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ECONOMICS OF MILITARY PROCUREMENT

MONDAY, NOVEMBER 11, 1968

Congress oF THE UNITED STATES,
SuscommIrTEE ON ECONOMY IN (GOVERNMENT
or THE JOINT EconomMic COMMITTEE,
Washington, D.C.

The Subcommittee on Economy in Government met, pursuant to
notice, at 10:05 a.m., in room 1202, New Senate Office Building, Hon.
William Proxmire (chairman of the subcommittee) presiding.

Present : Senator Proxmire.

Also present: John R. Stark, executive director; and Richard F.
Kaufman, economist.

Chairman Proxmire. The Subcommittee on Economy in Govern-
ment of the Joint Economic Committee will convene.

This morning we are going to begin hearings on profits in the de-
fense industry. This is a matter of the greatest concern to the Congress
and to the country and certainly to everybody interested in economy
in Government, with $50 billion of procurement a year, $44 billion by
the Defense Department. We have a new President-elect, all of us wish
him very well. Many of us are particularly interested in the views of
our new President-elect on our defense establishment and procurement
generally. We all agree, 1 am sure, with the new President that we
must have a healthy defense industry, we must have adequate profits
so that the defense industry can be healthy and can be eager and inter-
ested in Government procurement,

At the same time a considerable question, it seems to me, has arisen
on the basis of the evidence we have, as to the trend in profits and of
the nature of profits, and of the lack of competition in this whole area,
and the decline in competition, no matter how competition is defined,
which makes it especially important that we do our best to determine
what the profits are, if they are excessive, or if, perhaps, in some areas
they are not sufficient.

At this point in the record we will include the releases and announce-
ments which have appeared in the press to date.

(Material follows:)

[Oct. 31, 1968]
CoNGRESS OF THE UNITED STATES—JOINT EcoNoMmICc COMMITTEE
SUBCOMMITTEE ON ECONOMY IN GOVERNMENT

Are defense contractors’ profits too high?

The Subcommittee on Economy in Government of the Joint Economic Com-
mittee will try to answer this question when it resumes its military procurement
hearings November 11, 12, and 13, to examine profitability and cost controls in
the Pentagon’s buying practices and policies.

(1)
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Sevator William Proxmire (D-Wis.), Chairman of the Subcommitttee, and
Congressman Thomas B. Curtis (R-Mo.), ranking minority member, jointly
announced the planned three-day probe. Senator Proxmire is also Chairman of
the full Joint Economic Committee.

Senator Proxmire, in a statement from his Washington office, said :

“The Pentagon continues to receive criticism on its buying practices from
Members of Congress and others. This year alone, several Congressional Commit-
tees revealed disturbing and questionable practices in our procurement program.

“The need for a comprehensive investigation of military procurement has
-existed for some time. Few economic issues are as significant as the impact of
military and military-related procurement on the national economy. Military
contracts total $44 billion a year, and serious waste or inefficiency in this massive
program has burdensome consequences for every American.”

The Committee will hear testimony on the negotiation process, cost estimation,
incentive contracting, and the effectiveness of cost controls, as well as the
profitability of military contracts.

‘Witnesses scheduled to be heard include Elmer B. Staats, Comptroller Gen-
eral of the United States; Lawson B. Knott, Administrator of the General
Services Administration ; John M. Malloy, Deputy Assistant Secretary of Defense
for Procurement; A. E. Fitzgerald, Deputy for Management Systems, Office of
the Assistant Secretary of the Air Force; Murray Weidenbaum, Chairman of the
Department of Economics, Washington University; Irving Risher, RAND Cor-
poration ; and others. A complete list of the names of witnesses will be released at
alater time.

[From the office of Senator Proxmire : Nov. 7, 1968]

Senator William Proxmire (D., Wis.) charged Thursday that military buying
practices are sharply reducing competition for government contracts. The result:
The heaviest concentration of defense business in a handful of giant corporations
since defense became big business.

In a statement from his Washington office, Proxmire, who is Chairman of the
Joint Economic Committee said: “We are increasing the monopolization of one
of the largest sectors of our economy.

“Small business is being used by the Pentagon as a combination whipping boy
and punching bag to absorb whatever declines may occur in the mammoth
procurement program from year to year.

“The Department of Defenses own figures show a drop in formally advertised
competitive military contract awards from a far too small 13.49% of total military
procurement in F'Y 1967 to a pathetic 11.59 in FY 1968.

“The reduction of formally advertised military contracts from an already low
level is evidence of the disgraceful neglect of small business by the Pentagon.

“Equally disturbing are the figures relating to the special programs allegedly
set aside for small business. Total military procurement for FY 1968 was $43.8
billion, down somewhat from the year before but still higher than the peak
Korean War year of FY 1952.

“The decline, however, hit the small business firms, not the large military
contractors. While military procurement went down in FY 1968 by $377 million,
military purchases from small business firms went down by almost the same
amount, $805 million.

“The impact of the decline of contract awards on small business is further
indicated in the percentage of small business awards to total awards.

“Small business firms received 18.49, of the value of total military prime con-
tracts awarded in FY 1968, compared with 20.39% in FY 1967, and 21.49 in FY
1966.

“Thus, for the second year in a row awards to small firms have significantly
declined.

“Passing along the major portion of procurement declines to small business
can be interpreted as a Pentagon protectionist policy for the large contractors,
who are already getting more than their share of government work. It is a viola-
tion of the intent of Congress that a fair proportion of government business be
placed with small business firms."

. “The Small Business Act of 1958 declares the policy of Congress that the govern-
ment insure that a fair proportion of total purchases and contracts be placed
with small business enterprises.
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“How can we reconcile the decline of small business as a percentage of total
awards in 1967 from 1966 with the tremendous increases of military procure-
ment during that period? Why was small business forced last year to absorb
virtually the full burden of the reduction of military procurement? Small busi-
ness had to take $805 million of the $877 million decline in military purchases
last year!

“The facts that small business awards and competition are both declining with
respect to military procurement are closely related. It suggests a long term
policy to shut out both competition and independent business. As high military
spending and the impact of a large military establishment become rooted in the
American system there is a rising threat to a free and independent enterprise
economy.”

[Nov. S, 1968]
CONGRESS OF THE UNITED STATES—JOINT EconNoMmIC COMMITTEE

SUBCOMMITTEE ON ECONOMY IN GOVERNMENT

Senator William Proxmire (D-Wis.), Chairman of the Joint Economic Com-
mittee, announced the names of the witnesses scheduled to testify before the
Subcommittee on Economy in Government November 11, 12, and 13 when it
resumes its military procurement hearings.

The hearings will examine defense contractors’ profits and other factors con-
tributing to the high cost of military procurement.

The list of witnesses follows:

Monday, November 11, 10 a.m., Room 1202, New Senate Office Building, Elmer
B. Staats, Comptroller General of the United States; Murray Weidenbaum,
Chairman, Department of Economics, Washington University.

Tuesday, November 12, 10 a.m., Room 1202, New Senate Office Building,
Lawson B. Knott, Administrator, General Services Administration; John M.
Malloy, Deputy Assistant Secretary of Defense for Procurement; William B.
Petty, Director, Defense Contracts Audit Agency.

Wednesday, November 13, 10 a.m., Room 1202, New Senate Office Bldg. A. E.
Fitzgerald, Deputy for Management Systems, Office of the Assistant Secretary
of the Air Force; A. W. Buesking, University of Southern California; Irving
N. Fisher, Rand Corporation.

Additional witnesses may be announced at a later time.

Chairman Proxmize. I am very happy to have the kind of witnesses
we have lined up for these 3 days of hearings and we are particularly
fortunate to have as our leadoff witness a man who has done so much
in so many areas to bring efficiency and economy throughout our
Government, a man who has made a particular study in this area.
So our first witness is Elmer Staats, Comptroller General of the
United States, together with his staff. Mr. Staats, you go right ahead.
ahead.

STATEMENT OF HGN. ELMER B. STAATS, COMPTROLLER GENERAL
OF THE UNITED STATES; ACCOMPANIED BY FRANK H. WEITZEL,
ASSISTANT COMPTROLLER GENERAL OF THE UNITED STATES;
CHARLES M. BAILEY, DIRECTOR, DEFENSE DIVISION; GREGORY
J. AHART, DEPUTY DIRECTOR, CIVIL DIVISION; AND ROBERT F.
KELLER, GENERAL COUNSEL, GENERAL ACCOUNTING OFFICE

Mr. StaaTts. Thank you, very much.

I think I should first of all recognize for the benefit of those who are
not aware of the fact that this i1s the chairman’s birthday, and we
gﬁu}d fail in our duty if we didn’t wish you a happy birthday, Mr.

“hairman,
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Chairman Proxmire. Thank you, Mr. Staats.

Mr. Staats. I have with me this morning, Mr. Chairman, a number
of our colleagues. Those at the table I should like to introduce, and
those others who will be responding to questions will introduce them-
selves as they respond. To my immediate left is Frank Weitzel, who
is the Assistant Comptroller General. To his left, Robert Keller, gen-
eral counsel. My immediate right, Charles Bailey, who is the director
of our Defense Division, and to his right, Gregory Ahart, deputy
director of our Civil Division.

I have a fairly long statement, Mr. Chairman. I would like to
explain just a bit what we have attempted to do here, which is to,
in a sense, bring the subcommittee up to date on a number of matters
which have been discussed at earlier hearings or which we think
directly are relevant to the subjects of those earlier hearings.

We are covering in this statement activities of the civilian agencies
as well as the Defense Department. We have attached some appendixes
to our statement, in the interest of brevity, which will contain infor-
mation on some additional subjects together with some supporting
information on the nine topics which we will be discussing briefly in
this statement.

With your permission, I would like to read this statement and
I hope that you will feel free to interrupt me, Mr. Chairman, at any
point along the line.

Chairman Proxmire. Fine; it is an excellent statement and, without
objection, the appendixes which I presume you will not read will be
printed in the record in full. (See p. 34.)

Mr. Staars. I am pleased to appear before this subcommittee today.
My statement will cover certain matters discussed in the November
and December 1967 hearings and other significant areas in which we
have been recently engaged. These are (1) procurement; (2) uniform
cost accounting standards in negotiated defense contracts; (3) Gov-
ernment-owned property furnished to contractors; (4) supply sys-
tems; (5) property accountability; (6) cost reduction program; (7)
management of automatic data processing systems; (8) accounting
system for operations; (9) interagency coordination to improve
administration of common activities.

Additional material relating to supply systems, civilian agency
construction and other matters, is included in appendixes to this
statement.

DecLiNgE oF CoMPETITIVE PROCUREMENT

The departments and agencies of the Government are awarding
contracts at the current rate of about $50 billion a year to procure

roperty and services for use in their programs and activities. The
%epartment of Defense alone is awarding contracts for weapon sys-
tems and related equipment and supplies at the rate of about $43
billion annually. For fiscal year 1968 the Department of Defense re-
ported that advertised procurement averaged 11.5 percent, competi-
tive negotiation 30.6 percent, and single source negotiation 57.9
percent.

Chairman Proxmire. You say advertised procurement, you are
talking about what has been in the past sometimes referred to as ad-
vertised competitive bidding?

Mr. StaaTs. That is correct.



Chairman Prox»ire. Yes.

Mr. Staats. A comparison of this information with similar in-
formation for the previous 4 years shows a downward trend in the
use of both formally advertised and competitively negotiated procure-
ment procedures.

Chairman Prox»rme. Do you have, roughly, an indication now of
how sharp that downward trend is, 1s this one of the lowest figures
that you have?

Mr. Sraats. This is covered in appendix 7, Mr. Chairman. If you
want to turn to that——

Chairman Proxmire. I think this is most important and that is why
I call attention to it.

Mr. StaaTs. Yes; appendix 7 shows it for a 5-year period.

Chairman Proxmire. Appendix 7. So it is the lowest that it has
been during the past 5 years. Do you have any record or knowledge—
it seems to me to be the lowest figure I have ever seen, 11.5 percent on
advertised bidding.

Mr. Staats. I believe that is correct, Mr. Chairman, in recent years
certainly but I do not have the specific figures going back beyond
1965.

Chairman Proxmire. And certainly, similarly, this is the highest
figure for single source procurement—the 57.9 figure—the highest
figure in the 5-year period and the highest that I can recall.

Mr. StaaTs. Yes, sir; that is correct.

Chairman Proxyire. Now this, let me just at this point say that
this trend, this factor, makes it all the more important that we focus
as sharply and as clearly as we can on profits because obviously when
you have competitive bidding, especially advertised competitive bid-
ding, the profit picture takes care of itself. If a firm makes any profits
it is clearly a matter of efficiency. If there is no competition and the
profits are high then it seems to me we have a duty in the interest of
taxpayers to Inquire into the costs and inquire whether the profits are
excessive.

Mr. Sraats. We emphasize a little later on in our statement, Mr.
Chairman, where we deal with this subject, the importance at least
of having the information to formulate the basis for a judgment as
to the level of profits.

DEecLINE ATTRIBUTED TO VIETNAM WAR

The decline in competitive procurements during the past few years
has been attributed to urgent procurements for the Southeast Asia
conflict. Statistics relating to competitive and noncompetitive procure-
ment for the last 5 years are summarized in an appendix. In this
connection, we believe that statistics on methods of procurement would
be more meaningful to the Congress if they were more closely related
to amounts or procurement susceptible to use of the particular method
of procurement. That is if the Defense Department could segregate
those types of procurements that even under optimum conditions would
not be subject to formal advertising, the Congress would then be able
to better evaluate the extent of procurements made under this method
in light of urgency and other factors that may be involved.

22-490—69—pt. 1——2
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On the basis of our recent reviews of single source or noncompetitive
procurements we believe that significant progress has been made in
imgroving the quality of contract pricing. We also believe that, gen-
erally, Government contracting officers are making a conscientious
effort to negotiate fair and reasonable prices. Further, the scope and
depth of DOD preaward audits has been improved.

hairman Proxmire. Let me go back just a little bit. In your state-
ment, you speak about urgency being one element in the reason for the
pure competitive procurement. Why would it, with the elements that
go into the Vietnam war, necessarily affect the procurement and di-
minish the prospect for competitive procurement ?

Mr. Sraats. Well, we indicate here that this is the explanation that
has been made for this. I think——

Chairman Proxumire. What do they mean by urgency ? If they have
to get something more swiftly why do they——

Mr. StaaTs. It is a matter of delivery schedules, and naturally there
is a tendency to deal with the firms that have the most immediate capa-
bility in an effort to make the earliest procurement schedule that is
available.

Chairman Proxare. Can you give me an example ?

Mr. Staars. Pardon ?

Chairman Proxmire. Can you give me an example? I just wonder
how really significant this is. For one thing the Vietnam war is a
smaller proportion of our procurement than the Korean war. Was
there a similar sharp drop at the time of the Korean war in competi-
tive procurement ? Was it lower than it is here ? It seems to me competi-
tive procurement may have been higher than it isnow.

Mr. Werrzer. I don’t have the figures, Mr. Chairman, but in a time
of military emergency or war it 1s more likely that there would be
urgency factors which would require more noncompetitive procure-
ment. For example, in the case of:

Chairman Proxaire. We can say that but I think unless we define
what we mean and can provide a clear understanding——

Mr. Werrzer. May I give you an example ¢

Chairman ProxmIre. Yes; I wish you would.

Mr. Werrzen. Complicated electronic gear, for example, is one area
where there are many sole-source providers for the Defense Depart-
ment and the time which would be required to develop a second source
of procurement or additional sources of procurement sometimes, and
frequently is, in the opinion of the Department of Defense, too great
to permit the time to be spent in this way. In other words, the troops
need the equipment, and there isn’t time to develop and put into pro-
duction an additional source. ' A

Now, we have tried to get them on occasion to increase the sources.
For example, in electronic equipment, radios and similar equipments,
we have pressed the Department of Defense in the past to provide
additional sources but we have felt that we shouldn’t substitute our
judgment as to the urgency of delivery schedules for their judgment.
At times they have promised that in the future they will try to in-
crease the number of sources and increase the competition but have
pleaded that for this particular procurement they make it noncompeti-
tive, and their decision on this, I think, would be f‘Znal '
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Chairman Proxamre. Yes. Let me just interrupt to say there are
several difficulties here with that kind of analysis. In the first place the
increased procurement for Vietnam, as I understand it, is very largely
small arms ammunition. It doesn’t have much to do with missiles or
electronic gear that is brand new or complicated. Furthermore, the
explanation you have of developing a second source would relate more
to the so-called negotiation competitive than the advertised competi-
tive procurement. For these reasons, it seems to me, it is hard to explain
in terms of Vietnam the justification for this very serious deteriora-
tion.

Mr. Staats. I think one that might be more directly related to the
Vietnam requirements is in the area of bombs and ammunition. Mr.
Hammond, I think, could go into that for you if you would like, Mr.
Chairman. I think that would be a better 1llustration.

Chairman Proxuire. These are conventional bombs. These certainly
are not bombs that have nuclear requirements and we are not using
nuclear bombs, are we ? Aren’t we using conventional bombs, types that
have been used for some time ?

Mr. Harnonp. They are conventional bombs and a couple of years
ago were being procured on a formal advertised basis. It is because
of the urgent needs in the last year or so they have been negotiated,
sometimes sole source, without taking the time to send out the request
for bids to several companies.

Chairman Proxmire. Do you feel on the basis of your experience
that this can be justified? Can you say that or would you prefer not
to say it? After all we have been procuring bombs for a long, long
time. We had a debate on the floor of the Senate on the increase in
procurement for B-52 bombs—just the bombs themselves, not the
planes—and, as I recall, the amount is in the hundreds and hundreds
of millions a year. It has increased, but it is not a brand new kind of
procurement which should require new methods and an abandonment
of competition.

Mr. Harmoxn. I think it is a matter of timing. If your needs become
greater for a particular bomb because of a change in how we are fight-
ing the war, then the question is whether or not you have time enough
to go out to all the sources and ask for bids and evaluate them and
make the awards.

Another factor that is involved also is that most of our bomb manu-
facturers are pretty well loaded to capacity, and really it is ques-
tionable whether you would get real competition even if you formal-
ly advertised under those conditions. The question is negotiating with
them in some cases to establish additional sources to meet the needs.

Chairman Proxmmxe. Well, I still cannot see why you shouldn’t try.
Maybe you can’t get a better price but it seems to me unlikely you would
get a higher price.

Mr. Hanyonp. Certainly if you had more than one source willing
to compete and if you have the time it is better to have formal ad-
vertising. It is the preferred method.

Chairman Proxmire. At any rate, Mr. Staats, you are saying it is
hard to come to a conclusion on whether or not this deterioration, this
drop, in competitive advertised bidding is justified wtihout having a
great deal more information from the %efense Department that they
have been able to give you or to give us to date, is that correct ?



Mr. StaaTs. That is right. .
We are reporting here the explanation rather than providing it.
Chairman Proxmire. For years the attitude on the part of Congress
has been, No. 1, we favor as much competition as possible and, No.
2, when we talk about competition, by and large we are talking about
advertised competitive bidding which is now down close to 10 per-
1c)ent, it is a little over 10 percent, but it is far below what it has been
efore.

Mr. Staats. Incidentally, Mr. Chairman, I now have the figures on
the extent of formally advertised procurement going back to 1951, and
the high figure on this was in 1955 when the figure was—I beg your
pardon, 1957, it was 17.5 percent.

Chairman Proxmire. That was the high figure.

Mr. Staars. The high figure.

Chairman Proxmire. You don’t have any figure lower than the fig-
ure, than the most recent figure, that we have? You certainly don’t in
your appendix.

Mr. Staats. In 1952 the figure was 10.8 percent, that would be dur-
ing the Korean period.

Chairman Proxmme. 1952.

Now, the Korean period was a period in which our professional pro-
curement was substantially greater in Korea than all the other
procurement.

Mr. Staats. That is corrrect.

Chairman Proxmire. In relation to our overall procurement than
they are in Vietnam %

Post-Awarp Reviews—PuerLic Law 90-512

Mr. Staars. That is correct.

To continue our statement, however, our reviews have indicated that
for various reasons pre-award audits alone were not always effective
in disclosing cost estimates that were higher than indicated by in-
formation available at the time of negotiation. Accordingly, we rec-
ommended and the Defense Contract Audit Agency established, a
program for regularly scheduled postaward reviews of selected
contracts.

On September 25, 1968, the President approved Public Law 90-512,
introduced by you and Congressman Minshall, which provides author-
ized agency representatives the right to examine all data related to the
negotiation, pricing, or performance of contracts or subcontracts under
which cost or pricing data are required. Also, the Department of De-
fense issued a Defense procurement circular dated November 30, 1967,
which provided for the following :

1. Obtaining for agency officials the right of access to performance
cost information.

2. Making postaward audits where contracting officers have reason
to believe that cost or pricing data used in negotiations may not have
been accurate, current, and complete, or may not have been adequately
verified.

3. Obtaining written identification of data submitted by the con-
tractor in support of pricing proposals.
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4. Revising the regulations to make it clear that the mere making
available of data to the auditors without identification in writing does
not constitute submission of data.

Chairman Proxarre. May I ask: Is this what you mean when you
say the quality as well as scope in depth of procurement has improved ¢

Mr. StaaTs. Thisis essentially what we are saying.

We believe that these actions are important improvements in the
procurement process and with effective implementation should pro-
vide needed assurance as to the reliability of cost or pricing data used
in contract pricing.

In the future we plan to examine into the reasonableness of prices
established for selected contracts as well as review the overall effective-
ness of DOD’s pricing policies and procedures. We are presently
making a study of problems being encountered by agency officials and
by contractors in fulfilling the requirements of the current DOD di-
rectives and instructions. We believe that every effort should be made
to avoid burdensome requirements that are not essential to the negotia-
tion of fair and reasonable prices.

CONTRACTOR PROFITS

In any discussion of profits, we believe it is important to make a clear
distinetion between contemplated profits, sometimes called “going in”
profit rates, agreed upon in negotiations and actual profit subsequently
realized, sometimes called the “going out” rate.

Generally, we have not attempted to evaluate the reasonableness or
adequacy of profits which have been agreed upon in negotiations.
However, we believe it is important that profits be sufficient to main-
tain a healthy defense industry and encourage contractors to under-
take Government work and provide them with financial incentives to
perform in an efficient and economical manner.

In August 1966 we were requested by the chairman of the House
Committee on Appropriations to review the administration of the
weighted guidelines and to inform the committee whether there had
been an increase in the profits agreed upon during negotiations since
the advent of this method of computing profit objectives, and, if so,
whether the increase was warranted. This study which we concluded
in early 1967 related to the negotiated or “going in” profits as distinct
from actual profits realized in contract performance.

We reported to the House Committee on Appropriations that a
comparison of the average profit rate negotiated in the 5-year period
preceding the establishment of the weighted guidelines with the aver-
age profit rate negotiated on 200 contracts during the last 6 months
of 1966, showed an increase from 7.7 percent to 9.7 percent.

Chairman Proxmire. Percent of what?

Mr. Staats. Of sales.

Chairman Proxyire. Of sales?

Mr. Staars. This would be sales—of costs, I am sorry.

Chairman ProxMire. Costs. That means that, of course, the return
on mvested capital could be far different. There is no relationshi
to that except that it may well be higher and indications are that 1t
probably was higher.

Mr. StaaTs. That is right.
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Our review covered more than $2 billion worth of negotiated pro-
curement. This increase of 2 percentage points in the rate of profit
applied to total negotiated procurement subject to the weighted guide-
lines in fiscal year 1966, could have resulted in negotiation of about
$270 million in additional profit and fee allowances for that fiscal
year.

Chairman Proxmire. Let me just at this point say that 1966 of
course, was a year in which we had a big escalation in Vietnam pro-
curement, is that correct ¢

Mr. Staats. That is correct. That was the largest; 1965 and 1966
were the two largest.

Chairman Proxmire. Is there any reason, offhand, that you would
like to give to explain that enormous increase, because it was an
increase of about a quarter——

Mr. Staars. This related to changes which had been made in the
weighted guidelines and we were attempting to make——

Chairman Proxmrre. Is there a justification in the nature of the
procurement that would explain this?

Mr. Staats. Why the Defense Department changed its weighted
guidelines?

Chairman Proxmire. No. In the first place you have a larger amount

of procurement. Therefore, the larger percentage would mean an
increase in profit. I can understand why you might have a decline
in the percent of costs that are profits during a period of rising pro-
curement, but this is a rise in the percentage of costs and net profits
and I wondered if there is some other explanation, perhaps in greater
riskiness of the procurement or something of that kind that would
justify this?
] Mrfy WerrzerL. Mr. Chairman, I think one of the objectives of this
effort was to get contractors to assume more risks and to distinguish
between the degree of assumption of risk by different contractors.
In other words, the greater the risk assumed by the contractor the
greater the “going-in” profit rate was visualized.

Now. we found there had been not too much widening in the ranges
of profits so to this extent we are not sure whether these weighted
guidelines achieved their objectives. But there was a conscious effort
to permit greater profits for the assumption of greater risks by the
contractors on the theory that this would produce an incentive for
them for more efficient performance, and overall would lower the cost
of procurements.

Chairman Proxmire. But you don’t have the evidence to indicate
whether this developed or not.

Mr. Werrzer. We didn’t find that there was too much widening of
the range of profits. I think it went, the total range we observed went,
from about 6 percent on the low side to around 13 percent on the high
side, and we weren’t sure that the weighted guidelines had really
achieved their objectives.

Chairman Proxarre. You explain subsequently the weighted guide-
lines relate to risks and other factors?

Mr. Werrzen. They do relate to risks, to the contractor’s perform-
ance, efficiency, to the amount of Government facilities furnished to
him proportionately and so forth. This is further on in the statement,
I believe.
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Mr. Staats. On the point Mr. Weitzel just referred to, we observed
that the objective of widening the profit ranges for the various types
of contracts departing from the historical pattern of fees so as to rec-
ognize differences in contractors’ assumptions of risks, in performance
and in complexities of the tasks undertaken had not been achieved. We
did not obtain information on realized profits on the contracts we re-
viewed. All this had to do with the negotiated level of profits entered
into.

With respect to the weighted guidelines we believe there is a need
to revise the profit factor relating to contractors’ investments in facili-
ties and operating capital to be used in the performance of Government
contracts. The Logistics Management Institute profit study which I
will refer to later, also points out the need for such a revision.

LEASED FACILITIES

The weighted guidelines provide for a reduction in profit or fees of
as much as 2 percent, depending on the extent of reliance on Govern-
ment furnished facilities. Contractors who provide their own facilities
receive a zero percentage for this factor—that is, they incur no penalty.
However, the weighted guidelines do not distinguish between contrac-
tors who purchase their facilities outright and contractors who lease
them. The means used by contractors to acquire their facilities could
have a significant effect on Government costs. Last month, this matter
was the subject of a report we made to the Congress.

Chairman Proxmire. On this point let me ask you, is there any at-
tempt to go behind the lease to determine whether it is from an inde-
pendent, separate entity ? It seems to me there would be a temptation
on the basis of your explanation for a firm to divest itself of some of
its property to an affiliate corporation or an associated corporation of
some kind and then to lease that property from the corporation. Have
you had an opportunity to study this or have there been any basis for
determining whether this could become an abuse?

Mr. StaaTs. Yes, we have——

Chairman Proxmire. Certainly the incentive is very strong.

Mx('i Staats. Mr. Bailey will respond to that. We have made such
a study.

Mr. Baney. Mr. Chairman, in connection with our review of facili-
ties contractors used in the performance of their Government contracts,
which Mr. Staats will refer to later in his statement, we did look into
this aspect at the request of one of your subcommittee members, Mrs.
Griffiths, and we could find only one case where the leasing organiza-
tion had a business relationship, in terms of the same board of directors
or an associated company, with the defense contractor who was leasing
the facilities.

Mr, Staats. This is a report we made to Mrs. Griffiths on July 30,
Mr. Chairman. I have a copy of it here. With one exception as Mr.
Bailey indicates we found no direct relationship of record

Chairman Proxmire. What was that exception ?
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CADILLAC GAGE COMPANY

Mr. Staars. This exception. The letter—I will read just one para-
graph from the letter:

We found only one case of a parent-subsidiary relationship. The record we
examined showed that the Cadillac Gage Company executed a lease——

Chairman Proxmire. What company ?

Mr. Staats. Cadillac Gage Co.

Chairman Proxmire. Cadillac Gage?

Mr. StaaTs. Yes; “executed a lease for the rental of a facility from
Ex-Cell-O Corp. on May 1, 1956. Ex-Cell-O Corp. acquired all the
outstanding stock of Cadillac Gage Corp. on June 1, 1956.” )

Chairman Proxyire. How large a procurement was involved in this
case?

Mr. Staars. Mr. Chairman, perhaps one of my colleagues has that
information here.

Mr. Werrzer. Mr. Chairman, we would like to call your attention
to an Armed Services Procurement Regulation revision of October
1967, which says that rental costs of land, building and equipment and
other personal property are allowable if the rates are reasonable in
the light of rental costs of comparable facilities and market conditions.
However, charges in the nature of rent between plants, divisions, or
organizations under common control are allowable to the extent such
charges do not exceed the normal costs of ownership such as deprecia-
tion, taxes, insurance, and maintenance. Unless otherwise specifically
provided in the contract rental costs specified in sale and leaseback
agreements incurred by contractors through selling plant facilities to
investment organizations and concurrently leasing back the same facili-
ties are allowable only to the extent that such rentals do not exceed the
amount which the contractor would have received had he retained
legal title to the facilities.

So that looks like an effort to distinguish the ordinary case of a lease
of facilities from an entirely independent organization, on the one
hand, and intracompany transactions, or interdivisional transactions,
and sales or leasebacks on the other, in which case they would limit
them to the ownership costs that would have been incurred. Does that
answer your question ? :

Chairman ProxuMire. Yes; it is very helpful. I am just not sure how
effective that is. I see the complications involved, but go ahead.

Mr. Staars. We do have additional information on this one case,
on how much was involved.

Chairman Proxmire. I would like to hear it.

Mr. Staats. On Cadillac Gage?

Chairman Proxmire. Yes; on how much was involved.

Mr. Staats. The estimated cost of facility was $1,063,000; rental was
$268,000. The additional cost of leasing was $209,000. It was a 5-year
lease.

EXCESS RENTAL COSTS

In the report that I referred to that we have just recently completed
on the subject of leasing versus purchase by contractors of land and
buildings, we presented our findings on a review of the leasing of land
and buildings by 13 major contractors at 16 plant locations. where
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sales to the Government averaged over 95 percent of their total opera-
tions. About 25 percent of the facilities at these locations were rented
under 63 leasing agreements for initial periods ranging from 2 to 25
years. Including periods of renewal options the terms of the leases
ranged from 8 to 55 years.

We estimated the acquisition cost of the leased facilities to amount
to about $84 million. By the end of the current lease periods, that is,
the period for which the contractors are now contractually obligated,
the contractors will have paid or obligated themselves to pay, $108
million in rentals, or about $24 million more than the acquisition
cost of the facilities.

Had the contractors purchased the land and the buildings, the ac-
quisition cost recoverable under Government contracts would have
been limited to depreciation. We estimated that depreciation throu%h
the current lease periods would amount to about $38 million, or $70
million less than the rentals. Based on the present ratio of the con-
tractors’ Government business to their total business, the Government’s
share of the rental costs in excess of depreciation would be about $67
million,

If all renewal options were exercised the Government’s share of the
resulting excess rental cost over depreciation would be about $100 mil-
lion. At the time of our review of the 63 lease agreements, 23 leases
had come up for renewal and were renewed.

Chairman Proxyire. This is $100 million which was on your calcu-
lations an additional cost to the Government because the contractor
used leased property instead of owned property, is that correct?

Mr. Staats. That is correct.

Chairman Proxyse. How large a proportion of the overall total
procurement did this constitute? I am trying to project this, not that
you can do this exactly but if you save $100 million on this kind of
operation, is there any conclusion that I can make as to how much of
a loss this practice constitutes to the Government overall?# Would this
be 5, 10, 20 percent.?

Mr. Hammonp. Well, I don’t believe that we could make a precise
projection, but we could say these companies had Government busi-
ness of about $5 billion.

Chairman Proxyme. $5 billion?

Mr. HamMmoND. Yes.

Chairman Proxyire. And the defense procurement is abont eight
times that, or more than eight times that?

* Mr. Hamaronp. Yes; annual procurement.

Chairman ProxMire. So it would be something under a billion dol-
lars, but it may be $800 million to a billion if this was typical? It may
not be. It may be less; it may be more.

Mr. Hanatonp. This $5 billion is not the amount of procurement
they got during a particular year, it is the amount of procurement
they have at the present time.

Chairman Proxyre. Then my projection is wrong?

Mr. HaxaonD. Yes.

The top 100 companies have Government business of $150 billion.

Chairman Proxmare. Has Government business of how much?

Mr. Haxyoxp. $150 billion. The top 100 companies are performing
contracts in the face value of about $150 billion.
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Chairman Proxmire. How many companies? ]

Mr. Hammonp. Sixteen companies involved in this review had Gov-
ernment business of about $5 billion. . .

Chairman ProxMire. So the overall projection would be over a bil-
lion dollars.

Mr. HammonD. Yes. . )

Mr. Staats. Although the armed services procurement regulation
recognizes the full amount of rental costs of Jand and buildings as an
allowable charge to Government contracts, it limits the amount for
purchased facilities to the ownership costs of the buildings, exclusive
of land and interest paid to finance the acquisition.

SALE-LEASEBACK

Chairman Proxmire. Let me at this point interrupt you to call your
attention to an observation you have in your report to the Congress on
October 23, “Increased Expense to the Government of Leasing Rather
Than Purchasing Land by Department of Defense Contractors.” On
page 11 of that report you indicated a contractor whom you simply
1dentified as Contractor I. You say:

In 1957, contractor I purchased a tract of land for $475.000 on which it
constructed a building at a cost of about $1,183,000. Subsequently, this building
and a portion of the land were sold and leased back to the contractor for a 25-year
period. In spite of the sale-leaseback arrangement, this contractor was entitled to
recover the full amount of its rental costs in accordance with a provision inserted
in its major contracts. The estimated acquisition cost of this property at the time
of the sale-leaseback was $1,420,000. Annual rental pavments for use of this
building were $103,640 which would amount to about $2,580,000 over the 25-vear
period. The lease provided for five renewal options of 5 years each, or an addi-
tional 25 percent, for a total lease period of 50 years.

Now, by this kind of an arrangement Contractor I, as contrasted
with the contractor holding on to his property, the taxpayer, the Fed-
eral Government, was required to pay a great deal more, an increase
in this case of well over 100 percent, $1,183,000 compared to $2,591,000.
In other words, if the contractor had been confined in charging his
costs to the full cost of the building—and presumably he wouldn’t have
been able to charge that much—the full cost of the building would
have been $1,183,000 but instead he got a contract for $2,580.000,
charged that over to the Federal Government, to the taxpayer. Now,
it is hard to see that the contractor himself, if he didn’t own the
company to whom he sold it, it is hard to show or prove that he got
any benefit from this. But No. 1, the taxpayer was required to pay
more, the Federal Government was required to pay more, and the—
somebody—perhaps a relative or friend or his business associate or
somebody else, profited from this kind of an arrangement and it
would seem to me that this is so encouraging to a contractor to take
advantage of this loophole that it could be very costly to the Govern-
ment.

You just indicated that it is probably over a billion dollars a year,
and as was indicated, there is an Armed Forces regulation now at-
tempting to cope with it. It would seem we have to do much more than
we have done up to now if we are going to prevent this kind of ex-
ploitation,
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Mr. Staats. As we indicate here, one factor is that land is not re-
coverable as a contract cost because there is no depreciation factor that
you can apply there.

I think our view on this is reflected in our report, whether we should
not shift the emphasis around so as to encourage the contractor to pur-
chase his own facility.

Chairman Proxuire. So you would have guidelines which permitted
a higher profit if he owned it? Do you think this would be an effective
way to meet this problem ?

Mr. Staars. We think it would be if we put the incentive on the
other side. We think now there is a disincentive and we would like to
create the incentive for the contractor to purchase his own equipment
which would result in economy to the Government.

There are several other considerations aside from the recoverable
costs such as the required initial investment which would influence
contractor decisions to lease rather than to purchase facilities. In view
of the additional cost which is borne by the Government when con-
tractors lease, however, we believe it is appropriate to consider amend-
ing the current profit guidelines to offer a greater profit to contractors
who purchase facilities rather than lease them.

DEFENSE PROFITS—NEED FOR STUDY

With respect to actual profits realized, we feel it is important that
information on the trends as to profits realized by different indus-
tries on various types of contracts be available for study and for use
in evaluating the effectiveness of the types of contracts used. In this
connection, we know of no complete and comprehensive study that
has ever been made on profits actually realized by defense contractors.

Chairman Proxaire. I wish you would repeat that sentence. I think
i}f is the most significant sentence that we are likely to have in all these

earings.

Mr. Stasts. We indicate that we know of no complete and compre-
hensive study that has ever been made on profits actually realized by
defense contractors.

Chairman Proxmire. In other words, we just don’t know what the
realized profits of the defense contractors are? We don’t know and no
study has been made which would tell us?

Mr. Staars. It is our opinion that we don’t have one.

Chairman Proxyire. We have a few fragmented studies which
show what one firm has made. We have a few studies made in limited
areas put we don’t know what the final profits are? You haven’t made
sucn a study, the Defense Department hasn’t made such a study, and
no congressional committee has made such a study ?

Mr. Staats. To our knowledge no such information exists. During
the past several years limited studies of reported profits realized have
been made by the Logistics Management Institute (LMI), and by
Dr. Murray Weidenbaum of Washington University of St. Louis.
These studies were approached from different viewpoints and the
results are neither comparable nor complete; and I think LMI and
Dr. Weidenbaum would both agree.

The Department of Defense does not obtain complete information
as to profits under firm fixed-price contracts. LMI proposed that con-
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sideration be given to obtaining data on negotiated firm fixed-price
contract performance costs to evaluate the application of the weighted

idelines to this type of contract. During the fiscal year 1968, firm,
ﬁ‘;ed-price contracts, both negotiated and advertised, constituted about
53 percent of total expenditure for defense procurements.

As pointed out, Mr. Chairman, in your letter of October 10, 1968,
to the Secretary of Defense, any profit review to be effective should
include realized profit data on firm fixed-price contracts since this
represents such a significant percentage of defense procurement. Your
letter also discu the limitations of the LMI and Weidenbaum
studies and specified certain types of information which should be
obtained in order to develop a comprehensive and complete study of
realized profits. We are in agreement with the views expressed in your
letter and believe that they will provide the basis for a more realistic
profit study.

COMPETITION IN PROCUREMENT

In our appearance before the subcommittee in May 1967, we dis-
cussed competition in civilian agency procurements and cited examples
of how more effective competition might have been achieved had for-
mal advertising been used rather than negotiation. We are continuing
to review situations where the need for more competition in procure-
ment is indicated, and we believe that our efforts are having an effect.

LIGHT BULBS

We are still finding instances of negotiated procurement by GSA
where conditions are favorable to the use of formal advertising. Pro-
curement of light bulbs and tubes, as discussed in our report to the
Congress, B-163349, March 20, 1968, is a case in point.

Federal agencies are purchasing annually about $30 million worth
of light bulbs and tubes under negotiated Federal supply schedule
contracts. To obtain an indication of the savings that might be
achieved by advertising, we compared the prices obtained by GSA
for selected items that account for annual purchases of $13 million
with the prices obtained by a State government under advertised
contracts. For the selected items, we estimated that savings of at least
$1.7 million, or about 12 percent, could be realized. To the extent that
price reductions can be realized through formal advertising for other
items, additional savings would result.

GSA has advised us that, in response to our recommendation, for-
mal advertising will be used for the bulk of the Government’s light
bulb and tube requirements.

INADEQUATE FEDERAL SPECIFICATIONS-—BUDGET RESTRICTIONS

Incidentally, we have been informed by GSA that the changeover
from negotiated procurements of goods and services to advertised
procurements has been delayed in some cases by inadequate Federal
specifications. The Administrator has told us that budget restrictions
may prevent the allocation ‘of sufficient resources to perform work
on additional items so as to permit a change to advertised procure-
ment within desirable time franes.
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DECLINE IN GSA COMPETITIVE AWARDS

Chairman Proxame. Now, it is my understanding that GSA, which
has had a pretty impressive record—at least I thought it was impres-
sive with advertised competitive bidding—with close to three-fourths
of its procurement being advertised competitive bidding, according to
one study has suffered a very sharp deterioration in advertised com-
petitive {;idding down to substantially less than that. Do you have
the figures?

Mr. Amarr. Mr. Chairman, if you take the published reports which
the General Services Administration puts out, which lump together
all forms of procurement by GSA, they do show a substantial drop,
I think between the years 1963 and 1965 particularly. But this gets
back to one of the points which the Comptroller General made in his
statement. These figures really don’t give consideration to the types
of procurement which are really susceptible to the advertised procure-
ment technique.

Chairman ProxMire. That may be, but we are talking about GSA
now, and we are not talking about the Defense Department. GSA,
by and large, is not fighting the war in Vietnam, and the figures
I have before me are that formally advertised competitive bidding in
fiscal year 1963 was 73 percent and in fiscal year 1968 was 52 percent—
52 percent. Now that is a catastrophic drop, a drop so serious that I
think we ought to get a lot harder answer than the notion that this
isn’t broken down so we can understand the kind of shift that GSA
may be undergoing.

Mr. Auart. We haven’t made a complete analysis, Mr. Chairman, of
the reasons for this specific drop in the figures.

Chairman Proxmire. Do you confirm that figure that I have in
front of me as that?

Mr. Anarr. Those are the figures, the same.

Chairman Prox»ire. Seventy-three to fifty-two percent?

Mr. Anarr. That is correct.

I understand that GSA has made an analysis and has excluded
certain aspects of procurement which are not susceptible to the ad-
vertised procurement technique and has also excluded the Public
Buildings Service contracts which are—in other words, the fluctuation
of award of public buildings contracts has a tremendous effect on the
total GSA procurement. I understand that this analysis shows it has
been a fairly constant percentage over the past number of years.

Chairman Proxuire. My staff tells me they are comparing apples
and oranges when they show constancy. What they do is knock out
some of the areas in which there has not been the competition and
then they compare the changed basis for the figures with the old
figures which have not been changed and come out with a constant
factor. As I understand what you have given here, 73 percent in 1963
for GSA constituted competitive bidding, and 52 percent in 1968 is
competitive. No. 2, these figures are comparable. That is, we are com-
paring the total amount of GSA procurement in 1963 and in 1968.

Mr. Amart. I think that is correct.

Chairman Proxurre. Can you say, of your own knowledge, whether
or not the figures that they have which show a constancy are compar-
ing precisely similar kinds of procurements in the 2 years'
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Mr. Anarr. We have not made an exhaustive analysis of their
figures, but from what we understand of the principles they have
used in bringing these figures together, it results in comparable in-
formation from year to year and 1t does show a fairly constant per-
centage of advertised procurement within these areas which have been
defined as being susceptible to it.

Chairman Proxmrre. Here in the light bulbs and so forth you showed
you can achieve a savings of 12 percent or so by going to advertised
competitive bidding.

Mr. Ararr. That is correct.

COMPETITION LOWERS COSTS

Chairman Proxmure. This is just one isolated area that you investi-
gated, but your experience over the years has indicated that advertised
competitive bidding consistently results in lower cost procurement;
is that right?

Mr. Amarr. I think that is a fair statement, Mr. Chairman. I should
point out that the light bulbs and tubes case deals with procurement
under the Federal supply schedule contracts which involve procure-
ments mostly by other agencies drawing on the Federal supply sched-
ule contracts, and would not necessarily be included in these figures
here which result in these percentages. These are direct GSA. procure-
ments here.

Chairman Proxuire. I don’t want to delay on trivia—I think most
people would consider light bulbs a pretty trivial item—but I assume
one of the reasons you selected it and highlighted it is because you
think it is typical? If this is typical and if they are procuring less
by advertised competitive bidding it suggests that the taxpayer is
suffering.

Mr. WerrzeL. Mr. Chairman, I think maybe we should qualify this
statement that we have consistently found that advertised competitive
bidding produces more economical prices. We have made a report to
the Congress pointing out that in some cases advertised competitive
bidding does not produce lower prices because the subject of the pro-
curement is not one that is suitable for advertised competitive bidding.
In other words, if you are buying a complicated naval vessel, it is not
suitable for advertised competitive procurement, and trying to subject
it to this process may actually increase the costs.

Chairman Proxmire. Yes, I think we all agree with that. T can’t
think of any instances in which any procurement agency has gone to
advertise competitive bidding ; maybe one or two, but I can’t think of
any where they have gone to advertised competitive bidding where it
obviously doesn’t work because there aren’t a sufficient number of
suppliers.

TIRES

Mr. WerrzeL. In the case of GSA we brought to your attention the
procurement of tires and it has been found that substantial economies
could be achieved in the purchase of tires by having more competi-
tive procurement in that area.

Chairman Proxmire. And certainly the examples that you give are
so patent and so obvious you would think that anybody would recog-
nize immediately that light bulbs and tires and these kinds of things
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that are standard items that are purchased by consumers as well as by
the Government are the sort of thing which you can procure on an
advertised basis? It is incredible that the Government would not use
an advertised competitive bid basis in those areas.

Mr. Staats. I think the point we are making here is that as a part
of our overall efforts in the procurement field we want to challenge
and test every case that we can as to whether an item is susceptible to
competitive advertised procurement. We are saying that one of the
ways you do this is to develop better specifications, and we cite this
as one example of a fairly common item; 12 percent saving, though,
on $30 million is still worth making.

PROPANE—KINCHELOE AIR FORCE BASE

In another matter concerning GSA procurement, we found that
adequate steps had not been taken to foster competition among possi-
ble suppliers of propane to the Kincheloe Air Force Base. We dis-
cussed with GSA officials various means by which competition might
be encouraged among propane suppliers, primarily through tailoring
contract terms to bring them in line with industry practices and with
the specific needs of the using activity. GSA contract terms were
revamped and Kincheloe’s fiscal year 1968 propane requirements were
formally advertised. The price obtained was 27 percent lower than the
previous negotiated price, representing a reduction of about $144,000.
The Administrator of General Services said that it was likely that on
the 1969 contract they will save even more.

PROCUREMENT DIRECT FROM SUPPLIERS

We also found instances where savings could have been achieved
through procurement direct from suppliers rather than through prime
contractors.

As an example, two contracts we reviewed showed that FAA which
had a policy of procuring electronic test equipment for its air naviga-
tion and air traffic control systems as part of its contracts for basic
systems, paid a total of about $539,000 for test equipment which the
contractors for basic systems purchased for about $419,000. FAA has
now revised its policy to permit in appropriate circumstances the
breakout of test equipment, spare parts, and so forth, from proposed
basic contracts.

In another case we found that at NASA’s Kennedy Space Center in
Florida, security guard and fire protection were being provided
through subcontracts under a support service prime contract. Our
review showed that the Space Center was maintaining operational
control over the subcontracted services and it appeared to us that it
would be less costly for the Center to contract directly for these serv-
ices. We suggested that NASA look into the matter which it is now
doing as part of a larger study of support service costs at the Space
Center. I might say, Mr. Chairman, that we are not selecting here
anything more than illustrations of %finciple or procedure which we
think applied across-the-board might have large consequences in
terms of savings. Many of these items, particularly on the GSA side,
the civilian side, if you take a specific isolated case, the savings are
not dramatic but if you applied this across-the-board in other situa-
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tions where it might apply, the savings could be much more
substantial.

Chairman Proxmire. In general, you think there is a great deal of
room here for reducing costs, and reducing the procurement costs?

Mr. StaaTrs. We are not implying that the agency in this case did
not share our objectives at all. This is not the point we aré making:.
The point we are making is that we, as an outside agency representing
the Congress, have the right and the opportunity and the obligation to
test these operational situations.

Chairman Proxmire. But at the same time your conclusion, as I take
it from your last remark, is that whereas these are examples that, as
you say, would save substantial amounts, that they are examples. They
are examples and you think this is rather common in the GSA and
Defense procurement practices and that to the extent that it is you
feel that it should be corrected and it can save a great deal of money ?

- Mr. Sraars. It certainly has the potential.

Chairman ProxMIre. But you are not saying you have made com-
prehensive studies.

Mr. Staars. That is correct.

Chairman Proxmire. You are not saying this is the only area where
you can make a savings.

Mr. Staats. Right.

Unrtrorm CosT ACCOUNTING STANDARDS IN NEGOTIATED DEFENSE
CoNTRACTS

Turning now to a different subject, Mr. Chairman, this has to do
with the subject of uniform cost accounting standards in negotiated
defense contracts.

As you know, the Defense Production Act of 1950 was amended
earlier this year to provide that the Comptroller General undertake a
study to determine the feasibility of applying uniform cost account-
ing standards to be used in all negotiated prime contract and sub-
gontract procurements by the Department of Defense in excess of

100,000.

In keeping with the provision of the law, I have appointed a special
assistant to devote full time to the project until it is completed. Also,
we have formed a coordinating committee composed of representa-
tives of our office, the Department of Defense, and the Bureau of the
Budget. Further, we have, as the law provides, had consultations with
representatives of nine national accounting and industrial associa-
tions. With few exceptions, all of these associations are participating,
in some manner, in the feasibility study. In addition, special con-
sultants are making conceptual studies on cost accounting standards.

As part of our endeavor, we expect to elicit from industrial firms—
several hundred Government contractors and firms performing no
Government work—information on cost accounting methods and prac-
tices. This will be done through the use of a questionnaire which we
are ﬁresently developing.

The draft questionnaire will be submitted for comment to partici-
pating trade associations, professional accounting organizations, and
the coordinating committee. Upon receipt of their replies, we plan to
make a limited test of the practicability of the questionnaire by sub-
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mitting it to a few industrial organizations. Before I approve the ques-
tionnaire, Mr. Chairman, we plan to meet with either you or members
of cfrour subcommittee staff to discuss the current status of our study,
and to review the questionnaire with you. . .

Chairman Proxmire. Let me say I think this is enormously im-
portant. Admiral Rickover indicated that he thinks this is the most
Important area in which we can save procurement funds, in other
words, we can reduce costs. L

I am delighted to see you are proceeding with vigor. And when
you look over the people with whom you are going to consult here I
think you have taken proper precautions to see that the Bureau of the
Budget, Defense Department, GSA, the various accounting firms all
have a voice in this so you will adopt no so-called standards that
would work an abuse on either the accounting profession or the con-
tractors.

At the time we held hearings before the Banking Committee earlier
this year, these people came and testified and, of course, they are all
for the status quo, by and large, with the exception of very few people
like Admiral Rickover and some of the mavericks in the accounting
industry, so it is going to be very, very difficult and tough for you,
it would seem to me, to achieve uniform accounting standards al-
though we need them urgently. After all, 89 percent of procurements
now are not on an advertised competitive basis. In other words, if we
don’t have the costs accurately on some kind of a uniform basis there
is no way in which we can determine what the fair price to the Gov-
ernment is, because, contractors can select fast or slow depreciation
writeoff methods, they can select various inventory valuation methods
which can raise or lower profits in a given year. They can decide to
expend over a current year or several years such items as R. & D,
maintenance and repair costs. So, given the thousands upon thousands
of defense contracts, unless there 1s some kind of uniform accountin,
standards we are going to be in a position where even if we shoulg
have some kind of a comprehensive study of contractors profits I am
not sure we are going to be able to determine that they are accurate
or that they give a picture of the equities to the taxpayer.

Mr. Staars. I would like to emphasize one point, Mr. Chairman.
As you indicate this is a matter of very major import for not only the
defense contract industry but also if changes are made there it could
well have implications well beyond that. So it is a matter that deserves
the most careful review and one which I am sure you agree is a matter
in which all of the organizations, many of whom have struggled with
this problem for a long time, need to be participants and consultants.
‘We are doing that.

Chairman Proxmire. I hope we can bring -Admiral Rickover into
this; I haven’t talked to him about this,

Mr. StaaTs. We have. : T

Chairman Proxmire. But I hope he would have a chance to take a
look at this questionnaire.

Mr. Staars. He will.

Chairman ProxMire. As well as one or two of the brilliant and out-
standing representatives of the accounting industry who testified in
favor of the uniform accounting standards.

22-490—69—pt. 1——3
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Mr. Staats. Yes, we are consulting with all of those who have testi-
fied and all those who have expressed interest as well as the associa-
tions. We want this to be a fair study. We want it to be carefully done
and we think it very important that all of the organizations involved
know how we are doing it and, therefore, they will understand and,
hopefully, support what we come out with when we are finished.

GovERNMENT-OwWNED ProPERTY FURNISHED ToO CONTRACTORS

During the period following the hearings before the subcommittee
in November and December 1967, the Department of Defense has
taken a number of actions designed to implement its announced policy
to divest itself to the maximum practicable extent of its large inven-
tory of Government-owned production equipment now located in con-
tractor-owned facilities. Most of these actions can be directly associ-
ated with specific recommendations of this subcommittee and the House
Appropriations Committee. Also, the actions are generally in line with
the principal objectives of the legislation you introduced, Mr. Chair-
man, on March 8, 1968, S. 3122.

Instructions published in Defense Procurement Circular 61, June 10,
1968, require that maximum reliance be placed on the use of privately
owned production equipment in connection with the performance of
defense contracts. The authority to acquire or provide production
equipment for contractors has been restricted to very limited circum-
stances. Equipment having a unit cost of less than $1,000 can no longer
be furnished to contractors for any purpose. The procurement circular
also increases the monthly rental rate for equipment lass than 8 years
old. With respect to equipment that is modernized or replaced by the
Government, a requirement has been placed in the Armed Service
Procurement Regulation for a contract clause under which the con-
tractor would agree to return to the Government the net savings actual-
ly realized from the use of modernized or replaced equipment. DOD
has been conducting a test at 20 contractors’ plants to study the feasi-
bility of maintaining records of equipment utilization on a machine-
by-machine basis. The results of the test are expected later this month.
Also, the DOD reconciliation program to bring contractor-held in-
ventories in line with records maintained at the Defense Industrial
Plant Equipment Center is nearing completion.

The DOD actions discussed above d%al primarily with equipment
furnished to contractors to increase their production capacity to meet
ur%ent military needs.

here is also another program under which the DOD has furnished
equipment to contractors to modernize or replace previously provided
Government-owned equipment, but under different and less restrictive
criteria, On September 30, 1968, in Defense Procurement Circular 63,
the policy of the Department of Defense relating to facilities made
available under this program was revised to require basically the same
criteria for furnishing facilities for expansion, replacement, and mod-
ernization as those now applied to facilities initially furnished as es-
sential foi'lﬁerformance of contracts for urgent military needs.

After sufficient time has elapsed, we plan to evaluate the effective-
ness of the actions taken by DOD. Also, as recommended in your April
1968 report, we are continuing fo investigate the adequacy of controls,
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including those applicable to property held under contract with agen-
cies other than DSD.

Chairman Proxmire. As you recall, the hearings that we had late
last year indicated that there were a number of very, very serious
problems in regard to contractors’ possession and use of Government-
owned equipment. We found that it not only was a situation in which
there was very poor inventory on the part of the Government, they
didn’t know what their inventory was, who owned it, where it was.
They were using different methods, startlingly different methods,
starkly different methods, to determine how much to charge for this
equipment. This equipment was being used for private commercial
purposes_very extensively without adequate rentals in many, many
cases and we had a whole series of specific firms involved that you
made your excellent study on.

INCREASE OF INDUSTRIAL PRODUCTION EQUIPMENT

Can you tell us whether the inventory of Government-owned equip-
ment in the hands of contractors has gone down or up for fiscal year
1968, and what it is, to the extent that you have it.

Mr. Berr. My name is Hassell Bell. I am an Associate Director of
the Defense Division of the General Accounting Office.

I don’t believe that there is any information available at the moment
that would give you an indication that there has been a substantial de-
crease in the amount of Government——

Chairman Proxmire. Has there been a decrease ?

Mr. BeLw. I believe the latest information I have seen from the De-
partment of Defense would show that the amount of industrial plant
equipment in the hands of contractors has increased about a hundred
million dollars.

Chairman Proxyare. Has decreased by a hundred million dollars?

Mr. Berr. Increased.

Chairman Proxmire. Gone up. Making progress in the wrong di-
rection.

Mr. Benv. Actually, the largest source of additions to the amounts
of equipment being held in contractors’ plants in recent years, Mr.
Chairman, has come through the modernization 1prwg;raan which was
the last thing to which the Comptroller General addressed himself.
The Defense Procurement Circular 63, dated September 30, now has
changed the ground rules under which the equipment located in con-
tractor plants would be modernized. It is our understanding, that the
rules now will require about the same criteria for modernizing equip-
ment as for furnishing equipment originally. Therefore, the Depart-
ment, of Defense has announced publicly that it believes that the Gov-
ernment’s investment in this type of equipment will start going down
and they will follow a fairly accelerated program—I gon’t know
how rapidly. I don’t have any information on that.

Chairman Proxmire. At any rate, the only information you have
is that it’s going up; it hasn’t gone down, but gone up. You do think
it hasn’t had time as yet for the new regulations to take effect and you
are confident that it will begin to diminish.

Mr. Berw. I believe so, yes, sir.
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Mr. Bamey. Mr. Chairman, in that connection, the circular pre-
scribing the new rules is only a little over a month old at the present
time.

Chairman Proxumire. All right. It is a month old. That means Oc-
tober 15. When we have hearings a little later on next year, we will be
very interested to see what kind of progress we have been making in
this.

Can you very briefly summarize the steps that DOD has taken to
divest itself of this large inventory ¢

Mr. BerL. Well, there has been a number of negotiations that are
going on between the Government and contractors, to sell some of the
equipment in place to the contractors. There are some fairly large
negotiations underway.

%hairman Proxmme. Would you want to provide for the record sev-
eral examples of the substantial negotiations foing on now to divest
contractors, or rather, divest the Government of the property they own
in the hands of the contractors?

Mr. Berr. Yes, sir; we can do that.

(The following was subsequently supplied :)

EXAMPLES OF NEGOTIATIONS INTENDED T0 DIVEST THE GOVERNMENT OF PROPERTY
It OWNS IN THE HANDS OF CONTRACTORS

The following examples of action taken by the Department of Defense to divest
itself of Government owned property are furnished. In each case, the General
Services Administration is negotiating the sale of the DOD property with the
contractor.

Aluminum Company of America: The machinery and equipment is located in
the contractor’s plants at Massena, New York, Cleveland, Ohio and Vernon,
California. Property consists of 3 large forging presses and related personal prop-
erty with an acquisition cost of $4,055,899. Closing of the sale is awaiting anti-
trust clearance by the Department of Justice.

TRW Incorporated, Cleveland Ohio: The property consists of machinery and
equipment with an acquisition value of $52,610,620 and the property is located
in the contractor’s plant. Final determinations have not been made by the Air
Force concerning the restrictions which will apply to the sale of this property.

Harvey Aluminum, Torrance, Calif.: The property consists of machinery and
equipment with acquisition costs of $38,434,846. The equipment is located in the
contractors’ plant. Negotiations for the sale of this property began November 6,
1968 with the contractor.

Kropp Forge Company, Ohicago, Ili.: Property consists of machinery and equip-
ment located in company owned plant. Machinery and equipment has an acquisi-
tion value of $6,400,288. Negotiations delayed because differences in opinion of
value of the property have not been resolved.

Air Force Plant #27, Toledo, Ohio: The contractor operator of this facility is
Continental Aviation and Engineering Corporation. The property consists of 79.4
acres of land with eleven buildings with an acquisition cost of $§9,411,000. Related
personal property used in connection with construction of aircraft engines and
components has an acquisition value of $11,126,425. Continental is interested in
purchasing the facilities, however, there has been no agreement as to price.

Chairman Proxmire. Fine. Those are the two steps.

Mr. Berr. Well, one other I have to mention which I believe the De-
partment of Defense will mention, the modernization program, has
been running at a level of around $50 million a year. I understand that
the modernization program in the year coming up has been reduced
by something like $29 million, which is a little more than half of what
its general average has been.
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EXPERIENCE UNDER NEW REGULATIONS

Chairman Proxyire. Thank you, sir.

‘What has been the Defense Department’s experience under the new
regulations in these Government-owned facilities last year, have they
been able to provide a more uniform system, for example, for charging
rentals? As I recall, we had one example where there was no charge
at all for a very substantial important piece of equipment; another
where DOD charged 1 percent, another 2 percent, and still another 3
percent of sales, no consistency, and what’s been the experience now {

Mr. Brry. The Department of Defense has been making quite a con-
certed study of the method by which the interest of or the fees from
this equipment have been collected. One of the major areas that seems
to be involved here, Mr. Chairman, is the basis on which the rentals
are collected for use of the equipment on Government property which
is used in commercial work.

The Department of Defense and the military agencies have been
using approximately the same basis on which overhead is allocated.
Overhead is allocated over a wide variety of bases. This is part of the
thing that is included in the standard accounting practice. This matter
is up for discussion now but it has not been resolved, and it is difficult
to speak at the moment as to what its ultimate effect will be.

There has been, as Mr, Staats mentioned,an increase in rentals which
the Government charges for equipment that has been in place at the
contractors’ plants, about double, as I recall.

Chairman Proxmrgre. Very good. Thank you, sir. We will get further
details from the Defense Department.

SuPPLY SYSTEMS AND SUPPLY MANAGEMENT

REVIEW OF THE SUPPLY SYSTEM IN THE FAR EAST

Mr. Staats. Turning to the next point in relation to work we have
done in the area of supply system and supply management, in the No-
vember 1967 hearings we discussed the work which the GAO had done
with rei{)ect to responsiveness of the military supply systems to in-
creased demands generated by the Southeast Asia conflict. We included
information abou% certain aspects of the Army’s supply system in Viet-
nam which we were then reviewing. Subsequently, in our report to the
Congress (B-160763, June 21, 1968), on the “Need To Improve Man-
agement of Army Supplies in Vietnam,” we expressed the opinion that
the Army supply system had been responsive to the combat needs of
the military units in Vietnam, but that the high level of support had
been achieved through costly and inefficient supply procedures. '

Selected reviews conducted subsequent to t%e above efforts, and ob-
servations recently made by members of our staff during visits to the
Far East indicate that there is still a need for much improvement in
efficiency and economy in the military supply system. We believe a
significant problem continues to be the lack of reliable data on which
to base supply decisions. '
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ARMY SUPPLIES IN VIETNAM

During our review of the management of Army supplies in Vietnam
from September 1967 through December 1967, we also concluded that
the identification and prompt redistribution of large quantities of ex-
cess materials in Vietnam warranted additional management attention.
Subsequently, we learned that the Pacific Utilization and Redistribu-
tion Agency (PURA) was established by the Secretary of Defense
on November 24, 1967.

PURA, which is located at Okinawa, is responsible for obtaining
monthly lists of excesses from all services and for circulating these
lists to all service installations in the Pacific area for screening. Mate-
rials which are not redistributed in the Pacific area are to be reported
to appropriate inventory control points in the United States for fur-
ther screening. I might add here, Mr. Chairman, that the results to
date resulted in savings of something more than $80 million as a result
of this redistribution.

In view of the supply problems, such as (1) the substantial numbers
of items out of stock, (2) erroneous stockage levels, (3) lack of effec-
tive management data, and (4) use of apparently excessive numbers of
high priority requisitions, which still appear to exist in the Far East,
we plan to make a follow-on review beginning late in fiscal year 1969,
We plan to examine more fully into the causes of current supply prob-
lems to better identify actions required at each level of command to
accomplish significant long-range improvement.

GSA EXPORT SALES

In a separate but related area, we reviewed GSA’s effectiveness as
the primary source of supply for a broad range of common-use supplies
and equipment items essential to the overseas efforts of the Depart-
ment of Defense and the Agency for International Development.
‘GSA’s export sales to overseas customers now exceed $300 million
per year.

GSA’s region 9, headquartered in San Francisco, was selected for
our review because it is the largest GSA export region and is a major
supply point for military and civilian customers in Southeast Asia.

I‘)7Ve traced a sample of 6,400 requisitions through all regional and
depot processing phases, and found that region 9 filled only 12 percent
of the sample requisitions within the time standards specified by the
overseas requisitioners. Based on our findings, we concluded that
region 9’s low effectiveness was due to the fact that operations were
not geared to meet overseas customers’ demands, which had increased
significantly in recent years because of the Southeast Asia conflict. We
further concluded that there was a need to (1) revise certain operating
policies and procedures; (2) improve the management information
system; (3) exercise management controls over the use of high priorit
requisitions; and (4) evaluate the supply source processing time stand-
a?%s. Accordingly, we made eight specific recommendations for major
improvements in the areas mentioned above. GSA has taken or is mov-
ing toward taking actions in line with our recommendations and its
performance reports show a marked improvement in the on-time effec-
tiveness of its export supply operations.
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DOD TRANSPORTATION AND TRAFFIC MANAGEMENT

We also reviewed transportation and traffic management activities
of DOD in the Far East and Southeast Asia. We found that the dif-
ficulties which caused significant delays in the delivery of supplies to
Vietnam from the United States and intratheater supply sources dur-
ing the earlier military buildup had been greatly alleviated. We noted
that the millitary transportation organizations responsible for the
actual sea and airlift of supplies to Southeast Asia were generally re-
sponsive to the demands and needs of the individual military services.

MILITARY CARGO SPACE

We did find, however, that space on aireraft of the Military Airlift
Command was not being fully utilized. We estimate that during the
period July 1, 1965, through October 81, 1966, there was sufficient un-
used space on aircraft to accommodate about 21 million pounds of
additional cargo from Travis Air Force Base. Although critically
negged and paid for, cargo space valued at about $15 million was not
used.

Chairman Proxure. Can you put this in perspective so we under-
stand what this means in the amount available. Does this mean that
there ;va,s about a 20-percent vacancy, 25, 30, 40, 50 percent, what
was it ?

Mr. Staats. I am afraid we will have to supply that for the record,
Mr. Chairman.

Chairman ProxMie. All right. Can you tell me, this seems quite
shocking just offhand, but again I don’t want to be unfair and it may
well be that there is such an enormous amount of cargo shipped that
even a $15 million lack of use would be a low percentage.

Mr. Staats. Percentagewise, this would be a fairly small percent-
age, but still it is worth doing.

Chairman Proxmire. Yes,indeed.

How widespread is this practice, failing to utilize available space?

Mr. Staarts. I don’t think

Chairman Proxuire. Do you have any information on that?

Mr. Staats. I don’t think we could indicate.

Mr. Con~or. I am Henry Connor with our Transportation Division.
This report is confined to the practices at Travis Air Force Base,
which was the primary out-going aerial port for Southeast Asia.

Chairman Proxmire. I see. Do you have any knowledge of what
this would constitute in terms of unused space, percentage?

Mr. Coxnor. Percentage, no, sir. I have been trying to find that
and I don’t have that. But we can furnish that, I am sure, for the
record.

Chairman Proxmire. Perhaps, before the Comptroller General
finishes, we can have that.

Mr. CoxxoR. Yes, sir.

(The GAO subsequently furnished the following:)

GAO's review of the utilization of airlift capacity by the Military Airlift
Command was restricted to cargo moving out of Travis Air Force Base via com-
mercial aireraft on regularly scheduled flights (designated as channel traffic) and
cargo moving out on special assignment airlift missions. This traffie represented
approximately 16% of the total cargo moved by MAC as channel traffic and 31%
of the total cargo moved by MAC as special mission airlift during the same
period. The following is a summary of the results of the review.
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CATEGORY OF TRAVIS AFB AIRLIFT TESTED

Estimated capacity 1 Percent of
available
Available Utilized Lost capacity lost
Channe! traffic via commercial aireraft_____.___________ 122.7 106.0 16.7 13.6
Special mission traffic. ... ... ... ... ... T~ 357 31 4.6 12.9

Total. . . 158.4 137.1 21.3 " 13.4

1 In millions of pounds.

Mr. Sraats. We brought our findings to the attention of the Secre-
tary of Defense and made recommendations which we felt would im-
prove aircraft utilization. We also reported this matter to the Con-
gress in May 1968 (B-157476). As a result of the actions subsequent]
taken by the Secretary of Defense, we believe savings in excess of §
million will be realized over the next 12 months.

We also identified numerous other areas that we feel offer oppor-
tunities for significant savings. These areas include: (1) the pos-
sibility of reducing port handling costs on surface shipments destined
to Clark Air Force II)Ba.se, Philippines; (2) the reduction of excessive
airlift between Japan and Korea; (3) the need to establish a satellite
printing plant in Vietnam (4} the possibility of transporting printed
matter to Southeast Asia by less costly mode; and (5) the need for
better estimates of airlift requirements.

So much for the Far East. We would now like to briefly bring you
up to date on the significant developments in other supply reviews
since we last appeared before this su%committee.

Chairman Proxmire. Fine. You may continue. '

At this point, having previously examined your submitted state-
ment, I think it is a very fine statement. . :

COST-REDUCTION PROGRAM

Mr. Srasrs. Mr. Chairman. As I indicated at the outset, we were,
in effect, supplying the committee a progress report here today on a
number of matters. I would like to call your attention to page 23 of
our statement, which has to do with our work in the area of cost
reduction generally, and I mention this particularly because this is the
Subcommittee on Economy in Government.

This is a decision pretty much we have reached since our last appear-
ance here and I simply wanted to note that we believe that the G-AO
and the Congress have a direct interest in the effectiveness of the execu-
tive branch cost-reduction program generally. This is now a program
not only in the Defense Departrnent, but has been formally promul-
gated by the President of the United States as applying to the Gov-
ernment as a whole, and it is our intention to follow up in this area
with the thought that this is a matter of concern to the ngTess.

We expect to be submitting a report in the spring to the Con ess,
which will embrace our work in the Defense Department, Agriculture,
Interior, GSA, and ATD. We have already completed the part relat-
ing to the Defense Department and we are working on these other
agencies,



29

ARMY LOGISTICS STRUCTURE

First, in May and November 1967, we discussed with you certain
froblems involving the Army’s logistics structure. We stated that we
had proposed that the Army establish a comprehensive reporting sys-
tem designed to furnish Army Materiel Command inventory managers
with worldwide asset data. At that time, the Army Materiel Command
had control of stocks only in U.S. depots. Inventory managers who
were responsible for procurement redistribution, disposal and main-
tenance actions had little or no knowledge of assets outside U.S. depots.

Subsequent to the 1967 hearings, the Army has taken certain meas-
ures designed to improve its supply system. In May 1968, it put into
effect a program whereby the Army Materiel Command would assume
control of approximately 1,700 high-value secondary items located in
overseas depots. The Army plans, in March 1969, to evaluate the pro-

to determine whether it should be expanded to include additional
items. We are of the opinion that this action should provide inventory
managers with current and complete data on certain items so that
better choices between available alternatives such as procurement, re-
build or redistribution can be made. :

In addition, the Army has various other programs underway that
are designed to effect improvements in its overall supply structure.
Some of these programs are (1) a standard data processing system for
national inventory control points in the United é)tates, (2) a standard
data processing system for inventory control by Army areas in the
United States, and (3) a standard data processing system for the field
units. Also, the Army is in the process of reorganizing its logistics
structure in Europe. %Ve intend to follow developments in this area,
and to evaluate in future reviews the effectiveness of actions taken by
the Army. -

INVENTORY CONTROLS

Second, in November 1967, the subcommittee expressed interest in
the causes and solutions of the frequent and voluminous adjustments
required to bring stock records into agreement with actual quantities
on hand, as disclosed in our report on improved inventory controls
needed for the Departments of the Army, Navy and Air Force, and
the Defense Supply Agency (B-146828, dated November 14, 1967).
Our review indicated that one of the primary causes of stock inaccu-
racies was a breakdown in the control over processing receipts and
establishing warehouse locator records. '

‘We subsequently initiated a detailed review into the policies, pro-
cedures, and practices used by the military services and the Defense
Supply Agency relative to the receipt and storage of material and
into the processing of related transaction documents affecting the
inventory records. As a result of this review, we have concluded that
the military departments and the Defense Supply Agency could
achieve improved stock record accuracy and supply eﬂiiencies through
improvements and standardizations in the policies, procedures, and
controls relative to the processing, storage, and recording of materiel
receipts. We have identified certain control features and procedures
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which, in our opinion, if applied consistently at all depot and inven-
tory control activities, will improve stock record accuracy. .

Further, an inventory study group, composed of representatives
from each of the military services, the Defense Supply Agency and
the Logistics Management Institute was chartered in December 1967 R
in response to a recommendation in our November 1967 report on
improved inventory controls needed within DOD and the interest
expressed in this report by the Joint Economic Committee. The ob-
jective of the study group was to find solutions to inventory control
problems cited in our report and to make recommendations that will
cor£ect the conditions uniformly throughout the Department of
Defense.

