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Governor-General.
Message No. 22

A Proposed Law intituled:-

nJudiciary (Diplomatic Representation) Act 1942"
as finally passed by the Senate and the House of
Representatives of the Commonwealth, having been
presented to the Governor-General for the Royal
Assent, His Excellency has, in the name and on behalf
of His Majesty, assented to the said Law.

Government. Housse,
Canberra,
8th May, 1942.
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JOINT COMMITTEE ON WAR EXPENDITURE.
FOURTH PROGRESS REPORT.

COST-PLUS CONTRACT SYSTEM—ANNEXE CONTRACTS,

1. In its Second Progress Report: the Joint Committee on War Expenditure reported that
it was addressing itself to a survey of the system of ** Cost-plus ™" contracts operating in cannexion
with the manufacture of Service requirements in Australia, and outlined generally the principles
underlying the various types of contracts which may be classified under the heading of
*“ Cost-plus.”.. The report, further, indicated that some form of contract bLased on cost was
unavoidable, and, in mentioning briefly the procedure followed by the Department of Munitions
in the supexvision of such contracts, emphasized the necessity for the greatest possible «fEciency
in the checking of costs.

2. The Committee’s inquiries have proceeded along the lines indicated in the Svcond
Progress Report, more particularly in connexion with an examination of the conditions applicable
to Annexe contractors and the results of their operations. Tt is now desired to report on this
phase of munitions production.

ANNEXE CONTRACTS.
ESTABLISHMENT OF ANNEXES,

3. Prior to the outbreak of war a Committee comprising officers from the various Defence
Services was functioning under the name of the Principal Supply Officers’ Committer, and certain
of its operations were carried out in collaboration with the Advisory Panel on Industrial
Organization. As far back as 1938 the Committee approached certain State Government
Departments and industrial undertakings with the object of obtaining workshop space for the
installation of equipment for the production of munitions. As a result of these negotiations
facilitics were provided cither in existing factories or by the erection of new buildings. In the
main, Jand and buildings were made available without cost to the Commonwcalth, and tenaney
was secured under a formal lease at & nominal rental for a period of ten years.

4. On the formation of the Department of Munitions in June, 1940, the scheme for the
establishment of Annexes was greatly cxtended, and it became necessary for the Governmient,
in the majority of cases, to provide the necessary funds for the provision of workshup space.
This marked the cc 1ent of & trated eflort towards the production of munitions and
armaments by industrial firms. The functions of the new Department had previously formed
part of the operations of the Department of Supply and Development, the latter continuing to
procure, through its. Contracts Board, other requirements of the fighting forces, such a~ food,
clothing, &e.

5. In accordance with section 8 of the Supply and Development Act 1939, an Advisory
Accountancy Panel was set up in June, 1939, to assist the Government in its. consideration of
schemes of costing and profit control in connexion with the production of munitions, It continued
to function until g'fune, 1040, when the office of Director of Finance was created in the Department
of Munitions. Mr. . V, Nixon, C.M.G., Chartered Accountant of Melbourne, was appointed and
still continues to hold this responsible office in an honorary capacity. Prior to this appointment,
Mr. Nixon was Chairman of the Advisory Accountancy Panel.

CLASSIFICATION OF ANNEXE CONTRACTORS.
6. Annexes may be grouped under the following classifications :—

(@) State Government Annexes—Considerable assistance has been rendered by the
various State Governments by the establishment of Annexes at railway
workshops for the production of munitions, armament and sircraft.

The Committee has not made any special investigation into

.
ts

thisrtype of Annexe.



4

(b) Contractors providing Land and Buildings.-~This group comprises mainly those
who were appronched prior to. the outhroak of war to co-operate with the
Commonwealth to organize factories for the manufacture of munitions in
case of emergency. In some cases a portion of the plans. required was also
made available by the contractor,

(c) Contractors providing Land for Building Sites.--In this group the contractor
made available land under lease to the Commoniwealth for the erection thereon
of buildings at the oxpensc of the Commonwenlth, It also includes some
of the contractors classified in (b) above in cases where factory buildings

have heen erocted in addition to those originally agreed to be: provided freo.

of cost to the Commonwealth.

ANNEXE BuiLpines,

7. In the cnse of the earlier established Annexes it was usual for the contractor to erect
the buildings at his own oxpense. With tho big cxpansion of the munitions progromme,
howaever, .tl‘w Commonwealth undertook, in most cases, to bear the cost of building construction,
:md_ provisions were luded in agr fs to granb fractors an option of purchase at the
expiration of the contract.

