a cost-plus contract is generally
one of the following: —

(1) cost, plus a percenbage of cost for profid;

2) cost, plus a fixed profit or management fee;

3) maxirum or ceiling price;

4) target price.

Cost~plus—-pereentage-profit.

6. The first system, whereby the margin of profit is a
percentage of the co_st, is the form most widely used in
Australian minitions menufacture, and has brought forth the
greatest amount of criticism. It has been claimed to place
a premium on inefficiency in that the greater the cost, the
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greater becomes the profit; further, that thc'tcmptation to
inflate costs by fraudulent mcthods is cver present. It is

on the contrary stated  that, so long as manufacturihg is
carried out with maximum efficiency and costs carefully
checked, and the margin of profit strictly controllecd, no more
economical form of commércial contract can be arrived at. For
purposes of clarity, this type of cost-plus contrmct is
subscquently referred to in this rcport as the "cost-plus-
percentage" contract.

Cogt-plus~fixed~profit

7. Where a fixed sum or & management fee is paid as the
margin of profit, the argumernt that increased costs provide
greater profits does not arise; but it can still be claimed
that costs allowed may be higher than nccessary, either
through inefficiency or pal.~practice, This class of
contract is used in cases where it is desirable to associatc'
profTit margins with unit production, as in the caze of a
company producing an aircraft engine at a profit of, say,

£20 per engine; or where the management of special plant béing
operated by the contractor on a varied manufacturing programme
can more readily be associated with an administration
establishment than with a margin of profit based on production.
The fixing of a profit on a basis of unit production is
directly an incentive to increased output, and indirectly,.
therefore, has relation to possible reduction of cost.

Cost~plus-profit with meximum price.

8. Under this arrangement, an estimate of cost is made

as accurately as possible, and a price which is not to be
exceeded is based thereon. But if ascertainment of the final
cost shows the original estimates to have becn too high, the
contractor receives only the actual cost plus the agreed
margin of profit. If the original price has been gauged with
any degree of accuracy, there are sound business reasons for
the contractor to use efficient manufacturing methods, and

/keep
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keep down costs, which may otherwise exceed the stated price.

Cost with target price.

9. This type of contract aims to sccure efficicney in
production and reduce costs by providing a direct profit
incentive to the contractor. A price, estimated as accurately
as possible and providing an agreed margin of profit, is sct
as a target; any savings from production under this price are
shared between the Commonwealth and the contractor, in pro-
portions which increasingly benefit the contractor as the
savings rise. Although no rigid rule has been laid down, the
standard practice is that on the first 10% of saving the
contractor receives 20% and the Commonwealth 80%. Vhere the
‘gaving is more than 10% but does not exceed 156G, the contractor
receives 333% of the excess and the Commonwealth 66 2/3%. If
the saving exceeds 15% it is shared equally between the
contractor and the Commonwealth.
10. The original costed fcﬁn‘of contract intended for
munitions supply, introduced by the Principal Supply Officers’
Committee, aimed at establishing the "target price" system.
1t provided for the production of a trial order to establish
a cost basis; the trial quentity was to be priced on the basis
of cost plus a margin for profit, usually 4% on cost: . This
price was to be the target for further production, and saviigs
made were to be shared by the Commonwealth and contractor. -
Very few contracts of this nature have been signed, and the
original intention to benefit from the experience of the trial
orders does not appear to have been carried into effect.
11. The important benefit of the provision Tor establishing
a target price lies in thg fact that the contract is open to
revision in respect of the margin of profit allowed, whereas
an executed agpeement providing a basis of cost plus a fixed

margin of profit camnot normally be reopened.

NECESSITY FOR VARTATION FROM NORMAL TRADE PRACTICE

12. Much evidence has be?n taken by the Committee as to
/the
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the necegeity for the cost-plus system, which up to recent
times was not widely known in this country. It is interesting
to note, however, that in some ship repair work it has long
been the custom of at least the Port of Sydney to work on

this basis.

