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FREFACE

ECONQMICS OF DEFENSE FROCUREMENT
AND SMALL BUSINESS

Since the end of World Wer II snd particularly since the Korean
incident, militaery procurement has achleved a peacetime volume never
before contemplated in ocur history, This high level of ectivity and the
likelihood that it will continue for a long time gives defense spending
& nev importance in the national economy. It is therefore desirsble
that small business should seek participation in this new and large
opportunity, since 1t slways has been in competition to serve other
kinds of economic demends,

This thesis will exemine the msgnitude and nature of military
procurenent and the special commerciel considerations involved. The
analysis will concentrate on specialized mildtery equipment end will
give only pessing attention to the problems of doing business with the
military in such commodities as shoes, clothing, typewriters, meat and
vegetable products, furniture, end a multitude of other items the
gservicea buy that sre similar to or identical with standard articles of

connerce.

The mein concern of this study, therefore, will center on the
rethod of procurement of wespous snd the related and speclaliged
equipment egsential to their operation. It will, of necessity, include



cdmpments, materials, apecial products, and services recquired for
weapcns and their dirsctly related equipmenta.

This leads to consideraticn of the weapons gystem concept of
procurement mansgement whiéh hgs grown up in the laest five yeers.
Although the emphasis will be on the procurement of weapons, it is also
essential to take into sccount the national security consideration
which comp_els a distinction batween the market for these goods and that
which prevails in nomal commercial contracts,

Special contract and legal ccnsideratlions will not be included
here. Iustead, this thesis will desl cnly with the econcmlc end
nstionol securlty considerations and will not treat with either the

legal or moral issues involved.

It i3 the expressed intent of Congress, the President, and the
Secratary of Defense that small business firms should receive a greater
share of government procurement dollars. They have repeatedly exnressed
their belief that there exists in this country a constant need for
emphasis on the importance of smzll business--first, in the overeall
economys secend, in the over-all defense effort; third, in specific sress
of the defense efforty and, fourth, in the pattern of iudustfy @8 a whole.
Lerge business has long recogniged the value of small business in their
production program, and over-all operationsl mske-up, and perticulsrly
in the sreas of coats, quality, ingenulty, aud dependsbility. Congress
and the President have both stated that they slso recognize these
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qualities of small business gnd that they ere endeavoring to keep and
increase qualified emall buainess firms in the Government's procure=
ment program by affording smzll busineas a more equitable opportunity
to compete for the supplies end services bought dally by the Government.

Section 2(a) of Public Lsw 536, Swmsll Business Act titled,
"policy of Congresa® states in part as follows:

The essence of the American economic system of private
enterprise is free campetitim. Only through full and free
competition can free maerkets, free entry into husiness, and
opportunities for the expression and pgrowth of perscnal
initistive and individual judgment be ssmured. The preserva=-
tion and expsnaion of such compstition is basic not only to
the cconamic wellebeing but to the gecurity of this Nation.
Such security aand well-being camot be realized unless the
actual snd potential capacity of smell business 1s encouraged
and developeds 1t is the declared policy of the Congress
that the Government should aid, counsel, assist, end protect,
insofar as is possible, the interests of =mgll business cone
cerns in order to preserve free campetitive enterprise, to
insure that a fair proportion of the total purchsses and
contracts or subcontracts for property and services for the
Government (including but not limited to contrzcts or subcone
tracts for maintensnce, repair, and construction) be placed
with =sm2ll business enterprises. . .

On FPebruary 6, 1961, the Fresident sent @ one paragraph memorandum
to the Secretary of Defense which reads as follows:

I note that Congress has once sgain criticized the Departe
nent of Defense for not giving more contracts to small business.
This is en old compleint, 1 think it would be useful for you
to have gomeone look into exsctly how this is handled end
whether 1t is possible for the Defense Department to put more
emphasis on small businesa, If it isn't possible for us to do
better thon has been done in the past I think we shculd know about
ite If it is possible for us to do betler we should go ashead
with 1t and I think we should make same public statemcnts on it.
Would you let me know sbout this?



xi
Secretary Mclemara enswered the President on March 1L, 1961, es

followss

The Secretaries of the Military Departments have been ine
structed by the Deputy Secretary of Defense to tske steps to
assure increased awarnds of prime contrects to small business
firms jmmediately. ‘

Specifically, the Military Departments have been asked to
set & goal, increasing individually, in Fiscal Year 1963 small
business participation by ten per cent over the figures for
Fiscel Yesr 1960, Total smell business participation in Depert-
ment of Defense prime contracting in Fiscsl Yesr 1960 emcunted
to §3.LU0 billion, or sixteen and one-tenth per cent of the
oversll total of sll centract ewerds,

In pddition, ections to increase over Fiscal Year 1960
figures small business participation in research and develop-
ment contracts are called for, During that year this category
of contracting accounted for only one hundred eighty million
dollars, or three gnd four-tenths per cent of the total,

Immediate improvement of the small btmsiness picture isg
called for in the second half of the current fiscel year,
During the first half of the year §l.337 billion, or fifteen
and liveetenths per cent of total prime contracting went to
amall buglinesses,

Deputy Secretary of Defenase Roswell L. Gilpatric pointed
out that a review of the Depariment's smsll business policies
indicates they are sufficiently brosd to allcew esdditionsl
gwards 10 small business firms, but if the need should srise
for revised policies or procedures, such revisions will be
incorporated in the Armed Services Procurement Regulation.

On April 25, 1961, testimony wes giveiz by the Secretary of Defense
at a hearing held by the Government Procurement Subcommittee of the Senate
Small Business Oommittee. A resume of this statement is es follows:

The Department of Defense is determined to devote more
attention to the amall business program than it has previously

recelved, and to raise the percentage of defense contract
dollars evwarded to small firma.



Department of Defense statistics revesl that the decline
in percentage ewarded to small business directly correlates
with the increased percentage of resources being spent for
major weaspons systems, The emphesis on meJor wespons systems
i3 expecied to continue, Frem 1956 to 1960 the money spent
on migsile systems rose from one billien dollars to five
billion dollarse. In the missile field only four to five per
cent wag swarded to small business and not much improvement
can be expected at the prime contract level,

Department of Defense believes the downward trend can be
reversed by glving more attention to swerding prime contracts
to amall firms for goods and services other than major wespons.

The overall Department of Defense goal is a ten per cent
increase during Fiscal Year 1962 over the percentage of small
business swnrds made during Fiscal Year 1960. Guotas are
being sssigned towery Army Techniesl Service, Havy Bureau,
and Air Force Command, with a further breakdown of quotss
being made to individusl installations, gctivities, snd bases,

xii



CHAPTER I
MAGNITUDE OF DEFENSE PROCUREMENT SINCE 1940

The national annual volume of business has expended fourfold
since 1940, During this same period, national security expenditures
have expsnded at a much more rapid rate. From a level of one hundred
billion dollars in 1940, the gross nstional product hss grown to five
hundred fifty-four billion dollars in 1962, During this save period,
national security expenditures which smounted to only two billion dollers
in 1940 had grown to fifty~three billion dollars in 1962, or more thsn
25 times the 1940 level. The ennual changes in gross national product
and in national security expenditures over this 23 year period are shown
in Table I on page 2 and more strikingly portrayed in Chart I on page 3.

Hational security expenditures today represent a greater economie
force than eny other single major activity., This spending which sccounts
for fifty-nine and three-tenths per cent of the Uovernment's entire budget
expenditures and consumes more than nine per cent of cur gross ngtional
product hes became a highly significant determinant in the functioning of
the economy, From 1950 to 1962 while the nation's volume of business exe
panded 81.5%, Departnent of Defense expended 258.4%. Only residential
housing gnd public construction even spproach in economic significance
the military totsl. As a consequence of this magnitude of business, it
is very important to see what effect this has on the small business
communitye



TABLE I

GROSS NATIOWAL PRODUCT AND NATICMAL SECURITY EXPENDITURES
1540-1962
(Billions of Dollars)

- Oross National Security
Year Hational Product Expenditures
1940 §100,6 $ 2.2
1941 125.8 13.8
1942 159.1 119.6
1943 192.5 8044
194 211.L 88.6
1945 213.6 7549
1946 20942 21.2
1947 232,2 13.3
19L8 257.3 16.0
1549 25743 19.3
1950 285.1 18.5
1951 328.2 37.3
1952 345.4 18,8
1953 363,2 51e8
1954 361.2 3.1
1955 391.7 1.3
1956 Lik.? b2y
1958 Lik.2 Ll.8
1959 h82.1 k6.9
1960 503.b4 L5.7
1962 55349 53.h

SWRCEs United States Department of Commerce, Survey of Current Bugi-
ness, July 1957, page 93 February 1958, page 85 August, 1960,
pege 73 end February 1963, page 5.



CHART I
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CHAPTER II
DUING BUSIHESS WITH THE MILITARY

Although at first glence it might seem that doing business
with the military would be no different from commerciasl transactions
with other customers, closer scrutiny will indicate some highly
specialized conditions whieh inake considerations of success or
fatlure quite different in the military market fram those in normal
trade, These involve, for exemple, the kindas of goods and specifi-
cations for them required by the services, the multiple decision
processes involved in placing orders, and the violent fluctuations
in total volume resulting from changes in the thinking of the
President or the Congress regarding the level of expenditures that
should be permitted in support of the armed forces,

KINDS OF GOODS AND SPECIFICATIONS REQUIRER
BY THE MILITARY

Knowing what the miii'oary wants usually involves more than
Just contacting the buyers and looking at periodically published
ligts of contracts to be let, In order to be equal to or shead of
cur potential enemies, the military demands continually press sgainst
the outer perimeter of both the current and the expacted state-of-theeart
| nmade posaible by science and technology. The growth in importance and
cost of research end development in recent years has meant that very few
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compenies csn themselves undertake the financisl risks involved and, as
a result, that most of the resesrch and development is financed bty the

doversmente

Althouzh there is a tendency to thiuk of such machine mzrvels
as color television gnd automatic gesr shifts as new, 4if we stop and
think for a moment we will note that twenty years or more clepsed betuween
the first projection of these ideas and their introduction on the
cormerciel markets The militery casunobt wailt tweuty years for thé
performance reliability and ressonzble cost which are more or 1&35’
normal in the commercial reslm. Even though the businessman must think
of the possibility of & competitor getting the jump on him, he does not
have to think of the devasteting and horrifying results of en error in
decision which confront the Joint Chiefs of Staff when they are for the
first time presented with the scientific possiblility of crsating a
revolutionary new weapod, Althcugh there are conditions under which
this new capability can be achicved just a few steps beyond the exlsting
statew-ofwthe-prt, in moat cases, the projecticn means meving in a few
years to a polnt to which normal commerclel evolution would have brought

us in twenty or more yeardg.

Fartly because of the very sdvanced ideas, but to a larger
extent because of the nature of the legsl end adsministirative procedures
estsblished by the Government and the military, selling to the armed
gervices 1s not a simple aund stralghtforward task. The militsry cannot
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know the quantity of an item it wants until it has reasonable aassurance
of its performance. Since the capability is based upon the realization
of gn as yet unestablished state-of-the art, no one can know how good
or worthuhile the proposal is until efter an extensive test program.
Under these circumstances, decisions to buy are a mixture of cptimism,
knowledge, and willingness to take numerous types of risks. As resesrch
and development becomes more and more expansive, cost considerations
have become increasingly importent. In eny event, it is not easy to get

8 yes-or-no decision with respect to either the item or its quantity,

MULTIPLE DECISLICH PROCESSES INVOLVED
BEFORE RECEIVING PURCHASE CHRDERS FRCHM THE MILITARY

Militery recuirements for an item will be changed continuously,
a8 hopes are tempered by experlence. <Quantities will go up end down as
the pragmatic estimate of the value of the final product changes. This
process would make life commercially difficult even if it occurred at
only one point. However, in the case of the military, this process tekes

place in at least four or five places, and often more,

For exszple, decisions affecting the eventual procurement of
nilitary equipment may be first drawn up and reviewed at one or nore
levels in the uasing commsnd, bureau, or corps. Decisions thus made are
relferred first to the rilitary steff of the appropriate headquarters in
Washington and then to the Departmental Secretary's office. Those that
survive ere referred to the Department of Defense, and, if approved thers,



t0 the Bureau of the Budget. It is apparsut that this process will
ordinarily recuire numercus interactions smong the offices and agencies
concerned, with resulting delays and extensive time lags, snd that the
final procurcment decision will often bear little resemblance to the

original propossl.

THE INCHEASE IN THE RELATIVE IMPORTANCE
OF RESEARCH AND DEVELOPMENT IN MILITARY PROCUREMENT

Ageinst this multiplicity of military decisionemsking points,
one can formulate his own estimate of the cost of representation and
presentation which must be borne by the vendor in his seaerch for military
equipment businegs, When this i3 coupled with the other financisl
considerations involved and the necessity for having the mechanical and
human capabilities to perform the job, it becomes apparent that substan
tial rescurces are required tc do business with the asrmed services.
Some measure of the magnitudes involved and particularly the changes
which have cccurred in recent years may be obtained by considering the
changes in relative importance of research and development end procurement
outlays for major weapons. Resezrch and development costs for most
types of World ¥ar II aircraft were ordinarily measured in hundreds of
thousands or hundreds of millions of dollars with follow-on procurement
cutlays in tens or hundreds of millions. Research, development, and
test on equipment such es the B-52 ren into millions, followed by
procurement costs of billions. For the ballistic missile program,
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development costs (including test) are measured in billions and {depend-
ing on cuantities of operational missiles procured) msy even approach

the ultimate procurement outlays,

Under present institutional arrangements, the real payoff to
the vendor tends te occur cnly if the research and development effort
can be converted into a procurement contract for the finished article,
Three things are especially noteworthy: (1) the size of the research
and development effort, is, of itsself, large; (2) the volume of pro-
curenent is 80 large s to require very substantial rescurcess end
(3) the growth in research and development, together with the decline in
the relative importance of procurement, makes the financial ability to
enter into reseerch and development a matter of prime importance,

The increase in the relative importance of the cost of research
and development is impressive and overwhelming from a commerciel point
of view, Although unclassified data on resesrch and development costs
for individual wsapons curreutly under development are not available,
the Patman Committee published a 1ist! of the companies and institutions
receiving the largest smounts of military research and development
contracts in fiscal year 1956<1958. Table I1 on page 9 shows these dats
for major companies whose business is primarily military, together with

liouse Select Committee on Small Business, final report, House of
ilep?gentatives Report Number 2970, GLith Congress, Second Session 171-73
1959).