. 8. A number of Annexes have been inspected by Members of the Committee. Tn some
instances it Las been noted that elaborate buildings of a non-movable nature have been erected
and modelled on the style of the conbractors’ own buildings, or so located that they would be
of fittle value to other than the particular firm concerned. This has, no doubt, heen arranged
with a view to_their ultimate incorporation as part of the contractors’ own establishment
The Comumnitber is of opinion that, in some such cases, suitable buildings could have boen erected
at less expense to the Conumonwealth, Buildings of a permanent and costly character should
only be erected when the Annexe contractor has given o definito undertaking to purchase on
on aceeptalle basis at the conclusion of the agr t between the Commonwealth and the
contractor. In the absenee of such an underteking, buildings should be of the temporary, casily
removable type.

Prawt anp EquipMENT.

9. With minor exceptions the Commonwealth provides the plant and equipment necessary
for the operabion of Annexes. No rental charge is mede against the contractor mnor is
depreeiation allowed as a cost ageinst production upon which the contractor's profit is based.
The practice is for the Department to charge depreciation against the manufacbured: goods in its
own accounts,

Finanotar Assistanor ¥RoM COMMONWEALTH.

10. Priov to 1st July, 1941, it was the practice of the Department to make periodical
progress payments to conbractors based generally on the work porformed to g given date.
Under this system costs had to be carefully checked by the Departmental Costing Officers before
Faymenn could be ei"fected. This often involved considerable delay, and contractors wore thus
iable to be placed in an embarrassing position.

11. To remedy this unsatisfactory position, and to place all contractors on an equal
financial basis, the Director of Finance authorized, as from 1st July, 1941, that funds sufficient
to meet working expenses be made available to contractors by means of an imprest cash sdvance.
Under this system a (ommonwealth Bank Account is opened for the Annoxe contractor, to the
credit of which is placed an advance of Commonwenlth funds estimated as sufficient to meet
the Annexe expenditure for material, labour, &e., for a particular period, usually three wecks.
TFortnightly, the contractor lodges a claim for expenditure incurred, and the amount of the
claim is paid to the credit of the Imprest Account, thus restoring the advance to its original
total. A coutinuous audit of these claims is made by the Clost Investigation Section.

. 12. From evidence tendered it appears that this systom is proving in practice to be most
sutisfactory. It should be noted that in this way the contractor is called upon to provide little,
if any, working capital to finance the operations of the Annexe, !

DETERMINATION OF Prorim.
13. The question of the determination of Annexe profits is one to which the Committee
has devoted much attention.

14, Anmexe contractors with existing organizations embracing trained cxecutives,
technical staff and skilled operatives, are eminently placed to render great assistance to the
Commonwealth in the manufacture of munitions. There is abundant evidence that they have
done so, and in many instances at some dislocation to their customary business activities,
Generally, they have rcceived the benefit accruing from preference in supplies of plant and

b
materia} for Annexe producti Notwithstanding that Annexe contractors generaily have been
called. upon to provide little, if any, capital, and are reimbursed for all direct exponditure,
excepting those who provide buildings and plant without charge to the Commonwealth, they
do render valuable services of an intangible nature. In view, thercfore, of the unusual
circumstances surrounding the cstablishment and oi)emtion of Amnexes, and the complexity of
relating profits to- tho several other factors which should be considered in arriving at an
equitable basis of remuncration, it must generally be conceded that the question of what is a
reasonable profit is largely one of opinion,

15. Tt has been nscortained that the Principal Supply Officers’ Committee, acting on the
advice of the Advisory Panel on Industrial Organization, adopted, as a general basis, a rate of
profit to Annexe contractors of 4 per cent. on cost of production.

16. Although some contractors operste without remuneration, or on a margin of profit
Dbelow 4 per cent., the mejority of Annexe contracts have been entered into on o hasis of 4 per
cent. profit on cost of production, but even on that hasis variations have heen made in a few
instances, such as -

(a) payment of a fixed remuncration per unit of production with pravision for fixation
of a Target price ; and

(6) payment of an aunnal Management Fee subject to reduction in the event of
unsatisfactory production, with provision for the fixation of a Target price.

17. It must be accepted that the rate of 4 per cent. on production as the general bosis of
profit was the margin adopted ns the measure for computing a reasonable return for services
rendered. There is clear evidence that, at the time the rate was fixed, only & moderate volume
of produetion was anticipated. The normal working week was then 40-44 hours, whereas, with
the necessity for greatly incrensed production, multiple shifts were introduced, working hours
thereby being increased nearly threefold, and greater in many cases. The question avises as to
whether the same margin of profit should continue to operate to an unlimited extent in
proportion to this higher output. If no limit is applied it is understandable that unreasonably
high profits may be attained.

18, Costs of material and wages have increased substantially since 1939, It is, therefore,
evident that the resultant profit was much greater in 1941 than in 1939 when the rate of 4 per
cent. profit on the cost of production was assessed.