13, That some form of cost-plus system is necessary is

the opinion of practically every witness associated with the
war production programme. The novelty of many types of
munitions to the Australian manufacturer, the inability to
deal with varying conditions of manufacture on a rigid basis
of contract, the completely unknown nature of some repair

work until opened up in the workshop, ahd the necessity for
immediate commencement of production, are given as veasons for
the iniiiation of the scheme.’ With these views the Committee
agrees; it is difficult to visualize, so long as the war lasts,
how we can escape some form of cost-basis contracts for
armaments and munitions involving menufacturing processes new
1o this country. As menufacturing capaclty becomes fully
taken up, and competition for orders is therefore eliminated,
an extension of the system may be necessary.

14v Many witnesses expressed the opinion that, once costs
have been established, the earliest opportunity should be
taken to convert cost~plus contracts to a fixed price basis,
but even on this subject there is considerable discussion.

One winess, associated with a large manufacturing company,
whose prices for manitions have been reduced with every
successive order, until at present a rate one-third of the
original price has been reacﬁed, maintains that a cost basis
is still the method of price agreement most favourable to the
Government. He contends, with some reason, that no company
operating on its ordinary business methods would estimate on
the basis of absolute cost and make no provision in its
guotation for unforeseen contingencies.

15. The Committee‘éonsidens that, once & cost has been well
established by experience, there ;s no necessity for the

/continuance
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continuance of the arranguement in its origin~l forms Rather,
it rcgards "cost-plus-pecrcentage” an unwslcowe but unavoidable
form of contract necessary only in the initial stages of
manufacture -~ a stepping stone to a morc rcliable form of
contruct. A fixed pricc should be sought as soon as the
costing of curly orders cnablcs the Pnge of justifiablc
prices to be gauged.

16. Munitions production is, howcver, & matier of such
nationnl conccrn that cven on fixod priccs somc form of check
of profit 1s desirnble. Thc Comitice is in ngrecement with
the provision insertcd in some contracts for mumitions
manufacture on a'fixed pricc bnasig, th t if costing establishes
the prte of profit to be over a ccgtain margin, the fixed
price will be subject to reduction. Therc arc many examples
ol manufacturing concerns whosc intcrcest in the war cffort

is not mcasurced in terms of the profit to be made thercfrom,
and who will offer no objcction to this form ¢f control of
profit. margins on munitions manufacturc; in othur c¢iscs whore
profit is still the contrictor's main objuet, no sympathy will
be folt if the rostriction now suggestcd be imposed upon hims
17. Bricfly, then, the Committoc considers that the
ecarlicst opportunity should be taken to break awny from
contracts based on cost plus perccntage or other margin of
profit and convert them to fixed price contr-cts with .1 cost
cheek elause, — in offect to a variety of "maximum pricc”
contr .ct. This type of cost-plus contruet is the onc regarded
by the Committec a8 the bost available for munitions manufac-~
ture, for while it retains the costing basis inhcrent in the

cost-plus system, it nchicves maximum control of profits.

CONTROL 0F'COST¥PLUS CONTRACTS.
18. Working, then, on the Committoc's vicw that somc form
cf cost-plus contract cannct be avolded in our munitions
manufacturing progromme, it bocomes necessary to onsurc that
the operation of the system will achlceve its desired object

/of
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cf minimum cost of producticn and strictly limitud profits.
Bach clument of the contract must therofire boe contr.llod.

These clements may bo 8ot down as.-

[

2) cost of labour ..

l; cost of material
3) cost of overhund el e

Tetnl Cost

(4) profit .. e P

Contract Tricc.

Standard Cenditicas of Contract

19. In an c¢ffert to achicve effective conbrol of munitions
cost, the Ministry of Muniiions has laid down standnrd
conditions of contract under which priccs of munitiens
produccd - n 3 cosi-plus basis arc ascervaincd. Thesc provide
that payment to the contractor sﬁmll bc the sum of:

Ea production cost;
b) the remuncration, or profits as agrecd upon.

The production cost is the sum of:-

dircet material cost;
direct labour cost;
dircet expecnscs;
indirect expenses;

20 T D

aftcr all discounts, rcbates, commission, price reducticn,
and (rocccds of sales of any sccondary preducts, have been
credited to the producticn cost account. The standard
conditicns alco set out Lhc cxpensus, losscs and cubgoings
which shall se excluded from th. production cost, such as
inceme and profits taxcs, interest cn capital, intierest on
borrew. & money, and soch dircetors' fuss efec. as are not
considcred reasonable. Some of the other items cxcluded nrc
advertising, publicity expenses, bad dcbits written of{, and
lcesea from sale of capital assets. Subjceet to the approval
cf the Minister, expunses such as charitabl. contributions,

¢ .niributicas to trade associnticns, royaltics, and excuss
nward rates te employces sre also czcluded from tho px}‘t’"'ﬁqction
cests  Scparnic recocrds for cach centract nust be kept by the
contractor and be rcadily availoble for exumination by

/officers



officers, of the lommonwenlth appointed for the purpose.

