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The Honorable I 
The Secretary of Defense c- 

Dear Mr Secretary 

This 1s our assessment of the Air Force’s application of 
“should cost” concepts. We reported the results of our as- 
sessments of the Army and the Navy should*cost studies in 
October 1972 and May 1973, respectively (B-159896) 

The Air Force uses the should-cost approach--a method of 
cost analysis made by a team of Government specialists in en- 
gineering, pricing, procurement, auditing, and management--to 
determine what the military hardware should cost, given attaln- 
able efficiency, and thereby facilitate the negotiation of 
realistic contract prices and to bring about improvements In 
the efficiency and economy of contractor operations. The Air 
Force Systems Command (AFSC) made the first should-cost study 
in the fall of 1970 Through January 1973, it had completed 
14 studies and the Air Force Loglstlcs Command had completed 
5. Both commands plan to make additional studies. 
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This assessment covers 5 of the 14 AFSC studies. We 
selected two of the five studies for detailed examination 
We reviewed price negotiation memorandums, agency procurement 
files, should-cost team workpapers, /and interviewed contractor 
and agency offlclals involved in the studies and in ensuing 
negotiations. We also examined the scope and methodology used 
to analyze contractor operations, the potential savings ldentl- 
fled and realized, and the costs 1nLurred in making the studies 
For the three remaining studies, we limited our review essen- 
tially to the price negotiation memorandums, since the Air 
Force did not prepare a formal should-cost report We P 7 ) 
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Our purpose was not to review and evaluate the overall 
conduct and success of the price negotlatlon process but to 
identify opportunltles for improvIng the Air Force’s use of 
should-cost concepts. Should-cost studies are an important 
part of the negotlatlon process, however, the success achieved 
during negotlatlons can be affected by other factors, such as 
the relative strengths of the two parties and the wllllngness 
and capablllty of the contractor to take the steps necessary 
to reduce costs 

COST OF SHOULD-COST STUDIES 

Air Force lnformatlon showed the costs incurred to make 
the five studies as follows 

Study cost 

A $158,000 
B 176,000 
c 89,000 
D 12,000 
E 39,000 

$474.000 

These costs include the time and expenses of team members 
to plan and make the studies as well as participate in negotla- 
tions The time spent in the contractors’ plants varied from 
9 days for study D to 56 days for study B The number of team 
members ranged from 10 to 43 

The Air Force told us that, except for its first study 
(study A), private consultants were not used in making the 
studies 

IMPACT ON NEGOTIATIONS 

Although the depth to which the teams analyzed contractors’ 
operations and their findings and recommendations varied from 
study to study, the studies, in our opinion, strengthened the 
Air Force’s bargaining position in contract negotiations Air 
Force negotlatlon records indicate that a substantial portion-- 
about 72 percent-- of the potential price reductions identified 
by the teams was realized 
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Potential Price Reductions Identlfled 
and Achieved In Negotlatlons as Shown in the 

Price Negotiation Memorandums 

Contractors’ Air Force Potential Reductions 
Study prOpOsals price ObJecti’ve reduction achieved -- 

(millions) 

A $ 93.7 $ 7.5 9 $ 17 8 $ 16 7 
B 381.4 266 9 114 5 71 9 
c 81 3 a63 9 17 4 17 4 
D 2 2 1.8 4 ,2 

E 39 5 31 5 8 0 6.9 

Total $598 1 $440 0 $158 1 $113 1 

aThe price ob]ectlve was $2 6 mllllon higher than the should- 
cost estimate According to the negotlatlon record, this 
was due prlmarlly to the submlsslon of later lnformatlon by 
the contractor. 