TWENTY COMPANIES wITH LARGE FROPCRTICNS OF MILITARY BUSINESS

MILITARY RESEARCH AND DEVELOPMENT ‘cwmc'rs AND NET WORTH

TABLE II

(Millions of Dollars)

;ﬂ.‘n.?ary R:sgarch ag: wﬁet
Company evelopment Contrac orth
o Fiscal Years 1956-1958 1958
North American Aviation $h2a $153
Boeing Airplane Compsny 212 149
General Dynanics 169 13
Martin Company 136 6l
Bell Alrcraft Corporation 134 39
Aerojot Cenersl 115 16
Northrop Aircraft, Inc, 108 28
Curtiss-lright Corporation 8 183
Lockheed Aircraft Corporation 84 107
8perry-Rend Corporaticn 03 254
Reytheon Manufacturing Company 71 13
United Aircraft Corporation 67 219
Douglas Aircraft Company, Inc. 39 153
Bendix Aviation Corporation 34 177
MeDonnell Aircraft Corporation 32 28
Chance Vought Aircraft 32 29
Republic Aviation Corporation 30 L6
Fairchild Engine end Airplsne Corp. 25 37
Thickol Corporation 21 6
Ryen Aeronsutical 17 11

SOURCES

Resecarch and Development contract totals from House Select

Comuittee on Small Business, Final Report, (House of Repre-

sentatives Report Number) 2970, Eighty-fourth Congress,

Second Session (1959) Het Worth from Moody's Menuals of

Investments,

Perent corporations and subsidliaries are not consclidated in gll cases,
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the companies' net worth in 1958, The magnitude of the research and
development figures indicates thet in many cases, the effort would be
beyond the capabllity of a small firm and that in others, if they were,
indeed, undertaken and proved unsucce}asful, the result would be financial
catastrophe.

There may be scxze who will experlence a feeling of digmay toward
theass high costa of research and development, especially when they may
tend to drive smaller concerns out of the merket as prime contractors.

It should be recogniged, however, that unlike production, where timing
and voluze can be calculated fairly well in advance, reseerch and develop-
ment is very often an attempt to exploit & chain of ressoning which rests
in part on proved scientific principles, in part on plsusidle hypotheses,
and in part on intuition or informed opinion on the part of specialists,
Added to this usually are recquirements for retention of high strength

of materials under increasingly high temperature, finer and finer
tolerances of f£it, and the highest attainsble level of reliability.

The combination of all these means, in economic terms, the need to build
and staff highly speclaliged leboratories end to support them for periods
of unpredictable length, while a high-priced scientific snd englneering
staff, supported by skilled craftsmen, run down one promising lesd after
another, There is very little that is predictsble in this process.

There ie no way of guaranteeing results,
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ADVANTAGES ACCRUING TO THE BUSINESSHAN
FROM DEFENSE CONTRACTING

The effect of a military procurement contract on the contractoi"a
gtatus varies widely. In the msin there accrue several benefits to the
contractor from defense contracting on a reasonably sustained basis,

Thess benefits may include:

Profits, Within the framewcrk of present types of defense
contracts end renegotietion procedures, & contractor is expected to
make a reasonable profit on the goods end services supplied. This is

the basic benefit of contractinge

Reduced overhead., The performance of defense contracts may

perzit continuous use of production facllities otherwise idle, minimigzing
possible slack seesons or reduced tusiness ectivity, This may serve to
lower overhead expenses, reducing unit costs of goods for the civilisn

a5 well as for the military market, Indireetly, therefore, such
contracts ¢can serve to increese profits on civilian goods in comparison

with competitors.

Peraonnel. Uninterrupted production, assisted by defense procure~
ment contracts, gssures the continuity to attract aduinistrative,
technicgl and production personnel. The size and responsibilities of the
related operations can be a powerful attraction to qualified persomel.

Technology. Since much of military hardware 1s of highly complex
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types, speciamlized techniques ere required in performance of procurement
contracts. Whether worked out by the prodﬁcsr himaelf or in cooperation
with the military suthorities, this know-how can be highly valusble for
production of similar goods for the civillan econoy. Partlculerly 4un
the new or improved civilian products which are the probable cutgrowth
of military technology advances, thls head start may be one of the
gfeatest souyces of profit fram the contract.

Defense procurement's impact not only is epparent within a parti-
cular industry, but it may slso reorient industiry lines. Msjor companies
in cne industry obtain contracts for producstion of a basic item within
that industry, embodying suxiliery equipmeut normally produced by other
industrics. Acquisition of the technology in the new field may lead
the company toward new lines. Alrcraft manufacturers, for example, in
shifting to missile business, have developed capabilities in electronics
that may make them significant factors in that field,.

This particulsrly scems a result of weapons system procurement,
giving broad responsibility for development, design, and production of
a whole complex wespon to one company. Such e cempany will, of course,
widely subcontract much of the work on component parts. However,
though mitigated by military supervislon, ¥make or buy™ decisions may
rake possible the invasion of new industrial fields by affording
opportunity for the production of profitable components under the

contractoris own rocf,



DISADVARTAGES OF DEFENSE CONTRACTING
TO THE BUSINE3SMAN

To balence this picture, however, it shculd be recognlged that
to some the benefits of defense contracting sre outweighed by dissdvane
togess Thers are campanies which shy away from this business altogether,
and others, after handling it for a period, are discouraged from seeking
future defense work. Some find that the precontrsct expenses incident
to preparing bids or proposals, often running into thousands of dollars,
are more than they cen prudently expend upon the mere contingency of
getting a contract, OUther companies believe that renegotiation pro-
cedures, after completion of the contract, deprive them of profits to
the extent originally contemplated, 5till othera state that the
complexities of handling defense business —= adeinistrative redtape,
changes in specifications, end inspection procedures «=- tend to eat up
a disproportionate share of the profit. Again, since so many items in
defense procurement are nonstandard, the necessity for establishing
individualized production lines may involve greater expense and timew
consuming trouble than would appear warranted by the profits reasonably
expscteds In production of scme items presently unrelated to commercial
markets, the profit anticipation may be snzll.,

The increasing pogssibility thet new technological developaent
will cutmode complex new products before production has begun lends
further uncertainty. Thus, some of the latest weapons will be required
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only in experimental quantities, and almost custom-produced., There
will be no opportunity for sssembly-line production in volume before
newer replacesents are devised, and productlon efficiency and maximonm
profits depend upon volume output. Accordingiy, though it is infrecuent,
the zilitary sorvices mgy have to seck out tifms to produce a particular

iten,

I’zms’, defense contracts vary widely in rates of return to the
recipient, and consequently in impact, Both direct and indirsct
benefits, whether tangible or intangible, are realized accordingly to
the circumstances surrounding each contract and the efficlency and
ability of the contractor,

VIOLENT FLUCTUATICNS IN TOTAL VOLUME
COF MILITARY SPENDING

In sddition to the typea of problems involved in selling the
military which have been discussed sbove, there 1s enother and perhaps
more potent condition arising from the nature of our annual budgete
naking process. In times of crlsls, es in World Wer II and Korea, there
is a tendency for Congress and the Executive to make high sums of money
available to the military. When the crisis is over, there is a very
real desire to cul taxes and move towards balauncing the budget, and,
therefore, to cut back on military expenditures. The changé in weapons
procurement from 1940-1945, as compared to 1945-1950, is striking. In
terms of what we can expect in the cold war, the changea that have
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occurred since 1950 are probably even more significant. (See Chart I
on page 3.)

From a comrmercial point of view, the important thing is the
large volume of business and numbers of vendors that are brought in
during the crisis expsnsion., When the cutback takes place, this
naturally hits not only the estsblished vendors, but more psrticulasrly
the new vendors who have just gotten started. This mecans then that the
usual changes in executive and congressional policy with respect to
expenditures for military wespons produce a fessteor-femine condition
which makes commerclal survival extremely difficult,

SUMMARY

The sum of all these conditions means that it is not esay to
do buainésa with the military. This is reflected in the attitude of
the bankers and the investment fraternity towards financing nﬂ.litary
vendors, Perhaps equslly noteworthy is the ofterepeated attitude of
companies who can employ their rescurces for none-military purposes.
After one or two sessions of doing business with the military some will

say "nsver again®.



CHAPTER IIT

BACKGROUND MATERIAL ON ECONOMIC ASPECTS
OF MILITARY PROCUREMENT

From July 1, 1950 to June 30, 1962, the dollar value of the
more than forty-two million military procurement sctions for work in
the United States totaled some §202 billion. Order placements have

fluctuated from year to year as shown in Table III on page 17.

Hany congressionsl investigations have been mnde since 1951 on
varicus aspects of Department of Defensels procurement operations,
During the past session of Congress several commitiecs of both Houses
looked into different aspects of the problems growing out of military
procurement, For example, a subcommittee of the Senste Armed Services
Committee held extensive hearings on the following bills,

Sencte Bill Number 500. Introduced by Senstor Ssltonstall,

this bill would emend title 10, United States Code for the purpcse of
removing obstacles to improving the management of military wespon

gystems procurement.

Senate Dill Number 1383. Introduced by Senator Williams, this

bill would require the use of competitive bidding to the greatest
practical extent through the eastablishment by the Secretary of Defense
of specific standards governing the use of negotiated contracts,
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TASLE IIX

HET VALUE' OF MILITARY PROCUREMENT ACTICNS WITH BUSINESS FIRMS
FR WORK IN THE UNITED STATES

Fiscal Years 1951-1962

Fiscal Year _ Total Net Value
(Millions)
1951 $ 30,823
1952 h1,k82
1953 27,822
195) 11,448
1955 14,930
1956 17,750
1957 19,133
1958 21,827
1959 22,7hk
1960 23,181
1961 24,126
1962 26,481

Total 19511962 §281,597

SOURCE: Department of Defense, Hilitary Prime Contract Awards to
Small Business and Other Contractors, July-December 1961,
12 (1962) Supplemented for 1962, Small Business Adminise
tration, Office of Procurement and Technical Assisteuce,
Washington, D. C. March 1963,

Lyet value refers to the net change in the smount of obligations
resulting from debit snd ocredit procurement actions recorded during the
fiscal year, Debit procurement actions are all new contracts plus con-
tract changes that increase the amount of obligations by ten thousand
dollars or more, Credit procurement actions are contract modifications
that decrease the amount of obligations by ten thousand dollars or more.
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Senate Bill Number 1875, Introduced by Senator Javits end

Senator Keating, this would amend title 10, United States Code for the
purpoge of encouraging competiticn in the procurement by the armed
gervices, Ameong other things, this bill sets forth a congressional
declsration of policy to the effect that procﬁring agencies shall
congider the strategic and economic desirability of allocating purchases
to different geographic aress of the Nation, and to elegible suppliers
from vhom relatively ameller proportions of procurement have been made,

a3 well as t0 small business and to labor surplus areas.

These bills are still under consideration by the United States
Senate,

THE ARMED SERVICES PROCUREMENT ACT

Advertising is historically the favored method of govermment
contracting, At one time it was virtually the only legal way of enterw
ing into a government contrect. The Armed Services Procurement Act of
1947, Public Law 413, 80th Congress, liberelized the use of negotiation
by allowing the followlng seventeen exceptiona?s

Seotion 2(c). A1l purchases and contracts for supplies

and gervices shall be made by sdvertising, as provided in

section 3, except that such purchases snd contracts may be
negotiated by the agency head without advertising if o=

2Cs reumstences Permitting Contracting by Negotiation Under the
Armed Services Procurement Act of 1947, Public Law L13, 80th Cengress.
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1. determined to be necessary in the public interest during
the period of a national emergency declared by the President or
by Congress.

2. the public exigency will not admit of the delay incident
to advertising. ‘ .

3. the aggregate amount involved does not exceed
one thoussnd dollars (increased to $2,500 by Public Law 85-80L).

Les for personal or professionsl services.

5. for any ssrvice to be rendered by any university, college,
or other educational institution.

6. the suppliers or services sre to be procured and used
cutside the limits of the United States and its possessions,

7+ for medlcines or medical supplies,
8. for supplies purchased for authorized resale.
9s for perishable gubsistence supplies,

10, for supplies or services for which it is impracticable
to secure campetition.

11, the agency head determines thet the purchase or contract
is for experimental, developmental, or research work, or for the
nmanufacture or furnishing of supplies for experimentation,
development, research, or test: Provided, that beginning six
months after the effective date of this Act, and at the end of
each six-month period thereafter, there shall be furnished to
the Congress a report setiing forth the name of each contractor
with whom a contract has been entered into pursuant to this
subgction since the date of the last such report, the pmount
of the contract, and, with due consideration given to the
national security, a description of the work required to be
performed thereunder,

12, for supplies or services as to which the sgency head
determines that the character, ingredients, or components thereof
sre such that the purchase or contract should not be publicly
disclosed,

13, for equipment which the agency heed determines to be
technical equipment, and as to which he determines that the proe
curement thereof without advertising is necessary in order to



sasure standardization of equipment and interchsugeability of
parts and that such standardization and interchengesbility is
necessary in the public intersat.