The findings, conclusions, and recommendations of the DOD study
group were published in April 1968 in a report entitled “Report of
the Department of Defense Special Study Group on Inventory Con-
trols.” I’)l‘his report contains over 50 recommendations for improve-
ment of Inventory accuracy and increased supply responsiveness
which, when implemented, will provide a basis for significantly im-
proving the management and control of the large inventories main-
tained by the Department of Defense.

SAVINGS AVAILABLE TO THE GOVERNMENT THROUGH ELIMINATION
OF DUPLICATE INVENTORIES

And last, in the area of supply management, we reported to the
Congress in B-146828, dated E&y 16, 1968, that Navy wholesale in-
ventories and similar GSA stocks held for Navy use unnecessarily
duplicated each other. This practice which results in duplicate man-
agement and warehousing functions in the Government supply sys-
tem as a whole, does not extend to the Army and the Air Force, and
arose because the Navy did not believe it would be feasible for ships
and overseas bases to submit requisitions for GSA items direct to
GSA bases. We stated that the “wholesale level” stocking of the same
items by both the Navy and GSA was not, in our opinion, consistent
with supply management economy and effectiveness and we concluded
that inventories valued at $8.5 million as of December 31, 1966, and
associated management and warehousing functions could be elimi-
nated from either the Navy’s or GSA’s wholesale stocks. We also
concluded that, to the extent the duplication of stock could be elimi-
nated, the Government would realize not only increased efficiencies
in stock management and distribution of material but also annual
recurring savings of up to $940,000.

Officials of both DOD and GSA recognize that duplications exist
in the current Navy system and have indicated a readiness to partici-
pate fully in the joint efforts that will be required to correct the
situation. We therefore recommended that the Secretary of Defense
and the GSA Administrator jointly establish a working group to
formulate the policies and procedures to eliminate the duplicative
levels of stock. We recognize that there are many factors to consider,
such as Navy requisitioning lprocedurcas and the location of certain
stock. At a later date, we plan to evaluate the effectiveness of the
actions taken.
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ProPERTY ACCOUNTABILITY

In a very important area—that of property accounting—we found
instances where NASA'’s accounting control over equipment and ma-
terial essential to its activities had been inadequate.

For example, we found that NASA’s recorded equipment inventory
of $274 million applicable to the Goddard Spacethght Center and
its tracking data acquisition installations throughout the world did
not, as late as September 1967, include equipment worth $9.3 million
located at a tracking station at Goldstone, Calif., which became opera-
tional in January 1967. Further, Goddard, at the time of our review
had not taken action to locate 1,277 items of equipment valued at about
$1.7 million that had been listed as missing at Goddard and at 13
other locations as of March 31, 1967. We noted also that the NASA
internal auditors had brought the need for better control of equip-
ment to the attention of officials several years before.

NASA agreed with our recommendations concerning equipment
accountability and is actively working toward their full implementa-
tion.

In a case where a contractor was doing work on the Saturn/Apollo
program, his material accountability was faulty and NASA did not
take the necessary measures to effect improvements. As a result of our
work, orders for at least $300,000 in material were canceled because it
was shown that the material was already on hand. Also, NASA agreed
with our suggestions for improvements in its procedures and practices
for ensuring the adequacy of contractor property control systems.

Cosr RepuctioN ProGrRAM

An area of special interest to us is the President’s cost reduction
program. In March of this year, I sent a letter to the heads of depart-
ments and selected agencies to express our interest in this program and
inform them of our plans to review, on a selected basis, the following
aspects:

Status of implementation of the cost reduction program.

Criteria for measuring savings, including reasonableness, ap-
plication of prescribed criteria, and consistency among and within
the agencies 1n applying the criteria.

Criteria and procedures for measuring changes in productivity.

Responsibility and procedures for validation of savings and
improvements reported, including testing of savings reported.

rocedures for dissemination of useful information regarding

cost reduction programs, especially concerning those practices
and techniques which are susceptible to wide use in Government.

We are currently reviewing the cost reduction programs in the De-
partment of Defense, Department of Agriculture, Department of In-
terior, General Services Administration, and Agency for Interna-
tional Development. We plan to issue an overall report to the Congress
on the results of our reviews in the spring of next year. We are dis-
cussing and bringing to the attention of agency officials areas in which
the program can be improved during the course of our audits in order
that immediate improvements can be made.
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We are maintaining close liaison with the President’s Advisory
Council on Cost Reduction and the Bureau of the Budget in efforts to
achieve our common objective—to strengthen and improve the pro-
gram—especially in view of the continuous increase in the scope and
cost of Federal Government activities. To assist the departments and
agencies in achieving effective internal review programs, we prepared
for their consideration minimal standards for the audit or verification
of reported savings under the President’s cost reduction program.

In view of the significance and long-range nature of the President’s
cost reduction and management improvement programs, we plan to
continue work in this area as found necessary in the circumstances.

MaNaceEMENT oF AuTtoMaTic Dara ProcessiNg SysteEMS

During the last several years, hundreds of millions of dollars have
been spent by the Department of Defense in the development and ac-
quisition of automatic data processing systems in support of Defense
Department management operations. This past winter, at the request
of the House Committee on Appropriations, we reviewed the practices
of DOD components in acquiring and installing new ADP equipment
for use in computerized management systems. The results of that re-
view, and information developed by the committee in subsequent hear-
ings, indicated that the degree of control over the planning, develop-
ment, and installation of the equipment for these systems varies widely.
Our study showed that there was a general lack of coordination and
f)lanning within and among the services and/or defense agencies re-
ating to the adaptability of the various management systems to one
another and that the Office of the Secretary of Defense had permitted
the services and defense agencies to develop management systems uni-
laterally and independent%y.

Our review disclosed further that, in ienera], these ADP systems
were designed and’ installed largely without first making thorough
studies of the o}gerating function they were to serve.

Following the report on our review and the intensive consideration

given this subject by the above committee, all of the services’ secre-
tariats established ply;nning and review groups for the better manage-
ment of these systems. In its report on the Defense appropriation
bill, 1969, the committee summed up its comments by stating :
:“Although pleased with the effort that is being put forth in the review and
control of these management systems, the Committee believes that until such
time as these newly established offices have had an opportunity to review the
various systems now in existence and those being planned for the future, ex-
pansion of all systems should be held in abeyance. :
. The enormous growth in the number of computers now in use by
Federal agencies carries with it a greatly increased cost of mainte-
nance. As a rule, most agencies have routinely obtained maintenance
services from the equipment manufacturers with little attention given
to establishing an in-house capability for this maintenance.

Following our recent study of the maintenance practices of the Fed-
eral agencies, we concluded in our report, B-115369, April 3, 1968,
that there is need for more management attention and policy guidance
toward ascertaining the most efficient, effective, and economical meth-
ods of maintaining Government-owned computers. Subsequently, we
have been advised that in response to our recommendations, the Bureau
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of the Budget is taking steps to amend its Circular A-54 to insure that
agencies give appropriate consideration to the use of in-house main-
tenance. Also, the general Services Administration has accelerated
its study to identify the optimum alternative means, in terms of cost,
for maintenance of ADP equipment and, in addition, it plans to issue
a Federal Property Management Regulation containing some initial
interim guidelines to assist agencies in their evaluation of alternative
means of maintenance. These guidelines will cover the factors brought
out in our report.

AccounTiNg SysTEM FOR OPERATIONS

As you know, the Department of Defense has had under develop-
ment for some time, a revised system for internal budgeting and ac-
counting for operations of the Active Forces. It has been developed
to meet certain fundamental management requirements and to correct
the most important deficiencies in the existing system. Basically the
system attempts to create greater visibility of the total expense of
operations, ’

Implementation of this system began this fiscal year. Our present
effort is to assist the Department of Defense in the implementation of
this new internal budgeting and accounting system for operations and
includes survey and assistance work at 45 selected sites in the military
services and the defense agencies through our regional offices and over-
seas branches. In addition to our regional office work, members of the
Washington staff are participating in the Department of Defense sur-
vey team which is staffed by personnel from the Office of the Assistant
Secretary of Defense (Comptroller), the Bureau of the Budget, the
General Accounting Office, and the military services. Further infor-
mation on the new DOD accounting system is furnished in an ap-
pendix. (See p. 39.) :

InTERAGENCY COORDINATION To IMPROVE ADMINISTRATION OF COMMON
AcTIvVITIES

At the May 1967 hearings, we discussed the benefits of closer coor-
dination between agencies and presented examples of opportunities for
savings in situations where the program of one agency could be modi-
fied so that it would also serve the needs of another.

‘We reported to the Congress in B-162902, January 10, 1968, on an-
other such case. We found that in 1963 DOD and NASA entered into
an agreement that photographic capabilities of the Air Force Eastern
Test Range and those at NASA’s Kennedy Space Center would be
coordinated so as to avoid or minimize duplication. Capabilities at
each installation are furnished by separate contractors.

Despite the agreement in 1963, NASA began in 1964 to expand its
capabilities and in a large sense to duplicate services already existing
at the Air Force Eastern Test Range. We made a review of the matter
of duplication, particularly the utilization of personnel and equipment
by the separate contractors. We concluded that the separate operations
could be consolidated with more economy and more efficient utiliza-
tion of personnel and equipment.

At our suggestion, a joint study group looked into the matter and
we have been informed that a consolidation plan was proposed that, if
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implemented, could reduce costs by $1.4 million annually, decrease
current staffing, and reduce equipment level of the two installations by
$1.6 million. The consolidation using a single contractor is scheduled
to be in full effect by January 1, 1969. .

We also made a study of the freight shipment consolidation pro-
cedures and practices of several Government military and civil agen-
cies, and a representative number of commercial firms. The study was
made to determine whether it would be feasible for military and civil
agencies of the Government to cooperatively iniciate, manage, and use
a Government-wide system of freight shipment consolidation based
on commercial practices, and whether such a system would result in
significant savings and other benefits to the agencies without inter-
fering with their normal service requirements.

Our proposed report to Congress, submitted to the Department of
Defense and the General Services Administration in draft form on
August 12, 1968, shows that commercial firms, through membership in
nonprofit shipper associations, are saving substantial sums of money
and, in addition, are receiving other benefits such as faster transit times
by consolidating small, individual shipments. We believe that the Gov-
ernment will realize savings of many millions of dollars annually in
freight costs when a comparable Government-wide freight consolida-
tion system is established.

In its response, the Department of Defense not only agreed with
our findings, but is currently initiating a test of a prototype system
for consolidation of small shipments originating in the area of Phila-
delphia, Pa. Currently, GSA has agreed to maintain liaison with the
Department of Defense on its test and to apply whatever techniques
may be appropriate.

The favorable reaction of the Department of Defense and the Gen-
eral Services Administration to our proposal, and the testing of the sys-
tem by the Department of Defense, is most gratifying. However, we
believe that, to fully realize the envisioned benefits, the establishment
of a single joint agency will eventually be necessary for the imple-
mentation of a_Government-wide freight consolidation system. Ac-
cordingly, we plan to work closely with the appropriate agencies to-
ward establishing such a system.

This concludes our statement, Mr. Chairman, and we will be pleased
to discuss any of these matters in further detail or answer any ques-
tions the subcommittee may have on our statement.

(Appendixes to statement of Comptroller General of the United
States before the Subcommittee on Economy in Government of the
Joint Economic Committee follow :)

APPENDIX I: DESIGN AND CONSTRUCTION

In previous hearings we have discussed our audit efforts in the civilian agency
construction area and have commented on some of the recommendations and
benefits resulting from our reviews. We generally find that agency management
is receptive to our suggestions; nevertheless we continue to note instances where
contracts were not administered adequately or where agency planning was such
that desired results were not fully achieved.

Specifically, we found that the VA in administering construction contracts for
new hospitals in Memphis, Tennessee, Long Beach, California, and in the Dis-
trict of Columbia, did not always have adequate assurance that material and
workmanship were as specified. Under such conditions there is always the risk
of structural deterioration and of higher than normal maintenance and repair
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costs. Poor design and workmanship were apparently responsible for additional
costs of about $42,000 incurred for reconstruction of deteriorated roadways at the
hospital project in the District of Columbia shortly after construction ended.
Other defects, however, may not manifest themselves for some time.

The VA has advised us in response to our recommendations, that a number of
steps have been taken to improve its administration of construction contracts
including revisions to its specifications relating to the construction of hospital
roadways.

We have also found deficiencies in agency planning for its facilities. For
example, the GSA’s stated policy that Federal buildings be designed so as to be
functionally efficient was not effectively implemented in respect of the recently
constructed Washington National Records Center in Suitland, Maryland. Here
it was necessary to spend about $224,000 to reposition some overhead duct work,
lighting fixtures and fire protection sprinklers to gain storage space that should
have been designed into the building. In addition, storage space was reduced
by 94,000 cubic feet because of the design for placing ventilating fans and related
duct work. GSA has informed us that its design criteria is being revised and
that specific instructions are being developed concerning the review of proposed
designs to insure that they are responsive to occupant needs.

In some of its construction projects, the VA did not adequately review archi-
tect-engineer drawings and specifications before awarding the contracts with
the result that many changes became necessary during the construction period.
These changes were accomplished through added work at negotiated prices.
We were not able to measure the overall cost effect of these changes; however,
it is fundamental that such changes do not have the benefit of competitive
bidding as would have been the case had the need for the changes been detected
before award of the contracts when the costs could have been included in the
lump-sum contract price. The VA has established definitive written procedures,
as we recommended, for the various aspects of the review of architect-engineer
work.

Because of increasing mail volumes and changing transportation patterns, the
Post Office Department is continually developing new facilities and seeking to
improve methods of receiving, sorting and transporting mail. We noted, however,
that planning for new facilities was not always properly coordinated with
changes in mail handling systems. In some newly completed facilities we ob-
served that changes made in the mechanized mail handling systems while the
buildings were being constructed resulted in additional costs and in substantial
delays in use of the facilities. Our review of some facilities under construction,
designed for large mechanized mail handling systems, showed that while the
Department’s planning was improved, more improvement is yet needed to avoid
additional costs and delays in future projects and to ensure the provision of
facilities having mail-processing capacities commensurate with future needs.
‘We believe that the Department needs to

— establish, for each proposed new facility, operating plans and concepts
which clearly define the changes that can be expected to occur when ap-
proved nationwide mail distribution plans are implemented;

—develop a sound system for predicting future mail volumes;

—increase the depth and scope of predesign studies; and

—expedite the program of standardizing mechanization and developing
specific criteria for mail-handling equipment.

At the hearings in May 1967, we stated that we had recommended to the De-
partment of the Interior that it make a study to determine the full extent of the
differences in transmission line construction practices of the Bureau of Reclama-
tion and the Bonneville Power Administration to determine the degree of con-
struction coordination necessary and practicable, and adopt more uniform con-
struction practices where possible.

Subsequent reviews by our staff have shown that such a study was not made
and that although there had been some improvements, greater coordination in
transmission-line design and construction practices was needed. We noted in
one instance that estimated costs for adjoining transmission-line sections of
comparable length but under separate Bureau and Administration responsibility
differed by about $3.7 million.

In accordance with our further proposals a task force was appointed by the
Assistant Secretary—Water and Power Development—chaired by a member of
his immediate staff to study agency practices and inconsistencies and recom-
mend affirmative improvement policies.
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The Bureau of Indian Affairs in planning for construction of employee housing
units at school facilities did not adequately consider the availability of nearby
private housing. As a result, of the 274 units built, 220 units costing about $3.2
million were not justified. We also found that of 478 employee housing units con-
structed in isolated areas, 180 units costing about $1.8 million were excess to the
Bureau’s housing requirements for school employees. The excess construction
occurred primarily because the Bureau had not administered its employee hous-
ing construction program in accordance with the policies and standards estab-
lished by the Bureau of the Budget for construction of Government-owned housing.

We were advised by the Department of the Interior that the problem brought
into focus by our report underscored a fundamental need for more precise plan-
ning in determining the Bureau’s employee housing requirements and that action
had been taken toward this end.

In one district of the Corps of Engineers, we found that adequate reviews were
not being made of estimates prepared by architect-engineer firms of expected
quantities of excavation, embankment, or available construction materials. As it
turned out the estimates which were used in the awarding of a fixed-price con-
struction contract were faulty and the contract price of $15.4 million was increased
through negotiation by $8.2 million. We believe that had the original estimates
been more accurate about $5.3 million of the increase could have been included
in the contract award price with the Government receiving the benefit of competi-
tive bidding.

The Department of the Army concurred, in general, in our findings and has
issued instructions which if effectively implemented should reduce the necessity
for contract modifications.

APPENDIX II: INCREMENTAL FUNDING PRACTICES

In our recent report to the Congress (B-164301, August 27, 1968) we stated
that, during fiscal years 1966 and 1967, the Air Force Air Materiel Areas received
funds for spare. parts procurements in numerous increments without advance
notice of the amounts and the dates the funds would be made available. While
some supply problems were due to the fact that funds made available were less
than those needed to satisfy computed requirements, the receipt of funds on an
incremental basis created additional difficulties in the management of procure-
nmient programs in that: .

—Procurements were made in less than economical quantities.

—Increased administrative costs were incurred. .

—Contractors’ quotations were revised upward due to delays in placing
orders.

At the time of our examination, there was also evidence that some of the air-
craft were not operationally ready because needed supplies had not been ob-
tained. While supply support was generally adequate during the period covered
by our examination, we believed that continuation of incremental funding could
have resulted in an increased numher of aireraft being not operationally ready.

During fiscal years 1966 and 1967, the Department of Defense released funds
to the military departments on an incremental basis primarily to hold back &
reserve for unforeseen emergency requirements in connection with rapidly ex-
panding activities in Southeast Asia. Also, there existed some uncertainty as to
the amount of additional funds that would become available through supple-
mental appropriations. In fiscal year 1968 the Air Force realized both a reduc-
tion in the number of fund allocations and an improvement in providing timely
notices to the Air Materiel Areas of dates and amounts of such allocations. We
were also advised that similar improvements were realized by the Army and
the Navy.

In our report we noted that conditions similar to those that existed in 1966
and 1967 could recur—i.e,, rapidly increasing needs to meet expanding programs
coupled with uncertainty as to probable levels of funding that will be avail-
able—and could again necessitate close fund control and incremental releases,
In this event, we recommended that careful consideration be given by the De-
partment of Defense and the military services to the additional costs and other
adverse effects of incremental fund releases and that every effort be made to keep
incremental releases to a minimum. We recommended also that as much specific in-
formation as possible be furnished to inventory management activities as to
the amount of funds that will be available and a schedule of probable release
dates, in order to facilitate planning of their procurement programs.
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ArpENDIX III: NEED FOR IMPROVEMENT IN THE PROCESSING OF
REQUISITIONS FOR MATERIALS

In our report to the Congress on September 17, 1968 (B-164500) we stated
that the implementation of the Military Standard Requisitioning and Issue
Procedures (MILSTRIP) system has resulted in improvements in the processing
of requisitions and related documents by requiring the use of standardized data
codes, data elements, and document formats and by permitting extensive utili-
zation of high speed data processing equipment. We found, however, that the
maximum benefits of this system had not been realized because large numbers
of requisitions contained erroneous or incompatible data and could not be proc-
essed routinely. As a result, many of the requisitions were being returned to
the originators for additional information or for revision and resubmission as
corrected requisitions.

We also found that the Defense Supply Agency, which had been assigned the
responsibility for surveillance of the MILSTRIP system, had not fully carried
out this responsibility. In our opinion, the Defense Supply Agency, through
surveillance of the operation of the system on a systematic basis, could have
identified the problems and directed that appropriate corrective actions be
taken on a timely basis.

In connection with the November 1967 hearings, we furnished this Subcom-
mittee with information as to the status of our review of the MILSTRIP sys-
tem. We subsequently brought our findings to the attention of the Secretary of
Defense in a draft report and proposed that the Secretary give the Defense
Supply Agency, or some organizational element within the Office of the Secretary
of Defense, the responsibility for effecting improved management control and
adequate surveillance over the MILSTRIP system. In this connection we sug-
gested that a single organization be responsible for (1) reviewing procedures
and operations and requiring that changes be made as necessary to improve oper-
ations, (2) ensuring that changes to the MILSTRIP system are uniformly imple-
mented by the military services and the Defense Supply Agency, and (3) requir-
ing, as appropriate, instruction and indoctrination for supply management per-
sonnel. Also, we suggested that catalog changes deemed essential to logistics
management be disseminated in such a manner that the information at all levels
would be compatible.

In commenting on our proposals, in a letter dated May 3, 1968, the Assistant
Secretary of Defense (Installations and Logistics) stated that the Defense
Supply Agency had recently organized a separate surveillance group to perform
frequent on-site reviews of operations, assess adequacy of training, and make
recommendations for systems and training improvements. He also stated that,
in regard to catalog changes, a study was being made of the requirement for, and
the frequency of, logistics management data changes.

‘We believe that the actions taken or to be taken shouid result in improvement,
‘We plan to evaluate the effectiveness of these actions at a later time.

APPENDIX IV : OPERATION FRELOC

During 1967 and 1968 we examined into various aspects of the movement of
American Forces from France—Operation FRELOC. In May 1967 we issued a
preliminary classified report entitled “Report on Survey of the Movement of
American Forces from France,” which summarized our observations based on
limited work to that date. On August 7, 1968, we issued our summary report
(B-161507) to the Congress on Movement of American Forces from France—
(Operation FRELOC) which supplemented our previous report and summarized
our overall findings with respect to Operation FRELOC.

We found that, despite the relatively short period of time available and the
magnitude of the move from France, the Army and Air Force were able to
relocate their personnel, supplies, and equipment in a generally effective manner.
As could be expected in a situation of this nature, many difficulties arose, some
of which could have been avoided by better planning and some of which were
directly related to basic problems that existed prior to the move.

In our opinion, some difficulties encountered by the Army and Air Force
were due to the fact that the Secretary of Defense did not approve the selection
of storage and Air Force base locations until relatively late dates. The Depart-
ment of Defense officials advised us that these decisions had been delayed because
of problems associated with gold flow, relations with foreign governments, and
the need to formulate new lines of Jogistical support for U.S, Forces in Europe.

22-490—69—pt. 1—4
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The most significant problem areas that we encountered during our review
were :

—Control was lost over large quantities of supplies and equipment moved
from France. Inaccurate inventory records contributed to the inability of
the Army and Air Force to maintain proper controls over shipments.

—Supplies were shipped to locations with inadequate storage space while,
at the same time, available storage facilities were not fully utilized.

—Requirements for construction of additional ammunition storage facili-
ties were not properly evaluated and were therefore overstated.

—Some of the fixtures and personal property removed from former French
bases were not effectively utilized.

—Some usable personal property was not removed from French bases.

APPENDIX V: MANAGEMENT OF SHELF-LIFE ITEMS

In its May 1966 report, the Subcommittee on Federal Procurement and Regu-
lation, of the Joint Economic Comimittee, expressed concern that previously
reported (B-150417, dated April 2, 1965) weaknesses in the management of
shelf-life items may be indicative of inadequacies in the management of stores
inventories. As a result, the Subcommittee requested that GAO review some
classes of shelf-life items. At about that time, the Assistant Secretary of Defense,
Installation and Logistics, issued uniform policies and procedures for identifica-
tion, control and utilization of shelf-life items (DODI 4140.27, dated November
18, 1966). In order to give the military departments and the Defense Supply
Agency time to implement these procedures, the Office of the Assistant Secretary
of Defense (I&L) requested that GAO suspend any reviews of shelf-life items
for at least one year.

DEPARTMENT OF DEFENSE

Although the new procedures anticipated implementation within 120 days
from the date of issuance, a limited review conducted by GAO in October 1967
indicated that the new procedures would not be fully implemented until July 1,
1968. We found that extensive revisions to existing regulations and data systems
were necessary. We also found that a reporting system had not as yet been estab-
lished whereby shelf-life assets excess to the needs of DOD could be reported
to GSA. In view of the foregoing, we did not schedule this area for review.

On June 30, 1968, we were advised by OASD (I&L) that those portions of the
subject DOD shelf-life instruction dealing with improved identification and con-
trol of shelf-life items were implemented by the military services and DSA on
February 1968. We were further advised that the instructions had been amended
to provide (1) standardized codes for shelf-life items specifying type of inspec-
tion/test/restorative action to be taken and the extension of shelf-life time period
after test/restorative action has been accomplished, and (2) a new system for
reporting potential excesses of DOD shelf-life assets to GSA. The amended in-
struction was issued on September 12, 1968, and requires issuance of depart-
mental instructions for implementation within 120 days. The instruction requires
DSA to report quarterly to ASD (I&L) on the dollar value and line items of
shelf-life items reported for utilization, and the dollar value and line items trans-
ferred, donated or disposed of.

It is anticipated in view of the recent amendment to subject instruction that
the first quarterly report will not be received by ASD (I&L) until December
1968.

GENERAL SERVICES ADMINISTRATION

In April 1967, GSA added a subpart to the Federal Property Management
Regulations which prescribed policies and procedures to be followed by civil
agencies for the identification, designation of useful life, and establishment of
controls to minimize losses and insure maximum use of limited shelf-life stock.
At about the same time, GSA issued to its regional offices parallel instructions
regarding its own internal operations.

To test GSA’s operations under its new internal instructions we selected for
review paint and related items and visited four regions. Concurrently, GSA was
working to improve its operations.

Our review disclosed that there were several problem areas. On this basis we
made a number of proposals to GSA—which they substantially accepted. Acting
on our proposals and on the findings of their own internal review process, G-SA
has undertaken to revise its management information system to provide for re-
porting quantity, value, and trend of deterioration losses so that problem areas
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can be identified and dealt with. Also, GSA has planned actions to ensure that its
regions comply with regulations and instructions aimed at improving the man-
agement of limited shelf-life stocks.

APPENDIX VI: ACCOUNTING AND REPORTING SYSTEM FOR DISPOSAL
ACTIVITIES

During the past fiscal year, we examined into selected aspects of the account-
ing by the Department of Defense (DOD) for surplus sales proceeds and reim-
bursable disposal expenses. Our examination was directed primarily toward deter-
mining (1) the progress being made to provide adequate cost data through uni-
form accounting classifications for expenses, and (2) the nature of Defense-wide
management controls over disposal operations.

We had previously examined into selected transactions relating to the disposal
of excess and surplus personal property by DOD during fiscal year 1965 at the
request of Congressman Thomas B. Curtis of this Committee and reported our
finding to him in March 1966.

In general, DOD has authorized the military services to utilize surplus sales
proceeds to offset disposal expenses. The implementing instructions of the military
services were not always uniform in identifying the types of expenses which
were reimbursable from surplus sales proceeds. Also, the lack of effective direc-
tion and control of the surplus property disposal program and the accounting
and reporting thereof, resulted in management officials not being provided with
adequate information to properly appraise the various disposal functions and to
identify conditions warranting corrective action. The availability of reliable
management data is particularly important in this program where there is no lim-
itation on the amount of disposal sales proceeds that can be used to finance
disposal operatmns

Our latest review indicated that steps have been taken to correct the deficien-
cies identified during our prior review. The Assistant Secretary of Defense
(Comptroller) issued an instruction (effective July 1, 1968) designed to provide
the needed uniformity in the definitions of disposal expenses. The Defense Supply
Agency, which is responsible for administering the defense disposal program, has
indicated that the instruction will provide information for preparing more realis-
tic reports depicting program status and trends and will enable that organization
to more realistically evaluate the disposal program.

APPENDIX VII
COMPETITION [N MILITARY PROCUREMENT, FISCAL YEARS 1964-68

Negotiated (percent)
Total procure- Formally Multiple  Single source
ment (bil- advertised sources solic- solicited (non-
Fiscal year fions) (percent) ited (competi- competitive Total
tive proce- procedure)
dure)
$28.2 14.4 30.7 54.9 85.6
2.4 17.6 3L1 51.3 82.4
37.2 4.2 35.8 50.0 85.8
43.4 13.4 4.1 . 52.5 86.6
42.8 11.8 30.6 51.9 83.5

Source: “Military Prime Contract Awards and Subcontract Payments or Commitments, Office of the Secretary of
Defense, Fiscal Years 1964-68.""

ArpENDIX VIII: ACCOUNTING SYSTEM FOR OPERATIONS (DEPART-
MENT OF DEFENSE)

In accordance with the responsibilies placed upon us by the committee of con-
ference on H.R. 17734, Second Supplemental Appropriations Bill, 1968, we are
collaborating with the Department of Defense in the implementation of its new
accounting system for operations.

We are participating at 45 selected sites of the Army, Navy, Air Force,
Marine Corps, and Defense Supply Agency in the implementation of the new
system and surveying its operation. At each site our staff is reviewing one or
more of the following segments of implementation :
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Budget formulation and execution

Administrative control of operating budgets

Accounting

Service units

Reporting

Problems identified in the implementation of the system are dealt with by sug-
gested improvements at the site if such problems have only local significance.
If problems or improved methods have system-wide significance, they are re-
ferred to our Washington staff so they may be considered at other sites and
other services and, in addition, such problems are discussed with appropriate
officials of the military services and the Department of Defense. ' '

Assistance in implementation of the new accounting system is also being ren-
dered at various sites by the several internal audit agencies of the Department
of Defense. We are coordinating with these agencies both centrally and at indi-
vidual locations so that we may avoid unnecessary duplication of effort and
80 that we may freely exchange information to assist implementation. '

In addition to the above we are furnishing members of our Washington staff
to serve on the Department of Defense survey team. This team is headed up by
representatives from the Office of the Assistant Secretary of Defense (Comp-
troller) and includes representatives of the Bureau of the Budget, the General
Accounting Office, and the military services.

This' team, which was established by the Assistant Secretary of Defense
(Comptroller) with concurrence of participating agencies, was designed to pro-
vide a means to:

a. Focus attention on implementation of the system

b. Keep responsible officers fully informed of progress of implementa-
tion

c. Identify ideas and innovations that will improve the system

d. Get necessary corrections in the systems made promptly.

The team has completed visits to the headquarters of the military services
and the 'Defénse Supply Agency along with proximate installations and to se-
lected installations in the Northeastern United States. Two reports have been
issued to date on these visits. The reports identify problems and areas for
follow-up.

At present the team is visiting selected installations in the central United
States. Subsequent visits are planned at selected installations in Europe, Pacific
and Alaska, Southeastern United States, Western United States, and the South-
ern Area (Canal Zone, Puerto Rico, ete.).

Representatives of the General Accounting Office participate in the team
visits, offer suggestions, and@ make contributions in the writing and editing
of the team reports. We also plan to follow-up on actions taken to resolve prob-
lems revealed by the visits and to disseminate innovations to improve the sys-
tem implementation.

DEFENSE PROFITS STUDY

Chairman Proxumire. Mr. Staats, since we believe that one of the
most significant statements you have made here today, as we declared
earlier when you made it, was when you referred to the lack of compre-
hensive complete studg of the realized contractor profits, what would
you think of having the GAO, you, the Comptroller General, conduct
a study of this?

Mr. Staars. We would recommend as an alternative, Mr. Chairman,
that this might better be done by an agency perhaps outside of gov-
ernment. There ought not to be any concern on the part of contractors
that we are interested in whether or not they have earned too much
on a particular contract. I think the point we would make is that as
spelled out in the letter that you sent to the Secretary of Defense
that we ought to have more knowledge of the level of prol;_\lyts on various
types of contracts and various phases of contracts, R. & D., produc-
tion, and so on, as a guide to the procuring agencies as to whether or
not their procurement methods are adequate, as to whether or not we
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are getting adequate competition. This is the kind of information that
we should have available in the Government.

Chairman Proxmire. You see, your agency is peculiarly equipped
for many, manz reasons, and has a special kind of authority because
you represent the Congress. It would seem to me that you could make
this kind of a study. While your studies have been useful to us in high-
hghtin% specific areas of waste and in correcting them, this overall
-comprehensive picture of what the realized profit level is just hasn’t
been done, and it is this comprehensive picture that we need. If we
try to provide for a private agency to do it, there may be considerable
problems involved, especially now. We have a Democratic Congress,
-8 Republican President about to be inaugurated, and ordinarily we
have many difficulties in getting anything through the Congress of
‘the United States—House and Senate—umgier any circumstances. Y ou
are equipped to do the study, your function is to oversee this sort of
thing. You have a very good, able, and substantial staff. I would think
you could do it more expertly and economically than any other group.

Mr. StaaTrs. We, of course, want to assure all of the contractors
‘that any time that our efforts are directed primarily to ¢ontract ad-
ministration and to, more particularly, even to the way in which pro-
-curing agencies exercise their responsibilities, this does not reflect on
-our side any concern one way or the other as to whether profits are too
high or too low. We feel that this is—— Lo

Chairman Proxmire. I think that is correct and I don’t think there
is any reason why your report has to indicate that. I think what your
report should do 1s determine what they are, and then it is up to Mem-
‘bers of the Congress and the public and others, the President, to deter-
mine whether he thinks they are too high or too low. Unless we have the
facts, it seems to me it is very, very hard for us to make any intelligent
-conclusions and take any really constructive action.

Mr. Werrzer. Mr. Chairman, such a study would involve necessar-
ily the collection of a great deal of information about the contractors’
inner workings and financial management and their profits, some of
which we do not have access to now. I am not saying that we couldn’t

et it, but I do feel the contractors would be more reluctant to give
‘the General Accounting Office or any Government agency some of the
information that would be involved. The confidentiality of this type
information might be better able to be preserved if some independent
:agency did the study and made summary findings available rather
‘than the individual facts on each contractor’s operations. :

I am not saying that is an insurinountable problem. But-we have
found that there 1s reluctance on the part of contractors to give some
-of this information to a Government agency. ' -

Chairman Proxuire. Don’t you think-there would be a lot of reluc-
tance if a private agency—after all, you have an act, the Truth in
Negotiations Act, which says for the purpose of evaluating the ac-
-curacy, completeness and currency of cost or pricing data required
'to be summitted by this subsection, any authorized representative or
the head of the agency who is an employee of the U.S. Government
shall have the right, after expiration of 3 years after the final ps:,is;-
‘ment of contractor or subcontractor to examine all books, records,
-documents, or other data of the contractor or subcontractor related to
‘the negotiation, pricing, or performance of the contractor or subcon-
tractor. You have that right to do it by law which we set up.
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Mr. Werrzer. This only goes to negotiated contracts or those as to-
which cost or pricing information is required.

Chairman Proxmige. If we set up a Hoover Commission-type agency,
which is not a Government agency but a private agency, it seems fo-
me they don’t have the force or the authority you have.

Mr. Werrzer. This goes only to negotiated contracts though, Mr.
Chairman, and this gives the agency of the Government, Mr. Chair-
man, the same authority that the General Accounting Office has under
the Armed Services Procurement Act and the Federal Property and
Administrative Services Act, so we have recommended that all types
of contracts including advertised competitively awarded fixed price
contracts be covered Ey any such survey. If there was an advertised
competitive fixed price contract, ordinarily the General Accounting
Office wouldn’t have any authority to go back of that contract price
and examine into the profits that the contractor made in the perform-
ance of the contract. This would extend the usual scope of the General
Accounting Office audits as a Government agency.

Chairman Proxmire. Well now, let me just conclude by saying this:
That I think we agree this has to be done. You said in your statement,
such a study is not available now it should be availabie. If you could
spell out, Mr. Staats, in a letter, which I will make part of the record
or in a statement which I will make part of the record, alternatives. No.
1, this private group you suggest—how it could be composed, what it
could do, why you think that it could get this information and get it
rapidly enough so that we can get some value to us; we don’t want it
10 or 5 years from now. We want it as quickly as we can get it.

No. 2, the positive as well as the negative aspects of the possibility
that your office might do it.

No. 3, whether some other Federal agency might do it beside you, and
the arguments pro and con here.

Mr. Staats. We would be very happy to—we would be very happy to
address ourselves to this.

Chairman Proxmire. If we are going to meet this problem, we need
answers on overall realized profits. We don’t have them. You can get
them. You should do so.

Mr. Staats. You do appreciate very frequently our reports are very
critical of the agencies having responsibility for contracts, and this
is, we hope this is always constructive, but it is nevertheless going to
be critical. We hope that this will never be construed as having a moti-
vation other than the most efficient contracting system that we can de-
velop which is in the interests of both Government and the contractor.

Chairman Proxmire. Absolutely. Just as I said in the beginning, we
have to have a healthy defense industry. We have to have one that is
interested in getting Government contracts. We certainly don’t want
a situation that is so rigid, stilted, and restrained that we can’t get the
procurement. We have to have it. We have to have the best.

Mr. Sraars. We will be happy to——

Chairman Proxmire. At the same time, we have to have the informa-
tion so we know what we are doing.

11:41-. Staars. We will be happy to spell out our thoughts on the
subject.

(The following letter was subsequently received from the GAO :)
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COMPTROLLER GENERAL OF THE UNITED STATES,
Washington, D.C., November 25, 1968.
B-159896
Hon. WILLIAM PROXMIRE,
Chairman, Subcommittee on Economy in Government, Joint Economic Com-
mittee, Congress of the United States.

DeAR MR. CHAIRMAN : This will summarize for the record our discussions dur-
ing your hearings on November 11, 1968, and later in your Office, as to various
alternative methods of conducting a study of realized profits by industry on de-
fense procurement.

We believe that our Office would be severely handicapped in attempting such
a study because, without additional broad legislative authority, we could not
expect to obtain access to necessary industry records. We would be without au-
thority to demand such access and, because of our role as the auditing arm of Con-
gress, industry would not be likely to provide access on a voluntary basis.

Other alternatives include a study by the Bureau of the Census which already
gathers certain financial data from industry as a part of its normal operations.
There is also the possibility that the study could be conducted by the Joint Eco-
nomic Committee itself with its own staff, possibly augmented by appropriately
qualified personnel on loan from our Office, Department of Defense, or other
Federal agencies.

The alternative we favor, however, is some organization that is neither Gov-
ernment nor industry-oriented—a university, foundation, or some similar aca-
demically oriented organization that will have no beneficial interest in either
the study or its results. et me emphasize here that we do not necessarily sug-
gest creation of a new quasi-Governmental body, such as the Hoover Commis-
sion, solely for this purpose. Rather, we have in mind the utilization of an exist-
ing organization such as may be found in the departments of business administra-
tion of colleges and universities or, perhaps, one of the non-profit research
organizations,

The advantages in a study by such a non-aligned organization are two-fold.
First, in our opinion, industry will likely be more candid in providing informa-
tion essential to the study and, second, the results should be more widely ac-
cepted as accurate and un-biased by industry and the public as well.

Sincerely yours,
ELMER B. STAATS,
Comptroller General of the United States.

Mr. StaaTs. Before we depart, Mr. Chairman, we have developed a
current status report on actions as we understand them that have taken
place on the 16 recommendations contained in the committee’s April
1968 report, and we would be happy to supply that to you for the
record, or otherwise as you wish. It is an effort on our part to summar-
ize what we understand the status of it is.

Chairman Proxyare. All right, we will put it in the record. It will be
a fine addition to the record.

Mr. Staats. Thank you very much.

Chairman Proxumire. Thank you, gentlemen.

(The report referred to follows:)

INFORMATION ON THE 16 RECOMMENDATIONS CONTAINED IN THE APRIL 1968 REPORT
OF THE SUBCOMMITTEE ON ECONOMY IN GOVERNMENT, JOINT EcoNomIic CoMm-
MITTEE, ON “ECONOMY IN GOVERNMENT PROCUREMENT AND PROPERTY MANAGE-
MENT”

1. The subcommittee once again urges the greater utilimation of competitive
bidding to satisfy the requirements of defense procurement, and reversal of
the tendency to award contracts by noncompetitive negotiation.

This recommendation appears to be for the attention of the Department of

Defense and the civilian agencies involved (GSA, NASA, AEC).

2. Legislative action should be taken to insure postaudit rights of the Government
under the Truth in Negotiations Act.

Public Law 90-512, September 25, 1968, provides agencies postaudit rights
under the Truth in Negotiations Act (discussed on page 3 of statement).
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3. When audits reveal that defective cost or pricing data have been certified by
a contractor, despite the fact that accurate, current, and complete data were
available to him, the case should be referred to the Justice Department for
appropriate action.

An official of the Department of Defense has advised us that they are taking
action as indicated by the individual case. We were informed that in most in-
stances, cases of defective pricing are covered by contractual remedies and that
cases are usually only referred to the Department of Justice where fraud is
indicated.

4. The GAO and GSA should take steps to insure that other Federal Agencies
adopt the provisions of DOD Circular No. 57 as a minimum standards for
the awarding of negotiated contracts.

The GSA is revising the Federal Procurement Regulations so that they will
substantially conform to provisions of DOD Circular No. 57. The GAO will of
course observe compliance by Federal agencies of the revised regulations when
they are issued. GSA has not yet indicated a release date.

5. The Bureau of the Budget should issue a uniform policy for guidance of
Federal agencies and contractors regarding the use of price differentials
under the Buy American Act.

It is our understanding that there has been no change in the Bureau of the
Budget’s position on the use of price differentials under the Buy American Act
a8 expressed to the subcommittee during the hearings in 1967.

6. “The inventorying of all Government-owned automatic data processing equip-
ment (ADPE), including equipment furnished to contractors, should be
completed as soon as possible and kept current so as to prevent unneeded
future purchases.”

The ADP Management Information System, required by BOB Circular No.
A-83, dated April 20, 1967, provides for inventorying all Government-owned and
leased ADP equipment, including equipment furnished to contractors. The last
pgé)lished inventory report was issued by GSA and showed data as of June 30,
1966.

GSA is developing a current inventory as of June 30, 1968, and we understand
that almost all of the information required of the departments and agencies has
been received.

According to GSA’s liaison officer for the Management Information System, the
current inventory report should be available around the first of December 1968.
7. GSA should make it possible for smaller manufacturers of ADPE to furnish

part of the Government’s requirements. Specifications should not be designed
around the products of certain companies which have the effects of elimi-
nating competition and stifling the incentive of smaller manufacturers.

GSA is attempting to carry out this recommendation. We are informed that
letters have been written to peripheral equipment manufacturers asking whether
the firms wished to place their equipment on the Federal Supply Schedule. We
understand that 19 firms have so far expressed themselves in the affirmative.

In addition, GSA is conducting a study looking toward a program of actions to
be taken by agencies with regard to procurement of peripheral equipment. The
first phase of the study is expected to be completed within six months.

8. The DOD must make a much greater effort to enforce its stated policy that
contractors provide their own facilities, equipment, tooling, and materials
incident to the performance of Government contracts.

9. The DOD must make a much greater effort to encourage contractors to replace
Government-owned equipment when it becomes inefficient or outmoded, and
to require economic justification from any contractors requesting replace-
ment of equipment at Government expense.

In April 1968, the Department of Defense revised its policy to emphasize that
maximum reliance would be placed on the use of privately-owned production
equipment in connection with the performance of defense contracts. On Septem-
ber 30, 1968, the policy was published in final form in Defense Procurement Circu-
lar No. 63. The revised policy states that facilities will not be provided to contrac-
tors for expansion, replacement, modernization, or other purposes unless the fur-
nishing is for use in a Government-owned contractor-operated plant, operated on
cost-plus-fixed-fee basis; to meet mobilization requirements; to meet a need that
cannnot be met by any other practical means or is determined to be in the public
interest. The policy further provides that in the latter case new commitments to
furnish Government facilities will not be made unless the contractor expresses in
writing his unwillingness or financial inability to acquire the necessary facilities
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or that he vgill be unable to obtain delivery of the equipment in time to meet

defense requirements. In addition the policy provides that new facilities will not

be furnished unless the existing equipment is inadequate or existing equipment
cannot be economically furnished.

In another action to further limit Government investment in contractor-owned
facilities, the Assistant Secretary of Defense (Installations and Logistics)
issued a memorandum to the military departments and the Defense Supply
Agency stating that equipment having a unit cost of less than $1,000 would no
longer be furnished to contractors for any purpose. This memorandum was in-
cluded in Defense Procurement Circular No. 61.

10. Where costs of production have been reduced as a result of replacement or
modernization of equipment at Government expense, appropriate contract
adjustments and price reductions should be made.

On April 15, 1968, the Armed Services Procurement Regulation was revised to
require a “Facilities Equipment Modernization” clause in facilities contracts.
Under this clause, when the Government modernizes or replaces equipment being
used by the contractor, the contractor would be required to return to the Govern-
ment the net savings actually realized from the use of the modernized or replaced
equipment. This clause is required for firm fixed-price contracts or subcontraets,.
or fixed-price contracts or subcontracts with escalation.

11. Immediate steps should be taken to collect full payment for past, present, and
future use of Government-owned property, and to establish an adequate
system of use records.

A Defense Procurement Circular issued in June 1967 requires DOD personnel
to (1) review any unauthorized use of industrial plant equipment (IPE) and
institute recovery action where money may be due the Government and (2)
review all facilities contracts to assure adequate rental collection.

In connection with the establishment of an adequate system of use records,
the Department of Defense has undertaken a study of the feasibility of main-
taining records of equipment utilization on a machine-by-machine basis. A 90-day
test conducted at 19 contractors’ plants was recently completed. The contractors.
selected were required to maintain records on the number of hours each ma-
chine with an acquisition cost of $25,000 or more was used for DOD, other Govern-
ment, or commercial work. A variety of different record-keeping procedures were-
used which should provide DOD with a wider spectrum of alternative methods.
Both recurring and nonrecurring costs were determined, so that reasonable es-
timates can be made of the cost of maintaining these utilization records on
varying equipment acquisition cost levels.

DOD officials have determined that contractors will be required to maintain
machine-by-machine utilization records for high-value equipment. The results
of the test should enable DOD to determine how best to establish this recording
procedure.

12. The inventorying of all Government-owned property on loan to contractors.
should be expedited by all defense agencies. Proper controls should be es-
tablished for each class of property.

In early 1967, DOD inaugurated a reconciliation program to bring contractor-
held inventories of production equipment into line with the records of the De-
fense Industrial Plant Equipment Center. The program was due to be completed
in December 1969. In March 1968 the Assistant Secretary of Defense (Installa-
tions and Logistics) requested that the reconciliations be completed by Decem-
ber 1968. A special record-to-record reconciliation was requested in order to get
a quick appraisal without waiting for the completion of physical inventories:
at all locations. As of July 1, 1968, two-thirds of the 2,100 locations had com-
pleted their physical inventory reconciliations and as of July 30, 1968, all but
43 of the contractors concerned had completed their special reconciliation.

DOD is in the process of making changes to the Armed Services Procurement
Regulation to improve controls over Government property in the hands of con-
tractors. The changes are expected to provide that if a contractor does not es-
tablish, maintain, and administer an approved system for control of the prop-
erty or comply with written instructions of the contracting officer, any loss or
damage to such property shall be presumed to have resulted from a failure to do-
so. Administratively, when a contractor fails to establish or maintain an ap-
proved system, a written deficiency report would be made under the Contractor
Performance Record procedures.

13. A system of uniform rental rates should be established for the use by albh
contractors on an equitable basis who have been furnished Government-
owned property.
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Defense Procurement Circular Number 61 contains a revised schedule of uni-
form rental rates to be charged in leasing Government-owned equipment for
Government and commercial use. The new schedule increases the monthly rental
rate for equipment less than 3 years of age. The Armed Services Procurement
Regulation Committee is also still considering a new policy under which con-
tractors would be charged rent for all Government Industrial Plant Equipment in
their possession.

In our opinion, these steps are not really addressed to the problem area where
rental rate computation inequities occur. The gross rent liability is generally
determined from the rental rate prescribed by the Armed Services Procurement
Regulation, i.e., machine-by-machine. However, the computation of a rent credit
for the rent-free Government work can be made according to the relationship
-of various factors—such as sales, labor hours, or machine hours.

As indicated in our November 1967 report to the Congress, it is our opinion
that the determination of both the gross rent liability and the rent credit for
rent-free use on a machine-by-machine basis would be more accurate and more
-equitable than the various methods presently in use.

DOD officials have stated that the matter of how rent can best be administered
and applied continues to be under study. They have indicated to us that, when
their position regarding rent has been established, it will be discussed and
-coordinated with the GAO.

14. A thorough review should be made of any misuse or unauthorized use of
Government property in the possession of contractors. Penalties should
be assessed for unauthorized or improper use of such property.

DOD has recently approved two major changes to its Armed Services Procure-
ment Regulation concerning misuse and unauthorized use of Government prop-
-erty. The first change deals with a thorough evaluation of contractor Industrial
Plant Equipment utilization. 1t requires regular evaluation surveys by property
:administrators, and contractor-written procedures to control the utilization of
-equipment, establish minimum utilization levels, and promptly return any equip-
ment not utilized at these levels.

If these mew provisions are properly and aggressively implemented, they
:should lead to improvements in several aspects. However, we still feel as indi-
cated in our November 1967 report, that, in order to protect the Government
interest, the Government should prescribe the standards and information needed
to manage its equipment, including the extent and manner of use.

The second change contains new policy regarding commercial Industrial
Plant Equipment usage controls. The policy states the conditions under which
the commercial usage of equipment is justified ; requires detailed written justi-
fication from contractors seeking approval of the Office of Emergency Planning
for greater than 25 percent non-Government use of the equipment; and more
precisely defines the criterion of more than 25 percent non-Government use.

In connection with assessing penalties for unauthorized use, DOD has devel-
oped a new rental penalties clause. In substance, the change states that a waiver
of rental penalty for misuse can be granted only by the head of an agency
rather than by the local contracting officer, as previously permitted. The revised
clause allows the waiver only when circumstances amounting to gross inequity
Justify such a waiver.

15. GAO is requested to advise the subcommittee as to collection action taken
or planned by DOD resulting from GAO Report B-140389. Action taken
regarding these contractors should be extended equally to all similar con-
tractors holding a Government property.

DOD has completed its reviews of all the companies cited in our report and
has made collections of approximately $66,000 from five companies. DOD has
stated that, in each of the cases reviewed for collection, careful study was made
to determine if additional amounts were collectible under contract terms, and
that. where this was so, action was initiated and such collections were obtained.
As shown in the above comments on recommendation number 11, DOD presonnel
‘were required to review all facilities contracts and unauthorized use of equip-
ment and to take action to assure adequate rental collection, where appropriate.
16. GAO is requested to continue to investigate the adequacy of controls over

Government property furnished to contractors, including property held
under contracts with agencies other than DOD, such as NASA and AEC.

As recommended, we are continuing to investigate the adequacy of controls,
includgno% those applicable to property held under contract with agencies other
than .
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According to its records, the National Aeronautics and Space Administration
has about a half billion dollars worth of equipment in contractor-owned plants.
We are now reviewing the adequacy of agency control over and the utilization
of such equipment at selected locations. A large portion of the NASA equipment
held by contractors is located in facilities utilized almost exclusively in support of
the space program ; we do not, therefore, expect that commercial utilization of
such equipment will prove to be a significant problem.

With respect to the Atomic Energy Commission which has about $5 billion
worth of equipment, almost all is located in Government-owned contractor-
operated plants. These contractors are engaged in government work exclusively
and there does not appear to be a problem of utilizing Government equipment
for commercial purposes. We are, however, reviewing ABEC’s overall accounta-
bility for such equipment. . . .

Chairman Proxmrre. Our next witness is Murray Weidenbaum, pro-
fessor of economics at Washington University, St. Louis, who is an
outstanding expert in this field, and has a very interesting paper.
Professor Weidenbaum, go right ahead.

STATEMENT OF MURRAY L. WEIDENBAUM, PROFESSOR OF ECO-
NOMICS, WASHINGTON UNIVERSITY, ST. LOUIS, MO.

Mr. Weme~nBauMm. Thank you, Mr. Chairman. Thank you for the
kind remarks.

It is a great pleasure to be asked to participate in the subcommittee’s
study of the economic impact of military procurement. I should like
to focus on three main questions.

How To INcreEASE THE EMERGENCY OF MILITARY PROCUREMENT

1. What is the future outlook for military budgets? If the achieve-
ment of peace in Vietnam will lead to further arms reduction and
even arms control and disarmament, then the question of military
procurement becomes less important. However, as I will explain, I
believe that the indications point to high and rising levels of defense
preparedness and, hence, of military procurement over the coming
decade. Thus, the subject of the present inquiry will become of even
greater importance in the future.

2. How efficiently do we use the resources devoted to the military
effort? This question is a fundamental part of any economic study of
military procurement. Rather than treating efficiency as an abstract
concept, fwill focus instead on two key indicators of efficiency: the
degree of competition for military business and the level of profits on
defense contracts.

3. How can the efficiency of military procurement be increased ? The
hearings before this committee have brought to light major shortcom-
ings in military procurement practices and some improvements have
been made. However, many of the efforts at greater regulation of
defense companies have generated, I believe, adverse side effects on
private initiative and entrepreneurship. Thus, I will try to indicate
what steps can be taken to achieve the twin objectives of increasing the
efficiency of military procurement and strengthening the private enter-
prise system.

Tre OvurtLook ror MiLrrary Bupcers
When we attempt to project the future trends in military spending,

we are really looking at the period following peace in Vietnam. It is
extremely difficult to estimate the nature and size of a cutback in mili-
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tary spendin.% following peace in Vietnam. A return to the pre-Viet-
nam defense level is generally envisioned to involve a reduction in the
neighborhood of $15%illion from current levels, although specific esti-
mates range from $30 billion down to close to zero. The full amount
of Vietnam “savings” is not likely to be realized. There will be close
interrelationships between the size of post-Vietnam cutbacks and gen-
eral attitudes toward military spending. A restrictive attitude on mili-
tary spending after peace In Vietnam could result in far sharper
reductions in the defense budget than otherwise.

Even to devote the same amount of real resources to defense pro-
grams as prior to the war will require a substantially higher level
of expenditures than in 1965—that is, before the Vietnam buildu
because of the sizable pay raises for the Armed Forces and civilian
personnel and the increased costs of weapons and supplies that have
occurred in the last 3 years. Depending on when peace is achieved, the
new base could be anywhere between $60 to $70 billion. The dollar
cost of the new base expands over time because of further pay and
price rises. There also are several “built-in” increases.

Chairman Proxmire. You say the new base will be $60 to $70 billion,
you are talking about the new base without the inflationary elements
1n it, without the allowance for the increased pay and without the al-
lowance for the increased cost of weapons?

Mr. WemeNBAUM. No, sir. That is precisely why I give you a range
of $60 to $70 billion. If we had peace in Vietnam right now, the non-
Vietnam base would be closer to $60 billion. If peace is delayed an-
other year or so, the base would be closer to $70 billion.

Chairman ProxMire. What was the budget, as you calculate it, be-
cause there are different methods I suppose of calculating what
includes defenses, but what was the defense budget, say, in 1964 before
we started escalation? We were spending money mm Vietnam but
much, much less. -

- Mr. WemenBAUM. It was about $50 billion. .
. Chairman ProxMIire. About $50 billion ; all right.

BUILT-IN INCREASES

Mr. WemenBaum. The dollar costs of the new base expands over
time because of further pay and. price rises. There are also several
built-in increases. ,

For example, under existing law, the pay of the Armed Forces and
civilian employees of the Military Estaglishment is scheduled to rise
by over $2 billion between the. fiscal years 1969 and 1970, in_order to
establish comparability with private wage scales. ‘

Also, several weapon systems are in early stages of production and
the larfe expenditures are scheduled to come in the next year or so—
examples, among many, include several nuclear carriers-and destroyers,
the Poseidon and Minuteman III missiles, and the Sentinel ABM
system. These built-in increases are all aside from the future conse-
quences of any decisions currently being made or which will be made
by the incoming President to bolster our long-term arsenal of stra-
tegic and tactical wea,glon systems.

One indication of future congressional action is the recent report of
the Preparedness Investigating Subcommittee of the Senate Armed
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Services Committee. Reflecting a year of detailed study and hearings
dealing with strategic forces, the committee urged, “Prompt decisions
should be forthcoming for the deployment of additional and more
modern weapon systems and improvements to existing weapon sys-
tems *x % %x»

The committee specifically recommended rapid development of a
new long-range strategic bomber and an accelerated research and de-
velopment effort on an advanced ICBM. It also has under way studies
of tactical requirements for aircraft, missiles, and ships, and we can
presume that similar recommendations will be forthcoming.

MILITARY BUDGET PROJECTIONS

It might be helpful to consider some military budget figures pre-
pared under different assumptions. The numbers in table 1 are my
own estimates. As a base, we can take the current fiscal year, 1969, at
about $78 billion.

Personally, I arrive at that figure in either of two ways: continua-
tion of the war in Vietnam plus restraint on non-Vietnam military
programs or peace in Vietnam with initiation of several new weapons
systems. Permutations and combinations are obvious. With continua-
tion of the war and something less than restraint, total defense spend-
ing could reach $80 billion or more. In contrast, peace with budgetary
restraint might lower DOD expenditures to $76 billion or so.

TABLE 1.—ALTERNATIVE EXPENDITURE PROJECTIONS OF DEPARTMENT OF DEFENSE—MILITARY FUNCTIONS
(ASSUMPTION)

[Fiscal years. In billions of dollars]

Vistnam Other mifitary 1969 1970 1971 1972 1973
Status QUO. oo eiieenan Some new programs._...._..coceece- 80 86 89 92 95
Di Restraint_ . .o ocnoo o iaiiaeeaan 78 83 85 87 87
wea- SOMe New Programs. .. . cceeeeeen 78 72 72 75 78

Restraint_ . oo oo aeieceieeaaa 76 70 68 68 68

Nota: *Status quo’’ projections assume no fundamental escalation in the U.S. commitment in Vistnam, “‘Peace” pro-
jections assume termination of hostilities early in calendar year 1969.

Mr. WemeNsavy. Moving ahead to fiscal year 1970, price and wa,
increases alone would raise military spending by somewhere in the
neighborhood of $5 billion. Hence, continuation of the war could re-
sult in a military budget of $83 billion. With peace early in calendar

ear 1969, I would estimate military spending at about $70 to $72
illion——

Chairman Proxyire. It is interesting that when Mr. Nitze testified
before the Appropriations Committee, I asked him what he expected
the budget to be after Vietnam, assuming peace in Vietnam, and he said
then—this was 4 or 5 months ago; no, I guess it was in June—that it
would be about $75 billion. That is very close to what you have.

You say peace with budgetary restraint in contrast might lower
DOD expenditures to $76 million.

Mr. WemenBauM. I was not aware of that testimony. I am pleased
tolearn of that. .

Chairman Proxmire. That was in executive session, but of course
that testimony would not be secret, at least I hope it would not be. It is
not now. [Laughter.] o . :
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Mr. Wemensaum. With peace in Vietnam early in calendar year
1969, I would estimate military spending at about $70 to $72 billion—
an $8 billion decline from the current year and a modest initial peace
dividend.

Fiscal year 1971 might see a further but smaller reduction in mili-
tary spending. Beyond that, the pressures of new Weapon systems
phasing into production would make for an upturn in total military
spending, which could continue at least through the middle of the
decade, with the prospects of further rises.

Any major new development, either toward hot war or toward arms
control, would require another review of our projections.

I should now like to turn to the question of the efficiency with which
these military expenditures are spent.

Tee ErricmNcY oF MILrTaRY PROCUREMENT

When we examine the actual expenditure of military funds, we find
that there are two fundamental differences between ge way military
departments make their purchases and the methods used by civilian
agencies. The typical weapon system contract is awarded to a com-
pany chosen as the result of a lengthy series of negotiations. The

ty;lnca,l civilian agency procurement order is a fixed-price contract;.
military orders are frequently cost-reimbursement types.

ABSENCE OF PRICE COMPETITION

The Defense Department maintains that negotiation does not sig-
nify lack of competition. However, often technical performance rather-
than lowest price is the basis on which firms compete for military con-
tracts. Hence, this is not the price competition that occurs in a, market
situation. As a result, some economists prefer to use the term “rivalry’
in place of competition in discussing the military market. Thus, it is:
important to know who are the sellers that are the major “rivals” or-
“competitors.”

CONCENTRATION IN THE MILITARY MARKET

Who are the major sellers?

A relatively few comﬁxla,nies receive the bulk of military contracts.
In the fiscal year 1967, the 100 companies obtaining the largest dollar
volume of military prime contracts accounted for two-thirds of the
Department of Defense total, as can be seen in table 2. These com..
panies are in general fairly sizable organizations.

TABLE 2—CONCENTRATION TRENDS IN MILITARY PROCUREMENT—SHARES RECEIVED BY MAJOR DEFENSE
DEPARTMENT CONTRACTORS

Rank of company 1960 1961 1962 1963 1964 1965 1956 1957-'
54 55 51 52 53 48 43 .
11 11 12 14 13 13 12 ll‘g
5 5 6 5 5 5 6 6
3 3 3 3 2 3 3 3
27 26 28 26 27 31 36 32

100 100 100 100 100 100 100 100
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The typical defense contractor is in the asset size of $250 million
or higher.
DECLINE OF SMALL BUSINESS

How small a share for small business?

Small firms receive a thin slice of military business. In the fiscal
year 1968, small business firms received only 18 percent of DOD prime
contracts. However, this average conceals a good part of the actual
forces at work.

Table 3 shows that there is great variation in small business shares
within the military market.

TABLE 3.—8mall business share of military purchasing, fiscal year 1968
[Percent of total awards to business]

Category
Construction 64
Textiles and clothing. 61
Subsistence 56
Procurements of less than $10,000 50
Miscellaneous hard goods. 39
Services 26
Fuels and lubricants 22
Ordnance weapons. 17
Tanks and automotive vehicles. 14
Ships 12
Ammunition 11
Electronics and communication equipment 11
Aircraft 3
Missiles and military space systems 2

Chaéirman Proxmire. Small business share has been declining, has
it not?

Mr. WemENBAUM. Yes, sir.

Chairman Proxmire. Along with competition?

Mr. WemENBAUM. Yes, sir; since the beginning of the Vietnam war.

For example, the small business share ranges from a high of 64
percent for construction to a low of 2 percent for missile and space
systems. Small business concerns receive relatively large proportions
of contentional f)rocurements—construction, textiles, clothing, sub-
sistence, and small purchases—and relatively small proportions of the
items with a high input of science and technology, such as aerospace
systems.

SUBCONTRACTING—LACK OF INFORMATION

Military subcontracting is one area where the potential for small
business participation is great and it is the area where we have the
least information. Until 1963, the Pentagon reported on the propor-
tion of prime contracts which were subcontracted out. It came to
about one-half over the years. Such data are no longer available.

Chairman Proxyire. Why is that?

Mr. WemeNBaUM. I do not know.

Chairman ProxMire. About that time that I got a bill passed pro-
viding for a small business subcontracting program, including offi-
cials 1n the Defense Department whose job it was to do all they could
to help small business get contracts, and so forth, and I am startled
to see they do not report on subcontracts.
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Mr. WemenBauM. The Department of Defense does report regu-
larly on the percentage of the subcontracts of a large sample of its
primes that go to small business. I am surprised that in the same ques-
tionnaire they do not ask for the information they used to ask for,
and that is the split of how much is done in-house and how much
is subcontracted out. I cannot see any——

Chairman Proxmire. Could you just take a minute or two to tell
us why this is significant and why this would be useful ?

Mr. WemeNeavm. Well, by and by large the major role of small
business——

Chairman Proxuire. I am not talking about small business. You sa
they do give some report on that. But I am talking about the overa,
subcontracting.

Mr. WemenBavm. That is just the point, Senator. We know what
proportion of subcontracts go to small business, but we do not know
what proportion the prime contractors decide to keep in-house or get
the military to let them keep in-house as opposed to subcontracting out
in the first place.

Chairman Proxuire. I see.

Mr. WemexBAUM. The major potential for widening the role of small
business in military procurement is to increase the subcontract ratio;
and this is precisely the information which since 1963 is no longer
available. v

Chairman Proxmire. The other major way to do it is to provide for
more advertised competitive bidding. Small business gets a great deal
more of this than they do of the negotiated awards, for many reasons,
but they do. Of course, it is very hard to increase that.

Mr. WemENBaUM. And certainly in the case of large weapons sys-
tems it is clearly.

Chairman Proxmire. They cannot.

Mr. WemeNsaum. The potential role is clearly at the first or second
or third tier of subcontractor level.

It would be helpful to know more about this large segment of the
military market. éi)me tabulations of subcontracts by type of product
or industry would be useful. This would enable us to explore the
nature of competition for subcontracts.

DECLINE OF COMPETITIVE NEGOTIATED CONTRACT AWARDS

How competitive is the military market?

The Department of Defense reports that 42 percent of its contracts
were awarded by competition in the fiscal year 1968. This is down from
47% percent in 1967. However, the drop ‘is not due particularly to a
shift in competitive forces, but results from changes in reporting
brought about by the work of the Comptroller General and of this
committee. .

It is a little difficult for me to keeYl a straight face when reporting
that only since May 1967 does there have to be more than one bidder
before an award is classified as competitive.

Chairman Proxmire. Where did you get that 42-percent figure;
those are the ones that are not negotiated with a single source ?

Mr. WemexNsaum. My source of information is the Department of
Defense report, “Military Prime Contract Awards and gubcontract
Payments.”



53

Chairman ProxMire. You are just talking about the contracts that
are not negotiated with a single source, when you say 42 percent. In
other words, 57 or 58 percent are negotiated with a single source. They
obviously have no elements of competition in them at all.

If you are talking about so-called competitive negotiated bidding,
that is three-quarters of everything that is left ; is that right

If you are talking about advertised competitive bidding, you are
down to about 11 percent.

Mr. WemensauvM. The figure of 42 percent competitive is based
on the analysis of all Defense Department contracts for military func-
tions in fiscal 1968 other than work performed by other Government
agencies.

Chairman Proxmire. I am just talking about what you mean when
you say “competitive.”

Mr. WemexsauM. Well, of the 42 percent, only a small portion is
formally advertised. In other words, 11.5 percent is formally
advertised.

Chairman Proxmire. Well, as long as we understand what you
mean when you say “42 percent,” because I think that squares with
what we just heard.

It would seem that there is an apparent discrepancy between your
statistics and those of the Comptroller General. There is not. We are
just talking about different categories when you talk about com-
petition.

Mr. WemENBAUM. Yes; I believe we are both using the same
Department of Defense data.

Chairman Proxmire. All right. Very good.

DEGREE OF COMPETITION

Mr. WemenBauM. 1t would be helpful to have comprehensive
statistics on individual competitions, showing the actual number of
companies that reall res%ond with bids, the nature of the winners
and of the losers. Meanwhile, we can try some indirect methods of
analyzing the degree of competition for military business, and this
I have done in a rough way.

HOW MUCH TURNOVER AMONG MILITARY SUPPLIERS

One method is to examine the turnover among the major defense
contractors. Table 4 shows the turnover between 1958 and 1967.

TABLE 4—TURNOVER AMONG MAJOR DEFENSE CONTRACTORS, 1958-67

Ranking in 1958

Top 100 contractors, 1967
1t025 26t050 51to75 76to 100 Below 100 Total
18 3 1 1 2 25
4 8 S 1 7 25
1 3 2 3 16 25
0 1 3 3 18 25
23 15 11 8 43 100

22-490—89—pt. 1——3
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ENTRENCHMENT OF DOMINANT FIRMS

The entrenchment of the dominant firms is striking; 18 of the top
25 in 1967 also were in the top 25 in 1958.

The relatively low turnover among the top firms in the military
market, which are mainly the large aerospace and electronics com-
panies, results in good measure from the substantial barriers to both
entry into and exit from the markets for major weapon systems.

The entry barriers here mainly take the form of scientific and engi-
neering capabilities required to design and produce modern aerospace
weapons. The exit barriers, in contrast, can be inferred from the
many unsuccessful attempts these companies have experienced in pene-
trating commercial markets.

In contrast, considerable mobility is evidenced in the ranking of
the firms which have substantial but lesser shares of military business.
Of the next 75 firms, 43—more than half—were not on the list of the
top 100 defense contractors in 1958. Between 1965 and 1966 alone, 28
percent of the firms on the top 100 list were replaced. These shifts,
which occurred primarily among nonaerospace firms, also reflect the
changing product mix of military procurement and, hence, the influ-
ence of technology rather than a shift in competitive forces.

A decade ago, the large missile programs brought many firms into
the military market as suppliers of mechanical ground support equip-
ment, fabricators of silos and builders of tracking stations. The decline
in missile procurement and the rise of ordnance for limited war is
requiring a different set of technical capabilities and a new variety
of industries.

HOW CONCENTRATED IS MILITARY PROCUREMENT

Another indirect method of estimating the amount of competition
1s to examine the degree of concentration of sellers in the major prod-
uct categories. Such statistics do not reveal the number of competitors
or the intensity of competition for individual contracts. The data do
indicate the extent to which different firms are active in the various
segments of the military market.

CONCENTRATION RATIOS

There has been considerable discussion of the validity of concentra-
tion ratios as measures of industrial concentration and competition.
They should not be taken as gospel. The concentration ratio is a fairly
crude approximation but, so far, it is the only thing we have which
fits the requirements of economic theory that 1t have some relevance
to market behavior. As a general statistical matter, the greater the
concentration the lower the odds in favor of competitive behavior.

I call the committee’s attention to table 5 which contains some con-
centration ratios for the military market. It covers the contract awards
by the Air Force in 1966.
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TABLE 5.—MARKET CONCENTRATION IN U.S. AIR FORCE PROCUREMENT, FISCAL YEAR 1966

Percent of contracts

Market category Size (millions)
Top4 fiims  Top 8 firms
AITCraft engines. ... .occocecmceememmmmcmeeeaeeeom e ammemaas $2,185 2 92
Combat vehitleS . _ - o eneoecmc e ceseimmeacnacan . 590 65 79
AIrframes and SPares. .. .. ccoeoececncmnnmmameacemaenananann - 4,760 56 79
Noncombat vehieleS. oo ocooe o me e R 999 55 68
PetrO UM - o o o oo ecemeceecacccsmemmmm——m—eaneneneon 1,279 38 54
ShPS. e oo ceecaaccaaann 1,436 37 54
Missile and space systems 4,395 35 56
Construction_....... 1,856 34 36
Weapons__..__ ... 524 31 39
Other aircraft parts 1,054 24 37
Building SUPPIeS . - -« e eeeiceenaaaici e 412 23 38
Electronics equipment. _ . .. oo miiiai e 3,995 22 35
AMMUNIION . e eeeeccaemimececcaoaa 2,899 21 31
SOIVICES - - o o eenemmeeeceeeeececmmmammmemmmeeas e 3,041 18 24
Textiles and clothing__ o eaao. 1,286 13 20
Subsistence. . _ . aeeiiiiios 1,102 8 10
All other supplies and equipment. (il 1,464 7 12

It can be seen that the implicit degree of competition varies widely
among the product categories. Four firms account for 86 percent of the
engine contracts and for only 8 percent of subsistence.

Chairman Proxyme. You say four firms account for 86 percent of
the engine contracts. Are there one or two firms that get most of it?

For example, I think the argument that there are four firms that
account for 98 percent of the automobile production in this country
does not give a fair picture of the concentration. General Motors ac-
counts for half or more.

Mr. Wemeneavy. Two firms, United Aircraft and General Electric,
al;:count for 65 percent of Air Force contracts for aircraft engines in
that year.

Ch}‘;irman Proxyire. Which is the larger, and how much does that
account for?

Mr. WemeNneauM. Excuse me ?

Chairman Proxmire. Which is the bigger?

Mr. WemenBauM. United Aircraft is No. 1 with 36 percent, Gen-
eral Electric is No. 2 with 29 percent. Then AVCO is third with 14

ercent.
P Finer breakdowns—such as fighters, bombers, et cetera, in the air-
craft category, for example—would show a greater degree of con-
centration.

In order to analyze the data—in terms of the engine, Senator, AVCO
does not produce the large kind of engines that, say, United and GE
produce, but the finer the degree of breakdown, the higher the concen-
tration ratio is found.

Chairman Proxmire. So you get some categories in which you only
have one source, others in which you have only two. So when you talk
about aircraft engines having four and the leading firm having 36
and the next 29, it does not look too bad, but when you break it down
with the big engines or particular kinds of engines, you find that you
often have only one or two firms that can sell to the Government.

Mr. WemeNBauM. Well, in terms of the big engines, generally two,
United Aircraft and General Electric. I cannot think offhand of a
situation where one of those will let the other one go scot free without
making a serious competitive effort. It would be in a sense a two-com-
pany competition.
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Chairman Proxumrre. Well, when you have a tremendous increase
such as we have had in military procurement for Vietnam and so forth,
you could certainly have a situation where one firm has just gotten
more than it can handle and the other firm is the only one available,
just a matter of timing, could that happen or not ?