Cost _Investigation Staff

ac. To ensure that these conditions of coniract are adhered
to, and that production coshts are properly arrived at, the
Department of Muniticns has established o cotit investigaticn
uranch. In Melbourne this staff operaies under the direct control
of the Lirector of Finance; in Sydney and .idelaife, under the
Local Roards of Area Management. This staff vizite all runitions
contractors and either checks the cost arrived at by the
contractor or mekes it up from his records. It may be added that
these records, being kept primarily for the contractors' owa

use, often need considerable adjustment to bring them into line
with the stanflard conditions of contract, familisrly Xno'™ in

the manitions world as the "Yellow Peril'.

1. The Committee regards it as essential thst the work of
the costing stall be carried out with the utmost efficiency.

In corparison with the totel experditure on munitions, or indeed
with that portion of it whieh, In the absence of sufficient

check, might sasily be wrongly incurred, ihe coczl of investigation
work ig small. In the Committee's opinion, it is under present
conditions too small. There is a shortagc of sta’ in Sydney

and Melbourne and work is considerably in arrears. ‘he standard
of salary paid to the meﬂ is not commensurate with the value of
the work performed, nor sufficiont to retain them against the
conpetition of firms with whom similar services arc in great
deizand and with whom they maintain official contact. <tThe Cormitiece
recormends that the costing section be augmentcd, and reorganised
under a Controller of Costing responsiblc to the Permanent Head
of the Munitions Department, and that salaries be fixed on 2 basis
sufficient to attract and rctain men of high ability in this
specialised form of aocountanéy. Further, it is considercd that
the reorganisation of the staff will not be complete unless it
ineludes technical cost investigators - men with knowledge of
machine workshop practice both from the production and ae<ountancy

angles. Spceific instances of thoe nccessity for such knowledge
/in
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in relation %o costing work are given later under the various elements

of cost (para 22-30).
In addition to departmental cost investigation, it is noted that

the Auditor-General exercises the usual control over expenditure on

cost-plus contract work.
22, Cost of Material.
The general policy on provision of materials is to encourage

annexe contractors to make their own arrangements for supplies. Under
present conditions of contract, it is laid down that the price allowed
for material ineluded in production cost 1s the ruling market price at
time of consumption, so that in times when rising prices are almost
certain, there is considerable inducement for the contractor to buy
his materials on a large scale. The risk of loss by'fall of market
price is small, and profit on material alone may be large. It is
admitted that the possession by & contractor of raw materials, at the
time when he receives his ordcr, cnables production to procecd without
dclay, but it is questionable as to whcther this desirablc object
cannot be achieved by other mcans, especially as the present system
may be responsible for wanted materials being tied up prematurcly.

The Committce feels that the price of raw material as included in the
cost of munitions to the Government, should be the cost to the con-
tractor. If this variation of system tends to stop builﬁing-up of
contractors' stocks, then the Government should itself obta%in bulk
supplics of materials on favourable price bases, ready for distribution
as reguired.

23. Generally speaking, material rccords arc such that their cost-
ing is not a matter of great difficulty from an accountancy viowpoint.
The general question, however, of the proper usc of materials charged
to production is one for the cxpert consideration of the technlcal cost
investigator rather than for the costing clerk. This, together with
the problems of the cconomical use of matcrials, the recovery of wxste
and the consequent reduction of material costs, emphasisc the nccessit
for the costing staff to include men with this specialised knowlcdge.
Greater attention should also be paid to the provision of adequate
records of material consumed.