1. for supplies of a technical or specislized nature
requiring a substantial initial investment or en extended period
of preparation for manufacture, as determined by the agency
head, when he determines that advertising end competitive bide
ding way require duplication of investment or preparation
alreedy made, or will unduly delay procurement of such supplies,

15, for supplies or services as to which the agency head
deteraines that the bid prices after advertising therefor are
not reasonable or have not been independently arrived at in
open competitions Provided, that no negotisted purchagse or
contract may be entered iuto under this paragreph after the
rejection of all bids received unless (a) notificastion of the
intenticn to negotiate and reasonsble opportunity to negotiate
shall have been ziven by the agency head to each responsible
bidder, (b) the negotiated price is lower then the lowest
rejected bid price of a responsible bidder, as determined by the
esgency hbead, and (c¢) such negotiated price is the lowest
negotiated price offered by any responsible supplier.

16, the sgency head deterzines that it is in the interest of
the national defense that sny plant, mine, or facility or any
producer, manufacturer, or other supplier be made or kept availe
gble for furnishing supplies or services in the event of a
national emergency, or that the interest either of industrial
mobiligation in case of such an emergency, or of the national
defense in maintaining sctive engineering, research, and develop-
rment, are otherwise subserved: Provided, that beginning six
months after the effective date of this Act and st the end of
sach gix-month period thereafter, there shsall be furnished to
the Congress s report setting forth the name of each contractor
with whom a coutract has been entered into pursuant to thie
subsection (16) since the date of the last such report, the
amount of the contract, and, with due consideration given to
the national security, a description of the work required to
be performed thereunders or

17. otherwise suthorized by law.



GROWING USE COF HEGOTIATIGN METHOD
IN QOVERNMERT PROCUREMENT

In enacting the Armed Services Procurement Act, Congress
incorporated a number of garlier statutory exceptions to formelly
sdvertised procurenent and extended them uniformly to all three militesry
departwents, the Coast Guard and the Nationsl Advisory Committee for
Aeronautics (now National Aeronautics and Spate Administration). These
and other exceptions introduced for the first time, it was belleved,
would add procurement flexibility in limited situations to obtain
greater benefit for the Government. However, it was still contemplated
that the great volume of purcheses snd contracts would bte made by
advertising for bids,

Subsequent experience, however, hes not borne this cut, In
terns of dollar value, by fer the largest volume of procurement actions
has been negotiated, Negotiated contracts have representsd more then
eighty~-two per cent of procurement actions esch year since the outbresk
of the Korean emergency., The comparison of negotlated and formally
advertised procurement since 1951 is shown in Table IV om page 22,

Over seventy per cent of the dollar value of procurement by
negotiation was atiriduted to three exceptions to formel sdvertised

1, For technical or specisliged supplies requiring substantial
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TABLE IV

NET VALUE OF MILITARY PROCUREMENT ACTICNS
WITH BUSINESS FIRMS FOR WCRK IN THE UNITED STATES
CLASSIFIED BY METHCD OF PROCUREMENT

Fiscal Yoara 1951-1962

Total Formally Advertised Negotiated

Figoal Year HNet Value Procurement Procurement
" (i111ions) HWillions Per cent M Ilicns  Fer cent

1951 $ 30,823  § 3,720 12.1 $ 27,103 87.9
1952 L1,LB2 Li,L79 10,8 37,003 8942
1953 27,822 3,089 1.1 24,733 88.9
1954 11,48 1,789 15.6 9,659 8Ll
1955 14,930 2,386 16,0 12,5kl 8h.0
1956 17,750 2,615 15.9 14,935 8Ll
1957 19,133 3,321 17.4 15,812 82.6
1958 21,827 3,115 1k.3 18,112 85.7
1959 22,7hl 3,089 13.6 19,655 864
1961 2L,126 L,098 16.2 20,028 83.8
1962 26,181 3,514 1h.2 22,567 85.8

Totals $261,997  $3L,303 12.h $247,65L 87.6

SOURCEs 1951~1962s Department of Defense, Military Prime Contract
Awsrds to Small Business end Other Gontractors, July 1961.
June 1962, pages 2k, 273 1962, Small Business Administration,
ffice of Procurement and Technical Assistance, March 1963,
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initisl investment or extended period of preparation for manufacturers,

thirty-three per cent,

2. For experimental development and research contracts,
eighteen and nine-tenths per cent,

3. As impracticel to secure competition by formal sdvertising,
eighteen and six-tenths per cent.

It is significant that en imperceptible propocrtion had been
negotiated after advertising failed. Tgble V on page 2L, shows the breske
down of negotiamted procurement by the services in fiscal year 1962 end
the ssaigned reasons for using thia method,

ARGUMENTS F(R ADVERTISED PROCUREMENTS

As the sgent of the United States Congress responsible for
determining how well the executive sgencies are handling their affeirs,
the General Accounting Office has favored advertised procurement snd has
been érltieal of— the military services for resorting to negotiated pro-
curement as much as they do. 7The underlying reasons for the preference
for edvertising sre the assumption that advertising will generelly bring
the lowest price, snd the desirs to sllow everyone in the country to
compete for the Government business involving public fundse On the
otber hand, negotiated contract prices must be bosed largely on estimsted
costs of production, and the Government generelly does not have the
assurance of fair snd ressonasble pricing normally afforded by free



TABLE V.

HET VALUE OF MILITARY PROCUREMEHT ACTICNS UBDER NEGSOTIATED CCOHTRACTS
Fiscal Year 1962
{Doller Amounts in Thousaznds)

Total Het Value et Value

1
Hegotisted suthority Amount  Per Cent Ay Navy Air Force

Total negotisted contracts® 22,567,193 100,0

1,629,088 6,596,061 11,1h2,0L

1. Hationsl emergency (total) 627,974 3.0 251,096 177,463 198,610
as Labor surplus srea and -
industry sete-aside 121,L86 o6 85,759 18,785 16,942
be Small buginess sete-sside
(unilateral) 61,280 o3 30,606 4,655 26,019
cs Dissster ares seteasid - - - - -

d. Experirmental, developmental

or resesrch less than

$100,000, K 250,090 1.2 89,024 74,359 86,707
e» Nonperishsble subsistence . 63,337 o3 62,760 kL 573
£ Hodifications asuthorized

by existing contract

negotiated prior to

Jenuary 1, 1956 10,750 .2 -63,112  55,3L5 48,517

ge Actions mere than §1,000
but not more than §2,500° 91,031 b 46,859  2L,320 15,352
2. Public exigency 199,218 <9 1,150 81,203 76,795

3. Purcheses not more than $2,500 670,292 3.2 293,395  183,L55 201,402

110 U,8.6, 230L(a) includes modifications pursuant to terms of existing

negotiated contracts; however, statutory negotiation authority wes not required nor
used, Hodifications are classified sccording to the atatutory suthority spplicable
10 the existing contracts which they modify.

2Excludes intregovernnental procurenent.

3No dlsaster areas were designated for procurement purposes during 1962.

hPublic Law 85-800 provided that such purchases could be negotisted under
exception 9, which previously had been limited to perishable subsistence,

sPublic Low 85-800 provided that such purchases could be negotlated under
exception 3, which previously had been limited to actions of not more than §1,000,
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TABLE V
(Continued)
Totsl Net Value let Value
Negotisted authority Amount  Per Cent Amy Navy Alr Force
ke Personal or professional ‘
services 81,665 ol 42,387 13,492 25,1786
S Services of educational
6. Purchases cutside the U.S. 1’117,226 5.2 59‘4'55’-‘ 319p539 203’135
7+ Medicines or medical supplies 33,959 o2 Los 33,018 533
8+ Supplies purchased for
suthorigzed _resal‘ 128 ,555 06 99 » Slh 11 3769 17,272
9+ Ferighsble or nonperishable
subsistence 416,759 1.9 k11,38 1,982 3,396
10, Inpracticsble to secure come
11, Experimental, developmental,
or resesrch 1,027,675 18,9 187,228 503,657 3,036,790
12, Clasgified purcheses 630,18 3.0 100,733 517,293 12,122
13, Technical ecuipment requiring ‘ : '
standardization and intere ' :
chengesbility of parts 12,6897 ol 5,515 7,286 96
U, Technical or specialized
supplies requiring substantial
initial investasnt or extended
period of preparation for
manufacture 7,022,201  33.0, 28L4,379 2,308,903 4,428,919
15, Negotiation after advertising 2,268 187 93% 1,142
16, Purchases to keep facilities ‘
available in the interest of
national defense or industrisl
nobillzation 1;3’-‘5,573 603 9“3;096 3623521 33,956

6ess than 0.1 of 1 per cent.

SOURCEs Small Business Administration, Office of Procurement and Technical

Assistance, Washington, D. C» Harch, 1963,



canpetitive conditiona, The Cenersl Accounting Office recognizegee
indesd the lsw makes provision for itethat negotistion is both necessary
end desirable under certain circumstences, such as procuring complex
wespons, but that even in such cages, the Department of Defense should
provide effective competition through the design, research, and develope
ment atages in wespon systems contraoting, If competitive conditions

are not allowed to preveil through design end development stages, the
Genersl Accounting Office believes there is little likelihood of effective
competition for subsequent production contracta.

The General Accounting Office further contends thet while nego-
tiation mizht be the accepted method of procurement in some segments
of private industry end business, equal opportunity to all &usineasea
to gupply the needs of our Covernment is lmportant in the Nation's free
enterprise econcay; that full and free campetition is important to
economicsl procurement by the Oovernment, Exceptions to these principles,
in the form of suthority to negotiate contracts with limited competition,
should be granted only when it is impracticel or sgalnst the public
intersst to submit the needs of the Government to all qualified suppliers
by formal sdvertising for bids.

ARGUMERTS F(R NEGOTIATED PROCUREMENTS

The Department of Defense takes the position that in view of the
svift changes in world events snd the constant acceleration of technolog-
ical developments, the vast mejority of the militery procurement dollers
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must be contracted for by the negotiated method, In sddition, the sociow

logical aims fulfilled by militsry procurement can only be met by a
| departure Iroam straight formsl edvertisinge The Department of Defense
contends that it can procure better by negotistion of sircraft, sircraft
engines, complex electronics items, end weepons systems, Frequently the
military services invite propossls foar the menufacture of an item sbout
which they know little more than the desired performance charscteristics,
Propossls to such invitetions are as much suggestions of how work cen be
performed a3 they are price quotations. These proposals must be evaluated
technically to determine which will best ascccmplish the jobe. In such
situntions, négotiation is the method of procurement. On the other hend,
the Department of Defense believes that for standard commercialtype
materiel, based on clear-cut apeciflcations, as well as for construction,

advertising is prefersble,

The Department of Defense msintelns that 1t is g mistske to
essume that negotistion means lack of campetition, In eddition, it
cleims that competiticn can be just as effective in negotistion as it is
in sdvertising. Unlesas the item to be bought is avalledble mly froam a
single source, the procedure in negotiation is to solicit proposels
from a vumber of gources. after the pro;ios&ls are recoived ond evalue
sted, it is the practice of many procuring units to call in all or scme
of the potentisl contractors eud to negotiate with them on price as well
a8 on other fsotors. The Department of Defense indicates that while
techniques of negotiation may vary from unit to unit, they maice en effort



27
to cbtain the lowest price from each proposer, so that each is negoti-
ating in an satmosphere of swareness that others sre campeting for the

game contract,

Another blending of the two methods is found in the "twoestep
formal advertising” procedure recently adopted experimentsally by the
Air Force for procurement’. When the service does not have deteiled
performance specificationg--or is ungble to preparé them gecurately
enough-=to define precisely the desired product "package®, negotiating
procedures are utilized to obtain technical proposals without prices
from a8 number of defense contractora. The proposals are reviewed in
Aly Force laborstories to determine the technical acceptability of the
products offered and to evolve from them the preclse performence
characteristics desired. Those contractors whose proposed products are
soceptable are given the opportunity to bid under normal advertising
procedures for sward to the lowest responsive bidder.

An additional reason, sccording to the Department of Defense,
for the lsrge smount of negotiation is that the edministrative costs of
advertised procurement sre likely to be considerably higher than those
of negotiated procurement, The greater the number of invitations to
bid and of plans and specifications, the grester the time end efforts

3Eightieth United States Omgr::::, Fir;:bSessim‘ chage:f
Representatives, Committes on Approp ona, com on enge
Lpegrwﬂaﬂmg'ﬂearm for 1960, Part 5, psges L33, 521-522,
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of more people involved in the preparation of bid sets, the sncillary
problens of filing snd record keeping, all contribﬁte to naking the
gdniniatrative coat of advertiasing higher than negotiation. This cost
is justificble where the iten is of such nature thet an oversll
economic sdvantage to the Governzent can be expected, Almost five
million procurement actions snnually for §2,500 or leas are pade through
negotiation which is permitted by lew to save administrative costs,

The Assistent Secretary of Defense (Supply and Logistics) favored an
increase in this exemption to ten thousand dollars.h

THE UNITED STATES QGOVERHMENI'S SMALL BUSINESS PROGRAM

There sre certein stetutory and asdministrative controls which
have the effect of diverting contracts from one contrsctor to snother
on bases other than price and performence, They sre policy determina-
tions for purposes other than procurement ocbjectives snd include such
legislation as the Smsll Business Act.