Mr. WemexBaum. Conceivably it could happen. I am not aware that
this is the case in the large engine category.

OLIGOPOLY IN THE MILITARY MARKET

Chairman Proxarire. Well, again, to be as fair as possible, do you
think or would you conclude that you always have some degree of
competition in these areas that you are discussing here? You have——

Mr. WemENBAUM. Yes, sir.

Chairman Proxmire. If they wished to, they can get at least two
firms to bid or to competitively negotiate or something.

Mr. WemeNBAUM. In this analysis of the Air Force market, so to
speak, T have come across no case even approaching monopoly.

Chairman Proxmire. But it is rife with oligopoly.

Mr. WemeNeavm. Well, that is just the poinf I make in the next
part of my testimony. It is competition between

Chairman Proxmire. Duopoly, triopoly, quadropoly.

Mr. WemeNBauM. I use the term oligopoly to sort of serve as an
umbrella here, and I draw upon the work of Messrs. Kaysen and
Turner—Turner, the former Assistant Attorney General in Charge of
Antitrust.

They developed standards for measuring concentration, they suggest
that high seller concentration, oligopoly—where you have relatively
few, when there are two or three or four firms competing in a large
market—that high seller concentration, oligopoly, occurs when the
largest eight firms control 33 percent or more of the sales of an indus-
try. They group oligopoly into two categories :

Type 1, heavily concentrated industries, exist where the largest eight
firms make at least half of the industry’s sales.

In type 2 oligopolies—moderately concentrated industries—the first
eight firms make a third or more of the sales but less than half.

HEAVILY CONCENTRATED INDUSTRIES

Of the 17 major Air Force product categories, in four cases, eight
companies account for 50 percent or more of the market—type 1
oligopolies; aircraft engines, combat vehicles, airframes, and missile
and space systems, the highly concentrated markets.

MODERATELY CONCENTRATED INDUSTRIES

In eight other market categories, eight firms receive a third or more
of the contracts—category 2 oligopolies, substantial oligopolies, non-
combat vehicles, ships, petroleum, construction, weapons, aircraft
parts, building supplies, and electronics. Only five unconcentrated
markets show up—ammunition, services, textiles and clothing, sub-
sistence, and all other supplies. Some of these——

Chairman Proxmrre. Have you had a chance to break down the
amount of procurement in each of these types, the portion of the $43
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billion of Federal procurement that would fit type 1 and type 2 and so
forth, so we have some notion of the portion of procurement that is in
a highly concentrated industry ?

Mr. WempENBAUM. In an earlier study which in a sense is the backup
of my testimony, I have a table that does that, if I may turn to it.

Chairman Proxmire. If you could have it for the record that would
be fine, there is no necessity that you supply it right now, but I think
it would be very interesting to see and we would be in a better position
to evaluate your position.

Mr. WemeNBaUM. The figures are as follows, if I may.

Roughly 6 percent of Air Force procurement, this is on a somewhat
different basis but it is all available, 6 percent—I am sorry, 25 percent
of Air Force procurement in 1966 was in groups where eight firms
accounted for 50 percent or more of the market. T'wenty-five percent—
another 29 percent were in markets where eight firms accounted for
one-fourth to one-half of the market, and 46 percent of the contracts
went to markets where eight firms account for less than a quarter of
the market.

Chairman Proxmire. Now these figures would make it, again recog-
nizing that further breakdowns would be very desirable, but these
figures would suggest that the very low portion of advertised competi-
tive bidding and the relatively low proportion of negotiated competi-
tive bidding is unjustified, very unjustified, and the fact that it is de-
clining is even more unjustified, again subject to an analysis of a finer
breakdown which, as you indicated, might show a greater degree of
concentration.

Mr. WemeNBAUM. I think that is the key to it, because this very
gross degree of breakdown in the table I have in the back up here,
showing how this market, Air Force procurement, compares to the
total manufacturing in the United States, does not show it particular-
ly more concentrated. It shows that in a sense American industry as
a whole is fairly concentrated and military procurement is a mirror
of that.

However, if we had more detailed breakdowns of concentration
ratios, it would show up higher.

HOW PROFITABLE IS DEFENSE WORK?

The high degree of seller concentration in the military market would
lead us to expect that profit rates are higher than average. This is
precisely what my analysis to date shows, although I should caution
the committee that there are differences on this score.

The Logistics Management Institute, on the basis of a somewhat
different approach, came up with quite contrary findings. Their study
covered many smaller companes and many firms which are not pri-
marily dependent on military contracts and the data they used were
supplied primarily by special questionnaires.

I took a sample of the large defense contractors that do three-
quarters or more of their business with the Government and compared
them with a sample of similar sized industrial corporations that ob-
tain most of their sales in commercial markets. The data I used are
standard published data.

The results are contained in table 6. As shown in the table, and as is
well-known, defense companies operate on much smaller profit mar-
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‘gins, defined as profits as a percent of sales, than do typical industrial
corporations. However, as a result of the large amounts of Govern-
ment-supplied capital, which are not reflected on the books of these
‘companies, the major defense contractors report a far higher ratio of
-capital turnover—dollars of sales per dollar of net worth.

PROFITS AS A PERCENT OF INVESTMENT

The higher turnover rates more than offset the lower profit margins.
"Hence, the defense companies’ return on net worth—net profits as a
percent of stockholders’ investment, which is the preferred method
-of measuing profitability—is considerably higher—17.5 percent, for
my sample of large defense companies, versus 10.6 percent for my sam-
ple of similar size nondefense companies during 1962-1965.

TABLE 6.—COMPARISON OF DEFENSE AND NONDEFENSE ORIENTED CORPORATIONS

Average of §ample Average of sampte
Financial characteristics of defense firms of industrial firms
1962-65 1952-55 1962-65 1952-55
Profit margin on sales (percent) ... cucccacieaannat 2.6 3.0 4.6 4.5
Capital turnover_ .. . iieieaas 6.8X 6.1% 2.3% 2.9%
Return on net worth (percent)_ ... . .......... 17.5 18.6 10.6 13.0

Chairman Proxmire. This is really startling if you can show that it
is comparable.

In other words, what you are saying is that when these 2 years,
these two periods of 2 years, defense profits rose from 10.6 percent
to 17.5 percent, and by percent I am talking about profits in relation-
ship to stockholders’ investment; is that correct or not?

Mr. WemexnsavM. No, sir.

‘What this shows is that defense profits from my sample in the mid-
dle fifties, 1952 to 1955, were 18.6 percent. They declined a bit too,
during the period 1962 to 1965, to 17.5 percent, In contrast, the sample
of commercial companies experienced a much sharper profit decline,
13.0 percent to 10.6 percent. So that defense companies in both periods
showed higher profits than nondefense companies, and the differ-
ence between the two widened.

The middle fifties were a period of very rapid economic expansion
and very high rates of profit in the American economy as a whole.

For background, I hope it is not interpreted in a partisan way, but
the period 1952 to 1955 you will recall was during a Republican
Presidency and the period 1962 to 1965 was during a Democratic
Presidency, and I offer that for whatever it is worth.

Chairman Proxmire. Can you draw any conclusions based on the
1952 to 1955 period as a period that included the Korean war and the
post-Korean war, and 1t would be a little more useful, it would
seem to me, if you had other figures, maybe they are not available
but if you had figures showing 1950 to 1952 compared to 1966 through
1968 or 1966 and 1967, something of that kind.

What I am talking about here is a period which shows that average
sample of defense firms, the profit margin was low, 2.6 percent, the re-
turn on net worth was 17.5 percent, which is far higher than the aver-
age return in private industry, nondefense firms.
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Mr. WemENBAUM. Yes, sir. :

Chairman Prox»iIre. éubstantial]y higher, T would say 75 percent
higher; is that right ?

%\Ir. WemenBaus. That is right.

CONGLOMERATE MERGERS OBSCURE DEFENSE PROFITS

Chairman Proxmire. And this was before the Vietnam war.

Now is it fair to conclude that, on the basis of any studies that you
have or any data that you have, that the profits are now higher than
they were during the pre-Vietnam war escalation period

Mr. WemeNeaoM. 1 have not analyzed the impact of the Vietnam
war on profitability for a variety of reasons.

One is the technical point that given the trend toward conglomerate
mergers affecting the aerospace industry and large defense suppliers,
Martin-Marietta, McDonnell-Douglas, North American Rockwell, we
no longer get the data in published statements.

Chairman Proxmire. That is interesting, another interesting reason
to be concerned about conglomerate mergers that had not occurred
to me.

This obscures the opportunity for determining the profitability of
defense firms, does it not?

Mr. WemexBauM. My understanding is there are strong elements in
the accounting profession pushing for the conglomerates to report
results, both sales and profits by division.

Chairman Proxmire. You still would not have the net worth though.
That is something else.

Mr. WemensauM. Not unless they choose to do so, but this of course
underscores the importance of the study you were discussing earlier
with Mr. Staats.

EXPERIENCE DURING WARTIME PERIODS

Chairman Proxmire. What was the experience in previous wartime
eriods? Did the profits of defense firms rise or decline during the
{orean war in relation to net worth?

Mr. WemENBaUM. My recollection is that profits of several of the

large defense contractors rose very sharply during that period.

hairman Proxarge. I would think they would. Even if their return,
even if their profits on sales, declined because their volume obviously
goes up sharply?

Mr. WemENBaUM. Well, but there was an interesting aspect of
defense procurement during the Vietnam war that was not present dur-
ing the Korean war, and that was, during the earlier period we had not
only the expansion of the defense contracts for the limited war, we had
the beginning of the cold war so to speak, so we had a major increase in
defense contracts for strategic weapons.

This was a period of major procurement of B—47’s, B-52’s which
were not used in Korea, but were used to rebuild our strategic arsenal
that had declined substantially between the end of World War II and
the beginning of Korea.

In contrast, our strategic arsenal had been maintained at a much
higher level between Korea and Vietnam.
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INCREASE IN PROCUREMENT, 1964—68

Chairman Proxmire. You can make no conclusion on the fact that
procurement has gone up from $26 billion to $43 billion between 1964
and 1968, and again I do not want to press you on this because we want
to get as accurate an estimate as possible, but you would not conclude
that that would necessarily indicate a higher return on net worth for
defense contractors?

Mr. WemeNeaUM. Well, there are two conflicting aspects here.

One is that the requirements of the Vietnam war brought companies
back into the military market, that is, nonaerospace, nonhigh tech-
nological companies that had not been a big factor in the interwar
period, so the defense dollars are being spread more widely.

‘When we look at the geographic distribution of the defense contracts
and when we look at the industrial distribution of the contracts since
the Vietnam war, you see they are distributed more widely, food,
clothing, Army ordnance. That would explain why margins would not
come down.

To the extent that individual companies obtained rapid increases in
Government orders for a given product line, notably aircraft for Viet-
nam, I would expect the so-called learning curve to take hold ; that is,
decreasing unit costs.

PROFITS OF DEFENSE FIRMS AND NONDEFENSE FIRMS

Chairman Proxmure. That is what I would conclude. At any rate,
what your table 6 shows is the average sample of defense firms, which
IZou have done your very best to make as objective a selection as possi-

le, that the defense firms are earning substantially more than non-
defense firms ?

Mr. WemexnBaunm. That is right.

Chairman Proxmire. During both the 1952-55 period and 1962-65
period, and there is every reason to suspect and no reason not to sus-
pect that you have the same situation, and perhaps a higher return on
Invested capital for defense firms, at least on the basis, as you say, of
the unit cost system, than for nondefense firms.

Mr. Wemensaum. We would suspect so, but I do not know if we
can make a strong statement about it.

LMI STUDY

Chairman Proxmire. At this point, would it be a good thing for you
to give us—because I am going to ask Defense when they appear to-
morrow, about their LMI study, Logistics Management Institute de-
fense study—your own reason for the direct contradiction where you
show a higher profit for defense firms than nondefense firms and they
show the reverse?

They show two things: They show, No. 1, a lower profit and, No. 2,
they show a declining rate of profit, indicating we ought to be con-
cerned about the health of the defense industry, and we ought to be
looking for ways for providing them to make more money.

Mr. WemENRATM. So far as a declining rate of profit, I do show a
very small decline between the 1950’s and the 1960, and as they carry
their data forward a few more years
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Chairman Proxuire. Well, you show a much more, much clearer
decline for nondefense firms during that period, 30 percent.

Mr. WemeNBAUM. Yes. But basically, the reason I think that LMI
came up with different results is certainly no reflection, I do not think,
on the ability of either the LMI and/or myself to master the higher
reaches of arithmetic. I am willing to accept the accuracy of their
computations.

The key difference is the nature of the sample. Very clearly, I de-
scribed this study of mine as an analysis of the large specialized mili-
tary contractors, those Government-oriented corporations who do more
than three-quarters of their work for the Government over extended
periods of time.

DATA FOR SMALLER AND MEDIUM-SIZED COMPANIES

These are what—incidentally, I have used the phrase, “the locked-in
defense contractors.” In contrast, LMI used a much wider sample.
They covered, first of all, many smaller medium-sized companies, com-
panies that do not depend so overwhelmingly on Government business.
Many of the companies in their sample do most of their work in com-
mercial, industrial consumer markets.

VOLUNTARY SUBMISSIONS

Chairman Proxmire. Would not any professional—these days we
are all concerned about polling—any professional pollster, Mr. Scam-
mon or anyone else, would almost faint with shock if you said the way
to determine profits or anything else using the LMI system is about
as bad as you could derive—what they have done, as I understand it,
is to send out inquiries throughout defense industry to determine
whether or not profits are higher or lower through the defense con-
tractors, then they have tabulated the ones they have received back.

Anybody who has conducted any kind of a poll knows this is about
as unreliable as you can get, especially in this kind of an area. After
all, if you are a contractor enjoying increasing profits, you are not
going to be so anxious to reply on a voluntary basis, this was com-
pletely voluntary, to the Government’s inquiry or to LMI’s inquiry
or to any other agency’s inquiry as to what your profits are.

If your profits are low, you are going to be telling everybody that
you cannot make money out of it. I found that to be true in my State.
People are always willing to tell you that these Government contracts
are worthless, that they are more painful than they are profitable,
and therefore you get a very inaccurabe—predictagly inaccurate—
response.

Mr. WemeNBAUM. This no doubt is a serious problem.

Chairman Proxyire. This is what LLMT has done, as I understand it.
They have tabulated results of volunteer responses without making
any computation to account for the kind of persons who would re-
spond, the kind of firms I should say that would respond.

Mr. WemENBauM. 1 believe they have a fairly wide sample with
responses in each of the major categories.

Chairman Proxmire. And a very biased response group.

Mr. WemeNBaun. I think the fundamental difficulty, perhaps, is a
different one, or perhaps a second difficulty. I have not looked at the
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unpublished worksheets of LMI and I cannot say how representative
their sample is.

What really concerns me is the following: If my study focuses
almost entirely on the giant—the largest—prime contractors, and their
study is so heavily weighted with medium-sized, smaller, nonspecial-
ized defense contractors, the way I can reconcile the two results is as
follows:

DATA FOR LARGE COMPANIES

The large companies that do most of their business with the Govern-
ment have done a very good job of adjusting to the so-called McNamara
reforms, such a good job that their profit rates are relatively higher,
relative to nondefense firms than prior to the McNamara reforms.

On the contrary, the smaller, less specialized defense companies that
cannot afford to devote as much in the way of staff resources in follow-
ing the ASPR’s and contract negotiations, et cetera, have not done as
well in adjusting to the changes in defense procurement contracting.
Hence, the way I can reconcile the two studies is that the large firms
are doing quite well but the smaller, medium-sized and less specialized
firms perhaps are the ones who are truly showing the decline in profit-
ability of defense work.

But that is surmise. You cannot be certain unless you see the un-
published data.

Chairman Proxmige. It would seem to me if you are going to rely
just on the people who reply, volunteer to reply, you cannot make a
useful conclusion on any basis, whether these are the typical small firms
or the large firms. There may be a large number of medium-sized
firms doing well who would not reply ; why should they ? This is volun-
tary. But your observations are extremely interesting, too.

Mr. WemENBaUM. At this point I would like to link up the two
threads of my analysis. .

MILITARY MARKET HIGHLY CONCENTRATED

First, we have found that despite substantial rivalries for individ-
ual defense contracts, the markets for major portions of the military
market are highly concentrated; they well can be characterized as
competition among the few. :

LARGE FIRMS REALIZE HIGHER PROFITS

The second major point follows logically from the first, the major
firms that hold entrenched positions in the military market experience
profits substantially above those of commercially oriented corporations
of similar size. Hence, if we can attract more firms into this market,
two related accomplishments can occur: the high seller concentration
may be reduced and the greater competition is likely to bring profit
rates down to more normal levels. The concluding section of my testi-
mony suggests ways of doing this.

IncreEasiNG THE ErriciENcy oF MILITARY PROCUREMENT

Before presenting some positive suggestions for increasing the ef-
ficiency of military procurement, I would like to point out how not
to go about it.
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As T observe the cumulative effect of the close military-industry re-
lationship, I am struck by the extent to which the Government is
taking on the traditional role of the private entrepreneur while the
companies are acquiring many of the characteristics of a Government
a%ency or arsenal. Policy changes supposedly designed to increase
efficiency must take account of and, I should hope, avoid these unin-
tended side effects.

EFFECTS OF MILITARY-INDUSTRIAL RELATIONSHIP—WHAT ARE THE
UNINTENDED SIDE EFFECTS?

In its long-term dealings with its major suppliers, the Department
of Defense gradually has taken over directly or indirectly many of
the decisionmaking functions which are normally the prerogatives of
business management. This public assumption of, or active participa-
tion in, private decisionmaking includes such basic aspects as the
choice of which products the firm is to produce, the source of capital
funds, and the internal operation of the firm.

RESEARCH AND DEVELOPMENT

By awarding massive contracts for research and development, the
Department of Defense has come to strongly influence or determine
which new products its contractors will design and produce. Hence,
the decisions to embark upon a military product research and develop-
ment program are made primarily not by the sellers but by the buyer,
who bears the risk of not recovering its technological investment.
Defense contractors do sponsor and fund some of their own R. & D.
effort.

COST ALLOCATION FORR. & D.

However, the bulk of their R. & D. is performed under Government
contract and much of the remainder is charged as allowable overhead
on their Government production contracts.

Chairman Proxuire. That is a very interesting and, I think, a
shocking observation.

Would you explain the statement, the bulk of the defense con-
tractors’ R. & D. work is performed under Government contract and
much of the remainder is charged as allowable overhead on their
Government production contract ?

Mr. Weme~eau. Well, in a sense R. & D., and we are talking about
the big ones, is an end product, is an end product which the contractors
sell to the Government. In other words, develop a new ICBM, develop
a new strategic aircraft for the Pentagon. This is a product which the
defense firm is selling to the Government. Hence it does it under a con-
tract. That is the first part.

This has been standard procedure for decades, and it is certainly
no new development.

The second point gets at the question, what sort of costs should be
chargeable to a military contract, a Government contract? You know
we talk about cost-plus contracts, what goes into the cost base is critical
and there has been negotiation over the years as to how much of the
so-called I.R. & D., the independent research and development effort
sponsored by the company, is a standard cost of doing business, and
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hence, like our light bulbs and so forth are chargeable pro rata to the
Government contract.

My understanding is this is a subject of considerable negotiation
each year between the military and the leading contractors, and the
percentage of the corporate sponsored research which is allowable as
overhead varies from year to year. It is certainly something way less
than 100 percent. It depends in good measure on the extent to which
the military considers a research program relevant to the military
mission, but it gives the company some initiative for undertaking
military related R. & D.

Chairman Proxmire. In other words, what you are saying, I want
to be sure I understand this, you are saying that the bulk of the defense
contractors’ R. & D. work 1s performed under Government contract
and that the remainder which is perhaps not for the Government but
is for the commercial market, that some of this is chargeable as over-
head on Government production contracts or not ?

Mr. WemeNBaAUM. No, sir: I must clarify that.

In the case of the aerospace industry, which industry receives the
largest proportion of R. & D. contracts, over 90 percent of the aero-
space industry’s R. & D. was funded by the Government contracts,
namely military, in 1964, the year I have here. That ratio has been
fairly constant over the years.

Chairman Proxmire. All right.

Mr. WemensauMm. Now the remainder of their military-velated
R. & D., much of that is charged to their production contracts, not
their commercial contracts.

Chairman Prox»ire. Yes; but if 90 percent of their R. & D. work is
paid for and so forth by the Government and much of the remain-
der

Myr. WemeNBaUM. Of their military-related R. & D.

Chairman Proxmire. I see. But you do not see any problem involved
in their using the Government-paid-for R. & D. in their commercial
operations?

Mr. WemEeNeauM. One of my recommendations deals with patent
rights on Government contracts.

Chairman Proxmire. All right.

GOVERNMENT-SUPPLIED PROPERTY

Mr. WemexBauM. The answer is “Yes,”

The Military Establishment also supplies the bulk of the plant and
equipment used by its major contractors and a major part of the work-
ing capital that they require. A survey of 13 of the largest defense
contractors covering 1957-61 revealed that the cost of Government-
supplied property exceeded the amount of gross company property.

“PROGRESS” PAYMENTS

During the early 1960’s there was an attempt to reduce this Govern-
ment investment. However, during the Vietnam war, Defense Depart-
ment expenditures for additional plant and equipment to be supplied to
its contractors have risen sharply, from $56 million in fiscal year 1965
to an estimated $330 million 1n 1967. Also, approximately $5 billion
of outstanding progress payments are held by defense contractors.
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WORKING CAPITAL

Some individual defense firms reported that such Government sup-
plied working capital exceeds their total book assets. Military procure-
ment regulations provide specific incentives against the use otP private
working capital. Progress payments equal to 80 percent of the costs
incurred on Government contracts generally are provided without in-
terest charge to the contractor.

Chairman Prox»are. Do you think the recent steps taken which the
Comptroller General just described to us this morning will make a
significant change in this ?

Mr. WemexBauy. I do not believe that the changes he described
will get at this question of working capital. The changes he described
deal with the important question of fixed plant and equipment—de-
crease the Government investment in that—but I fail to see where the
DoD deals with this question of working capital, and T will have
specific recommendations on that.

In contrast, should these companies decide to rely on private sources
for working capital, their interest payments may not be charged to
the contract and, hence, must come out of their profits.

Presumably, this arrangement results in smaller total cost to the
Government because of the lower interest rates paid by the U.S.
Treasury on the funds that it borrows. However, the result also is to
increase the extent to which public rather than private capital finances
the operations of defense contractors. Hence, the financial stake that
the military establishment has in its contractors is increased further.

Chairman Proxarree. What do you mean by working capital? Cer-
tainly, the usual concept of working capital is cash receivables and in-
ventory. Are you talking about some other interpretation or definition?

Mr. WemeNBaUM. I am an economist, not a CPA so I must find my
layman’s terms, so to speak. Essentially, what I am talking about is the
inflow of funds needed by a contractor during the production period
to pay his employees, his suppliers before the end product is completed
and delivered to the customer. Typically, in the commercial economy
the manufacturer finances the work in progress through his own funds
and through loans from banks and similar financial institutions. This
is not the typical case except in a small way in defense contracts. In
large, particularly large, long leadtime defense procurement, the mili-
tary, the Treasury Department technically, pays on a pay-as-you-go
basis, as the contractor incurs the costs. Roughly 80 percent of the costs
are reimbursed currently prior to the completion of production, prior
to the delivery of the end item to the Government. This, as I see it, is a
free provision of working capital. In the case of the commercial

Chairman Proxumre. There are a lot of advantages in this and I can
imagine that the contractors would be especially the smaller contrac-
tors, and medium sized contractors, would be, in serious straits if they
took on a big Government contract, for them big, if they didn’t have
something o% this kind. I have had contractors in Wisconsin, we don’t
have many, but the few that we have had who have desperately been
trying to get the payments that still remain owing to them from the
Government, and the smaller firms are really having a tough time.
This is one of the elements that enables small business to get defense
contracts.
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Mr. Weme~xBauM. Mr. Chairman, given the fact that if they supply
their own working capital, the expense of raising and supplying their
working capital comes out of the profits itself not an allowable cost,
that is the key problem. This forces your defense, particularly your
small defense contractors to come hat in hand asking for and depend-
ing on the promptness of the military in disbursing progress pay-
ments because they, in a sense, don’t have access to private capital
markets except at the penalty of the interest coming out of their profits.

Essentially, my point is here is a great opportunity for substituting
private capital g)r Government capital. I wouldn’t abolish progress
payments, but I would eliminate the negative incentive against the use
of private working capital.

hairman ProxMire. I will have to think about that one, I just don’t
know enough about it. It is the first time it’s come to my attention and
I'want to look into it, it is very interesting.

Mr. WemenBauM. Thank you. I should point out that the present
arrangement results in a lower total cost to the Government over the
long haul because of the lower interest rates paid by the U.S. Treasury
on the funds that it borrows. In the short term, were we to make inter-
est an allowable cost and substitute private capital for Government
capital, we might get a substantial reduction in defense expenditures as
the rate of progress payments declines.

The result, however, of the present system is to increase the extent
to which public and not private capital finances the operations of con-
tractors; hence the financial stake that the Military Establishment has
in its contractors is increased further.

PROCUREMENT LEGISLATION AND REGULATION

Finally, perhaps the most pervasive way in which the Department
of Defense assumes the management functions of its contractors is
through procurement legislation and regulation. Pursuant to the
Armed Services Procurement Act, the Armed Services procurement
regulation requires military suppliers to accept on a “take it or leave it”
basis many standard clauses which give the military contracting and
surveillance officers numerous powers over the internal operations of
these companies. These unilaterally determined grants of authority
vary from matters of substance to items so minor that they border on
the ludicrous. It should be realized that these restrictions generally
have been imposed to prevent specific abuses which may arise; how-
ever, the cumulative and long-term impacts on company Initiative and
entrepreneurship are rarely considered.

The authority given to the customer includes power to review with
veto power decisions as to which activities to perform in-house and
which to subcontract, which firms to use as subcontractors, which
products to buy domestically rather than to import, what internal
financial reporting systems to establish, what type of industrial engi-
neering and planning system to utilize, what minimum as well as
average wage rates to pay, how much overtime work to authorize, and
so forth. An example of the more minor matters covered in the detailed
and voluminous military procurement regulations is the prescription
that the safety rules followed in the offices and factories of the con-
tractors must be consistent with the latest edition of the Corps of
Engineers’ safety manual.
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WHAT POSITIVE STEPS CAN BE TAKEN?

In examining possible changes in military procurement, I would
like to emphasize the desirability of reducing and not increasing that
close, continuing dependence of the specialized military suppliers on
the Defense Establishment. Some of my recommendations may be
interpreted as aiding the defense companies and others as attacking
them. My intent is to do neither. The purpose of the following sug-
gestions is simply to improve the effectiveness and efficiency of mil-
tary procurement.

INTEREST ON WORKING CAPITAL AS AN ALLOWABLE COST

One simple way of reducing the financial dependence of defense
companies on the Government is to make interest on working capital
an allowable cost on military contracts. Interest on indebtedness is
certainly a standard cost of doing business and should be recognized
as such. Unlike the rapid and uncertain expansion of defense work
in the early 1940’s, where progress payments essentially started, mili-
tary contracts are now an established feature of American industry.
The Treasury no longer needs to serve as banker.

Chairman ProxMIRe. You conclude that this would save rather
than cost money.

Mr. Wemensauym. I think it would; in the short run, it would save
money. In the long run, there would be a slight increase in interest
expense absorbed through the contracts. I think here it is a question
of, in the long run, weighing the benefits of reducing the arsenalization,
if you will.

Chairman Prox»ire. At any rate, you think the amount of money
involved is relatively small and the benefit of less dependence on the
Federal Government would be worth it.

Mr. WEDENBAUM. Yes, sir; the benefits would exceed the costs, as
T see it.

STREAMLINE PROCUREMENT REGULATION

A second way of strengthening the private entrepreneurial charac-
ier of defense industry firms is to streamline and reduce the variety
and scope of special provisions in procurement legislation and regu-
lations. Let defense companies develop their own safety rules to dis-
courage employees from skidding on factory floors. We seem at times
to forget why in the first place we prefer to use private enterprise
rather than Government arsenals to develop and produce most of our
weapon systems. It is not because private corporations are better than
Government agencies at following rules and regulations—at doing it
by the numbers. It is precisely for, the opposite reason. We hope that
private enterprise is more creative, more imaginative, and more
resourceful.

Chairman Proxarre. I think we all agree with that but I think until
we look at the specific regulations it’s pretty hard; this is a generali-
zation to say we can reduce them. After all, one of the things Congress
has done in hearings like this—and legislation that develops out of
them—is to require the Defense Department to provide more detailed
regulations.
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Mr. WemDENBAUM. Senator, here I think is where a benefit-cost anal-
ysis is necessary. . .

Chairman Proxmrre. I think this is a good constructive position. I
don’t differ with your view at all, but I am just wondering how we go
about it.

Mr. WemeNBaUM. 1 think what is needed is a broad-gaged analysis
of the total impact of these procurement regulations on the defense
firms, the long-term significance in terms of what happens

Chairman Proxmire. You mean about every few years we ought to,
if we can, could, start clean to the extent we could, wipe out all the old
ones and then determine what is absolutely essential and keep that and
eliminate those that are not essential for the purpose of protecting the
taxpayers’ enormous expenditure.

Mr. WemeneauM. But I think the viewpoint, the standard of essen-
tiality, has to be a broader one. In other words, most of the regulations
that I am familiar with have come about to correct a specific real abuse
that has been uncovered either by a congressional committee or by
GAO or by the Pentagon itself.

However, I have failed to see the Government, either the legislative
or the executive branch, take a look at the ASPR’s in total and see what
cumulative effect this is having on that large branch of private in-
dustry which does most of its business with the Government.

Let me give you one indication which to me was very

Chairman Proxmire. Of course, one of the astonishing things is here
you are, you are a brilliant professor and you have contributed greatly
to our understanding, and you would think that the people who are
affected by this, the defense contractors, who aren’t usually shy and
don’t hesitate to speak their mind when they feel strongly about things,
would come up and tell us.

DISENGAGEMENT AND ARSENALIZATION

Mr. WemenBaumM. Well, first of all, Senator, I have been very sur-
prised in my work in the past year or two, the main thrust has been what
I call “disengaging” and a little piece has been on the profitability, the
defense industry has chosen to take the one aspect which they consider
unfavorable and give it all their attention and publicity and 1gnore the
part which I think corresponds to theirs as well as to the Nation’s best
interest, and it is this question of disengagement. Perhaps the point is
they have tried in earlier years and have gotten discouraged or in a
sense maybe this shows that arsenalization has proceeded further than
we realize.

Chairman Proxmire. I think the most useful thing we can do is
to try to be as specific as possible in the regulations that you either
reduce or eliminate. To the extent that you do that, fine, but I think
the generalization makes it very hard for us as a committee to make
recommendations that are going to be, really going to have any force.
The regulations, as we know, you are right, they are infinite, they are
great, they are growing and tfoo little effort is made to reduce them,
but unless you at least give several pretty good hard-hitting examples
in addition to that safety one——

Mr. WemenNBaUuM. Let me give you one overriding example.

Chairman Proxumire. All right.
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Mr. WemeNBaUM. When I worked on my Ph. D. thesis in the 1950,
the ASPR’s were an important source document. There was one loose-
leaf binder containing the ASPR’s. In doing my current analysis, I sent
to GPO for the current edition of the ASPgR’s. I didn’t get a looseleaf
binder, I got two boxes. One box was the ASPR’s of say, 1963, and the
other box was the revisions and amendments since then. Those things
have grown tremendously, and people who follow them day to day,
I don’t think they realize the very massive expansion in this detailed
Government regulation of industry.

INCREASE COMPETITION

If I may turn to my third and final recommendation for improving
the efficiency of military procurement, it is to increase competition
for military contracts. I would like to offer six alternative ways of
increasing the number and variety of companies competing for mili-
tary business:

BROADENING OF THE COMPETITIVE BASE

1. Broaden the competitive base. This could be accomplished by en-
couraging commercially oriented companies to consider military work
as a possible source of diversification for them. The two previous
recommendations concerning interest on working capital and stream-
lining procurement procedures should help on that score. Also, de-
fense companies could be encouraged to diversify into commercial
markets. It may be natural for procurement officials to favor firms
whose interests are not “diluted” by commercial work. However, the
diversified company may also be the more efficient one in the long run.
Certainly, the diversification of industry both into and out of the
military market would reduce the present tendency for a relativel
small number of companies to become primarily dependent on mili-
tary business.

DESIGN IN FEDERAL LABS—COMPETE PRODUCTION

2. Emphasize production rather than B. & D. as the major point
of competition. This could be done by doing more of the design work
in Federal laboratories and making the designs available to the var-
ious private companies who would bid on the production work. Sub-
stantial precedents exist for this approach. NASA did the primary
development work on the Saturn rocket booster, and subsequently
commissioned private industry to produce the boosters. Alternative-
ly, the design and development work could be done in the private
sector but the companies competing for this kind of work would not
be permitted to bid on production contracts.

BREAKOUT SUBSYSTEMS

8. Break out more subsystems for competition. Even during the
heyday of the weapon system contractor concept, some key subsys-
tems were supplied separately, notably aircraft engines. More at-
tention to breaking out major elements, either during the develop-
ment or production stages, might increase the number and types of
firms competing for prime contracts.

22-490—69—pt. 1—6
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WIDEN PARTICIPATION IN SUBCONTRACTS

4. Widen the participation in subcontracts. Much of the subcon-
tract dollars go to companies that are prime contractors on other sys-
tems. More attention in the award of subcontracts could be paid to
small business and other industries not actively participating in the
military market as primes.

REDUCE COMPETITIVE ADVANTAGE OF GOVERNMENT ASSETS

5. Reduce the competitive advantage of using Government assets.
Some thought should be given to reducing the competitive advantages
that accrue to the dominant primes that hold on to Government-owned
plant and equipment for long periods of time. Please note Mr. Staats’
work in this area which should help. The free provision of these assets
also explains their high-profit rates. The simplest approach, of course,
would be to curtail the practice of furnishing plant and equipment
to long term Government contractors and, instead, to give them greater
incentives to make their own capital investments.

TIGHTEN PATENT POLICIES

6. Tighten patent policies. In general, contractors get to keep free
of charge the patent rights they obtain from research on Government
contracts. This, of course, puts the “ins” at a competitive advantage
over the “outs.” It is interesting to note the double standard. When
these same contractors award contracts to research institutes, they
insist that the client and not the contractor retain the patent rights.

I would like to suggest that substantial study and attention be given
to the pros and cons of these alternative means of improving the
efficiency of military procurement. The end result—promoting com-
petition and reducing concentration in the military market—would
simultaneously strengthen both our national security and the private
enterprise system.

Essentially the study of the economic impact, of the efficiency of
military procurement faces the important task of using the alternative
means of improving efficiency without either converting the companies
to unimaginative arsenalized operations or letting them obtain wind-
fall profits because of the Government’s inability to drive hard enough
and intelligent enough bargains. The answer is neither simple nor
apparent. In part, however, it does lie in governmental policymak-
ers and administrators constantly being aware of the need to steer
that difficult middle course between Government arsenalization of
industry, on the one hand, and private interests obtaining high profits
unrelated to either the investments they have made or the risks they
have borne on the other.

Thank you, Mr. Chairman.

GOVERNMENT IN-HOUSE CAPABILITY

Chairman Proxmire. How would you feel about Government’s in-
house capability in keepin%]thq ability to use its arsenals, and so forth,
to produce weapons, and having production facilities available as a
check against the efliciency and so forth of the contractors? Do you
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have any notion on how much it should maintain for that purpose?

Mr. WemeNBaum. I can’t get very enthusiastic, in most cases, of
having military arsenals where we have competitive commercial mar-
kets. I have done a little analysis of the areas where we have arsenals
and where we don’t, and I am intrigued by the fact that very sensibly
where such cases as in automobiles we have large arrays of alternative
firms who will produce trucks, autos, motor vehicles, we have not de-
veloped and apparently there is no need for Government arsenals.
Hence, to the extent that we have a competitive private economy, which
I would assume is a desirable end product in its own, this reduces
the need for maintaining arsenals.

There is another economic criterion—which can do the task more
effectively and cheaper. There is a Budget Bureau circular, of course,
covering essentially nondefense areas, talking about Government com-
petition with business, and the standard as best as we can measure it
1s for a given dollar outlay will the Nation get more defense in this
case, more weapons systems if they are produced in the private sector
or in the public sector. I think the best check is ot to set up two com-
peting alternative production systems, one public and one private, but
to make sure that our private enterprise system is sufficiently competi-
tive that we do have a wide enough array of private firms competing
for Government business that our objectives of economy and efficiency
are adhered to.

NEED FOR MORE INFORMATION

Chairman Proxmire. This is a very, very fine paper, most useful,
and I especially appreciate the specific recommendations you make on
improving the procurement practices. Certainly, however, in order
to make these effective, we do need more information.

For example, you stress widening the participation in subcontracts.
We don’t even imow, as you pointecgl out, since 1963, how much is sub-
contracted. It is very hard for us to make much of a case in some of
these instances where we don’t have the data, we don’t have the in-
formation. It is hard for us to really know what we are talking about.
You make a strong argument in general terms we don’t have subcon-
tracting sufficiently, but it is very hard to prove the point, isn’t it, with-
-out that data?

Mr. WemENBaUM. I think it is a very legitimate question to ask the
Defense Department when they testify.

Chairman Proxuire. This would be very important, it seems to me
at least of equal importance, for more independent business to be en-
gaged in subcontracting.

Mr. WemeNBaUM. Precisely.

Chairman Proxmire. So we can get more competition. It is very
hard to argue with people who say you can’t expect 100 or 150 firms
to compete for a big missile system. Of course, you can’t. But you can
expect many firms to compete for the component parts that go into
it that can be subcontracted, with strong, vigorous, and effective sub-
contracting programs to do it with.

Mr. WemexNBauM. One of the things that would be helpful to know
is whether the subcontract ratio is held up at 50 percent, to what ex-
tent are these subcontracts going from one of the top 100 defense con-
tractors to another one of the top 100 defense contractors to another
.one of the top 100 defense contractors.
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Chairman Proxmire. That is significant, and also of great signifi-
cance, it seems to me, is to what extent the subcontracting system itself
is competitive. In other words, if you subcontract to one firm on a
sole-source basis, that may or may not be helpful. If you ask for ad-
vertised bidding for your subcontracts to the extent that you can
break them down that way, this can be a very significant element in
reducing the costs.

Mr. WemenBaum. And I believe the first step is, as you indicated,
to get more information into the public records so we can make some
intelligent analyses of competition for subcontracts.

Chairman Proxmire. Professor Weidenbaum, thank you very very
much.

We will resume our hearings tomorrow in this room at 10 o’clock

when we will hear from Mr. Knott of General Services Administra-
tion, Mr. Malloy of the Defense Department, and Mr. Petty, also of
the Defense Department.
. The committee will stand in recess until 10 o’clock tomorrow morn-
ing.
%Whereupon, at 12:55 a.m., the committee recessed until Tuesday,
November 12,1968, at 10 a.m.)



ECONOMICS OF MILITARY PROCUREMENT

TUESDAY, NOVEMBER 12, 1968

Coneress oF THE UNITED STATES,
SuecoMMITTEE ON EcoNoMY IN (GOVERNMENT
oF THE JOINT Economic COMMITTEE,
Washington, D.C.
The subcommittee met, pursuant to recess, at 10:05 a.m., in room
1202, New Senate Office Building, Hon. William Proxmire (chairman
-of the subcommittee) presiding.
Present : Senator Proxmire.
Also present: John R. Stark, executive director; and Richard
Kaufman, economist. '
Chairman Proxmire. The Subcommittee on Economy in Govern-
ment of the Joint Economic Committee will come to order.
We are happy to welcome as our first witness this morning the dis-
tinguished administrator of the General Services Administration,
Mr. Lawson B. Knott, and his staff. Mr. Knott, go right ahead.

‘STATEMENT OF HON. LAWSON B. KNOTT JR., ADMINISTRATOR OF
GENERAL SERVICES ADMINISTRATION; ACCOMPANIED BY JOE
E. M0ODY, DEPUTY ADMINISTRATOR; HARRY R. VAN CLEVE,
GENERAL COUNSEL; H. A. ABERSFELLER, COMMISSIONER, FED-
ERAL SUPPLY SERVICE; AND JOHN G. HARLAN, JR., COMMIS-
:SIONER, PROPERTY MANAGEMENT AND DISPOSAL SERVICE, GEN-
ERAL SERVICES ADMINISTRATION

Mr. K~xorr. Thank you, Mr. Chairman.

It is a pleasure to be with you and to bring to this hearing some
of the principal members of my staff: my deputy, Mr. Joe Moody,
on my left; Commissioner Abersfeller, of our Ii*‘egeral Supply Serv-
ice; Commissioner Harlan of our Property Management and Dis-
posal Service; and Mr. Harry Van Cleve, our general counsel.

PRrOGRESS IN DEVELOPING THE NATIONAL SUPPLY SYSTEM
SUPPLY SUPPORT RESPONSIBILITY

We have tried, Mr. Chairman, to pick up some of the items of par-
ticular interest from the prior hearings and since my last report
which was in November of 1967, the Department of Defense has trans-
ferred supply support responsibility to I():‘rSA for approximately 17,000
items. The inventory value of these items is $43 million with projected
annual sales of $86 million. Since 1962, some 68,000 items in 65 pri-

(73)
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mary GSA Federal supply classes with an inventory value of $142
million and a projected annual sales volume of $189 million have been
transferred from the Department of Defense to GSA for supply
management.

SuppLy MaNaceMenNT FUNCTIONS

Several Supply Management functions previously performed by
the Defense Supply agency in these 65 classes were also transferred to
GSA. These functions include coordinated procurement of certain
military managed items, provisioning support, management of gen-
eral mobilization reserves, industrial mobilization planning, and pro-
curement support for overseas Army and Air Force activities on selec-
tive items which they may not procure overseas due to gold flow re-
strictions. ‘

CoMMmERCIAL VEHICLE PROCUREMENT

Agreement was also reached between DOD and GSA to transfer the
DOD procurement responsibilities for commercial passenger carrying
vehicles and trucks up to 10,000 pounds gross vehicle weight from the
Department of the Army to GSA. This transfer of responsibility,
effective July 1, 1968, consolidated the procurement of approximately
28,000 military vehicle requirements totaling about $60 million with
the GSA civil agency procurement of about 30,000 vehicles approxi-
mating $73 million annually. Combined annual requirements amount
to about 58,000 vehicles at an estimated value of $133 million. All of
this, of course, is'in furtherance of the concept of development of the
national supply system.

Furure Acrions

Future actions in our continuing implementation of the national
supply system include a joint review of 54 additional Federal supply
classes now managed by the Defense Supply Agency to determine pri-
mary management assignment. Representative commodities are lum-
ber, air purification equipment, insecticides and rodenticides, books and
pamphlets. In addition, actions are underway to eliminate or reduce to
a minimum approximately 1,000 dual managed items stocked in the
GSA and DSA supply systems. We are also participating in a joint
study with DOD to determine the best method to provide support for
spare parts, components, and tires and tubes covering those vehicles
procured by GSA. We expect to complete this study early in the spring
of 1969.

Of course, the system works the other way, too, and this is illustrated
in the next subject of fuel transfers.

FureLs TrRANSFER

A time-phased plan was initiated July 1, 1968, for DSA support of
civilian requirements for fuel. Assumption by DSA of depot stocked
packaged fuel products support is scheduled for January 6, 1969.
Gathering of civilian requirements data and the establishment of new
DSA regional contracts for bulk fuel products is in process. Estimated
value of contracts being transferred is $100 million for fiscal year 1970.
Transition of support for bulk fuels as distinguished from “packaged
fuels is scheduled for completion on November 1, 1969. This extended
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schedule provides for continuity of Government-wide support with-
out disruption of current GSA or DSA contractual arrangements.

ErLeEcTRONICS TRANSFER

In the field of electronics, the assumption by DSA of support of
civilian agency requirements for electronic items scheduled to be effec-
tive November 1, 1968, has been delayed pending a determination of
agency responsibility for preparation, publication and maintenance of
catalog material. )

We are continuing our efforts with concerned agencies to find a solu-
tion to these cataloging problems and expect to have the matter re-
solved by the end of this fiscal year.

SUBSISTENCE STUDY

In coordination with VA, DHEW, and DSA, we have made sub-
stantial progress toward standardization of subsistence, and in estab-
lishing the framework for expanded utilization of subsistence by civil
hospitals and institutional agencies and by military hospitals.

‘We are pleased to report completion of the standardization program
for perishable subsistence and both military and civil agencies have
concurred in the publication and use of a “Subsistence Guide for Hos-
pital Feeding Programs.” This subsistence guide is being printed and
will be distributed in December 1968 to all hospitals and agencies
with institutional feeding programs at which time DSA will be the
primary source of supply for these perishable subsistence requirements.
In the meantime, 60 VA and PHS hospitals and four large Indian
schools have been using DSA by cross-servicing agreements as an
optional source of supply. DSA sales to these activities amounted to
$3.4 million in fiscal year 1968 as compared to sales of $2.0 million
in fiscal year 1967.

The standardization of nonperishable subsistence was begun in
January 1968, with participation of VA, DHEW, and DOD. We:
expect to complete this standardization effort by December 31, 1969,.
at which time assumption of centralized Government-wide supply
responsibility will be reconsidered by DSA.

MepicarL ITEMs Stubpy

A commonality study of medical materiel as used by DOD, VA,
and DHEW was initiated in February 1968. Professional medical of-
ficials in VA and DOD must determine the extent to which common
specifications and standardized application can be achieved. There are:
approximately 14,000 medical items in the DSA and VA supply sys-
tem many of which are technical in nature and require extensive ex-
amination. This study is expected to be completed by June 30, 1970,
at which time we will have a basis for determining whether there are
advantages of centralized Government-wide management.

TRUTH IN NEGOTIATIONS

_Your committee’s April 1968 report recommended legislative ac-
tion—consistent with DOD Defense Procurement Circular No..57, No-
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vember 1967—to insure that contracting officers or their authorized
representatives have a postaudit right of access to performance records
of contractors holding contracts on which certified cost or pricing data
were required to determine whether defective cost or pricing data had
been submitted. The postaudit provision of Defense Procurement Cir-
cular No. 57 was made a statutory requirement by Public Law 90-512,
approved September 25, 1968, which amended that portion of the
Armed Services Procurement Act relating to truth in negotiations.

The report of your committee also recommended that GAO and
GSA take steps to insure that our Federal agencies adopt the provi-
sions of Defense Procurement Circular No. 57.

Federal procurement regulations providing for postaudit access
to contractor records and a complete updating of coverage with respect
to the requirements for cost or pricing data which is consistent with
the requirements of Defense Procurement Circular No. 57 (as codified
in ASPR Revision No. 30, September 1968) and the requirements
of Public Law 90-512 have been drafted, circulated to agencies for
comment, and are now being readied for publication. Tt is expected
that the revisions will be published in the FPR by the end of
November.

INVENTORY MANAGEMENT

We consider the function of inventory management to be one of
the most important elements of any supply system. Therefore, we have
placed great emphasis upon improving the methodology used in re-
quirements determination, acquisition, management, and utilization of
items handled through our storage and distribution system.

NATIONAL INVENTORY CONTROL CENTER

Through our National Inventory Control Center nationwide stocks
are made available to meet needs which cannot be satisfied from stocks
within a given region. Stocking patterns are being varied based on
regional demand coupled with an automatic order referral system to
assure reliable supply service.

A computer-oriented redistribution and disposal system has been de-
veloped which automatically directs redistribution of stocks based on
transportation costs, weight, and location of demand to assure the most
economical utilization of total inventories.

In addition we are currently working on improvements in the areas
of leadtime forecasting, development of safety levels, and refining eco-
nomic criteria used in the decisionmaking process.

ApverTisEp VERsUS NEGOTIATED PROCUREMENT

Turning now to the matter of advertised versus negotiated procure-
ment of supplies and equipment in fiscal year 1968, procurement dol-
lars expended by GSA totaled $709 million (excluding $51 million
procured from mandatory Government sources).

Chairman Proxmire. I must interject here, Mr. Knott, to point out
that what you have in your statement here seems to be contradicted
by the testimony yesterday of the Comptroller General. In your state-
ment you say GSA procurement dollars totaled $709 million for fiscal
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year 1968 of which 74 percent or $528 million was spent on a publicly
advertised competitive bid basis.

Yesterday we had testimony from GAO to the effect that only 52
Eergent of G:SA procurement last year was spent on a competitive bid

asis, and let me say that this is not simply something that GAO
pulled out of the air without reference to your own figures. They took
your own chart which is prepared by the General Services Adminis-
tration, Office of Finance, entitled “Iyrocurement by Civilian Agencies
12 Months Ended June 30,” which shows total amount of procurement
for fiscal 1968 of $1,059,433,839. It shows advertised, total amounted
advertised, had competitive procurement $550,695,000.

Now, this, as I say, was taken by GAO from your own publications.
It seems to be an accurate computation that your procurement, com-
petitive procurement, has diminished, as it shows on a chart which
they prepared all from your own data, that whereas in 1963, 73 per-
cent of your procurement was competitive; 64 percent in 1964; 1965,
54 percent; 1966, 54 percent; 1967, 58 percent; and this year only 52
percent. Now, how do you explain that in view of the fact that GAO
took that from your own data ¢

Mr. K~orr. I am convinced, Mr. Chairman, that almost any statisti-
cal report that is not accompanied by a narrative report, particularly
in a complex field of this kind, leaves something to be desired. We
have been aware of that in recent discussions with GAQ, and we are
%oing to develop a narrative report which I think will be more in-

ormative for everyone concerned.

Mr. Abersfeller has gone into this thoroughly and I believe that he
can provide you with the basic rationale behind these statistics. I think
one of the problems is that we are dealing with advertised versus
negotiated in its broadest sense when quite often negotiation follows
advertising.

Chairman ProxMire. What we are trying to do though is to get
comparable figures, to find out what has happened to your advertised
competitive bidding, which is one kind that almost all Members of
Congress recognize—members of the public recognize—being com-
pletely competitive.

When you have negotiated competitive, there is some question.
There is some question as to how effective that kind of procurement 1s,
at least cost data are much more important in assessing it, and they
have taken figures which, as I say, come from your own reports.

And they have tried very hard to make them comparable from your
own reports and they do show this diminution in advertised competi-
tive bidding over this period.

Mr. Kxorr. Well, if you will allow me, Mr. Chairman, I would like
Mr. Abersfeller to comment on this. I think the changing of certain
types of purchases has some bearing on this.

Chairman Proxmire. It may be an explanation, but I want to know
whether or not their figures, their taking of your figures, is correct or
whether the figures you gave me just this morning are correct.

MISTAKE IN COMPUTATION

Mr. ABersreLLER. The figures are not the same, Mr. Chairman. In
the first instance there was a $110.3 million mistake in the report that
you have. That has been corrected.
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Chairman Proxmire. From this? .

Mr. ABersFELLER. Yes, sir; that figure should be $949 million—
$949.105,717.

Chairman Proxmire. You mean instead of the total procurement
being $1,059 million it should be——

Mr. ABersFELLER. $949,105,717. T

Chairman Proxmire. How did you make that big a mistake? It is
a pretty big one.

Mr. AsersreELLER. The particular procurement involved was pro-
curement we had negotiated for the Air Force’s so-called phase II
procurements on automatic data processing equipment. Under the
ground rules of this report, orders which are placed against contracts
let by other agencies are to be reported by the agency placing the order
and not the agency making the contract. o

SMALL BUSINESS SET-ASIDES

In addition we have always considered in our previous testimony
before this committee that small business set-asides are, in fact, com-
petitive advertised procurements.

Chairman Proxmire. Well now, you have those small business set-
asides on this sheet under a heading labeled negotiated procurements.
This is your own determination.

Mr. ApersFeLLER. Mr. Chairman, this report is primarily for the
:Small Business Committee. Treating small business set-asides as nego-
tiation could be correct when we consider that they qualify as nego-
tiation under section 302(c) (1), one of the 15 exceptions to advertis-
ing permitted by the Federal Property Act. As a practical matter,
however, they are not negotiated. They are awards ngich result from
restricted advertising (100 percent set-aside), or partial set-asides
after advertising. These procurements are advertised in precisely the
same fashion as others are, except that only small businesses are
eligible to receive awards on total or partial set-asides.

(%hairman Proxmare. The important thing to me is whether it is
comparable and if you have treated small business set-asides as adver-
tised competitive bidding in the past, consistently in the past, then you
are absolutely correct to do it this time. If you have treated them as
negotiated in the past then if we want a comparable figure to deter-
mine what is happening to your procurement we have to treat them
‘the same.

Mr. AsersreLLEr. Exactly, and we have treated them as advertised
in our past testimony. Our records reflect——

Chairman Proxmire. Then, did your own GSA people make a
mistake in putting this together—did they include small business
set-asides as competitive procurement in 1963, 1964, and 1965, and
then drop it in 1966 ¢

Mr. ABersFELLER. I don’t know the figures that you have, Mr. Chair-
man. I do know this that the 52 percent that was spoken to yesterday
«does treat small business set-asides as having been negotiated.

There is another minor problem here

Chairman Proxmire. You mean it does treat it as having been
megotiated and excludes it ?
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PROCUREMENT FROM ESTABLISHED SOURCES

Mr. Apersrerier. That is right. It does treat it as having been
negotiated which we think is wrong.

There is another minor problem. At the extreme right of the report
there are three columns headed “From Established Sources.” These
are procurements which are ordered by agencies against Federal
Supply Schedule contracts and if one were to do this precisely that
total figure should be deducted from the total procurement figure
before the percentages are drawn. With that understanding, our
GSA-wide percentages of advertising procurement, considering small
business set-aside as having been advertised, range from 78 percent
in 1964, to 76 percent in 1968. The figures we were talking about in
the administrator’s testimony this morning, are for the Federal Supply
Service alone.

Chairman Proxmire. Give me the figure in the first place for total
procurement. for 1963 through 1968 and then give me the figure for
your competitive advertised procurement.

Mr. ABErsFELLER. I don’t have the figure for 1963, Mr. Chairman.
Istart with 1964 in my data. :

Chairman Proxyire. All right, let me have it.

Mr. AsersFeLLER. The total procurement on the adjusted basis was
$837.3 million for 1964. Of that $654.2 million was advertised.

Chairman Proxmizre. All right. '

Mr. ABERSFELLER. Percent a(glvertised was 78 percent.

Chairman Proxmire. All right, sir.

Mr. ABERSFELLER. $183.1 mi%lion was negotiated.

Chairman Proxmire. Do you have them for the next—give them
to me just for 1968. o :

Mr. ABersFELLER. 1968, $895.8 million, this is GSA~wide.

Chairman Proxmire. All right.

Mr. AsersFeELLEr. Advertised was $682:4 million, 76 percent adver-
tised ; $213.4 negotiated.

Chairman Proxmire. To the best of your knowledge, these are
strictly comparable figures?

Mr. ABERSFELLER. Yes, Sir.

Chairman Proxmirg. They are on the same definition all along?

Mr. ABersFELLER. Absolutely comparable figures.

Chairman Proxmire. You see what concerns the staff, and which
they have called to my attention, this seems to be a very, very small
increase in procurement over a period of years in which the Federal
Government was tremendously increasing its expenditures. The budget
1964 to 1968 is a very big increase. This is a very modest increase, and
it seems that perhaps something was inadvertently omitted.

g Mr. ABERSFELLER. No, sir; these are actual, accurate comparable
res.
gghairman Proxyire. I that is the best you can do let’s go ahead.

PROCUREMENTS UNDER $100 EXCLUDED

Mr. ApersreLLER. Mr. Chairman, I want to point out certain things
this report does exclude, certain minor data. For instance it excludes
procurements under $100.
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Chairman Proxmigrr. All I can ask is that the computation be as
comparable as possible.

FOREIGN PROCUREMENTS EXCLUDED

Mr. ABERSFELLER. It excludes foreign procurement.

Chairman Proxumire. The only observation I can make we have had
a strong thrust in Government for more competitive procurement. It
has deteriorated absolutely, very slightly, 78 percent to 76, but we
haven’t made any progress. What is the reason for that ?

SOME ADVERTISED PROCUREMENTS REJECTED

Mr. ArersFELLER. In some instances we often reject all bids after
advertising and negotiate them, to get better prices.

Chairman Proxumire. The reason I raise tl;lis is many people would
say after all 76 percent that is terrific. Defense has a tough time get-
ting competitive bidding because they procure different items. They
Erocure big missile systems and so forth. GSA, as I understand it,

as a greater opportunity to get advertised competitive bidding be-

cause of the relatively smalleritems that you procure.

Mr. AsrrsreLLER. But we do have circumstances where we first
set out to advertise and then negotiate because the prices bid under
advertising are not, in our view, reasonable. We have the circumstance
of standardization of motor vehicles used overseas, which results in
sole source procurement or negotiation. As vou know we procure for
the State Department, Peace Corps and AID overseas. We buy the
fertilizer required for use overseas by the Agency for International
Development, and because of the specifications problems involved,
these purchases must be negotiated. We have, I think, a good system
for assuring ourselves that we do not negotiate for supplies which
can be competitively advertised.

NEED FOR DEVELOPMENT SPECIFICATIONS

We have changed procurement method for about 13 items from ne-
gotiated procurement to advertising. Magnetic tape is one of the items.
There was a time about a year ago that our magnetic tape was bought
on what we call a multiple award schedule, which was negotiated. Last
January we entered into a contract on a competitive basis: Incidéntally
we saved nearly $9 million in the process since we were, for the first
time, able to develop specifications. I don’t think we ought to suggest
to the committee, Mr. Chairman, that we are at the end of this. We
do have a resource problem in the development of specifications. You
cannot get competition unless you can develop specifications which
apply equally to all bids. It is in this effort that we are now concen-
trating our work.

Chairman Proxurre. Thank you very much. Go ahead, sir.

Mr. Knorr. We were dealing with the percentages of advertising for
supplies and equipment. Seventy-four percent or $528 million of the
total including all small business set-asides was expended on a pub-
licly advertised competitive basis.

Chairman Proxmire. Could I just interrupt, Mr. Knott, to say that
the staff has suggested to me, I think very wisely, that we ought to have
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data for all these years 1963 to. 1968 for the record so we can reconcile
them and be exactly sure what we are talkinﬁ about because there has
been a very serious conflict between two authoritative agencies in the
Government on whom we all rely and you testified, Mr. Abersfeller has
testified, that this table that you put out was seriously mistaken in at
least two respects so we ought to get the data clear and comprehensive
so that we can compare it.

Mr. Kxorr. We will go back to each of those fiscal years from 1964,
we will explain—-—

Chairman Proxmire. 1963.

Mr. Kxorr. What the figures were reported and what they should
have been.

Chairman Proxmire. We would like them from 1963.

Mr. KxotT. Yes, sir.

(The following table was subsequently supplied by Mr. Knott:)



GSA TOTAL PROCUREMENT, ADVERTISED AS A PERCENT OF TOTAL—BASED ON “REPORT ON PROCUREMENT BY CIVILIAN EXECUTIVE AGENCIES,"” STANDARD FORM 37

Fiscal year 1963 Fiscal year 1964

Fiscal year 1965

Fiscal year 1966 Fiscal year 1967 Fiscal year 1968

Actual Reported Actual Reported Actual Reported Actual Reported Actual Reported Actual Reported
Total GSA_. ... __.__._. $812.2 $812.2 $848.8 $848.8 $930.0 $930.0  $1,050.1 ... ... $1,095.0  $1,095.0 $949.1 ...
Minus estimated sources._ ~6.0 ... ~11.5 ~11.5 —63.0 ~63.0 —129.5 ... —65.9 —~65.9 =533 .
Adjusted GSA total. . - 806.2 812.2 837.3 837.3 867.0 867.0 920.6 724.7 1,029.1 1,029.1 895.8 703.0
Total advertised.. 593.6 593.6 542.7 542.7 506. 4 506. 4 567.4 544.7 633.3 633.3 550.7 454.0
Set-asides (adverti +59.4 +-59.4 +111.5 +111. 5 +160.6 -+160.6 +138.6 +57.3 +142,7 4-142.7 +131.7 +74.0
S.B. of “‘other’’ negotiated ... ... .. .._.._._._ +79.4 . 1082
Total advertised........_._._..__ 653.0 732.4 654.2 757.4 667.0 667.0 706.0 602.0 776.0 776.0 682.4 528.0
Advertised percent of total GSA__._ ... 81 190, 2 78 190.5 77 77 77 283 375.4 475.4 876 874

! The percentages of 90.2 percent for fiscal year 1963 and 90.5 percent for fiscal year 1964 incor-
rectly included *‘other’” negotiated purchases from small business as ‘‘advertised’* on the assumption
that such purchases would normally be made on a competitive basis although not formally advertised.
The adjusted figures are 81 percent for fiscal year 1963 and 78 percent for fiscal year 1964,

2 The 83 percent for fiscal year 1966 was FSS only and was incorrect. The adjusted figure for
total GSA is 77 percent.

375 percent rounded dowa.

4 Actual for fiscal year 1967 was 75.4 percent rounded to 76 parcent. Should have been rounded
to 75 percent.

¢ The percentage of the 74 percent reported for fiscal year 1968 was also FSS only and included
only purchases actually paid by GSA funds. The adjusted GSA wide figure is 76 percent.

Note: The adjusted percentages for total GSA purchases shown in the ‘‘actual” column in each
fiscal year (1) excludes purchases from established sources which cannot be split between adver-
tised and negotiated, and (2) includes all small business set-asides as “‘advertised.” Explanation
of differences from previously reported percentages are set forth above.
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Mr. Kxorr. Twenty-six percent or $181 mil]iop pf the total was ex-
pended on a negotiated basis and includes $25 million procured under
multiple-award schedule contracts and $156 million in other negotiated
procurements including—

$34 million in purchases under $2,500; ) _

$122 million in purchases where excessive prices or nonresponsive
bids were received after formal advertising, authority of .AID not re-
quiring advertising was used, the public exigency would not permit of
the delay incident to formal advertising, and other authorized ex-
ceptions.

While this $15+ million in procurements by GSA are properly re-
portable as negotiated, I wish to emphasize what Mr. Abersieller has
said, that the methods and procedures under which these procurements
are made require the maximum publicity and competition consistent
with the particular circumstances of each transaction.

FEDERAL SUPPLY SCHEDULE CONTRACTS

GSA also enters into Federal supply schedule contracts and other -
contracts against which using agencies place orders. Federal supply
schedule contractors have reported that orders received during fiscal
year 1968 totaled $1,179 million, of which $173 million were under
publicly advertised contracts and $1,006 million were under negotiated
multiple-award contracts. A contract in the amount of $110 million was
also negotiated covering ADP equipment for the Air Force against
which they will place orders. In addition, GSA made contracts totaling
€5 million where payment was made direct to contractors by using
agencies.

I wish to assure you, Mr. Chairman, that we will continue to require
the use of formal advertising procedures to the maximum extent pos-
sible. This includes the further development of our specifications.

Avroraric Data Processing INVENTORY

In accordance with Bureau of the Budget Circular A-83, April 20,
1967, which established the requirement for an ADP management in-
formation system, we have completed and are maintaining a Govern-
ment-wide inventory record of ADP equipment and other management
data such as cost and utilization. This inventory includes all Govern-
ment-owned and Government-leased ADP equipment and such equip-
ment that may be Government furnished to contractors. It does not
mnclude analog computers or electronic data processing equipment
which is built or modified to special Government design specifications
and is integral to a weapons system. The last complete submission of all
mventory data by Federal agencies, now in the data bank, was as of
June 30, 1967. However, the ADP equipment inventory is being main-
tained on a current basis through agency submissions'and GSA proc-
essing of actual gains and losses of equipment as each inventory
change occurs. Based on submissions by agencies of such Inventory
change data since June 30, 1967, there were 3,905 computers in the
Government located in 1,492 organizational units as of June 30, 1968.
This compares with 3,692 computers in 1,353 organizational units re-
ported by agencies as of June 30, 1967.
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ADP COST REPORTING EXCLUSIONS

ADP cost reporting requirements of BOB Circular A-83 exclude:
(1) analog computers, (2) computers built to Government specifica-
tions and integral to a weapons system, (3) computers at classified
locations, and (4) process control computers.

ADP COST REPORTS

Costs required to be reported are salaries; equipment rentals, pur-
chases, supplies and maintenance; site preparation; and contractual
and reimbursable services. The total such costs reported by agencies
from fiscal year 1963 through fiscal year 1967 and the amounts of
these costs for the Department of Defense are shown in table I, ap-
pended to this statement. Actual costs for fiscal year 1968 are currently
being compiled. )

BOB also required agencies to resubmit all inventory data and
other required data as of June 30, 1968. We have recently received the
last agency submission and are currently assembling, editing, and
“processing this data covering fiscal year 1968. We expect to issue a
printed inventory and related management reports within a month.

ADP AND GOVERNMENT-OWNED EQUIPMENT

In addition, continuing analysis of the current data is being made in
order to provide for maximum use of Government-owned equipment
in lieu of making new procurements and in reaching well-informed
management decisions in the areas of ADP procurement and resource
utilization. The management information system has been used in
a number of instances to determine the best buys that should be made
using the ADP fund. Through the use of this information and the
fund, we have been able to effect purchases during fiscal year 1968,
which will result in reduced costs estimated at $4 million over the pe-
riod of planned use of the equipment. The management information
system data will continue to be used for decisionmaking in the Govern-
mentwide automatic data processing program and we have established
a system which will permit quick response to all day-to-day manage-
ment and information needs.

ADP SHARING

In fiscal year 1968, ADP sharing is estimated at $70.6 million at
commercial rates and was accomplis%ed at a Government cost of about
$48.6 million, which resulted in an estimated cost avoidance of $22 mil-
lion as compared to fiscal year 1967 comparable amount of $17.2 mil-
lion. The $48.6 million of Government cost includes an estimated
$10.8 million of sharing which was provided to Government agencies

- on a nonreimbursable basis.

EXCESS ADP

Government-owned ADP equipment declared excess to the needs of
owning agencies having an acquisition cost of $52.8 million was reas-
signed during fiscal year 1968 to Federal agencies thus avoiding new
procurement. This includes reassignment of Government-owned excess
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equipment to authorized Government contractors as Government fur-
nished equipment to be used in the performance of their contracts.
These reassignments have the effect of reducing purchases of equip-
ment chargeable to the Government. In addition, equipment costing
$10.4 million was donated to State agencies for educational or other

purposes.
FEDERAL DATA PROCESSING CENTERS

On July 1, 1968, the 11 GSA. internal regional data processing cen-
ters were converted to Federal data processing centers to provide avail-
able services to all Federal agencies. Other agency operated Federal
data processing centers include the Nationa Bureau of Standards
which has been operating under a delegation of authority from GSA
since July 1967. This center services NBS and a large number of
agencies and departments in the Washington metropolitan area. GSA
has also delegated to NASA for fiscal year 1969 authority to operate
a Federal data processing center at Huntsville, Ala. In fiscal year 1970,
the first full year of operation of this center by GSA, we project a
potential reduction in user costs of $687,000. -

ANNUAL EXPENDITURES FOR ADP

Chairman Proxmrre. At this point I would like to ask about the
ADP. We had testimony last year from Mr. Staats in which he an-
swered a question from Congressman Curtis who asked:

What is it we spend now, about $2 billion a year for computers or is it above
that figure now?

Mr. Staats:

If we include the classified weapons and uses of them it is a little over $3
billion but for direct Government costs it is around $2 billion.

Now, I note not only in your testimony which was given us but in a
table, table I, you show that in 1967 that the total cost DOD and, I
guess the total you have got is $1,495 billion ; is that correct ?

Mr. K~orr. Yes.

Chairman Proxymrre. Would I add $925 million to that or is it
included ¢ Why is there this discrepancy—Mr. Staats saying it was $3
billion overall, and direct Government costs around $2 billion?

COST OF CLASSIFIED ADP NOT REPORTED

Mr. Kxorr. Our data, in accordance with the BOB circular, ex-
cludes analog computers, computers built to Government specifica-
tions and integral to a weapons system, computers at classified loca-
tions, and process control computers. _

Chairman Proxmire. Why are those excluded?

Mr. Kxorr. We feel that the report would not be as useful a man-
agement tool, if those computers were included.

Chairman Proxyare. Well, is the amount that we have involved
classified? Mr. Staats gave us a rough estimate of what it was. I
presume it wasn’t an infringement gf classification?

Mr. K~orr. I don’t think it is the amount.

Chairman Proxumire. This would be very interesting and useful to
us if we knew how much the Government was investing in this overall
system.

22-490—69—pt. 1——7
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1964 ESTIMATE: $3 BILLION

Mr. K~orr. Mr. Abersfeller, do you have any more definitive infor-
mation than this on what it might be? :

“Mr. ABERSFELLER. Yes, sir. o . _

The Comptroller General’s estimate, in his testimony last year, Mr.
Chairman, was based on an estimate contained in a Bureau of the
Budget report to the President in 1965, This report resulted from a
study in 1964 under the guidance of an advisory committee beaded by
Mr: Ramspeck and a project staff headed by Mr. Clewlow who is now
with the Department of Defense. They estimated the Government’s
f)OIStS for the business kind of computers we are talking about were $1

illion. ' ' '

Chairman Proxumrre. That was back in 1964 ?

Mr. ‘ABErsFELLER. Yes, sir. _

They had also estimated that contractor-owned, contractor-operated
equipment, dedicated to Government work was equal in size. They
also estimated that the classified and unique military applications com-
puter total was equal to the other two groups ($1 billion more). It was
generally estimated to total $3 billion for 1964.

.1967 ESTIMATE: $3.5 BILLION

Now, if those two estimates are accurate, you would add $2 billion
to the figures'we have shown you and it would be approximately $3:4
billion for 1967. SR C

Chairman Proxmirr. Your estimate then is $3.4 billion overall for
all of these, in all of these, categories ¢

- Mr. ApersrELiERr. That is predicated on the accuracy of the 1964
estimate, but our 1967 figures include contractor-owned. computers.

. Chairman Proxmire. But one of the categories involving at least a
billion dollars or more is the contractor-owned ¢ :

Mr. ApersreLLER. The contractor-owned. -

Chairman Proxmire. Which is devoted to Government contracts?

‘Mr. ABersFELLER. That is correct, yes, sir. -

Chairman Proxmrre. So if you exclude that the actual Government-
owned would be in the area of around $2 billion or a little more, be-
tween $2 and $214 ¢ ' o

Mr. ABersFELLER. It would be $2,495,000,000 if the current estimate
is correct.

Chairman Proxmire. I see. : o

Then you would say the Federal Government is spending how much
each year on ADP overall ? : . S

Mr. ABersreLLER. Well, we know in 1967 it was approximately a
billion and a half—$1,452 billion. Again, if those earlier estimates are
correct—— - - :

Chairman Proxmire. This is unclassified? We are also spending at
least a billion on the classified. ‘ . :

Mr. AsersreLLER. We don’t have any cost data on classified. But if
the $1 billion of the $3 billion in the 1964 document for unique mili-
tary applications were added to the $1,495,000,000 in our 1967 data,
then- the Federal Government was spending nearly $214 billion for
computers in 1967. ‘ .
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UNUSED ADP

Chairman Proxare. There have been charges, I know you are
familiar with them, that automatic data processing equipment has.
been lying unused in some places while in great demand in others. How
does the éovernment make sure that this expensive equipment is used
to its fullest extent so that the taxpayer gets full value? You have
indicated to some extent you are holding down procurement but this
is expensive as well as being desirable because it increases productivity
and efficiency. How do you hold down your costs in this area?

Mr. AsersreELLER. One of the things we find most useful is the man-
agement information system about which the- Administrator has testi-
fied, Mr. Chairman. Among other things, the management information
system tells us machine by machine as to its use, and in working in
close coordination with the Department of Defense, NASA, and AEC
who are the three principal users of ADP, we are slowly but surely
making more utilization of the equipment at hand.

COMPARISON OF GOVERNMENT AND PRIVATE ADP UTILIZATION

Chairman Proxarre. Do you have enough information now so you
can compare the utilization of Government-owned computers with
theutilization of private computers?

Mr. ABErSFELLER. We have no information at the moment on utiliza-
tion of private computers, Mr. Chairman.

Chairman Proxyire. Isn’t that, or shouldn’t that be, fairly readily
available?

Mr. ABersreLLER. I don’t know. .