24, Only in some instances are the accounts of sub-contractors

/whose
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whosc product becomes a materinl or componcnt for latcer proccess
work, subjoct to costing investigation, and a definitc werlicss
in the sysicm cxlsts at this point. The reorg-nissction of the
costing branch rccommcndcd in paragraph 21 should make provision
for a more intensive check of sub-conitractors' costs.
25. The quertion of spceial discounts allowed to purchascrs
of munition matcrials 1s a matter to which the Commitiec has not
up to the preoscnt given mers than pessing otisntion, but fall
investigation of this phase will be underinken.
26. QCost of Labour.

Theorctically, all labour production cost can readily
bo ascertained, wages are fixed by swards, and vages shcets and
cost cards complete the necessary record required by the costing
aathority. In actunl practiice, the charging of labour costs is
most difficult to control. Only < tcchnical cost investioator,
vith kzovledpe of manufacturing practics and capoble of aczcssing
tne clase o .achine work reguircd and the valuc of worlk gcriormed,
is ablce to statc whether or not labour charges arc corrcetly made
up. Jrong classification of labour, and the consequent payment
of unwarrant.d rates, use of lower paid lobour nnd the charging
of skillcd rates therefor; provision of staff in vxcess of
requircniunts; and working of cxcoussive overtine are matters on
vhich only an cxpert on production costing is competent to
exprcss on opinion. As in the case of raw mtterinl cosis, the
neeessity for further control of labour charges is a nceussry
funccion 0¢ the reorganiscd costing scetion recommended previously.
Ia matters concerning whge rates, the cooperntion of nn industrial
inspector to assist the costing authority is suggested as a
valuable aid.
7. Certnin matters rclated to rnates of wiges now being paid
in munitions uvstablishments, and statcd not to be in accordance
with the policy of siv-..d od poten adopted by the Government, arc
now engaginb the attention of the Coumittee, and will be rwporicd
upon later.

/Overhead
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28. Qvcrhead Exponses. .
There will alwﬁys bc a diffcronce of opinion in regard
to cxpenses incurrcd undcr this hc~ding, but ~fi.r duc consider-
ation of' the speceial features surrounding war contracts, the
Standard Conditions of Contrnet set out very definitely what
items of overhead may or may not be includcd in the production
cost (see parn. 19).
29. Many items of overhcad propcrly chargecable to ordiniry
commercial activitices are not incurred in Government contracis.
For instancc, to obiain Covirnment contracts it is not nccussarpy
to incur expenditurc on advertising, sclos orginicition and
commission, nor docs tho question of ndeguate provision for baad
debts arisc. Such items arc properly disallowcd 18 overh.ad
cxpenses in munitions contr-icts.
30. On several other itcoms a dif crence of opin' n cxiegts.
“he oxtent to whieh depreeintion should be nllosd hs be n the
rubjeet of much discussion, and the dis~llowvince 18 n ov.raeid
charge of inter:ist on cipital and on borrowcd moncy iz <180 amch
criticised. Thesc wmeticrs arc the subjcet of further inquiry
bv the Committes.
Il Tho proportion of productive wares incurred in civil
13 comparcd with defunce 'rork is gunernlly accecpted as o basis
“or apportionacnt of overhe-d chorges in plants operatiog on
both cl~sscs of works The tremendous incruise in defince output
dic to the stepping-up of onc-shift work io continuous opercticr,
Nas its cffcet on curt~in items of ovurhead in thoir rel-tica
to production cost. Sufflcicnt cxample is provid.ud by the
cibition of rent p-id for Tictory prenis.e uscd for producilon,
s:ch rent being usunlly agportioncd on an arc” bagis. ‘ihe
working of threc shifts, wilh no cxtension of sp2e., provides
troble output on whick bosis overho:d is conscquently ro-2pport-
ioned. The offcet is to lond war production witl, a chargc throc
Limes gre~ter than previously whercas no greater proportion of
rent is attributable to the inercnescd outpnt. L similar anomaly

/cnn
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can bec shown to apply to dircctors’ feus. It is folt that
insufficicnt consideration is given to this phasc by the
applicntion of the present rule of thumb method of ~sscssing
overheads and the desirability of variation of the practice is
now undor the Committec's consideration.