Participation by small business concerns in Defense Department
procurenent i a declared objective of Congress. The basic policy is
that small business shall cbtain a "fair proportion® of the total
purchases snd contracts for supplies end services for the Government,

In eddition to stating this basic policy in the Armed Services Procurement

lynited States Congress, Senate Subcammittee of the Armed
Services Committee, Hearings on Senate BL1l 500, Senate Bill 1383,
and Senate Bill 1875, July 13, 15, 21, 2, 28, and 31, 1962, page 79.
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Act, Congresa hgs assigned the Small Business Administration the function

of geeing to it that the policy is carried out. The Smsll Business
Adminigtration performs a number of functions cslculated to as&ist smalle
business concerns, Among them is the pcreening of all Department of
Defense procurements in excess of ten thousand dollars snd entering into
Joint determinations with the contracting officer that some portion of
each procurenent deemed suiteble for small business be set aside for
smell busicess. Wwhat constitutes g "fair proportion® has never been
defined and g8 & result there sppears to be & wide difference of opinion
on whether smell business is receiving a "falr proportion” of total
Department of Defense procurements., The emsll business proportion of
the total military preccurements has, however, been declining in recent
years, In fiscsl year 1957, snall business accounted for nineteen end
eight-tentha per cent of military procurement, in fiscal year 1958,
seventeen gnd one-tenth per cent, in filscel year 1959, sixteen and six-
tenths per cent, in fiscal year 1960, sixteen and one-tenth per cent,

in fiscal year 1961, fifteen and nine-tenths per cent, and in fiscel

year 1962, seventeen and seven-tenths per cent.d

Tsble VI on page 30, shows that small business obtained only
five and nine~tenths per cent of the procurement ewards of ten thousand

dollars or more in the heavy equipment and weapcns program and

SOffice of the Assistant Secretary of Defense for Installations
end Logistics, "Small Businesa Program Fiscal Year 1962 Report, page one.




TABLE VI

SMALL BUSINESS PROCUREMENT PROGRAM
JULY 1961 « JUNE 1962

Figecel Year 1962
(Amounts in Millions)

30

All Business Firms Smsll Business Firms

Net Value Het Value Per cent

%or Hard Goodst
Actiona & [y or noxe 617,637.6 al!}.o.lca 509
Alrcraft 6,801.0 37h.1 2.7
Guided Missiles Systems 5,0l3.3 96,2 1.h
Ships 1’88708 118.0 8.2
Tenk~sutonotive B 7.1 7108 1608
Heapons 2344 Lk 13.9
Atmunition hhSco 513.0 12.6
Blectrenics snd cammnications

cquipment 2,79010 35208 10.3
Servicest '
Services Program Awsrds 2,31L,5 37240 3L.2
All Others 645204 113.0 4949
Tertiien Slothing & equl 185.7 156.5 7001
Textiles ) squipage . . .
Fuels and lubricants 9884 219,2 21.);
Miscellaneous hard goods

costnsie N B - B
Construction 3737 031, .
Actiong of less then §10,000 2,026.5 1,050.L 65.4

Potal §26,181.0 $L,622.0 17.7

SCURCEs Smsll Business Administration, Gffice of Procurement and
Technical Assistance, Weshington, D, C. March 1963,
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thirty-four and two-tenths per cent of the service aswards, but received
forty-nine and nine-tenths per cent of certain other procurements,
which‘ sccounts for only epproximately one-fourth of total preocurements.
This latter category also includes all awards of less than ten thoussnd
dollars,

Small business recelved some gwerds in all of the mejor hardgoods
program, ranging from one and four-tenths per cent of the missile funds
to sixteen and eight-tenths per cent of the tankegutomotive swards.
However, in the sggregate, small business was able to compete success-
fully for only five end nine-tenths per cent of the total awarded

contracts for hard gouvds.

Smgll-business opportunities slsc are limited in the services
program ewerds, which in fiscal year 1962 represented eight and geven-
tenths per cent of all the military awerds. The small-business share
in this eategory was thirty-four and two-tentha per cent. Une reason
for this is that experimental, developmental, and research contracts
socounts for about half of this services category. Countracts for
utilities, ususlly avallszble only} to large companies, also are included

in this category.

In some soft-goods ereas, such &8 for subslstence and textiles,
snall-business concerns are accounting for well over half the volume of
awsrds, Swsll business is also participsiing in sixty-five per cent

of congtruction aswards. Almoat two-thirds of &ll contracts valued st
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less than ten thousand dollars are geing to small business concerns,

THE GOVERNMENT'S LAB(R SURPLUS AREA PROGHAM

Under defense menpower policy, there is a procedure whereby
contracts mey be channeled into distressed lsbor ereas where the
Seci‘et.ary of Lebor determines that there is widespread unemployment,

Tne procedure is quite similar to that under the small business
provisions, It entalls a determinetion by the contracting officer of
the optimum quantity of a given item to be purchased which would probebly
result in the most favorable price, consldering the manufscturing
processes involved and the quantity recquired for sn econcmicel production
run. Unrestricted procurexent is then initiated for at least this amcunt
and a seteaside to surplug-panpouer sreas may be made for not less than
that amount, 7The set-aside portion of the contrect is swarded only if
the offer meets the price at which the uarestricted portion is awarded.
In a tie-bid preference, swards sre msde to bidders in lebor-surplus
areas whose bids match those of competing firms cutside leborwsurplus
areass, HNHormslly in a tie-bld situetion & drawing is held to determine

wilch bidder is to rcceive the eward.

In addition, the Office of the Civil Defense ficbilization has
offered incentives in the form of accelerated smortization of emergency
facilities to defense contractors who locate their plants in surplus
lsbor areas. Houever, the effectlveness of the entire program has been

negligible. The Dopartment of Defense procurement actions involving
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set-asides or tie-bld preferences in labor surplus crees amcunted to

only one hundred seventy-nine million dollars in fiscal year 19626..

SUMMARY

In summary of this background discussion on military procurement,
it is gpparent that the camplexity and urgency of military needs appesr
to override other congiderastions. There is the possibility of large
supply needs for defense for years to come, desplte hopes of settlement
of the world's disputes. The defense share of the national product is
already conéidarable. The Armed Services Procurement Act exphasizes the
importance of utilizing existing competition to the extent possible to
obtain the best vslue 40 defense in militsry supply. But when the
necesaity of situations permit negotiated contracting, there is a cone
comitant responsibility to prudently utilize sll relevant cost date of
prime contractors end subcontractors in such price determinations. More
consideration, it appears, should be given to the Department of Defense
to complying with the intent and spirit of the law by utilizing procuree
ment authority to preserve the basis of future competition to the extent
present military needs permit.

60f£ice of the Secretary of Defense, Awsrds in labor Surplus
Areas and Industries Report, October 5, 1962,




CHAPTER IV
WEAPQN~SYSTEM CONCEPT

Within the lest few yoers, bezinning notably with the Air Force
procurement of the B-53 bomber in 195k, the so-called wespon-system
concept has became importent. The. chenge here is particularly noteworthy
since it means placing the total system responsibility (excluding only
power plant in the case of the B-58) in the hands of a single source.
Pricr to this time, the major components--such as eirframs, vombardmente
navigation system, or communications ecuipmente-were bought from
geparate sources and were Government furnished equipment to be incorpo-
rated 4n the final product by the airframe producer. Under the weapone
gystem concept, these items bscome contractor furnished ecuipment, and
& single vendor gssumes complete responsibility for the total system.

In varying degree, this concept has now been spplied to other major alr
force procurements such as the B-70, the mos, TFX plenes, and the
Atlss, Titan, and Thor missiles.

There ere two major ressons for this new way of buying weapons,

First, the mating or system integration problemeethat 1s, the
combining of the various components into the final assenmbly-~becanes
mere and more sevére £8 wespon-gystem camplexity increases. Cbviously,
when separate producers are developing each of the camponent items, in

the course of the years that elapse from initisl projection to delivery,
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the search for high performsnce msy lead to departures fram specification
and configuration that will make mating wellnigh impossivle. This
becomes particularly important in girborne wvehlcles, where the search
for weight and space savings is extremsly important and the configurstion
of the final structure has a marked effect on total ‘par,femance.

Second, there are operationszl problems which cannot be taken
fully into account in evaluating the separate articles. It is only as
a total system that the equipment is operationsl end all the problems
involved in both its airborne and ground handling activities become
gpparents Let us develop these two polnts,

As the milltary moved towerd the more and more asdvenced equipment
they have repeatedly encountered situations in which one component meets
or excecds the original specifications end another f{alls behind by a
vide margin, Under these circumstances, the final system integration
usually produces en article which suffers from the lowest level of
component achievement. To deal with this problem and to ensure greater
comparsbility of the components, the weapon-system concept has developed
with the hope of insuring capsbility of the final sssembly. There has
been considerable discussion and negative criticism of this approach
becsuse it reduces the number of prime contractors end places a great

desl of econcmic power in the hand of the successful bidder.

It is recognized, of course, that inherent in the use of the
wospong-system method of procurement are certain features which may
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operate to the detriment of small mamufscturers. For example, Congress
has passed lews and procurement regulations have been designed to cerry
out the mendate that small busineas receive a fair share of the militery
procurement dollar., Exasmples are the small busineag gseteaside progran,
the Certificate of Competency Program,7 and the existiné Department of
Defense small business programs and regulations, and the free and open
competition brought sbout by the basic requirement of the procurement
laws that contracts be let through advertising. HNot all of these can
be extended, nor can they be imposed on prime contractors in dealing
with their aubcontractors. Thus, 1% may be said that the weapons-system
method of procurement can be utilized to avold not only the effect of
these programs and laws, but also the responsibility for carrying out
the amall business program established by Congress.

Toertificates of Competency are suthorized by Section 8(b)(7)
of the Smell Business Act. In eccordence with this Act, government
contracting officers are responsible for referral to-the Szmall Busineas
Administration of the proposed rejection of the bid proposel of s small
business concern because of lack of capacity or credit, This Certifi.
cate of Competency Program is in effect an sppeal procedure available
to @ small businees firm whose bid or proposal for a contract by a
government agency is to be rejected under the aforementioned circum-
stances. A Certificate of Competency is a written instrument issued by
the Small Business Administration. It is addressed to a government
contracting officer certifying that after examination of all pertinent
facts the small company cited therein poassesses the capaclity and credit
to perform a specific govermment contrect.  If the Small Business Admine
istration denies issuance of the Certificate of Competency, then the
contracting officer cen award the ccatract in guestion to the next low
qualified bidder.
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The weapons-aystem method, if extended, could have serious

effects on competition. The number of companies capable of efficient
proeduction of tenks, planes, and guided missgiles are limited, Thus,
the competition between these companies for the large prime contracts
is limited, particularly if engineering, management,‘ and production
efficlency ere the chief concern. But, perheps more important from the
smell business point of view, the competition for the production of the
many thousands of components of a tank, plene, or gulded missile that
can be produced by small es well a3 large concerns may also be. limited
if the prime contractor doss not seck open competiiive bids from his
subcontractors.

Under the weapons-system, the prime contractor and not the
Government determines what work will be performed in the fscilities of
the prime contractor and what work will be subcontracted to gmall
business., Thus, the decisions of the prime contractor end not the
Government may have & profound effect upon the small business share of
the procurement dollar end bs beyond the control of Congress.

There have been various definitions of the weapons system,
Some of these deﬁ.niﬁiona appear 8o broed that they mey be sald to
encompass the bulk of military procurement. The need for the weaponsge
aystem method of procurement must be edmitied for some types of items,
Howsver, the use of this method should be very closely related to the

necessity for its use and such benefits as might acerue to the more
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efficient defense contractors. Becesuse of the difficulties inherent in
a broad use of the wespons system, its use should be limited to those
certain large and complex items on the Office of Defense Mobilization
preferential plamning list which cennot be produced by small business.
Such a limitation will meect the needs of the militarﬁ' procurencnt
sgencles without operating to the detriment of the small business

SCONony o



CHAPTER V

LACK OF COMPETITICN IN MILIATRY PROCUREMENT
AND ITS IMPACT ON SMALL BUSIHESS

Competiticn in military procurement is an ingredient which is
sbsolutely necessary since it has been shown over and over agsin that
competition results in savings to the Government, and, in most cases,
results in the delivery of a betﬁer product. The statistics on
Table IV on page 22 ghow that eighty-~five and eight-tenths per cent
of the total defense dollar eswerds in fiscal year 1962 were made through
negotiation. A very large percentage of these negotiated contracts were
negotiated with a sole source, hence effective competition wes lacking,

Figures furnished by the Departzent of Defense show that in the
past fiscal year new procurements, excluding intragovernmental and
modifications of existing contracts, totaled $18,789,936,000, 01‘ this
amount fifty-two end four-tenths per cent wes negotiated witﬁ ‘g sole
source. Another report issued by the Department of Daefense shows that
in fiscal yeer 1962 of the $26,480,967,969 net value of militery cone
tiacts awerded, seventy-one and one-tenth per cent were swerded to
one hundred companies. Breaking this down to an even more interesting
figure, only twenty companies received fifty-cne snd two-lenths per

cent of the total procurement dollsre
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The explanation given for this trend is the complexity of new
weapons and the exigencies of time, It is difficult to belleve that
the lessening of effective competition, which the hsgamtion methed of
procurement brings gbout 1s desirsble, or that competition would lengthen
the time of delivery in most cases of needed weapm#. Rather, competition
would stirmulate delivery snd also add incentive to competing companies
to provide better products. The time should never come when this country
will have to abandon the principle of full snd free campetition through
equal opportunity,.