Chairman Prox»mre. It would be an interesting comparison if it
doesn’t cost too much to get it, and I should think it might provide
some kind of guidance. o

Mr. ABERSFELLER. I think we should make an effort. I would like
to point out

INCREASED UTILIZATION CF ADP

Chairman ProxMIre. Also more pertinent perhaps to know how the
utilization factor has been proceeding -over time, for the last 4 or 5
years. Have we been using, do you know, have we bgen,using the ADP
more, a greater proportion of the time that it is available?

Mr. AmersFeLLEr. Our utilization has gone up for our computers
in the last 3 years that we—— ' B -

Chairman Prox»ire. Can you give me figures on that? =

Mr. ABERSFELLER. I don’t have them with me, I would like to provide
them for the record. ' : : '

Ch@airman ProxMire. Do you have figures with you for this past
year? - C :

Mr. Asersrerier. Well, I can give you these figures. In 1966 the
unused time was 370,000 hours a month. In 1967 it was 379,000 hours
a month, and in 1968 estimated—we don’t have the actual yet—271,000
hours. So—— : . =

Chairman Proxmire. The same months? L

Mr. ABersFELLER. A month. This is an average month, Mr. Chairman.

Chairman ProxmIre. An average month for the whale year? ,

Mr. ABERSFELLER. An average month for the whole year. You have
to multiply it by 12 to get the whole year.
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Chairman Proxmire. Is that a better performance in view of the
fact you have more equipment?

Mr. ABERSFELLER. Y €s, sir.

Chairman ProxMigre. It sometimes is hard to evaluate them unless
we know what it represents. Does this represent 50 percent idle time
or 25 percent or what? When we are talking about time, are we talking
about a 168-hour week?

Mr. AsersrELLER. The way this was computed, it was based on total
time available for use.

Chairman Proxnire. It is hard to get more than 168 hours a week.

Mr. ApersFELLER. The 271,000 hours a month, is the unused time
available.

Chairman ProxMIre. But you cannot give me a figure right now on
what percentage that is?

Mr. ABersrELLER. No.

Chairman Proxmire. All right. :

Mr. ABersreLiEr. And I would prefer to wait until the end of this
month at which time we will have accurate 1968 information and then
we can give you the 1966, 1967, 1968 data.

Chairman Proxmire. Give us what you can within the next day or
two that is available to you and at the end of the month give us addi-
tional data. :

Mr. AsersreLLER. All right, sir.

(The following was later supplied:)

COMPARABLE AVERAGE MONTHLY UNUSED (IDLE) TIME AVAILABLE FOR SHARING WITHIN 50 STATES

Fiscal year 1966 Fiscal year 1967

Number of computers available for sharing_ ... ... ..o 1,815 1,
Total maximum potential manthly hours of use (720 hours per computer)__........ 1, 306, 800 1,409,760
Number of unused hours per month available for sharing. ... _..._.___........ 369, 952 378,768
Percentage unused hours available for sharing of total maximum potential hours of

USE (PEICENE) - e o e eccce oo e esmemmmmemmmen e e ammaseemmmnnn 28 26
Average number of unused hours available for sharing per computer.__...._._._.. 204 193

PERIPHERAL EQUIPMENT MANUFACTURERS

Mr. Knorr. In testimony before your committee last year, it was
brought out that there were 50 independent peripheral equipment man-
ufacturers interested in providing their products to the Government.
As we agreed, we have contacted all 50 of these manufacturers 19 of
whom had previously been solicited. Four of the 19 held fiscal year
1968 Federal Supply Schedule contracts. Our purpose was to include
in our Federal Supply Schedule contracts as many of these concerns
as were interested with whom we could reach mutually satisfactory
.contractual arrangements. Our initial efforts resulted in responses from
13 who indicated that they were not interested in contracts and 19
who indicated an interest. Eighteen others did not respond to our in-
guiries. To date, we have received nine offers from the 19 firms which
indicated an interest. We have awarded contracts to two of these
companies and are negotiating with the other seven.

In our letter to you of December 18, 1967, we advised that it was
possible for the Government to separate central processing units from
peripheral computer system requirements in order to offer individual
components for quotation, provided adequate technical and other re-
sources were available. We are continuing to study the entire area so
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that we can reach determinations as to the feasibility, including eco-
nomic consideration, the resource requirements, and resource avail-
ability for this method of procurement.
. During fiscal year 1968 Government purchases and leases of general
urpose computers and punch card equipment amounted to $147 mil-
jon and $277 million, respectively, for a total of $424 million. These
urchases and lease dollars include procurements with contractors
Eolding Federal Supply Schedule contracts who report the dollar
volume against their-contracts. It also includes —
Chairman Proxuixe. I want to interrupt for just one moment to saq
I am delighted to see your efforts to get more bids from periphera
manufacturers, and I think that is one constructive contribution of this
committee, I take it, because we did call that to your attention.
Mr. K~orr. Yes, sir. ‘ ‘
Chairman Proxmire. And we had good testimony before the com-
mittee by 2 peripheral manufacturer who indicated how anxious they

were to do. it.

Mr. K~orT. Yes.

Tt also includes $2 million of procurements not placed against Fed-
eral Supply Schedule contracts as reported by agencies in accordance
with GSA regulations issued in August 1967. Procurements were
also based upon negotiated contracts. In this connection, it should be
noted that while our Federal supply schedule contracts establish mul-
tiple sources of supply and terms and conditions, individual procure:-
ments of systems involve competitive selection procedures as provided
for in BOB Circular A-54. This circular requires equal opportunity
and appropriate consideration to all companies who offer equipment
capable of meeting the system performance specifications.

These individual ADP procurements are negotiated because ADPE
systems specifications are based on performance requirements which
are not oriented to any specific manufacturer’s product or technical
equipment specification in order to insure free competition among all
suppliers. Since the ADPE performance characteristics are suscepti-
ble to levels of attainment through a large number of alternatives based
on the design and mix of ADP har%ware and software available
from vendors, it is essential that the Government be in a position
to consider changes to these performance requirements during nego-
tiations in order to insure to the Government the advantages of
price and performance offers which rovide for lowest overall costs.

Improved Federal supply schedul% contractual terms and prices
have been obtained from ADP equipment manufacturers and re-
lated suppliers. These actions have, and will continue to produce,
significant benefits and economies to the Government. The improve-
ments for fiscal year 1968 include 30 day rent-free transfer period,
rental use terms changed from limited to unlimited use per month,
reduction in hourly parts usage charge in maintenance of Govern-
ment-owned equipment, and delay in general commercial price increase
for Government. These benefits, together with continuing prior-year
items, resulted in reduced costs of about $20.3 million for If;scal year
1968. The improvements for fiscal year 1969 include prompt payment
discounts, long-term leasing arrangements, improved purchase option
credits, special purchase plans, improved purchase guarantees, and

OTHER ADP PROOCUREMENT
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shorter discontinuance notices. In fiscal year 1969, we have also in-
cluded for the first time in Federal supply schedule contracts for
computers a maximum order limitation which has the effect of re-
quiring separate procurements for all requirements above this limita-
tion. Although we have very limited experience at this point, we ex-
pect use of this procurement technique will reduce costs.

DELEGATIONS OF PROCUREMENT AUTHORITY

As a result of the Comptroller General decision of November 21,
1967, agencies were advised that delegations of procurement author-
ity were required from the Administrator, General Services Admin-
istration, when their requirements were to be met by actions other
than the utilization of Federal supply schedule contracts. Our pro-
curement assistance efforts are beginning to pay off. We have, through
our review of requests for I1l)ro‘posals—RFP’s—a\,nd request for dele-
gations of procurement authority, been able to improve the procure-
ment process. We have also been able to obtain reduced costs by about
$43.3 million in fiscal year 1968 on a number of individual procure-
ments which we have undertaken for agencies.

CONTRACTORS’ REFUSAL TO SUPPLY ADP COST OR PRICING DATA

‘We have had some difficulty in obtaining cost or pricing data when
such data are required pursuant to the Truth-in-Negotiations Act.
This relates primarily to procurement of what is known as first-of-
a-kind computers. Companies in the computer industry have refused,
on a number of occasions, to furnish cost data in connection with
the system. These refusals have been based on the contention that,
even though the computers are not yet available, they are part of
the commercial line of the company involved or are potentially to
be available on the commercial market at some future data. As a re-
sult of problems encountered by the Atomic Energy Commission in
July 1967, we pursued this matter further with all major computer
manufacturers, but were not successful in obtaining firm commitments
from producers as to the provision of such data, and we so advised
the Comptroller General in March 1968. When a potential contractor,
whose equipment meets the valid requirements of an agency and whose
costs are the lowest, refuses to submit the required data, the Secre-
tary of the department or head of the agency concerned has no alterna-
tive but to waive the cost data requirements. We will continue to at-
tempt to persuade the industry to furnish cost data, when required,
and to clarify any misunderstandings on industry’s part regarding
exceptions to the requirement for these data. If we are unsuccessful in
these efforts during calendar year 1969, we will consider proposing
appropriate legislation early in calendar year 1970 which will require
the submission of such data.

Chairman Proxmire. It is your understanding that the Truth-in-
Negotiations Act would require—at the present time require—that
these data be derived ?
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TRUTH-IN-NEGOTIATIONS ACT NOT MANDATORY FOR GSA

Mr. KxorT. That is true, but it was not directed toward any agencies
other than the Department of Defense, Coast Guard, and NASA. It
does not cover GSA. GSA has elected, however, to use it, and we find
its procedures very helpful. ‘

You raised the question last year as to whether it might be worth
while to make it mandatory on GSA, and while we may be moving
in that direction, we are hopeful that we can get information that we
need without it. There has been some improvement, but I am not pre-
pared to say—— '

Chairman Proxuire. Well, this seems to me to be most unfortunate,
because I think it is perfectly proper for the Government to secure
this kind of information. We need it. After all, the taxpayer shouldn’t
be asked to spend this kind of money without knowing, without get-
ting this.

VVl}lat are the names of the companies who have refused, do you have
them ¢

Mr. Kxorr. Mr. Abersfeller?

Mr. ABErsFELLER. Well, actually, all of the companies have refused.

Chairman ProxMire. All of them ?

WAIVER OF TRUTH-IN-NEGOTIATIONS ACT

Mr. ABERSFELLER. Most of the major companies. I might point out,
Mr. Chairman, that the head of the agency can waive the requirement
of the current Truth-in-Negotiations Act, and that is what we have
been doing. Some companies have qualified their refusal. They say, as
an exa,mpTe, they will provide cost and pricing data, but where there
is a difference of opinion between the Government and the company
as to applicability, they will make a decision to comply or not to bid.

Chairman Proxmire. But they have not provided the information ¢

Mr. AsersreLLER. That is correct.

Chairman Proxuire. What are the major companies?

Mr. ABERSFELLER. Beg your pardon ?

Chairman Proxaxre. Do you have the names?

Mr. AsersrELLER. The companies we have talked to are Burroughs,
Control Data, General Electric, Honeywell, IBM, RCA, and Univac.

NEED FOR NEW LEGISLATION

Chairman Proxaire. You feel that if we are going to get this infor-
mation on the basis of present experience we are going to have to have
legislation simply making it mandatory; in other words, giving the
G%A the same authority that the Department of Defense has at the
present time?

Mr. Kxorr. It may come to that, Mr. Chairman. We would like a
little more time, and we hope that the companies will conclude that
thisis not a desirable step, and not necessary.

Mr. ABersFELLER. I would like to clear up one issue, Mr. Chairman,
and that is we have not been refused in those instances where it is an
R. & D. contract and where there is nothing like it or to be like it on
the commercial marketplace. The companies are quite willing to pro-
vide it then because they build it from the ground up. But with respect
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to equipment which is the first of its kind and which they contend are
not in their commercial line, the companies do not want to provide, nor
do they provide, the information. :

Chairman Proxmire. Why not? What is their reason?

Mr. ABERSFELLER. Well—

Chairman Proxmire. Or do they simply say they won't give it to

ou?

v CONTRACTORS CLAIM LACK OF KNOWLEDGE OF COST DATA

Mr. Asersrerier. One company told me they didn’t know. You
asked me. I don’t know.

Chairman Proxyure. Really? They don’t know? They didn’t know
themselves?

Mr. ABERSFELLER. Sir?

Well, really, I think there is some credence to that point of view.
If one—

Chairman Proxmire. They don’t know their own cost data, their
own pricing data ?

Mr. AsersrELLER. They know what it costs, but they don’t know how

"to prorate their overhead costs of that one particular piece because

they don’t know how many they are going to sell. That is their big
contention. For instance, if they put $5 or $10 million in a project that
results in a highly sophisticated computer and if they are going to sell
1,000, it is one figure, and if they are going to sell only 10, it is another
ﬁ%ure. But anyway, the others give somewhat different reasons. Some
of them say the item is proprietary, and therefore they are not willing
to release the data. _
. Chairman Proxmrire. And about the best you can do is ask, and then
they tell you they don’t know. The others stmply won'’t tell you.

Mr. ApersrELLER. Well, that is correct; yes, str.

COST AND PRICE DATA ESSENTIAL

Chairman Proxmire. Well, it is very useful to know that, and it
seems to me that cost and pricing data in this area certainly is essential,
and I see no reason where DOD should have it and you should not
have it, and I think this is an excellent recommendation. It is a-shock

"that they refuse to give you this information.

Mr. Kxorr. We have elected to use it, Mr. Chairman, in the major
architect-engineer contracts, for example. This is an area where we are
negotiating for professional services. We have elected to use it in these
areas and where that information has been denied, and it rarely is, we
simply terminate negotiations and select another architect. We are
attempting to use it in every area of GSA’s procurement, where we
think it is beneficial and helpful and where it would bring us closer
to the actual cost picture.

Chairman Proxmire. Yes.

Mr. Knorr. Just & word, Mr. Chairman, about our stockpile disposal.

COST AND PRICE DATA REFUSALS FOR DEFENSE ADP

. Ch‘airman ‘Proxmire. Let me understand, you procure all ADP,
including ADP for defense, don’t you?
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Mr. AnersrELLER. We either procure it or we delegate the procure-
ment authority.

Chairman lznonmm. ‘Well, does this refusal apply to the ADP you
buy for defense?

Mr. ABERSFELLER. Yes, Sir. : o

Chairman Proxyige. So it is just a gimmick, an omission 1 the law
which prevents you, if we had a provision that defense procures it
they can get this information under the law as a mandate.

Mr. AsersrELier. Well, I think the same law is applicable, Mr.
Chairman. I defer to our general counsel.

Chairman Proxyire. As I understood your testimony, you say you
don’t have the authority.

Mr. ApersFeLLER. 1 don’t contend DOD has either.

WAIVER OF TRUTH IN NEGOTIATIONS ACT

Mr. Van CrLeve. We don’t have.statutory authority under the
Truth in Negotiations Act but the Truth in Negotiations Act itself
contains a provision permitting waiver of the requirement for sub-
mitting data if the head of the agency determines he must waive that
requirement. The act itself permits the waiver of the requirement,
and a similar waiver is permitted under our regulations. Waivers have
been used where these first-of-a-kind computers are being offered.

Chairman Proxore. Well, why is it necessary to waive cost data-
requirements if a contractor.refuses to submit data? . :

. Vax Creve. If the computer which is being offered meets all of
the requirements of the using agency and is the lowest in price, but,
the manufacturer refuses to submit the data, then -we must either
waive the requirement for submission of the data or buy a computer
which would cost more or not do the job as well, providing we could
find a maniifacturer who would submit such data. :

Chairman ProxMire. I see. - . T

Well, Mr. Knott, thank you very much..If there is anything in the
remainder of your testimony you would like to stress or highlight—why
fine, we could put it in the record. T .

STOCKPILES OF STRATEGIC AND CRITICAL MATERIALS.

Mr. Kxorr. We merely wanted to indicate—and we do by chart—the
pro%;ress of our strategic and critical material disposal.

Chairman Proxmire. Yes, it is very significant. Why don’t you
read that particular, those two paragraphs, they are short.

STRATEGIC AND CRITICAL MATERIALS DISPOSAL

Mr: Knorr. As manager of the Nation’s stockpiles of strategic and
critical materials, the General Services Administration performs all
of the steps necessary to keep the stockpile materials in a state of
readiness for defense purposes. We also dispose of materials no longer
required for emergency needs in a manner consistent with our man-
date to avoid undue market disruption. Table IT shows annual sales
exceeding $2.8 billion from the beginning of fiscal year 1959, when
major emphasis was placed on stockpile disposals, through fiscal year
1968. Fiscal year 1968 sales were $207.4 miﬁion.. 4
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EXCESS STOCKPILES—$3.2 BILLION

At this time there still remain some $3.2 billion in materials that are
excess in stockpiling needs. The direct benefits which accrue to the
Government and to the taxpayer from the disposal of stockpile ex-
cesses include the recovery of moneys invested in unneeded inventories
and other costs associated in carrying the inventories, including reduc-
tion of recurring storage costs. '

The disposal of real property .

Chairman Proxmire. Do I construe that as meaning that the dis-
posal has fallen off rather sharply?

Mr. Kxorr. Yes, it has. The peak year, 1966, was the year in which
some of the larger inventories, including aluminum, were disposed of.
During the 89th Congress there were some 40 measures passed affect-
ing as many commodities which was helpful. During this past session
of Congress there were only about five measures enacted. They in-
volved disposal of commodities of less worth.

Chairman Proxmire. In other words, you have disposed of the prop-
erties that were easy to, relatively easy to, dispose of

Mr. Kr~orr. That is true.

Chairman Proxmire. And now you are down to properties that are
more difficult to dispose of ? :

Mr. K~orr. That is true, and particularly those where there would
be a sizable impact on domestic markets.

Chairman Proxmire. Well, I hope that you can continue to vigor-
ously dispose of these commodities for many, many reasons. You know
them and you have specified and indicated some of them in this brief.

.. Mr. Kxorr. We are running now, as of this time, about $10 million
ahead of last year at this time so there is some indication

Chairman Proxmire. But last year was way down.

Mr. Knorr. That is true, but we are around $65, $66 million so far
and if we can get some legislation in some areas during the next Con-
gress, I think we may move ahead, and some commodities simply will
not move at one time, but will move at another. We had an excellent
example in bismuth which we held for-a number of years, and were not
able to dispose of it. However, we recently were agle to dispose of it
at twice the amount of the Governments investment in thé stockpile.
So it is a matter of market conditions. ,

Chairman Proxmire. And it is a matter of whether or not Congress
acts. . . o . ~

Mr. Knorr. Oh, yes; decidedly so. There has been some tightening
up v&(rlllth some congressional concern that perhaps we were moving too
rapidly. : , . ‘

Chag’rman Proxmire. We have $3.2 billion tied up in materials that
are excess to stockpiling needs that are more than we need, $3.2 billion,
and it makes sense for usto liquidate that. '

Mr. Kworr. Absolutely, we certainly agree with that. We would
like to have the authorify to move with it as the circumstances and
the marketplace would permit us to do.

Chairman Proxumire. Very good.

StaTUs oFf MANAGEMENT OF ExcEss Rear, PROPERTIES

Mr. K~orr. The revised Bureau of the Budget Circular A-2, dated
April 5, 1967, has not resulted in the anticipated impetus to the iden-
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tification and reporting of excess real propert,{7 not required to meet
program objectives. During fiscal year 1968, holding agencies reported
excess to their requirements 589 properties having an acquisition cost
of $386.06 million as compared to 756 properties having an acquisition
cost of $913 million reported in fiscal year 1967.

During fiscal year 1968, 64 excess real properties were transferred to

other Federal agencies for continued use, an increase of five over fiscal

ear 1967.

v A substantial reduction in the amount of apf)ropriated funds needed
for new acquisition was effected during fiscal year 1968 by exchange
of 14 federally owned properties for other privately owned properties
needed by Federal agencies. The 14 properties having a value of $1.97
million were exchanged for properties and cash having a value of $2.14
million.

During fiscal year 1968, GSA sold a total of 327 properties valued
at $72.08 million for prices totaling $77.5 million. These sales re-
turned the proceeds to the land and water conservation fund, placed
the properties in productive use with accompanying benefits to the
local and national economies and returned the properties to the local
tax rolls. :

In accordance with our normal procedures, }%rior to public sales,
State and local governmental agencies and eligible nonprofit organi-
zations are given notice by GSA of the possible availability of surplus
real property for health, education, park and recreation, historic
monument, wildlife conservation, and public airport purposes, with-
out charge or at a price discount, and afforded the opportunity of sub-
mitting a plan for the acquisition and use of the property. During
fiscal year 1968, 127 properties having an original cost to the Govern-
ment of $142 million were disposed of at discounts for non-Federal
public use.

LeasiNng oF INDUSTRIAL EQUIPMENT

Finally, we have noted the recommendations in your report con-
cerning the need for better controls over Government-owned equip-
ment which has been made available to industry.

In this regard, pursuant to Department of Defense directives, GSA
has executed leases with two commercial firms covering 11 machine
tools from the national industrial reserve. The companies involved
are engaged in the production of military items under Defense-rated
orders which could not be associated with a single military contract.
The leasing of these tools-was recommended to DOD by the Business
and Defense Services Administration and approved by the Office of
the Assistant Secretary of Defense. Uniform rental rates are assessed
in accordance with Office of Emergency Planning document DMO
8555.1A, effective July 1, 1968.

Our contracts require the lessee to maintain records, satisfactory to
GSA, so it can be determined that the contractor is using the equip-
ment in accordance with the terms of the lease. These records will be
reviewed by our inspectors on the occasion of each semiannual
Inspection.

This concludes my prepared statement, Mr. Chairman. If you or
any members of your subcommittee have any questions you may wish
to ask we shall be happy to answer them at this time or furnish the
desired information for the record.
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"TABLE I.—TOTAL ADP COSTS REPORTED BY AGENCIES (FISCAL YEAR 1963 THROUGH FISCAL YEAR 1967)
{Dollar amounts in millions]

Total (includ- DOD percent

Fiscal year ing DOD) DOD Total of total
$785 $504 - 64

1,096 733 67

1,112 699 63

1,284 805 63

1,495 925 62

GENERAL SERVICES ADMINISTRATION

STOCKPILE DISPOSALS

(Millions of Dollars)

1000 1,028.2

900

700 .

(TOTAL DISPOSALS $2, 858.5 MILLIONS)

500

200

100

1959 1960 1961 1962 1963 1964 1965 1966 1967 1968

TABLE 1I
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Chairman Proxmime. All right, sir. Thank you very, very much.
It has been fine and helpful testimony and we very much appreciate
it. '

‘Mr. Kxorr. Thank you. )

Chairman Proxume. Our next two witnesses are together, John
Malloy, Deputy Assistant Secretary of Defense for Procurement, and
William B. Petty, Director of Defense Contract Audit Agency.

Gentlemen, we welcome you and we are delighted to have you, and
your testimony is going to be extremely interesting to us and to many
others. '

All right, sir, go right ahead.

STATEMENT OF HON. JOHN M. MALLOY, DEPUTY ASSISTANT SEC-
RETARY OF DEFENSE FOR PROCUREMENT; ACCOMPANIED BY

. HYMAN ZARETZKY, DIRECTOR OF SUPPLY MANAGEMENT
POLICY; RICHARD CARR, DIRECTOR OF PRCDUCTION SERVICES;
AND WILLIAM B. PETTY, DIRECTOR, DEFENSE CONTRACT AUDIT
AGENCY, DEPARTMENT OF DEFENSE

Mr. Mavroy. Mr. Chairman, I am John M. Malloy, Deputy Assist-
ant Secretary of Defense for Procurement. I am appearing as the
principal Defense witness in response to your letters of October 10
and 18 in the absence of Assistant Secretary Morris. T will present
our overall statement and answer the subcommittee’s questions in the
area of defense procurement. I will be assisted in other areas by Mr.
Hyman Zaretzky on my far right, Director of Supply Management
Policy and Mr. Richard Carr on my immediate left, Director of Pro-
duction Services. ; '

Mr. W. B. Petty, Director of the Defense Contract Audit Agency
is also present on my immediate right as you requested. In response
to the subcommittee’s request Mr. %)etty also has a prepared state-
ment and will present it today. ,

Our overall statement covers the subjects in which the subcommit-
tee indicated a special interest last November; matters reviewed in
the subcommittee’s report of last April 23, as well as the subjects iden-
tified in your recent letters. For ease of presentation we have subdi-
vided our statement into three parts:

Part A—Procurement matters: -

Part B—Control of Government-owned property in the hands of
contractors;

Part C—Supply management and the national supply system.

Part A—PROCUREMENT MATTERS

This part of our statement will deal with the following five
subjects: .

1. Our response to the three recommendations contained in the
committee’s April report relating to procurement. .

2. A discussion of profits on defense contracts.

3. A discussion of cost controls in defense contracting.

4. Status of implementation of Public Law 87-853, the Truth in
Negotiations Act.

5. Training program in procurement.
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COMPETITIVE VERSUS NEGOTIATED PROCUREMENT

i

1. COMMENTS ON RECOMMENDATIONS IN YOUR APB.IL REPORT

RBecommendation No.1.—The subcommittee once again urges the
greater utilization of competitive bidding to satisfy the require-
ments of defense procurement, and reversal of the tendency to
award contracts by noncompetitive negotiation.

. Competition does produce lower prices to the Government and: the

amount of competition has dramatically increased since 1961 as a
result of continuous efforts by all Defense officials concerned— —

Chairman Proxmire. May T interrupt? You say com}})letition’ has
dramatically increased, when by every calculation that I have seen it
has declined. »

Now true competition by formal advertisement for bids is down to
almost a record fow of 11.5 percent as brought out yesterday by the
Comptroller General, down from 13.4 percent a year ago, down from
almost 17 percent a few years ago. How do you explain that sharp
and consistent and steady decline and how can you say at the same
time in your statement tﬁe amount of competition has dramatically
increased ? :

Mr. Mavrroy. Mr. Chairman, in this portion of my statement I am
not talking about formal advertising; I am using competition in the

. general sense, in the sense we normally -use it. Formal advertising be-
comes a subhead under the general term of competition.

‘Chairman Proxuire. Then you are talking about competitive nego- .
tiating ; is that what you mean ¢ 4 . _

“Mr. Marroy. That is correct; plus formal advertising. -

Chairman Proxmire. Let’s take a look at that category. for a min-
ute. Isn’t it true that advertisements for bids are not used for that
type of award ? The contenders are chosen by somebody in the Penta-
gon, and not by the market, Lo '

.+ SET-ASIDE PROGRAM

Mr. Marroy. That is really not true, Mr. Chairman, in this sense.
Let me just take one example that we call negotiated procurement.
It has to do with our set-aside program for small business concerns
and labor surplus area concerns. Here ‘we use the exact procedures
of formal advertising, including the formal bid opening, national ad-
vertisement throughdut the country, the exception being the restric-
tion of the bidders to small business concerns. o

Chairman Proxuire. Are you saying that the set-aside programs to
small business are classified as negotiated even though you have price
competition and advertised price competition among the small busi-
ness firms that are eligible? : _ L

Mr. Marroy. We are technically required by the law to call this type
of procurement negotiated procurement. But as. I was saying it is the
exact same procedure, There is the restriction of the-bidders. who can
bid to the small business firms.. , L »

Chairman Proxmire. GSA testified less than an hour ago when we
were. discussing this with GSA that set-aside should be and was prop-

erly classified as advertised competitive bidding.

bl
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Mr. Marroy. Yes, sir; I heard the testimony. I believe they also
said that as a matter of technicality they must classify it in their
statistics as negotiation. They lumped it into their figure with their
formally advertised figure because in their judgment it is essentially
the same thing. I think there is a reasonable basis for doing that—but
we categorize it strictly according to the law which means that we call
it negotiated. . :

Chairman Proxyrre. Anyhow you haven’t changed that, Mr. Malloy,
over the past few years, we are talking about trying to get comparable
figures, and the figure that we have iven consistently is that adver-
tised competitive bidding of all kinﬁls under all definitions has de-
clined. Are you telling me that it is increased, it is a larger proportion

COMPETITIVE NEGOTIATION

Mr. Marroy. No, sir, I was not talking about advertised competitive
bidding. I am still talking about negotiation and I was making the
point that in one part of our negotiated procurement that is competi-
tive, we use the exact same procedures as formal advertising but we
call it negotiation and count it in our statistics as negotiation. In our
other competitive negotiation we publicize the fact that we are going
to do the buying freely throughout the country. We have mailing lists.
Many of these mailing lists have dozens and dozens of suppliers. Con-
tractors can come to our buying offices and get on our mailing lists for
negotiated procurements. We publicly announce what we are going to
buy and we solicit all known sources.

Chairman Proxyire. I am not complaining about that necessarily.
I just want to get the figures as clearly as I can and I want to under-
stand what we mean by negotiated competition because it is kind of a
contradiction just in those two words.

. SOLE BIi)S IN COMPETITION NEGOTIATION

As I understand it up until the second quarter of fiscal 1968 an
award could be classified as competitive negotiated or priced competi-
tive even if only one bid was received. .

Mr. Marroy. We had a statistical gathering technique that we had
used for many years before last year, which was different than we now
use, and whic{x was based essentially on the number of sources solicited.
Under those ground rules it was Eossible, although it was not usual,
to have a multiple solicitation with only one bid received that counted
as negotiated competitive procurement. We have changed those ground
rules this year as a result of suggestion from your committee and from
the General Accounting Office.

DATA ON SUBCONTRACTING

Chairman Proxyire. Let me just ask, yesterday we received testi-
mony that data on subcontracting used to be provided by the Depart-
ment of Defense, by your agency, but it has not been available since
1963. Is that correct?

Mr. Macroy. Mr. Chairman, there is undoubtedly some confusion
on this subject because we have, and I am prepared to provide, detailed
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.information on the subcontracting that our prime cortractors do to
.small business concerns, We keep very precise figures. :

. Chairman Proxmire. That is available. I mean all subcontractini?
- Mr. MaLroy. Years ago, I think it was 1957 to about 1963—we gat.
ered from our reporting prime contractors the total amount of their
subcontracted work and then subheads of information under that.

During that time it was perfectly obvious that the total amount of
subcontracted work was staying within a narrow band—on an average
from about 48 percent of the total to about 52 percent of the total.
‘Hence we knew what the figure was, and we did not need to be gather-
ing ddta every year to reconfirm an obvious figure. When we went back
to the Bureau of the Budget under the Federal Reports Act procedures
to extend this reporting procedure the suggestion was made that we
could save some money since we knew the subcontracting figure, by
eliminating some industry reporting, which we did. .

But I can say today, as I advised another committee of the Congress
.recently, where the same subject came up, that approximately 50
percent of the amount of money that is placed by us under prime con-
tracts is subcontracted. -

COMPETITION IN SUBCONTRACTING

- Chairman Proxmire. You say you have the information? How
competitive is subcontracting, what amount of subcontracting to the
large contractors, using any classification you desire to use? °
Mr. Marroy. If T might take fiscal year 1968, Mr. Chairman, the
‘number of large contractors reporting in this system that we have
established ‘was 886. The military subcontracts placéd by those con-
tractors totaled $15,225 million. Of that amount $6,496 million was
awarded to small business concerns and $8,729 million was awarded to
other business concerns. That leaves a percent of the total subcon-
tracted work by these contractors awarded to small business concerns
was 42.7 percent. The comparable percentage -figure in fiscal year
1967 was 43.3 percent, and the fiscal year 1966 comparable figure was
41.9 percent. ' Do o a o

Chairman Proxmire. Do you have any data on the competition for
subcontracting, whether this was by advertised competitive bidding
or whether this was sole soarces or—— _ :

Mr. Mavrroy. I do not have that. I would say, Mr. Chairman, that
ractically none of it would be by formally advertised procedures
ecause this is.a type of procurement that is conducted by business

concerns, certainly not in the way the Government conducts it.
Chairman ProxmMire. Would you say that most of it is single source
procurement ? . o

Mr. Marroy. I would not know how to judge that, Mr. Chairman.
I do not have data on it, and one would have to understand the basis
on which we define a single source.

Chairman Proxmire. Then you don’t have any information on how

competitive the subcontracting situation is? .
Mr. MarLoy. I don’t have any statistical compilation of that. We
have procedures in which we look at this on a case-by-case basis. Under
our small business subcontracting program any contractor who has
defense business over $500,000, where there are subcontracting op-
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portunities, has to establish a formal procedure where he designates
key individuals in his organization to be cognizant of helping small
business concerns. Under that program we also make him keep statis-
tics on a case-by-case basis. I think we do have a cutoff of $10,000
but on all procurements over $10,000 these major prime contractors are
required to keep data on the number of sources solicited—the number
of small business sources solicited and whether or not a small business
concern was considered at all. ' .

NEED FOR INFORMATION ON SUBCONTRACTORS’ PROFITS

Chairman Proxmire. This is a good program and I approve it. But
what T am talking about is the competitive nature of the subcontract-
ing procedure. In other words, if you have most of it—you say almost
none of it, or none of it, is on an advertised competitive basis and if
most of it is negotiated with a single source, it would seem here that
information on profits of subcontractors would be very useful and
would indicate whether you have a situation where the Government 1s
paying too much, especially in view of the fact that most of our pro-
curemeit, our primary contracting is with a single source negotiated,
and if their procurement, in turn, is based on procurement.from a
single source without real competition, then those costs would become
very, very important. Do you follow me?

Mr. Marroy. Mr. Chairman, I don’t want to give the impression
that I indicated in any way that most of the procurement by our prime
contractors was negotiated through a single source.

Chairman ProxMire. You said you didn’t know.

Mr. Marroy. I testified I did not have statistical data.

o (gi}}airman Proxyire. You knew it wasn’t advertised competitive
idding.

Mr. Marcoy. I made the general statement that this is a type of
procedure which is normally not used in commercial business. Hence
there would be no statistics to keep. My general impression is that
since a great many of our prime contractors are placed on a competitive
basis and since there is considerable rivalry at subcontract level for
subcontract business that it is a highly competitive environmnent.

' DECLINE OF COMPETITION

Chairman Proxumrre. Let me just go back one step and I don’t want
to detain you too long on this one point, important as it is. We have
established the fact that advertised competitive bidding has declined
and declined sharply and steadily, over the last few years. ’

Yet ‘you say the competition is growing or rising, and, you sa
dramatically increased since 1961. Here is a document entitled “Mili-’
tary Prime Contract Awards and Subcontract Payments or Commit-
ments, July 1967-June 1968, Office of the Secretary of Defense™ and I
am reading from page 32:

Military prime contracts awarded after competitive i
posals totaled $18,034,000,000 and represented 4?1“&:&2?3??1?; l&gﬁh;&c:&ﬂgrgi

procurement during fiscal year 1968 compared to $20,6814,000
during FY 1967. $20 ,000 and 47.5 percent

22-490—89—pt. 1——8
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The first figure was for 1968. This seems to me to be a decline and a
sharp decline and a significant decline and this is the category on’
which you are relying, it seems almost incredible, for your statement
to claim that competition has dramatically increased..

TREND SINCE 1961

Mr. MaLroy. Mr. Chairman, the general basis for the factual state-
ment in my prepared statement was the fact that in fiscal year 1961
the percentage of our total contract dollars that were awarded on a
price-competitive basis was in the neighborhood of 3214 percent. That
went gradually up to through 1967 to 44.4 percent and this past year
has dropped back to, in fiscal year 1967—the latest statistics is 87.7 per-
cent. So there has been a considerable increase in the amount of our
price-competitive business over that long period of time.

Chairman Proxmire. Now, are you including—jyou are not including
or are you including that 37.7 figure, advertised competitive bidding,
as well as negotiated ?

Mr. Marroy. Yes, sir; our figure that we use for price competition
does include formal advertising because we consider that to be price
competitive.

SINGLE BID ‘“‘COMPETITIVE’ AWARDS

Chairman ProxMire. You say that price competition has ranges be-
tween 37 percent and 44 percent of total dollars awarded during the
past 4. years. How many of those dollars were awarded in a single
bid situation ?

Mr. Matroy. I don’t believe I haveit. ]

b Chairman Proxuire. What percentage of those awards were single
ids?

Mr. Marcoy. I don’t believe I have that.

Chairman ProxMire. Give us those figures for the record if you have
them.

Mr. Macvoy. I certainly will try. :

(Mr. Malloy’s office subsequently informed the subcommittee that
these data are not, gathered, and hence unavailable.)

COMPETITIVE NEGOTIATIONS

Chairman Proxmire. Under the present procedures the contractors
who are permitted to bid in this competitive negotiated category are
selected by someone in the Pentagon. As few as two or three are
selected, are they not? You say there are two or three?

Mr. Marroy. It would be quite unusual to have two or three but it
would be possible and undoubtedly does happen. We have many, many
suppliers, sometimes on a competitive negotiated procurement, well
over 100 competing for our business. - ,

Chairman Proxmire. If you can give us a little more than just the
number of single bids we would like to have the numbers of two bids
and three bids if you can get that for us. _ C o

I interrupted you, I am sorry, right after your first sentence, but we
discussed some of it. But why don’t you go ahead. o

(Subsequent information supplied by Mr. Malloy states that these
data are not collected, and hence unavailable.)
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FORMAL ADVERTISING

Mr. Marroy. True price competition with award to the lowest re-
sponsible and responsive bidder—has ranged between 37.7 and 44.4
percent of total dollars awarded during the past 4 years, depending
upon the type and volume of commodities purchased in each year. The
subcommittee has stressed greater use of formal advertised contract-
ing; however, this is only a fraction of total price competitive awards.
It represents only those which are susceptible to procurement under
the meticulous statutory rules known as “formal advertising.” These
rules are primarily applicable to highly standardized, commercial, off-
the-shelf 1tems. These rules require a foolproof specification which any
bidder, anywhere, can precisely interpret without discussion with the
buying agency. Bids are received in sealed envelopes and, after public
opening, the award is automatic to the lowest qualified bidder.

NEGOTIATION EXCEPTIONS

Obviously, the majority of defense expenditures for military items
cannot be awarded through such procedures. Hence, about two-thirds
of our price competitions are conducted under one of the 17 negotia-
tion exceptions authorized in 10 U.S.C. 2304, formerly the Armed
Services Procurement Act; but there is no dearth of keen price compe-
tition in such purchases.

“Lock INS”

It is also true that over half of defense procurements in a typical
year do not lend themselves to either of the above forms of price
competition. In many of these remaining cases there is intense com-
petition based upon the capabilities of the bidders to perform research,
development, and design work. In the case of large weapon programs,
such as missiles and aircraft and in mobilization-type items, such as
ammunition—once a production base has been established, it is usually
the only practical source.for continuing production which many run
for several years.

Chairman Proxyre. Why is that? I have heard a lot of people
question the wisdom of that. Why is a contract with the only practical
source for continuing production once a production base has been
established—aren’t: we referring to lock ins and military monopolies
here? ' : o .

Mr. Marroy. There are two primary reasons why there is not much
flexibility, Mr. Chairman. No. 1 would be the cost and No. 2 would be
the time it would take to get another source into production.

Chairman Proxmire. I understand the time and there are occasions
certainly in a war period at least for some procurements this might be
absolutely essential, but, in the Vietnam period with few new weapons
systems urgently needed, this shouldn’t be much of a factor. Is it true
that once research and development designs have been completed you
don’t have competition for production? -

Mr. Marroy. This-is not always true.

Chairman Prox»igre. In most cases?. . S

© Mr. Marroy. Well, it is true in most cases in-your very large major
complex weapons systems such. as your aircraft and your missiles. It
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is less true as you get down into the componentry and into less complex
articles.
o ' PARALLEL R. & D. DEVELOPMENT -*
Chairman Proxyire. Didn’t you used to have more of the parallel
R. & D. development before you went into the production so that you
could ahave competition for production, have really effective bidding
for it? : _ ) _ ' '
Mr. Mawroy. Well, over the years and even still today, Mr. Chair-
man, we do have some parallel developments, and this, as an alterna-
tive, is considered in every case. Sometimes it is a wise way to proceed
if your amount of research and development is relatively small as
against the amount that will be involved in the production program.

UNDERSTATED BIDS

Chairman ProxmIre. You see, what we are concerned about is the
fact that there is a real tendency under the present system to have
understated R. & D. bids in order to get locked in and you get well
on the production contracts. That is a suspicion and a lot of people
feel it is merited. '

Mr. Marroy. Well, it is a problem that is present when you cannot
complete the whole program. That is why we have tried as best we
can, and have been somewhat successful in getting total programs
under a competitive basis initially. When we are developing complex
weapons against tight time schedules, the options and alternatives
available are much more restrictive, obviously, than if you are dealing
in a common item with a marketplace that is established.”

Chairman Proxuire. We are, but I just hope that you consider more
seriously getting back to what seemed to be more common. '

Mr. MacLroy. Mr. Chairman, this, of course, presents one of the great
challenges in our buying program. o o

Chairman Proxmire. All right, go ahead.

FOLLOW-ON PROCUREMENTS

Mr. Marroy. In our annual procuremerit statistics, these continuing
programs must be classified as noncompetitive since they are follow-on
procurements from such established sources.

In summary, every individual procurement is carefully evaluated
by trained personnel whose first objective is to obtain competition
wherever possible. We are satisfied that an outstanding job has been
and is being done in this respect. . ' '

POST-AUDIT RIGHTS

Recommendation No. 2—Legislative action should be taken to
insure post-audit rights of the Government under the Truth in

- Negotiations Act.

Congress, as you know, has enacted Public Law 90-512 dated
September 25, 1968, giving the Government the right of access to
contractor and subcontractor books and records relating to the nego-
tiation, pricing, or performance of the contracts to determine the ac-
curacy of the cost' and pricing data required to be submitted under
the “truth in negotiations” statute. '
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DEFECTIVE PRICE REFERRALS TO JUSTICE DEPARTMENT

Recommendation No. 3—When audits reveal that defective
cost or pricing data have been certified by a contractor, despite
the fact that accurate, current, and complete data were avail-
able to him, the case should be referred to the Justice Depart-
ment for appropriate action.

The purpose of Public Law 87-653, the Truth in Negotiations Act,
was to assure that contractors display for Government negotiators all
factual data affecting that price. The law provides that in the event
this data is later found to be defective—that is, inaccurate, incom-
plete, or noncurrent—the contract price shall be adjusted to exclude
any significant sums by which it may be determined by the head of
the agency that such price was increased because of the defect.

As the law provides, and as implemented by the Armed Services
Procurement Regulation (ASPR), if the cost or pricing data certi-
fied by the contractor, upon which the Government relied, is later
found to be defective and the amount is significant, a price adjust-
ment is sought—regardless of the contractor’s lack of knowledge of
the defect. Thus, the Government has a contractual remedy to recover
unwarranted price increases. ,

The subcommittee recommendation to refer defective pricing cases
to the Department of Justice is interpreted as applying to actions in
which the Government’s remedy is an action based on fraud. We will
continue to pursue this avenue of relief where it is appropriate.

2. PROFITS oxﬁ DEFENSE CONTRACTS o

Turning now to your letter of October 10, %ou stated that you woul
like representatives of the Department of Defense (DOD) to com-
ment on profit-gathering systems. Your letter stated :

Specifically, the committee is interested in. learning what the Department of
Defense is doing to develop a comprehensive and complete study of ‘realized
profits from which meaningful conclusions can be drawn as to the effective-
ness of the various types of contracts being used. ’ .

To be fully responsive to the committee’s request, we will discuss
the events leading to the development of the current in-house report-
ing system which gathers negotiated profits initially agreed to and
profits realized from selected types of Defense contracts. Thereafter,
we will discuss the reasons for our undertaking a separate profit study
with the Logistics Management Institute (LMI). We will discuss the
result of both of these efforts in as much detail as the committes
wishes.

Tt is the policy of the DOD to utilize profit to stimulate efficient
contract performance. For each contract in which profit is negotiated
as a separate element of the contract price, the aim of negotiation is
to employ the profit motive so as to impel efficient contract perform-
ance.

THE WEIGHTED GUIDELINES

The weighted guidelines is a method of establishing the contracting
officer’s prenegotiation position on profit. This technique was intro-
duced in 1964 to provide contracting officers with an improved method
of developing a contract profit objective. The weighted guidelines
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method is used in substantially all negotiated contracts where cost
analysis is performed, that is, those contracts that do not involve
price competition. The arithmetic calculations which the contracting
officer is required to perform are set forth in ASPR 3-808.4 in order to
give appropriate weight to performance, risk, projected costs, and
other factors. This system for determining profit objectives in negoti-
ated contracts is the latest refinement of the basic system which has
been used in military procurement for many years.

a. The DOD in-house profit review system -

When the weighted guidelines procedures were introduced in fiscal
year 1964, the DOD established a profit review system. The purpose
of this system was to determine the effect of the procedures on defense
contract profits and to determine how well contracting officers were
complying with the guidance on application of individual factors.
The reporting system covers all contracts of $200,000 or more which
are negotiated on the basis of cost analysis by each of the military
departments. Excluded from this system are: formally advertised
contracts, contracts negotiated on a price competition basis, cost-no-
fee-contracts, labor-hour contracts, and time and-material contracts.

This system collects profit data by type of contract, by company,
by buying activity, by commodity, and by type of work, distinguish-
ing between development and production. The system also collects data
on the percentage assigned to individual weighted guideline factors,
Initial Government profit objective, the contractor’s proposed profit
rate and the profit rate negotiated. This system reports on negotiated
or going-in profit rates of all basic types of contracts including firm
fixed-price. The coverage on completed contracts, that is, realized
profits, includes all contract types except firm fixed-price.

DOD PROFIT DATA NOT MADE .PUBLIC

The detailed data generated by the system is periodically distributed
to key personnel within the military departments. It has not been
distributed publicly up to this time, but we do not rule out such pub-
lication at some future date. . _

Chairman ProxmMire. Why shouldn’t it ? It seems to me this is data
the public has a right to get if they have a right to get anything. You
don’t argue there is any classification in the matter here. The taxpayer
is spending more for defense than anything else. It’s an enormous
burden, and it seems to me he has a right to know what this shows,
what the cost data show and what the profits show. Why should you
conceal this?

Mr. Mavroy. Mr. Chairman, we . :

Chairman Proxumrgre. I am not charging you, personally, of course,
T am talking about the policy of the Defense Department.

. Mr. Marroy. Mr. Chairman, we really have no desire at all, and have
no intention, of concealing this type of information.

Chairman Proxmire. You are concealing it when you don’t make
it available. '

- Mr. Marroy. Part of it was published asa portion of the LMI report.
We have been considering and are still considering making public the
key elements of this data. We have not done so up to now for practical
reasons; namely, we wanted to be sure that the data were accurate.
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We wanted to be sure that there was enough data so that people could
make meaningful conclusions from it. Since it was somewhat technical
we were afraid we might mislead people rather than inform them.
I think that we might all agree that certain portions of this data would
perhaps not be in the Government’s interest to publish in any event.

Chairman Prox»are. If there is anything that is classified, I can
understand and I think everybody would agree that it should not be
disclosed, but as far as the public being deceived because the data are
incomplete or that you may not make accurate calculations with the
great efficiency that the Department has developed and that we all
recognize over the past few years, it seems to me that it would be
appalling if they couldn’t tell us—give us this kind of information
with some accuracy.

ONE QUARTER OF ANNUAL PROCUREMENT REVIEWED

Let’s take a look at the way profits are reviewed in this system you
have got here. Of the $43 billion worth of procurement, how much
Wouldg be reviewed? You have given us a serles of exceptions.

Mr. MaLroy. I believe that we cover in our in-house system some-
thing like $11 billion, Mr. Chairman. I just don’t have those figures
in front of me. This is out of the total universe of dollars placed with
contractors last year. : ‘

Chairman Proxmike. Of the $43 billion, you would review about
$11 billion, or about one-quarter. .

Mr. Marroy. It is not that we are reviewing. '

Chairman Prox»ire. You would subject it to this kind of scrutiny.

Mr. Marroy. This $11 billion is the amount that is in our statistics—
in this particular in-house profit study that I mentioned. You re-
member that I also mentioned that we only get reports on contracts,
for example, above $200,000; and certain others are excluded because
they are placed by formal advertising, for example, and for other
reasons. I do have a reconciliation—that I don’t have right in front of
me—which takes $43 billion and shows the itemized exclusions.

Chairman Proxmire. Provide that for the record. We would very
much like to have that; because, as I understand it, 57 percent or some-
thing like $26, $27 billion is negotiated with a single source and yet
only $11 billion apparently is subject to this kind of review. At any
rate a reconciliation would be very helpful.

Mr. MaLroy. Yes,sir. ‘

‘We have reconciled it pretty closely in our statistical gathering sys-
tems so we are quite close to the potential for gathering useful data.

(The office of Assistant Deputy Secretary Malloy suTJsequently sup-
plied the following:) - ' ' . :
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Estimated applicability of cost/profit reporting to prime contract awards, fiscal
: year 1967 Billions
0

All contracts, except intragovernmental orders $43. 4

Less transactions without fiscal year 1967 profit determination: .
Increase in letter contracts and change orders : Profits to be negotiated

in subsequent year 2.6
Net increase in incremental funding: Profits were negotiated and re-
ported in prior years - 2.0
Cost-no-fee contracts__ - .8
Total 5.4
Total transactions with profits applicable_. - . 38.0
Less transactions not covered by DOD :
Formally advertised contracts - '5.8
Other price competitive contracts oo 112. 8
Purchasing offices not required to report (overseas offices and small
offices in the United States) 2.5
Catalog price or other total price awards without competition; e.g.,
utilities . : - 10
All other contracts under $200,000. . 3.8
Total —ooeo i _ A - 25.9
Total coverage required by DOD ' . 121
Amount reported on DD Form 1499 in fiscal year 1967 1L 0
Shortfall in reporting : : S B

1 About $9.000.000.000 of these combined amounts ($18.600.000.000) represent awards
in petroleum. subsistence, clothing, automotive,. air transport, sea transport, and con-
struction industries. o : . o ”

‘INCREASE IN PROFITS

-Chairman Proxumizrr. I have a document in front of me called “Profit
Rates Negotiated on Select Prime Contracts,” Office of Seeretary of
Defense, Director of Statistical Services. Written on it in handwriting
is “For official use only.” Is this the data from the review system that
you described ¢ : : .

Mr. Marroy. I believe that is, sir. : S

Chairman Proxmire. Well now, doesn’t this data show, and it is not
classified; and T am just going to read one sentence from the “Profit
rates negotiated during weighted guidelines period, fiscal year 196467
averaged 9.4 percent against 7.7 percent during nonweighted guide-
line period 1959-63.” In other words, it shows that profits have in-
creased from 7.7 percent to 9.4 percent, which is a rather sharp increase
in profits, at least for this very large segment of procurement. which
you have discussed and which 1s peculiarly susceptible to lack of com-
petition and to the kind of cost systems and so forth that the con-
tractors use. Is this figure correct ?

GOING-IN VERSUS REALIZED PROFIT RATES

Mr. Marroy. Mr. Chairman. those figures are accurate as they per-
tain to negotiated or what we call “going-in” profit rates. We adopted
the weighted guideline policy in 1964, and shortly before that time,
and since that time, we placed great emphasis on shifting from cost-
plus fixed fee contracts to the higher risk type contract. Thus, we fully
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anticipated that this shift would result in the average rates of profit
by ty%es of contract being increased. That has, in fact, happened. The
data that we have on the realized profits under the “in-house” system—
and we are getting more and more information on that—is showinﬁ
that our contractors are not realizing the increase that is indicate
by those statistics. As a matter of fact, the data that we have show that
they are realizing just about the amount that was negotiated during
the based period, %.7 percent.

Chairman Proxyare. I want to come to that in a minute. You base
that partly on the information you get from LML

Mr. Marioy. No, sir, I am now talking about the data in our in-
house. We get other data that supplements that in the LMI study.

Chairman Proxumire. Proceed.

LMI PROFIT STUDY

b. The logistics management institute profit review
. Mr. Macroy. The Logistics Management Institute published a de-
fense industry profit review report in 1967. This study was performed
at the request of the DOD in order to supplement our “in-house” data
and provide a better capability of assessing the impact of the many
new procurement and contracting policies introduced in the 1960’s.
Some of the principal changes were:
Reduction in CPFF contracts;
Shift to incentive and firm fixed-price contracts;
Increased price competitive procurement;
Increased contractor working capital requirements due to shift
in types of contracts; and
Tncreased contractor investment in facilities due to the adoption
of more stringent criteria for the furnishing of Government facil-
ities.
This study enlisted the voluntary participation of a significant seg-
‘ment of the defense hardware industry. This made it possible to gather
data on profits realized under firm fixed-price contracts, and under
contracts awarded competitively, thus providing data in an area not
covered by the DOD “in-house” profit review system or by published
company data. The LMI profit study is now being up-dated to include
data for 1967. For those contractors providing data, care was taken by
LMI to apply test checks against both the published statements of the
company and certain other data published by the Federal Trade Com-
mission and the Securities Exchange Commission.

GOING-IN PROFIT RATES

Chairman Proxyire. Before we go ahead with logistics manage-
ment, I would like to go back to these figures. You showed—the only
hard figures we have—you say that maybe the realized profits are
considerably less, less than an increase and there may not be any
increase at all as compared with the going-in profits, but the only hard
figures we have, and you confirm that they are accurate, do show an
increase from 7.7 percent to 9.4 percent over this period of 4 years
from 1959 to 1963 for the first period and 1964 to 1967 for the second.

Now as far as the LMI is concerned, it would seem to us on the
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basis of very fragmentary and admittedly unsatisfactory and inade-
quate information, we have that the Logistics Management Institute
1s really an in-house operation designed to justify DOD actions.

INFORMATION REQUESTED ON LMI

. On October 10 and November 1, I requested certain information
from DOD about LMI. We would like to know, first, the names of the
LMI professional staff and their backgrounds and salaries, including
‘the salary of the Executive Director; the amount paid by DOD to
LMT on an annual basis since its inception ; whether or not DOD is the
sole source of income to the Logistics Management Institute or what
the portion of its income from the Defense T)epa,rtment funds repre-
sent; whether or not the LMI staff are all or predominantly retired or
formerly military or DOD personnel or have been previously em-
ployed by Defense contractors; whether LMI does work for any group
other than DOD; does it subcontract out to universities; has LMI
ever written a report critical of DOD practices or policies?

Mr. Marroy. Well, Mr. Chairman, if I might comment on your
observation with respect to LMI, I really don’t consider that they
are an activity to justify our actions. They are a nonprofit public
service independent organization that was established in 1961 by Mr.
McNamara as a way to increase the efficiency of Defense procurement
and Defense logistics in general. -

We feel they have been terribly helpful in doing this over the years.
That is the universal judgment of those who are familiar with their
work.

They very frequently write reports to us in which they suggest
changes in our policy or in which they might disagree with what
has been policy up to that point.

‘We in no way try to, nor do we, in fact, influence the contents of their
report.

Chairman Proxmire. Then you do say they have written reports
critical of DOD procurement practices and you say they disagreed
with your policies ?

Mr. Mavroy. They have recommended changes in our policies from
time to time and that is what we expect from them if their analysis
and study show that the policy should be changed.

In other instances they have been able to take concepts which have
certain potential and through their studies indicate even greater po-
tential.

DOES LMI DIFFER WITH PROFIT INTERESTS OF CONTRACTORS ?

Chairman Proxmire. For example, I understand they recommended
the weighted guidelines that resulted in increasing profits. What I am
trying to get is whether or not this is a group that has made recom-
mendations that would reduce costs, reduce procurement costs, and
could be construed by some as to occasionally differ with the interests,
the profit interests, of the contractors.

Mr. Marroy. Mr. Chairman—

Chairman Proxmire. Can you cite any example of their making a
recommendation of that kind, a recommendation of the kind that
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could be construed as adverse to the interests of contractors, in the

sense of reducing their profits? .

kul:lr. Macroy. Well, I am unable to answer quickly a question of that
ind.

I will comment on their work in profits to which your question
relates. They were used to assist the Department of Defense in con-
structing our present weighted guidelines profit policies. As a matter
of fact, they did an outstanding job in helping us to set up what we
regard, and I think what is universally regarded, as a more rational
profit policy. LMI was quite instrumental in assisting us in that effort.

Mr. Chalrman, in connection with your observation that you had
requested certain information about LMI, that information has been
provided to you in our letter of November 8, 1968.

LMI DATA NOT CERTIFIED

Chairman Proxmire. How reliable are data on profits and net
invested capital submitted, delivered by contractors voluntarily to a
DOD research group like LMI? Were the submissions certified ¢

Mr. Marroy. I feel, and I believe LMI feels, that the data are
reliable, Mr. Chairman. There was, of course, in the process of getting
voluntary information, no requirement for certification. LMI did not
just accept these data. They discussed it with each submitting con-
tractor individually, and, as I indicated in my statement, they made
other test checks of the contractors’ data against other bench marks
that were available, such as published financial statements.

LMI TEST CHECKS

hCh%,irman Proxmire. What did the test checks applied by LMI
show
Mr. Marroy. They showed generally that the data that we were
receiving from the companies were consistent with the other known
data.

Chairman Proxymre. Can you furnish these analyses to the com-
mittee?

Mr. Marrovy. I will check that with the LMI, Mr. Chairman, and
advise you.

LETTER OF NOVEMBER 8 NOT RECEIVED

Chairman Proxmire. Let me say that we are looking forward to
getting that letter which you sent on Friday, November 8. It has not
been received. The staff hasn’t received it, and I haven’t received it.
We got a letter on October 19 which didn’t answer any of the questions
we have asked about LMI, but we are looking forward to it.

Mr. Mawroy. Mr. Chairman, I have a copy of the letter here.

Chairman Proxyizre. Fine.

Mr. Marroy. And I will be glad to provide it right now.

Chairman Proxmire. All right. You are going to furnish the test
checks for the record.
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(The letter of November 8, referred to in the preceding colloquy
and presented to the committee at the hearing follows:)

NOVEMBER 8, 1968,

Hon. WiLLIAM PROXMIRE,
Chairman, Joint Economic Commitiec,
Congress of the United States, Washington, D.C. -

DEeAR MR. CHAIRMAN : This letter provides the information requested in your
letter of November 1, with respect to the Logistics Management Institute (LMI),
to the extent available from the Defense Department. A copy of your letter to
me and a copy of this response have been sent to LMI and Institute officials have
been asked to contact your staff immediately to provide any additional facts
which you wish.

LMI was formed in 1961 at the personal initiative of the Secretary of Defense.
Its mission is to provide a small professional staff, with diversified consulting
and research experience in procurement and logistics, to undertake problem-
solving studies. Such a specialized nonprofit organization is able to apply its
full time to such studies and to assure us of a continuity of expertise.

Each assignment undertaken by LMI is defined in a Task Order signed by the
Assistant Secretary of Defense (Installations and Logistics). Since its formation,
the Secretary of Defense has required that I.MI confine its work to the Defense
Department due to a great need for this type of support. Recently we advised
LMT’s trustees that it might accept non-Department of Defense assignments com-
patible with its nonprofit, public-service character, to the extent of 109, of its
work effort.

Since its formation LMI has completed approximately 150 tasks. It currently
has in process 18 tasks. Its assignments in the field of profit analysis have totalled
four, one of which is still in process.

LMTI’s record of accomplishment has been outstanding. The cost of LMI’s an-
nual contract with the Defense Department has aggregated $6.9 million since its
formation in 1961 through June 30, 1968. Its current year contract is $1.3 million.
It has not been possible to precisely quantify the total cost reductions achieved as
a result of their efforts; however, we think that this has been a very sound
investment.

Recruitment, administration, and compensation of its staff is LMI’s responsi-
bility as an independent organization. The Defense Department does examine its
cost structure in detail, as it does in other similar situations. The salary struc-
ture employed is reviewed and approved for reasonableness. I am confident that
you will obtain all of the detail which you wish on the compensation of indi-
vidual members by contacting Mr. William Finan, Executive Vice President.

‘We have inquired of Mr. Finan as to the background of the 22 members of his
current professional staff. He has provided us with the attached material show-
ing the names of the officers and professional staff, the date they were initially
employed, previous employer, and education. You asked if 1 would verify infor-
mation coming to your attention “. . . that all or the vast majority of the pro-
fessional staff in LMI are either retired military or Department of Defense
personnel, or have been previously employed by Defense contractors”. As at-
tached material indicates, the information coming to your attention was not
correct.

During the annual budget reviews of the Department of Defense, the House
Appropriations Committee has obtained and published a display of data relating
to LMI. The House Government Operations Committee also considered the role
of the Institute. For your ready reference, we are attaching citations to the
published hearings.

Sincerely,
TrOMAS D. MORRIS,
Assistant Secrctary of Defense
(Installations and Logistics).
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LM! PROFESSIONAL STAFF, NOVEMBER 1968

Year Previous employer Education
employed
Officers: .
Wm. F'id Feit;l{n. execative vice 1963......... The Diebold Group, Inc..cceuen-n-- No degree.
presi
Georgei f (')'Brien, viee 1962 ...... Touche, Ross, Bailey & Smart._._... Ph. D., mathematics.
president.
Harry M. Tayloe, vice 1962, ... ... Datronics Engineers, lac.__........ LL. B.
presiden
Frank M. Reynolds, vice 1961 cenen Institute for Defense Analyses. _.... Do.
president.
Professional staff: : X
Pierpont B. Buck.......... 1965. . ccnnn Nationa! Academy of Sciences..__... Ph. D., physics. .
Richard T. Cheslow._.__...... 1967 caecnes Atlas Chemical Industries, Inc...... M.&A., business administra-
n.

.- B.A,, economics.
Bi., mathematics.

. - e of B.A.,

Herbert L. Gurnee... 1968_.._..... Stanford Research institution.___... LL. B./B.A., Business
administration.

Charles A. Kezar.... Battelle Memorial Institute. . ._... M.B.A., management
sciences.

Walfred J. Larson...ocoaoo-- The Boeing €O .ooeemuvemnaaaes B.S., psychology; B.S.,
mechanical engineering.

George Marienthal........--. U.s. Air )Force (Obligated military M.S., industrial engineering.

service).
Wm. 0. McWorkman... ... The Boeing Co....._.--. -. B.S., mechanical engineering.
Theodore 0. 0'Donnell, Jr 2 John |. Thompson & Co. 8.S., industrial enginsering.

Perkins C. Pedrick. ... . Atlas Chemical Industries, Inc... . M.S., mathematics.

George B. Roche_... .. Management Technology, Inc__ ... JD, Iav;, M.S., operation re-
search.

Francis W. Shepherd_ ... 1966_.__..... Honeywell, INC_ - nomomenenn M.S., mechanical engineering.

Jack W. Smith_________...__ 191 ~ 1).S. Office of Education (Retired)..... B.S., mathematics.

George W. Thompson........ __ Reserve officer, U.S. Air Force....... C.P.A, 5 i

Charles TipliZ o coonaue---- - J General Precision, Inc.._...... 77 M.A., economic planning, M.S.

computer,
Armand B. Weiss..._-..._... 1968__._...... Center for Naval Analyses_.oco--o--- M.B.A., marketing.

CITATIONS TO PUBLISHED HEARINGS ON LMI

Systems Development and Management (Part 2), Hearings Before a Subcom-
mittee on Government Operations, House of Representatives, Eighty-Seventh
Congress, Second Session, July 1962 (Starting on Page 566).

Department of Defense Appropriations for 1968, Hearings Before a Subcommit-
tee of the Committee on Appropriations. House of Representatives; Ninetieth
Congress, First Session, Part 5, Operation and Maintenance (Starting on
Page 96).

Department of Defense Appropriations for 1969, Hearings Before a Subcommit-
tee of the Committee on Appropriations, House of Representatives, Ninetieth
Congress, Second Session, Part 4, Operation and Maintenance (Starting on
Page 170).

Mr. Marzoy. I will have to check that with LMI, Mr. Chairman, to
see what information they have. In any event, we certainly can pro-
vide you with the methodology that was applied to check the data.

(The following material was subsequently supplied :) :

Question. What methodology did LMI use to verify company data?
The requested information is as follows: ’

Answer. All of the companies submitted total company data (Sales, Capital,
Profit), which were then stratified by Defense, Other Government and Com-
mercial. LMI’s methodology for verifying these data began with reconcilidtion
with published financial statements.

Twenty of the 39 High and Medium volume companies were more than 70%
defense in 1958 ; 13 of the 20 were more than 90%. In such companies, significant
misallocation of capital would cause easily detected discrepancies in the com-
mercial business profit rates. Absence of such discrepancies permits acceptance
of the data and use of those companies’ defense business profit ratios in com-
parative analysis of the data of the other companies. Submitted data on.capital
allocation which were not clearly understood were verified directly with individ-

ual companies.
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Profit/sales ratios derived from the LMI sample companies were compared
with information published by the Renegotiation Board. The data of the sub-
mitting companies' showed higher average defense profits than did the data
published by the Renegotiation Board which include all renegotiable Government
business.

On those contract types (CPFF, CPIF, FPI) which were reportable under the
DOD profit review system, average profit/sales ratios computed by LMI were
compared with DOD in-house data. The profit/sales ratios on FEFP contracts
were not reportable to DOD and were evaluated by LMI through direct review
of certain contracts which caused the actual ratios to be considerably lower than
the expected ratios. :

Allocations of capital to the commercial portions of the sample companies
were.compared with FTC-SEC data. Changes in defense capital ratios .were
traced to DOD changes in policy and to changes in the mix of contract types.

Chairman Proxmire. All right, sir, proceed.
LMI PROFIT STUDY

Mr. Msrroy. The data from the LMI profit study have been pub-
lished and are available from the Defense Document Center. As the
published study indicates, it does not cover the entire spectrum of de-
fense contractors. The LMI analysis clearly established the representa-
tiveness of the data for high- and medium-volume companies. Repre-
sentativeness of the low-volume company sample cannot be established
with the same degree of certainty, so study conclusions were restricted
to the high- and medium-volume companies—high volume in this con-
text means defense sales of $200 million and-over annually; medium
volume means $25 to $200 million in defense sales; low volume means
$1 to $25 million in defense sales. We feel that this study, when com-
bined with other available data, such as our in-house data and that
available from the Renegotiation Board, provides a sound basis to.
depict the impact of Defense procurement policies. ' v

Any comparison of the LMI study to the in-house data must take.
note of the fact that the in-house data does not subtract out unallow-
able-nonrecoverable costs which are actually .incurred by contractors.,
Likewise, the LMI data must be adjusted from a sales to a cost base.
When this is done, the data are comparable to the in-house data for
CPFF, CPIF, and FPI contracts. A significant value of the LMI
study is that it provides insight into an area—that is, realized profits
on firm:fixed-price ‘and competitive contracts—that is not now,-and
should not' be, routinely covered by a Government data reporting
system. We will explain this further in commenting on your suggestion
concerning periodic independent profit studies. - ,

RENEGOTTATION BOARD

© As you know, the Renegotiation Board—with certain-exemptions—
collects data on all contractors having renegotiable sales of $1. million
and over annually. In 1968, the Board’s filings increased to 4,000 de-
fense contractors from approximately 3,000 contractors during each of
the previous 3 years. These filings, of course, include data from the 40
Ligh- .and medium-volume companies including the‘LMIsthdy. We
have interpreted the Renegotiation Board data—when purged of high-
and medium-volume companies as defined in the LMI study—:to repre-.
sent a universe of data primarily on low-volume companies—and on
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firm fixed-price contracts and subcontracts. We have reasoned ihat this
conclusion has validity from the fact that 83 percent of.the excess
profit determinations during the 3-year period 1965-67, were made on
companies categorized as low volume under the LMI classification pro-
cedures—doing business primarily on a fixed-price basis.

It is our belief that the data of the Renegotiation Board, the LMI,
and the Defense in-house profit review s:irlsterp complement and supple-
ment each other, and provide a comprehensive picture of the defense
profit situation as it exists today.

BACKGROUNDS OF LMI STAFF

Chairman Proxamre, I would like at this point to read-into the rec-
ord from the letter you have just presented me the iFrevious employer
of the members of the LMI—their professional staff, that is, and T do
this without any derogation of them. I am sure they are competent men
and doing their very best and making a real contribution, but I would
like to call attention to the previous employer, the previous relation-
ship of most of these men. I do this recognizing that LMI can be very
useful in many respects, but in having an objective view from the
standpoint of trying to keep costs down and trying to be critical per-
haps of inefliciencies, either in the Department of Defense or among
contractors that would reduce spending by Government, it seems to me
to leave something to be desired. There are only relatively few, so it
will take me just a minute. '

The previous employer—and I won’t give the name of the staffs or
officers—that will be available to the press or anyone who wants to
see it, the Diebold Group, Inc.; Touche, Ross, Baily & Smart; Da-
tronics Engineers, Inc.; Institute for Defense Analyses—those are
the previous employers of the four officers. .

Professional staff, previous employers: National Academy of Sci-
ences; Atlas Chemicals; Leahy & Co.; Resource Management Corp.;
Goodhue Co. of Savannah; Stanford Research; Battelle Institute;
Boeing Co.; U.S. Air Force; Boeing Co.; John I. Thompson & Co.;
Atlas Chemical Industries, Inc.; Management Technology, Inc.;
Honeywell, Inc.; U.S. Office of Education, retired; Reserve officer,
U.S. Air Force; General Precision, Inc.; and Center for.Naval Anal-
yses, were the previous employment of the professional staff, and I
have indicated for the officers. So I think this gives a picture of the
background of the men who serve on LMI, again without any criticism
of them, but it seems to me it gives us a little clearer picture that this
is not precisely the kind of a group, the kind of staff that would be
oriented toward a very critical viewpoint or an objective viewpoint,
I should say, toward defense contractors. )

Again, this is a matter of judgment on the basis of those who would
look this staff over, but that is my own judgment.

Mr. Marroy. Yes, and I would, Mr. Chairman, draw the opposite
conclusion from the same list.

Chairman ProxMire. Very well. Go ahead.
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PERIODIC, INDEPENDENT PROFIT STUDIES

¢. Proposal for periodic independent profit studies

Mr. Macroy. In your letter of October 10, you asked that we ex-
press our views with respect to a proposal for an independent and
mmpartial periodic study of defense profits—suggesting perhaps that
this be done by a university, a foundation, or some similar, completely
independent and impartial organization. While the DOD does not
believe that a new study—particularly in the detail suggested—is
needed for its purposes, it is not opposed to this proposal. Quite pos-
sibly, more comprehensive information relating to profits on all types
of Government contracts would provide your committee and selected
Government agencies with a data bank from which meaningful eval-
uations could be made. In order to solicit voluntary information which
would be subject to verification, great care would have to be taken
in defining the Government objectives, prescribing the extent of
coverage desired, and designating the agency which would conduct
and administer such a project.

With respect to the DOD’s continuing interest in profit analysis, we
consider that the current in-house review system which I discussed
earlier is adequate—despite the absence of data on firm fixed-price
contracts, most of which are either formally advertised or competi-
tively negotiated.

REASON FOR EXCLUDING FIRM FIXED-PRICE CONTRACTS FROM PROFIT REVIEW

‘In establishing the LMI profit review, we considered whether
realized profit data on firm fixed-price contracts should be gathered
through an independent study or whether such data shoulg be col-
lected through a routine “in-house” reporting system. During our
deliberations, we recognized that the risk of widely ranging profits
—or losses—witnessed under firm fixed-price contracts, provides the
essential motivation which makes this type of contract superior to
others in achieving cost reductions. If we started to routinely—or
even periodically—require contractors to disclose the profits which
they make on individual fixed-price contracts, it would diminish the
value of this type contract. Contractors logically will believe that
the higher than average profits disclosed would receive undue em-
phagis and that nothing would be done about lower than average
profits.

' WEAENESS OF LMI PROFITS STUDY

Chairman Proxmire. Isn’t this precisely the weakness of the LMI
attempt to determine realized profits as compared with a very limited
but, I thought, useful study by Professor Weidenbaum who testified
yesterday ? The LMI, as I understand it, asked for the contractors to
provide to them what their realized profits were and they showed
a drop in profits and they showed low profits, and in evaluating that
it would seem to me that you would have to recognize just what you
have said, Mr. Malloy, the contractors logically will believe that the
higher than average profits disclosed would receive undue emphasis
and nothing would be done about lower than average profits. They
will report the lower than average profits. Any pollster or anybody
trying to get a notion of either attitudes or facts such as what the
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profits actually are, would recognize this, it would seem to me, when
you rely on the voluntary response and when you get only a partial
response, and partial response that doesn’t come close to representing
anything like a really substantial part of the universe that you are
inquiring about.

S0 it would seems to me that we would have to discount very heav-
ily the L.MI conclusion that profits have declined and that profits are
low because this is the kind of response that you get when you just
send it out and say “Let us know what your profits are.”

Mr. MaLroy. Mr. Chairman, I believe there is undoubtedly some
misunderstanding as to the information in the LMI report. The LMI
report on fixed-price contracts, for example, reports all of the fixed-
price contracts of the contractor.