32. Speecial Contracts for Machining Toolg and Gausis.

During the coursc of the Committec's inquirics, its
attention has becn directcd to a speeial form of conbract drown
up by the Directorate of Machine ‘fools (Tamili-rly known as the
"D.M.T. contract!) for the mamufacturc of machining tools (loosc
tools for operation in machinc tools) and gouges. Centractors
arc paid at the rate of 5/- per machine-hour, plus a machinc
allowance of 6d. or 1/~ per hour for ¢ich £1,000 now valuce of
michinery used according to whether the michine ig ovur or under
ton years old. The contractor alsc rucuivis a profit or 2dai. ie-
trative feu of 10% on the 5/~ mechine rate plus the allovance.
ihepy benehwork s also undurtaken, the contractor reecives 5/-
per man~houy but no profit or administrative charge. In
addition to the above, a coniractor is entitled tu recover the
actuil cost of materinls and nny chnrges made to him for outside
services, but without furthcr allowance for profit.

"5 Preliminary investigatibns made by the Committee have
shown that this type of costing, bascd apparenily on 2 normal
working weck of 44 hours, ie nob sufficiently flexiblec to mc.t
wortime conditions of continucus shift operation, and gprofits
madce by some contractors arc greatly cxeussive. Although the
proporticn cf expenditurc is nut large, the Committe. considers
that immcdiate attention should be given to a revisien of this
Tform of contraci, and with this object in vicw it proposes to
sub.1it n report immediotcly ite investigations, new well advonced,
are completed.

Costing Control
34. Enough h2s beoen suid in preccding paragraphs to indicatc
{that the proper administration of munitions producticn cn.a cost-

plus basis is completely dependent on an c¢fficient costing
. /system
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system. The Committecc is convinecd that such 1 system deus

not now exist, and that reorganisation, s reersmend:cd in

parngraph 21, is esscntial. #fficicnt costing orovides the

best gauge of cfficicnt production. The metice sh-uld b tr ~toed

as urgent, beecausc cvery fallure to achieve o mininum bosis cof

cost involves the Commonwenlth in furthor additicng to its

heavy expenditure programne.

PROFIT MARGINS

35. Oncc the cost of production has been cstablished, the
margin of profit remains to be fixed. There i3 guacral agroomont
th~t n~tional difficultics should not cnablc muniticne m na® .ctur-
crs t0 mike profits over a rcasonable rate. A “nrther bedy cf
cpinion considcss that no profit on muniticns for the dufinec of
th.. country should be permitted. In the face cf considerable
variaticen of opinion 28 to vhat ceonstitutes a "reasentble patlY,
its fixation cannot be regrrded as any casy mttor.
56. Though the Commonwcalth will colleet, through hirsh.r
ratcs of taxntion, a large portion of any cxccssive vrofiés
carncd, the principle of low margins of profit should be
insisted upon. Not cvin 2t the top ond of ¢he taxaticn sealc arc
111l excess profits collcc{ftﬂd. Purthcr, the allowance of Stite
income tax ns a dcductior; in the asscssment of Jommonwialth tax
paynble by a company approximitus onv-sixth cf the total prefit,
and reduccs the tax assessable by thoe Ceoronwe 1th «ccerdingly.

Profits on Anncxe Contracts
37. Up teo the proscnt, profits made on conuracts carricd "t
in annexes have varied from nothing in some eascs up tc 6,0 in
cthers. The largest proportiun of cuntriets, howuver, provides
a aargin of 4% on tobtal cest. This pate was wrrived at in 19388,
aftcr the Industrial Adviscry Pancl hnd consid.rcd the maticr.
It can be safcly assumed that at that time the 40-44 hcur working
wxck was taken ag a basis for producticn, 2and it is knovm that
the form of agrecement then designed provided sor wvhe adeplicn of
1 trrget price 1ftur wxpurivace of triai orders. Only in a smnll

/maber
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number of cases was this type of agreement signed, and in the
great proportion cf cases where profit is allowed Pfor, the contract
adheres to a rigid scale of L}%. The effect of this rate is further
discussed in paragraphs Ll-43.

Profits on other (Non annexe) Cost-plus Contracts.