8S0LE SCURCE BUYING BY THE GOVERNMENT

Senator John Sparkman called public sttention to savings to the
Government resulting from the offorts of Just one Havy Department buying
office to invite compstition on & long 1list of components which formerly

had been purchased from sole sources of mxpply.a

It was shown that during 1958, uineteen small business concerns
bid for the first time on thirty-eight of forty-two sole scurce items
purchased by the Navy's ahips\ parts control center at Mechsniesburg,
Pennsylvenia. Four large concerns also bid for the first time on four
of thege sole-scurce products. As a result of opening these hids to
competition, the Navy seved §92,153 or ssventy per ccnt less than what

8ddress before the United States Senste, April 1959, page 6225,
1959 Congressional Record--3enate.
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these products would have cost had they continued to be bought from the

former solee-gsource suppliers.

From this instance, and from subsequent experiments by various
military purchssing offices to alminaie unnecessery sole-source buying,
it is clearly evident that sole-gcurce non-ccmpetitivé purchesing has
been ceating the Anerican taxpayer millions of dollars in unnecessary
expenditures.

This concentraticn of Government procurement dollars in g mere
hzndful of companies, end the tremendous use of sole-scurce negotiation
by the Department of Defense is particularly haraful to our smsll
business community since suall businesa'receivea only ten end three-tenths
per cent of all negotiated swards &3 compared to a very crediteble

? Some of the

fifty-four and seven-tenths per cent of advertised swards.
large and more complex procurcment contrzets which the Department of
Defense enters into cannot be performed by smsll business. However,
there sre meny that small businesa cafx perform, If more small businesses
were glven knowledge of the items needed by the Government, they could
guccessfully compete for more oi‘ thene contracts, One of the best ways
to provide the public with this information is to meke sure that more

procurements were published in the Commerce Business Deily published by

the Depertment of Commerce, The Senate Benking and Currency Committee

90ffice of the Secretary of Defense, }Military Prime Contract
Ausrds, report for July 1961 - June 1962,
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has peunding before it a committee bill which contains the provisions of
a bill introduced last seasion by Semator Hart of Michigen. This proe
vision would require the Secretary of Commerce to publish in the
Commerce Business Dally all defense procurements of ten thousand dollars

end above and all eivilian procurements of one thoussnd deollars and
above, except procurements involving perishables end procurements involve
ing national security. If this bill is enacted, more procurements will
be publicized and consecuently more smsll businesses will know what the

Govermeent is buylng.

Another method to secure more participation dy small business
‘4n Uovernment procurcment and reduce the mumber of sole scurce procure-
ments is to mske more drewlngs and specifications availeble which are
suitable for formal edvertising, It 1a often the case st the present
time thst certain items are repeatedly procured from the ssme sole source
mainly becsuse of the failure of the procuring sgencies to provide draw-
ings and specifications, Procurement contracts should provide, wherever
practical, that enginsering drawings and manufacturing date should
become the property of the Government. This would result in this data
being used in subsequent reprocurement sand it would serve to broaden
the base of potential sources of supply for these items, khen this base
is broadened, more small businesses will be qualified to bid on thege
items gnd when the volume and cost of equipment gcquired annually is
considered, this could result in quite a significant incresse in small

business participation.



THE PROBLEM OF MOST QOVERNMENT TECHNICIANS!
AND BUYERS® HATURAL TENDENCY TO FAVOR
THE ESTABLISHED SCURCES OF SUFPLY

There is & bagie conflict between the desgire of the military
departments to obtain the best equipment possible with the least effort
‘end in the least time possible end, on the other hsnd, the desire of
Congrese that the greatest degree of competition be meintained, The
engineers and technicians of the various procurement agencies, as well
as the line officers responsible for the use of the egquipment, know
that 1f company A is in production of a particular plece of equipment,
that company can probebly supply good materiel faster than if the proe
curement 1s put ocut on bid end scme small cutfit that has never
produced the item before gets the bid. They fear that perhaps the new
company will not really understand all the technical problems involved,
may not have sufficient trained personnel, and in gencral, they are
loyal to their old brand. The bigger companies have encugh technical
persomel to furnish to the services to help them solve their problema.
It is perfectly natursl that the service personnel should be strongly
disposed to use cune of the many exceptions evailable under the Armed
Services Procurement Regulations to ask for a contract negotiated with

one or two companies,

No one would deny that often the beat interests of the ccuntry
can be served by routing orders to a well-estsblished company who
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thoroughly understands the needs to be met snd has great experiencé in
producing the needed equipment, But there is snother side of the story,

Much of the sdventsge which these larger companies enjoy is the
result of lovernment action in the firat place. During World Wer II,
and to some extent during the Korean conflict, the urgency of getting
new kinds of equipment was even greater than it is todsy. The national
emsrgency required that the services go to the companies who had the
big research staffs end ask them to produce equipment to meet a particu-
lar need ss quickly as possible and in es large quentities as possible.
Even today the companies who have the mcens to do reseerch muast be
relied upon heavily to meet defense needs,. Once & company has developed
e product, the experience it has gained gives it a tremendous edge in

later productiom.

Small business representatives and even the contracting officers
themselves are in a relatively wesk position when they sttempt to con-
test the recommendations of the technical persommel that equipment
should be purchased from & particular source because of its superior

quality.

The practice of the technical sections meking reccmmendations s
to wbat source should receive a contract is one which ought to be care-
fully looked at. There may be cases where this is neceasary, but if the
specifications are well written, if the contracting officers maske use
of their facilities for checking on the ebility of companies to meke the
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products they bid on, the cholce of sources could be left to competition
to a much greater extent than is now the case.

Following is an excerpt from the Comptroller Oenersl's Report
dated Janusry 29, 1963, which aptly points out the prevailing adverse
tendency of Government sgencies feiling to use drauings for edvertised

procurements

Our review at the Aviation Supply 0ffice disclosed that
drawings frecusntly were not utilized to solicit competitive
bids for follow-on procurement and that procurement was being
made after negotiation with only one supplier in about seventy-
8ix per cent of the ceges examined. A compariscn of a limited
nuzber of instances where identical items had becn procured
both through negotistion and through competitive bidding re-
vealed that savings effected through competition exceeded
forty per cent of the sole source prices.

At the Aviagtion Supply Office, Philadelphia, we examined
three hundred thirty-nine procurement actions reperted in the
month of Msrch 19562, We found that 259 of the actions (seventy-
gix per cent) were swerded after negotiation with only one
supplier. In 233 cases (ninety per cent of the negotlated
procurements or gixty-nine per cent of the total procurement
actions reported) the Aviation Supply Office stated that
negotiations were justified on the basis that it wes impractical
to secure competition becsuse adequate data were not available
on the items being procured, Drewings end technical data
supplied by the original contractors ordinarily constitute the
data upon which such determination should be based., However,
our detailed review of thirty per cent negotiated procuremnent
sctions selected at random disclosed that, in twenty-five of
the thirty cases, the Aviation Supply Office technical personnel
had not detemmined if drawings were evaileble for review and
vse for competitive procurements In the remsining flve cases,
we wers unable to determine whether or not drawings had been
reviewed, Our review disclosed that identical items had been
previously procured in all thirty instances=~in twenty-four
cases, under Buresu of Aeronsutics contracts. Examination of
the twenty-four Duresu of Aercnautics contracts further dis-
closed that tuwenty-three of the twenty-four contracts required
the contractor to furnish drawings and also gave the Government



k6

the right to use the drewings for Government purposes without
limitation. Further exsmination of a number of these cases
confirmed that drawinge actually had been received snd were
readily availeble to the Aviation Supply Office. In several
canes, we obtained coples of the drauwings and requeated the
opinion of the Avliation Supply Office technical persounnel as

t0 the adequacy of the drawings for use in competitive procuree
ment, In gane cases, the Aviation Supply Office personnel
indicated that the drawings could have been used in soliciting
competition. In other cases, the technical personnel felt
that the drawings could not have been so used beczuse they did
not contein a reference to the applicable materlal specifications
or did not reveal proprietary information known only to the
originzl manufacturer. In splte of the feilure to review
drawvings, the unavaillability of adequate data wes cited by the
Aviation Supply Office as justification for procurement by
negotiation in ssventy per cent of these thirty procurement
actions,

A comparison of forty-five exemples obteined from the
Aviation Supply Office of instences in which identical items
hsd been procured both through negotiantion and through competie
tive bidding discloged that, on an oversll basis, the savings
effccted on competitive procurements exceeded forty per cent
of the cost of proouring the ssme quantities st the sole source
unit prices. In & number of instances, the competitive unit
prices were less than forty per cent of the sole source prices
previously pald. ke believe these exesmples are indicative of
the potential savings which can be achieved through competition,

The followling schedule presents a comparison of the volume
of negotiated snd advertised procuresent by the Avistion Supply
Office for the past two fiscal yuvars. It is noted that the
value of negotiated procurement in 1962 was mors than double
that of 1961,

Fiscal Year ' 1561 1962
Contracts? Pepr cent Per cent
Negotiated 12,823 85 20,536 88
Advertised 2,273 15 2,828 12
Total 15,096 100 23,36k 100

Values
Negotisted $2kli, 633,748 88  8520,863,056 95
Advertised 33,322,924 12 30,845,412 5

Total 8277,956,672 100  §551,708,L68 100
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Since the Aviation Supply Office procurement is generally
in the nature of replenishment of stocks of items for which
drawings and technical data have previously been procured gnd
since these drewings are supposed to be stored at the neiphbore
ing naval aviation supply depot, we belleve that the Aviation
Supply Office should be in a favorable poaltlien to effect
substantial savings through the uase of competitive bidding.

During our review, we learned thet the Aviation Supply
Office had initlated en independent study of the use of draw-
ings. Ve discussed the nature of the study and its results to
date with the Aviation Supply Office official responsible for
conducting the study and learmed that this study confirmed ocur
ficdings that drawings were not being properly useds The
Aviation Supply Office study wes still underway when we concluded
ocur review, However, the study group had proposed several
procedures designed to improve the utilisation of drauings.

EXCEPTIOH 1L OF THE ARKED FCRCES PRCCUREMINT ACT OF 1947

WHICH LIBERALLZIES TiE U3E OF HEQUITATICH

In the preceding discussion of the individugl exceptions to
advertised procurement, it wes pointed out that over seven billiom
dollers or sbout thirty-three per cent of ell negotiated military procure-
ments for fiscal year 1952 were msde under exception {14). Among other
circumstances, this excepticn authorizes negotiation of a contract for
techmical or specisl property if the Secretsry of the procuring departe-
ment determines thaet production of such property recquires g substential
initizl 1nvesuizent and formal advertising might require duplication of
investuzont or preparaticn already made. Armed 3ervices Procurement
Rezulation 3-21L.2 states that this exceptica will be used in situations
where it is prefcrable to place a production contract with the supplier
who had develcped the equirment, and thereby assure to the Covernment
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the benefit of the techniques, tooling, and equipment elready scquired
by that supplier. This suthorization is no less then an open invitation
to sward production contracis to research snd development contractors
without competitions

Cnce a product has resched the production stage and it is
possible to state all or a portion of the contract requirements in
specification form, it is generally in the best Interest of the Governw
ment to obtein the greateat cocpetition puasible,

Benefits in the form of lower prices, new ideas and techniques,
and & broader industricl base may be expected from such procedure. To
assume that cepsble and responsible producers cannot, or will not, be
able to compete for & preduct they have not as yot produced simply
beceuse it will require & substential initisl investment to tool up and
train employeca to build the product is a fallscy,

Censideration should be given to amending exception (1) to
either eliminate duplication of a "subatential inltial invesizent" as a
factor justifying negotiation, or to limit the spplication of this |
factor in substential initial investments by the Government which weuld

require duplication by the Government in the event of procurement from

& new supplier,

THE CASE FOR TIGHTER CGITROL OF HEGUTIATED CCETRACTING

The Unlted States Code and srmed services procurement regulations
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are such that wide lstitude is given procurement persounel at feirly low
echelons to enter into negotiated contracts. The writer hes found that
the personnel with whom he bas had contact in various procuremeat
agencies are for the most part honest, intelligent p¢0p13 who are trying
to perfém thelir missions to the best of their capabilities., However,
they are worklang under a system where the course of least resistance is
10 nezotiate rather than to edvertise end under @ system which has few
check reins to promote edvertising for bids.

The wespon-system concept, in effect, promotes the very thing
Just discussed in the abovae péragraph. The proponents of this procure~
ment practice rightfully ssy that in the highly edvanced missiles,
sireraft, et cetrs, of this dsy that components of these missiles and
gircraft should be integrated through the grants of resecarch asnd develope
ment funds to lerge corporations with engineering staffs cspable of
designing these items expeditiously. It is true that most smell
usinesses cennot 4o the research and development on guch items es
missiles, aircraft, end tanks. But when research and development ends
end foreign production begins, small business then should properly
function to its cspacity in manufacturing items for which specifications

should be available,

During the resesrch and development of any given item, drawings
sre made and paid with by public fundg. Also working models are mede
before production begins. At the point where the research and development
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ends end mass production begins, the gpecifications should be sveileble
for bidding by fimms interested in participating in production of items
and components., Practically, small business is not able to participate
because even at this point accurate speciflcations are many times not
aevailable so that advertlsed bids can be let by procurement asgencies,
Becsuse public funds are peying for the development of such data,
aspecificationg should properly be available in gll cases after research
and development ends and production is to begine. If such data is not
available or is incorrect, responsible parties should bq penalized just
as would be the case when any inferior product is sold to the Covermment.
Corrective legislation in thia one area slone would save millions of

dollars annually.