In connection with the data in the LMY report which deals with
fixed-price contracts, these contracts were prescribed to the contrac-
tor by LMI as a result of their getting from our own records in the
Department of Defense a sampling of contracts that were in fact
categorized by us to be price competitive. We found that there was
a problem of communication between LMI and the contractors as to
the definition of “competition.” So, to overcome that, we just selected
the contracts to be related on and those are the ones reported.

So there is a complete universe that we asked to be reported and
there was no picking and choosing on the part of contractors to report
just the low profit contracts.

Chairman Proxmre. I know you didn’t pick and choose but the
people who responded, it was a volunteer response—you say that
repeatedly in the description.

Mr. Marroy. Volunteer in the sense that the contractors volun-
teered to participate or declined to participate. Once he volunteered
to participate he supplied all of the information requested.

Chairman ProxuMIire. Just as you say here, those who are doing
very well or making high profits would not seem to be inclined to
participate in something like disclosing their profits as those who are
doing poorly. I know that would be true of our farmers in my State,
for instance, the ones who speak up are the ones who are unhappy.

Mr. Marroy. Mr. Chairman, we have no evidence, there is no evi-
dence, in my judgment, in the LMT report or in any other information
that I have seen that would indicate that that type of bias is in fact
in the LMI report. :

GOVERNMENT-FURNISHED CAPITAL

Chairman Proxmire. Did the LMI study take into account the
significant amount of Government-furnished capital to the contractors
including extensive use of progress payments?

Mr. Marroy. Yes, sir; it is taken into account when you get infor-
mation on profit as it relates to a particular contractor’s investment.
If that contractor has Government facilities he will get, on a given
sales volume, a higher turnover of his business and the presence of
Government property will be automatically reflected in the figures that
come out of that.

22-490—69—pt. 1—9
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MIX OF CONTRACT TYPES IN LMI SAMPLE

Chairman Prox»are. How well did the mix of contract types in the
LMI sample reflect a mix in the LMI universe? Were the contracts
weighted toward the medinm-sized contractors ?

Mr. Mavrroy. I did not understand the question, Mr. Chairman.

Chairman Proxmire. Were the LMI contracts heavily weighted
toward the medium-sized contracts, medium and small?

Mr. Mavroy. The contractors in the LMI study were, as I indicated,
divided into the large, medium, and small. There was a much higher
degree of statistical confidence, using the term “confidence” in the
statistical sense, in the data for the large volume companies.

Chairman Proxmire. I am sure there was, but my question was
whether they were underrepresented. You see, the Weidenbaum study,
which was primarily for the large contractors, showed that they en-
joyed profits of about 75 percent higher than nondefense corporations.

Mr. Mawroy. No, sir.

Chairman Proxmire. Consistently in the two different periods he
studied.

Mr. Marroy. Volume II of the LMI study goes into great detail
and depicts the degree of confidence that one can have in the data
for the high-volume companies. It is that data that has the highest
degree of statistical confidence, such that one could say that the data
there represent, to a very high degree, the data for the total universe.

Chairman Proxmire. I just don’t want to delay you and I think
you are doing an excellent job, but I think that is not responsive. 1
asked whether that represented a proportion, a properly proportional
amount of the large companies. You are saying that the data from’
the large companies was accurate, more accurate at least than it was
from the others. This may be true, but I am asking whether this repre-
sented a sufficient proportion of the large companies that we could
construe this as being an appropriate conclusion as to what their profits
were.

Mr. Mavroy. As to the large companies, they were very heavy in the-
sample, and the——

Chairman Proxmire. Can you give us any figures on how many,
what proportion were represented ?

Mr. Marroy. Of the large companies?

Chairman ProxMire. Yes.

Mr. Marroy. Of 27 high-volume companies in the universe which
was studied, 23 (or more than 85 percent) were included in the sam-
ple. The 23 sample companies accounted for more than 92 percent of
the defense sales dollars of all high-volume companies. When the high-,
medium-, and low-volume company data were combined, each of the
three volume categories was weighted to reflect its true proportion
in the total universe of company numbers, sales, and investment.

Chairman Proxmire. And those 23 showed—disclosed—their profits,
in the study; they showed them all the way through ¢

Mr, Marroy. Yes, they did.
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ACCOUNTING METHODS IN ILMI STUDY

Chairman Proxyire. Do the LMI data show the different ac--
counting methods applied, the varying allocations of costing, such as
depreciation allowances? -

Mr. Marroy. No, sir; the study would not show that. That was not
an object of the study. Hence, there was no coverage in the study on
that subject. ;

PROFITS OF TOP 10 DEFENSE CONTRACTORS

Chairman Prox»ire. This is taken from Fortune magazine, June 15,
1968. It shows the 10 top defense contractors: L.ockheed ; General Elec-
tric; United Aircraft; General Dynamics, Inc.; Boeing—McDonnell-
Douglas made almost nothing—Textron; North American Rockwell;
General Motors; and Avco; and they averaged 15.5 percent profits
on invested capital. These are the 10 biggest, and these were the 10
that did a very large proportion of all of the procurement, as you
know. So this would suggest that their profits were closely in line
with Weidenbaum’s study.

If you throw out McDonnell-Douglas, which was the only one that
didn’t make much money, it would be considerably higher and, in
any event, it would be substantially higher than nondefense corpora-
tions.

Mr. Macrroy. It is difficult to use that type of general information
to draw conclusions with respect to the profits these companies are |
making on their defense business. At least we found it difficult as we
looked at that kind of data some time ago. The biggest of the con-
cerns listed, including these particular companies, all of them, I be- .
lieve, are large defense contractors and have both defense business
and commercial business. It was one of the primary.purposes of the
LMI study to try to separate the commercial business from the busi-
ness that they .did with other Government departments and the De-
partment of Defense. As you know, we were trying to look at what
they were making on their defense business. , ' '

Chairman Proxaire. This is what Weidenbaum studied and sepa-
rated out, these were making more money in their defense contracts.

Myr. MaLroy. No, sir; he c%id not separate it out. He used the total
figure. The separate data were not available to him.

Chairman Proxyire. My staff disagrees. Perhaps you are right and
they are not right. :

Mr. Marroy. I believe my impression is correct.

Chairman Proxmire. 1 gelieve Weidenbaum did distinguish.

Mr. Marroy. He distinguished only in the context that he selected ;
as I understand it, the contractors who were doing 75 percent of their
total business with the Government. He made that gross distinction.

NEED FOR COMPREHENSIVE STUDY OF DEFENSE PROFITS

Chairman ProxMIre. Anyway, what this dialog shows between you
and me that we just ought to have some basis for authoritative com-
prehensive information on defense profits. We asked the Comptroller
General about this and pressed him hard to see if his agency would
do it, and if they wouldn’t, why not; and if they didn’t, who should do
it, according to their recommendation yesterday. It obviously should



120

be some reasonably objective outside agency to do it. We do need this
information, it seems to me, if we are going to understand it. I can’t
see that we gain anything by keeping 1t secret. Maybe the suspicions
are completely unfounded but I would hope that you and the Defense
Department in view of your real conviction—and you are a very sin-
cere man—I am sure would do all that you can to encourage this kind
of accurate, comprehensive determination of what the profits really
are.

Mr. Marroy. As I stated in my statement, Mr. Chairman——

Chairman Proxmire. It shouldn’t be hard.

Mr. Marroy. We would have no objection whatsoever to such an out-
side independent study. We are going to continue our own studies in
this area because we think that they are important, and it would
seem to me to be up to the Congress to decide whether they wanted
such a study. We certainly will cooperate if the Congress decides to
launch such a study.

Chairman Proxmire. Thank you.

Proceed.

DOD OPPOSED TO ROUTINE PROFIT STUDIES ON FIXED-PRICE CONTRACTS

Mr. Marroy. As a consequence, we do not think it is desirable and
we doubt that it is practicable to routinely obtain profit data on indi-
vidual fixed-price contracts, particularly those entered into following
price competition. '

Instead, we believe that periodic special studies such as the LMI
report provide adequate data on firm fixed-price contracts and profit
rates on price competitive contracts, both negotiated and advertised.

DOD. PROFIT REVIEW SYSTEM' ADEQUATE

The weight of the evidence is that the DOD profit review system
and the LMI defense profit review more than adequately report profit
data in that segment of the defense industry categorized as high volume
and medium volume. This data, supplemented by the Renegotiation
Board data on low volume firm fixed-price and subcontract business,
provides an adequate basis over all to depict the level of defense con-
tractor profits.

RENEGOTIATION BOARD DATA

d. Are Defense contractors’ profits too high?

With respect to the question posed in your announcement of October
31, “Are Defense contractors’ profits too high?”, it has been our obser-
vation, based on all data available to us at this time, that there is no
evidence that this is so. As Secretary Clifford pointed out in his letter
of June 13, 1968, there is no factual basis for such a conclusion. Exami-
nation of the Renegotiation Board data in the period 1965-67 shows
that total excess profits determinations as a percentage of total rene-
gotiable sales were less than one-tenth of 1 percent. Among the many
safeguards against profiteering are greater use of fixed-price contracts,
improved pricing techniques, improved management of defense con-
tract audits, the influence of competition in procurement practices, and
the continuing interest by the Congress in defense contracting.
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3. COST CONTROLS IN DEFENSBE CONTRACTING

Turning now to your letter of October 18—

Chairman Prox»ire. You keep going back to it and I think it is a
perfectly proper reference to the Renegotiation Board and after all, if
these profits are excessive, the Renegotiation Board would show them,
but aren’t there quite a number of exemptions from renegotiation
review ?

Mr. MaLroy. Yes, sir, there are exemptions. The main one that comes
to mind is companics having less than a million dollars renegotiable
sales with the Government. There are other exemptions.

Chairman Proxyare. The 5-year carry forward loss provision may

be

Mr. Marroy. I don't recall that there is such a provision but I am a
little rusty, Mr. Chairman, on the point.

Chairman ProxMire. Aren’t many of the most profitable contracts
exempt from renegotiation?

Mr. Mavroy. I don’t know.

Chairman Proxanre. Doesn’t the Renegotiation Board review com-
panies on a fiscal year, not on a contract-by-contract basis ?

Mr. Marroy. That is correct.

Chairman Prox»rme. So you have a situation where they may make
enormous profits in some areas and lose money in others and they would
not be subject to review.

Mr. MacrLov. That is absolutely correct.

Chairman Proxmigre. Aren’t renegotiation profits reported based on
sales, not net assets?

Mr. Marroy. The Renegotiation Act, as I recall, tells the Board that
they are to look at profits related to sales and, as well, profits related to
net worth. The Board, in fact, does look at profit on net worth, profits
on sales, and contractor efficiency and other factors.

Chairman Proxmmme. We have the publication of the Renegotiation
Board and they publish nothing on net worth, entirely on sales.

Mr. Marroy. I didn’t mean to indicate that they published informa-
tion on net worth, but in making a determination under the act as to
whether excessive profits were obtained, the Board is instructed by the
act to take into consideration return on net worth.

Chairman Proxyrre. Don’t cost allowances for renegotiation differ
in significant respects from cost allowances for procurement purposes?

Mr. Marroy. They do, Mr. Chairman. The cost allowances for re-
negotiation are those, I believe, that are used for Internal Revenue
purposes.

Chairman Proxarmre. Doesn’t the Board itself, Renegotiation Board
itself, warn against any generalizations against profitability based on
renegotiation in their experience?

Mr. Marroy. I believe such a caveat has been in Board reports.

Chairman Proxnire. Thank you. Go ahead.

COST COXNTROLS

Mr. Marroy. Turning now to your letter of October 18, you asked
that we discuss several additional matters relating to pricing in the
negotiation process and the general area of the control of costs in de-
fense contracts.
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It is acknowledged that contract awards based upon price competi-
tion—including formally advertised contracts—provide contractors
with the best motivation to control costs to prevent losses and to in-
crease profits. Thus, in the Defense Department during the past 4 years,
when true price competition has ranged between 37.7 and 44.4 percent
of total dollars awarded, there has existed the motivation to control
costs inherent in the competitive contracting system employed.

a. Controls over noncompetitive contracts

However, we recognize that in noncompetitive transactions addi-
tional safeguards are necessary, and it is in this area that we assign
our most highly qualified personnel—negotiators, engineers, price an-
alysts, auditors, contract administrators, and quality-assurance special-
ists. This contracting team is charged with the responsibility of eval-
uating the reasonableness of contractors’ cost or price proposals in non-
competitive situations. To assure uniformity in the application of
cost allowances, we have published contract cost principles and pro-
cedures—some are applicable to production and research contracts with
commercial organizations, and other principles are for use in costs ap-
plicable to contracts with educational mstitutions.

These cost principles disallow some normal business costs incurred
for such items as bad debts, interest on borrowings, contributions and
donations, and entertainment costs, Other costs are allowable within
the limitations prescribed in the published regulation. Thus, costs are
controlled by administrative regulation which disallows certain costs
and limits the allowance of others.

ARE COSTS CONTROLLED AT AN EFFICIENT LEVEL?

Chairman Proxmire. How do you know that the costs are being con-
trolled at an efficient level ? How do you know it?

Mr. Marroy. Well, that is an extremely difficult broad question to
answer, Mr. Chairman. I think that you can answer that generally
with respect to contracts that are awarded as a result of competition.
There the control is really the marketplace control. In contracts that
are not subject to that discipline, as I indicated in my statement, we are
careful in negotiating high-risk contracts with contractors. We go
over their proposed prices in great detail, and we have cost principles
which bear on this subject. But the Government itself cannot control
costs, as such.

Chairman Proxmirr. That is it. You see, these are bookkeeping costs,
and it is very hard to get at this, isn’t it—it is very hard for the Defense
Department to substitute for management. You shouldn’t try to, and
you don’t.

Mr. Macroy. That is right; we try to set up effective types of con-
tracts——

Chairman Proxmire. It is hard for you to determine whether costs
are controlled in an efficient manner other than where you have com-
petition.

Mr. Marroy. Well, it is much more difficult, Mr. Chairman. Of
course, in these large contracts where there is a possible problem area,
we have teams of our own people that are resident in contractors’
plants, and we have a great deal of experience in the Government. We
have Mr. Petty’s stafl of auditors that are full time in contractors’
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plants. YWe have very intimate knowledge of what is going on. But the
best way to control costs is to provide techniques so that contractor
management is motivated to control his costs.

b. Cost control in complex weapon systems

The major problem in procurement of complex weapons systems is
that of adequately defining the requirement.

CONTRACT DEFINITION

In 1963, with a view to correcting some of the problems of cost
control experienced under cost-plus-fixed-fee contracts, a procedure
known as contract definition was introduced. The purpose of this tech-
nique is to establish the conditions for meaningful competition leading
either to fixed-price contracts or incentive contracts through sys-
tematic procedures for better defining requirements. The end products
of the definition effort are achievable performance specifications, and
realistic schedules backed up by credible cost estimates incorporated
in a fully structured, fixed-price or incentive contract. Contract defi-
nition is conducted under fixed-price contracts which may extend over
several months. During this effort, the contractor works in close col-
laboration with the Government project engineering staff. To provide
an efficient basis for future production, contractors’ engineers are
required to examine trade-off areas, high-risk areas, and interface
between equipments. This effort provides a sound basis for financial
and pricing staffs to develop the projected costs. Additionally, on many
major systems, DOD project engineers develop an independent cost
estimate based on engineering, support, and cost analyses.

INCENTIVE CONTRACTS

Chairman Proxaire. I would like to ask you a question or two in
connection with the C-54A, in which I understand the Government may
pay billions of dollars more, $1 or $2 billion more than initially ex-
pected. It may be enormously costly. Let me ask you, first, what has
been the experience with incentive contracts; have they generally kept
costs down ?

Mr. MarLroy. QOur experience, speaking generally to incentive con-
tracts, Mr. Chairman, has been quite favorable. We think that they
are better than the alternative that would be available if we didn’t
use them. The alternative would be cost-plus-fixed-fee contracts. One
would have a great deal of difficulty, of course, demonstrating one
against the other because you have not employed them side by side.
But it is certainly my judgment, and the judgment, I think, of most
people in the Department, that a properly structured incentive con-
tract—and we should acknowledge that these are difficult contracts to
structure—does provide motivations to the contractor to act in the
Government’s best interest they are a better form of contract, given
the right circumstances, than the alternate available which as I say
would be a cost-plus-fixed-fee contract.
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TOTAL PACKAGE PROCUREMENT

Chairman Proxarme. I understand the later novelty in incentive
contracting is so-called total packaging procurement. Explain how
this works, using the C-5A as an example.

Mr. Mavroy. There is not necessarily a direct relationship between
incentive contracting and total packaging contracting, although most
of the time you would find a total package situation a fixed-price
incentive contract.

The total package contract concept was developed to overcome one
of the problem areas that you pointed out earlier this morning, Mr.
Chairman. That was to try to have competition for as much of the
total program as we can. Thus, under certain circumstances we feel
that it is proper, and that it is possible to combine the development
work and the production work into one competition. By so doing we
have contractors compete for the total effort and make commitments
in that competition that would cover both the development and pro-
duction. We think there are many advantages that flow from this.

There is the obvious advantage of the competitive environment, also
we think that given the right circumstances the contractors have a
motivation to control costs through their design work and in recogni-
tion that they are also going to do the production work. This total
package concept was used on the C-5A aircraft contract 2 or 3 years
ago.

Tt has been used on several contracts since that time. I think that
we would acknowledge that this type of contract is still in the embryo
stage. We would like to go through a few of them first before we say
that this is the salvation of all of our problems. We do recognize that
even if this does prove out, as we anticipate that it will, to be a good
type of contract, there will be relatively limited situations in which
it would be applicable.

We feel that it would be difficult to apply to a weapon that is highly
complex, that has a lot of research “state of the art” advances to be
made and as a consequence may have a lot of change activity that
would flow from that condition. But by and large we believe that this
is theoretically a sound method of procurement. We are working on
it, and, as I say, it will be some time before

Chairman Proxmire. I understand from the ASPR’s, I have the
ASPR’s dated the first of February, 1968, which describe the Total
Packaging Procurement (TPP). It says the purpose of this so-called
Total Packaging Procurement, two of them I would like to list very
briefly, is discouraging contractors from buying in on a design and
development effort with the intention of recovering on a subsequent
production program; and, five, motivating contractors to design ini-
tially for economical production and support of operational hardware
which may not receive sufficient emphasis in the absence of production
commitments.

C—5A CONTRACT COSTS

Let’s take a look at the C—5A record. What was the original target
price and ceiling price for the C-5A %

Mr. Marroy. Mr. Chairman, I do not have that data. I am not inti-
mately familiar with that contract and was not involved in it.

Chairman Proxmrre. Do you have people here who are?

Mr. Marroy. I don’t think so—Secretary Charles is the expert on



125

that contract in the Air Force. I didn’t realize we were going to get
into it in any detail.

Chairman Proxmire. So you couldn’t tell me how much the ceiling
has been overrun?

Mr. Macrroy. I do not know that.

Chairman Proxarre. You don’t know how the 10-percent profit was
arrived at.

Mr. Marcoy. I do recall that. The 10-percent profit in that contract
was given in the RFP. In other words, the bidders were told that the
contract profit rate on that competition would be at 10 percent; that is
how that was established.

Chairman Proxatre. Do you know what Lockheed’s profit on net
investment will be?

Mr. Mavroy. I do not.

Chairman Proxyire. Do you know how much Government-owned
facilities are involved?

Mr. Marroy. I do not, sir.

Chairman Prox»are. This is all information we would like to have,
beca,uge I understand the plant which they are using is Government-
owned.

Mr. Macroy. I believe that is true, yes, sir. Marietta, Ga.

Chairman Proxmrre. And I hope you can provide that for the rec-
ord. We are very anxious to get 1t. I will provide these as questions
for you in detail so that you can have them available.

All right, sir.

VERIFICATION OF COST ESTIMATES

The Department of Defense later supplied the following:

Air Force Plant No. 6, Marietta, Georgia, involves Government-owned facilities
having an original acquisition cost of $113,886,000. This is made up of 730
acres of land costing $287,000, buildings and improvements costing $73,969,000,
and machinery and equipment costing $39,630,000.

Lockheed Aireraft has installed machinery and equipment costing $86,322,000
and has financed leasehold improvements (buildings, other structures) on Air
Force property costing $20,805,000 making his total investment at AFP No. 6
about $107,127,000.

What Lockheed’s profit will be on the C-5 contract cannot really be estimated
at this point in the program. No profit, of course, was recorded in 1968 although
the company reports that the program produced sales of $318 million. Profit
guarantees are not provided for in the C-5 contract, but there are financial
incentives or penalties for superior or inferior system performance.

Mr. Marroy. At the end of contract definition, each competitive con-
tractor must submit a breakdown of the principal cost elements: (1)
direct material, (2) purchased parts, (3) subcontracted items, (4) di-
rect engineering labor, (5) direct manufacturing labor, (6) overhead,
(7) general and administrative expenses, and (8) profit. Defense audi-
tors examine the company’s books and accounting records to verify
the basis of the cost estimates submitted and past trends. This proc-
ess has been reinforced by application of Public Law 87-653, “Truth
in Negotiations,” which provides insurance that the contractor’s fact-
ual data is accurate, current, and complete.

EVALUATION OF COST ESTIMATES

During the source selection evaluation, defense engineering special-
ists evaluate the estimates of the material to be consumed, the labor
hours to be expended, the tooling and production processes to be uti-
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lized, the learning curves projected and other relevant facets of the
contractor’s estimate. Concurrent with the engineering evaluation, a
Government-cost evaluation is made. This takes into consideration the
recommendations of the Defense auditor and the pricing methodology
used by the contractor in the projection of his estimates, The detailed
procedures for the Government evaluation are contained in the ASPR
manual for contract pricing. Before concluding the cost analysis, the
contractor’s evaluated proposal is compared to and analyzed against
the “in-house” independent cost estimates. When the technical and cost
analysis is complete, the Government negotiation position is estab-
lished. Our view is that the audit pricing, cost analysis, engineering,
and negotiating skills employed in applying rational analysis to con-
tractors’ technical and cost proposals results in contract costs and
profits being negotiated which are fair and reasonable.

On the whole, we feel that the procedures we have introduced have
worked very well and have resulted in cost control on new major
weapon systems acquisitions heretofore unknown in Defense procure-
ment.

TRUTH IN NEGOTIATIONS ACT

4. IMPLEMENTATION OF PUBLIC LAW 87-653, TRUTH IN NEGOTIATIONS ACT

Your letter of October 18 also asked that we fully discuss the im-
plementation of the Truth in Negotiations Act, Public Law 87-653.
In hearings before this committee last November, we reported on our
further implementation of the provisions of this law. I will now
briefly describe actions taken since then.

Defense Procurement Circular 58, dated January 31, 1968, was
issued requiring the Defense auditor to set forth in his report the basis
and method used by the contractor in preparing his proposal ; to iden-
tify the contractor’s original proposal and all subsequent submissions;
and to describe additional cost or pricing data not submitted by the
contractor but otherwise coming to the auditor’s attention. This will
aid the negotiator in determining the specific data certified to by the
contractor.

The ASPR manual for contract pricing is being revised to provide
procedural guidance on Public Law 87-653 and illustrations concern-
ing the techniques to be used in identifying the data. This manual
contains extensive guidance to our contracting personnel in pricing
contracts and carrying out the requirements of Public Law 87-653.
During the process of revision, we have worked closely with the Gen-
eral Accounting Office (GAO). )

A broad and intensive program aimed at indoctrination of both
DOD and industry personnel has continued. Associations of contrac-
tors, as well as professional organizations such as the American Bar
Association, Federal Bar Association, and National Contract Manage-
ment Association, have all held workshops or special meetings to con-
centrate on this subject.

Chairman Proxmire. Mr. Malloy, at this point I would like to say
that I just have one more question and I think this is an excellent
statement, that you have a ot of very fine material here. The entire
statement will be printed in the record, without objection, and the
appendix too will be printed in the record. It is most helpful.

I would like to ask a question on one more matter if that is all
right with you, unless you feel there is something overlooked that you
feel ought to be stressed especially.
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Mr. Marroy. I don’t believe so, Mr. Chairman. It is all covered in
my prepared statement.

DOD-INDUSTRY EXPLORATION OF FUNDAMENTAL PROBLEM AREAS

Chairman Proxmire. All right. Fine.

I would like to ask you about a memorandum I have here, it is a
copy of memorandum from Secretary Morris’ office dated October
19, 1968, requesting comments from a number of defense officials on 2
very high level on the terms attached to the memo. The subject is
“Fandamental Problem Areas, Key Areas Worthy of Joint Explora-
tion by DOD and Industry, in Calendar Year 1969.” The attachments,
I suppose, are designed to define the fundamental problems in key
areas worthy of joint study by defense and industry and I wonder if
you would comment on this document and explain how it came about,
who authorized it, and what it is used for. ,

(The material referred to by Chairman Proxmire follows:)

WasHINGTON, D.C., October 15, 1968.

Memorandum for the Director, Defense Research and Engineering, the Assistant
Secretary of Defense (Comptroller), the Assistant Secretary of the Army
(I&L), the Assistant Secretary of the Army (¥FM), the Assistant Secretary
of the Army (R&D), the Assistant Secretary of the Navy (I&L), the Assist-
ant Secretary of the Navy (FM), the Assistant Secretary of the Navy
(R&D), the Assistant Secretary of the Air Force (I&L), the Assistant Sec-
retary of the Air Force (FM), the Assistant Secretary of the Air Force
(R&D), the Director, Defense Supply Agency.

Subject : Fundamental problem areas: Key areas worthy of joint exploration by
DoD and industry in calendar year 1969.

As you know, in independent efforts the Industry Advisory Council and DoD
have attempted to identify current fundamental problem areas affecting the
Defense/Industry relations. The results of the industry effort are summarized
on Attachments A & B, while the DoD listing is shown on Attachment C. At the
recently concluded IAC meeting, an effort was made to consolidate these listings
and to develop plans for further action. Attachment D is the joint statement
agreed upon which identifies four areas which deserve further cooperative explo-
ration during CY 1969. It was likewise agreed that the TAC members and DoD
should now attempt to develop a more specific blueprint for IAC action in CY
1969, using these four major areas.

My purpose in this memorandum is to request your thoughts and suggestions
of specific constructive projects or programs which should be undertaken by
IAC with DoD during CY 1969, related to the four key areas. Your reply is
required by 22 November 1968 to permit consolidation of the results with those
being obtained from the Council members. A final proposed program for effective
use of the Council will be developed in December and will be made available to
you for comment prior to adoption.

TaHOoMAS D. MORRIS,
Assistant Secretary of Defense
(Installations and Logistics).

FuxpaMENTAL PropLeEMs (OcToBer 1968)

I. Achieving higher public and congressional confidence in integrity and ef-
fectiveness of the Defense Procureitent Process
A. Influence on Fundamental Problems II. IIT and 1V
B. Existing Misconceptions
Extent of Competition
Profit Levels
Management Effectiveness
“Military-Industrial Complex”
C. Effect of Congressional Practices on Public Attitude and Procure-
ment Policy
D. Effect of Press Coverage in Formulating Public Attitude
. Better Understanding of Program Costs
Effect on Employee Morale and Retention

" b
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DETAILED PROBLEMS

Uniform Accounting Standards Legislation

Application of Commercial Code to Government Contracts

Government Property Management Hearings

Excess Profits Hearings

Price Warranty for Small Purchases Legislation

Renegotiation Act Expansion

Truth-in-Negotiations Act (and Compliance Dilemma)

GAO Investigations and Audits

Holifield Commission Bill

Lack of Competition Hearings

Specific Program Investigation (e.g., TFX, M-14, L.LOH, etc.)

“Review of Defense Procurement Policies, Procedures, Practices” Report
“Defense Contract Audits” Report

“Economy in Government Procurement and Property Management” Report
Statutory Profit Limitations

“Support Services Contracting” Investigations

Pending Patent Policy Legislation

Socio-Economic Legislation

II. Attracting and Motivating Contractors To Accomplish Defense Requirements
. Influence of Fundamental Problems I and III
. Realized Profit Levels
Disallowance of Necessary Costs of Doing Business
. More Effective and Efficient Competition
. Shift of Risk to Contractors
. Post-Contract Obligations
. Nature of Market Place (monopsony)
Influence of Social, Economic, Political Factors
Fluctuation in Sales Volume
Dilemma of Committed Contractors
Uncertainty on Long Range Planning
Effect on Committing New Resources/Assets
I. Pressures Toward Diversification
J. Differences Between Public and Private Contracting

HEEEQRE R

DETAILED PROBLEMS

Proliferation of Socio-Economic Programs; Duplication and Overlap

Arbitrary Disallowance of Legitimate and Necessary Costs

Profit Opportunity Does Not Match Risks Involved

Overemphasis on Warranty Use

Indemnification of Extra-Hazardous Risks

Penalty Only in Weighted Guidelines for Facilities Furnished

Socio-Economic Set-Aside Programs Impact on Effective Competition and Best
Source

Failure to Recognize Importance of Reasonable Profits

Implied Warranties

Make Available R&D to Civil and Urban Use

Increased Audit Requirements

Narrow Interpretation of Training and Education Cost Principle

Post Performance Responsibility

Forced Cost Sharing Because of Mismatch of Work Scope and Available Funds

Unrealistically Low Negotiated Profit Rates

Buying-in

Disallowance of Patent Department Costs

Inadequate ASPR Coverage for Implementing Socio-Economic Programs

Adrvance Understanding of Cost Allowability

Unallowability of Income Tax in Relocation Cost Principle

Narrow Interpretation of Help Wanted Advertising Cost Principle

Disallowance of Rental Costs on ADPE

Restrictive Cost Principles on IR&D and B&P

Invention Disclosure Review Board Demands on Contractors Time and Records
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Increased Management Controls Imposed by Contract, e.g.
Configuration Management
‘Work Breakdown Structure
Cost/Schedule Control Systems Criteria
Technical Performance Evaluation
System Project Engineering Management
Integrated Logistics Support
Quality Control and Assurance
Conflicting Management Control Systems
Costs of Standby Awaiting Award Decision
Auditors Requirements for Unnecessary Data and Access to Records
Non-Allowability of Interest Experts
Disallowance of Certain Idle Plant Costs
Auction and Other Improper Negotiation Practices
Withholding of Fee
Slowness in Settling Overhead
Advance Agreements in R&D.
Unrealistic Delivery Schedules
Truth in Negotiations Act (and Compliance Dilemma)
Warranty of Technical Data
Make-or-Buy Decision Process
Government Patent Policies

III. Achieving Consistency of Field Practice With Intent of Basic DOD Policy
A. Influence of Problem I
B. Need for “Statement of Fundamental Principles”
C. Clarification of ASPR Committee’s Charter and Ground Rules re
Policy and Practices
D. Clarification of DCAA Charter re Policy and Decision Making
E. Improving Policy Flow-Down to, and Implementation Feedback
from. Field Level
F. Improving Practices During Source Selection
Assessment of Degree of Technical Risk
Price and Cost Analysis
Selection of Contract Type and Related Clauses
Selection of Management Control Systems
Use and Nature of Competition (Technical vs Price)
G. Improving Practices During Contract Performance
Contract Change Direction, Control, Definitization
Performance of Government’s Obligations
Government’s Role in Subcontracting
Non-Contractual Requirements
¥inal Price/Cost Settlement
H. Personnel Development and Training

DETAILED PROBLEMS

ASPR Committee Role of Providing Specific Guidance versus Policy
Circumvention of Proper Meaning of “Adequate Price Competition”
Lateness in Settling Change Claims

Lateness in Definitizing Letter Contracts

Auctioning Techniques in Negotiated Procurements

Mismatch of Contract Type and Nature of Program

Quota on Fixed Price Awards

Patent Title versus License

Excess Pricing Backup and Cost Breakdown

Pricing Certificates Required Unnecessarily

Misuse of Fixed Price Contracting

Excessive Data Requirements

Policy Expressed by Directives, Instructions, Handbooks, Guides
Application of Section XV Cost Principles to Fixed Price Contracts
Lateness of Funding

Price Analysis Duplication by DCAA, DCAS and Procuring Activities
Cost Sharing in IR&D

Unnecessary Requirements for Full Data Rights

Late Definitization of Contracts

Over-Application of Public Law 87-653
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Disregard of Weighted Guidelines

Reluctance to Process Value Engineering Proposals

Delays in Negotiation and Slow Definization of Contract Changes

Lack of TUniformity, and Failure to Delegate Contract Admlmstratlon Re-
sponsibilities

DCAA Responsibilities not Clear to Industry

Contracting Offices’ Unwillingness to Make Decisions

Inadequacies in Methods of Determining Requirements and Requesting Technical
Data

Handling of Post Audits by DCAA

Indiscriminate Use of Contract Clauses

Late Provisioning

Lack of Clarity and Unrealistic Application of Quality Specifications

Misuse of Liquidated Damages Clause

Use of Letter Contracts where Unnecessary

Auction and Other Improper Negotiation Practices

Slowness in Settling Overhead

Refusal to Use Basic Agreements

IV. Increasing Effectiveness of Major Weapon System Acquisition Process
A. Influences of Fundamental Problems I and III
Effectiveness of Program Decision Process
Effectiveness and Integrity of Source Selection Process
Flexibility of Contracting Methods and Techniques (Proper Choice
of Fixed Price and Cost Type Contracts)
More Realistic Cost Estimating
Degree of Involvement in Contractor’'s Management and Control
Impact of Budgetary Constraints
. Furnishing DOD Advanced Planning XKnowledge to Contractors
Proper Allocation of Resources in Various Phases
Level of R&D

SemonE gow

DETAILED PROBLEMS

Difficulties with Multi-Year Procurement

Requests for Planning Proposals on Unapproved or Unfunded Efforts

Unrealistic Delivery Schedules

Misuse of Fixed Price Contracting

Inadequate Identification and Consideration of Technical Unknowns

Inadequacy of Technical Specifications

Premature Use of Price Competition

Premature Lock-in on Design Requirements

Make-or-Buy Decision Process

Subcontractor Source Selection Process

Over-shift of Risk to Contractors

Delays in Source Selection Process

Availability of Development Concept Papers

Overhead Cost Management Study, Surveys, Tests

Impact of Socio-Economic Programs; Duplication and Overlap

High Costs of Implementing Contract Imposed Management Systems

Increasing Number of Clauses in Typical Contract

Overemphasis on Warranty Use

Lateness in Definitizing Letter Contracts

Lateness in Furnishing Government Property

Increase in Controls Despite Shift in Risk to Contractors

Socio-Economic Set-Aside Programs Impact on Effective Competition and Best
Source

Neglecting Technical Competition for Price Competition

Prime ? Responsibility for Subcontractor Compliance with PL 87-653

Nonapplication of QWAS to Many Cost Principles and Controls

Increased Audit Requirements

Excess and Time Consuming Price and Cost Analysis

Buying-in

Cost Sharing in IRSD
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Complexity of Managing Controls Imposed by Contract, eg.,
Configuration Management
Work Breakdown Structure
Cost/Schedule Control Systems Criteria
Technical Performance Evaluation
System Project Engineering Management
Integrated Logistics Support
Quality Control and Assurance
Conflicting Management Control Systems
Proliferation of Reports Required by Contract
Auditors Reguirements for Unnecessary Data and Acess to Records
Late Provisioning
Lack of Clarity and Unrealistic Application of Quality Specifications

FUNDAMENTAL OBJECTIVES {OcTOBER 1968]

I. Achieving higher public and Congressional confidence in integrity and ef-
fectiveness of the defense procurement process
II. Attracting and motivating contractors to accomplish defense requirements.
I1I. Achieving consistency of fleld practice with intent of basic DOD policy
IV. Increasing effectiveness of major weapon system acquisition process

DOD LISTING OF AREAS MOST WORTHY OF EXPLORATION BY INDUSTRY
ApvisORY COUNCIL

I. Areas Requiring Joint Action by DOD and Industry

A. Obtain Better Public Understanding of Defense Procurement

B. Obtain Better Understanding of the Nature of the Market Place

C. Conduct Beter Long Range Planning with Industry

D. Develop New Procurement Methods and Techniques

E. Determine Proper Role of Defense Procurement in Socio-Economic
Programs

II. Areas Primarily Concerned With DOD Policies and Actions

A. Assure Competent Personnel

B. Obtain More Effective and Efficient Competition

C. Obtain Better Estimating and Cost Control

D. Assess Impact of Financial Constraints on Procurement

E. Examine Trend Toward Extending Contractor Responsibility
Beyond Period of Performance

II1. Areas Primarily Concerned With Industry Policies and Actions

A. Assess Effect of Diversification on Defense Industrial Base

B. Define More Precisely the Principal Factors Which Motivate In-
dustry to Seek Defense Business

C. BEvaluate the Growth in Overhead Costs and Adequacy of Controls

D. Evaluate Differences Between Public and Private Contracting Prac-
tice—and Lessons To Be Learned

SUGGESTED STATEMENT OF KEY AREAS WORTHY OF JOINT EXPLORATION BY DOD AND
INDUSTRY IN CALENDAR YEAR 1969

BACKGROUND

Instead of characterizing these themes as “fundamental problems, issues or
objectives”—I believe the most constructive results will be achieved by cate-
gorizing them as “key areas worthy of joint exploration by DoD and industry
in CY 1969.” In each case we and industry need to develop the facts, assess their
meaning, outline alternative courses of action for debate, and refer our recom-
mendations to SecDef for final decision. Neither of us should prejudge the
problem or the solution.

Using this approach and the basic themes contained in the Mettler and DoD
charts, I suggest defining four major areas as follows:

Area I—Steps to AMaintain Public and Congresgional Conjidence in the Integrity
and Effectiveness of Defense Procurement and Contractor Performance
A. Identify current misconceptions and answer them systematically.
B. Devise programs for use both by DoD and industry which will regularly
communicate significant information to Congress, the press and the public (in
constrast to today’s tendency to react to criticism).
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C. Improve techniques of recognizing the role and contribution of employees of
DoD and industry.

D. Encourage and support objective appraisals of procurement practices and
industry performance.

Area IT—Steps to Obtain Full Understanding of and Compliance with Basic
Procurement Policies by DoD and Industry at All Levels

A. Determine whether new or expanded mechanisms of communication are
needed between Defense and industry to improve understanding and to docu-
ment industry’s concerns or suggestions. (Examples: industry comments on (1)
ASPR Committee role, (2) DCAA role, (3) improving practices during source
selection, (4) improving practices during contract performance.)

B. Seek ways to improve DoD’s internal methods and techniques for dissemi-
nating policies and obtaining feed-back on implementation from the field level.
Seek ideas and assistance from industry and from experts in how to improve
the process of communicating in DoD.

C. Improve the selection, training and career development of DoD military
and civilian personnel assigned to procurement and weapons acquisition. (A
major effort is in process.)

Area IIT—Steps to Foster and Maintain a Healthy Defense Industrial Base

A. Monitor profit performance on defense work and evolve measures of profit
adequacy by type of work, type of contract, risk assumed, etc.

B. As a related matter, continue to evaluate cost allowance (disallowance)
policies for reasonableness. Be particularly alert to unusual trends which re-
quire prompt understanding, such as the growth in overhead.

C. Seek to develop more efficient and effective practices of obtaining the opti-
mum degree of competition on defense awards. Explain these practices convine-
ingly to Congress and the public.

D. Improve long-range planning to minimize uncertainties and foster sound
long-term capital investment.

Area IV—Steps to Increase the Effectiveness of the Major Weapon System
Acquisition Process

A, Carefully document, using actual cases, (1) the program decision process,
and (2) the source selection process, in search of opportunities for increased
effectiveness.

B. Improve techniques for planning the most suitable “strategy’ of contract-
ing, including proper placement of risks and obligations, establishment of rewards
and penalties, provision for program redirection, ete.

C. Develop techniques for producing more realistic and reliable cost estimates
by contractors; and improve DoD’s capability to develop independent government
estimates—in order to minimize the severe problems resulting from cost growth.

D. Seek to minimize DoD involvement in contractor’s internal management and
control, consistent with the government’s responsibility to assure timely delivery
of the required product at a reasonable cost.

KEY AREAS FOR EXPLORATION BY DOD AND INDUSTRY IN CALENDAR YEAR 1969

AREA I

Steps to Maintain Public and Congressional Confidence in the Integrity and
Effectiveness of Defense Procurement and Contractor Performance

AREA II

Steps to Obtain Full Understanding of, and Compliance With, Basic Procure-
ment Policies by DOD and Industry at All Levels

AREA III

Steps to Foster and Maintain a Healthy Defense Industrial Base

AREA IV

Steps to Increase the Effectiveness of the Major Weapon System Acquisition
Process
Mr. Marroy. Mr. Chairman, that is part of our continuing assess-
ment of the major problem areas that develop within the Department
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in our contracting or acquisition systems. It is merely an attempt to
identify and document areas for continuing study and future work.

Chairman Proxmire. Are there similar documents for previous
years?

Mr. MaLroy. Sir?

Chairman Prox»ire. Are there similar documents like that for
previous years or is this the first year

Mr. Marroy. Yes, sir, I was about to mention what will result from
this paper. It is a staff effort which we hope to refine through getting
comments from the military departments. It will be used as a basis
for suggesting certain studies to be made and items to be considered
by the%ndustry Advisory Council.

Chairman Proxmire. This is the first year you have had this.

Mr. Marroy. No, sir, there was a study somewhat similar to this but
conducted a little differently done in 1962, I believe.

Chairman Proxmire. Will you supply that ?

Mr. MarLoy. It was called Fundamental Issues.

Chairman Proxmire. Will you supply that for the committee?

Mr. Marroy. All right, sir.

Chairman Proxmire. Thank you.

T would like to ask why you list as detailed problems, under funda-
mental problems, No. 1, items such as uniform accounting standards
legislation, excess profits hearings, Renegotiation Act expansion,
GAO investigations and audits, lack of competition hearings, and
other hearings and reports by this committee as a problem of, a funda-
mental problem for, the DOD. You see I am just wondering if the
fundamental problems for the DOD and the industry are what you
can do about getting Congress off your back.

Mr. Marroy. Mr. Chairman, that, these items that you read, I don’t
believe are part of our staff effort. They sounded somewhat like some
staff effort that was done in the Industry Advisory Council. We pro-
vided it to our people as an indication of some areas for study that
some of the members of the Council thought were pertinent.

Chairman Proxuire. This comes out under the Assistant Secretary
of Defense stationery, and it is all one document that is set out to-
gether, fundamental objectives, achieving higher public and congres-
sional confidence and integrity and effectiveness in the Defense pro-
curement process in addition to the others I have indicated here. I am
just wondering if it is a proper way to expend taxpayers’ money and
1t does lend some credence to General Eisenhower’s warning when he
left office about the military-industrial complex. It would seem
to me—

Mr. Marroy. Mr. Chairman, I don’t have that document in front
of me but as I recall the paper that you read from was identified in
the cover letter as being as industry paper, and was provided for
their information.

I think that the effort is a perfectly fine exercise on the part of the
Defense management to try to assess the basic and important things
that are problem areas, and try to devise solutions.

Chairman Proxmire. I won’t object at all, provided the problem
was how you could develop uniform accounting standards or what you
can do about excess profits or what you can do about lack of competi-
tion. But that isn’t it. These are designed for what you can do about

22-490—69—pt. 1——10
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the inquiries by Congress into these matters, how you can best meet
them and the implication is very strong of how you can best mute them
or cut them off.

Mr. Mavroy. Mr. Chairman, that is not really our point of view, and
I am sorry that that was the implication contained in that document.
We don’t have that as our point of view. We are trying as best we can to
be responsive to your committee, to you and to other committees of
the Congress all the time.

Chairman Proxmire. Well, I certainly hope so.

Mr. Macroy. The DOD prescribes a Form DD-633 for use by con-
tractors in submitting cost proposals that provides a display of cost
elements. Instructions and guidance on this form have been revised to
indicate clearly to contractors the requirements of ASPR implement-
ing Public Law 87-653. These forms, as revised, were published in
Revision 30 to ASPR, dated September 1, 1968.

The foregoing actions provide greater precision and clarity to the
defense regulations originally issued in December 1962. We feel that
our current administration of these regulations, coupled with continu-
ing reviews by GAO and the Defense Contract Audit Agency
(DCAA), are providing the necessary supervision to assure full com-
pliance by contractors.

5. STEPS TAKEN TO TRAIN A CORPS OF EXPERTS IN PROCUREMENT

In response to the request contained in your letter of Qctober 18 to
be advised of the steps being taken to train a corps of experts in pro-
curement, contract administration, and property management, we are
submitting, as an attachment to our testimony, a detailed presentation
describing the training programs and career development program
initiated and improved since 1962 in the field of logistics—showing the
emphasis that we place upon procurement training.

Parr B—CoNTROL OF GOVERNMENT-OWNED PROPERTY IN THE
Haxps or CoNTRACTORS
For the first time since 1965, the total value of this property has
declined—reflecting the tight controls which have been introd):lced,

the increased facilities investment by our contractors, and a leveling
off in Vietnam procurement volume:

Government-owned, contractor-held property

[In billions] -
Fiscal year
Category 1

1965 1966 1967 1968

1. Industrial plant equipment costing over $1,060. .. _______.____.__ .. ____ . ___ $2.2  $2.3 %26 $2.7
2. Other plant equipment costing less than $t,000_____________ " """"ttettmt 1.6 1.8 1.9 1.8
3. Materials - 1.7 4.7 4.7 3.4
4. Real propert . 2.5 2.5 2.4 2.4
5. Special tooling and test equipment_______ 2.9 2.9 3.0 3.0
Total 10.9 142 146 13.3

t As described in the committee's April report.

In the committee’s April report, seven recommendations pertaining
to controi of Government property appeared. I would like now to
report to you on our actions in response to each of these recommen-
dations.
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Recommendation No. 8—The Department of Defense must
make a much greater etfort to enforce its stated policy that con-
tractors provide their own facilities, equipment, tooling, and ma-
terials incident to the performance of Government contracts.

Our longstanding policy was reaffirmed in a directive issued on
IFebruary 22, 1968. ] ) o o

On March 30, a directive was issued discontinuing the furnishing
of equipment having a unit cost of less.th:m $1,0(_)O.

On April 17, new regulations were issued which precluded the fur-
nishing of Government equipment costing over $1,000, unless the con-
tractor expresses, in writing, his unwillingness or financial inability to
acquire the necessary facilities with his own resources. In such cases, the
head of the agency must then determine that it is necessary to furnish
production facilities in order to meet (1) mobilization requirements, or
(2) an urgent need which cannot be met in any other manner.

Under these more stringent policies, the Office of the Assistant Sec-
retary of Detense—Installations and Logistics—deleted over $29 mil-
lion 1n proposed equipment purchases in the fiscal year 1969 budget.
New procurement approvals are being limited to critical Vietnam-
related production facilities with little or no peacetime application.
Tven here, we have been able to satisfy a significant portion of such
requirements by utilization of idle production equipment.

Recommendation No. 9—The Department of Defense must
make a much greater effort to encourage contractors to replace
Government-owned equipment when it becomes inefficient or out-
moded, and to require economic justification for any contractor
requesting replacement of equipment at Government expense.

DOD instruction 4215.14 requires an economic analysis and justifi-
cation as a basis for replacement of machine tools. Hence, this part of
the committee’s proposal is standard practice.

A modernization program is highly desirable since over 60 percent
of Government-owned IPE in contractor plants is of Korean vintage
or older. We believe it would be far more efficient to negotiate the sale
of such equipment, at fair market value, and to place the responsibility
for its maintenance, modernization, and replacement in private hands.
DOD should use its limited investment funds to modernize its essential
in-house production facilities, such as ammunition loading plants,
shipyards, and overhaul and repair facilities. In March of this year,
you introduced a bill, 8. 3122, to accomplish this objective. The Depart-
ment of Defense, as you know, recommended similar legislation. We

urge your continued support of legislative authority which would per-
mit such a worthwhile disposal program.

Recommendation No. 10.—Where costs of production have been
reduced as a result of replacement or modernization of equipment
at Government expense, appropriate contract adjustments and
price reductions should be made.

A revision in the Armed Services Procurement Regulation—

7-705.22—was published in April of 1968 to accomplish this recom-
mendation.

Recommendation No. 11.—Immediate steps should be taken to
collect full payment for past, present, and future use of Govern-
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ment-owned property, and to establish an adequate system of use
records.

Working with the Office of Emergency Planning, the Defense De-
partment has instituted new procedures requiring advance approval
tor the use of Government-owned equipment on commercial work. In-
creased rental rates have also been promulgated.

Contractors are now required to establish and maintain an ap-
proved management system covering Government equipment—includ-
mg adequate property records on each piece of equipment. In addi-
tion, we are now testing, in 19 plants, various techniques of recording
the day-to-day utilization of such equipment. The principal question
we are seeking to answer is whether such records should be maintained
on all pieces of equipment regardless of value, or only on selected
pieces of equipment of high value.

Recommendation No. 12—The inventorying of all Govern-
ment-owned property on loan to contractors should be expedited
by all defense agencles. Proper control should be established for
each class of property.

This project is 90 percent complete, and we hope to bring it to full
completion by December 31, 1968.

Recommendation No. 13—A system of uniform rental rates
should be established for the use of all contractors on an equitable
- basis who have been furnished Government-owned property.
Uniform rates were promulgated by the Office of Emergency Plan-
ning on June 7, 1968, and became effective July 1.

Recommendation No. 14—A thorough review should be made
of any misuse or unauthorized use of Government property in
the possession of contractors. Penalties should be assessed” for
unauthorized or improper use of such property.

Regulations published in Defense Procurement Circular No. 61, on
June 10, set forth the conditions under which commercial use of DOD-
owned equipment may be authorized. When unauthorized use is
found, the contractor is liable for the full monthly rental fee for the
equipment for each month in which unauthorized use occurred.

We believe that our actions have been responsive to the recom-
mendations of your committee. We shall continue to administer this
program vigorously.

Part C—SurrLy MANAGEMENT AND THE NATIONAL SUPPLY SYSTEM

As you know, Mr. Chairman, this is a many-faceted subject. Over
the years, we have responded to this committee’s particular interests
in the integrated management of common items. In addition, the com-
mittee has indicated a desire to keep informed of steps taken—to in-
crease the accuracy of inventory records; to purge inactive items from
inventory; and to improve the management of short shelf-life items.

We would like to report to you on our progress in each of these
areas:

1. INTEGRATED MANAGEMENT OF ITEMS

As of September 30, 1968, 53 percent of the 8.9 million items used
by DOD are under the integrated management of either DSA, GSA,
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or a military department. Since 1965 items under integrated manage-
ment have increased from 38 percent (1.5 million) to 53 percent (2.1
million).

Integrated weapon support management is another vital phase of
our program. Integrated support of Navy and Air Force F/RF—4
weapon systems was further expanded during fiscal year 1968. As of
June 30, 1968, 7,254 items were under integrated weapon support
management (IWSM). In addition, 2,559 other F/RF—4 items in
common use between the Navy and Air Force have been identified for
interservice supply support. Service tests are now in progress to deter-
mine the best management techniques and procedures for applying
TWSM to the depot maintenance function, and for the interservicing
of depot maintenance for common-use items between services.

The knowledge gained through the experience and testing of TWSM
on the F/RF—f is being applied to other multiservice aircraft pro-
grams. Further, interservice support agreements are being developed
and used to meet common supply and maintenance requirements for
those multiservice aircraft and engines no longer in production.

2. NATIONAL SUPPLY SYSTEM

We continue to make good progress in the area of expanding sup-
port of the Federal civil agencies by the DOD. The DSA currently
supports 14 agencies under formal interagency supply support agree-
ments. The Coast Guard and National Aeronautics and Space Admin-
istration are supported with a full range of DSA materiel. Veterans’
Administration and Public Health Service with selected medical items
and perishable subsistence; GSA (Transportation and Communica-
tions Service) with electronic items; Office of Economic Opportunity
with clothing and textiles and subsistence items; etc. DSA is also in
the process of assuming mission support of all Federal agencies for
fuel and electronic items.

Under the 1964 agreement between DOD and GSA, responsibility
for 65 Federal supply classes, containing approximately 68,000 items,
has been transferred to GSA. The GSA has also assumed responsibil-
ity for performance of the coordinated procurement and general
mobilization reserve functions related to this transfer.

The 1964 agreement also provides for the joint review of additional
FSC’s for possible transfer to the GSA, as appropriate, and when it
can be clearly determined that such actions would result in additional
savings to the Government. Types of commodities due for considera-
tion under a forthcoming joint review are lumber, certain construction
supplies, books and pamphlets, miscellaneous printed matter, commer-
cial and industrial gas cylinders, and commercial chemicals.

In January 1968, we jJoined with GSA in making a study of the
procurement of commercial vehicles. For a number of ears, GSA has
purchased commercial vehicles for all agencies of the Government
except the DOD. The GSA/DOD study was completed in March 1968
and concluded that savings in the form of reduced personnel and
lower prices for vehicles could be achieved if one agency performed
procurement for the entire Government. In view of this conclusion,
procurement responsibility for commercial vehicles was assumed by
GSA on July 1, 1968.
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In still another area, we are working with GSA to eliminate any
overlap between DOD and GSA wholesale systems. A recent GAO
examination revealed that both GSA and the Navy were maintaining
wholesale stocks in the Oakland area in support of Navy requirements
in the Pacific. We are working jointly with GSA to eliminate this
duplicate stockage and to develop a single support system at Oakland
to meet Navy Pacific needs on GSA items.

3. PURGING INACTIVE ITEMS FROM INVENTORY

During fiscal year 1968, the military services and defense agencies
eliminated a total of 351,437 Federal stock numbers from the Federal
catalog system.

Actions to eliminate inactive items from the inventory continue at
an intensified pace. A DOD Instruction was published in February
1968 directing a DOD-wide inactive item program. Detailed pro-
cedures for the detection, elimination, and reporting of inactive items
were published in July. These procedures provide for the categoriza-
tion of potentially inactive items of supply by automated means. The
assigned inventory managers are responsible for conducting detailed
reviews of all potentially inactive items, thus categorized, in accord-
ance with a predetermined schedule.

Yearly performance goals for this program have been developed
and are being reported through the DOD cost reduction and manage-
ment improvement program.

4. IMPROVEMENTS IN MANAGEMENT OF SHORT-SHELF-LIFE ITEMS

A significant step forward in gaining effective control of short-shelf-
life items has been made with the reissuance of a major revision to the
DOD instruction 4140.27 dated September 12, 1968, These revisions
will materially increase the potential for greater utilization of shelf-
life items; decrease screening time; and provide a timely utilization
report.

The new instruction prescribes that contracts must specify that each
unit package, intermediate container and exterior shipping container
of packaged items—and the material itself in the case of unpacked
iitems—will be marked to show inspection/test date and expiration

ate.

The following requirements for screening and reporting are
imposed :

(@) Condition code “A” assets (more than 6 months shelf-life
remaining) will be screened for DOD-wide utilization.

(&) Condition code “B” assets (3 months through 6 months shelf-life
remaining) will be reported to GSA for utilization sereening; DOD
requirements will be given a priority during the first 15 days of the
Federal screening period.

(¢) Condition code “C” assets (less than 8 months) will be reported
by the property disposal officer for local utilization screening (DOD
and Federal) and subsequent donation.

The instruction directs that a quarterlv utilization report will be
submitted to the Office of the Secretary of Defense showing :

(a) Number and dollar value of line items reported for utilization.

() Number and dollar value of line items transferred for
utilization.
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5. IMPROVING INVENTORY RECORD ACCURACY

As a result of a GAO report issued last year and questions raised
by this committee about the accuracy of inventory records at DOD
depots, a study group was organized to examine all physical inventory
controls in use in each of the military services and the DSA. The group
found that procedures used to process, receipt, and issue documents
needed revision in order to reduce the time required to record assets
when they are received and drop them from the records when they are
issued. The group also found that a vast majority of the inventory
adjustments mcluded in the GAO report were, in fact. not errors of
actual losses or gains in inventory, but were changes which in no way
affected the physical count of the stock held in our warehouses. Some of
these changes are as follows: changes in the condition of items in
storage ; catalog price changes; changes to Federal stock numbers; and
reidentification of materiel in storage. These kinds of inventory adjust-
ments are not indicative of the management control problems asso-
ciated with the discovery of real losses and gains during the physical
inventory process.

We will 1ssue two DOD instructions this month which will purify
inventory adjustment information, improve our receipt and issue pro-
cedures, improve warehouse location accuracy, and require a uniform
replorting system to provide more useful indicators of inventory con-
trol.

6. MANAGEMENT OF AUTOMATIC DATA PROCESSING SYSTEMS

As we indicated in testimony before the Military Operations Sub-
committee, it was by design that we chose to evolve to rather than
impose centralized systems development. Today, each service is in the
process of implementing a comprehensive plan of standardized com-
puter systems for materiel management to be fully implemented by the
early 1970’s.

During the past several years, the role of the Office of the Assistant
Secretary of Defense (Installations and Logistics) was one of moni-
torship to assure that specifications were afequate and to apply eco-
nomic acquisition policies. During this period we also directed the
development of standard data systems (MILSTRIP, MILSTRAP,
etc.) which provide a common language for communicating between
systems.

Because of these efforts we now have the “building blocks™ to achieve
greater centralization and more effective control. In the Office there
1s now a staff of key personnel from each of the services and DSA to
review systems in-being and in-progress, to propose objectives and
develop compatible procedures and systems for the military depart-
ments to follow.

7. SOUTHEAST ASIA SUGPPLY SUPPORT

Outstanding supply support provided to our military forces in
Vietnam continues. The adequacy and quality of our supply support
is monitored continuously at all levels in the DOD, and through this
means we are able to assure you that the requirements of our forces are
met on a timely basis.
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As one example of this high level of continuing interest, each week
a report is received in our office showing the percent of major Army
equipments out-of-service awaiting parts. These reports have been re-
ceived since December 1965 and continue to show exceptionally low
deadline rates for lack of repair parts.

(@) On November 24, 1967, the Secretary of Defense directed that
a major effort be exerted to prevent the accumulation of surpluses such
as have been the aftermath of past conflicts. As a result of this direc-
tive, a project known at PURA (Pacific Utilization and Redistribution
Agency) 1s now in operation involving all the military services and
DSA/GSA. The project became fully operational in July of this year,
and as of the end of September some $22 million worth of excess ma-
teriel has been redistributed among the services in the Pacific to satisfy
valid requirements. In addition, and to prevent excess supplies from
accumulating in Vietnam, we initiated Project STOP and Project
SEE. The purpose of Project STOP is to cancel requisitions where
materiel is no longer needed in Vietnam. As of the end of September
we have cancelled requisitions amounting to $108 million. The purpose
of Project SEE is to physically identify and remove bulky items no
longer required in Vietnam. The Army 1st Logistical Command has
already identified 262 such items, and further shipment of these items
has been stopped. Expedited action is now underway to remove these
items from Vietnam. We are taking all possible steps to prevent ex-
cesses from developing and to move unneeded supplies from Vietnam
to places where they can be used.

() Within Vietnam itself, significant accomplishments are:

(1) An overall improvement in automatic data processing
capability in the 14th Inventory Control Center and extended
downward to include all direct support units.

(2) A new depot complex has been constructed in the Long
Binh area and is now occupied thereby relieving the congestion
in the Saigon area.

(3) Extensive accomplishments in conducting comprehensive
inventories under the most difficult of conditions,

(4) Implementation of a standard supply system by the Army
in Vietnam and throughout the Pacific area.

(5) Establishment of a closed loop system to expedite and more
closely control the return of reparable items.

In summary, logistics support of our forces in Southeast Asia con-
tinues at a high level. Significant steps have been taken to eliminate
the problems caused by the rapid buildup in Vietnam and to improve
supplv systems in-country.

(The following attachment was presented to the subcommittee to
supplement Mr. Malloy’s statement :)

ATTACHMENT
STEPS BEING TAREN To TRAIN A CORPS OF EXPERTS IN PROCUREMENT
DEFENSE PROCUREMENT TRAINING PROGRAM

The first major effort to identify and resolve the problems of logistics man-
agement was undertaken at a procurement conference held in Williamsburg,
Virginia, in 1962. Seventy-five recommendations were made in the area of con-
tract management, procurement policy, procurement training and career develop-
ment. The defense procurement training program was initiated as a result of
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a recommendation that DOD-wide joint training would encourage uniformity of
understanding of DOD policies and practices.

The defense procurement training program was designed to provide uniform
joint training courses on a DOD-wide basis for the first time. Originally. 14 single
service courses were revised for application to all military departments and the
Defense Supply Agency. The success of this program, we believe, can be meas-
ured both guantitatively and qualitatively. For example, during fiscal year 1968,
over 8.500 students completed one or more of the 43 DOD-approved courses. Dur-
ing the last J years, over 40,000 attended resident or on-site courses offered by five
specialized logistics training centers. Approximately three times this number
have attended logistics courses other than procurement. Both the development
of course content and the quality of course presentation is monitored closely by
the Defense Procurement Career Management Board established for this purpose.

DOD-WIDE CAREER PROGRAM FOR PROCUREMENT PERSONNEL

The success of the joint training program led to the development of the
DOD-wide career program for procurement personnel. A program designed to
elevate the Defense procurement function to a level approximating parity with
its Industry counterpart.

The objectives of this program are to (i) provide for central inventory and
referral of all individuals eligible for promotion at the GS-14 level and above,
(ii) conduct a career appraisal on every individual (GS-5 and above) once a
year to determine his potential for promotion, and (iii) a ‘“Master Development
Plan” which identifies the formal training required to qualify for more respon-
sible assignments (see attached).

TRAINING CONSTRAINTS RESULTING FROM RESOURCE LIMITATION

The increased emphasis placed upon procurement training has revealed that
our present in-house resident capability to satisfy all training requested is in-
adequate. Total requirements for resident logistics training in fiscal year 1969
exceeded quotas assigned by a ratio of almost two to one. (57,000 required—
30,000 assigned.) The DOD, therefore, is expanding its training potential
through the following channels.

EXPANSION OF FACILITIES

1. Army Logistics Management Center—Congress has authorized the con-
struction of a new administration—classroom complex. This will provide for 20
new classrooms and expand the student capacity by 740 student spaces (5,350
total for fiscal year 1970).

2. School of Systems and Logistics.—Three additional classrooms will be avail-
able in fiscal year 1970 as a result of their facilities rehabilitation project cur-
rently in progress. This 16-classroom capacity—coupled with added faculty—
will provide for almost 1,500 more programmed student spaces (5,375 pro-
grammed for fiscal year 1970).

3. Lowry Air Force Base.—Additional training capacity was developed at this
base which provides for an additional 380 spaces.

4. While neither the Army Management Engineering Training Agency nor the
Navy has any facilities expansion approved, either can expand their on-site
(traveling teacher teams) where necessary through increased staff. (AMETA
had 5,767—Navy 7,790 quotas assigned during fiscal year 1969.)

CIVILIAN COLLEGE ASSISTANCE

Civilian participation in non-Governmental educational facilities for over 120
days is permitted under the provisions of Public Law 85-507. This law provides
for the expenditure of funds to cover the costs of tuition, per diem, travel and
related expenses associated with training Federal employees. Even within the
constraints of funds and manpower spaces there has been a steady growth of
DOD personnel in this program from 202 individuals in fiscal year 1964 to 695 in-
dividuals in fiscal year 1968. While the bulk of training has been in the scientific
and research categories (175 in fiscal year 1964—501 in fiscal year 1968), the rate
of growth in logistics and logistics-related categories has been even greater (27
in fiscal year 1964—194 in fiscal year 1968.) The increased emphasis on pro-
fessional logistics education is expected to continue this trend.
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ON-THE-JOB EDUCATION (OJE) AND EXTENSION COURSES

All resident schools have been encouraged to develop OJE and correspondence
courses as equivalent to their approved courses. The results :

1. The Army Logistics Management Agency has developed and the Defense
Procurement Career Management Board has approved as equivalent both the
OJE and a correspondence course in Procurement Management (ALMC basic
course). This should greatly relieve any abnormal demand on the resident course
conducted at Fort Lee, Virginia. ALMC has seven correspondence courses in the
logistics area and are developing an extension course to parallel the Advance
Procurement Management Course.

2. The School of Systems and Logistics has completed textbooks in Logistics
Management and Government Contract Law which will be used by the Extension
Course Institute of Air University for correspondence courses. They have six
additional textbooks in various stages of review, editing and publication. All will
be available by the beginning of FY 1970, The Navy has a correspondence course
in Contract Law.

3. On September 18, 1968, the Air Force commenced the first pilot offering of a
Seminar Program in Value Engineering. If successful and expanded, this would
be a very economical way to satisfy any excessive educational demands. The
Seminar approach is similar to the teaching methods used at the Air War College.

EXPANSION OF POSTGRADUATE STUDY IN LOGISTICS

At the present time, the only in-house graduate course specifically identified
as ‘“‘graduate logistics” is conducted by the Air Force Institute of Technology,
School of Systems and Logistics. This one-year course is currently offered to
approximately 120 students per year—mostly military officers.

The Army Logistics Management Center has a similar program planned which
they hope to implement in FY 1970 when their new facilities are available.

The Naval Postgraduate School (Monterey, California) has an excellent
“management” program in business administration and economies. Again, the
students are primarily military officers.

PRIVATE COLLEGES AND UNIVERSITiES

This year both George Washington University and Florida Institute of Tech-
nology have initiated master’s degree programs in procurement and contracting,
The entire first class at George Washington University is comprised of DOD
students.

Ohio State University (which established the AFIT-SL Graduate Logistics
Course at Wright-Patterson Air Force Base) will offer a graduate course in
procurement and contracting through their College of Administrative Science.
hopefully, next year. In addition, the University of Arizona, University of
Southern California, University of St. Louis and Notre Dame are all developing
programs in the contract area. These schools have conducted preliminary dis-
cussions on a consortium agreement for transfer of credit which would be
particularly advantageous to the highly mobile Defense employee we wish to
develop.

QUICK RESPONSE ORIENTATION

The DOD also conducts in-house specialized instructions in areas where a
major change in policy or indicated lack of policy understandings warrants such
a program, e.g., the implementation of Weighted Guidelines, Other areas where
special ad hoe groups were used to provide orientation are Incentive Contracting,
Contractor’s Weighted Average Share in Cost Risks (CWAS) and implementa-
tion of Public Law 87-653. Approximately 4,000 key procurement, contract
administration and audit personnel receive orientation by DOD through traveling
teains of subject matter specialists under each special offering of this nature.

Chairman Proxmire. I must say you are an excellent, responsive,
intelligent witness. You have done a fine job, and I very much
appreciate your testimony.

Now we have Mr. Petty, who is right next to you, who I under-
stand has a statement, and we are looking forward to that very much.

Mr. Mavroy. Thank you, Mr. Chairman. -
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§-5 thru GS-8

MASTER DEVELOPMENT PLAN

Procure- Contract | Price
Business | ment and Adminis- | Cost Industrial Industrial
Analyst Production | tration Analyst | Property Specialist
GS-1101 GS-1102 6S-1102_ | ¢8-1102 GS-1103 GS-1150
59. Planning and Control of Business Management
58. Work Improvement Principles and Practices
57. Communication Techniques for Managers
56. Problems in Supervision
55. Advance Seminar for Federal Executives
54. Systems and Procedures
53. Electronic Computers in Business
52. Organization snd Managewent Theory
% 51. Industrial College of the Armed Forces (Resident)
o 50. Emergency Msnagement of the National Economy (Correspondence Course)
: 49. Human Relations Workshops and Seminars or Trends in
£ Personnel Management (Varying)
- 48. Senior Executive Course (50-Hours)
- 47. Personnel Management for Executives (8-Day Conference)
v 46. Effective Speaking
© 45. Effective Staff Communication
44, Defense Material Management
'43. Top Management Seminar
42, Defense Management Systems (Budgeting, Programming, Analysis)
(4 weeks)
41. Technical, Analytical and Systems Courses for Managers (Varying) _
40. Defense Procurement Executive Refresher Course (1 week) * * * * * *
39. Managing the Value Engineering Program
-1 38. dministratIve ﬁmiyszs 45?!’55—5??(&{&#
l 37. Work Planning and Control (3 weeks) .
36. Automatic Data Processing Appreciation (1 week)
35. Reading Skills Improvement (1 Semester)
34. Principles of Industrial Management (1 Semester)
33. Fundamentals of Management (Varying)
32. Work Simplification (Varying)
31. Conference Leadership (Varying)
30. Quality Assurance Appreciation (1 week)
29. System Program Management (12 weeks) # # [] #
28. Evaluating Contractor's Estimating Systems # # # #
27. Legal Analysis for Business Managers (Varying)
26. Operations Research (1 week)
25. Statistical Quality Control I (2 weeks) [] # # # [ [
o~ 24. Technical, Analystical and Systems Oriented Courses (Varying)
]
o 23. Management Statistics (2 weeks)
1] 22, Seminar for Middle Managers (2 weeks)
2 21. Introduction to Supervision (5-12 hours)
5 20. Defense Advanced Procurement Management (3 weeks) * * * $ [
- 19. PERT/Cost (1_week) ] ¥ ¥ ¥ ¥ ¥
& 18. Advanced Contract Administration (3 weeks) [ * # #
1] 17. Advanced Systems Buying (4 weeks) [ # # #
16. Art and Technique of Negotiating Contract Modifications (1 week) # # [ # #
15. Principles and Application of Value Engineering (2 weeks) *
14. Cost Reimbursement Incentive Contracting (2 weeks) 4 # # #
13. Quality Control Management (2 weeks) [ # * # *
12. Defense Advanced Incentive Contracting Workshop (2 weeks) [ ¥ # #
11. Termination Settlement and Negotiation (8 days # 4 [ L #
10. Cost Analysis and Contract Cost Principles (ASPR Sect. XV; 1 week)
9. Management of Value Engineering in Defense Contracting (2 weeks [ ] [ ] [ ] # # $
,I _} 8. Contract Law (2 weeks) * * * * # 4
L 7. Advanced Production Management (3 weeks) [l # # # # *
6. Cost and Price Analysls an legotiation Technique (Part I - 2 weeks; Part II - I week) [ * i ; N 2
5. Defengse Small Purchases (1 week) [ # # #
4, Production Management (7 weeks) [] # # # # *
3. Industrial Property Administration (3 weeks) ¥ [ *
2, Contract Administration (4 weeks) * * * * * *
1. Defense Procurement Management (5 weeks) * * * * * *
LEGEND:
*Mandatory
fMandatory, if required by the wmission
NOTE:

within 12 months of the date of promotion to the next level or in the senfior level to the next grade.

November 1967

Courses (or equivalent as determined by established tests or by the Defense Procurement Career Management Board) identified by * or # must be completed



143

STATEMENT OF WILLIAM B. PETTY, DIRECTOR, DEFENSE CONTRACT
AUDIT AGENCY, DEPARTMENT OF DEFENSE

Mr. Perry. Mr. Chairman, it is an honor to appear before this
committee to discuss the work of the Defense Contract Audit Agency
with respect to the post——

Chairman ProxMigre. I should have said, Mr. Petty, I should iden-
tify you. You are the head of the Defense Contract Audit Agency,
[ understand.

Mz, Perry. That is correct.

Chairman Prox>ire. Your first name?

Mr. Perry. William.

Chairman Prox>nre. It is a good first name.

Mr. Perry. I am known from coast to coast as Bill, some people
know me favorably and some unfavorably.

Chairman Proxmire. You are like me. I am known in Wisconsin
as Bill, but that is about as far as it goes.

Postawarp Aupit REVIEWS

Mr. Perry. It is an honor to appear before this subcommittee to dis-
cuss the work of the Defense Contract Audit Agency with respect
to postaward audit reviews of procurement contracts under Public
Law 87-653, the Truth-in-Negotiations Act.

In order that the subcommittee may best understand what DCAA
has done in meeting its responsibilities for implementation of Public
Law 87-653, it may be best to outline, in chronological order, the
actions which we have taken. After doing that, we can then inform
you of the number of contracts which we have subjected to postaward
audit and the results.

POSTAWARD AUDITS

In December of 1965, the Department of Defense assigned to DCAA
the responsibility for conducting a program of postaward audits de-
signed to assure compliance by defense contractors with the provisions
of the public law. TEis assignment was expressed in a letter from the
Department of Defense to the Comptroller General, and responded
to a recommendation which the Comptroller General had made. Our
actions thereafter were the following:

1. On March 17, 1966, we issued DCAA Regulation 7640.6, “Per-
formance of Defective Pricing Reviews.” This directive provided
for our auditors a discussion of the subject, interim guidance with
respect to selection of contracts for review, and general audit and
reporting instructions.

2. During the ensuing year we discussed the subject in meetings
of our regional managers, and in regional level meetings attended
by our resident auditors, branch managers, and regional supervisory
personnel.