38, A substantial precportion of the plant used in establishménts
manufacturing munitiens, ether than annexes, is supplied by the
Commonwealth at a rental rate of 10% per annum. The contractor is
allewed, as part of his everhead cost, depreciation on plant at
rates permitted by the Commissioner of Taxation, The rate is 5%
per anmnum for a normal work's week of one shift per day and rises
to 10% for three-shift work. As most contractors work continuously,
they are allowed to charge a 10% deprecistion rate to production
ccst, and thus offset the Commenwealth rental charge, While this
is not a matter of profit margin, the Committee in passing dfaws
attenticn to the anomaly that under the abmve agreement a c((ntracton
0'perating‘ three-shif't worl; with hired Commonwealth plant receives a
similar treaiment to the centractor using plant owne'd by himself,
The Committee alsm notes a difference in the administratien of
departmental instructions ah this point as between the Sydney and
Melbourne costing sections..
39. In a large preportion of non-annexe contracts based on cost,
the margin ef profit is not an overall percentage. It is generally
considered that that porbion of the werk which demands skill and
close attention is worth a higher profit margin than that allowed
on the cost of raw materials. A common practice, then, is to allow
a margin of 73% on the cost of labour and overhead, and 23% on raw

materials and sub-contractors' work.

40. An analysis Of 7h Victorian contracts yields the following
result.
To. oF Tate of Profit Margin
Contracts.. .
On . On
Materials and Labour and Overall.
Sub~-contracts. Overhead.
% %
1 2% g
1 13725 18,
¥ 2= =z I
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No. of Rate of Profit Margin
Contracts.
On On
Materials and Labour and Overall.
Sub-contracts Overhead.
ss % %
2 ~- - 5
3 <]
5 : 74
2 10

In New Scuth Wales a- greater préportion of conj;racts carry o
profit margin of 24% cn materials and 72% on labour.

4. The Committco has given®considerable attenticn to these
margins of prolfit. Wvidcnee takon indicates that thesemay be
rcgrrded in the average ns those gencrally applicable to cngineer-
ing trades, in normal times ond under normal conditicns.

42. It is trite to say that wer conditions are not normal.
The werking week is no longer of 40/44 hours; it is genc;':lly

of 124 hours and upwards. Yages have becn londed and priccs of
materials have increased, both adding to production. costs;

volume of turnever has doubled or trebled. Thercfore, 2 prefit
mirgin guitc reasonoble in normal times may, in the new circum-
gtances, be unjustifiable. -
43. It is with-these facts in mind that the Committec has
set out %o ascertnin the cumulntive cffect on the finances of
manufacturing companics of continuous cost-plus work. Tho

task is not easy. It invelves considurable rcsearch in the books
of a large number of companics, the computation in cach case of
the ratio of defence o civil orders, and a comparison of
present profits with those made uhder pre-war conditions.
Censiderable adjustment cf the figures ordinarily used in tr:.ding
accounts is necessary beforc this basis of ccuparison can be
fﬂir]:y establisheds PFinally, the ratic of profit to capital
employed can be nssessed.

44, This hcavy programme of work is procecding. A numbcr

cf companies engaged 1n war production have complicd with the
Committee's request to produce trading ~nd prefit and Loss

/accounts
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accounts and talancc sheots, covering the aceounting poricds
from twe years bofore the war up to the present time. Thesc
nccoun{:s are boing dissccted, and a rcpcrt on the findings will '
bc made as carly as possiblc. At this stage, the Committoc can
statc no morc than that the inflexible application, to present
war conditicns, of profit margins fixcd in more normal times
will disclose that some variation of cxisting practice will be
found necessary, in order to establish a clcar rclation bctween

the margin of profit, turnover, and capital.

MUNITIONS. EXPENDITURE GENERATLY

45. Many aspects of munitions expenditure, either not
related to the cost-plus system or only partially connected
thercwith, have come to the notice of the Committec. As this
Report is intcended to convey only the cxtent of progress made
in investigation of "cost-plus" as a present accepted practice
in munitions manufacturc, comment on these other matters is

reserved for a separate rcport.

CHAIRMAN

Senate Committee Room,
Canberra.
17/12/41.
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ADDENDUM BY MR, C.A. MORGAN, M.P.

Analyeis of the 'cost plus' system and the history
of its inauwguration reveals that its real basis is a desire
for the preservation of capitalist economy and the spirit of
private enterprise.