19. In accordance with the Standard Cenditions of Contract laid down by the Department
of Munitions, Production Cost, on which is calculated the percentage of profit, is the total
ascertained cost of operating the Annexe, and includes direct charges for lubour, material and
other expenses, also overhead costs. The latter includes o reasonable charge for Directors’ fees
and administrative expenses, 'The contractor is, therefore, relieved of all expenditure connected
with the operation of the Annexe.

20. It has been advanced in evidence that, with the considerable increase in the volume
of turnover, substantial reductions have been cffected in the unit costs of production. This is
undoubtedly correct. Results indicate that this reduction is attributable mainly to the greater
skill of operatives as the result of experience, and to more efficient management. It is obvious
that if twice the number of units were produced at half the original cost, the contractor’s
remuneration would remain the same, while, for the same outlay, the Government would derive
the henefit of the greater quantity produced. Where, however, increased output is the result
of the introduction of multiple shifts, it will be seen that the total costs of operations will (though
to n somewhat lesser degree), be correspondingly inereased. There is a similar effect on the total
reward earned by the contractor, even though unit costs may have heen reduced as a result of the
lnrger output, ‘Take as.an illustration the production of 702,139 units at a cost of £338,113, with
a.resulting reward: to the contractor of £13,525, and contrast this with a production for a similar
period of 1,418,434 units at a cost of £543,798 and a return to the contractor of £21,476.  Although
the unit cost.of production has been redueed, by reason of the greatly incrensed output the total
reward payable fo.the contractor would be approximately 50 per cent. higher than in the previous
period. To the mind of this Committee, it 15 considered that the burdens of management are
niot, likely to increase in proportion to the growth in the value of oubput, and if 4 per cent. be
regarded as o reasonable remuneration for ‘the management of » factory with a turnover of
£338,113, it becomes an unnecessarily high besis when applied to an output of similar units to a
value of £543,798.

21. Animportant anomaly occasioned by the allowance of a flat rate of 4 per cent. on cost of
production is cited. in the case of materials. The variation in some types as compared with
others is very substantial—in one type material might represent less than 40 per cent. of the
total cost of production, while in another it may be as high as 60 per cent.
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Rrsurrs oF OPERATIONS,

22. The Committee has not been able to examine the results of the operations of all
Annexes. Approximately 80 are operating at the present time, but many of them are not yet
in production, while others have not been operating long enough to enable the Committee: to
arrive at any definite conclusions. It has, however, cndeavoured to secure a cross seetion
covering many types of work. both light and heavy, carried out in Munition Annexes, and the
operations of eleven companies were selected—fivein Vietoria and six in New South Wales—and it
considers that the conditions of ** Cost-plus ™ contracts applying to these companies ean be
regarded as applying generally to the majority of Annexes.

23, Statements liave been made before the Committee indicutingf that the present system
has resulted in satisfactory costs to tlie C calth and r ble returns to contractors.
The Committee, however, while admitting that contractors generally have mude every endeavour
to keep production costs at & minimum, is of opinion that excessive profits have been and are
being made in many instances inder the existing arrangement of determining profits solely on
costs of production.

24. The Committee realizes, however, that as a result of greater efficiency in management
and the increased skill of operatives as a result of experience, and the fact that overhead charges
have risen to a relatively small extent as compared with the additional production, the wnit costs
of munitions have heen greatly reduced, Evidence has been tendered showing that in some
instances the reduction has been as much as 50 per cent. on the first production order, and. that
had such contractors been operating on a fixed price, based on original estimates, much greater
profits would have been made.

25. The Conmiittee attributes the excess profits made to the huge increase in the volume
and value of production brought about mainly hy—
(@) the introduction of multiple shifts; and
(b) the inerease in wages and costs of material on pre-war levels.

26. In a number of Annexe contrects provision wes made for the determination of a
“Paxget price based on the cost of o trial order. This provision has been applied in only a fow
instances and generally contractors have continued to operate on a cost-plus-percentage-of-profit
basis. However, i two cases investigated by the Committee, Target prices were fixed on the
costs of production covering o comparatively small output. Following the fixation of the Target
prices' unit vosts were very much reduced, and contractors operating on such prices benefifed
considerably from the savings effected.

27. The value of the Target price is more theoretical than real. If it is fixed too high
the remuneration to the contractor is much higher than it would be on an. ordinary “ Cost-plus
basis, Where experience has shown that the contractor is conscientious and efficient the interests
of the Commonwealth are better served by a straight-out * Cost-plus ” contract without the:
Target price.

28. The Committee is strongly of opinion that no Target price should be fixed unless
the custs, bused on full-capacity production, cen be ascertained with a substantial degree of
acouracy.

29. Further, in view also of changing conditions, and in the light of previous experience,
it is considered that where Target prices have been determined, these should be subject to review
at intervals of not more thamn six months.