3. In the spring of 1967, we conducted a series of seminar meetings
in all seven DCAA regions, discussing experiences to date, and pro-
viding direct guidance to resident auditors, branch managers, and
regional supervisory personnel. We issued, for wide distribution
within DCA A, a booklet entitled “Defective Pricing Seminar,” which
captured the essence of the discussions with our field personnel and
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which provided additional specific guidance for them in the defective
pricing area.

4. On September 29, 1967, the Deputy Secretary of Defense, Hon.
Paul H. Nitze, released to the military departments and the defense
agencies a memorandum under the subject “Access to Cost Perform-
ance Records on non-Competitive Firm Fixed Price Contracts.” Pur-
suant to the gnidance contained therein we issued to DCAA auditors,
under date of October 12, 1967, a document transmitting the Secre-
tary’s memorandum and a “Fact Sheet,” developed in the Office of
the Assistant Secretary of Defense (Comptroller) and titled “Per-
formance of Defective Pricing Reviews under Public Law 87-653.”
This release provided additional instructions to our people with respect
to the use of cost performance records in conducting the defective
pricing reviews, and with respect to “what is” and “what is not”
defective pricing.

5. Under date of February 20, 1968, we released to the field a memo-
randum entitled “Defective Pricing Reviews,” in which we dealt with
the following subjects:

(2) Purpose of defective pricing reviews.

(&) Level of effort.

(¢) Priority status.

(d) What the selection plan must accomplish.

(e) The individual contractor as the entity to be examined;
differences as between categories of contractors.

(f) Universe for selection of contracts.

(¢) Mechanics of contract selection.

(A) Timing of reviews.

(¢2) The use of performance records.

(7) Limitation on the review.

(£) Reviews requested by contracting officers.

In this memorandum we gave the DCAA auditors revised instrue-
tions concerning the selection of contracts for defective pricing reviews
and the portion of their total available direct auditor time which they
should apply to defective pricing work.

6. In the spring of 1968 we conducted another series of seminars in
the audit regions. These were attended by resident auditors, branch
managers, regional supervisory auditors, and some of the auditors
from the resident and branch offices who are directly engaged in de-
fective pricing reviews. After these seminars we issued two guidance
documents. The first is identified as “Defective Pricing Seminar,
Iledated—April 1968,” and the second is identified as Supplement 1
thereto.

7. On September 27, 1968, we released to the field a memorandum
under the subject “Priorities—Effective Fiscal Year 1969.” This was
In recognition of the cut in personnel which DCAA is required to ac-
cept under the provisions of the Revenue and Expenditures Control
Act of 1968. In this memorandum defective pricing reviews were es-
tablished as second priority work, being outranked only by the eval-
uation of forward pricing proposals. It should be understood that
this priority is effective only to the level of effort established for
defective pricing.
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DEFECTIVE PRICING ATDITS

The fiscal year ended June 30, 1968, is the first one which should
be considered to be representative of accomplishments in defective
pricing audits. During that year we examined, for this purpose, 582
contracts and subcontracts, which had a total contract value of
approximately $3.8 billion. Of this number we found 104 contracts
where there were indications of inaccurate, incomplete, or noncur-
rent pricing data. We recommended contract adjustments of $18.6
million. As of June 30, 1968, we had under review 452 additional
contracts, valued at approximately $7.2 billion.

Since DCAA was organized in July 1965 we have reviewed 953
contracts for this purpose with a total value of about $9 billion, and
have identified 146 in which the cost or pricing data appears to have
been defective, recommending about $32 million in contract
adjustments.

It should be recognized that many of the contracts which we have
reviewed as of this point in time were awarded in 1965 and 1966.
Since then the Department of Defense has made a very strenuous
effort to cause contractors to improve the quality of cost and pricing
data which they submit. It is entirely possible, if these efforts are
productive, that we will in the future identify fewer instances of
defective data in relation to the total number of contracts examined.

There should also be an improvement in the quality of cost and
pricing data as a result of the Department of Defense program for
survey and evaluation of contractor estimating methods and proced-
ures. This program is also the responsibility of the Defense Contract
Audit Agency and has been in progress since the fall of 1965. As
of June 30, 1968, we had identified 234 contractors (or contractor
locations) to be subjected to an estimating system evaluation. On the
same date we had completed and reported on 186 of these;, with an
additional 44 in progress. This program has, we believe, been quite
productive in influencing the major contractors to be more painstaking
In preparing their price proposals, and to prepare them in an environ-
ment where better internal and managerial control is brought to bear.

We find defective data in all major areas of cost. It is not confined
to the material costs but runs the range of material, overhead, labor
rates, failure to use past experience, make versus buy, duplicate charges,
and subcontracting.

DEFECTIVE DATA IN ALL MAJOR AREAS OF COST

Chairman ProxyIre. You say you find, and I quote, “defective data
in all major areas of cost,” and you say it runs throughout the range.
Can you explain this?

Mr. Perry. Noj I can’t explain it. I can’t explain why it is in all
major areas of cost, except to say that I would assume that the risk
in preparing pricing data is equal with respect to the various cost
elements. You can have errors or omissions 1n material, labor, over-
head, or purchased parts.

Chairman Proxarire. When you are talking about defective data in
all major areas of costs, are you indicating that it is substantial or are
you simply indicating that occasionally you run across some mistakes?
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Mr. Perry. I am indicating simply that we do find it under all of
the major elements of cost.

RECOVERY OF COSTS

Chairman Proxmire. It seems to me that the recovery involved
here, this 1s not at all critical, the recovery of $18 million of over $3
billion of contract and $32 million out of $9 billion is a very, very
small percentage. It is not insignificant. It is good to have, but does
this indicate that by and large there is very good complance or does
it indicate that you are understaffed and can’t really do the kind
of job you would like to do and if you could you would be able to
develop a lot more?

Mr. Perry. Noj; I think it indicates that when you do select a con-
tract for this purpose out of the universe of contracts which are sub-
ject to
. Chairman Prox»ure. I see; good.

Mr. Perry. You select them on a scientific basis, or a combination
of scientific and judgmental thinking.

SELECTION OF CONTRACTS FOR AUDIT

Chairman Proxmire. That brings me to the point, what size con-
tracts did you audit? You say you selected some, you didn’t audit the
$3.2 billion or $9 billion in the second. }

Mr. Perry. Wait a minute, we did review the entire $3.2 billion.

Chairman ProxMiIre. Yes, but you didn’t audit them in detail. You.
selected out of those the ones that you thought would be most—

Mr. Perry. Those are the ones we actually examined. We selected
these contracts out of the entire universe of contracts which we might-
have examined. It is obvious we can’t examine every Defense contract
for this purpose. So —- o

Chairman ProxMizre. I see. , .

Mr. PerTY. So we select a certain number of contracts, and we at-
tempt to, and we do, select contracts of all sizes, big and little, down
to the $100,000 floor—we select different kinds of contracts, fixed
price incentive, firm fixed prices, and so on, and what we have tried
to do 1s to develop a selection method which will be calculated, in our
opinion, to assure that we do examine for this purpose a representative
amount of procurement dollars which are placed on contracts which
are subject to this act, and that, second, we do examine enough con-
tracts to have a fair statistical sample out of the universe, and, third,
that we do give our attention to individual contractors.

RATIO OF RECOVERY TO COSTS OF OPERATION

Chairman Prox»re. How does your recovery compare to the cost
of operating your office? You recovered $18 million in this case. What
are the salaries, total salaries and cost in your judgment, roughly, of
your office ?

Mr. Perry. Bearing in mind, Mr. Chairman, that this is a very, very
small part of the total work that we do, we have set out to devote

Chairman Proxmire. That is right, you would have to allocate only
part of it.
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Mr. Perry. We have set out to devote not more than 5 percent of our
direct total audit time to this particular endeavor.

Chairman Proxmire. All right, take 5 percent of the cost of your
entire operation to the extent that you can.

Mr. Perry. Take 5 percent of $44 million.

Chairman Proxare. I am not talking about—your office costs about
$44 million to operate ?

Mr. Perry. Direct obligational authority is $44 million.

Chairman Proxnire. So it would be $2 million and you recover
$18 million—9 to 1.

Wouldn’t it be wise to increase this? It’s a pretty good return for
the taxpayer.

Mr. Perry. This could be said. But we have got a lot of other work
to do. We do consider that the most productive work we do is in the
area of evaluation of price proposals before the contract is ever
awarded. Mr. Malloy had reference to this. I think that is where we
Eerform the best service. We must audit the incurred costs under all
tinds of contracts which do require cost auditing. So it is a choice
that somebody can take.

PRICE REVIEWS SECOND PRIORITY WORK

Chairman Proxmrire. What do you mean when you send out a
memorandum in which you said defective pricing reviews were estab-
lished as second priority work ?

Mr. Perry. I mean that

Chairman Proxaire. Not first priority, obviously.

“Mr. Perry. First priority work in our agency is evaluation of
pricing proposals before the contracts are awarded.

Chairman Proxare. I see.

- Mr. Perry. We have consistently maintained that this is work which
won’t wait. It must be done without delay. So we give it first priority.
We have now, as I have indicated in this statement, established defec-
tive pricing as a second priority up to the level of effort that we
propose to put into it. :

Chairman Proxarire. Al right, sir. Thank you.

Mr. Perry. We cannot assess the true savings to the Government as
the result of this work at this point in time. After we release an audit
report in which contract adjustments are recommended, the cognizant
contracting officer must then enter into discussions with the contractor.
These discussions and a final decision about what should be done are
often time consuming. The result is that we have not had reported
to us the final outcome of all reports which we have issued. Reports
which we have received show that where settlements have been reached,
out of $6.8 million which we have proposed, contracting officers have
made contract adjustments of $4.7 million, with net final savings of
$2.7 million.

TRAINING

The Chairman’s letter of October 18, 1968 to the Secretary of De-
fense indicated the committee’s intent to review steps being taken to
train a corps of experts in various phases of procurement and contract
administration, and also in contract audit. Accordingly, I will discuss
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the training and development program of the Defense Contract Audit
Agency.

On J uly 28, 1967, in testifying before the Subcommittee on Military
Operations of the House Committee on Government Operations, I
made the following general statement with respect to training:

It is the responsibility of an agency such as DCAA to provide for its members
adequate training in the highly specialized field of contract audit. Training
courses which provide the kind of training needed are not available either in the
colleges and universities or elsewhere in the Government. In order to qualify the
audit force for the work which it must do, DCAA has established a training
facility known as the Defense Contract Audit Institute. It is located on Gov-
ernment property held by the Defense Supply Agency Defense Depot, Memphis,
Tennessee.

The Institute provides short, intensive courses in various aspects of contract
auditing to DCAA trainees and to its operating and supervising auditors. At-
tendance is mandatory for all auditor trainees and for newly hired experienced
accountants who are not experienced in contract auditing. The training courses
range from an introductory course in contract costing and contract administra-
tion to highly specialized courses in statistical sampling, improvement curve
methodology. auditing in an automatic data processing environment and super-
vision of audit operations. The Institute provides training which is tailored spe-
cifically to contract audit work and its benefits are being realized in the increased
technical capability of the DCAA audit force. Auditors from other Federal agen-
cies with contract audit responsibilities attend Institute courses on a space
available basis.

The statement which T have just quoted remains valid with respect
to the Contract Audit Institute. We now give the following courses
there:

Participants (fiscal year)

Length GS-grade 1969

Course title (days) level Class size 1967 1968  estimate

Auditorintern. e 10 5-7 30-60 507 231 118
tntermediate auditor, technical refresher..... [ 5 9-11 30 62, 215 187
Intermediate auditor, indoctrination of recent hires.._ 10 9-12 30 167 200 92
Graphic and computational analysis..........._..__ 5 9-14 30 56 174 222
Imp t curve analysis techniques......._____ 5 9-14 30 184 147 192
Audit in EDP environment____..._.______. 10 9-14 30 29 221 208
Statistical sampling____ ... __._________ 5 14 30 172 83 173
Supervision and technical management of aud 5 12-14 30 . 84 149
L1 1 PSSO 1,177 1,355 1,341

The Institute staff consists of 11 people—six instructors and five ad-
ministrative. The instruction staff is augmented by auditors from the
headquarters, regional, and field audit offices from time to time as
needed.

In addition, we use a number of other training methods:

(1) On-the-job training is continuous.

(2) Six home-study courses are made available to our people. They
are in—

(@) Statistical sampling (“developed in-house”).
gb) Basic automatic data processing (IBM).
¢) Presupervisory subjects (Army).
(@) Problem solving (Army).
(¢) Fundamentals of management (Army).
(f) Effective writing (Army).
(3) The regions conduct certain training courses, such as:
(@) Basic orientation of new hires.
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gb) Audit report writing clinic. )

¢) Special-purpose clinics on technical subjects.

(4) Evening courses in pertinent subjects offered by colleges and
universities, where the agency sharesinthecost.

(5) CPA coaching courses, offered by specialists in such courses,
conducted evenings and Saturdays, with the agency sharing in the cost.

(6) Courses conducted by other DOD elements or other Federal
agencies and universities, and attended by DCAA personnel in tem-
porary-duty status. Examples are: .

@) Interagency courses on supervision and management.
b) Defense procurement executive refresher course.
¢) The art and technique of negotiating contract modifications.
d) Defense advanced incentive contracting workshop.
¢) Top management seminar.
() Management of organizations.
) Personnel management for executives.
%) Management development.
) Program for management development.

The entire training and development program is expressed in, and
guided by, certain portions of the DCPAA Personnel Management
Manual, specifically Chapter 15: Career Management; Chapter 21:
Training and Development, General Prozisions; Chapter 22: Tech-
nical Training; and ghapter 24: Master Training and Development
Plan for Auditors. The latter provides for career management boards
at the regional level, whose responsibility it is to ascertain the training
needs of individual auditors as they become apparent, and to arrange
for appropriate study and training for individuals as they advance
and assume greater responsibilities within the agency.

The basic educational level of DCAA auditors is quite satisfactory.
Of a total present force of about 3,800, 3,100 are classed as professional
auditors. Of these, about 2,500 have at least a baccalaureate degree.
About 400 are certified public accountants.

This concludes my prepared statement. I will be glad to respond to
your questions. '

Chairman Proxmire. Thank you, Mr. Petty.

UNIFORM ACCOUNTING STANDARDS

Mr. B. B. Lynn, Deputy Director of the Defense Contract Audit
Agency, has been assigned to the GAO study group on “Uniform
Standards of Cost Accounting for Defense Contracts.” This is a mat-
ter in which I have a considerable interest because the Senate Banking
Committee, of which I have been a ranking member, has been holding
hearings on this and has passed legislation to implement it. I have here
a speech Mr. Lynn gave on September 11, 1968, to northern Virginia
FGAA chapter. In his speech, your Deputy seems to be saying that he
already has made up his mind on the feasibility question, and that all
that could be hoped for is to collect some information in the course of
his study. I will quote from his speech in which he says:

Looking ahead to the completion of our task and aftermath, it seems to me that
our major contribution will lie in the information and data which we shall have
been successful in accumulating, analyzing and reporting, and our related efforts

to motivate and assist in the development and improvement of cost accounting
principles as a useful communication medium among all interested elements in

22-490 0—69—pt. 1—-11
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our society. To state it in another way, if the results of our study are considered
productive and perhaps even generally accepted, I would think that it would be
more because we succeeded in advancing the state of the art than because of any
specific conclusion we reached as to whether or not uniform cost accounting
standards are feasible. :

Now, these uniform cost accounting standards are a matter, I think,
of the greatest importance. Until we have that it’s going to be -very,
very hard for us, really, to determine costs. Admiral Rickover indicated
this would be the most, in his view, one of the most useful and construc-
tive things Congress can do, and could save a great deal of money, and
we see that Mr. Liynn, your Deputy, seems to have his mind made up
that it is not going to amount to much, it is not going to amount to
anything that will result in any constructive action.

Will you comment on these remarks by Mr. Liynn ¢

Mr. Perry. I am sure that he doesn’t have his mind made up to any-
thing of the sort that you have just mentioned here. Mr. Lynn that
evening was speaking to a professional audience. Mostly they are Gov-
ernment accountants. They are very much interested in what is to be
done by the group headed by the GAO in its efforts to determine
whether or not uniform cost accounting standards are feasible, and bear
in mind, as you will, that that is the charge that the GAO has in this
particular legislation.

Chairman Proxmire. He said even if they find that they are, that
the uniform accounting standards are, considered productive and per-
haps even generally accepted, he said :

I would think it would be because we succeeded in advancing the state of the
art than because of any specific conclusion we reached as to whether or not
uniform accounting standards are feasible.

It seems to me that it is hard to come to any conclusion except that
no matter what Lynn finds out of this it is unlikely he is going to0
conclude that uniform accounting standards are feasible for the pur-
pose of requiring them in defense contracts.

. Perry. Mr.. Chairman, I can assure you Mr. Lynn does not
have the point of view you expressed. He and the others involved in
this, to my best knowledge, are giving this a wholehearted try. Did
Mr. Staats mention this subject at all? I believe he did, in his state-
ment yesterday.

Chairman Proxmire. He did briefly.

Mr. Perry. And I think he told you that they are developing a
questionnaire which théy propose to send to interested parties to
gather information about the opinions of those parties who were men-
tioned in the legislation about the feasibility of uniform cost account-
ing standards. What the result will be I couldn’t guess at this point
in time, and I know Mr. Liynn can’t, but I do assure you that as far
as'he is concerned you have misinterpreted his feelings.

Chairman Proxmire. Ihope so.

I would like to ask Mr. Malloy whether this attitude characterizes
DOD’s participation in the project, the notion that all you can do is
advance the state of the art, it wouldn’t have any advantages so far
as feasibility is concerned even if they could find——

Mr. Martoy. Not at all, Mr. Chairman. Insofar as I have observed
it, I think we all are trying, as the Congress would want us to, to have
an open mind on the feasibility of this, to test it, and to:get the in-
formation that will be required to test it.
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I must say in Mr. Lynn’s case, he has been quite active in assisting
GAO. I would be surprised if he had the attitude that seems to be
indicated in the quote.

Chairman Proxyare. Well, thank you, gentlemen, very, very much.
This has been a most useful and interesting morning for me, and I
think for others, and you have dore a fine job, very responsive and
most helpful.

We will conclude our hearings tomorrow at 10 a.m. with testimony
from Mr. A. E. Fitzgerald from the Air Force; A. W. Buesking, Uni-
versity of Southern California; and Mr. Irving Fisher of the RAND

The committee will stand in recess until then.
(Whereupon, at 1 p.m., the committee recessed until Wednesday,
November 13,1968, at 10 a.m.)



ECONOMICS OF MILITARY PROCUREMENT

WEDNESDAY, NOVEMBER 13, 1068

Coxoress oF THE UNITED STATES,
SuscommITTEE ON ECONOMY IN GOVERNMENT
oF THE J OINT EcoNoMIc COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to recess, at 10:05 a.m., in room
1202, New Senate Office Building, Hon. William Proxmire (chairman
of the subcommittee) presiding. : ‘

Present : Senator Proxmire.

Also present : John R. Stark, executive director; and Richard Kauf-
man, economist.

Chairman ProxMIre. The Subcommittee on Economy in Government
of the Joint Economic Committee will come to order.

Today is the third day of the subcommittee’s current round of hear-
ings on military procurement.

he past 2 days we have heard extremely interesting testimony relat-
ing to both high defense profits and excessive costs in military hard-
ware and weapons acquisition.

Today we will hear from three witnesses, A. E. Fitzgerald, Deputy
for Management Systems, Office of the Assistant Secretary of the Air
Force; A. W. Buesking, University of Southern California; and
Irving N. Fisher, RAND Corp., all of whom have had extensive train-
ing and experience with military procurement, and who are experts
in defense analysis. :

If you gentlemen would all come forward you can sit together here;
Mr. Fisher, Mr. Buesking, Mr. Fitzgerald.

Gentlemen, inasmuch as we have had a chance to look at your state-
ments, perhaps you might each be willing to summarize your state-
ment, and after this we will have questions for each of you. It might
be helpful to have a panel type approach here, some interplay between
the panel, and we can, I think, accomplish this more expeditiously if
we handle it in the way I have suggested. .

Mr. Fitzgerald, would you like to lead off ?

TESTIMONY OF A. E. FITZGERALD, DEPUTY FOR MANAGEMENT
SYSTEMS, OFFICE OF THE ASSISTANT SECRETARY OF THE AIR
FORCE )

Mr. Frrzgerarp. Yes, Mr. Chairman.

I do not have a prepared statement. I will have to speak extem-
poraneously this morning.

You asked that I discuss management systems procedures and
policies and their impact on contract pricing and costs of the things
we buy.

(153)
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Cost CoNTrOL SYSTEMS ON MAJOR PROGRAMS

In order to narrow the subject somewhat I would like to talk about
one body of management systems; namely, cost control systems on
major weapons systems programs. By major in the Air Force I mean
the F-111, C-5A, Minuteman, and the like, the very large weapons
systems programs. - :

The first step in the preparation or develogment of effective man-
agement systems, in my judgment, is the establishment of clearly un-
derstood management objectives, that is the establishment of goals
which we are seeking to achieve through these management systems.

Next we Tequire a rational plan, an order of management systems,
in proper relationship to one another, so that we provide for complete
closed loop control system.

The part of this sort of plan I will enumerate very briefly, and then
discuss them separately in moderate detail. The first component of an
effective control system are the standard of performance, in this case
standards of cost performance.

Next we must provide for reporting of actual performance to be
compared with the standards.

Third, we must provide for analyses of the results that have been
reported to the managers, Government and industry.

Fourth, we must provide for corrective action.

I would like to discuss these subtopics in some detail, and I will
start with the standards of performance.

STANDARDS OF COST PERFORMANCE

We recognize essentially three kinds of standards of cost perform-
ance in management systems development in the Air Force. The first
type of standard is what has come to be known as the “should cost,”
or the amount which weapons systems or products ought to cost given
attainable efficiency and economy of operation. :

The second type of performance standard we have come to call the
“probable cost,” that is, the cost estimate that is used by our financial
managers to provide adequate funding for the program. I think it
apparent that these two cost figures, “should cost” and “probable
cost,” may be somewhat different.

The third category of cost standard that we recognize is the nego-
tiated cost. Since negotiations are not a unilateral process, these fre-
quen,t,ly turn out to be different than the “should cost’”” or the “probable
cost. :

REPORTING ACTUAL PERFORMANCE

Then, as I mentioned before, we must provide in this rational body
of systems a means of reporting actual performance to compare with
the cost standards. Following that we must provide for analysis of
these reported results so that we can select the proper type of correc-
tive action. Usually this means providing people, and we have only
recently begun to organize formally our analytical group in the Air
force and in OSD for this purpose within the financial management

unction. : '
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These processes have been performed in the system program man-
agement offices, in addition to the financial management and analytical
groups.

CORRECTIVE ACTION

Now, the fourth category in the orderly assembly of management
systems components is t%e corrective action portion. If we do not take
corrective actions or have them taken by someone else, the whole proc-
ess hbecomes a sterile exercise that simply adds costs and produces
nothing.

The %referred method of corrective action, of course, is to have the
contractor correct variances from his plan on his own, and this we
seek to achieve by contractual incentives. Where these work, I think
that most of us agree that this is the best approach of all. Where these
approaches do not work, particularly in the large weapons systems—
remember that I am speaking of sucﬁ’ systems as the F—111, the C-5A,
the Minuteman, and other multibillion-dollar programs—the Govern-
ment still has the responsibility, which we in my office and my su-
periors recognize, to seek to control these costs. If the contractual in-
centives do not result in the proper corrective action, then we may fol-
low a variety of other approaches.

The first of these I would call catalytic action. These are actions in
which the Government provides the stimulus for the contractor to take
the corrective action himself. In the approach, we avoid telling the
contractor what to do. Instead, we analyze the specific causes of the
discrepancy, and point these out in forceful terms to the contractor
management, and try to get his cooperation in correcting the unfavor-
able variances. ‘

A .step more severe is the category of actions which I would call
unilateral Government actions. There are instances on record of dis-
allowances of excessive costs, particularly where excessive costs are
under the control and at the discretion of the contractors. I am sure
this process will continue to be used on occasion.

The other approach is that of direct action in which you direct the
contractor to correct some shortcoming in his system. This makes the
Government the primary instrument in the process, and we like to
avoid this course of action. :

The final corrective action available to usis termination., . L

So we have here the spectrum of typical corrective actions available
to us ranging from the stimulus of contractual incentives to
termination. .

The effectiveness of our systems, we think, is measured by the effec-
tiveness of corrective actions which are taken.

EFFICIENCY OF MANAGEMENT SYSTEMS

Now, having discussed the process of developing management sys-
tems, I would Iike to talk a little bit about the problem of the efficiency
of developing management systems and controlling proliferation of
management systems. ‘

We certainly want to make sure in developing these control sys-
tems that we provide all the necessary parts, the performance stand-
ards, the reporting, the corrective action, the analysis, all in proper
relation to one another. On the other hand, we want to make sure that
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we do not include noncontributing activities in the systems in the
process. With this in mind, we have started a very large scale effort to
inventory and purge our existing management systems. We find that
most of them fall in the category of reporting. We have very little
formalization in the areas of analysis and of corrective actions.

We plan also to require stringent justifications in the process of
approving new management systems. In the future we expect that
every new management system that is developed, particularly those
which affect contractors, will be required to show a pay-off, that is, the
savings to be derived should exceed the cost of the application.

That concludes my summary statement, Mr. Chairman.

Chairman Proxumire. Thank you very much, Mr. Fitzgerald.

Our next witness is Mr. Buesking, University of Southern Cali-
fornia.

Mr. Buesking?

STATEMENT OF A. W. BUESKING, COLONEL, U.S. AIR FORCE (RE-
TIRED), LECTURER, PUBLIC ADMINISTRATION, UNIVERSITY OF
SOUTHERN CALIFORNIA

Mr. Bueskine. Yes, sir; I will summarize my statement.
I begin these comments with the general endorsements of the goals
of your subcommittee.

SurFr or ProcureEMENT Poricy

I would like to present some of the background leading up to the
point where we are. During the past 15 or 20 years there has been a
very marked shift in the way the Department of Defense has attempted
to do business. I think some of the problems which occur are the result
of the inability of both contractors and DOD to recognize this shift in
responsibility.

In the past, the majority of our programs through the 1950’s were

incrementally funded. We generally attempted to deal with a year at
a time without addressing finite pieces of programs. With the advent
of the planning programing and Eudgeting systems introduced by Mr.
Hitch in 1961, we began to have a more rational basis to make decisions
about our weapons systems.
. However, as Mr. Fitzgerald mentioned, I am not sure our response
In terms of management systems that controlled the work of our-
selves and our contractors reflected a similar response. Consequently,
we had a considerable proliferation, if you will, of management sys-
tems and controls in our contracts which have worked at some variance
with the contract form that was evolving.

In this past position in time, there are a number of basic assumptions
that are inherent in that way of doing business. The first of these was
that the Government assumed a majority of the risk. Detailed controls
by Government were very necessary. It was involved on almost a day-
- to-day basis in internal management of contractors. At the same time,

_ I suspect that technical and sc%ledule considerations were considerably
more important than costs. The basic need was to acquire sufficient
funds to finance requirements.
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As programs became “fully funded” the need to have more precise
control and added visibility became apparent. One could not justify
fund requirements to the Bureau of the Budget, and subsequently to
the Congress, based strictly on expenditure rates. It was necessary to
more closely justify funds with the requirement of the work being
performed.

The result of this change in environment was to sharply alter the
buyer-seller relationship. Various contracting forms were developed,
including total package procurement for some cases. This shift-in
environment and shift in contracting form really altered the manage-
ment tasks that were required for 'botgh Government and industry.

Again some assumptions are inherent and I shall address these
specifically.

First, DOD could shift the risk to contractors by different forms of
contracting. :

Second, contract incentives would be sufficient to motivate con-
tractors to reduce costs and become more efficient.

Third, the contract should be the sole method of control and would
assure performance.

And fourth, disengagement would result and thereby the DOD
would no longer be involved in the direct internal management of
these programs. .

Now, we need to examine how successful DOD has been in carrying
out, these assumptions.

PERFORMANCE MEASUREMENT

As these developments occurred, there were a number of attempts
to adjust to the shift in environment, and I would like to note at least
two of these very briefly. First, one effort which started in 1963 ulti-
mately became a policy of the Department of Defense, in DOD
instruction, 7000.2, “Performance Measurement of Selected Acquisi-
tions.” The basic idea behind that policy is to express criteria about
management systems and get away from the detailed procedures and
control documents that were being used in contracts. This policy was -
published in December 1967 and is now being applied to some of the
major programs.

The second major effort involved the development of a system to
control additional or new management systems which are still attempt-
ing to place detailed controls in contracts. This effort has extended
over about 2 years and while there is a very good control of the future,
I would have to say to date I know of no single document which was
altered or canceled as a result of the 2-year effort.

DEFICIENCIES IN INTERNAL CONTROLS

Going back to performance measurement of selected acquisitions
and the Eeriod this was being developed, a number of major evalua-
tions took place using these criteria in various forms. While the results
varied, I would have to say there were some consistent deficiencies in
internal controls in most of the major contracts examined.

For example, we found case after case of inconsistent accounting
and costing procedures, particularly for materials and subcontract
expenditures.
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We found considerable lack of industrial engineering labor and ma-
terials standards.

We found excessive reliance on manpower controls, which reflected
a former way of doing busines, rather than discrete, finite work as-
signments. :

And finally, we found a basic lack of organizational visibility in the
performing divisions of the contractors.

The purpose of mentioning these two particular efforts is to high-
light the difficulty of attempting to bring about change and improve-
ment. » . :

RESISTANCE TO EFFORTS AT IMPROVEMENT

Efforts at improvement that in any way seemed to affect contractor
profits, resulting in a threat to the status quo, resulted in considerable
resistance both internally in DOD as well as in industry. This re-
sistance takes various forms. It appears in trade associations, it ap-
pears in advisory committees, and it appears in the administrative
process of coordination internally. I think those responsible for such
resistance have missed the point. The focus on profit, while appropri-
ate, is only a small portion of the problem. The profit argument stimu-
lates emotional reaction of people; but I think we ought to concen-
trate on the total costs to the Department of Defense which includes
costs and profits.

QUESTIONS CONCERNING COSTS

In looking at the subject generally, I would have to conclude that
the management of cost 1s seriously questionable. There are three basic
points concerning costs and I think there is some evidence on each of
these points. First, are contractor costs excessive? Second, if con- .
tractor costs are excessive and if there has been poor performance in
terms of deliverable hardware is this reflected in reduced profits? and
third, are defense profits equal to or better than those in commercial
work when measured by standards used by financial analysts, in terms
of net worth? I believe this last point was discussed yesterday.

EXCESS COSTS

Turning first to the subject of excess costs, I think there is some
evidence to support an affirmative answer. A ‘corollary to the excess
cost point is the effect the current contract approach has on reducing
costs. In fact there are some studies that say 1t may actually be stimu-
lating costs. I would like to refer to two studies. One is the RAND Re-
search Corp. Report called “Cost Incentives and Contract Qutcomes:
An Empirical Analysis.” Basically this study concludes, and I quote:

“The main point demonstrated here is that incentive contracts prob-
ably are not saving the Government much money through increased
efficiency and better cost control.” Additionally, the study concluded,
“That cost underruns commonly observed for incentive contracts are
the result of a general upward shift in target costs rather than im-
proved managerial efficiency and cost control.”

Chairman Proxmire. You are giving us the conclusion at this point
of our next witness. At least he wrote that study, I understand.
hMI&. Bumsking. Yes, sir; I understand. I don’t mean to steal his
thunder.
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Chairman Proxmige. It is good to see this agreement.

Mr. Bueskine. I would like to emphasize that the RAND study was
empirical and collected actual data to determine contract outcomes as
a result of these assumptions about incentive contracting.

On the other hand, Logistics Managements Institute has completed a
theoretical, mathematical analysis and this study concludes:

“That cost incentive provisions of a single contract executed by a
firm having many other contracts may not provide the motivation
anticipated and may in fact offer the contractor a larger total o erating
profit with an overrun of costs.” I think these two are available to the
committee. .

There are other factors which also lead to the high initial costs and
I would like to discuss these factors.

ESTIMATES BASED ON HISTORICAL COSTS

Both the systems analysts, who develop estimates for new weapons
systems, and the price analysts, who evauate contract proposals, are
overly dependent upon historical costs. ’I‘Ypically, their estimates are
based upon historical cost for the particular contractor, on actual ex-
perience to date in a specific program or on historical costs of compara-
ble systems. '

Now, unfortunately they tacitly accepted the historical level effi-
ciency, or inefficiency if that may be the case, without challenging
whether current and past methods of operation had included excess
costs and inefficiencies which might reasonably be expected to be
eliminated. :

“SHOULD COST” APPROACH

An alternative to developing independent Government estimates, as
Mr. Fitzgerald mentioned, would be the “should cost” approach. Now,
this is particularly of paramount importance where there is little or
no competition in the selection of a contractor. “Probable costs,” as it
is used in this situation, means cost based upon use of cost estimating
relationships, extrapolation of actual costs incurred in follow-on pro-
grams, and establishments of learning curves or cost-quantity relation-
ships, in lengthy production runs.

The. essential difference between the “should cost” and “probable
cost” method of estimation is that the latter implicitly accepts the
contractor’s current way of doing business whereas the former is based
i)n what I would consider to be a more objective assessment of cost
evels.

Unfortunately, this particular approach has been used successfully
only one time to my knowledge. A major engine contract recently nego-
tiated by the Navy made most effective use of the should cost approach.
An in-depth study and evaluation was conducted at each cost element
of the contractor’s operation to ascertain what these engines should
cost the Government, assuming reasonable efficiency and economy on-
the part of the contractor. It is important to note this departure from
the traditional procurement approach. It is normal to assume that the
Government must pay a sole-source producer his incurred and alloca-
ble costs and if they are excessive, seek another source. Basically an
equal alternative, if it is not appropriate to seek another source, 1s to
achieve reasonable efficiency in our plants.
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A recent article in the Jowrnal of Industrial Engineering, August
1966, “Misapplication of the Learning Curve Concept,” highlights
some of the factors involved which were considered by the Navy in its
evaluation of the contractor. The author, concludes “These misappli-
cations are founded on the concept that these factors are always pres-
ent and their presence is accepted as normal, reasonable, and re-
curring.”

COSTS 30- TO 50-PERCENT EXCESSIVE

Moving on to evaluations of a less formal nature, a number of eval-
uations of internal resource planning and control systems have been
conducted to assess contractor’s capability to meet criteria or minimum
standards. It was apparent, almost without exception, both to the eval-
uators contractor top management that they lacked objective cost
planning and control systems that are essential to prevent excessive
costs. Program management and middle managers tended to not con-
cur. In an area where there is not extensive competition, then you
must rely.on these sorts of things to assist you. As an order of magni-
tude judgment, and fhis is a judgment on my part, these costs are 30
to 50 percent ih excess of what they might be under conditions of com-
petition and commercial-type environment.

NO CORRELATION BETWEEN PROFITS AND PERFORMANCE

Moving to the next point, if hardware costs are excessive or if
weapons systems performance is poor, is there any correlation between
profits earned and performance ?

A recent study by an analyst which is unpublished at this moment
concludes otherwise.

In the electronics industry, using actual case histories on cost, re-
turn on net worth, and hardware performance, the study concludes
“performance has little correlation with profit.” It concludes also,
“the current special partnership which exists between Government and
the aerospace industry not only results in a very high incidence of de-
livered electronics systems with degraded performance, but there is
not effective mechanism in existing contractual arrangements to re-
ward or penalize contractor performance.”

ADEQUACY OF PROFITS

The third point moves to the adequacy of profits and I can’t make
any judgment about that. I think the adequacy of profits is basically
a social judgment. However, there are some studies again which sup-
port the conclusion that profits compare favorably. with the balance of
American industry. The LMI report which you discussed at some
length yesterday concluded “profit rates on defense work are generally
lower and have been declining.” Unfortunately, as you pointed out to
Mr. Clifford, LMI study is based on unverified statements of defense
contractors.

In contrast, a RAND Corp. report published in December 1967,
“Risk and the Aerospace Rate of Return,” reaches different conclu-
sions. It used net worth as the base for rate of return calculations.
Just as financial analysts conclude, the RAND study states “the return
to stockholders appears the most useful measure of profits.” Further,
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the study states “Aerospace firms have earned high rates of return on
investment,” and even when adjusted for risk, aerospace was exceeded
onlIy by the drug group.

did have a quote from the Washington University study which
you discussed earlier. I would make one additional observation that
at least on one of two of the largest programs in DOD, the return on
investment before taxes was about 43 percent, based on a similar anal-
ysis. This was quoted in a statement to the Securities and Exchange
Commission analysts in March of 1966.

There has been a preference on the part of DOD to measure profit-
ability on sales. I understand recent studies made by both the Armed
Services Procurement Committee and LMI to consider return on in-
vestments in arriving at profits on contracts. I think this is a very
worthwhile step and I hope it can come to fruition. :

OONCLUSIONS

I would like to conclude my remarks and make some recommenda-
tions. In summary, I believe that the changed nature of programing,
budget and decisionmaking requires Government managers and their
associated industrial organizations to look at substantially different
sets of facts and information to effectively control the programs.

I would conclude that the response of both industry and Govern-
ment to the changed environment has not been adequate to prevent
excessive costs and relate profits to performance or investment.

I would conclude that major efforts at self-improvement have not
seemed to provide any significant impact on our management of de-
fense procurement. : :

I would conclude the assumptions and the results of incentive con-
tracting, as it is practiced today, are suspect enough to warrant major
reevaluation of the buyer-seller relationship.

And finally, I would conclude, the planning and control systems in
use in the major portion of the industry are inadequate to provide
proper cost control and assure some reasonable level of efficiency.

RECOMMENDATIONS

Turning to recommendations, it seems unlikely that either the in-
dustry or the Department would bring about any significant change
on their own. Consequently, it is recommended that a major con-
gressional examination be undertaken as an initial step. After the
sufficient information has been gathered, it might be advisable to
consider a commission to advise the Congress and the President as
to an appropriate course of action. The exploration of uniform ac-
counting standards as a result of the renewal of the Defense Pro-
duction Act is an excellent start. Second, it is recommended that the
DOD form a top management team to probe the entire area of cost
control in major procurements. This team should be independent of
the functional and departmental influences and take direction from
the Secretary of Defense. I am convinced the problem of cost con-
trol is of such magnitude and scope that any lesser actions will not
yield any appreciable results.

I thank you.

(Prepared statement of Mr. Buesking follows:)
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PREPARED STATEMENT OF COL. ALBERT W. BUESKING, U.S. AIR
FORCE (RETIRED)

PLANNING AND CONTROL OF DEFENSE PROCUBREMENT

I begin these comments with an endorsement of the goals of your committee.
These hearings represent a timely, and perhaps overdue, examination by the
Congress of the economic impact of defense procurement. There is no doubt
that national security has first priority and claim on tax dollars. However,
other national needs such ag the Poverty, Urbanization and Education require
more priority than they have been afforded in the past. Perhaps these hearings
can provide insight and lead to improvement of defense procurement and con-
tractor performance. To the extent that even small gains in efficiency aré at-
tained, they will make available major resources for other federal responsi-
bilities.

Before commenting on the assumptions and effectiveness of incentive con-
tracting, contractor efficiency and the problems of cost estimation and cost con-
trols, some preliminary discussion may be helpful. It is appropriate to provide
some background concerning the environment which we are examining,

During the past fifteen years, the defense and aerospace industry has en-
countered rapid growth and increasing complexity. This change coupled with
expanded weapon system decisions has forced a change in the approach that
had been followed traditionally in the management of the research, develop-
ment and production of such systems. In the past, effective control was thought
to be achieved by close monitoring and detailed analysis of government and
contractor expenditures. Specific funding approvals granted the Department of
Defense by Congress were based primarily on predetermined levels of spending
rather than specific force levels, fully identified weapons or support systems, or
quantities of hardware, :

After apportionment of funds to the military departments, the financial man-
agement task was primarily one of matching funds against contractor expendi-
tures rather than relating requirements to work content and progress. Even
though major programs and contracts ran over extended periods of time, manage-
ment attention focused primarily on the costs associated with the specific fiscal
year involved and the funds required to cover expenditures. In turn, under cost
plus contracting and schedule urgency, contractors viewed their performance
responsibility as meeting technical and schedule requirements. Their financial
management task was primarily to secure contract financing rather than control
of costs.

Under the foregoing conditions, several assumptions are inherent in the buyer-
seller relationship. They are :

1. The government assumes majority of risk

2. Detailed controls by government are necessary

3. Technical and schedule considerations are more important than cost
4. Sufficient funds will produce contract requirements.

These assumptions altered over time as the result of the change in environ-
ment. Initially, the introduction of the planning-programing-budgeting system
forced certain changes. Decisions began to be made about discrete elements of
weapon systems programs including their estimated costs at completion rather
than single fiseal year considerations. However, neither the military departments
nor the contractors were prepared to apply methods of financial control otl;er than
those which compared actual expenditures against planned expenditures within
a gpecific fiscal year’s fund limitation.

In those cases where programs became “fully funded” rather than “increment-
ally funded” (i.e. all fund requirements were identified and financed in a single
year appropriation regardless of length of contract), the transition to more
precise methods of management control became mandatory. Service program
managers could no longer adequately justify fund requirements based solely on
expenditure rates. Instead, methods and procedures had to be devised that would
permit managers to justify and acquire funds for finite work for a total contract.
Further, it became necessary to track or measure performance against the plan
in the contract for major end products and costs at completion in order to achieve
effective control. .

In addition to the' forcing function of the Planning-Programing-Budgeting
System, weapon systems were becoming more complex and sophisticated in addi-
tion to growing in total dollar size. Succeeding contracts became larger and
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larger. Ultimately, Total Package Procurement Contracts covering research, de-
velopment, production and some operational support came into vogue, This factor
intensified the need on the part of both the government and the contractor to
determine and assess progress.

The resultant of this change in environment was to alter the buyer-seller rela-
tionship. New forms of contracting with the defense industry had been devised
by the government. Various forms of incentive techniques developed. Increased
emphasis was placed on fixed price contracts and in some cases Total Package
Procurement. This in turn altered the management tasks involved for both govern-
ment and industry.

Again some assumptions are inherent. They are:

1. Risk could be shifted to contractors

2. Contract incentives would motivate contractors to reduce costs and
become more efficient

3. The contract is the only method of control required and will assure
performance

4. Disengagement would result.

The change in environment described and the contract form resulted in a
wide range of responses. During the transition period, the military depart-
ments designed a wide variety of management systems for dealing with major
acquisitions. Bach manager wrestled separately with the problem of devising
a system for describing his plans, for measuring and controlling progress
against these plans and recording experiences for future use. Problems arose
over the diversity of the information being produced by the wide variety of
management systems in use. First, contractors were confronted with external
information Tequirements that were not compatible with their organizational
structure and internal control systems. It was logical that these had been de-
signed to be consistent with corporate needs. Data produced as a result of trans-
lating and synthetizing information to meet requirements lost credibility and
validity. While the problem was partly caused by translation, it was aggrevated
also by the fact that contractors had not responded to the change in the environ-
ment by changing their own information and control systems. For example,
accounting systems designed to comply with Armed Services Procurement Regu-
lations and provide the basis for progress payments proved inadequate for the
effective cost control required by the shift in contracting methods and weapon
system complexity. ’

Program managers and procurement officers in the field felt the major im-
pact of uncorrelated and invalid information as they attempted to solve prob-
lems, exercise correction and negotiate contracts. These impacts stimulated some
efforts at reform.

At least two of the efforts are worth noting along with an examination of
the causes of success or failure. The first of these efforts which started in
1963, culminated with a policy, “Performance Measurement of Selected Acquisi-
tions,” in December, 1967. Underlying this policy are two basic assumptions.
The first is that since the government has shifted from detailed control of cost
plus contracts to disengagement with fixed prices contracts, it should also cease
to specify specific systems and procedures. Accordingly, this policy enumerated
criteria for cost and schedule systems which are acceptable to the govern-
ment. The second, is that there are certain minimum standards associated with
the planning and control systems for management just as for hardware per-
formance. Considerable resistance to this concept developed both in defense
contractors and in some functions of the government. It was asserted that
the contract form was adequate to control costs and government was attempting
to disengage from industry. Stated another way, the government could set
minimum standards for hardware but not for management performance regard-
ing cost and schedule.

During the period from 1963 until 1967 more than a dozen major evaluations
took place using these criteria in various forms. While the results varied, some
consistent deficiencies in internal controls were identified. They are:

1. Inconsistent accounting and costing procedures particularly for ma-
terial and subcontractor expenditures

2. General lack of industrial engineering labor and material standards

3. Excessive reliance on manpower controls rather than discrete finite
work assignments .

4. Lack of organizational performance visibility.



164

The reaction of government managers and industry reflected a lack of com-
prehension of the concept performance measurement. Tn addition, contractor
management and certain elements of government management provided marked
resistance. During 1966 and 1967 industry continued to react through various
trade associations ag the policy was developed for Department of Defense-wide
application.

The second effort worth noting is the Department of Defense/Council of De-
fense and Space Industry Associations (DOD/CODSTIA) Management Systems
Control project. As mentioned previously, a multitude of documents have been
written to provide detailed controls and data over the past several years. These
may have been appropriate when the government was directly participating in
contractor management on a cost plus arrangement. As the shift toward incentive
and fixed price contracting and disengagement took place, a corresponding ad-
justment in government requirements did not occur. The attention of the Mahon
Committee to data costs and efforts by government data managers has resulted
in little improvement. Each major contract still has hundreds of procedures and
requirements for data and controls that are inconsistent with the way policy and
assumptions state how DOD is conducting business.

The DOD/CODSIA project, in a two year program, conducted an extensive
study which resulted in a new mechanism for control outlined in two policies,
“The Development of Management Control Systems for Use in the Acquisition
Process” and “Selection and Application of Management Control Systems in
Acquisition Process”. While these are good tools, not a single DOD document
wag cancelled or even altered. In this case, industry did not resist but internal
resistance was sufficient to thwart the objectives of a marked reduction in
management systems documents.

The purpose of mentioning these two efforts are to highlight the difficulty of
attempting to bring about improvement internally in the DOD. When efforts at
improvement in any way appear to affect contractor profits, both industry and
certain elements of DOD resist through trade associations, advisory commit-
tees and the administrative process of coordination. I think those who are re-
sponsible for such resistance miss much of the point.

While profits and their size stimulate emotional arguments, the real issue at
stake is total cost to DOD and profit is only a small element of this total. There
is sufficient evidence in a number of studies, evaluations and analyses which
should cause both industry and DOD to seriously reevaluate the subject of
cost control. The measurement of cost is seriously questionable. Three vital and
basic points emerge : . :

1. Contractor costs are excessive

2. Poor performance has not resulted in reduced profits

3. Defense profits are equal to or better than those in commercial work
when measured objectively by standards used by most financial analysts.

Turning first to excessive costs, there seems to be a fair amount of evidence
to support this statement. As a corollary, the current contracting approach is not
having any fundamental effect on reducing costs. In faet, it may actually be
stimulating the incurrence of costs. Two studies support this statement. One is a-
research project by Rand Corporation “Cost Incentives and Contract Out-
comes: An Empirical Analysis.” Basically this study concludes, “The main
point demonstrated here is that incentive contracts probably are not saving the
government much money through increased efficiency and better cost control.”
Additionally, the study concluded, “That cost underruns commonly observed for
incentive contracts are the result of a general upward shift in target costs
rather than improved managerial efficiency and cost control.” The Rand study
was empirical and collected actual data. On the other hand, Logistics Manage-
ment Institute has completed a theoretical, mathematical analysis. It concluded,
“that cost incentive provisions of a single contract executed by a firm having many
other contracts may not provide the motivation anticipated and may in fact
offer the contractor a larger total operating profit with an overrun of costs.”

There are other factors which lead to initial high target costs. Both the systems
analysts, who develop estimates for new weapons systems, and the price analysts,
who evaluate contract proposals, are overly dependent upon historical costs.
Typically, their estimates are based upon historical costs for the particular
contractor, on actual experience to date in a specific program or on historical
costs of comparable systems. They tactily accept the historical level of efficiency
(or inefficiency) without challenging whether current and past methods of opera-
tion have included excess costs and inefficiencies which could be eliminated.



1656

An alternative method of developing an independent government cost estimates
would be the “should cost” approach. The “should cost” is of paramount impor-
tance where there is limited or no competition involved in the selection of a
contractor. “Probable cost” used in this situation is based upon the use of cost
estimating relationships (CBR), extrapolation of actual costs to date and the
establishment of learning curves (cost-quantity). The essential difference
between the “should cost” and the “probable cost” estimated is that the latter
implicitly accepts the contractors current mode of operations whereas the former
is based on a more objective measure of cost levels.

A major engine contract recently negotiated by the Navy made most effective
use of the “should cost” approach. An in-depth study and evaluation was con-
ducted of each cost element of the contractors operation to ascertain what these
engines should cost the government, assuming reasonable efficiency and economy
on the part of the contractor. It is important to note this departure from the
traditional procurement approach. It is normal to assume that the government
must pay a sole source producer his incurred and allocable costs and if they are
excessive, seek another source.

A recent article in the Journal of Industrial Bngineering, August 1966, “Mis-
application of the Learning Curve Concept” highlights some of the factors
involved which were considered by the Navy in its evaluation of the contractor.
The author, concludes ‘“These misapplications are founded on the concept that
these factors are always present and their presence is accepted as normal, rea-
sonable and recurring.”

In addition, there have been a number of evaluations less formal than the
ones cited which support the excess cost position. Evaluations have been made
for a number of defense and aerospace firms to appraise their internal resource
planning and control systems. Almost without exception, it was apparent to both
the evaluators and contractor top management that they lacked objective cost
planning and control systems that are essential to prevent excessive costs. As
an order of magnitude judgment, these observations suggest costs are from
30%-50% in excess of what they might be under conditions of competitive-type
commercial environment. :

One might assume that hardware performance must meet requirements even
if costs are excessive. However, the problem of measurnig technical performance
is even more complex than determining cost or schedule variations. One might
assume also that poor performance on hardware would result in reduced profits
or government business. A recent study by an analyst in the BOB (unpublished)
concludes otherwise in the high risk electronics business.

Using actual case histories on cost, return on net worth and hardware perform-
ance, the study concludes “performance has little correlation with profit.” It
concludes “the current special partnership which exists between government and
the aerospace industry not only results in a very high incidence of delivered
electronics systems with degraded performance, but there is not effective mech-
anism in existing contractual arrangements to reward or penalize contractor
performance.” .

The third point concerns the adequacy of contractor profits. The adequacy
of profits may be a social judgment in the final analysis. However, there are
some studies to support the position that defense and aerospace industry profits
in the aggregate compare very favorably wtih the balance of American industry.
Logistics Management Institute has made a study which generally concludes
“that profit rates on defense work are generally lower and have been declining.”
Unfortunately, as Senator Proxmire’s letter to Secretary Clifford pointed out on
July 18, 1968; the LMI study is based on unverified statements of defense con-
tractors.

In contrast, A RAND Corporation report published in December, 1967, “Risk
and the Aerospace Rate of Return,” reaches different conclusions. It used net
worth as the base for rate of return calculations. Just as financial analysts con-
clude, the RAND study states “the return to stockholders appears the most use-
ful measure of profits.” Further, the study states “Aerospace firms have earned
high rates of return on investment,” and even when adjusted for risk, aero-
space was exceeded only by the drug group and consequently some other factor
than risk must be identified to explain the rate of return.

A Washington University study also supports the RAND results. This study
found “several large defense-space contractors to be more profitable than non-
‘defense firms of similar size, at least on a return-on-net-worth basis.” This would
support an observation made of one of the two largest programs in DOD where
return on investment (before taxes) was approximately 43%.

22-490 0—69—pt. 1——12
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Despite the preference for measuring profitability as a percent sales by the
DOD and industry, recent studies have been made by the Armed Services Pro-
curement Committee and Logistics Management Institute to consider return on
investment in arriving at profit on contracts. The reaction of the Industry Ad-
visory Council to the DOD was less than enthusiastie, If you consider the bias
in target costs resulting from incentive contracting and the negotiation of profit
as a percent of contract price, it is not surprising that the use of return on net
worth is resisted.

Several conclusions emerge from the discussion and the facts available. De-
pending upon interpretation and viewpoint, it is possible to get varied positions.
However, the following statements summarize one viewpoint :

1. The changed nature of the programming, budgeting and decision-making
process (coupled with increased complexity) requires government managers,
and consequently industrial organizations, to look at substantially different sets
of facts and information to effectively control and achieve their program ob-
jectives efficiently.

2. The response of both industry and government to the changed environment
has not been adequate to prevent excessive costs and relate profits to per-
formance or investment.

3. Major efforts at self-improvement do not seem to provide any significant
impact on the management of defense procurement.

4, The assumptions and results of incentive contracting, as it is practiced
today, are suspect enough to warrant major re-evaluation of the buyer-seller
relationship.

5. The planning and control systems in use in the major portion of the industry
are inadequate to provide proper cost control and assure some reasonable level
of efficiency.

It is exceedingly difficult to provide recommendations which are capable of
being implemented. If one considers organizational behavior, it seems unlikely
that any attempts for improvement will be successful. The strong functional
orientation of the DOD management is not conducive to change.

Similarly, the likelihood is small that industry will police itself. The entire
structure of regulatory agencies and constraints provide evidence that in most
cases something additional is required to protect the public interest.

Consequently, it is recommended that a major Congressional examination be
undertaken as an initial step. After the sufficient information has been gath-
ered, it might be advisable to consider a commission to advise the Congress and
the President as to an appropriate course of action. The exploration of uniform
accounting standards as a result of the renewal of the Defense Production Act
is an excellent start. Secondly, it is recommended that the DOD form a top man-
agement team to probe the entire area of cost control in major procurements.
This team should be independent of the functional and departmental influences
and take direction from the Secretary of Defense. I am convinced the problem
of cost control is of such magnitude and scope that any lesser actions will not
yield any appreciable results.

Chairman Proxmire. Thank you very much, Mr. Buesking.
Our last witness is Irvin Fisher, RAND Corp.
Mr. Fisher?

STATEMENT OF IRVIN N. FISHER, RAND CORP.

Mr. Fisger. Thank you, Mr. Chairman.

It is a privilege to have the opportunity to testify before this sub-
committee. T would like to stress at the outset that I appear here as an .
economist in a professional capacity. In no way do I represent the
views of the RAND Corp., the U.S. Air Force, or any of RAND’s
other clients.

Errecrs oF INCeENTIVE CONTRACTS

_ My comments today will focus on the effects of incentive contracts
in providing motivation for reduced costs.

The Defense Department has always been concerned with increasing
the extent of competition in military procurement. Nonetheless, a
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major portion of defense purchases continue to occur in an environ-
ment where competition is difficult. In these situations procurement
officials have come to rely extensively on various substitutes for com-
petition. One technique that has received widespread acceptance in
the past decade is the use of incentive contracts.

Incentive contracts obviously have a number of advantages over the
cost-plus-fixed-fee contracts. The principal advantage claimed for
these contracts, however, is that they make the financial incentives for
defense contractors to reduce costs more effective. By increasing total
profit as actual costs are reduced below a predetermined target, they
encourage contractors to achieve underruns. They also place greater
financial risk on the contractor since the Government no longer stands
ready to completely absorb contractor’s overruns.

It’s true that overruns have been less frequent and less substantial
under incentive contracts, and Defense Department officials have inter-
preted this as evidence that contractors are performing more efficiently
under incentive contracts. As a matter of fact, in evaluating the effects
of incentive contracts, former Secretary McNamara states that costs
under incentive contracts are 10-percent lower than they would have
been under cost-plus-fixed-fee contracts. ;

It is, of course, in the contractor’s interest to increasé the underrun
and thereby increase his profit. One way he does this is to perform more
effectively and hold actual costs below the target. This is the effect
desired by the Department of Defense. However, since overruns and
underruns depend on both the actual cost and the target cost, another
method for achieving underruns or at least avoiding overruns is to
secure as high a target as possible. Whether or not this can be done, of
course, depends on the circumstances under which the target is deter-
mined. .

LACK OF COMPETITION

So long as the target is determined competitively, there is little
possibility of obtaining targets that are excessive. The problem is in
determining targets for those contracts that must be negotiated in a
noncompetitive environment, This problem is quite significant because
most weapon system production and support contracts are presently
negotiated without any real price competition. As Mr. Malloy noted
yesterday, most of the development contracts that are let competitively
are awarded on the basis of technical or nonprice rivalry. Because the
targets must be negotiated in these situations, contractors have a much
greater opportunity to increase them. If they succeed, the targets that
result may fail to provide any real incentives for cost reduction or
efficiency.

To put this another way, incentive contracts really provide two
different incentives; they may motivate contractors to reduce actual
costs once the target has been negotiated, but they also encourage con-
tractors to overstate their cost estimates and attempt to negotiate larger
targets.

LARGER TARGET COSTS

There is another reason why target costs may be larger with incen-
tive contracts. These contracts increase the risk of financial loss to the
contractor by requiring him to bear part of any cost overrun that may
result. Since contractors generally dislike contracts involving con-
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siderable financial uncertainty, larger targets may be required to re-
duce this uncertainty. Unfortunately, the underruns that can accom-
pany these larger targets may be erroneously interpreted as cost sav-
ings. Consequently, it is not clear whether the underruns observed
with incentive contracts result from real cost savings or from larger
target costs.

At this point I’d like to summarize the evidence contained in my
prepared statement bearing on this question. First, although under-
- runs are more common for FPI contracts than for other types, they
do not seem to be related to the incentive features of the contracts.
Underruns appear to be no larger or smaller for contracts with small
sharing rates than for those with high sharing rates.

Second, the underruns observed with fixed-price-incentive contracts
are not related to the amount of supplemental changes for those con-
tracts, suggesting that contractors do not obtain underruns by intro-
ducing numerous and costly supplemental changes.

UNDERRUNS MAY RESULT FROM LARGER TARGET COSTS

These results are not consistent with the hypothesis that stronger
profit incentives lead to greater efficiency and lower procuremet costs.
The evidence seems to suggest, instead, that some of the cost-saving
effects claimed for these contracts have been exaggerated and that,
for the most part, these underruns may be the result of larger target
costs.

INCENTIVE CONTRACTS NO SUBSTITUTE FOR COMPETITION

This brings me to the final point in the statement, and that is that
incentive contracts are not a substitute for compeition. Incentive con-
tracts can only be effective when they are based on reliable and
realistic target costs. The obvious question, then, is how to reduce the
uncertainty that prevents the Department of Defense from obtaining
meaningful targets, and there are basically two alternatives available.

FOLLOW-ON CONTRACTS

In the present procurement environment, effective price rivalry can
exist only at the first stage of the program—the development stage.
This occurs because the DOD typically awards all of the production
and follow-on contracts to the original development contractor with-
out competition from alternative suppliers. Once the contractor ob-
!:a,ins the initial development contract he is virtually assured of receiv-
ing all subsequent production and follow-on contracts without compe-
tition from other potential producers. Because targets must be nego-
tiated without benefit of competition, it is difficult for the Govern-
ment to determine whether the resulting target cost is reasonably close
to the contractor’s expected cost. In these cases, contractors may be
able to negotiate targets that are large enough to substantially increase
their chances for achieving an underrun and increased profits.

WAYS TO INCREASE COMPETITION

Consequently, one suggestion for obtaining better cost information
would be to utilize some of the various strategies that increase the de-
gree of competition for weapon system and follow-on contracts. These
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strategies include competing development programs, total package
procurement, licensing and separation of stages, and second sourcing.
The extent to which these techniques may be utilized, of course, de-
pends on various characteristics of the individual programs, but their
more extensive use should be explored by DOD.

The importance of utilizing competition to determine target costs
in weapon system procurements cannot be overemphasized. There will
always be many situations in which price rivalry cannot be effectively
used, however—situations where the technical uncertainties are lar%e,
the number of potential suppliers limited, the lead time small. In
these cases, the DOD must continue to rely on design and technical
rivalry and on its cost estimating ca ability to provide reasonable tar-

t costs. A second method, then, for improving the effectiveness of
Incentive contracts is through improved cost analysis and estimating
techniques.

) COST ESTIMATING

The DOD has given considerable attention to improving its cost
estimating capability and considerable effort has been devoted to de-
veloping a comprehensive data base containing cost information from
previous weapon system acquisitions. The DOD has also improved
its cost estimating methodology and its cost reporting systems, and
some procurement officials feel that cost estimating techniques can be
refined to the point where they become effective substitutes for price
wompetition in establishing realistic targets. While there are some diffi-
culties with present cost estimating techniques that prevent them from
providing cost estimates that are equivalent to competitively deter-
mined costs, they can still provide some positive efficiency incentives,
especially for the less efficient contractors, and are useful 1n situations
where competition is impractical. In short: Competition is the pre-
ferred means for obtaining cost information; cost estimation provides
a useful tool when competition cannot be utilized effectively.

“ In closing, I’d like to point out that incentive contracts are obviously
a significant improvement over the earlier CPFF contracts. Although
they may not result in significant cost savings, they provide many other
important advantages and incentives, both for the DOD and the de-
fense industry. The point is not whether these contracts are worth-
while, but how we can improve their effectiveness as a tool in reducing
defense procurement costs.

Thank you.

(The prepared statement of Mr. Fisher follows:)
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CONTROLLING DEFENSE PROCUREMENT COSTS:

AN EVALUATION OF INCENTIVE CONTRACTING EXPERIENCE

I. N. Fisher

I. INTRODUCTION

The Defense Department has long been concerned with increasing
the extent of competition in military procurement. Nonetheless, a
major portion of defense purchases occur in situations where any form
of price competition is difficult. In these situations, procurement
officials have come to rely extensively on various substitutes for
competition. One technique that has received widespread acceptance
in the past seven years is the use of incentive contracts.

In 1962 the Armed Services Procurement Regulations (ASPR) were
revised to encourage increased use of incentive contracts. These
changes reflected a consensus within the Defense Department that the
cost-plus-fixed-fee (CPFF) contracts then commonly used to purchase
major weapon systems did not provide adequate incentive for contractors
to control costs. The revisions establish cost-plus-incentive-fee
(CPIF) contracts ag preferable for research and development effort,
and recommend the use of firm-fixed-price (FFP) or fixed-price-
incentive (FPI) contracts for production. Use of CPFF contracts is
limited to situations involving considerable uncertainty where
incentive-type contracts would be impractical.

These changes have had a tremendous impact on the defense indus-
try and have resulted in a substantial increase in the use of FFP and
other types of incentive contracts for defense procurement. As Table

1 indicates, the shift away from CPFF contracts has been striking.

Portions of this paper were extracted from I. N. Figsher, A Re-

appraisal of Incentive Contracting Experience, The RAND Corporation,
RM-5700-PR, July 1968, =

This paper was prepared at the request of Semator William Proxmire
for use by the U.S. Congress Joint Economic Committee, Subcommittee on
Economy in Government.
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CPFF contracts accounted for more than one-third of total defemnse
expenditures in 1960, but less than 10 percent in 1966. In the same
period, CPIF contracts more than doubled, and FFP contracts nearly
doubled.

Defense Department representatives believe incentive contracts
are an effective means for controlling procurement costs. The princi-
pal advantage claimed for these contracts is that they make the finan-
cial incentives to reduce costs more effective. By increasing the
total profit as actual costs are reduced below the target, they encour-
age contractors to achieve cost underruns. They also place greater
financial risk on the contractor, since the Government no longer stands

ready to completely absorb cost overruns.

Table 1

PERCENTAGES OF TOTAL DEFENSE EXPENDITURES BY
TYPE OF PRICING ARRANGEMENT

Fiscal Year

Contract Type 1960 | 1961 | 1962 | 1963 | 1964 | 1965 | 1966
Fixed Price
FFP 31.4 | 31.5|38.0]41.5}46.3)|52.8]|57.5
FPI a 13.6 |11.2{12.0} 15.8|18.5|16.6 | 15.9
Other 12.4|15.2 | 10.8 7.6 6.4 7.1] 5.8
Cost=Reimbursable
CPFF 36.836.6§32.5]20.7 [12.0 9.4 9.9
CPIF b 3.2 3.2 4,11 11.7 114.1§11.2 8.3
Other 2.6| 2.3| 2.6| 2.7 2.7 2,91 2.6

SOURCE: Directorate for Statistical Services, OSD, Military
Prime Contract Awards. .

%Includes FPR contracts.

b .
Includes cost and cost-sharing contracts.

Cost overruns have been far less frequent and less substantial
under incentive contracts than under CPFF contracts. Defense Depart-
ment officials have interpreted this outcome as evidence that a con-

tractor's performance under incentive contracts is more efficient than
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under CPFF contracts. In fact, in evaluating the impact of incentive
contracts on procurement costs, former Secretary McNamara states that
costs under incentive contracts are 10 percent lower than they would
have been under CPFF pricing atrangements.* Nonetheless, there are
some valid reasons for questioning the extent of the cost savings
claimed for these contracts. The most important reason is that cost
underruns often may be achieved without any real cost savings to the

Government .

*See Statement of Secretary of Defense Robert §. McNamara Before
the House Armed Services Committee on the Fiscal Year 1966-1970 Defense
Program and 1966 Defense Budget, February 18, 1965, Senate Subcommittee
on DOD Appropriations, p. 187.
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II. STRUCTURE OF INCENTIVE PRICING ARRANGEMENTS

Incentive contracts are supposed to motivate defense contractors
to perform more efficiently and control costs more closely. This is
accomplished through the incentive sharing provision, which allows
contractors to retain part of any resulting cost underrun as increased
profits. So long as these underruns represent realized cost reductioms,
{ncentive contracts accomplish their intended goal.

To understand how cost underruns may occur without benefit of real
cost savings to the Government, consider the factors that determine the
contractor's profit under an incentive contract. Total profit received

by the contractor consists of two components:

Ny = nt+m(ct -cf) ’

where HT = total fee to contractor;
1 = profit on initial target amount ;
c
c

a = incentive sharing rate.

: = target cost;
£" actual cost;

The first compoment is the profit amount based on the target cost.
The second component is the profit sharing arrangement by which con-
tractors retain part of any cost underrun that may result, but must
bear a portion of any cost overrun. The term inside the parentheses
is an overrun when the actual cost exceeds the target, and an underrun
when actual cost is less than the target.

The incentive feature operates through this profit-sharing arrange-
ment. To obtain increased profits, the contractor must achieve a cpst
underrun. For each dollar increase in underrun, the contractor retains
a percent as increased profit, providing motivation to achieve as large
an underrun as possible.

It is of course in the contractor's interest to increase the
underrun and thereby increase his profit. One way he does this 1s to

perform more efficiently and hold actual costs below the target value--
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the effect desired by Defense Department officials. Overruns and
underruns depend on both the actual cost and the target cost, however,
and another method for avoiding overruns and increasing underruns is

to secure as high a target cost as possible. The success of this
strategy of course depends on the circumstances under which the target
is determined. So long as targets are determined competitively, pro-
curement officials need have little ¢oncern over their precise values.
The market forces operating in a competitive environment tend to nullify
the possibility of obtaining targets that are in some sense excessive.*

The difficulty is in determining an appropriate target value for con-
tracts negotiated in a noncompetitive environment. This problem is
significant, because most weapon system production and support contracts
are presently negotiated without any price competition. Moreover, many
development contracts that are let competitively are awarded on the
basis of technical or nonprice rivalry. Because target costs are com-
monly negotiated in these situations, contractors have much greater
opportunity to increase them. If they succeed, the resultant targets
may fail to provide any real incentives for cost reduction and
efficiency.

Provided the Government has adequate information upon which to
predict cost as well as the technical expertise required to make an
independent cost estimate, a realistic target can be negotiated.
Otherwise, an inflated target and a consequent underrun are the likely
results. Such an underrun is unrelated to any real cost savings,

*k
nerely reflecting the larger target cost.

*
Although competition may eliminate excessive target costs, it
may also result in the selection of a less efficient contractor. See

J. J. McCall, An Analysis of Military Procurement Policies, The RAND

Corporation, RM-4062-PR, November 1964.
ek
The supplemental changes and modifications that occur after

the target has been established also provide an opportunity for the
contractor to increase the target cost above the expected value.
More precisely, the profit formula should be written

T = -
=g Tl valc, -cp,
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What we are saying is that incentive contracts really provide
two different incentives; not only do they motivate contractors to
reduce actual costs, but they also encourage them to overstate target
cost estimates.* Thus, it may be misleading to attribute the underruns
observed with these contracts to reduced costs and improved performance
without more detailed analysis of the available evidence.

There is a second reason why target costs may be larger with in-
centive pricing arrangemeats. Incentive contracts increase the risk

of financial loss to the contractor by requiring him to bear part of

where ns = additional fee allowed on supplemental changes and modifi-
cations;
Ca = adjusted target cost, including the negotiated costs of
supplemental changes and modifications.

It is apparent that incentive pricing arrangements may also en-
courage contractors to propose frequent changes and modifications to
the initial contract because these changes may result in additional
profits, N_. Moreover, since the costs of changes and modifications
must be negotiated, it also provides an opportunity for the contractor
to increase the target cost, thereby improving the likelihood of an
underrun. Through the remainder of this section, the term “'target
cost" will include the effect of supplemental changes and modifications;
i.e., the adjusted target cost.

*The relative importance of these two incentive effects depends
on the values of the incentive sharing rate and the rate of profit
allowed on the contract. For example, differentiating the profit
function with respect to both target cost and actual cost ylelds:

de/dc, = (p, + a)
and
dP/dCa =-a .
The first term is the marginal effect on profits from a change

in the target cost; the second is the marginal effect of a change in
the actual cost. Since dP/dCt > ‘0, an increase in the target cost

results in an increase in the total profit. On the other hand, since
dP/dCa < 0, an increase in actual cost reduces the total profit.

Since (pt +a) > q, the effect of increasing the target cost by one

dollar outweighs the effect of reducing actual costs by the same
amount, and as long as P, > 0, the incentive to overstate target costs

will be more tempting than will be the incentive to reduce actual
costs.
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any cost overrun that may result. Assuming that contractors are
generally averse to risk, profits on incentive contracts must be
sufficient to offset the increased risk.

Compensation for the increased risk attached to incentive contracts
can be provided in several ways. An obvious method would be for the
Government to increase target profits by the appropriate amount.* In
practice, however, it may not be possible to increase profits suffi-
ciently to offset the increased risk completely. If uncertainty is
large and the contractor extremely risk-averse, the required risk pre-
mium may be so large that it results in a rate of profit that is politi-
cally prohibitive. For example, profit rates of 40 percent or more might
be required on some contracts; such rates would arouse Congressional
interest and be difficult to explain,

Since it may be impossible to increase profits sufficiently to
offset the increased fianancial risk inherent in incentive contracts,
contractors may be forced to reduce the risk level by negotiating
target costs high enough to provide a margin of safety ,against large
overruns. This strategy is justified whenever profits are not suf-
ficient to completely offset the greater risk.** In short, both larger
profits and larger target costs may be required to compensate for the
greater risk attached to incentive contracfa. Unfortunately, the
underruns that accompany these larger targets may be erroneously

attributed to reduced costs and increased efficiency.

*The DOD has recognized the need for larger profits on riskier
incentive contracts with larger sharing rate values; the ASPR speci-
fically provides for larger negotiated profit rates for these contracts.
See ASPR 3-808.1(b).

**Evidence indicates that larger target costs are negotiated as
the sharing rate becomes larger. See John Cross, A Reappraisal of
Cost Incentives in Defense Contracting, P-282, Institute for Defense
Analysis, 1966; and F. M. Scherer, The Weapons Acquisition Process:
Economic Incentives, Harvard University Press, Boston, 1963, This
has been explained as the compensation required to induce contrac-
tors to bear greater risk. Nonetheless, larger targets reduce the
probability of overruns and increase the likelihood of increased
profits.
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I IRICAL EV

One limitation common to all empirical analyses of incentive
contracts is that it is never clear whether the underruns observed
with incentive contracts result from increased efficiency and better
cost control or from larger target costs secured by contractors to
compensate for increased risk. To assess the true impact of incentive
pricing arrangements on the cost of military procurement, it would be
necessary to determine how incentive pricing provisions affect target
costs. The data required for the analysis, however, are not available.
Nonetheless, although it is impossible to separate directly the effects
that incentive contracts have on target costs from their effects on
actual costs, it is possible to draw some inferences about how contrac-
tors respond to these contracts by examing several other measures of
cost outcome for which data are available.*

Three questions are examined in this section. These are:

(1) whether the underruns observed with incentive contracts are re-
lated to the incentive features of these contracts; (2) whether these
underruns result from supplemental changes and modifications that
occur during the life of the contract; and (3) the extent to which
observed underruns differ among major defense contractors. The sta-
tistical analyses presented here are somewhat technical; however, a
summary and discussion of the major conclusions and implications is

presented at the end of the section.