In order to maintain the fundamental principles of
capitalist produetion, private industry was, up to a point,
prepared_ temporarily +to accept reduced profits as compared
with profits enjoyed in peace time rather than risk possible
losses in undertaking a new and exceptional type of business.
In the larger concerns, however, increased turnover more than
made up for any reduction of profits in the early stages. The
‘cost plus' system in relation.to war contracts was, therefore,
in the nature of an insurance measure for private enterprise
and a guarantee of its continuance on a more solid basis after
the war, especially by the larger concerns which were enabled
to establish costly annexes to their premises at the Govern~
ment's expense. Moreover, as the equipment to most annexes
was leased or loaned by the Government it will place the
companies concerned in a speclally favoured position and may
lead %o greater monopoly control in industry. These concerns
novw show a disposition to abandon the system after having
established their costs at the Government's expense and the
setting up of a fixed price at this juncture would naturally
give them a great advantage over competitors or smaller
contractors who did not earlier enjoy the benefit of the "cost
plus" system. The period of amortisation of this equipment
allowed by the Munitions Department is from five to six years
and this will mean that the plant will, at the end of that -
time, have been entirely written off in the books of the
Department., The usual life of some of these machines is up
to 256 years and allowing for greater depreciation under war
conditions it is obvious that the machines will have some value
when the Government is finished with same and that the concerns
which have them installed on thelr premises will have o distinct
advantage over their competitors in business.

The guestion of the digposal of such equipment at
the end of the war therefore cal for careful investigation
and the Committee's special investigator is following the
matter up. *

That the "cost plus" system is based on self
preservation by private enterprise, and that its dominant
motive, is the maintenance of profits even in war time, is borne
out by the fact that where its investigation is difficult
abuses involving wastefulness and inefficiency, and even fraoud,
creep inj the degree of such abuse is related to the extent
to which the scheme can be policed, and this is well illustrated
by the "D.M.T's" rate instituted in certain machine shops by
the Director of Machine Tools and which allowed for the making
of profits vwhich have been described as 'fantastic' in certain
casese

Departmental officials who gave evidence made no
attempt to justify this "D.M.T." rate of cost plus and could
adduce no reason why same was inaugurated.. In fact a long
questionnaire for the elucidation, of the DM.T. rate submitted
over two months ago by the Sydney Branch of the Munitions
Department to the Director of Machine Tools, Melbourne, still
remains unanswered.

This particular cost plus scheme therefore still
remains a mystery and confounds cost investigators who have
to interpret it on behalf of the Govermment.



18+

That the 'cost plue' system is unnecessary during
war time is illustrated by the one outstanding example of a
concern which set up its own annexe and is producing munitions.
at actual coste In fact, it went further and presented the
Pirat stau‘nplef order free to the Government.

Under the heading of "Costs" all the elements of
production (including overhead and administration) are covered
and this is all that should be necessary in the present crisis,.
Anything in the nature of unearned inerement in war production
is an unfair burden on the community and, in addition, must
tend to divert she energies of the recipients of such increment
f;?‘m gome useful avenue of employment in relation to the war
effort.

There are, of course, some who contend that the
incentive of the profit motive must be maintained even in war
production, In this comnection it is interesting to note
that one Departmental witness stated that he did not know of
a single instance in which the actual producers i.e, the
workers in industry had participated in the "plus" or profit
earned by war contractors, although he admittcd that he thought
such participation by way of a bonus or otherwise might prove
an interesting experiment.

Another aspect of the system is that although it is
contended that time is saved in production in the early phases
of the scheme, this is more than counterbalanced by the con-
gestion in Departmental channels caused by the investigation of
cost plus arrangements which is having a retarding effect on
war production. Bignificantly enough, this applies to
private concerns only, and in the case of Government anncxes
the certificate of Departmental auditors is accepted, It is
difficult to understand therefore why a magnificent and highly
capitalised national undertaking such as Cockatoo Isiand Dock~
yard should have been handed over to a private concern operating
on a fcost plus' hasis on Government contracts involving many
millions -of poundss

In view of the infinitesimal amount of capital
provided by the lessees, this constitutes a considerable
unearned. increment to the private shareholders, This, coupled
with the fact that at least one prominent shareholder is
assocliated with overseas shipping interests raises the question
whether the arrangement referred to is in the best intorests of
the nation either during war time or in the post-war period.
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(CsA. Morgan).

CANBERRA.
17.12,1941.