With present procurement regulations, persomnel of rather low
echelon, in variocus agencies have guthority to initiate negotiated pro=-
curement either scle-source or with a very limlted number of firms
although in many instences neny firms are actively qualified to produce
items not obtained through ﬁégo‘oiated procurenents. Therefore, to control
negotisted contracting, a Review Board should be esteblished which would
be responsible to Congress to decide whether or not negotiated procure-
ments are in the best public interest, This Board would consist of
qualified technicel personnel who could readily ascertain by checking
competent files whether several compsnies were cspsble of prodi:cing
given parts. The Boasrd would then give to the procurement agency a
certificate of suthorigation to proceed with a negotiated procurement in
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the event such negotlated procurement were found by the Board to be in
the best interest of the public, A determination of best public interest
would include evailability of neceegsary specifications end data, availe
ability of sources (small business firms particularly) for the production -
of such items, and a military need. The Board would review procurements
iuvoiving ten thousand dollars or more. In the event of a negestive
determination by the Board, the Secretary of Defense, who would be sble
‘%o delegate authority to no less than the Assistent Secretary level of
the particular procurement agency, could issue a certificate of military
necessity, Cortificates of military necessity would be subject to
future review by the leneral Accounting Office es to all the facﬁa set
forth within such a certificate for compliance thereto, The necessary
mechanice of such 8 Board would be so estsblished e8 to act within a
comparatively short time on such requests for negotiated procurements,

SUMMARY

Small business is being denled its Just share of the Jovernment's
procurement doller by the incressing use by the Department of Defense of

gole=scurce negotiations., If it could be possible for small businessmen
to be more completely informed &s to the nature of the products that the
Government is buying, small business would be sble to coipete and more
competition would result in large savings to the CJovernment zs better

products would be secured,

There sre items which for security reesons should not be advertised
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and also items of asuch complexity that formal advertiscment is unjustie
fied; however, negotiation is being used in many instances where the
interests of the Ocvernment could best be served by formal advertising.
Even in thess instances of sole-gcurce procursments, tha procuring
agency should be alert to the posasibllity of having engineering data
and drawings made evailahle for the use by the Govermment. In this wey
many items could subsequently be made availsble under advertised pro=

cedures.

Toc much emphasis is being placed by the Department of Defense
on negotiation with g sole source, beczuse it 1s the casiest method
for them to use. They are not permitting small business to participate
t0 the extent it rightiully should in our defense effort, consequently,
both the country and the small business community suffer from this

lack of full participaticne



GHAPTER VI

SYALL BUSINESS PARTICIPATION IN DEFENSE SUBCONTRACTING

dlstorically, the subject of subcontracting in military procure-
nment has been overshadowed by the emphasis placed on the swerd of prime
contractors to emall business firms. Congressional intent that amall
business receive a fulr and Just share of defense contracta has always
been expressed in terms of prime contracts, However, closely related
to the procurement program and the share of contrgcts swarded to smsll
busineas is the genersl subject of subcontracting.

In times of sll-cut production such es was experienced in the
period from 1942 through 1945 and the period from 1950 to 1953, the sube
Ject of subcontracting does not attract smch attention., OCbviously in
such times small firms participate in the production effort with prime
contracts. Subcontracting opportunities ere numerous, and large concerns
ectively seek out efficient small producers to assist in producing
compenent parts or subassenblies on & subconiract besis.

However, when military expenditures cre reduced and purchasing
is on the decline, this entire plcture chenges. A chain reaction sets
in which has s serious impact on the smell firm, Less prime contracts
sre available so that competition betveen small firms is more severe,
and small business must compste with more lerge firms, At the same time,
large vbusinesa, in order to keep plents operating efficiently end
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payrolls up, will offer less snd less subcontract opportunities. This,
in turn, results in s further reduction in work availsble to smsll
business concerns. If no effort is made to counter these irenda, many
small producers are forced to cloge their doors. Thia has the effect
of not only depressing our econcay but glao of depriving the Nation of
an important link in defense production in times of emergency.

THE LACK OF AN ADEQUATE GOVERNMENT SUBCONTRACT DEFINITI(N
ARD THE MEANS OF MEASURING TRUE SUBCCGNTRACTING VOLUME

Adequate provisiona ars not present in the Small Business Act
10 assure small business of fgir participation in the defense procure-
ment program through subcontracts from prime contractors. 4s a remlt,
armed gervices procurenent agencles .are free from strict requirenents
to embody responsibility cf the prime contractor in the contract to
subcontract to small tmsinaa#. Host prime contracts contain a clause
that the prime coantractor must subcontract whatever portion of the
contract that is feasible. liowever, this is a worthless provision and

generally serves only as a removal of definite requirement for sube-

contracting,.

From time to time, individual prime coutractors publish flgures
on their volume of suboontracting, and these in tumm are reflected in
some Government stetistics. This is what scne ax;thoritiea class as
ngubcontracts” or “subcontracting®. This certainly provides the oppore
tunity for hoocus-pocus in preparing such figures. HNo less than
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Webster's dictionary states, "subcontract. . .2 coantract by which one

agreea to render services or to provide materlals necessery for the
performance of ancther contract? 10 The Walsh-Healey Publis Contracts
Act also supports this omnibug inclusicn of nearly all purchases in

the clasaification of subcmtmctsu. Similarly, the Armed Services
Procurement Hesulations, Article 3-008=5 indicates. « .subeontracts may
be placed for work, raw materlsls, parts snd componente. All of this
means that the sctusl volume of true subcontracts thet arc made svalle
eble to small business on defense procurement is relatively small, A
reasomable industry interpretstion excludes from true subcontract totals
all supply items, basic components, raw materials snd outside scrvices
other than for sctusl manufaeture of subassemblioss. Dircction of prime
contractors to provide small business with subcontrscts on a voluntary
baals can be no more successful than were all wages snd saleries paid
to a few thousand seleoct persons in this country and they were "directed®
to voluntarily look after the rest of us,

THE CASE FOR BEXTEMDING PRESENT SHALL BUSINESS 8ETASLDE
PROGHAM FOR PRIME CONTRACT3 TO IRCLUDE SUB-CONTRACTS

Only by provisions in the Small Busivness Act which will ensble
tha Small Business Adminlstration to Ingert in suitable defense procurement

Oygboterts Internationsl Dictionary, Second Edition, Unsbridged,
1958, pege 2508+ hs HeTTlan-webstors

1lg1ah-Henley Public Contracts Act, Section 30, Rulines and
Interpretations Humber k1 ‘
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prime contracts definite requirements that the prime contractor subcontract

to small business the fabricating of specific assemblies needed for fule
fillment of the contrsct, can emall business be sssured of fair partici-
pation in the defense program, snd their ststus es a national asset, be
preserved. Frequently, defense prime contracts now contein clauses
requiring that specific portions of the contract be subcontracted to
nemed companies, Howsver, this procedure is not ussd to protect smsll
business. It 1s primarily ermployed to give the procuring agency control
over sources of supply for whatever reason may apply.

The Small Business Act slready provides for set-sside of prime
contracts by the Small Busineés Administration, This was satisfectory
to all concerned prior to the advent of weapon systems procurement,
Extension of the set-asids authority and responsibility for the Smsll
Business Administration to include sssemblies end equipment within the
prime contract would be well within the concept originally crested by
the Small Business 2ct. Though the procurenxent sgencies may find fault
vith such plan, the personnel of the Smsll Business Administration will,
no doubt, be competent to operate the set-aside of sssemblies and
equipment within the prime contract, as they have proven eminently
successful in the program of set-asides for suitable prime contracts
prior to the advent of weapons systems procurexent,

Up to this time, becsuse of the efforts of the Small Business
Administraticn, the progran of seteasides for suitsble prime contracts
has been sn expanding one. For example, in 1955, 386,610,589 was ear



marked for small business. In 1962 this smount was increesed to
$2,295,075,000, Since the time the agency wes estsblished in 1953,
Government procurements valued at gpproximately nine and four-tenths
billion dollars have been setwaside for competitive eward to small
business,12

OOVERBMENT CQUTROL OVER THE MAKE OR BUY DECISICH
IN SUB-CONTRACTING

Seversl yeers ago, the Department of Defense adopted g subcontract
program which, in effect, constituted e request to the major prime
contractors to adopt voluntarily & mesningful subcontract program
designed to Lenefit small firms, The program also included the estsblishe
ment of a reporting procedure to provide statistics on the volume of
subcontracting to amall buainess. In addition, the large prime cone
tractors were requested to deaignate a high level officer to set es
lielson with small business concerns, officlels of the prime contractors,
and the various Government departments, Unfortunately, the compeny
policies are of such a genersl nature that little or no specific
essisgtence to amsll business ls sccarnplished on @ voluntsry basis, In
order %0 be effective, the company liasison officer should participate
in the make or buy decisions of the compeny procurement officer gs thig

uﬂeporb of Hearing Before the Select Committee on Smgll
Business, United Stotes Senste, Second seaaiona United States Goverament
Printing Office, washington, deptember 12, 1902.
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decision determines whether or not the contractor will perfarm the work
or wheéther he will subcontract it out, usually to small compenies, If
the llaison officer is not pérticipnting in those decisions small busie
negs has no rapresentation and, more often than not, it is resolved in
faver of the prime contractor. The liaison officer should have suffiw
cient authority to ianfluence these decisiocuns in faver of small business
end to prevent wasteful duplication of small subcontractors' fscilities
by needlens expansion of the prime contractors' facilities particularly
if financed by the Government. In ectual practice such is not the case.

Under the weapons system concept of procurement, cost-plus
contracts ore usuelly awerded after evsluation of all engineering proe
posels submitted, Thereafter the meke or buy decisions most eccnmmically
advantageocus to the prime contractor are not necessarily most advantageous
20 the Government or to small businees. It is at this point when the
meke or buy decisicns of the prime contractor sre being made that the
interests of smell firms are not protected, The average small company
has no way of finding ocut what the prime contractor proposes to buy and
thus does not get an opportunity to compete. As long as small business
or the Government has no representation in these decisions, the prime
contractors will continue to subcontract only that porticn of any cone
trect which expediency and econamio advattages to the campany dictate,
Officisls of the prime contractor, smbiticus to increase their volume
end to make a good record, will resolve mest issues in favor of their
coampany and against potential small business subcontrectoras, The
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subcontractors will take the brunt of any cutback in order that the
prime contractor may keep its work force intact in anticipation of
future contracta, The prime contractor csn and will take sdvantage of
the subcontractor's know=how on the production of camponents developed
by the subcontractor.

A specific case in polnt was recently brought tc light by the
Honorsble Abrahsm Multer, Cheirman of Subcommittee Number 2 of the
House Select Committee on Small Businesa., This is his statements

A subcontractor was selected over two years ago after cctte
petitive bidding among more than ten component manufacturers to
bulld prototypes of more than thirty components for a missile,
This was for that portion of electronic gear that the prime
contractor wes bullding in their facility. '

The subcontractor worked fsithfully with the prime contractor
in the regearch snd development stages and tooled for production
of these parts, The subcontractor was told to tool and to gear
up for spproximately five thousend sets and wes led to believe
they would get these orders which would run for approximately two
years or more. Many hours were apent on this project bty the
svbcontractor's engineers, who worked closely with the prime
contractor's engineers perfecting the designs of these parts.

The prime contractor has Just recently peid the subcentractor

for the tooling which wes authoriged end which was completed by
the subcontractor two years sgo. Personnel of the prime cone
tractor have repeatedly shown appreciation for the engineering

gnd production services of the subcontractor as well as the quality
of their product.

The subcontractor now learns that the prime contracter has
elected to bring into thelr facility production machinery end
peraonnel to make these parts themselves, notwithstanding the
fact that the subcontractor, as low bldder, has the equipment
and know-how geared to run the job,



AVERAGE SMALL BUSINESS SUBCONTRACTORS ARE IDEALLY SUITED
TO HANDLE SUBCQNTRACT WORK FOR GOVERNMENT FRIME CONTRAGTORS

The sverage small business subcontractor is looking foar no
ppeciel favors from the Administration, the Department of Defenge or the
prime contractors. This average subcontractor realizes that the wespons
system menagement concept requires the managerial skill of s large core
poration and does not aspire to compete in this field. However, the
skilled asmall busineass subcontractors with estsblished and scceptable
quality control, shop procedures, end engineering know-how derived from
Yearas of expsrience and research at their own expense, believe they
should be given an equal opportunity to bid on and provide guch items in
the wespons gystem concept when they can prove they can do the job
faster, better, and at less cost to the Department of Defensge.

vwhat is perhops even more important to the Department of Defense
and the military budget, this small business subcontractor, who usually
functions under fixed<price contracts, can produce these items for frem
fifteen per cent to forty per cent lemws cost then the prime contractor
could produce the ssme item. If the Departzent of Defense would recuire
that the large prime wespons concept contractors subcontract more work
rather than reducing the emount subcontracted end stop the foolish hiring
of ncn-egsential people Just becsuse the prime contractor is operating
under a cost plus type of contract, the military budget could be sub-

stantially reduced.
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The following 1s a typicsl example of an everyday small business
subcontractor camplaint. It happened to the G. G. Hokenson Compeny, Inc.,
of Los Angeles, Californias. Below is & verbatim report by the firm's
president,

The example I em about to give sterts with s request for
quotation received in Merch 1956,

1. Request for quotation received March 1, 1956, for special
ground-gupport equiprment sirconditioner for military aireraft.

2. About March 15, 1956, ocur company submitted engineering
proposal, complete design concept, complete cost breskdown, snd
fixed-price quotatiocn.

3. Also submitted wes the spproximate delivery schedule of
urgently required first unit for one hundred tmt.y days from
date of order.

L. Both we and the prime contractor knew that the Adr Force
hed lot a research and development contract in December 1954 for
the semo requirements and a satisfactory unit had not as yet
been developed.

5, About April 1, 1956, our company was invited to discuss
design concept and feasibility with prime personnel including
purchesing, ground-support equipment engineering, projects
engineering people, end aerodynamicists and thermodynamicists.