COST OVERRUNS/UNDERRUNS

Since incentive pricing arrangements sharpen the incentive for
contractors to seek cost underruns, one would naturally expect to find
that underruns are more common with incentive contracts than with cost-

reimbursable contracts. Table 2 compares the average cost overrun/

*The sample used in this section contains 1007 Air Force contracts
completed during fiscal years 1959 through 1966. The data consist
solely of contracts for major weapon systems and related equipment
and total nearly $15.7 billion. For a more detailed description of the
sample characteristics, see I. N, Fisher, A Reappraisal of Incentive
Contracting Experience, The RAND Corporation, RM-5700-PR, July 1968.
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underrun for several types of contracts included in the sample. An
average overrun is observed for each group except the fixed-price-
incentive contracts (FPl), iilustrating the trend that is often
interpreted by Defense Department officials as an indication of

*
greater efficiency and cost reduction.

Table 2

AVERAGE OVERRUN/UNDERRUN BY TYPE OF CONTRACTa
Percentage of Final Cost

Type of Mean
Contract | Overrun/Underrun
FP1 -3.18
FPR 1.74
CPIF 1.29
CPFF 1.90

aUnweighted averages of ob-
served overruns/underruns for
each type of pricing arrangement.

Pricing Arrangement

Table 2 indicates that average overruns/underruns are different
for the FPI as opposed to the other three groups. The significance of
these differences can be tested statistically using analysis of variance
to determine whether the observed overruns/underruns differ signifi-
cantly among the two groups of contracts.** Table 3 presents the results.
Note that the mean-square deviation of overruns/underruns is large be-
tween groups and small within groups. This indicates that there are
significant differences in overrun/underruns between the two groups,

but little variation within each group. An F-ratio value greater

*
Overrun/underrun is computed from (C_ - Ca)/Cf, so that under-
runs are negative while overruns are positive.

**FFP contracts were excluded since no measure of overrun/underrun
is available for these contracts. For FPR, the price is periodically
renegotiated during the life of the contract. As a result, these ar-
rangements closely resemble cost-reimbursable contracts. This is also
indicated to some extent in Table 2, where the average overrun ob-
served for FPR contracts is nearly as large as that for CPFF.
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than 3.78 (at the 0.0l level of probability) is required in order to
be confident that the observed differences among the two groups are
anything but spurious. Since the computed value of the F-ratio is 18.5,
the analysis indicates that these observed differences are ntafistically

significant and are unlikely to have occurred by chance.

Table 3

ANALYSIS OF VARIANCE FOR TWO CONTRACT
CLASSIFICATIONS: FPI AND ALL OTHERS

Sum of Mean
Variance Squares | D.F. | Squares F Ratio

Between group| 0.3826 1 0.3826 18,573
Within group | 19.4783 | 946 0.0206

Total 19.8609 | 947 For" 6.64

Incentive Sharing Rate

Table 4 shows the average overrun/underrun and its standard
deviation for incentive contracts classified according to sharing
rate value. Note that an average overrun occurs for contracts in
the first group--those with sharing rate values less than 10 percent--
while the remaining three groups have average underruns. The reason is
that most of the contracts in the first group are CPIF, while those in
the remaining groups are FPI and FPR and, on the basis of the preceding

results, overruns would be expected on average for the CPIF group.

21, order to determine whether the observed overrun/underruns are
statistically different between groups, the within-group variation (i.e.,
variation of overruns/underruns-in each group about the group mean) is
compared with the between-group variation. If the variation within the
groups is large while that between groups is small, differences between
the groups may be insignificant. On the other hand, small within-group
variation but large between-group variation suggests that the observed
differences between groups may be significant. Analysis of variance
computes the ratio of these variations (adjusted for degrees of free-
dom) and provides a formal method for testing the significance of the
ratio.
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Although average underruns are indicated for the three groups with
sharing rate values greater than 0,10, they appear to become progres-
sively smaller as the sharing rate becomes larger. This is a curious
result, since the opposite trend would be expected; i.e., the larger
sharing rates preaﬁmably subject the contractor to greater risk of
financial loss and, consequently, provide stronger motivation to avoid
overruns. The large standard deviations for each of these groups,

however, indicate that there is considerable variation about the mean

values.
Table 4
MEAN OVERRUN/UNDERRUN AND STANDARD DEVIATION
CPFF and FFP Contracts Excluded
Sharing Rate Value
Item .01-.09 ] .10-.19 | .20-.29 | .30-.99
a

Mean a 1.45 -3.50 -2.32 -0.39
Standard deviation 12.95 13.86 8.45 8.81
Number 43 144 156 87

8Measured as a percentage of final cost.

Figure 1 illustrates one possible way of describing the predicted
relationship between the sharing rate and cost overruns/underruns. If
conventional beliefs about incentive fees are correct, low sharing rate
values should be associated with cost overruns, while larger sharing
rate values should be associated with cost underruns. This type of

linear relationship can be described by an equation of the form:

(1) (Cf - Ca)/Cf = a, + a8 a
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where o = incentive sharing rate;
Cf- final cost;

C.- adjusted target cost (initial target plus changes and
modifications); and

a5, al are undetermined coefficients.

One procedure for testing whether underruns are, in fact, larger
for contracts with larger sharing rate values would be to compute the
correlation between these two variables. A more interesting procedure
is to estimate the values of the coefficients, a, and a, in Eq. (1)
using simple regression analysis. This provides a measure of corre-

lation along with several other useful statistics.

5y

0 1.0 shoring rate

Underruns

Gaif5<ﬂ

Fig. 1 -- Relationship between incentive
sharing rate and overruns/underruns

This has been done for the FPI, FPR, CPIF contracts; the results
appear in Table 5. The value of the constant term, ao (shown in
colum 1), is the intercept illustrated in Fig. 1. These values pro-
vide an estimate of the average overrun/underrun that would result for
the three types of contracts if the sharing rate were to approach zero.
The estimated valued for a, shown in column 2, is the slope of the

curve illustrated in Fig. 1, and provides a measure of the effect of

22-490 0—69—pt. 1—13
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the sharing rate value on cost overrung/underruns. If underruns are
larger for larger sharing rate values, the coefficient a; should be
negative. A positive sign for this coefficient would imply smaller
underruns for contracts with larger sharing rate values. The numbers
appearing in the third colum are the standard errors of the slope
estimates and provide a measure of their reliability. The last column
contains a measure of the correlation between observed overruns/under-

runs and the sharing rate value.

Table 5

ESTIMATED REGRESSION COEFFICIENTS

Cost Underrun/Overrun and Sharing Rate

Standard Error
Type of Contract a, a, of a, R2
FP1 -0.100 | 0.3167 0.1066 0.0270
FPR 0.084 | -0.7501 0.4441 0.0754
CPIF 0.050 { -0.1903 0.1313 0.0283

Although two of the three estimated values for a, shown in Table 5
are negative, the coefficient for the FPI contracts is positive. More-
over, when these three estimates are compared with their standard errors,
shown in column 3, the FPI coefficient is the only one that is statisti-
cally significant (at the 0.01 level of probability). This surprising
result suggests that underruns are smaller, not larger, for FPI contracts

*
with larger sharing rate values.

Contract Size

Another important factor that may affect this relationship is

contract size. It seems reasonable to expect contractors to be more

*This result holds only for the sample of Air Force contracts
examined here. Nonetheless, it is based on a fairly large number of
contracts and is difficult to explain. This question will be examined
in more detail, however, in a later section discussing the observed
pattern of supplemental changes.
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concerned with multimillion-dollar contracts than with million-dollar
contracts because the financial consequences of cost overruns are much
more serious. This possibility can be investigated by including a
measure of contract size in Eq. (1). One obvious measure that could
be used is contract cost. Including this in the relationship results
in

) (Cg - CQ/C, = ay + 8,0+ a,C.'

where Cf' = log of final cost, Ce-
Estimates of these coefficients for each type of contract appear
in Table 6. None of the coefficients of size, a,, are statistically
significant at any reasonable level of confidence. Moreover, including
size in the relationship has had little effect on the value of R2
(compare Table 5). Consequently, size appears to have little effect

on observed overruns/underruns for incentive contracts.

Table 6
ESTIMATED REGRESSION COEFFICIENTS

Cost Overrun/Underrun, Sharing Rate, and Contract Size

Std. Error Std. Error 2

Type of Contract a, 8 of ay a, of a, R
FP1 -0.174] 0.311 0.107 0.019 0.016 0.032
FPR 0.128(-0.166 0.133 -0.021 0.032 0.093
CPIF -0.019(|-0.713 0.4495 0.026 0.031 0.045

Summary
These results indicate that although underruns are more common

for FPI contracts than for other types, the underruns do not seem

*Since costs vary widely (between one million and several hundred
million), the logarithm of final cost has been used in place of the
final cost. This acts as a scale factor to reduce large absolute
differences in dollar amount while preserving relative differences.
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to be related to either the value of the sharing rate or to the size
of the contract. Cost overruns/underruns appear to be no different
for contracts with small sharing rate values than for those with large
sharing rates, or for contracts differing substantially in total dollar
amount. This suggests that these contracts have not had an important
effect on contract cost outcomes or contractor performance.

Since the magnitude of the cost- overruns/underruns observed with
FPI contracts seems to be unrelated to either the value of the sharing
rate or to contract size, it is difficult to attribute these underruns
to increased efficiency and reduced costs. It is unlikely that con-
tractors are equally efficient and cost-conscious for all FPI contracts
regardless of differences in financial risk associated with the sharing
rate and size of contract. It is more likely that'these.observed under-
runs result from larger target costs--targets that excced anticipated
actual costs.

There are essentially two ways in which contractors could insure
that the adjusted target cost exceeds the expected cost. One would
be to negotiate larger target costs to the extent possible during
contract negotiation. This, of course, would depend on the circum-
stances under which the contract was awarded--that is, the degree of
monopoly power enjoyed by the contractor. Another possibility, once
the initial target had been negotiated, would be to introduce numerous
and costly changes and modifications in the original specifications.
This strategy would also improve the likelihood of achieving cost
underruns. Although there is presently no way of determining how in-
flated initial target costs may be, the costs of supblemental changes
and modifications are known. Consequently, the effects of different
contract characteristics on the magnitude of these costs can be

explored in some detail.

SUPPLEMENTAL CHANGES AND COST UNDERRUNS

Table 7 summarizes average costs of supplemental changes, measured
as a percentage of final cost, for four major types of contracts. Sup-
plemental changes appear to be considerably larger for the cost-reimbur-

sable contracts than for the fixed price contracts. This may reflect
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the greater technical uncertainty inherent in those projects typically
included under CPFF coverage.

Table 7

SUMMARY STATISTICS: SUPPLEMENTAL CHANGES
AND MODIFICATIONS

Percentage of Final Cost

Type of

Contract | Mean
FP1 4.17
FPR 7.97

CPIF 77.15
CPFF 60.08

Contractors may be able to increase the likelihood of achieving a
cost underrun by introducing frequent supplemental changes and modifi-
cations. This strategy provides the opportunity to adjust the target
cost upward and would appear particularly attractive whenever the target
cost is tight; i.e., close to the contractor's anticipated actual cost.
One way of investigating this possibility is to estimate the relation-
ship given in qu 3):

3) (cg - c)/c; = ay +a(C, - 01)/°f s

where Cf = final contract amount;

C_ = adjusted target cost (initial target plus supplementai
changes);

Ci = initial negotiated target cost;

and ay, a, are unknown coefficients to be estimated. If underruns are
greater for contracts with Ia;ger supplemental changes, a, should be
negative and statistically significant.

Table 8 presents the estimated values for the coefficients along
with their standard errors and coefficients of determination for three
types of incentive contracts. In all cases the values of R2 are

extremely low, indicating that underruns and supplemental changes are
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not closely related. Thus it appears that contractors do not utilize

supplemental changes to inflate target costs and increase the magnitude
of cost underruns.

Table 8

ESTIMATED REGRESSION COEFFICIENTS: UNDERRUNS
AND SUPPLEMENTAL CHANGES

Standard Error
Type of Contract a a of a R2
0 1 1
FP1 -.0274 .01002 .03093 .0003
FPR .0085 | -.17541 .08393 .0571
CPIFP ~-.0164 | -.00862 .04072 .0012

COMPARISON OF OVERRUNS/UNDERRUNS AMONG CONTRACTORS

The results obtained above indicate that both cost overruns/under-
runs and supplemental changes differ markedly between cost-reimbursable
and fixed-price contracts. Thus, it appears that contractors react
differently to these two types of pricing arrangements. There may
also be significant differences in cost performance among individual
contractors, however. For example, some contractors may achieve cost
underruns consistently, while overruns may be typical for others.

Table 9 compares the average overrun/underrun for those contracts
exceeding $1 million held by 15 large Air Force contractors. As before,
underruns are more common for the fixed-price contracts (FPI and FPR)
than for the cost-reimbursable contracts (CPIF and CPFF). Nonetheless,
several contractors have average underruns for both cost-reimbursable
and fixed-price contracts, while others have average overruns for both
types. This suggests that these may be some important differences
among individual contractors' responses to these contracts.

Analysis of variance can be used to determine whether these
average overruns/underruns differ significantly between contractors.
Tables 10 and 11 present the results for cost-reimbursable and fixed-
price contracts, respectively. For the cost-reimbursable contracts,

the differences in average overruns/underruns between contractors are
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not statistically significant. That is, overruns/underruns are not
noticeably different among cost-reimbursable contracts for any con-
tractors included in the sample. For the fixed-price incentive con-
tracts, however, the value of the F-ratio is statistically significant
(at the 0.01 level of probability), indicating that there are important
differences in observed overruns/underruns among contractors. Thus,

for fixed-price contracts, some contractors apparently experience larger

cost underruns, on average, than do others.

Table 9

COMPARISON OF AVERAGE OVERRUNS/UNDERRUNS:
FIFTEEN LARGE AIR FORCE CONTRACTORS

Cost-Reimbursable ] Fixed-Price
Contracts Contracts
Average Average
Contractor Overrun No. Overrun | No.
1 .0463 10 .0323 13
2 -.0436 20 -.0746 21
3 0671 7 .0010 10
4 -.0044 21 -.0106 13
5 .0142 29 -.0327 18
6 .0012 51 -.0507 4
7 -.0412 11 .0107 72
8 -.0080 50 .0598 6
9 .0050 13 -.0097 15
10 -.0889 28 -.0219 29
11 -.0958 21 -.0726 6
12 .1267 4 -.0220 31
13 .0325 40 -.0950 11
14 .0631 10 -.1595 6
15 .0086 10 -.0421 32
Table 10

ANALYSIS OF VARIANCE: COST-REIMBURSABLE CONTRACTS,
FIFTEEN LARGE AIR FORCE CONTRACTORS

Sum of Mean
Variance Squares | D.F.|Squares F
Between group .5597 14| .0400 1.596
Within group 7.7668| 310} .0251
Total 8.3265| 324 F 05 - 1.72
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There are two possible explanations for these differences. It
may be that some contractors are more responsive to contract profit
incentives than others; i.e., some contractors may perform more ef-
ficiently or apply greater pressure for larger target costs on contracts

with larger sharing rates. On the other hand, some contractors may be

Table 11

ANALYSIS OF VARIANCE: FIXED-PRICE CONTRACTS,
FIFTEEN LARGE AIR FORCE CONTRACTORS

Sum of Mean
Variance Squares | D.F. | Squares F
Between group .4915 14 .0351 4,228
Within group 2,.2596 272 .0083
Total 2.7511 | 286 F 01" 1.73

generally more efficient than others regardless of the pricing arrange-
ment, may be more agressive in negotiating larger target costs, or may
enjoy certain competitive advantages that increase the likelihood of
achieving cost underruns. For example, both an absence of market price
information and lack of meaningful competition improve the contractors'
ability to obtain larger target costs and larger cost underruns.

If the first explanation--differences in contractors’' responses
to incentive pricing arrangements--is correct, observed underruns for
each contractor should be larger for contracts with stronger profit
incentives. Alternatively, if the observed differences in cost under-
runs result principally from negotiation strategy, market position,
and overall efficiency, the magnitude of the underruns should be rela-
tively constant for a given contractor.

One way to determine which alternative better explains the
observed differences in underruns among contractors is to estimate the
relationship between the pricing arrangement and cost overrun/underrun

for each contractor, This relationship is described in Eq. (4).

%) (Cf - Ca)/cf = Yj + bju i=1l,..., 15 »
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where v = average overrun/underrun for the j contractor;
th

bj = effect of the incentive sharing rate on the j contractor.

In this formulation the overrun/underrun for each contract,
measured as a percentage of final cost, is expressed as the sum of
two components; the first is the average overrun/underrun for the

individual contractor, yj, while the second, b,, reflects the effect

of the pricing arrangement on the contractor. ij the estimated values
for the bj's differ significantly among contractors while the values
for the B'B remain relatively constant, then variations in observed
underruns should be attributed to differences in individual contrac-
tors' responses to the profit incentives. If, on the other hand, the
bj's are relatively constant but the Yj's vary noticeably among con-
tractors, then variations in observed overruns/underruns should be
attributed to individual contractor-specific characteristics such as
the contractor's ability to estimate target costs, his competitive
advantage, negotiation strategy, and overall differences in efficiency.
Estimates of these coefficients appear in Table 12. Note the
differences between the average overruns/underruns shown in Table 9.
and the estimated values shown here. These differences occur because
the sharing rate accounts for -a portion of the average overruns/under-
runs shown in Table 9. The estimated values for both the Yj and bj
coefficients differ substantially among contractors. The significance
of these variations can be determined by testing the following hypotheses:

le Yy - Yj =0 for all i, j;

Hz: bt - bj =0 for all i, j.
Hypothesis 1 asserts that there are no significant differences in
average overruns/underruns among contractors, while Hypothesis 2
asserts that the effect of the pricing arrangement on overruns/under-
runs is negligible for each contractor.

These hypotheses are also tested using analysis of variance;

the ratios of the explained mean square deviation to the unexplained
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mean square deviation for each set of variables are computed in

Table 13. Since the critical value of the F ratio (at the 0.01 level)
is 1,79, Hl can be rejected while Hz cannot., This means that the bj's
are not statistically different from zero or, in other words, that

the incentive pricing arrangement has had little effect on the cost

Table 12

ESTIMATED COEFFICIENTS: FIXED-PRICE CONTRACTS

Contractor Yj bj Contractor Yj bj

1 .0836 .0081 9 -.0179 .0046
2 -.1541 -.0159 10 -.0175 .0059
3 .0313 .0055 11 -.0279 -.0099
4 .0234 -.0029 12 -.0712 .0033
5 -.0117 -.0056 13 -.0945 .0153
6 -.0285 .0041 14 -.1242 .0080
7 .0294 .0011 15 -.0518 -.0158
8 -.0933 -.0122

performance of the contractors. Thus the overruns/underruns observed
for these contractors must be explained by other factors.

The Yj's, on the other hand, are statistically significant, indi-
cating that there are important differences in average overruns/under-
runs among the contractors. Thus, some contractors consistently achieve
larger underruns than others and, since these underruns cannot be ex-
plained by differences in incentive pricing arrangments, they must be

related to other characteristics peculiar to each contractor.

Table 13

ANALYSIS OF VARIANCE: FIXED-PRICE CONTRACTS

Sum of Mean
Item Squares | D.F. | Squares F
Pricing arrangement, bj .0754 15 .0050 .549
Contractor effect, Yj .3347 15 .0223 | 2.451
Unexplained residual 2.3411 | 256 .0091
Total variation 2.7512 | 286
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These results indicate that although average overruns/underruns
for fixed-price contracts differ significantly among contractors, these
differences cannot be explained by variatlons in contract pricing
arrangements. There appears to be no relationship between the incen-
tive arrangement and the observed cost overruns/underruns for any of
the individual contractors examined. Consequently, it seems improbable
that the larger underruns achieved by some contractors result from
increased efficiency or reduced costs.

It may be that contractors with the largest underruns produce dif-
ferent types of products involving less uncertainty than do those ex-
periencing smaller underruns (or larger overruns). This explanation
seems unlikely, however, since all 15 contractors examined were large,
well diversified, and produced similar products. It seems more likely
that these observed underruns result from differences in other contractor-
related factors--factors that include competitive advantage, cost-
estimating ability, negotiation skill and general managerial capability.
Some contractors may consistently be able to obtain larger target costs
than others, for example, thereby increasing the likelihood of obtaining

underruns.

CONCLUS IONS

In sum, these results indicate that although underruns are more
common with fixed-price-incentive contracts, they are not related to
the pricing provisions of the contract. Consequently, these underruns
should not be attributed to increased efficiency or reduced costs. It
is difficult to believe that contractors are generally more efficient
and cost-conscious under FPL contracts regardless of differences in
financial risk assoclated with the incentive sharing rate. It seems
more likely that these observed underruns result primarily from target
costs that exceed anticipated actual costs.

Contractors could increase the adjusted target cost above the
anticipated actual cost by either of two possible strategies. One
would be to negotiate larger initial target costs--targets that are
sufficiently greater than expected actual costs to provide a margin

of safety against possible cost overruns. The extent to which this
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may be possible, of course, depends on the degree of price rivalry as
well as on the Government's ability to predict actual costs accurately,

The other alternative would be to introduce numerous supplemental
changes in order to provide a basis for negotiating a larger target
cost, thereby increasing the likelihood of an underrun. The results
obtained here, however, indicate that supplemental changes do not explain
the underruns observed with incentive contracts; observed underruns seem
to be generally unrelated to the magnitude of the supplemental changes.
The evidence indicates that these observed underruns originate, instead,
from target costs that exceed the contractor's anticipated actual cost.
Given present weapon system procurement practices, it is easy to see
how this may occur. So long as subsequent production and follow-on
contracts are awarded to the initial development contractor without
effective price rivalry, there can be no guarantee that the negotiated
target cost is sufficiently close to the contractor's anticipated actual
cost to provide a meaningful incentive for greater efficiency and reduced
coats.

In short, incentive contracts cannot be expected to provide the
motivation for which they were intended without some means for estab-
lishing realistic target costs.
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1V. CONCLUSION

SUMMARY OF STATISTICAL RESULTS

The foregoing statistical analysis suggests that some of the ad-
vantages usually attributed to incentive contracts may be illusory.
It is commonly believed that incentive contracts provide substantial
entrepreneurial motivation for increased efficiency and tighter cost
control. This belief is one of the stronger justifications for the
current extensive use of cost-incentive contracts. The evidence
presented here, however, implies that the incentive effect on contrac-
tors' costs and efficiency may be weaker than is customarily believed.
Rather, the evidence suggests that the cost underruns commonly ob-
served for Air Force incentive contracts are the result of a general
upward shift in target costs.

There is an important implication here for improving the effec-
tiveness of incentive contracts. What is needed to make cost-
incentive contracts work effectively are tighter target costs. To
insure that incentive contracts motivate contractors toward increased
efficiency and lower costs, it is essential that the target cost be a
realistic estimate of expected actual costs. Thus, future gains in
incentive contracting are going to come through improved methods of
determining target costs rather than through more elaborate incentive
sharing arrangements. Emphasis must be placed on obtaining better
target cost information rather than on higher sharing rates and more

complex incentive structures.

ALTERNATIVES FOR IMPROVING INCENTIVE CONTRACTING

Provided target costs are determined competitively, there is
little chance of obtaining targets that significantly exceed contrac-
tors' anticipated costs. In the present procurement environment, how-
ever, target costs for most of the incentive contracts awarded for
major weapon systems are negotiated without benefit of competition
(incentive contracts, in fact, often seem to be regarded as a subgti-

tute for competition). This is because the DOD typically awards
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production and follow-on contracts to the original development contrac-
tor without competition from alternative suppliers. As a result,
effective price rivalry can exist only at the first stage of the pro-
gram--the development stage. Once the contractor obtains the initial
development contract, he is virtually assured of receiving subsequent
production and follow-on contracts without fear of competition from
other potential producers. Because the targets for these contracts
must be negotiated without market price information, it is extremely
difficult for the Government to determine whether the resulting target
cost 1s reasonably close to the contractor's expected cost. Contrac-
tors may thus be able to obtain targets sufficiently above their
anticipated costs so that the likelihood of achieving a cost underrun
and greater profits is increased substantially.*

One obvious way to determine realistic prices for major weapon
systems and also to provide targets that result in real efficiency
incentives would be to utilize competition more extensively in weapon
system procurements. Of course the extent to which this 1is possible
depends on the nature of the program; that is, on the degree of un-
certainty and other program characteristics. Nonetheless, several
promising strategies for increasing competition have been proposed in
recent years. These techniques range from total package procurement
where one contract is awarded competitively for the entire program,
to complete separation where each development, production, and follow-

on contract i1s awarded competitively to the same or to various

*Procurement officials recognize the difficulty accompanying this
method of awarding contracts for major weapon systems. For example,
in an address before the Institute on Management of Pre-Development
Phase of Government Contracts (September 1965) Deputy Assistant Sec-
retary of Defense (Procurement) John M. Malloy stated:

While most production and support contracts are either
fixed-price or contain incentives, these arrangements are nego-
tiated for the most part in a noncompetitive environment and may
or may not have resulted in the establishment of targets which
provide a contractor real and meaningful incentives. These
circumstances provide the strongest incentive to increase the
competitive aspects of systems procurement.

Nonetheless, none of the more favorable techniques available has been
utilized extensively.
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contractors. While one of these glternatives may be more suitable
than another for a particular procurement situation, all offer import-
ant advantages over present weapon system procurement practices.*

The importance of using competition to determine target costs
in weapon system procurements cannot be overemphasized. Nonetheless,
there will be many situations in which price rivalry cannot be effec-
tively used--situations where technical uncertainties are large, the
number of potential suppliers limited, etc. And it does seem likely
that a large portion of all weapon system procurements will continue
to be made without benefit of competition. In such cases the DOD
must rely upon its cost estimating capability to determine reasonable
target costs. Thus, another apparent method for increasing the effec-
tiveness of incentive contracts is through improved cost analysis and
estimating techniques.

Recognizing the importance of improved cost information, the DOD
has given considerable attention to improving its cost estimating
capability. They have devoted much effort to developing a comprehen-
sive data base consisting of cost information from previous weapon
gystem acquisitions. The DOD has also improved its cost estimating
methodology and its cost reporting syltcms.** and some procurement
officials now believe that cost estimating techniques can be refined
to the point where they become an effective substitute for price

Akk
competition in establishing realistic target costs.

ry .
Posgible techniques include total package procurement, parallel

research and development, second sourcing, and separation. G. R. Hall

and R. E. Johnson discuss the merits and limitations of these alter-

natives in Competition ip the Procurement of Military Hard Goods, The
RAND Corporation, P-3796, March 1968.

%k
The Truth-in-Negotiations Act (PL 87-653) is intended to insure
the reliability and accuracy of contractor-furnished cost information.

**The rationale for this is made clear in the following remarks
presented by Harold Asher, former Deputy for Cost Analysis to the
Assistant Secretary of Defense (Systems Analysis), in an address to
the Operations Research Society of America, October 16, 1966:

.+. the assumption is made that DOD is able to estimate the
cost of a new weapon system at least as accurately as any single
contractor. The reasonableness of this assumption should be
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Although cost estimation plays an important role in obtaining
improved cost information, it cannot provide cost estimates that are
in any sense equivalent to figures that would result through compe-
tition among potential suppliers. There are two reasons for this.
First, cost estimation relies extensively on past experience to pro-
vide estimates of the costs of proposed weapon systems; consequently,
such estimates can be no better than the underlying data upon which
they are based. If the costs for the previous weapon system procure-
ments were not obtained competitively, the resulting estimates ob-
viously would not be comparable to competitively determined costs.
Unfortunately, the majority of weapon system contracts contained in
the DOD's data bank were not awarded competitively; in fact many were
CPFF, so that costs were possibly several times larger than they might
have been otherwise.

Second, even if all contracts included in the data bank had been
awarded competitively, the resulting cost estimates would not be
equivalent to competitively determined costs. The reason is that cost
estimation utilizes data from a number of contracts with different
contractors to project the cost of a proposed weapon system. Because
some contractors are more efficient than others, this estimated cost
is in reality an average cost-—an estimate of the cost that would re-
sult for a firm of average efficiency. As a result, competitively
determined costs would generally be lower than estimated costs and
the difference could be substantial. Nonetheless, eastimated target
costs can still provide some positive efficiency incentives for the
less efficient contractors and, as a result, are useful in situations
where competition is impractical.

In short, although competition is the preferred means for obtain-
ing cost targets, cost estimation provides a useful tool when compe-

tition cannot be utilized effectively. The important point is that

apparent. DOD's cost experience is based on all the weapons pro-
duced for DOD, while a single company has only its own past programs
as an experience base. The assumption is predicated on the effort
we are now making to exploit this greater amount of data and ex-
perience.
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these estimated costs may be considerably larger than competitively
determined costs and might not provide the strongest efficiency in-
centLves; Since competition is probably not feasible in the majority
of weapon éystem procurements, however, any improvements that can be
made in cost-estimating methodology are probably well worthwhile.

Given these constraints, the effectiveness of incentive contract-
ing could presently be improved by utilizing these contracts more
selectively. In the past, incentive contracts were applied in numerous
cases in which the technical uncertainties were so large that they pre-
cluded any meaningful target cost determination. It is important to
recognize these situations and either rely on some other form of pricing
arrangement or postpone negotiating the target cost until the uncer-
tafinty has been resolved. Better project definition prior to negotiating
the incentive structure could contribute much toward improving the ef-

fectiveness of these contracts.

SOME_FINAL OBSERVATIONS

Nothing can be said here about the total cost of a weapon system
under an incentive contract as compared to that under a cost-reimburs-
able contract. There is no way to analyze how the choice of contract
type affects the overall cost of a weapon system; the results obtained
here relate only to differences between actual and target costs. The
main point demonstrated here is that incentive contracts probably are
not saving the Government much money through increased efficiency and
better cost control. Consequently, the merits of incentive contracts
will have to be judged on other grounds.

Incentive contracts have several important advantages that should
not be overlooked. Because of the upward shift in target costs, in-
centive contracts provide the Government with better program cost
information than do cost-reimbursable contracts. Because target costs
are more realistic for Lncentive contracts, they permit better finan-
cial planning and budgetary control while eliminating the large over-
runs characteristic of cost-reimbursable contracts. Moreover, in-
centive contracts may have made both the Government and defense con-
tractors a little more cost-conscious than before. Contractors pro-

bably have different attitudes toward costs since the advent of

22490 0—89—pt. 1——14
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incentive contracts than previously, and the Government may be taking
the role of a cost-conscious buyer rather than a benevolent sponsor.
Consequently, it is possible that these contracts may have resulted
in some indirect cost savings. Unfortunately, these salutary effects

cannot be measured and quantified.
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Chairman Proxyare. Thank you very much, Mr. Fisher.
T will begin my questioning with Mr. Fitzgerald.

ATR FORCE DIRECTS WITNESS NOT PREPARB WRITTEN STATEMENT

Mr. Fitzgerald, I wrote you on October 18, and asked that you pre-
pare a statement in advance, and that you submit 100 copies of your
statement at least one day before your appearance.

You have told us this morning you did not prepare a statement for
the record. Why not ? -

Mr. Frrzcerarp, Mr. Chairman, I was directed not to prepare &
statement.

Chairman Proxmire. Who told you not to prepare the statement ¢

Mr. Frrzeerarp. Directly my immediate superior, Mr. Nielsen, the
Assistant Secretary of the Air Force for Financial Management, but
it is my understanding that he was, in turn, acting on the direction of
our legislative liaison people. Mr. Stempler, I believe, signed the
response to the letter which you wrote me.

We have with us this morning Commander Dauchess, who, I think,
represents Mr. Stempler’s office, and if I may, I should like to refer
this question to him.

Chairman Proxmrre. All right, let me ask Commander Dauchess.
Commander Dauchess, who told Mr. Fitzgerald not to prepare a
written statement for this committee?

Commander Davcaess. I don’t know.

Chairman Proxmire, You don’t know. Would it come with the
authority of Secretary Morris or would Secretary Brown have any-
thing to do with it? ‘

Commander Davcszss. I don’t know if it would come within their
authority. Secretary Brown would probably be more knowledgeable.

Chairman Proxmire. He would be more knowledgeable. Would he
take responsibility for it?

Commander Davcasss. I wouldn’t know that, Mr. Chairman.

Chairman Proxmire. Well, this is very troublesome to this commit-
tee, very disturbing. We ask witnesses to appear and prepare a state-
ment. Here is a man who is well qualified, has information of impor-
tance to the Congress, nothing classified in it. He is directed by the
Air Force not to prepare a statement for the committee. We have the
right to know who told him not to prepare it. Did Secretary Clifford
provide instructions to muzzle this witness?

Commander Davczss. I am not aware of any.

Chairman Proxmre. Has there been any effort by the Pentagon to
restrict witnesses who appear before other committees, to your
knowledge? :

Commander Davcaess: No, sir; nonethat I know of.

WITNESS FREE TO ANSWER QUESTIONS

Chairman Proxmire. So far as you know, is Mr. Fitzgerald free to
discuss issues before this committee if we ask him questions; provided,
of course, the (Bmstions do not deal with any classified information

Commander DaucHess. Definitely.

Chairman Proxumire. Heis free to answer ?

Commander DavcHzess. Yes, sir.
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Chairman Proxmme. But you have no information for us today
as to why Mr. Fitzgerald was denied the opportunity to prepare a
statement for the committee? -

Commander Davcuzss. No, sir.

Chairman Proxmire. All right, sir.

Now, Mr. Fitzgerald, have you done work in connection with the
procurement of the C-5A ¢

Mr. Frrzeerarn. Mr. Chairman, not in connection with the procure-
ment of the C~-5A. However, our office is responsible for, among other
things, assuring that we have adequately financed the C-5A program,
so I have done work in connection with the analysis of the probable
costs of the program. Specifically, I am a member of a steering group
which is directing the efforts of our analysts to arrive at the probable
costs of the program. :

$2 BILLION OVERRUN ESTIMATED FOR C-5A

Chairman Proxumire. Is it true that the costs of that contract will
be approximately $2 billion more than was originally estimated and
agreeg on?

Mr. Frrzeerarp. I don’t believe that that is a correct figure for any
single eontract.

Chairman Proxmire. What was the original cost ?

Mr. Firzeerarp. I have some figures furnished me just this morning
by Mr. Racusin, the deputy for procurement in the Secretary of Air
Force office. I would like to submit these for the record. But just briefly,
the principal contractor, Lockheed Aircraft Corp., has a target cost
of $1,278,603,000 for the development program plus the first produc-
tion run of 58 aircraft. We are now attempting to analyze the current
outlook for performance on that portion of the program.

(Figures presented by Mr. Fitzgerald at the hearing appear below:)

C-5A CONTRACT FIGURES
Awarded October 1965

58 Aircraft
R.&D. produc-
tion run A 115 Aircraft
{Spare parts :
through cate- R.&D. plus

gory 11 testing production run
and base level A and produc-

peculiar AGE tion run B

Lock_lll_eed :t ¢
arget oSt . $1,278,603,000  $1, 769,000, 000
Target profit ..., 127,861, 000 1176, 900, 000
Target Price. . e 1,406, 464,000 21,945, 900,000
GE: [ 1,662,183,900 2,299,900, 000
Target cost. . e 407,990, 000 559, 000, 000
;arget profit_. J220 400799000 55,900, 000
cag’get PIICe. o eee e 458,732,300 633, 000, 000
eliNg. i, - 540, 330, 400 744,000, 000

Note: Deliveries January 1971-run A through 1972-run 5. No adjustent before Jan. 1, 1968
ll\fbaoémal escal:gl%n clause—+1.5 percg% on_o adjustment.
LS goes outside, we approximate 220 million through run B. About $240 million in adjustment, covering
escalation prior to Jan. 1, 1968 and difference between the assumed normal escalati i i
be reimbursed, 4 BLS—Aerospace, materials, subcontracts, equipment. escalation and upper limit of band, will not

1 Fixed.
* Subject to formula.
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Mr. Frrzeeraro. Also in the document which I will submit for the
record we summarize the repricing clauses which would be applied to
the follow-on production if the option for the follow-on pro£1ction is
exercised. :

If the total amount of estimated cost variance were to come to pass—
and I have no way of knowing whether that will in fact come to pass—
on both the Lockheed and the General Electric contract—General Elec-
tric provides the engine for the C-5A airplane—if we were to buy the
follow-on production runs using the repricing formula, and if our Air
Force support items, things that have not yet been contracted for, in-
crease proportionately, your figure could be approximately right.

Chairman Proxmire. So it is likely to cost $2 billion more pro-
vided you go ahead with the program and provided you use the so-
ca]%:ld repricing formula which seems at least to be tentatively ar-
rived at.

Mr. Frrzeerarp. Well, assuming that Lockheed may, in particular,
Lockheed——

Chairman Proxmire. That would be much more than 100 percent
then, if my calculations just offhand are correct. You started off
with a $1.4 billion and you end up with $2 billion more than that,
or $3.4 billion ; is that wrong or not ?

Mr. Frrzeeramp. I don’t think that is the proper basis. The total

rogram for aircraft engines and support items was considerably more
than the $1.2 billion.

Chairman Proxmire. I see.

Can you give us a notion of what the additional cost is compared
with the initial cost?

Mr. Frrzaerarp, The current Lockheed program, the development
program plus run A could exceed its target cost by 100 percent.

Chairman Proxyire. By 100 percent, so it would have been $2 bil-
lion and this would be another $2 billion or $4 billion roughly.

Mr. Frrzeerarp. I should point out the Lockheed contract is not
the total amount of the program. General Electric has a substantial
part and there is another substantial increment that has to do with
the support items.

Chairman Proxmre. Now, the additional cost, however, is pri-
marily Lockheed, I take it ?

Mr: Frrzcerarp. They are the largest contributor to the overrun;
yes, sir.

Chairman Proxmire. There is perhaps an additional cost for Gen-
eral Electric or isthere anadditional cost?

Mr. Frizeerarp. There is an additional cost, yes, sir; I don’t have
the figures.

Cl}zairman Proxuire. Is it relatively small or don’t you know what
it is?.

Mr. Frrzeerarp. Relative to the Lockheed costs they are small. But
they are not small in an absolute sense. These are very large figures.

Chairman Proxumire. But the principal amount of the increased. cost
is for Lockheed ¢ :

Mr. FrrzeeEraLp. Yes, sir. .

I should point out, though, that all of these estimates are estimates
at completion. As of now, the contractor has com leted two airplanes
and have perhaps the equivalent of five or six additional aircraft in
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various stages of completion. The contract is for 58 aircraft, so it is
quite early 1n the program.

It would be our hope, certainly my own personal hope, that the
effectiveness of the Lockheed management would be improved to the
point that these high figures would not come to pass.

Chairman Proxuire. The decision is being made when, January, is
that correct, as to whether to go ahead with this?

Mr. Frrzeeravp. I believe our option expires on J anuary 31. How-
ever, I am not certain on this point. I could supply it for the record
later. '
Chairman Proxmire. I wish you would.

Mr. Frrzaerarp, Yes, sir.

SeHEDULE
Part XXV—Option
‘A. (1) The Contractor hereby grants to the Government an option(s) to

purchase under the terms of the contract a quantity not to exceed fifty-seven
(57) C-5A aircraft in addition to those required under Item B of Part I of the
Schedule (“Production Run A") plus the following associated equipment all of
a type and configuration meeting the specification requirements of Item B of
Part I of the Schedule:

(a) Complete complement of AGE necessary to support three squadrons.

(b) One (1) Flight Simulator.

(c) Required spare parts in accordance with Contractor’s spare parts

pricing exhibit subjeet to Part I(b) hereof.

Such additional quantity of aireraft and associated equipment is identified
as “Production Run B”.

(2) The Contractor hereby further grants to the Government an option(s)
to purchase under the terms of the contract a quantity not to exceed eighty-five
(85) C-5A aircraft in addition to those required under Item B of Part I of the
Schedule and those purchased under the option (s) granted in (1) above, plus
the following associated equipment, all of the type and in the configuration being
produced at the time such option is exercised :

(a) Complete complement of AGE necessary to support five (5) squadrons.

(b) One (1) MTU.

(c) One (1) Flight Simulator.

(d) Required spare parts in accordance with Contractor’s spare parts
pricing exhibit subject to Part I (b) hereof.

Such quantity of aircraft and associated equipment is identified as “Production
Run C”.

(8) The options in (1) and (2) above may be exercised in whole or from
time to time in part by issuance of written notification thereof to the Contractor.
For any individual aircraft or item of associated equipment such notification
must precede the delivery date set forth in Part II(a) by at last the following
period of time :

Period

of time

(months)

(a) Aircraft, numbers59to 145 ____________________ 24
(b) Aircraft, numbers 116 to 200_____ e — _— _— 18
(¢) AGE __ - e 9
() MTUS oo T 9

(e) Flight simulators - U 7
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All aircraft, MTU’s, and Flight Simulators shall be ordered in numerical
sequence. As to spare parts, notification will be issued in sufficient time with due
consideration given to production lead time to meet required deliverdes.

B. In the event the Government elects to exercise any of the options granted by
A.(1) of this Part XXV, it is understood and agreed that any aircraft and any
associated equipment ordered shall be at the unit target cost and unit target
profit as set forth below, subject to the provisions of C. and D. below:

(1) Aircraft: in accordance with Part V of Contractor’s Document No.
4-12,

(2) AGE: in accordance with Contractor’s Document No. 4-4.

(8) Training Equipment :

One (1) Flight Simulator : Unit target
Cost _ - $2, 469, 000
Profit 247, 000

(4) Spare Parts.

Target prices will be established in accordance with Contractor’s spare parts
pricing exhibit subject to Part I(b) “Breakout of Spare Parts”.

C. Sixty (60) days after delivery of the last aircraft of “Production Run A”
requirements the parties shall determine, based upon the then available data,
the Contractor’s actual 3010 BPC, (MPC 1010, MPC 1060, and MPO 1070) costs for
all of the production aircraft called for in the Schedule of the contract.

(1) In the event such costs substantially exceed the initial estimate of such
costs on Production Run A aircraft, adjustments will be made in the unit target
costs for the aireraft and associated equipment in “Production Run B” pursuant
to this paragraph. For the purposes of these option provisions, the “target cost”
shall be computed by dividing the billing price (adjusted for all contract changes
but unadjusted for any contract overrun or underrun) of all Production Run A
aircraft by 1.10, and the “ceiling price” by multiplying the “target cost” by 1.30.

(a) If such actual costs are between the “ceiling price” and 140.59% of the
“target cost”, the following adjustment procedure will be followed :

(i) Compute actual costs as a percentage of “target cost’’.

(ii) Subtract 130% from (i). .

(iii) Multiply the percentage result of (ii) by 1.5.

(iv) Multiply each unit target cost for aircraft and associated equipment
in Production Run B by (iii) and add the product to each unit target cost
in Production Run B.

(v) Establish a new ceiling price on each aircraft or item of associated
equipment in Production Run B, at 130% of the unit target cost as adjusted
in (iv). ’

(vi) The contract target profit dollars in Production Run B will not be
adjusted.

(b) If such actual costs exceed 140.5% of “target cost”, the same adjustment
procedure will be followed as in (a) above, except a factor of 2 will be used in
lieu of the 1.5 indicated in (a) (iii) above.

(2) In the event that such actual costs are less than 90% of the “target cost”,
adjustment will be made in the unit target costs of aircraft and associated items
in Production Run B as follows:

(a) If such actual costs are between 80% and 90% of the “target cost”, the
following adjustment procedure will be followed :

(i) Compute actual costs as a percentage of “target cost”.

(ii) Subtract (i) from 90%.

(iii) Multiply the percentage result of (ii) by 2.0. ’

(iv) Multiply each unit target cost for aircraft and associated equipment in
Production Run B by (iii) and subtract the product from each unit target
cost in Production Run B.

(v) Establish a new ceiling price on each aircraft or item of associated
equipment in Production Run B, at 130% of the unit target cost as adjusted
in (iv). -

(vi) The contract target profit dollars on Production Run B will not be
adjusted.

(b) If such actual costs are less than 809 of the “target cost”, the unit target
costs of Production Run B shall be reduced by the same percentage as the ex-
perienced under-run on Production Run A. The same procedures followed in
(a) (v) and (vi) above with regard to the ceiling price and target profit will
be followed.
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D. The aircraft option prices set forth in B.(1) above shall only apply in the
event the total Production Run B quantity is ordered. If a smaller quantity is
ordered the following shall apply :

(1) Unit target costs and prices for a quantity of less than thirteen (13) air-
craft shall be subject to separate price negotiation based upon the adjustment
methodology described below.

(2) Unit target costs and prices for a quantity of less than forty-six (46)
but more than twelve (12) aircaft shall be subject to the following adjustment
in the target cost of MPC 1010, MPC 1060, and MPC 1070 with a corresponding-
increase in target profit:

Percentage increase in Percentage increase in

Total units MPQ 1010, 1060, 1070 | Total units MPC 1610, 1060, 1070
ordered unit target cost ordered—Continued unit target cost

18 5.3121 - 1.9
14 4.6(22 - 1.8
15 _ 4.0(23 _ 1.7
16 3.5|24 1.4
17 2.9125 _____ . 1.3
18 - - -— 2.7126 to 35 0.8
19 2.5|36 to 45__ —_—— 0.3
20 2.

B. (1) Unit and total billing prices for Production Run C will be established.
for aill of Production Run C or such increment thereof as may be ordered based
upon a projection of the estimated actual costs being experienced by the Con-
tractor on aircraft and associdated equipment in “Production Run B”. -

(2) Sixty (60) days after delivery of the last aircraft of Production Run B,
the parties shall, based upon the then available data, determine the Contractor’s
actual 3010 BPC (MPC 1010, MPC 1060, and MPC 1070) costs for producing all
Production Run B aircraft. A projection of such costs will be made on a straight
line unit curve to establish the firm unit and total target cost for Production Run
O aircraft. Further, actual 3010 BPC, MPC 1020 and 1040 costs will be determined
and a similar projection made to establish firm unit and total target costs on
Production Run C AGR and training equipment, respectively.

(3) The Air Force will evaluate the actual current and complete cost data
with the Contractor to determine the reasonableness of the unit target cost pro-
jections established in (2) above. In the event this review indicates that a
straight line projection is unreasonable, the Government will negotiate with the
Contractor to reach agreement on an equitable projection. Failure to reach
agreement will be considered a disagreement in fact to be resolved under the
“Disputes” clause of this contract.

(4) The ceiling price for Production Run G aircraft and associated equipment
will be 1209, of established target cost.



C-5A OPTION PRICES

. X MPC 1060,
Air vehicle—MPC 1010 system MPC 1065,
. enginesring/ value MPC 1070, Total . Total
Production unit Recurring Total management engineering data unit cost Profit unit price
Fiscal year 1970 (33 aircraft):
59 $8, 834, 000 $8, 834, 000 $105, 000 $14, 000 $49, 000 $9, 002, 000 $900, 000 $9, 902, 000
8, 806, 000 8, 806, 000 105, 000 14,000 49, 000 8,974, 00 897, 000 9, 871, 000
" 8,767,000 8,767,000 105, 000 14, 000 49, 000 8,935,000 894, 000 9, 829. 000
8,729, 600 8,729,000 105, 000 14, 000 49, 000 8,897,000 830, 9,787,000
8,692, 000 8,692, 000 105, 000 14, 000 49,000 8, 860, 000 886, 000 9,746,000
8, 668, 000 8, 668, 000 105, 000 14, 000 49,000 8,836, 000 883, 000 9,719,000
8,633,000 8,633, 000 105, 000 14, 000 49, 000 8, 801, 000 880, 000 9,681,000
8,599, 000 8, 599, 000 , 000 14, 000 49, 000 8, 766, 000 877,000 9,643, 000
8, 565, 000 8, 565, 000 104, 000 14,000 49,000 8,732,000 873, 000 9, 605, 000
8,544, 000 8, 544, 000 104, 000 14,000 49,000 8,711,000 871,000 9, 582, 000
8,511, 000 8,511, 000 104, 000 14, 000 49, 000 8,678, 000 868, 000 9, 546, 0!
8,478, 000 8,478, 000 104, 000 14, 000 49, 000 8, 645, 000 864,000 9, 509, 000
8,447,000 8,447,000 104, 000 14, 000 49, 000 8,614,000 861,000 9,475, 000
8,427,000 8,427,000 104, 000 14,000 49,000 8, 594, 000 859, 000 9, 453, 000
14, 000 49, 000 8,564,0 856, 00 9, 420, 000
853, 000 9, 387, 000
851, 000 9,357,000
949, 000 9, 335, 000
846, 000 9, 304, 000
843, 9,276, 000
840, 000 9, 243, 000
839, 000 9, 225, 000
6, 0! 9,194,000
834,000 9,170,000
831,000 9,141,000
830, 000 9,135, 000
827,000 9,098, 000
825,000 9,072,00
822,000 9,045, 000
821,000 9,031,000
819, 000 9, 006, 000
816, 000 8,981,000
815,326 8,960, 590
28,156,326 309,718,590
MPC 1040 AGE. 785,000 8,634,000
Total, fiSCal YEAr 1970, .o eooeammmmasnosoeosooemeoeeneeeeoeemeeeioseessnossesssssesossssssossesososoissooToieooes 289, 411, 264 28,941,326 318, 352, 590

Q02



MPC 1060,

-Air vehicle, MPC 1010 system MPC 1065,
engineering/ value MPC 1070, Total Total
Production unit Recurring Nonrecurring Total management engineering data unit cost Profit unit price
Fiscal year 1971 (24 aircraft): )
92 $7,966, 000 $158, 000 $8,124, 000 $97, 000 $13, 000 $46, 000 $8, 280, 000 $828, 000 $9, 108, 000
7, 945, 000 158, 000 8, 103 000 97,000 13, 000 46,000 8,259, 000 826,0 0 9, 085, 000
7,925, 000 158, 000 8 083, 000 97, 000 13, 600 46, 000 8,239, 000 824,000 9,063, 000
7,903, 000 158, 000 - s, 061, 000 97, 000 13, 000 46, 000 8,217,000 822,000 9,039, 000
© 7,892,000 158, 000 8,050, 000 97, 000 13,000 46, 000 8,206, 000 821, 000 9, 027, 000
7,872,000 158, 000 8, 030, 000 97, 000 13,000 45, 000 8,185, 000 818, 000 9, 003, 000
7,853, 000 158, 000 8,011, 000 97,000 13, 000 45,000 8,166, 000 816, 000 8,982, 000
7,834,000 58, 000 , 992, 000 97,000 13, 000 45,000 8,147,000 815, 000 8,962, 000
7,824,000 158, 000 7,982, 600 97,000 13, 000 45,000 , 157,000 814,000 8,951, 600
7.804, 000 158, 000 , 962, 000 97, 000 13,000 45, 000 , 117, 000 811, 000 , 928, 000
7,785,000 , 00 7,943,000 97,000 13,000 45,000 , 098, 000 810, 000 , 908, 000
, 766, 000 158, 000 7,924,000 97, 000 13,000 45, 000 8,079, 000 808, 000 8, 887, 000
7,757,000 158, 000 7,915,000 , 000 13,000 45,000 , 070,000 807,000 8,877, 000
1,738,000 158, 000 7,896, 000 97,000 13,000 45,000 8, 051, 000 805, 000 8, 856, 000
, 122,000 157,000 , 879,000 97,000 12,000 45,000 8,033, 000 803,000 , 836, 000
7,704,000 157, 000 7,861,000 97, 000 12,000 45,000 8,015, 000 801, 000 8,816, 000
7,687,000 157,000 7,844, 000 97, 12, 000 45,000 , 998, 000 800, 000 , 798, 000
7,678,000 157,000 7,835,000 97,000 12,000 45,000 ~ 7,989,000 799, 000 8,788, 600
7,661,000 157,000 , 818, 000 96, 000 12,000 45, 000 ,971, 000 797,000 8,768, 000
7,645, 000 157,000 7,802,000 96, 000 12,000 45,000 7,955, 000 795, 000 8,750, 000
7,628, 000 157,000 7,785,000 96, 000 12,000 45,000 7,938,000 794,000 8,732,000
7,611,000 157, 000 7,768,000 96, 000 12,000 45,000 7,921, 000 792, 000 8,713,000
7,605, 000 157, 000 7,762,000 96, 000 12,000 45,000 7,915, 600 791, 600 8,706, 600
7,592,469 157 000 7,748,469 96, 000 12,000 45,000 7,902, 469 792 247 8 694 716
Subtotal._.__..__..__.___.__.__. 186, 397, 469 3,782, 000 190, 179, 469 2,322,000 302, 000 193 888, 469 19, 389, 247 213,217,716
MPC 1020 training. 547,000 255,000 2,802, 000

MPC 1040 AGE 3 925, 000 393,000 4,318, 000
Total fiscal year 1971 .o 200, 360, 469 20,037, 247 220,397,716

90¢
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REASONS FOR COST INCREASES

Chairman Proxmire. Why is it that this will cost an additional $2
billion, perhaps? What is the reason for this increased cost?

Mr. Frrzoerarp. Well, we have had very large increases in manu-
facturing hours, the time required to build the aircraft, and we have
had large increases in general and administrative expenses, and large
increases in subcontracting costs.

Chairman Proxyire. Lockheed gets the contract on the basis of the
original estimate, and then you say you have a recalculation of what
the costs are, and the manufacturing costs increase greatly and the
administrative costs increase greatly ; why did they make such a very
bad underestimate ?

Mr. Frrzeeraro. It is not altogether clear that the basic problem is
underestimation of costs initially. I think perhaps this might have

“been a contributing factor, but I think we must also look at the
effectiveness of ongoing control. It is quite possible to have a tough
but attainable cost estimate and have it look like a very bad estimate
because of inadequate controls in the ongoing program. I am not
certain

Chairman Proxmire. On the basis of the information that you have
what is your conclusion as to the reason for this?

Mr. Frrzeerarp. I believe it is a mixture of the two, plus corporate
strategy in this case.

Chairman Proxmire. What do you mean by corporate strategy ?

REPRICING FORMULA

Mr. Frrzeerarp. I think that it is generally acknowledged at this
point in time that we have something of a reverse incentive on Lock-
heed because of the repricing formula.

Chairman Proxmire. What does that mean?

" Mr. FrrzceraLp. At present the repricing formula provides for in-
creases to the follow-on production which may more than offset the
losses on the current production program. I will just have to say that I
think the formula was not an appropriate application. I think 1t was a
mistake.

Chairman Proxmire. So that Lockheed suffered losses on their cur-
rent production program. To compensate them for this the cost for the
prospective program is increased, 1s that correct?

Mr. Frrzcerarp. Whether or not the stated intent was to compensate
them for losses, I could not say, but the effect is to do just that, yes, sir.

Chairman Proxare. What degree of pressure is there on the Fed-
eral Government, what kind of pressure 1s there for the Federal Gov-
ernment to go ahead and make a decision in January or before the end -
of January, to pay the $2 billion in excessive costs.

Mr. Frrzeerarp. Well, I would suppose that, first, there is the desire
to obtain the aircraft. We certainly want the very latest and best air-
craft that can be obtained, and this is a step forward in large transport
technology. I suppose there is an understandable desire to keep the
production base active at this particular plant. And beyond that, I can
only speculate on pressures that might Ee generated through elected
representatives. I am not subject to these personally. I don’t know of
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any pressure that would be brought to bear—at least on people at my
level—to keep it——

Chairman Proxmire. Pressures from elected representatives, Lock-
heed is located where?

Mr. Frrzeerarp. They have plants in several States, Mr. Chairman.

Chairman Proxmire. Where is their principal plant?

Mr. Frrzeerarp. Their principal plant and headquarters is in Bur-
gank, Calif. The C-5A is being built at the Georgia plant, Marietta,

a.

Chairman Proxmire. The C-5A is being built in the State of
Georgia?

Mr. FrrzeeraLp. Yes, sir.

DOD ALTERNATIVES

Chairman Proxmire. What alternatives does the DOD have nego-
tiating for this purchase, what can they do if they don’t want to go
ahead with this?

M. Frrzeerarp. We are not obligated to exercise the option.

Chairman ProxMire. If they wanted the aircraft at this point could
they go to Boeing or some other manufacturer?

Mr. Firzeerarp. I am not really qualified to answer that. T think
certainly it is conceivable that they could go to another manufacturer.
Whether this would prove to be a wise decision is another matter. 1
just don’t know.

Chairman Proxuire. It may well be that at this stage if they want
the aircraft, and it can be a very useful aircraft for our defense, that
the Federal Government may have to go ahead even if there is this
enormous increase in cost. Is that likely ?

Mr. Frrzoerarp. I think it is unlikely that we would go ahead with
the worst possible situations on cost that I have mentioned. I can’t
imagine our going ahead without employing every means at our dis-
posal to minimize the costs.

Chairman Proxmire. There is another alternative still that we
haven’t dicussed and that is the alternative to negotiate below the level
we were talking about.

Mr. Frrzaerarp. Yes, indeed and that is very

Chairman Proxmire. The so-called pricing formula you talk about
is not rigid. It is possible now there may be a negotiation to reduce
the $2 billion to some substantially lower figure on negotiation and
have it produced by Lockheed.

Mr. Frrzeerarp. Well, I should point out quickly that the $2 billion
that was brought up is not all Lockheed by any means. But I would
say certainly there are opportunities to reduce any projected cost
increases.

Chairman Proxmire. You say it is not all Lockheed. Is there a
similar problem with General Electric?

Mr. Frrzcerarp. We have the repricing formula; I do not have the
numbers before me and I honestly have no ready feel for the General
Electric figures. However, they are not nearly as large.

Chairman Proxmire. Can you give us any notion of the proportions,
you say it is not as large, number one, in terms of the absolute amount ?

I?f i@t as large in terms of the proportionate, are they about 100 percent
off 2

.
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- Mr. FrrzeeraLp. No, sir; the amounts are not as large in absolute
terms or proportionally. I believe that, subject to the secrecy that
naturally surrounds negotiation proceedings, these figures could be
provided. I hesitate to speculate on them because I do not have them
before me. The follow-on arrangements are now being negotiated with
Lockheed.

(Mr. Fitzgerald later supplied the following :)

ESTIMATES OF C-5A PROGRAM COST TO THE GOVERNMENT
[Dollars in billions]

April 1965  October 1968

58 aircraft:
RD.T. &E plus Al it $2.3 $3.3
AFLC investment. .o eeemeeemcmeeeemmmme e oeen .2 .5
2.5 3.8
120 aircraft:
ROT. &E plusAand B2 . i 3.1 4.4
AFLC investment. ... .o .o o eiieieeiitmmmeeccccmeeeccccceenan 3.3 .9
3.4 5.3

1 Estimate includes the cost of development and production of the first 58 aircraft and their engines. N
2 Estimate includes the cost of development and production of the first 58 aircraft and their engines plus aircraft and
engines for which the Government holds options to order additional quantities.

3 Initial spares estimate only, Common age modification and replenishment spares are not included in October 1965
estimate but 2re inluded in October 1968 projection. Current estimate of initial spares is approximately $500 million.

EXCESS CARGO-CARRYING CAPACITY

Chairman Proxmigre. Earlier in the hearings we had testimony from
GAO about excess cargo-carrying capacity and millions of dollars of
unused space. We were not given the percentages because GAO didn’t
know but they said there was a great deal of excess capacity and costs
to the Government. Is it your understanding that we do already have
more cargo capacity than we need ¢

Mr. Frrzceraro. I have read the GAO testimony, and I have seen
informal

Chairman Proxmire. We are cutting down presumably, we are
leveling off at least in Vietnam, we all hope and pray we may be able
to reduce the level of operations there, there are other areas where we
may not be able to level off.

Mr. Frrzcerarp. I have no reason to doubt the GAO findings or other
indications that I have seen that this is true. I think the thing that is
not before us is the possible requirements for airlift in other situations
of this sort which might be postulated. I would suggest that someone
in the systems analysis function of the Department of Defense would
be better qualified 1n this area than I am. This is not an area of my
direct concern. I do grant that GAO figure at this time is probably
accurate.

Chairman Proxuizre. I have a note here from the staff saying about,
the contention that, we are shipping telephone poles to Europe. The
only reason I bring this up is whether or not you have any particular
knowledge of the judgment being used in using the kind of cargo
capacity we have now. Obviously, 1f we need cargo planes for moving
troops 1n a hurry we have to have them, if that is the strategic judg-
ment, of our President and of the Chiefs of Staff and so forth. But to
simply be used as a more rapid means of moving material that prob-
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ably ought to be shipped by cheaper water transportation, it is another
question. Do you have any views on this or any knowledge?

Mr. Firzeeraip. I have, of course, heard of such situations. I have
no personal firsthand knowledge or any facts to either deny or refute
these stories. I am certain that such things do occasionally happen.

Chairman Proxmire. If you were in charge of this program com-
pletely and had complete discretion what you would do, what do you
think ought to be done about the C-5A and the excessive costs that
have been run up in this program ?

Mr. Frrzeerarp. Well, of course, if I were in charge, I would first
have to find out about some of these things that I am not knowledge-
able about now.

Chairman Proxmire. Well, on the basis of your present knowledge ?

Mr. FirzgERALD. As a minimum as I mentioned before, and I believe
this will be done, I would make every effort to find out what means
are available to us to mitigate damages to the Government. I think this
1s an absolute necessity, and if it were clear that the contractual incen-
tives were not working, I would attempt to use other means to motivate
improvement, of the cost performance. However, I could not postulate
any “cook book” remedial activity.

Chairman Proxmire. I'm sure that long, loud buzzer doesn’t mean
that the Secretary of Air Force is operating the buzzer system in this
building. (Referring to the sound of building buzzer system being
tested at this time.)

Mr. Frrzeerarp. I believe he is abroad. [Laughter.]

At this point I am reasonably confident that such actions will take
place. I can’t promise you because it is not my area of direct respon-
sibility, but I think the impact of the conceivable increases in the
program is sufficient to motivate most of us, I would say all of us, in
the Air Force secretariat to do whatever we can to control the
situation.

Chairman Proxmire. Thank you very, very much, Mr. Fitzgerald.

Mr. Buesking, will you tell us your former capacity with the DOD?
(\{Vhat 2your principal responsibilities were, and what you are now

oing ?

Mr. Buesking. Yes, Mr. Chairman.

Most recently I was the Director of Management Systems Control
in the Office of the Secretary, Assistant Secretary of Defense (Comp-
troller) for over 2 years. Prior to that I spent a number of years in the
Minuteman weapons systems as a Chief, Production Programs. Cur-
rently, T am on the faculty of the University of Southern California in
the school of public administration.

Chairman Proxmire. You make three vital points in your state-
ment, number one that contractor costs are excessive. That poor per-
formance has not resulted in reduced profits, and that defense profits
were equal to or higher than commercial work. Will you explain each
of these points? First contractor costs were excessive.

Mr. Buesging. I would try to do so, Mr. Chairman.

EXCESSIVE CONTRACTOR COSTS

On the first point of contractor costs, I base my statement on the
samples that T personally gathered, some 12 major evaluations. These
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conclusions are based on examination of the work content involved in
contractors’ plants, examination of the use of control of work, examina-
tion of the general, industrial engineering standards being used and
the levels of realization attained. A multidiscipline team was used to
conduct these evaluations including engineers, industrial planners,
cost accountants et cetera. The general conclusion of each of these ex-
aminations was that the costs could be reduced through improved
planning and control of the operations.

The range of reduction is a matter of opinion because there was not
always a unanimity of agreement by the people discussing the subject.
However, typically the range was 30 to 50 percent.

NO CORRELATION BETWEEN PROFITS AND PERFORMANCE

The second point, poor performance not resulting in reduced profits,
is based on the specific operational requirement for the hardware
which was delivered but did not perform at the required level or the
various performance parameters.

In the cases mentioned the performance was reduced in some in-
stances to as low as 25 percent of the requirement. There was no re-
sultant reflection in reduced profit expressed as return. This point is
based on investment observation as well as the study made in the elec-
tronics industry where delivered hardware consistently performed
below the desired level. Unfortunately I am not at liberty to quote the
specifics because the performance in some of these systems is classified.

Chairman Proxmire. So when you have a contract based on nego-
tiation with the sole source and no further developments involved your
conclusion has been that poor performance isn’t reflected in lower
profits which is the prime discipline, the principal force that most of
us recognize in any way, in good cost performance. This is really what
puts the pressure on management, isn’t it

Mr. Busskine. The change process gets involved here when altera-
tions to performance requirements occur for field conditions which
may have been overlooked. When test results and actual performance
under field operations then are available contracts are altered to reflect
the facts of life. These alterations do not always take into account the
appropriate adjustments,

Chairman Proxmire. Do you think there is any way we can do
something about this, because, I think you are right, I don’t know
if you or one of the other witnesses mentioned in the statement there,
I read them all; read both of yours. Of course, I didn’t have Mr.
Fitzgerald’s, but it was mentioned that more important than excessive
profits are excessive costs, much more important, and you mentioned
that they are 30 to 40 percent in excess of what they should be or they
might be under a competitive environment. This is really appalling
because when you recognize we are procuring $43 billion of defense
procurement and almost all of it is not advertised competitive bidding
and most of it is simply negotiation with a sole source, it is clear that
the Federal Government is spending billions of dollars every year
more than they should.

Mr. Bueskine. The figures do have some validity. Again I can say
there is considerable controversy in substantiating those kinds of
statements. There have been two specific programs where this sort of
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evaluation took place and there were reductions in this range achieved
by the Department and the contractor involved.

Chairman Proxuire. On the basis of that, you say there were reduc-
tions achieved in the area of 30 to 40 percent of the costs?

Mr. Buesking. Yes,sir.

REASONS FOR COST INCREASES

Chairman Proxmire. Are these because of padded costs, contractor
inefficiency, Government inefficiency, what is the reason for it?

Mr. Buesking. Well, it is difficult to distinguish between padded
costs, contractor Government inefficiency. (Costs are generally ar-
rived at collectively by the Government negotiating team and eval-
uating team and the contractor based on a defailed examination of the
work process involved and joint discussion which results in a con-
tract. There are undoubtedly some improved efficiencies achieved in
the work layout, the work process. There are also some adjustments
in the estimates that were made because we frequently find the basis of
estimating target costs may differ quite radically from the basis of
assigning resources to perform the work.

INCREASING COMPETITION

Chairman Proxmire. This does not stress very emphatically the
great importance of putting much more stress on some kind of com-
etition, doesn’t it? We had testimony by Prof. Weidenbaum on
onday, the first day of our hearings, that in his view there were
sources available in almost all these areas. You didn’t have a single
source only to produce most of these weapons, the overwhelming
majority he said “there were at least two or three or four firms that
can do the job, and furthermore, he made the point that in subcon-
tracting, which is such a very important part of this whole thing,
when you break down the big missile systems and so forth, here there
is far too little competition, we should get a lot more of it. How do we
do that?

Mr. Buesgine. Well, I would make two points, Mr. Chairman. The
first is I recognize that Professor Weidenbaum asan economist believes
the only solution tie is improved competition. I don’t think you are
going to achieve what I call pure total competition.

Chairman Proxmire. He didn’t, either.

Mr. Buesking. There are just not that many competent suppliers.

Chairman Proxmire. We want some element of increased competi-
tion as perhaps the best way to achieve this. '

PROCUREMENT DATA PACKAGES

Mr. Bueskine. There is a possibility of increased competition. This
can be done through something that is called reprocurement data
packages. On development contracts and initial production runs the
Government theoretically receives a package of data which enables
them to move the manufacturing process. I don’t know of any specific
instances where this has been done successfully. The ability of the
DOD to move the production process involved basically requires the
contractor deliver the specific Xata which might result in a breakout.
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SUBSTITUTES FOR COMPETITION

A second point is the fact that when we do have reduced competition
because there are a limited number of firms capable to perform, I think
there are a range of actions which might substitute for competition.
In addition to the incentives in the form of awards and increased
profits, you have to rely on the general efficacy of the planning and
control systems the contractor uses to manage. All the planning and
all the competition in the world won’t help you if tge contractor
involved does not have the basic ability to plan and control his work.
I think there has to be increased emphasis on the general improve-
ment management control systems in use to reflect this. These were
designed incremently in the last 15 or 20 years. There is a major
self-help job that could be performed by a number of the major con-
tractors to improve this portion of their management. This would
provide some substitute for the competitive aspect.

Chairman Proxyire. Would you feel that you can do a much better
job in increasing the degree of competition?

Mr. Bueskine. I would say the only possibility of increasing the
degree of competition would be the breakout of initial production. I do
not see how initially you increase competition because there are just
not that many entries in the field.

Chairman Proxmare. Of the prime contractor. But in subcontracts
you think it could be ?

Mr. BuesgiNG. Yes.

HIGH PROFITS

Chairman Proxaare. Then you say the defense profits are equal to
or higher than commercial work ? On what do you base that conclusion ?

Mr. Buesgine. Well, I referred to the two studies, “Risk and the
Aerospace Rate of Return,” issued by RAND, and Professor Weiden-
baum’s statement. In my own particular case, I examined a number of
major contractors by looking at their capital investment and indus-
trial facilities investments made by the Government. Calculations
about working capital were based on the contract formula for progress
payments. The result was a conclusion that profits as a return on net
worth were over 40 percent.

Chairman Proxmire. You came to the conclusion that the profits
were somewhere in excess of 40 percent before taxes?

Mr. Buesking. Yes, sir.

Chairman Proxmire. Forty percent of what, sales?

Mr. Bueskixe. No, sir ; return on net worth.

Chairman Proxyire. Net worth ¢

Mr. BueskiNG. Yes, sir.

Chairman Proxazre. So that they would be in excess of-—20 percent,
roughly after taxes?

Mr. Burskine. Yes, sir; in this particular examination.

Chairman Proxmure. And this compares to a return of around
12 percent or so in manufacturing and nondefense ?

Mr. Buesging. Yes,sir.

fChairx;mn Proxaire. And how comprehensive again was this study
of yours?

Mr. Bueskine. This study covered a period from 1958 to 1966,
and covered about $8 billion worth of procurement. The rate of return
on sales was average as it has been reported in other studies. It was

22-490—69—pt. 1——15
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in excess of 9 percent but the return on net worth was significantly
more.
MINUTEMAN

Chairman Proxmire. This is the study in which you indicated one
of the two largest programs in DOD there was a profit of 43 percent
before taxes. :

Mr. Buesking. Yes.

' Chairman Proxmire. What program was that ¢

Mr. Bueskine. That was the Minuteman program.

Chairman Proxmire. The Minuteman program ?

Mr. Buesgixe. Yes, sir.

Chairman Proxyire. How big a program was the Minuteman ?

Mr. Bursking. I am not sure of the total size today. At the point
in time in 1966 it was around $8 billion total from initial start. I have
no idea of the total size of the program today.

Chairman Proxmire. Can you tell us what the rate of profit was on
sales in that case?

Mr. Bueskine. Over 9 percent, about 9.7.

Chairman Proxmire. 9.7, but it was a 43 percent before taxes on
net worth and therefore probably 25 percent in that case. The mix
of contractor investment and G'overnment investment was about 5248,

Chairman Proxmire. In this case do you have any knowledge as
to whether or not this was renegotiated ?

Mr. Bueskine. I have no knowledge of that; no, sir. I have no
knowledge of renegotiation.

Chairman Proxyire. There are so many exceptions in renegotiation
and so many ways in which this can be handled so it wouldn’t surprise
me if it wasn’t renegotiated. I would like to find that out. Can you
find that out for the record or would you suggest we try to get that
from the Defense Department,?

Mr. Bueskine. I would suggest the Defense Department. Effective
the first of November I am in retired status.

Chairman Proxare. All right.

“SHOULD COST” APPROACH

You say the “should cost” approach was used in connection with a
major Navy engine contract? What contract was that?

Mr. Buesking. That was the TF-30 engine for the F-111 program.

Chairman Proxmire. How big a program was that ?

Mr. Buesking. I am not specifically knowledgeable as to the exact
size, but I know it is in excess of $1 billion.

Chairman Proxmire. In excess of $1 billion ?

Mr. Bueskine. Yes, sir.

Chairman Proxmire. What was the result of this study that was
made?

Mr. Bueskine. This was reported in the Wall Street Journal, the
New York Times, and a number of other periodicals at the time the
negotiations were in process. As I understand it, well in excess of $100
million was reduced from the production costs involved in this par-
ticular contract.

Chairman Proxwire. Reduced ?

