748 Chapter 17 Auctions and Competitive Bidding

2. Private companies frequently approach your consultin;
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( ﬂirms] and K are competing to supply high-tech equipment to a

\ government buyer. Firm J’s expected production cost is $105 mill

and its profit requirement (on top of this) is $5 million. (The fir

demands this profit because it can earn this amount on a compar;
contract.) Firm K has an expected cost of $95 million and a profi
requirement of $7 million. The government buyer has limited infor
about the firms, so it does not know which has the lower total cos
cost plus profit).

a. Suppose the government stipulates a cost-plus contract and p
choose the firm that submits the lower-profit bid. Which ﬁr
select? Is the selection process efficient?

b. Suppose, instead, that the government sets a fixed-price '(:
the firms submit total cost bids. Which firm will be selecte
might firms insist on a higher required profit under a ﬁxed
contract than under a cost-plus contract?

c. Finally, suppose the government uses an incentive contr
the firm’s sharing rate at b = .25 and the cost target at ¢,
Which firm can be expected to submit the lower requir:
Will the efficient firm be selected? ’