6., About May 1, 1956, we received purchase order incorporate
ing specification changes we had recommended et previous meeting,

7«  May 15, customer gends resident expediter to our plant.

8, Preliminary testing of unit is commenced over Labor Day
W&Qﬂdn

9. Firat unit wes delivered to the customer September 19,

10, Tests dcnducted at customer's premigses under ambient
conditions identical with smbient design conditions of specifi.
cations for cooling.

It so happended that the temperature of the day during
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the teat was exactly the temperature required of the unit, so
regular weather conditions were applied rather then using a
testing laboratory.

11, Customer's engineering and project personnel sccept unit.
Teats showed unit to have cspacity of eight to ten per cont
above requirements.

12, About Winter 1957-1958, newspapers report prime (our
customer) is to receive order for sdditional plenes for Departe
ment of Defense.

13. Periodic calls to customer purchasing depertment indie
cate that the unit for the subsequent requirements will be
redesigned end sumewhat simplified and that when the specifices
. tions are completed we will have the cpportunity to bid,

. About June, July, or August 1958, we hear from the szme
suppliers who furnished us with materisls used, such as eluminum,
steel, copper, st ceters, snd equipment end machinery suppliers
~ that the prime, our customer, ig going to build the units in
their own plant. ,

15, I icmediately check with the prime's purchesing departe
ment and subsecuently with other sources within the prime
company, end the statement was verified that the prime had space
and menpower not gainfully employed at the mement, and so decided
to manufacture ths air conditioners with their own persomnel.

16, Our suppliers told us the prime had placed orders for
cazponents that would indicate they were golng to build about
seventy alr conditioners.

17. During October and November 1958, we heerd unverified
reports that customer was finishing or had finished three units
that would be used for performsnce, acceptsnce, and envirommental
testinge. Subsequently, further unverified reports were received
‘40 the effect that the units the customer had designed were not

performing to expectationse.

18. In Februsry 1959, we received a request for quotation
for five only air conditioners similar to the seventy units the
customer was reportedly building in their own plant. The
Request for Quotation also called for full end cauplete
MIL-D=5028A drawings and camplete with parts and parts source
datsa.

19, Our compsny decided to submit a quotatiom, complete
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engineering design concept and all other dsta requested to be
submitted with the bid, which bid was submitted on the date
due in March,

20. However, we decided, before submitting our propossl,
to ask the customer'!s purchasing depsrtment if there wes a
posaibility that the number of unite involved right be ine
ereesed to, say seventy total units, We explained that the
cost of the first five units would be slightly higher, but
that the next sixty-five would be built for a material labor
redvction becsuse we would make a complete set of patterns
and jigs from the original prototype, maving labor expense
cn future production units,

21, The snswer we recelved is shocking. Ve were told
that definitely only five units would be purchased, Iwo
unite would be used t9 meel an emergency requirement gnd the
othier three units would be used es samples for the campany's
production department to0 cory in building the balance of
their recquirements,

The economlic fres-enterprise gystem that has produced in thig
country the highest stendard of living the world has ever known should
be sefeguarded gealously by the lsumakers end law enforcement agencics
of this Government especielly from cases such 8s the abeve C. G. Hokene
son Compsny flesco, It is true that in the production of sutwmmobiles,
refrigerators, et ceters, whers the volume of units produced in a year

will total in the millicns, there 4is no place for small business for

obvicus ressong.

It is imperstive that large business be encouraged gnd given
free rein to increase productivity, thereby reducing the cost of the
automobile, for exsmple, which otherwlse could not be manufactured in
the price range that the average American could afford. American big
business has certsinly ade a major contribution to the high standard
of Wving we e_njoy in this country todaye.
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But this has no bearing on the subject of production costs in
the field of military procurement where rarely is there s requirement
for as many as one thousend units snd more frequently on the average
crder of cne hundred units,

Has the Department of Defense ever ordered one thousgand of any
one of the fighter series from the F-100 through the F-109? Ewen if
one of these products proved so superlor as to call for a requirement
of one thousend units, it is doubtful that the design would be permsnently
frozen, It is more than likely that many major changes would be ordered
during the msmufacture of the thousend units,

It is in thisg field of small military purchases that the emall
business jcb shop type of operation excels in maneuverability, adjust-
ing quickly to sudden changes in recuirements; operates with much lower
fixed lebor burden and overhead, and is usually a speclalist 4n his field,
being recuired to engineer end design in order to bid on fifty to one
hundred fifty different systems a year, wheress sny single engineering
group within & prime contractor orgenization will seldom need to consider

the requirements of more than two or three different designs a year.

During the rest of the year these englueering groups, employed
by the prime wespons aystem contractor, sre cccupled with many other
respongibllities. The net result is that this type of engineer hes
never hed the time or opportunity to delve deeply into the latest improve-
ments and scientific advances in any specialized field, but is quite
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capable of evaluating the comparative excellence of the engincering pro-
posals submitted by the bidding small business subcontracter,

THE NEED FOR GOVERNMINT PROCUREMENT AGENTS TO DISCCURAGE
PRIME CONTRACTCRS FROM BYPASSING QUALIFIED
8MALL BUSINESS SUBCONTRACTCRS

The prime weapons gplem contractor should not be permitted to
eliminate gsubcontracting and henceforth build these products in their
oun or a8 ia frequently the case in leased, Government-ouwned facilities,
and ghelve the experienced technicsl brains of the small business sube-

contractor,

The beslic wesapons system procurement concept is supported best
sand most econcmically when procurement agencies and prime contractors
make maximum use of camponent speciglists., Development work regquires
the use of specialists to atiain the basic aim of the wespons system
concept == the begt article in the shortest time for the best price.
Efficient production requires skillful and intelligent agsembly of come
poaents econcmically produced. In the initial development of & weapon,
the prime contrector feces basically an engineering problem, He must
meet performance specifications, so he must stipulate basic design

perimeters snd satisfactory performence characteristics; a tesk for his
englueering force,

Engineers are curicus end embiticus. They welcome challenging
situations. They believe they can solve all the problems facing them in
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any development program. They are prone to asvold faming out porticns
of their problems. Pride impels them to want to provide the whole

solution,

When Government money is available, mansgement has a natural
inclinetion to keep 1t in the family. This is particularly true when
there is an opportunity to expand the campany's products. Thus, msnagoe
ment has a tendency to ignore the possibilitles of ewploying proven
small business component specialiats in the f{ield.

Management depends upon its engineers for sn evaluation of the
initial problem. The usual result is that the engineers--confident,
capable, and determined-.put the prime contractor iu a position of negoe
tive nmenagement incentive. The englinesrs forsee a large capable organi-
gation, Mansgement sees sdditional profits from development and manue
faoture of major components whils expanding its facilities end czpabilities,
It urges the procuring agencies to buy the idea with all of its persuasive

powers

Too frecquently the procuring agents do not recognize the undere
lying reasons for the suggested program and proceed to purchase it as
presented. A frequent supporting argument is that a prime can be held
responsible ouly for those components over which he has full control end
that, therefore, only he can say what he should mske or buy. The writer
agrees, 80 long as the prime coatractor remains cost conscious with the

Government's moneyj however, rejects the premise as invalid when the
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prize contractor ignores the superior performence and lower ccst of
iwkiependent small business specislists in order to feather his own nest,
Such & procedure is unnecessary, westeful, time consuming, and contrary
to the bagsio principle of the wespons system concepts

RECCHMERDATIMNG AIMED AT IMPROVING SMALL BUSINESS
PARTICIPATION IK DEFENSE SUBCONTRACTING

To protect the interests of small buainess, a number of changes
to the Armed Services Procurement Regulations would be recommended to
the Department of Defense. The recommended changes 1listed below would
be specifically aimed towsrds improving small businegss participation in
defense asubcontraoting,

1. Reguletions now provide that the major prime contractor
be urged to develop and esteblish a defense subtontracting smsll
business program. The esteblishment of such s program should be
made mendatory by changing the word Purged” to "required”,

2. Under ocurrent armed services procurement regulations,
contracts contain the following clauset "The ecntractor agrees
to accanplish the maximum amount of subcontracting to small busie
ness concerns that the contractor finds to be consistent with
the efficient perfomance of the contraoth,

This regulation should be changed t0 recuire the meximum
amount of suboontracting to small business that the contracting
officer end the contractor jointly find to be consistent with
the efficient performance of the contract.

3. Armed Services Procurement Begulation 1-701.3(1i) pro-
vides that the prime contractor establish policdes to assure -
that Small Susiness concerns will have sn squitable opportunity
to compete for suboontracts with particular regard to solicimations,
tine for the preparation of bids, qusntities, specifications, and
delivery schedules suiteble for small business participation.

This regulation should be changed to contain sdditicnal proe-
vialons necessary for en equitable opportunity ss follows: In
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order to essure that smsll business concerns will have an equite
able opportunity to compste for subcontracts, all small firme
requeating permisslon to bid snd who have not been disquslified
through actusl survey, will be granted an opportunity. In the
event the bidders list is so large as to preclude utilization

of the entire listing, the rotation aystem will be used in the
same manner &8 required under Armed Services Procurezment Regulae
tions for Government contracting officersj also the establishment
of policy to assure that small business concernz have an equitable
opportunity to cumpete, with particular regard to time for the
preparation of bids, quantities, specifications, and delivery
schedules, suitable to small businesa participation,

he Regulations require submission of information on Form
DD11L0 on subcontracting to small business. This form should
include the amount of subcontracting to small business by cone
tract number, dollar volume, and item description, and such
records on each individusl contract be made asvailable upon request
to militery representatives or the Small Business Administration,

5. There should be the requirement that the small business
llaison officer of the prime contractor perticipate in this
capacity in all decisions pertsining to make or buy a2s well as
supervise the small business pregram of the procurement division

of his company.

6. Provisions should be made that before facilities con-
tracts are awarded either to prime or subcontractors, definite
evidence be required that such facilities are not already in
existence in small business firma,.

7« The existing forms used by the military department,
entisled Defense Subcontracting Small Business Checklist should
be completely revised in & manner that permits factual reporting,
covering all points of the defense subcontracting small business
programg these reporta to be sutmitted through the appropriate
pmilitary department to the Office of the Assistant Secretary of
Defense (Supply and Logistics) end information from these reports
made availsble through these scurces to the Small Susiness Admine

istration, :

8. The defenge subcontracting small business program should
include the provision that the Small Business Administration msy
assign on a full or parttime basis s Small Business Administra=
tion representative in appropriste planta of the large prime
contractors as defined in Armed Services Procurement Regulation

1707,
9 There should be a requirement that all potential
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contractors submitting proposzls on procurement anticipated to
be one million dollars or more submit to the contracting official
8 list of sll subcontracts and subcontractora by name, location,
and sige (large or small) and which subcontracts are anticipated
to be half million dollars or more.

The ccpy of the list as submitted to be transmitted to the
emall buslinesa speciglist of the appropriste military department
(Armed Services Procurement Regulation 1-707.L4) and the appro-
priate Small Business Administration regional office in the
geographic grea of the prime contractor.

10, The Armed Services Procurement Regulation now provides
that consideration of the extent of subeontracting may be a
factor in awarding negotiated contracts. This consideration
should be limited only to subcontracts with amall business and
not be averall inclusive as now stated.

These above recamendations ere mede for the purpose of
placing the subcontracting program of the major prime contractors
on a similar basis as now required of the Government's cotract-
ing officers by reguletions.

SUMMARY

In conclusion, the follouwlng suggestions and recammendations are
nmade. Wespons, nanagement, and operational system type contracts have
gbsorbed prime contract opportunity formerly aveilable to smell busie
ness conceras directly from the Government and should be curtailed or
adninistered in such a manner that the equities of capable small cone
tractors will be cbserved, By “curtail', mesning that it should be
1imited to the specific type of weapon where they are useful, not exe
pleined without logle or without good reason to areas where that type
of contracting is not essentlsl to the best interests of the Government,
and to the obtaining of the supplies and materials most efficiently end
at the least possible costs, Some thought should be given to amending
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the Small Buainess Act to include more specific authority in regard to
gsubcontracts 1f the Smgll Business Administration or the procurement
agenciesa are to be held accountsble in any way for the subcontracting
of Government work. The problem here is that there is no connection
between the procuring officer or the Smell Business Administiration and
the subcontractor unless it ie mede specific at the time of the letting
of the contract, or unless by general regulstions or law in some way
there is sore connection., The Smell Business Administration should be
afforded sn opportunity to develop small business scurces before there
is Govermment gpproval for & prime contractor to scquire sdditional
faci‘litieé et Government expense, It is realized that this is a broad
recommendation, and it should be developed slowly to be certain that
there is not eny interference with effective and efficient procurement

processes,

Lastly, necessary legislative changes should be made so that the
Armed Services Procurement Regulations would apply to subcontracts as
well as to prime contracts.