Air Force lnformatlon showed that, except for study D, 
the negotiated price reductions were greater than those real- 
ized on prior procurements from the same contractor Our de- 
tailed review of studies C and E confirmed that greater price 
reductions were realized For example, on five previous pro- 
curements of the item involved in study C, the Air Force 
negotiated an average price reduction of 10 3 percent, whereas 
It realized a reduction of 17 3 percent on the contract evalu- 
ated by the team. We could not measure on a cost-element by 
cost-element basis the extent to which the study results con- 
trlbuted to these greater reductions because flnal agreements 
were reached on a lump-sum basis In addltlon, the amounts 
shown as reductions achieved In negotlatlons do not represent 
actual savings the Government realized since four of the five 
contracts are fixed-price lncentlve contracts and the final 
prices will be establlshed after the work 1s completed 

For one of the studies that we reviewed in detail, the 
contractor ldentlfled some reductions In labor-hour estimates 
which were made In response to questions the team raised 
These reductions represent a total reduction In the proposed 
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price of about $586,000. The contractor attributed addltlonal 

reductions In labor-hour estimates to later lnformatlon and 
refinements of earlier estimates. We also noted that, after 
negotlatlons were suspended, this contractor had accepted an 
Air Force offer which was $2 mllllon less than the contractor’s 
last offer According to contractor officials, the lower price 
was accepted because the Government was adamant on the final 
target cost and price and because the contractor’s lmpresslon 
was that the final Air Force posltlon had been reinforced by 
the study. 

CONTRACTOR OPERATIONS IMPACT 
ON EFFICIENCY AND ECONOMY 

In addltlon to their use In negotiating contract prices, 
the Air Force should-cost studies are intended to bring about 
improvements in contractor operations Although we were told 
that the team made recommendations to the contractors In each 
of the cases we examined, we found evidence that this had been 
done in only two of the five studies 

In one case, the negotlatlon record stated that the 
contractor agreed with certain team recommendations These 
Included recommendations for (1) extending the coverage of the 
labor standards and performance measurement sys tern to addltlonal 
areas and for utlllzlng the standards as a basis for cost estl- 
mating, (2) amending the methodology for setting production lot 
sizes for work on certain critical machInes, and (3) redesigning 
one tool to produce two items at a time rather than one 

In another case, the procuring agency In a letter to the 
contractor at the conclusion of negotlatlons identified 34 areas 
in which improvements were recommended The recommendations 
covered improvements In systems, such as accounting, management 
control, purchasing, and estlmatlng, as well as speclflc areas 
affecting operations, such as setting economic production lot 
sizes and reducing manpower for packing and shlpplng. Air 
Force lnformatlon showed that the contractor had begun a struc- 
tured program for evaluating and lmplementlng the recommended 
improvements. 

For the two studies we selected for detailed review, the 
Air Force told us that no record was made of the team’s specific 
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recommendations or of the contractors’ posltlons on them Team 
leaders and negotiators said that the team Identified the need 
for improvements in contractor operations and called these to 
the contractors’ attention during negotlatlons One of the 
contractors stated that the team’s findings were discussed in 
general terms but that the team had not submltted written rec- 
ommendatlons, The other contractor told us that it was not 
aware of any recommendations made by the team for improvements 
in its operations. 

OPPORTUNITIES FOR IMPROVEMENT 

Improvements should be made so that more benefits may be 
derived from future studies. These improvements concern the 
scope and coverage of the studies, communlcatlon and followup 
of recommendations, and documentation practices 

Scope and coverage 

For the studies we reviewed in depth, the team primarily 
tested and evaluated the data and rationales the contractors 
used in developing their cost proposals Although such work 1s 
important, our experience 1s that the potential for significant 
cost reductions can be identified as a result of evaluating man- 
ufacturing operations in such areas as plant layout, production 
control, preventive maintenance, equipment modernlzatlon, and 
quality assurance. 