30. The Comumittee notes that the cost-plus-percentage-of-profit basis was departed:
from in connexion with a recently established Annexe. The conditions regarding the establishment
of this Annexe are similar to those of several others of longer standing, but the terms of contract
provide for the payment of an annual Management Fee which may be subject to reduction if
a satisfactory volume of production is not maintained. This fee is equivalent to little more than
2 per cent. on the estimated cost of production for one year. The Committee is of opinion that
even the fee fixed in this case is excessive and should be immediately reviewed,

31. As previously mentioned, the Commonwealth provides nearly all the capital necessary
for the establishment of Annexes. Therefore, in the majority of cases, contractors are merely
acting in a managerial capacity for the Commonwealth Government, and the payment of a fee
to-cover such services appears to the Committee as being an improvement on. the older system of
allowing a profit calenlated on total production costs. It considers, however, that the fixation
of a Management Fee should be made on the recommendation of a Panel comprised of a qualified
engineer, o skilled cost accountant, and a business man. Provision should also be made whereby
the incentive to maximum production is maintained.
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TAXATION OF COMPANY PROPITS.

32. 1t has been argued, and perhaps with some justification, that the chief concern of
the Commonwealth should be to ensure that its munitions are being produced at the minimum
cost, and thab if excessive profits are being made by contractors, the question of such profits
can be safely left in the hands: of the Commissioner of Taxation to deal with.

33. The Committee does not subscribe to this view. In the first. place, as pointed out
in the Committee’s Second Progress Report, not even at the peak of the taxation seale are all
excess profits collected, and, further, that as the allowance of State Income Tax as a deduction
in the assessment of Commonwealth tax is permitted, the tax payable to the Commonwealth
is reduced accordingly. ~Secondly, taxation in its many forms may vary according to Government
pelicy. Finally, it believes thaf, as the amount of profit earned by the contractor forms part
of the ultimate cost to the Government, the aim of maintaining costs at a minimum is not being
achieved if profits are allowed in execss of what are considered reasonable.

COST INVESTIGATION.

34. The importance of a thorough system of cost investigation 8 an integral feature of
the economic operation of *“ Cost-plus ™ contracts was stressed by the Committee in its Second
Progress Report.  Further evidence taken in this connexion indicates that owing'to the shortage
of suitably skilled staff the position is still not satisfactory.

35. In regard to sub-contractors” costs it is understood that, generally, these are the
responsibility of the major contractor, and no regular check is undertaken by Departmental
officers,

36. The Committee again recommends that every effort should be made, in particular by
means of salary inducement, to sugment the staff of the Cost Investigation Branch with officers
quglified in this specinlized field “of accountancy. It is also considered highly desirable that
sub-contractors’ costs should be the subject of check whenever possible.

SPECIAL CONTRACTS FOR MACHINING TOOLS AND GAUGIES.

37. Reference was made in the Committee’s Second Progress Report to the speeial form
of contract known as the “ D.ALT.” contract drawn up by the Directorate of Machine Tools
for the manufacture of machining tools (loose tools for operation in machine tools) and gauges,
in order to meet the convenience of small contractors who do not keep proper books. Preliminary
investigations in course at that time indicated that the then basis of contract was proving
unsatisfactory in operation. Unduly high profits were made, the system being faulty in that
provision was not made for varying rates-of wages. It was thus open for a contractor to employ
juvenile operatives at a low hourly wage and receive payment on the basis laid down for adult
employees.

38. As from lst January, 1942, however, the rates payable under these contracts were
amended by the Department of Muniti The Committee has observed this alteration with

tisfaction, and it is anticippted: that the anomalies noted previously will be overcome. These
contracts actually represent

only a small fraction of the total expenditure on munitions.

SUMMARY OF CONCLUSIONS.
39. As a result of its inquiries the Conunittee has arrived at the following conclusions i—

(¢) Contractors operating Annexes have rendered valuable serviee to the
Commonwealth in the speeding up of munitions and armament production,

() The Committec is of opinion that, in the case of Annexes, some form of
“ Cost-plus ” contract was inevitable. It does not maintain that there was
no justification for the general principle of caleulating profits to Annexe
contractors at a rate of 4 per cent. on cost of production. It considers, however,
that, in view of the vastly increased volume of production and the fact that
the major clements of cost are always subject to fluctuation, a fixed
remuneration, based generally on the value of the services to be rendered,
owould have been preferable to the basis adopted, provided that the incentive
to maximum production is always maintained.

(¢) By reason of the fact that contractors are called upon to provide little, if
any, capital, and further, that all current production expenses sre met by the
Government by means of an Imprest cash: advance, such contractors are merely
acting in a managerial capacity for the Commonwealth.