CHAPTER VIX
CQICLUSICHS AND RECGMMEMDATIONS
CONCLUSIQHS

Defense procurement iuvolves each year the plecement of many
thousands of contracts covering the supply of millions of total itens
ranging from off the shelf products, weapons, equipment, and supplies
with widely varying degrees of standardizetion, followeup ccntracts for
the lstest wespons Just resching operational use, initial production
contracts for newly developed weapons, which when opsrational msy make
cbasolescent the current new weapon, and research contracts to develop
possible weapons to make obsolete sll earlier types. Thias rate of
cbgolescence may be illustrated in jJet girersft and missiles. Hardly
a production model aircreft on the buying list for fiscal year 1962
was found in the 1955 buying program. Simllarly, almost no missiles
contracted for in 1962 were being produced in operational quantities in
the earlier year.u

The sige and complexity of the defense cammitnents involve
supply in fetastic ‘cmplications of plamning, programming end scheduling,

g4atement of We Jo McNeil, Comptroller of the Department of
Defense, Hearings on Janusry 1962 Economic report of the President
before the House and Senate Joint Economic Committee, elghty-seventh
congress, Second Session, Page 317 (1962)
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Resources of money for supplies end industry cepacity to produce them
are necessarily limited. Decisions as to which items are to be procured,
in which quantity, where and vhen--prerequisite to the letting of cone
tractg--mist be long preceded by policy devisions on future militery
tasks of the ermed services. New defense obligations, changes in longe
range strategy, annusl appropriation levels and the ever increasing
rate of technological development each may drastically alter supporting
supply patterns,

Programming for procurement, then, begins with broad decisions
of foreign poucy end national security determining basic strategic
missions for the Armed Forces, These decisiona are then formed into
more specific supply programg for each of the services, Within each
military department these programs are further reseerched for translae
tion into temms of specific need, the stage vheres actual procurement
of specific new itexa can be requesteﬁ.m

The contracting officerts operating procedures and exsrcise of
discretion are governed by a variety of instructions from higher
suthority-~the Armed Services Procurement Act, which is the basie
statutory suthority on defense procurementy the Armed Services Procure-
ment Regulstion issued by the Assistant Secretary of Defense (Supply end

1 gee Millett, Government snd Public Administration, peges
316-322 (1959).
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logistics); the regulations of the individual services which interpret
and spply the Armed Services Procurement Regulation to the conditions
of the particular service; > snd a veriety of directives and instructions
isgued from time to time which may also deal with one or snother phase

of procurement,

The Armed Services Procurement Regulation alone containg spproxe
imately elght hundred poges of specific and detailed instructions to
contracting officers, designed to cover possible contingencies a cone
tracting officer may face end to emmerate faotors he must consider,
They are constantly being revised to meet new situations to change
policies and/or procedures or to remove smbiguities. The instructions
cover the meny steps in the procurement process, from maintenance of
bidders'! lists, through invitstion for bid or requests for propossls,
negotiation, contract provisiona, awsrd of contracts and termination
of contracts, inspection end acceptance of supplies as well as reporte
ing verious contracting operations. Every effort appesrs to have been
made to make the instructions specific,

The procurement responsibility devolving upon the coatracting
officer recquirves a balancing of meny important factors in each contract,
In addition to0 the primary military considerations, there are many

‘S'nma regulations are the Army Procurement Procedure, Havy
Procurement Directives, snd Air Force Procurement Instructions.
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axternzl factors which a procurement officer rust teoke into eccount in
the letting of contrects, These include such diverse matters as set-
asides for small business or for labor surplus aress, priorities and
allocations, adequacy and availabllity of specifications, variocus transe
portation facteors which may affect costs, maintenance of a list of fimms
debarred from bidding, as well as maintenance of en ective bidders!
list.

Ia enscting the Armed Services Procurement Act, Congress incore
porated a number of earlier ststutory exceptions to formally sdvertised
procurement and extended them uniformly to sll three military departe
ments. These and other exceptions introduced for the first time, it
wa2s believed, would add procurement flexibility in linited situstions
to cbtain greater bsnefit for the Government., However, 1t was still
contemplated that the greast volume of purchases and contracts will be

pade as @ result of advertising for bida.16

Subsequent experience, houwever, has not borne cut this anticips-
tion. In terms of number of procurcment gotions during fiscal year 1962
for expmple lesa than four hundred thousand were formally advertised,
as against some six end one-half million negotiated actioms. This
picture is, of course, distorted by the very large number of minor

1634nate Report Nuzber 571, Eightieth Congrcss, Second Session
(19L7).
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purchases involving not more than two thoussnd five hundred dollars each.
There were slmost gix million of these minor purchases which are negoti-
ated to svoid the time end expenditure incident to more formal processing.
Exclusing these and the considerable volume of purchases negotiated oute
side the United 3tates, the remsinder are slightly less than the number
of advertised contracts, 218,667 to 3hb,210.17

In terms of doller welus by far the largest volume of procurement
acticns has been negotiated, HNegotiated contracts have represented more
than eighty per cent of procurement sctions each year since the outbresk
of the Korean emergency. 7The comparison is shown in Zable IV on pzge 22

Before World War II, defense needs were a minor element in the
economy, smounting in 1939 to slightly over cne billion dollers om e
gross nstional product of slizhtly more than ﬁinaty-me billion dollars.
The military needs of World War II sbsorbed & major portion of the
Hation's output and the postwar reesdiness effort, perticularly since the
Koresn conflict, hes made necessery a relatively high level of expendi-
tures, The Department of Defense, implementing that effort, was described
in 1955 by the Hoover Commigsicn as follous:

e o » oby sny yardstick of measurczent, the (Hetion's) largest

orgsnization, Its expenditures consune one-seventh of our
national income,  The Department employs four million three

hundred thousand people, wuhich is more than twice the manpower
for the ten lergest corporstions of the lation combined, and is

1701‘:‘1@& of the Secretary of Defense, Department of Defense Number
gnd Net Value of Formally Advertised snd Other Hilltary Contrect Procurement
Actions, Flscol Year 1902 (Uctober 1962)e
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sevan per ceut of the active netdonal labor force, including
military porsoonel. . Its assets, resl and personsl, approxie
mate one hundred forty billiom dollars, which is equal to the
velue of sll privately owned lend in the United Stetes, Its
activities are spresd throughout the forty-eight states, in
sixteen thousasnd citles, and extend sbrosd to fiftyetwo other
countries,

From 1950 to 1962, vhile the netional volume of business expsnded
eighty-one snd five~tenths per cent, Department of Defense expenditures
expanded two hn:zdred fifty-eight and four-tenths per cent. Currently,
Department of Defense expendiures smount to sbout nine per cent of our

gross national product,

Armed service expenditures for procurement of supplies end
services comprise a large part of such apending. In 1962, for exsmple,
more then twenty-six and fouretenths billion dollers was represented by
guch procurement. This enlargement of the Defense Department as a source
of busineés nakes its contracts a msjor determinant of the functioning
of the economy. Individual industries are affected in varylng degrees,
depending in part upon vhether their products have both military end
civillan use, or whether their utility is primarily or particularly
military. It is evident that defeuse spending impact cn the milk industry
28 a whole i less dramatic then on migsile manufacturers. OCbviously
elso, producers diversified in more than one industry will be less
affected by changing emphases of defense procurement than those in only
one field.

80 long as the present trends in msjor military procurement
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continue end no reversel or significant modifications are in sight, sub-

contracting will remsin foremost among the problems of the small business
defenae industry. 7This is not to minimize, of course, the need of a more
active snd extensive small business base in the field of prime contracts.
The reason subcontracting must play a grester role and receive much more
attention becomes spperent from a review of the following present circume
stanceg.

le Several recent reports of the Camptroller Generell® estab
lish the fact that inadequate attention to subcontrasot nrices, ss
gubnitted to the Govermment by the prime contractor, hes resulted
in excessive costs of many millions of dollsrs. Some of these
reporta gllege all the elements of frsudulent activity on the
part of certain prime contractors.

2. There 18 s discrepancy between the types of contracts
under which prime contractors operate end the type they grent to
gubcontractors, khile the major prime contractors contrsct with
the Government on s cost plus a fixed fes or price redeterminsable
bagiz, the subcontractor often operates under a fixed price cone
tract, with less opportune provisions for price adjustments.

3. Of perhaps the greateat significance to the taxpayer is
the widespread duplication of facllities that has been in proe
cess in the plents of maeny large defense prime contractors.
Heving been awarded alleemdrreing systems contracts, the systems
contractor is determining more and more that many of the items
which he formerly subcontracted can be made more sdvantageously
in his own plsnt. 7Thus, the idle facilitles of former subcon-
tractors becare incressingly umecessary and onerously expensive
to maintain, Elther becsuse of increased overhesd rates or
becsuse the Governmend actually bears the expense of furnishing
production facilities to the prime contractor, these practices
made unnecessary additions to the overall ccst of defense,

4. Large weapon system contractors have too often exercised
undue autonomy in erriving at meke or buy decisions, While it

183enorts of United States Comptroller General to the Congress
of the United States: Numbers B»118693, B-132936, B-1329L2, B=132995,

and B=133122. 1962.
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is felt that industry must not be restrained from exercising
their particulsr expertnegs in producing defense items, This
end-product responsibility does not preclude proper attention
to governmental policies of assisting small business gnd maine
talning additional campetent and economical scurces, Furthere
more, corporate seli-interest sppears the inevitable antithesis
to gubcontracting in many instances. Adoption of the weapon
system procedure should not mean abandonment of qualified smell
business sources that might well have been employed were
Governmentefurnished equipment the order of the day.

5. The declared small business policy of the Congress is
not being sdequately implemented by present procurement repulaw
tions. The Armed Services Procuresent Regulations subcontracte
ing provisions fail to insure to small businesa @ feir
proportion of defense subcontracts, The Armed Services
Procurement Regulations provisions in Sections 1-707.3 and
7-104.1; have not proven sufficient, The Congress has, hersto-
fore, hesitated to define more specifically what a "fair
propertion® of defense contracts should be. It has, however,
repeatedly stated that small business is not receiving the
proporticn of defense contracts that it shwld., The Defense
Department, on the other hand, has implied that it feels the
present amount going to small firms is adequate,

RECO4MERDATICNS

Armed Services Procurement Regulations should be rmodified to take
8 fimer position with respect to subcontrscting requirements, particue
larly in light of wespon system buying., Reports furnished by the parti-
cipating contractors should emanste from the purchasing offices of the
corporation, rether than the disbursing offices, The make-or-buy
structure furnished at the time of contract negotiations should be as
firm es circumstances will pemd.f, and subsecquent changes therein should
be made only upon approval by the Government. Decisions to meke component
end other items inplent that were formerly subeontracted should be cares
fully serutiniged by the procuring sctivity., Special attention should
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bs given to prohibiting, except in the rarest of cases, prime contractors
fran meking an item after having solicited subcontractor propossls,
Complisnce with the Department of Defense subcontracting program should
be mandstory.

Weapon system comtracting, in the sbsence of firm subcontracting
laws end regulations, will continue to contribute to an unhealthy cone
centration in the defense industry. The present trend tovard concentrae
tion is a natursl concamltant of the move sway {rom direct Goverument
purchasing into the systems method, without adequate safeguards for
potential subcontractors,

The degree of this concentration ig mirrored by the fact that
a handful of twenty companies received fifty-ome and two-tenths per cent
of the twenty-six sud one-half blllion dollsrs spent for defense prime
contracts during fisesl year 1962, Almost ten per cent wes awarded to
one campenys Ihe fact that 80 few canpenies account for the mejority of
#ll defense prime contract dollars (the top one hundred compsnies
received seventy-six and fouretenths per cent in fiscal year 1962,
compared to seventy-five and three-tenths per cent in the preceding
year) is brought into psrspective when it ie considered that almost
three hundred campsnies have prime contracts with the Department of
Defense for more than one million dollars and report under the sumall
business subcontracting program; This is not to mention the thoussnds
of other defense suppliers.



80

Under wespon system procurement, furthermcrs, large defense
prime contractors have been delegsted the responsibility for awarding
billions of dollars in defense subcontracts. This suthority has been
granted up to the present time with little legislative supervision and
with inadecuats surveillence by the military services, The results
have been & virtusl elimination of small business from the role of
prime contractor, together with a continuing reduction in subcontracte
ing opportunities for these firms, In viéw of these conaiderations,
the weapon systenm procurmﬁt should be modified, wherever poassible,
to 2llow for direct procurement of subsystems, Potential amall business
subcontyzctors should be safeguarded by firmer laws and regulations,
Major items, subeagsemblies, components and other part of the system
contract should be competitively procured at the earliesgt possible
tine,

In order to better scoomplish the objectives recamended in the
foregoing paragraph, & Breskout Commltiee should be eatablished in
connection with every systems contract. The Commitiee would be camposed
of repregentatives of the prime contractor, the procurement activity
and the Small Business Administration, The dutlies of such committee
would primarily be ss followas

1. Survey the system constently end recommend that cane

ponents snd other parts be compe‘hitively procured 2t the earliest
posaible dste.

2. naka definite provision that before facilities contracts
are awarded either to prime or subconiractors, definite evidence
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is obtsined indicating that such facilities are not alresdy in
existance in mmall business firms,

3. Assure that small business concerns have en equitable
opportunity to canpete in the systems contract, with particuler
regard to time for the preparation of bids, cuantities, speci-
ficationsg, and delivery schedules, sulitable to amall business
participation.

The nature of modern weapons and their importance to the national
gecurity of our nation mskes the econcmica of weapons development and
procurement a primary nationasl lssue. As we push upon the scientific,
technical, and fabricating states-of-the arts, it beccmes both more
difficult and more expensive to meet the requirements for defending the
country. Even when the small firm, either by its own effoarts or by
entering into a cambination with others, is sble to meet the difficulties
Just discussed, 1t atill runs an extrazordinary risk resulting from our
start-andestop, stop-ande-start policy on military expenditures. 7This is
a political matter which neither the Executive nor the Congress has
given eny indication of an sbility or willingneas to solve. If the
federsl government were to set up a long range program for procurcment
of military end products, then smzll business might be gble to find a
better way to get into the business. That means projections beyond
the two and three years that we now maske, Perhaps most important of
all, it would require that we recognize the continuity of the prepsrede
ness effort end estsblish a minimum procurement level for something
like the next ten years, If that were done, there would be & stability

in the wespons business that would facilitate the sppropriate commercial
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planmning, end in such s situation, small business should more readily
be able to get thelr feir share of government procurement.
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