In our opinion, the team should give more emphasis to 
ldentlfylng opportunltles to reduce costs by eliminating un- 
economical or inefficlent practices In contractor management 
and operations Also contractor operations can be best eval- 
uated on a plantwide basis The team can provide constructive 
suggestions which the contractor can implement to realize cost 
reductions shown in the should-cost objective for the current 
negotlatlons as well as to realize benefits on current and future 
work by the contractors 

Air Force guidance issued after completion of the studies 
discussed in this report seems to adequately recognize the bene- 
fits to be achieved by giving appropriate attention to identify- 
ing and challenging uneconomical or inefficient practices in 
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contractor management and operations This guidance also states 
that studies normally will be conducted on a plantwlde basis 
Appropriate use of this guidance should result in more benefits 
from the studies 

We believe that, in conducting its studies, the team should 
also be concerned with the Impact of Government procurement 
practices and pollcles on contractors’ costs of operations We 
found no evidence that the should-cost team either analyzed or 
challenged Government practices or contractual requirements dur- 
ing its studies The need for this improvement was also noted 
In the report on our assessment of the Army’s studies. As we 
pointed out in that report, the team should identify opportunl- 
ties for reducing the cost of contract performance by improving 
Government procurement pollcles and practices affecting con- 
tractor operations 

Air Force guidance does not address the need for the team 
to evaluate Government pollcles and practices as well as those 
of the contractor. Our experience in applying should-cost 
techniques 1s that benefits can be realized through evaluating 
Government pollcles and practices 

Communlcatlon and followup of recommendations 

The team submltted written recommendations to the contrac- 
tors for only one of the five studies we reviewed In addition, 
agency plant representatives at two plants told us that they 
were not Informed of any recommendations made as a result of 
the studies and that they were not asked to monitor any specific 
areas of contractor operations 

Air Force guidance provides that a letter be sent to the 
contractor setting forth the Air Force posltlon concerning the 
need for improvements The letter should confirm agreements 
reached with the contractor on a target date for submlttlng a 
plan for Implementing agreed-upon recommendations The guidance 
also states that the admlnlstratlve contracting officer will fol- 
low up, as required, to insure that flndlngs are implemented and 
that corrective action 1s monitored on a contlnulng basis 

This guidance, if properly Implemented, should provide 
added assurance that appropriate actions are taken to Improve 
the efflclency and economy of contractor operations 
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Documentation practices 

The Air Force does not prepare a formal should-cost report 
since it feels that this would duplicate the price negotlatlon 
memorandum lnformatlon which serves as the offlclal record of 
the contract negotlatlons Four of the five negotiation memo- 
randums gave little lndlcatlon of the study scope, the basis 
for the should-cost posltlons, or the improvements recommended 
by the team. 

In our opinion, adequate documentation of the study scope 
and depth of evaluation, flndlngs developed, and recommended 
improvements is essential. In addltlon to provldlng lnformatlon 
to permit assessments of the should-cost efforts by higher level 
Air Force offlclals and other Interested partles, such documen- 
tation would provide 

--a better basis for the Air Force negotiators to 
support the should-cost flndlngs and recommendations 
in price negotlatlons with the contractors, 

--a clear and permanent record of the improvements which 
the teams belleve should be made to Improve the economy 
and efflclency of the contractors’ operations, 

--a basis to follow up on the corrective actlons taken In 
response to the team’s recommendations, and 

--a basis to develop lessons learned for use, in lmprovlng 
future studies and In training future team members 

Air Force guidance requires that the price negotlatlon 
memorandum reflect 

I’* * * good clear trackabllxty of the cost and proflt 
elements Included in the negotlatlons, an explanation 
of the techniques and scope of analysis conducted, an 
ldentlflcatlon of the data used (and that which was 
not used) in developing the Air Force cost obJective, 
a clear and supportable dlscusslon of the ratlonale 
used and Judgments made In the analysis and subsequent 
projections of cost * * * t1 
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RECOMMENDATIONS 

We recommend that the Secretary of the Air Force (1) Issue 
guidance emphaslzlng the need for should-cost teams to give ap- 
propriate attention to the potential for xnprovements through 
modlflcatlons of Government pollcles and practices and (2) perl- 
odlcally monitor the Air Force’s should-cost program to deter- 
mine the effectiveness of the should-cost guidance and Its 
lmplementatlon in achieving the improvements needed concerning 
problems of the type discussed In this report 

We are sending copies of this report to the Director, 
Offlce of Management and Budget, the Secretary of the Air Force, 
and interested congressional cornmlttees 

Sincerely yours, 

Director 