Mr. Buesging. Yes.
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Chairman Prox»re. One very important point that I don’t fully
understand, you say that performance has little correlation to the
product? You mean high profits are correlated with poor perform-
ance. You partly answered this.

Mr. Bueskixe. I can’t judge the value of high. Speaking generally,
the particular study I referred to in electronic systems, as well as some
of my own observations, indicated that degraded performance was
not rewarded with reduced profits or any particular adjustments.
Profits were not higher or lower and no particular deviation observed.

MOST CONTRACTS NEGOTIATED

Chairman Prox»are. Mr. Fisher, you point out that as long as con-
tracts are awarded competitively, costs and prices take care of them-
selves. The problem is determining target values for contracts nego-
tiated in a noncompetitive environment. You go on to say that this
problem is significant because most weapons systems production and
support contracts are presently negotiated without any price com-
petition.

T have two questions in connection with this. No. 1, do you know or
can you provide the subcommittee with data showing most weapons
systems production and support contracts are negotiated without any
competition ¢ What are the dollar amounts reached in the past 3 years;
do you have anything like that in your estimate

Mr. Fisaer. Mr. %hairman, I am sure that data are available and
would be glad to provide it for the record. The only data that I have
available with me refer to Air Force procurement for fiscal year 1967,
and indicate that about 25 percent of the total dollar amount spent for
major weapons systems and related hard goods was awarded under
price competition. The remaining 75 percent was awarded using other
techniques.

Chairman Proxmire. We are talking about weapons systems produc-
tion and you say it is about 25-75. We have overall figures that are
somewhat similar but——

Mr. Fisuer. The figures would be different for the Department of
Defense and, as I say, I would be glad to submit them.

Chairman Prox»rre. What has been the trend over the past 3 years?

Mr. Fisurr. Competition has not been increasing.

Chairman Proxmire. Has it been decreasing? We found it has been
decreasing overall; it has been decreasing for weapons systems.

Mr. Fisuer. I don’t have that information at my fingertips.

(Mr. Fisher later supplied the following :)

While the DOD does not provide data indicating the extent of competition for
weapon system and follow-on contracts, the data is available for Air Force
procurements. Since the Air Force is the major purchaser of weapon systrms,
however, comparison of these figures is instructive. The two accompanying Tables
indicate the total dollar amounts spent by the Air Force on complete systems and
on major components and accessories during fiscal yvears 1963-1966.

As is readily apparent, only a small portion of the total dollar amount was
obligated under price competition. Moreover, it is not clear whether contracts
awarded under the categorv “negotiated price competition” should be classified
as competitive or as negotiated contracts, since prices for many of these contracts
are subject to considerable negotiation and adjustment. Nonetheless. whether or
not this eategory is included under competitive procurement, by far the majoritv

of Air Force procurement dollars obligated for complete systems and major com-
ponents and accessories is accounted for by negotiated contracts.
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Another significant point illustrated by these data is the importance of follove-
on procurement. The largest single category for both systems and major com-
ponents consists of contracts that were a follow-on to some previous contract.
These contracts are awarded on a sole-source basis without competition from
alternative suppliers.

AIR FORCE PROCUREMENT OF MAJOR COMPONENTS AND ACCESSORIES, FISCAL YEARS 1963-66

{!n millions of dollars]

Fiscal year 1963  Fiscal year 1964  Fiscal year 1965  Fiscal year 1966

Method of determining Per- Per- Per- Per-
contract price Amount cent  Amount cen { Amount cent Amoun cent
Negotiated contracts__ ... ... ... 836.7 79.9 635.5 84.9 899.2 83.3 962.7 80.1
Design and technical competition.. 6.9 0.7 3.2 0.4 3.5 0.3 13.8 1.1
Follow-on after competition_ ... .. 700.2  66.8 563.9  75.4 783.1 72.6 709.0 59.0
Sole source. .. ..oeoiaooooeeo. 129.6  12.4 68.4 9.1 112.6  10.4 239.9 | 20.0
Price competition. . ... ._..._.... 211.7 20,1 112.9  15.1 179.4  16.7 238.5 19.8
Formally advertised_._____.__.... 55.0 5.2 52.3 7.0 70.7 6.6 80.6 6.7
Negotiated price competition__.... 156.7 14,9 60.6 8.1 108.9 10.1 157.9 13.1
Total. oo 1,048.4 100.0 748.3 100.0 1,078.7 100.0 1,200,.3 100.0

Note: Detail may not sum due to rounding.

ASglu{g%i? G. L. Brunner and G. R. Hall, Air Force Procurement Practices, 1964-66, RM-5439-PR, the RAND Corp.,
pril X
AIR FORCE PROCUREMENT OF COMPLETE SYSTEMS, FISCAL YEARS 1963-66

[In millions of dollars]

Fiscal year 1963 Fiscal year 1964  Fiscal year 1865 Fiscal year 1966

Method of determining contract

price Amount Percent  Amount Percent  Amount Percent Amount Percent
Negotiated contracts.._. ... 1,654.5 92.5 1,499.1 83.9 1,398.5 79.7 1,841.0 97.6

Design and technical competition... 52.9 3.0 79.0 4.4 28.7 1.6 0.7 (O]
Follow-on after competition__..._. 1,493.0  83. 1,397.9  78.2 1,351.4 7.1 1,796.2 95.2
Sole source_ oo oooeociooeen 108.6 6.1 22.2 1.2 18.4 1.1 4.1 2.3
Price competition_....._......._._._. 136.3 7.6 288.5 16.1 355.2  20.3 45.1 2.4

Formally advertised. __..._._____ 0.1 @O 0 o 1.5 0.1 0.6 0]
Negotiated price competition_____ 136.2 7.6 288.5 16.1 353.7 20.2 44.5 2.4
Total .. 1,790.7 100.0 1,787.6 100.0 1,753.7 100.0 1,886.1 100.0

11ess than 0.05 percent.
Note: Detail may not sum due to rounding.

ASQIU{CQZ:S G. L. Brunner and G. R. Hall, Air Force Procurement Practices, 1964-66, RN-5439-PR, the RAND Corp.,
pri 5

COST DETERMINATION FOR NEGOTIATED CONTRACTS

Chairman Proxmire. Why is it so difficult to determine costs and
prices for negotiated contracts?

Mr. Fisaer. As Mr. Malloy pointed out yesterday, it is customary
practice for the Department of Defense to award most of the produc-
tion and follow-on contracts for major weapon systems to the original
developer without giving other potential suppliers a chance to com-
pete. This places the DOD at a disadvantage, since there is no other
way of obtaining reliable price information about what these systems
should cost. In these cases the DOD must rely on contractor-furnished
cost data to determine a cost target. Two problems arise in this con-
nection. First, the DOD must ascertain the accuracy of the contrac-
tor’s cost estimate. Second, if there is any question about the con-
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tractor’s estimate the DOD is forced to negotiate a target that is ac-
ceptable to both parties. Since there is no threat of competition from
other suppliers, contractors are motivated to overstate their cost esti-
mates and to defend them vigorously during the negotiation proce-
dure and, as a result, it is extremely difficult for the DOD to determine
target costs that provide the proper efficiency incentives.

NEED FOR PROFITS STUDY

Chairman Proxyire. Would you agree with us that it would be
very helpful if we had some authoritative, comprehensive study of
what the contractors’ profits were? We don’t have any now. GAO
testified that none was available, and it is true, it would be very
difficult to get it, I know, it is not the kind of thing that you just
go out and expect to have in a week. You have to have a competent
agency like the GAO make a very comprehensive study for a period
o% some time to come up with it but it would seem to me that this
would be a very helpful thing.

Mr. Fisuer. Yes; you brought this point out yesterday and I cer-
tainly agree. But as you say it would be ve difficult to get the re-
quired information from contractors. Basically this is what the LMI
study attempted to do.

Chairman Proxmire. You don’t see any technological reason why
it would be impossible ?

Mr. Fisuer. No; I don’t.

UNIFORM ACCOUNTING STANDARDS

Chairman Proxuire. It could be determined. This is becoming more
and more complicated especially when we have firms, and we have
many of them which do a great deal of nondefense work. They have
to allocate their costs. Wouldn’t it be most helpful to have uniform
accounting standards apply ?

Mr. Fisaer. I believe this is one of the current trends in the De-
partment of Defense. There is presently some concern among DOD
procurement officials over adopting uniform accounting systems.

Chairman Proxmire. That is the trouble, there is a lot of concern,
otherwise called opposition, and until we can get those standards it is
going to be very, very hard for us to determine what the profits are,
reliably and consistently. It seems to be everybody is sure we can tech-
nically secure that information and heaven knows there is nothing
classified about it.

Would you like to comment ¢

Mr. Buesging. I would like to make a comment, Mr. Chairman,
about common accounting standards. I would be the first to state we
cannot go to a standard accounting system. But I certainly think we
can express some capabilities for accounting systems like determina-
tion of unit costs as a first step. I have yet to see a contractor’s ac-
counting system in major programs that can adequately determine the
unit cost of hardware, that would be sort of a first step.

Chairman Proxyrre. Why couldn’t you have something like the
kind of accounting standards you have with the Internal Revenue
Service? After all, they have to apply some kind of uniform system
or at least uniform standards. If they didn’t they would have a ter-
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rific inequity among taxpayers and they insist upon it. So I don’t see
why the Defense Department couldn’t insist upon the same kind of
reporting, the same kind of uniformity, at least.

Mr. Buesking. I think that this is a task of both the Department
of Defense and the accounting profession generally need to face up to,
to develop some standard about the capabilities the accounting system
should be expected to have.

CONTRACTORS OVERSTATE COSTS

Chairman Proxaure. Mr. Fisher, what do you mean when you say
that in order to avoid profits that would be politically prohibitive,
contractors may be forced to overstate costs?

My, Fisuer. Perhaps that was an unfortunate choice of terms.

Chairman Prox»ure. Noj; it sounds pretty realistic. It is a good
point. [Laughter.]

Mr. FisaER. One of the basic reasons why contractors are motivated
to overstate target costs is that incentive contracts increase the risk of
financial loss.

You can imagine a situation where a contractor is forced into ac-
cepting an incentive contract, perhaps a fixed-price-incentive contract
with a high sharing rate, for development of a sophisticated weapon
system. In this case the contractor may be subjected to a great deal of
financial uncertainty. The DOD is reluctant to award contracts with
profit rates in exess of 10 to 15 percent, however, and this may not be
sufficient to offset the level of risk that the contractor must bear. One
way the contractor could reduce the uncertainty and protect himself
against a major financial disaster would be to bargain for a larger
target cost.

hairman Proxmire. How much uncertainty really is there? There
is a lot, of uncertainty when you are dealing on a commercial basis or
private basis, you can lose your shirt. But here where you have a situa-
tion just described as having with the C-5A you have a situation where
the Government is going to bail you out, you have a situation where
if your costs increase Uncle Sam will take care of it with unlimited
bankroll, it seems to me the uncertainty ought to be less.

Mr. Fisugr. The degree of uncertainty certainly depends on the
type of contract and on the particular characteristics of the program.

Chairman Proxmire. Let me just interrupt to say, certainly a man
can lose everything when he is dealing with the Government and com-
petes, and specifies he is going to produce a certain amount for a cer-
tain price. If his estimate is wrong, he is just out of luck. But where
you have a negotiated price with a sole source under many contracts
negotiated there isn’t much of a risk, is there ?

Mr. Fistier. Again, that depends on the particular situation. The
risk in a CPI contract, for example, is not much greater than a CPFF
contract, but as we move toward fixed-price contracts the risk of
financial loss increases.

Chairman Proxmire. Give us the full titles.

Mpr. Fisuer. CPI refers to the cost-plus-incentive contract; CPFF
would be cost plus fixed fee. These contracts are rather similar with
respect to financial risk, but as we move toward the fixed-price-incen-
tive contracts the level of risk increases. This is one of the reasons
contractors may bargain for larger tareet costs.
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Chairman Proxmrre. When you said politically prohibitive, you
were thinking, I take it, that profit at a certain level is, from a public
relations standpoint, just unacceptable and you might get members
of Congress and others protesting and passing legislation that might
be d(iiﬁzicult in the future—that kind of thing—is that what you had in
mind ?

Mr. Frsuer. I believe Congress would question negotiated profit
rates of 40 or 50 percent on defense contracts. And that may be the level
that would be required if the DOD were to force contractors to accept
fixed price incentive contracts for very technical and highly uncertain
projects.

MINUTEMAN

Chairman Proxmire. Well, now, how about your comment on the
Minuteman situation which Mr. Buesking just described ? He pointed
out there was a 43 percent profit here before taxes. Would you say
that kind of a profit might very well be appropriate ? ,

Mr. Fisuer. It might be. It is certainly difficult to evaluate what fac-
tors led to that rate of profit being achieved. If it turns out that it
was achieved because the contractor was successful in negotiating
larger targets or because of the difficulty in estimating the target cost,
then it is completely unjustified. But it could also have resulted from
very efficient performance or as compensation for an extremely risky
contract.

Chairman Proxyare. Let me ask you, Mr. Buesking, was there a high
degree of risk involved in this?

Mr. Bueskine. I have to say there is a mix of risk. I would like to
say that the 43 percent is not excessive or extremely high. I consider
that just a different measure than the 9.7 percent on sales. It is a more
realistic measure of its true performance.

Chairman Proxaire. I think a lot of people would consider that
excessive and extremely high unless you can show there was an ex-
traordinary risk involved.

Mr. Bueskixe. Risk was involved.

Chairman Proxaare. Was there, was this a fixed price commitment
on which they could have lost a great deal ¢

Mr. Bueskine. There were some of these contracts where they could
have lost a great deal.

Chairman Proxarire. How much ?

Mr. Bueskixa. The spectrum ranged from cost-plus-fixed fees in the
first early stages of the Minuteman to fixed-price-incentive fees in the
later stages. Ags to the mix of these, I don’t have the data available to
me any more, how many were high risk and how much were low risk,
et cetera. In the Minuteman II development particularly, I think there
were some risks taken by the contractors. :

TRUTH-IN-PROFITS

Chairman Proxyire. I think a lot of this is psychology that I am
getting at. This hearing is a great deal like the trouble we have with
truth in lending, a bill we had before the Senate Banking and Cur-
rency Committee for 7 years before we finally passed it, and business
people felt if you ever told the public they were paying 18 percent per
year why you would have a revolution on your hands. Well, we are
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going to tell them that and, as a matter of fact, Massachusetts has been
doing that now for more than a year. You have no problem there.
People know it and they are able to make a judgment on the basis of
getting the facts.

I feel if this information is revealed, sure, it will have to be justified
and explained, but I don’t think the public and the Members of the
Congress are that stupid or that reluctant to accept facts.

I think that if you have all the information you will have a much
more sophisticated understanding and support in the public generally
and in the Congress.

Mr. Fitzgerald, do you have an observation on this?

Mr. Frrzoerarp. I quite agree. T think the full disclosure would
provide for early revelation of difficulties before they grew so large
that they became embarrassing, and I see no reason in the world that
facts such as you have just discussed should not be made public. I
don’t understand the problem really. I would urge that to the ex-
tent they can be made public, they are made public.

Chairman Proxmire. Well, it is very helpful. It certainly expresses
my view,

INCENTIVE CONTRACTS FAIL TO REDUCE COSTS

Mr. Fisher, what are your overall conclusions about incentive con-
tracts? Are they working as originally hoped ? Have they resulted in
lower costs to the Government ?

Mr. Fisaer. All of the available evidence suggests that incentive
contracts are not accomplishing their intended goal of increased effi-
ciency or reduced costs. It appears that the cost savings usually at-
tributed to these contracts may be exaggerated. It is important to point
out that, as Mr. Malloy stated yesterday, there is no real way of com-
paring the total cost of a weapon system under an incentive contract
with what it might have been under some other type of contract. We
really don’t have any numbers that will allow us fo make that kind of
comparison.

All we can say is that the efficiency incentives supposedly provided
by these contracts don’t seem to be operating. I also want to stress that
there are some major advantages with incentive contracts.

Chairman ProxMire. Are you saying although costs are higher
under these incentive contracts for all we know they would be even
higher if we had some other kind of system of procurement ?

Mr. Fisuer. I am not saying that costs are higher under incentive
contracts. What I am saying is that it doesn’t appear that incentive
contracts motivate contractors to perform more efficiently or control
costs more closely.

Chairman Proxyire. Then what good are they ?

Mr. Fisuer, There are some other advantages with these contracts.
One is that they make it clear to both contractors and contracting
officers that the Defense Department is concerned with costs.

Chairman Proxarre. No matter how concerned they think the Pen-
tagon is if there are no lowered costs what good are they ?

Mr. Frsuer. In the cost sense, they may not be doing a lot of good.

Chairman Proxarre. Isn’t that their purpose, the cost sense?

Mr. Fisuer. That is one of their purposes; perhaps the major
purpose.
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Chairman Proxmire. What is the other purpose, to get the con-
tractors to bid when they otherwise wouldn’t?

Mr. Frsger. I think we ought to state it differently and say that
their major purpose is to provide some of the incentives that are miss-
ing when we don’t have a competitive procurement environment. That
is why I made a statement at one point that incentive contracts are
often regarded as a substitute for competition. )

Chairman Proxmire. Yes, but the purpose of a competitive environ-
ment is to get your costs down.

Mr. Fisaer. True. .

Chairman Proxmire. And if it is not getting your costs down it is
not doing the job.

Mr. Fisaer. True.

CONTRACT CHANGE ORDERS

Chairman Prox»are. You mentioned numerous costly changes asso-
ciated with incentive contracts. How numerous and how costly ?

Mr. Fisuer. Again, this depends on the type of contract. Supple-
mental changes are much larger with cost-plus-incentive-fee contracts
than they are with the fixed-price-incentive contracts; this, again, is
because the cost-plus-incentive-fee contracts are very similar to cost-

lus-fixed-fee contracts. They are used primarily for research and

evelopment projects where there is a great deal of technical uncer-
tainty.

Fixed-price-incentive contracts are usually used later on in the pro-
gram when there is less uncertainty and fewer changes and modifica-
tions. Table 7 in my prepared statement compares average supplemen-
tal changes by type of contract. ‘

hC};airman Proxmire. Mr. Buesking, do you have any comments on
that?

- Mr. Bueskine. I might add one thing, Mr. Chairman. In the partic-
ular program I was involved in, I could not observe much difference
between the contract form and the change rate. Although we did shift
to fixed-price-incentive type contracts, we still were involved in very
significant changes because of the complexity of the system. Once you
engage in an extensive change, most of the incentives in the contract
disappear and you are in fact operating on a cost-plus-incentive-fee
basis even though your contract form is expressed as fixed-price incen-
tive. Once the original agreement is altered, original baselines involv-
ing the technical, cost and schedule parameters are gone, and then you
are in a entirely different kind of environment.

Chairman. Proxmire. Is there any suggestion you have as to what
we can do about that ?

Mr. Buesking. The problem of change is a very difficult one. For
configuration change, that is the physical face of the hardware, there
are a number of procedures that assist with this process, the par-
ticular function involved is called configuration management, and
it does attempt to control the rate of change on the hardware. We are
probably not quite as effective as controlling the rate of soft task
changes not associated with the hardware in production. Formalities
to examine and determine the worth of these sort of changes are very
nominal, :

Chairman ProxMire. Mr. Fitzgerald ?
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Mr. Frrzeerarp. I would agree generally with Mr. Buesking’s obser-
vation that the incidence of change has been more or less unrelated to
the type of contract. I think there have been notable exceptions to this,
examples of programs in which the anthorization to change was lodged
at a very high level, and this seems to inhibit changes. . -

But 1n general, the change incidence seems to be at least as great
under fixed-price-incentive contracts as under cost-plus contracts.

I think the problem is compounded by the difficulty of arriving at
“should cost™ figures for changes, all of which are negotiated in a sole-
source environment. I personally believe that you can never reduce
changes to zero and I think it is probably not desirable to do so. These
systems are in process for many years, in the process of development,
production, and deployment, and I think it is absolutely essential. that
we incorporate the latest improvement, if it can be incorporated, in the
systems as they are being developed and deployed.

On the other hand, it is extremely difficult to arrive at the “should
cost” figure for changes. I would say that it is several times as difficult
as going through the same process for initial procurement.

o, we badly need to improve our capabilities in this area. I would
say that the twin processes of better definition and better negotiation
of changes can bring about very dramatic results.

WAYS TO INCREASE COMPETITION

Chairman Proxmire. Mr. Fisher, you say, and I agree, that compe-
tition needs to be utilized more extensively in weapons systems pro-
curement. How can we get more competition? You say that in your
statement.

Mr. Fisuer. There are several procurement strategies that can be
utilized to increase the extent of competition in weapon system pro-
curement. These include the total package procurement contract al-
ready discussed, use of competing development programs, licensing
and separation of program stages, and the second sourcing technique
used by the Navy.

TOTAL PACKAGE PROCUREMENT CONTRACTS

Chairman Proxmire. The total package procurement program, it
seems to me, on the basis of testimony we have had may actually reduce
competition, it certainly reduces it. Once you make a commitment to a
total package to go all the way through it is hard to shift gears and 2o
to an alternative source and to a more efficient source.

Mr. Fisuer. The total package technique is most useful in situations
where this sort of uncertainty can be resolved early in the program so
that a contract for the entire system can be awarded at the outset. That
is why it is particularly well suited to state of the art procurement, to
situations involving little uncertainty.

Chairman ProxMIre. You see, what I am getting at is more and
more people say that the thing to do is break out this procurement
where you can In every way you can, one way being to try to get com-
petition at a later stage, another way trying to get more competition
in the subcontracting phase.
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Mr. Fisuer. The point that I am trying to make is that there are a
number of possible alternatives for increasing competition in weapon
system procurement.

Chairman Proxyire. I see.

Mr. FisnEr. Break-out and competition among alternative producers
at a later stage depends again on the particular program. In some
programs this approach is quite suitable, while in others 1t is impossible
to utilize. The way that competition can be introduced and Sle par-
ticular strategy that may be employed depends on characteristics of
the system being procured.

IMPROVING COST ESTIMATION

Chairman Proxyire. You also say we need better cost analysis and
estimating techniques. I agree. I think these hearings have demon-
strated that. How do we get them ¢

Mr. Fisuer. There are two major problems with using cost estima-
tion to determine target costs. First, these estimates are based on his-
torical cost data reflecting the Defense Department’s past procurement
experience. Since most of this data consists of costs generated under
CPFF contracts awarded without any meaningful price competition,
the resulting cost estimates are not comparable to the costs that would
result from real price competition.

Even if the data base did consist of competitively determined con-
tracts, there is still a problem with the estimating methodology. Most
of the techniques that are presently used average the Defense Depart-
ment’s cost experience over a number of contracts. Since contractors
vary in efficiency and in their ability to perform, cost estimation pro-
vides an average cost estimate and, as you know, that may be con-
siderably higher than the minimum cost. In fact, some of the available
evidence for competitive procurements suggests that the variation in
bid prices may be as much as 50 percent or higher.

Consequently, an estimated target cost could not provide much of
an efficiency incentive for the very efficient producers, although it
might provide some incentives for the less efficient producers. In
order to improve cost estimation, we need a better data base, one that
reflects competitively determined costs, and we also need to improve
cost estimating methodology.

REVISION OF WEIGHTED GUIDELINES FOR PROFITS

Chairman Proxarre. Just this morning we heard, Mr. Fitzgerald,
something T would like to have your observation on. Is it true the
Pentagon is now considering a revision of the weighted guidelines
for profits?

Mr. Firzcerarp. I have no personal knowledge of that, Mr. Chair-
man. I have read it in the trade journals, and so on. I assume it is
true.

Chairman Proxyire. You don’t know whether or not Logistics
Management Institute has recommended this?

Mr. Frrzcerarn. I do not know. I am sure we could get the answer
quickly, though.

Chairman Proxmire. You have no knowledge as to whether or not
the new guidelines would result in higher profits?
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Mr. Frrzeerarp. No; I do not. I wouldn’t want to prejudge it.

Chairman Proxurre. If you get those answers and make them avail-
able to us for the record, we would appreciate it.

Mr. Frrzeerarp. Yes, sir.

(In response to the foregoing, the material which follows was
subsequently furnished:)

PrOPOSED REVISIONS IN WEIGHTED GUIDELINES !

As a part of its continuing effort to update the Government’s procurement
practices, the Department of Defense initiated the Weighted Guidelines (WGL)
procedures for developing prenegotiation profit objectives in 1964. The WGL
policy introduced a rational and uniform methodology which provided for the
first time a quantitative basis for arriving at the Government’s profit estimates.

Since the adoption of the WGL, close management attention has been given
to this segment of DoD’s procurement policy to assure that the procedure is
being correctly implemented, and that areas for further improvement are iden-
tified and investigated.

During the past year a number of suggestions have been made which would
strengthen the incentive for contractors to acquire optimum amounts of facilities.
The intent of the proposed revisions has been neither to increase nor decrease
the overall profit dollars paid to contractors. Rather, the focus has been to
restructure the WGL to give greater recognition to capital employved in devel-
oping the prenegotiation profit position of the contracting office.

A special ASPR subcommittee has been created to research this area and
recommmend the alternatives which can best achieve this desirable goal. In addi-
tion, the Industry Advisory Council (IAC) is studying proposed alternatives.
The attached background paper and proposal was discussed at the October
meeting of the TAC.

IAC AceEnpa ITEM 3C

DEFENSE CONTRACT PROFITS

The area of concern of this presentation is DoD profit objectives used as
a basis for negotiating contracts where cost analysis applies. This area has
been a subject of concern since 1963, when the first effort began to develop a
uniform means of determining profit objectives. The initial result was the
current ASPR Weighted Guidelines. Subsequent to initiation of these guidelines,
LMI Report 66-12, Incentives for Contractor Acquisition of Facilities, indicated
several problems with them. In turn, a new weighted guidelines concept has
been developed and tested. This new concept is the basis for the proposal herein.

The framework for evaluation of the current guidelines and developing this
proposal consisted of an evaluation of both against the desired objectives of
DoD’s profit structure. Specifieally, a sound structure should motivate contractors
to (1) assume risks, (2) furnish efficient facilities, (3) apply capable talent and
(4) employ resources as necessary for optimum cost, quality, and schedule
performance.

The current weighted guidelines are primarily cost-based. The only excep-
tion is the source of resources factor, which only considers the relative pro-
portions of contractor versus government-furnished facilities and neglects the
total amount of the contractor’s facilities investment.

This cost-based profit objective structure produces a business decision process
which operates in reverse of typical commercial practice. In effect, DoD’s narrow
range of profit objectives requires that contractors manage their ratio of cost
to capital employed to produce a competitive return on capital. In commercial
practice a return on capital within a narrow range is attained for a variety
of efficient processes by varying profit on cost over a wide range. DoD’s profit
structure, however, results in wide range of profit on capital. For example. a
preliminary sample of contracts with 6% spread of profit on cost revealed a
range of profit on capital more than ten times this large.

1 Discussion paper prepared by Office, Secretary of Defense, for use at the October
1968 meeting of Industry Advisory Council.
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Looked at another way, a cost-based profit structure can bius contractors
toward labor intensive processes. First, DoD’s narrow range of profit on costs
requires that the cost to capital ratio must be managed to attain at least a
marginally competitive return on capital, regardless of the type of process.
Secondly, there is little incentive to provide more than the absolutely essential
facilities capital since a cost-based profit structure reduces profits if cost re-
ducing capital investments are made. One indication of this is the different
cost to capital ratios of defense contractors compared to their most similar dur-
able goods counterparts, This comparison indicates that 68% of the largest and
most government-oriented contractors exhibit a cost to capital employed ratio
greater than 2 whereas 87% of their durable goods counterparts have a ratio
less than 2.

One clear conclusion from these comparisons and consideration of the mo-
tivational effect of a cost-based profit structure is that our current system
penalizes cost reduction and eguipment modernization. For example, the com-
bination of decreased cost-based profit and increased capital employed associated
with a cost reduction investment yields a negative return on investment to the
contractor. This is sufficient cause to prevent contractors from making these
types of investments unless they are unavoidable from the standpoint of in-
creasing capacity or performing a particular task.

Any attempt to overcome these shortcomings under a cost-based profit objective
structure necessitates identifying, recognizing, and paying for capital employed.
Consequently, it is the intention of the proposal to accomplish this within the
profit objective scheme as soon as possible.

The first step contemplated by the proposal is identifying the capital em-
ployed under future contracts. This has been tested and found to be feagible with
currently available accounting data and to be not overly complicated to do. The
second step is to firm up a method of recognizing and paying for capital allocated
to contracts within DOD’s profit objective determination scheme.

To accomplish this latter step, we propose to combine 709 of the current cost-
based objective with reimbursement for facilities and operating capital at the
annual rates of 159 and 3%, respectively. These percentages are constructed to
reproduce 309 of the 5-year average return on capital of 222 most nearly com-
parable durable goods firms (25.69% before interest and taxes), adjusted by
unallowables (+39%) to yield a standard comparable to our negotiated profit
objective. Applied to the average defense contractor, this proposal nearly repro-
duces the result of the current cost-based structure, with the difference being a
slight profit-objective increase.

The major objective of the proposal, however, is to develop a structure whereby
cost reduction projects are not penalized but, rather, result in a more reasonable
sharing of their benefits by the contractor. Comparing this proposal with the
current cost-based structure indicates that the previously negative return on a
cost reduction investment becomes positive, albeit niot phenomenally so, under
the proposal.

Therefore, the proposal is a modest but yet significant step toward encouraging
and paying for capital which reduces costs and toward ensuring a competitive
profit for the optimum amount of capital required. In order to ensure this, DOD
would test this proposal on a selective basis. Our approach would be to select
several forthcoming contracts at a few major procurement offices. Capital em-
ployed data would be solicited with the RFP, and a prenegotiation profit objective
would be determined under the proposed and the current weighted guidelines.
Lastly, to insure proper application, situations which revealed significantly
different objectives under each structure would be brought forward for Secre-
tarial-level review prior to negotiations.

DEerFENSE CONTRACT PROFITS (TABLES)

Negotiated profit history

Pre-1963_.-- General ASPR policy.
1963-1964_ . ______- Developed and initiated WGL.
September 1967_____. LMI Report 66-12.

1967 to October 1968 Develop and test new WGL concept.
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Aim of profit structure

Defense needs sound basis to determine profit.
Must motivate contractors to ;
Assume risks.
Furnish efficient facilities.
Apply capable talent to the contract task
Employ resources as necessary for optimum cost, quality, and schedule.

Current WGL

On cost elements : Percent
Direct materials_________________________ 1tob
Engineering labor-________________________ 9to15
Engineering overhead___ - - 6to9
Manufacturing labor_____.___________________________________ 5to9
Manufacturing overhead _____________________________________ 4t07
General and administrative_ _________________________ 6to8

On total costs:

Contractor risk___________ 0to7
Contractor performance..___________ —2to +2
Source of resourees.__ o —2to0
Other - Oto2

Dcfense versus commercial practice
Commerecial :
Attainable profit rate on capital.
Cost to capital rate : Profit on cost.
Result:
Narrow range : Profit on capital.
‘Wide range : Profit on cost.
Defense :
Attainable profit rate on cost.
Cost to capital rate : Profit on capital.
Result:
Narrow range : Profit on cost.
Wide range : Profit on capital.

CAPITAL TURNOVER
[Costs/capital]

Cumulative percent

. Durable goods Defense
Costs/capital: commerciait contractors 2

Y

1222 durable goods commercial comganies.
237 defense contractors, more than 50 percent Government,

Deficiencies in current system

Not recognizing capital in profit structure, by omission ;
Penalizes cost reduction.
Discourages equipment modernization.
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FOR EXAMPLE—PENALTY OF REDUCING COSTS

{Dollar amounts in miltions]

Cost reduction investment

Before After Change
Allowable oSS, . oo oo e i ceeeicceecmmcasenmamc—aeeenaon $100 $90 —~$10
Profit on costs ! {(percent). . 10 {1 R,
Dollar profit_ ... .. coooen $10 $9 —$1
Capital employed2.________ .- $30 $50 +$20
Profit on capital (percent). . . oo 33 18 -5

1 Lower cost decreases profit.
2 Higher capital decreases profit on capital.

Therefore: Correcting these shortcomings contemplates the need to identify,
recognize and pay for capital employed.

Intentions: Introduce capital employed in profit objective determination as
soon as possible.
Immediate stcps

Allocate capital to future contract proposals.
Data currently available.
Allocation factors can be readily developed.
Applying to contracts is not complicated.
Firm up methods of developing profit objective from capital allocations.

DoD proposal

Cost-based 70 percent : 70 percent X current WGL objective.
Capital-based 30 percent:

15 percent per year X facilities capital.

3 percent per year X operating capital.

Proposed WGL profit objective.

Where 30 percent of WGL: 15 percent - 3 percent is equivalent to 30 percent
X B-year average durables (25.6 percent) profit/capital 4 unallowables (3
percent).

APPLICATION EXAMPLE

[DoMar amounts in millions]

Profit on cost Profit
Cost (percent) objective
PIESEMY. oo oo ceenommccceceemmaemamomememoeesennns $100 10 $10

Proposed: L
70 percent times present profit objective ($10,000,000). .. oo eee $7
15 percent per year times allocated facilities ($18,000,000). . -- 2.7
3 percent per year times operating capital ($12,000,000) - -« oo oo aciemmieemaaaceee .3
TOt) - oo e e eememmmesmeeeeecmmcsmee-=eesmacoesescesec-eesmm--mee-soos $10.0

{Precent]
Profit on Profit on
cost capital
Comparison:

@SB . — - o o oo e eeeeieeeemmseeeaceeemecmeemeemamessocomsesesesesmacen 10 33
PEOPOSEA. .o eec e emmemm e mm e eoemsmmeaaesaoesesmeeaeses 10 33




228

FOR EXAMPLE—PENALTY OF REDUCING COSTS

[Doliar amounts in millions]

Cost reduction investment

Before After Change
Allowablecosts__________________________________ e cce———an $100 $90
Profit on costs ! (percent). . 10 10 oo,
Dollar profit___._________ - $10 $9
Capital employed 2. ______ - $30 $50
Profit on capital 2 (percent)....._______. .. 33 18

L Lower cost decreases profit. i
2 Higher capital decreases profit on capital.

FOR EXAMPLE: NEW EFFECT OF REDUCING COSTS!
[Dollar amounts in millions)

Cost reduction investment

Before After Change
Allowable costs..___._..__.________ $100 $90 —5$10
70 percent times present profit objective__._________ R, 7.0 6.3
15 percent times facilities ($18,000,000 and $38,000,000). 7 5.7
3 percent times operating capital (§12,000,000)__-____ __________ .3 ] [
Dollar profit. . ______ . _____.__ [ 10 12.4
Facilities capital ... ____________._____ —- 18 38 +20
Operating capital .. __________________ . __.__ ..l __ .. N, 12 Lol
Capital employed_ ____ - 30. . 50
Profit on capital (percent) .33 B 25
. ¥ p .

1 Compared with current WGL. . o oo
Allocating capital ~ :
Facilities: )
Net book value of fixed assets, including land.
Based on latest financial statement.
Updated for changes planned during contracts.
Allocated to contract via depreciation.
Estimated operating capital ;
Total capital less net book value of facilities.
Estimate: Inventories + receivables = payables.
Allocated to contract in proportion to costs.

Bencefits of the proposal

Important step toward encouraging and paying for capital which reduces costs.
Important step toward ensuring a competitive profit for the optimum ecapital

requirements.
Planned approach

Select major procurement offices.

Select appropriate contracts with eriteria,

Collect capital data.

Compute profit objective on current and proposed system.
Set thresholds for secretarial-level review.

Include intended use of data in RFP.

Questions and issues

Can one formula be adopted for all DOD negotiated contracts?

Alternative solutions?

Optimum balance between cost-based and capital-based profit?

Competitive profit on capital standard for firms doing business with DOD ?
Should long-term leases be capitalized and added to the investment base?
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Chairman Proxaire. We will furnish you with the questions at the
end of the hearing.

Mr. Frrzcerarp. All right.

Chairman Prox»ure. I would like to ask any of you gentlemen to
comment. I have just three final questions.

LAXITY IN CONTROL OF COSTS AND PROFITS

No. 1: These hearings seem to have demonstrated that there is
a considerable laxity in the control of costs and profits in our de-
fense procurement program. Does there seem to you to be a problem
of loose costs and loose discipline?

Mr. Fitzgerald, do you want to start with that?

Mr. Frrzeerap. While it is probably dangerous to generalize, 1
believe that we have found many such instances in which management
discipline and work habits were poorer than we would like to see them,
and I think this is probably due to the phenomenon that Mr. Buesking
referred to earlier, the emphasis in periods past, particularly during
the so-called missile gap days, in which we were driving ahead full
speed to field new weapons with primary emphasis on schedule and
secondary emphasis on technical capability of weapons, and with a
readiness to pay whatever the costs happened to be. I think that we
probably are still paying the bill for this sort of attitude.

Now, whether the bill is worth it or not, I do not know—no one
cansay. .

Chairman Proxmigre. Just offhand, it would seem that the Vietnam
war has been given as the excuse often for slipshod methods and higher
costs. And yet, in the first place it is confined to a relatively, compared
to the Korean War and World War II, small amount of total pro-
curement, and, No. 2, it is not entirely but very largely, small arms,
ammunition, rifles, helicopters, and so on, where you don’t have some
of these very complex problems you have with ‘missile systems, with
the super new aircraft, and so on. It would seem that now we should
be making progress rather than retrogressing as we seem to be doing.

Mr. Frrzeerarp. I think it is possible to make progress, and my
major recommendation would be that we consider a%)l the cost control
devices and stimulants that we have available to us in combination
rather, than attempting to achieve satisfactory control through using
only one technique at a time. I think that all of us in the business
have been guilty of overconcentration on one technique at a time.

You may recall in my earlier discussions I pointed out that con-
tractual incentives are certainly a preferred method for achieving
these goals, but there are times when they do not work, they fail, and
we must then be prepared to step in with other devices. I think that if
we can learn to use the devices of better cost estimating, and better
on-going cost control in conjunction with improved contracts, we will
be on the road to some very substantial improvement.

Without question, we have been guilty depending on one or another
of these kinds of approaches in the past. I can remember a time when
we were placing a great deal of dependence on reporting schemes. They
didn’t work either. I think it is clear that incentive contracts have not
achieved everything that we had hoped for them.

22-490-—89—pt. 1——16
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On the other hand, I would not advocate a return to cost-plus con-
tracting. T believe that we have made some substantial improvements
In getting contractors to accept fixed-price-incentive contracts where
they would not do so previously. I think we must be practical and
recognize that the contractual incentive is often inadequate or perhaps
even inappropriate, and we have got to be ready with other means as
the particular situation requires it.

Chairman Proxmire. Mr. Buesking, you just left the Pentagon in
August. Will you give us your view on this?

Mr. Bueskineg. Yes, sir.

The general point I would make is that we have not shifted our
emphasis appropriately to the cost portion of this three-way triangle
which includes technical performance and schedule. I have a personal
observation that the lack of discipline in good tight budgeting, and
good costing techniques has spilled over into other management dis-
ciplines affecting our work force.

I think the general lack of tight cost controls has possibly influenced
our total competitive position in world markets.

As present ways of doing work for the Department of Defense spill
over into commercial endeavors, and there are a great many spin-offs
to commercial applications for all sorts of technology, then you start
to have a different approach, the basic production task.

This is one major consequence of the lack of shift in emphasis to
cost control.

There is a great deal of talk about more attention to costs, but I
would have to say that the practice is somewhat different than the
stated position on it.

Chairman Proxmire. Would you say it is somewhat different, would
you say we are not paying the attention to costs that we should ?

Mr. Bueskine. I would say weare paying inadequaté attehtion.

Chairman ProxMIRE. Are you saying we are not paying attention to
the costs as we have in the past ?

Mr. Bueskixe. I did not detect any appreciable shift in the attention
from the past.

Chairman Proxmire. No more actual attention ?

Mr. Bueskixe. No more, I can’t see any significant change.

Chairman Proxmire. Gentlemen, if we cut costs in our weapons
acquisition program would we also be cutting or is there any danger
we would be cutting the quality of hardware and weapons? This is
something we want to safeguard against, of course.

Mr. Frrzeeraip. I would like to comment on that, if T may, Mr.
Chairman.

Chairman Proxmire. Yes, sir.

Mr. Frrzeerarp. I would second Mr. Buesking’s observations that
the disciplines tend 1o spill over. It has been my personal observation
that companies, contractors, and Government organizations, for that
matter, having poor discipline in one area, cost control, for example,
typically have poor discipline in other areas. Almost every situation
in which we have found gross failings in cost control techniques
through our examination of the systems for compliance to our eri-
teria, have been also situations in which we have severe quality and
workmanship problems.

Chairman Proxmire. So you say exactly the opposite. You say if
you do a good job in keeping your costs down or a sharp cost control
method, you are likely also to do a better job in quality?
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Mr. Frrzeerarp. I think you are likely to have better management
and worker discipline throughout the operation. I have observed in
some of my early professional experience as a quality control engineer
that good people do good work quickly, and that large numbers of
excessive people do not contribute to quality product. I think that

ou can certainly jeopardize the success of any operation by providing
inadequate resources, particularly people, but, on the other hand, if
you have large numbers of supernumeraries about, your discipline in
quality control and other areas tends to deteriorate. So I think that
we need to focus on improved discipline in all areas. I don’t consider
that there is to be a necessary trade off between cost and quality.

Chairman Proxyire. Is there a possibility, though, as you put more
«nd more pressure on reducing costs there will be pressure also to
try to get your production out with less quality ?

Mr. Frrzcerarp. That is certainly a possibility and it has to be
guarded against. '

Chairman Proxmire. Particular specifications cannot safeguard
against that.

Mr. Frrzeerarp. I wouldn’t say specifications alone can do that. I
believe that you have to make certain that you have the disciplines
we mentioned throughout the organization, and I think a tightly
controlled, cost-conscious organization is also likely to understand the
mechanics required to control quality. The process is a closed loop
control system such as I cited in my initial statement. I think the two
are almost identical.

PROFITS RELATED TO COSTS

Chairman Proxmrre. Mr. Fisher?

Mr. Fisaer. I would like to add one comment-that this is also re-
lated to the previous question. I think that many of the difficulties
that arise in defense procurement relate to the institutions that now
exist. We now have a system where profits are related to costs, the
contractor’s reward is related to costs and, as a result, all of the incen-
tives are on providing systems to the DOD that cost more.

What we tend to get are very sophisticated, very elaborate systems
and, in some of these cases we are probably spending a great deal for
very little additional effectiveness.

Chairman Proxmire. Maybe the quality is higher than you need?

Mr. Fismer. That is exactly the point. We might be able to reduce
costs substantially while giving up very little in terms of real effective-
ness.

Chairman ProxMire. Secretary McNamara spent quite an effort in
trying to overcome the so-called gold plating where you produce a
radio that would cost $10,000 and you could get one that can do all
that is necessary for $500.

Mr. Fisuer. That was certainly one of his objectives.

Chairman Proxmire. I don’t want to get away from that until I
get your conclusion. Your conclusion is that by emphasizing costs in
this way, relating it to profits and so forth, that there is a temptation
to gold plate, and to produce weapons or produce for the Defense De-
pzu'%{nent products that are in excess of what is needed—excess to the
quahty.

Mr. Fisaer. There is certainly an incentive to produce the most
costly systems possible. I think the way you put it is exactly right.
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Chairman ProxMigre. As part of this question, and it just occurred
to me at the moment, there is also, we spoke, and we didn’t mean to
just pass over about the importance of having an active defense indus-
try, one that was healthy and one that could respond to the needs of
the country, one that was eager to do defense work and, therefore,
provide as much competition as possible. Is there a possibility here
we may be coming down too hard by emphasizing cost discipline and
hammering away at profits that may be too high?

Mr. Buesking, do you want to comment on that ?

Mr. Buesking. Well, my comment would be that if we are incurring
costs beyond what we should, at least by some improvement in ef-
ficiency we might get more for the samé amount of dollars we are
paying. If we want to have a healthy base and we want to maintain
a certain capability in the industry, then we ought to make that assess-
ment and make the judgment as to what that level is, and set about
the task of getting the most productivity out of that particular base.

Chairman Proxyre. Well, what I am concerned about is the notion
that we may have an obvious effort on the part of those of us who are
in Congress to cut down on spending in all of these areas, and in de-
fense, and one that is shared obviously by most- people, but one that
may be shortsighted inasmuch as it might result in profits that are too
small, encouragement that is too little for the defense industry to be
maintained at the level necessary to provide the enormously important
defense, the most important, I suppose, responsibilities we have..

Mr. Burskine. I did not mean to imply the reduction of profits, to
take away the stimulus to provide this as an industrial base. 1 then
would address myself to the other problem of costs incurred and relate
profits to the performance. : ‘ :

Chairman ProxMIre. In other words, none of you gentlemen see
this as a substantial danger.

Mzr. Frrzeerarp. Not an immediate one.

INCENTIVES TO CONTROL COSTS WITHIN DOD

Chairman Proxmire. Now, finally, what motivation is there within
the Defense Department to control costs and profits and what are the
rewards or penalties for doing a good job? , :

Mr. Buesking, do you want to start off on that ? :

Mr. Bursking. Well, it is very difficult to correlate the performance
on the part of people to the rewards and punishment systems involved.

Chairman Proxmire. I am talking about motivation within DOD
now, I am not talking about the motivation of the contractors which we
hayve been discussing in general, but DOD.

Mr. Bueskine. I understand. Both the military officer and civil
servant have a highly structured personnel system and the ability to
either penalize poor performance or reward outstanding performance
is very narrow and constrained, I would suggest. There are certain ex-
ceptions, but these kinds of exceptions require very significant atten-
tion on the part of very top-level officials. The ability of superiors to
do, like I say, both penalize and reward in terms of resources, are
not significant enough to provide the proper motivation on their. part.
The people involved in the management and in the procurement of the
defense weapons systems have considerably more responsible positions
than many others of similar rank personnel system, and yet the sys-
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tem probably views them both the same in terms of their responsibil-
ities and performance.

Chairman Proxarre. You left the Pentagon to go into the quieter
groves of academe in the beautiful southern California area.

Mr. Buesking. Yes, sir.

CONFLICTS OF INTEREST

Chairman Proxyre. Do you think there is any attrition on_the
performance of people in the Pentagon because there is a possibility
they may go to defense work? We have laws, of course, to prevent any
direct, immediate, and patent conflict of interest, but we still have
some problems there. Do you think this is something that is of great
significance or not ¢

Mr. Bueskina. I can’t really assess the total significance. On my par-
ticular part, I elected to take the route you mentioned. However, the
financial rewards involved in outside activity in the defense industry
are considerably more than those involved internally, as you well know.
Consequently, again, I have to go back; we don’t have the reward
system available to compensate for the quality of management we
need on our side of the fence. I think in this particular segment of
activity we need to devise much more foresiglgted methods of both
attracting the quality of people to carry out the job, assuming their
responsibilities, and rewarding appropriately those kinds of perform-
ances that we would like to see.

Chairman Proxyire. You can’t indicate any specific rewards or
penalties for doing a good or bad job? It is just that satisfaction, of
course, that any good man has in wanting to do a good job, but there
is no—I suppose it is very difficult compared to private business where
you can promote people, increase their salary, give them bonuses, all
that kind of thing, very little of that, much less of that certainly in
the Defense Department.

COST CONTROL AND ‘ANTISOCIAL ACTIVITY

Mr. Bueskinc. I can only observe that the social sanctions on those
who have attempted to bring about major improvements in the general
areas of costs have been significant. It has been my personal o%serva-
tion thata number of competent people who did attempt to stimulate
major change in the cost environment are no longer involved in work-
ing in that particular environment.

Chairman Proxarre. Mr. Fitzgerald, you might want to comment at
this point on that.

Mr. FrrzeeraLp. Yes, sir; I certainly would.

I think that cost reduction and cost control are by their very nature
antisocial activities. Nobody really likes the efficiency expert, and I
think that a good one expects that and doesn’t really try to win popu-
larity contests. ’

T think there is a difference, though, between the environment in
which these people work in a truly competitive private industry and
Government. The results of their efforts, however, distasteful to their
associates, eventually show up in the profit-and-loss statement in a
private company. It is not quite as clear in the defense situation.

While I have great respect and admiration for those people who
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do push hard in this area in defense, the benefit to the organization is
hot as apparent as it is in a commercial situation.

Chairman Proxyire. This is a very serious problem, you know.

Mr. FrrzeEraLp. Yes, sir.

Chairman Proxmire. As a matter of fact, there is a negative element
here, too. After all, people are human. If you push hard, do a good
job, keeping costs down, you are also likely to be keeping profits down
and you are going to make the people who do have relationship often
with others in the Pentagon and on the Hill, also, make them unhappy,
and they will complain. As you say, you don’t win a popularity contest
in doing a good job here.

Mr. Frrzeerarp. It is essentially antisocial activity.

Chairman Proxaure. At least antisocial.

Mr. Frrzeerarp. To summarize the reward side, the rewards have to
be largely those of doing a good job and learning to do an even better
job in the future.

I think that this motivates quite a number of people for which we
are very thankful.

On the other hand, the penalties for not getting along with people,
that is the phrase, you know; I think are very great. I think our per-
sonnel system penalizes those who are accused of that, for whatever
reason.

Chairman Proxmize. Yes.

Mr. Frrzeerarp. For this reason, we have made an effort, in recent
months particularly, to protect our civil servants and some of our
military officers who are put in a position of playing adversary to
some of the giant companies with whom they deal. This is a very un-
fair match, as you might imagine.

Chairman Proxmire. I am delighted you are doing that. I didn’t
know about that, it is fine.

Mr. Frrzeeravp. It has been a sort of a personal effort on the part of
anumber of us in the Government.

Chairman Prox»ire. How do you protect them ?

Mr. Frrzeeratp. We have in several cases gotten cases together
which were going to become adversary situations and taken these cases
to the Secretary or Assistant Secretary and obtained personal backing
prior to entering into the adversary situation.

TF-30

Mr. Gordon Rule, who was the procurement officer on the TF-30
project which Mr. Buesking mentioned earlier, did this exceedingly
well, I think. He has written a paper on this which I would recommend
for the staf’s reading.

%hairman Proxmire. I hope you will send it to us. I would like to
read it.

Mzr. Frrzeeravo. Yes, sir.

LessoNs L.EARNED DURING THE PRATT AND WHITNEY STUDY AND NEGOTIATION

1. Do not start something you cannot finish.
(a) Terms of reference.
(b) Selection of team members.
(c) Topside support.

2. Tactics versus ethics.

3. Know your negotiating position.



235

. Expect resistance and criticism.

When such a study should be conducted and by whom.
DCAA assistance.

Fundamentals.

., Contract terms and deficiencies.

. The corporate mentality.

10. Patience.

11. Planning.

12. Sense of humor.

13. Regular written reporting.

14. Firm engine prices.

15. Orders for team members.

16. Intellectual honesty. ,

Overall lesson learned. .

As Chief Negotiator and Head of the Special Negotiating Team established by
the Chief of Naval Material at the direction of SECDEF, I feel a responsibility
to document what I consider to be the lessons learned from this eleven month
effort to definitize certain letter contracts and bring about desired and required
changes in the operating and contracting practices and procedures of this im-
portant defense contractor.

Lesson No. 1. Do not start something youw cannot finish

If and when the DOD requests you to set up a team and go into one of the
largest defense contractor’s plants and find ways of reducing that contractor’s
costs and increasing his efficiency, you have a hard decision to make—if you are
smart.

You have to ask yourself if you are tough minded enough and have the in-
testinal fortitude to make decisions that will result in considerable opposition,
both from the contractor involved and from those in the DOD to whom the
contractor has always been a “sacred cow.”

If you conclude that you are mentally equipped to take on this assignment,
vou must then accomplish the following if you are to give yourself any reasonable
expectation of finishing what you have been asked to start:

(@) Obtain written terms of reference defining clearly what the assign-
ment is and make absolutely sure that your authority is spelled out in no
uncertain terms. If you cannot get the authority and decision making power
you feel essential, you better find this out before you undertake the assign-
ment. At that point you have a choice—if, however, you start work with-
out this knowledge, and are pulled up short downstream, it is your own fault
and you cannot then be heard to complain about lack of authority.

(b) Obtain unambiguous authority to choose the members of your nego-
tiating/study team. If you are going to be held responsible for the success or
failure of the team’s efforts, you must be permitted to choose your key team
members.

(¢) Determine if you and your team have and will continue to have 100%
support from the top officials in the organization you are representing.

The absence of either a., b., or ¢. above can and probably will prove fatal to
vour efforts. You are supposed to produce results, not merely engage in a level
of effort exercise, but without a., b., or ¢. you will be stepping up to the plate
with one or more strikes against you. Perhaps more important, however, is the
fact that you will be kidding both yourself and others who believe in your ability
if you permit yourself to commence the assignment without the basic tools
required to make success possible. With these tools success is not assured, but
without them, success is not possible.

In the Pratt and Whitney study and negotiations, all three of these essentials
were provided. Admiral Galantin provided perfect terms of reference, provided
exactly the team personnel requested and in the later stages of the negotiations
when the going really got rough—with both the contractor and certain elements
in the Navy—provided 1009 support for the Team. This support was complete
and absolute, up to and including SECDEF. Had it not been, we could not have
succeeded.

Lesson No. 2: Tactics versus Ethics
- In our study and negotiations with Pratt and Whitney, it was early realized
that we were engaged in an adversary proceeding. Government contract negotia-
tions are not normally, but should not be, adversary in nature. The essence of
the term “negotiation” is antithetic to the adversary proceeding concept, where,
as a case in court, one party wins and the other loses.

The Pratt and Whitney operation ran the complete gamut from the adversary

DLW
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to sincere appreciation. They did not want us in the plant, they did not cooperate
during the study, they went all over DOD in attempts to impede our efforts, they
stalled and withheld information, they could not believe the Government would
take firm action against them, they finally saw the light and believed we meant
business, they then agreed completely and without reservation to do what we
required, they are now carrying out their promises and commitments and last,
but by no means least, I firmly believe that Pratt and Whitney today—at the top
corporate level—is sincerely appreciative of what the Team has finally succeeded
in getting the company to do.

This transition was brought about by the utilization of every possible and
available tactic through the study and negotiation. We were ever mindful of the
line between ethics and tactics. We fully realized that we were dealing with the
largest employer of labor in the State of Connecticut which could naturally
produce State and Congressional “inquiries”, ete.

The overall tactic was to slowly, step by step, paint the company into a
corner from which they could only extricate themselves by engaging in reason-
able negotiations. This was done by firm correspondence, by rejecting their
proposal to definitize the letter contract as unreasonable and unsubstantiated—
something of a shock to any company—by fortuitous public relations and ulti-
mately by a Contracting Officer’'s Decision setting the engine prices.

To accomplish this with a company that has been dealing with the DOD
for many years on their terms, not ours, is not easy and requires a very fertile
imagination plus the mental toughness mentioned at the outset. Full use of
all available tactics, however, must never cross the line and become unethical.
To overstep this line could be labelled “artibrary and capricious” action by
the Government which is not permissible by any standard.

Thus the difference between tactics and ethics. In short, you owe it to
the Government and to yourself to effectively use every single tactic at your
disposal.

Lesson No. 3: Know your negotiating position

As team head, you must analyze your assignment to ascertain your nego-
tiating position. Do you have strength or are you negotiating from weakness?

In the Pratt and Whitney “should cost” exercise we were attempting to
determine what jet engines should cost as distinguished from what the contractor
said they would cost. Although the Team was conducting the first such in-depth
study of a contractor’s operations to determine this “should cost” it was realized
early in our undertaking that we had no negotiating position or any strength
whatsoever.

In reviewing our negotiating position, it became apparent that if our “should
cost” study resulted in the conclusion that Pratt and Whitney engines should
cost 500K instead of TOOK, there was nothing we could do about it, because
contractually we were in the position that if we did not agree to the contractor’s
proposed price to definitize the letter contracts he could stop work and
demand a termination of the contract. In short, the letter contract definitization
clause was a one way street for the contractor.

In his situation, I decided to create a negotiating position for the Govern-
ment. where none existed. An amendment to the letter contract was nego-
tiated which permitted the Government to unilaterally set engine prices if
the parties were unable to mutually agree upon reasonable prices. Under this
amendment the contractor was obligated to continue work and could appeal
the Contracting Officer’s Decision to the Armed Services Board of Contract
Appeals. With this amendment the Team was not only in business but now had
a means of protecting the Government’s interests.

This negotiating position which the Team created for itself was used very
effectively later in the negotiations with the resuit that the contractor proceeded
in good faith and negotiated a reasonable settlement.

The point is, you must know your negotiating position and if you have no
strength, create strength, don’t play a losing game just because you may have to
start with nothing.

Lesson No. 4: Expect resistance and criticism

When you are engaged in a study and negotiation even comparable to the Pratt
and Whitney exercise, you should expect resistance and criticism from your
efforts. ’

Obviously, if your assignment is in reality an adversary proceeding you should
expect resistance and criticism from your opposite number—the contractor—but
when it comes from people in the Government, who should be supporting your
efforts, you will naturally be chagrined.

This “home front” resistance ean be much more brutal than that from a con-
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tractor. We are even criticized by some of our own people for getting Pratt an.d
Whitney to amend the letter contract to permit us to make a Countracting Officer's
Unilateral Decision. .

1f, however, you have learned your lesson number one above, and have obtame_d
proper terms of reference and assurance of top level support, you need not panic
at the opposition to your efforts. Actually, some of these attempts to interfere with
and thwart your efforts could be highly amusing if they did not come from grown
men who are getting paid by the Govermment, and thus should think first about
the Government’s best interests.

If you have also learned another lesson—that of always keeping a sense of
humor—you may be able to turn this sort of opposition to advantage by bringing
it into the open and publicizing it. Additionally, if you are sufficiently astute you
may very well connect degrees of opposition to certain of your actions, which
can tell you that you are on a right track or have hit a nerve.

Lesson No. 5: When such @ study should be conducted and by whom

Our “shouid cost” study and negotiation were conducted in connection with a
particular contract, specifically, the definitization of a letter contract, and the
letter contract, and the letter contract was several months old when we started
work.

If and when it is thought necessary or desirable for the Government to have a
comparable study made of a sole source contractor’'s operation, it is suggested
that the study not be made with respect to an individual contract. Such an in-
depth study should be aimed at the entire sole source operation rather than one
contract.

It is also suggested that this type of study, designed to determine a sole
source supplier’s overall efficiency, should be performed by a highly professional
group of full time people attached to DOD. Objectively, improvement and inno-
vation are not normally the result or by-products of any type of self inspection.
Our Team found that part of the inefficiency existing at Pratt and Whitney was
the fault of the Navy and our Final Report so stated. Teams set up by a service
or an activity within a service are unlikely to criticize the activity they work for,
for obvious reasons.

Lesson No. 6: DCAA Agsistance

In my opinion, it is absolutely essential in any comparable study and negotia-
tion that DCAA be persuaded to supply, as a member of the team, their most
capable man.

1 picked each member of the Pratt and Whitney Team except the Audit mem-
ber. Acting upon advice, Mr. Petty, the Head of DCAA was asked to provide one
of his very top men and this he did. In retrospect, it is fair to say that without the
wisdom, experience and guidance of Mr. Kinelski from DCAA, our resuits would
have been far more difficult of achievement.

Lesson No. 7: Fundamentals

One of the most important lessons learned or perhaps relearned was a new
appreciation of the very fundamentals of DOD contracting. Basic cornerstones
such as the contractor’s purchasing system, his make-or-buy plans and program,
his proper execution of Form DD 633, his use or nonuse of risk type contracts, his
access to records policy and his acounting practices are the sort of things one
can easily take a little too much for granted and what we found in these areas
at Pratt and Whitney jarred us back to a new appreciation of how DOD pro-
curement people must concentrate on these fundamentals every day of every year
if they are properly doing their jobs.

Lesson No. 8: Contract terms and deficiencies

Several contract terms and omissions caused the Team unnecessary trouble and
should be corrected in future DOD contracts. These are :

(a) Ceiling prices.—This term was used in the letter contraet to indicate
the maximum Government exposure or liability. The letter contract was to
be definitized by negotiation to a fixed price incentive contract with target
prices, target profit, share pattern and ceiling prices. The contractor con-
tended that the term “ceiling price” as used in the letter contract to indicate
maximum Government exposure—for the Government’s benefit—also auto-
matically became the ceiling price to be used in the FPI matrix and was
not negotiable.

Future use of this term in letter contracts should be carefully circum-
seribed to indicate its true and restricted meaning.

(b) The use of undefined terms should be avoided. The term “multi-
year FPI Successive Targets proposal” appeared in our letter contract and
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no two people could agree on what it meant or what was intended. No such
term is used in ASPR and the use of such undefined terms should be avoided.

(¢) The proper type of contract should be used. We were trying to
definitize a so-called multi-year contract which is a perfectly proper contract
to use when requirements are firm. Nothing could be as unfirm as jet engine
requirements with the result that we encountered terminations, stretchouts,
changes in delivery dates through our efforts.

(d) The existing ASPR definitization clause for use in letter contracts
does not protect the Government’s interests. This was the clause we found
in the Pratt and Whitney letter contract which we had amended as dis-
cussed under Lesson Number Three. As a result of this Pratt and Whitney
negotiation, ASPR Case #67-249 was initiated by the Navy to amend the
ASPR clause to permit the Contracting Officer to do. in any difficult case.
what we did in the Pratt and Whitney case and without which we would
never have definitized the letter contract on any reasonable basis.

(e¢) Omission of a “Complete Agreement” clause. We were surprised to
find the contractor contending that the terms of the written letter contract
were subject to oral understandings with certain Navy people. We found
that the contractor was indeed right and that an oral agreement was made
which was at variance to the contract.

This sort of situation is inexcusable and the Government should always
incorporated a so-called “entire agreement” clause to preclude the existence
of oral or unrecorded agreements.

Lesson No. 9: The corporate mentality

We became well aware of divisions of thinking, at various levels, in the P&W
organization. This divergence of opinion is probably par for the course in every
concern, but at P&W it was marked—in a very guarded sort of way.

Some knew-—and so stated—that changes must be made, others said they had
been trying for years to make the company more efficient. Such differences may
be of assistance in your efforts but do not rely too heavily upon them, because
You cannot always believe what you hear or are told.

The real corporate mentality, which must be determined, is masked behind
lawyers, accountants, engineers, vice presidents, and others who take part in
contract negotiations with the Government. Each of these groups or individuals
are trying hard to look good to top management of the division or corporation
with the result that they ask for and insist upon contractual clauses and posi-
tions they really have no authority to demand. The Government negotiators
don’'t know this and certainly in the P&W exercise it became all too apparent
that these people were overplaying their hands, but the difficulty was to prove it
and preclude it.

In addition, we finally became satisfied that our positions and objectives were
not being relayed to top P&W management by their negotiators, thus what we
had thought was the corporate mind and position was proven to be in error.
When we made our Contracting Officer’s Decision, top management immediately
realized that they had not been getting our real message from their own repre-
sentatives. When they did get it. the negotiation proceeded as it should, with
the top management actually doing the negotiation and the previous negotiators
being conspicuous by their absence.

The genuine corporate mentality must be ascertained at some point or mistakes
will be made on the basis of what someone without authority puts forward as
the company position.

Lesson No. 10 : Patience

Although all good negotiators know the value of patience—assuming they are
permitted to indulge this tool—it is doubly important in such a study and nego-
tiation as was undertaken at P&W.

It takes time—agonizing time—to determine the good faith of the contractor
and as mentioned in Lesson Number Eight, to understand the genuine corporate
mentality toward the negotiation.

In the P&W exercise, I felt that we were waiting too long to make the Con-
tracting Officer’s Decision and thus escalate the entire negotiation to top cor-
porate management. On the other hand, and in retrospect, perhaps an earlier
showdown could have been labeled as precipitous. By erring on the side of
patience the action ultimately taken was unassailable and it proved the time
spent to be well worthwhile.

Lesson No. 11: Planning

The head of any special group such as that established to work on Pratt and
Whitney, must literally spend day and night thinking, planning, anticipating and
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being prepared for any eventuality. This must be affirmative planning, not just
planning to react.

The other members of such a team will be deeply involved in their own areas
of responsibilities and cannot take the time for detailed planning. Inherent in
the necessity for planning is to determine your objectives and tell the contractor
in writing what they are. This requires clear and unambiguous letters which
will lay a foundation to oppose any subsequent appeal by the contractor to the
ASBCA. .

Proper planning and the use of all legitimate tactics available will serve to
keep the initiative throughout the negotiation. By so doing, you build your case
and make the contractor increasingly unhappy with you, but as long as you are
being firm and fair you want him reasonably unhappy for some time. If he was
at all times happy and content you should probably be relieved of your duties.

Lesson No. 12 : A sense of humor

Although a sense of humor is essential in any successful form of human en-
deavor, if you attempt to carry out an important study and/or negotiation as
was done at P&W without it, you might not even get off the ground.

Heartaches and headaches abound vis-a-vis both the contractor and personnel
in the Government, as well as within your own team. If you don’t have a sense of
humor you are out of place on a team or directing a team. If you deprive yourself
of a sense of humor you make your job and that of the team much more difficult.
Tensions must be quickly dissipated and not permitted to smolder and grow if
perspective is to be maintained and results achieved. A sense of humor is the key.

Lesson No. 13 : Regular written reporting

Even though you have been entrusted with terms of reference which fully
authorize you to make the decisions and obtain results, you will find it in-
valuable to periodically—on P&W we did once a month—write a memorandum
report for the file documenting what was done the previous month and what is
planned for the coming month.

By sending copies of such a document to those who need to know, you will
assure their full knowledge of what you are doing and hence their continuing
support and confidence.

Lesson No. 14 : Firm engine prices

One of the mistakes of the TF30 engine procurement was not getting from
P&W a better firm handle on what production engines were going to cost. The
result was unexplained, substantial increases in engine prices from the original
“estimate”.

It is certainly hoped that in future engine development programs the Navy,
or any other procuring service, will be astute enough to require any engine
manufacturer to submit either firm target prices or ceilings for the follow-on
production engines.

If we do not take this simple, businesslike precaution, it will ill become us
to later complain again about unexplained, substantial increases in engine
prices.

Lesson No. 15 : Orders for team members

The P&W Special Negotiating Team was established and the team members
appointed by the Chief of Naval Material. Some of the team members were from
activities other than the Naval Material Command Headquarters. In retrospect
it is clear that individuals designated to work full time on a special mission of
some duration should be given TAD orders to the new assignment. By so doing
the fitness or efficiency reports for the team members become the responsibility
of the person assigning them to the team, rather than the activity from when
they came. ’

This can be very important if the work of the special team affects the activity
supplying members to the team.

Lesson No. 16: Intellectual honesty

(a) Preparing for and conduct of study.— When a special team is established
to study any or all aspects of a contractor’s operations, two separate phases are
involved, first, the preparation for the on-site study and secondly, the conduct of
the actual study itself. It is essential that during the first phase you not allow
vourself or the team to embrace preconceived or prejudicial positions or convic-
tions. Your objective will normally be to determine facts and despite your
knowledge of the comtractor’s reputation and history you must approach and
conduct the study with an open mind. In the P&\ exercise I made it clear to the
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team that if the facts showed the engines should cost what the company said they
would cost, we would so report ; there would be no distortion of facts because of
preconceived feelings or positions.

(b) Reporting the facts and making recommendgtions.—During the conduct
of any fact finding study both favorable and unfavorable facts will be developed.
It is incumbent upon you to report fairly both categories of facts and give due
weight to the favorable ones in your overall evaluations and recommendations
concerning the contractor. Thus we found, and so stated in our report, that P&W
produced a high quality product, on time, and that the company had advised the
Navy in writing that engine costs would increase substantially because of a
greatly expanded program of subcontracting if the Navy wanted them to under-
take production of the 2058 TF30 engines over a four year period. These and
other favorable facts were given proper weight in our overall conclusions and
recommendations.

The same intellectual honesty must be displayed vis-a-vis the particular activity
of DOD involved. Facts favorable and unfavorable to any activity must be
reported accurately and honestly. Adverse comment and constructive criticism
is not a one-way street. Failure of any activity of the DOD to properly carry out
their responsibilities must not be covered up or minimized.

OVERALL LES8SON LEARNED

There is one paramount lesson to be learned from the P&W exercise. It is a
very simple lesson but one which should never be lost sight of by Government
representatives. This lesson is that despite all manner of obstacles, despite an
adversary climate during much of the study and negotiation, if you are fair and
firm throughout your operation, success can be your, along with respect and even
later appreciation from the contractor, for what you have done for both the
Government and the contractor.

The most important element of being fair and firm is to not take advantage of
the contractor when you reach the point, as we did,where we were firmly in the
driver’s seat as a result of the Contracting Officer’s Decision. The temptation is
great indeed to bear down on the contractor at this point to eompensate for all
your earlier frustrations, delays and lack of cooperation. Do not make this
mistake.

When you have the contractor in this position, you must then proceed to
secure what you have previously determined to be reasonable positions for
both your short term objectives and your long term objectives. If you get all of
your long range requirements you may temper your short term ones accordingly.
‘What you want is overall reasonableness, and you do not achieve this by driving
too hard a bargain.

Do not concern yourself regarding the in-house noses out of joint at your
efforts. Your job is to represent the Government to industry in a firm and fair
manner and if you have done so successfully, forget the rest.

GorDON W. RULE.

And I think that this negative incentive can be overcome in this
way. I think most of the good people, all of the good people we have,
and they are in the majority, want to do a good job in this area,
and if they can stay alive while doing it, they will do so.

I am very sympathetic to the people involved in this so I may over-
state it sligﬁ’tly.

Chairman Proxmire. I can understand why you are.

Mr. Frrzeeraro. I picture in my mind the colonel who is perhaps
on his last tour or next to the last tour, and he is in charge of a de-
tachment as plant representative. He has very heavy responsibilities,
many of which if discharged properly cause him to incure the wrath
of the contractor, and he is being cut off in the middle of a vareer.
He has college expenses, and he needs to make money. It requires a very
exceptional person, I think, to go all out in this situation and control
costs when in turn they have the effect on profit and well being that
Mzr. Fisher and others have cited.

Senator Proxmire. I am delighted you recognize that problem as
well as you do and from what you say it seems the administration of
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the Defense Department recognizes it, is acting on it and is trying to
do their best to overcome the great pressure on personnel not to do a
vigorous job in reducing costs. ]

Mr. Firzeerarp. We don’t have a formal program in the Air
Force——

Chairman Prox»ire. I want to see that Rule paper and anything
at all, any other procedural reports, that you have, to indicate what 1s
actually being done. ) .

Mr. Frrzeerarp. Nothing that I know of in writing, but I think
there is an awareness of this problem and a determination at least on
the part of the Air Force Secretariat to alleviate it somewhat. It 1s a
very severe on, as you can understand.

DESIRABLE TO REDUCE DOD MANAGERTAL CONTROL

Chairman Proxmigre. Do you want to comment on that, Mr. Fisher?

Mr. FisHER. I certainly agree with Mr. Buesking and Mr. Fitzgerald
that there is an asymmetry between the motivation and incentives
provided to contractor’s representatives, and those provided to DOD
contracting personnel, but there is one other point that I would like
to mention, I think we are making a mistake when we insist that the
Government have the same capability and managerial skill that con-
tractors have. One of the reasons we have a private defense industry
is to pass off some of the managerial problems to contractors. Yet,
every time we write a contract with precise specifications we get in-
volved with managerial functions so that it becomes increasingly
necessary for the DOD to provide people who can duplicate all of
the functions that the contractor is supposed to perform. It would be
desirable for the DOD to reduce the managerial control that it now
exercises over many of these contracts.

Chairman Proxmire. I think it is an excellent point. You want
to substitute managerial functioning but at the same time tbere is
a direct, and there should be, a healthy, wholesome conflict between the
manaiement people on the outside, the private contractor who wants
to make as much money as he can, and that is normal, we expect: that,
it is part of our system, and the representative of the Federal Govern-
ment, the Defense Department man who wants to keep those costs
down and with the contract would normally persuade management
not to do so.

Mr. Buesking, I believe, wanted to make a final comment.

Mr. BueskinGg. Yes, I want to make a final comment.

I would agree with Mr. Fisher we should not duplicate all the
management efforts of the contractor. We want to shift that to him,
but I would make the point we need to have at least some of the
expertise and understanding of what he does if we are going to
deal with him in an adversary relationship. It would at least require
some of the competence in the DOD even if we don’t duplicate the
total range of activity and I wouldn’t expect that we should.

Chairman Proxarire. I might just announce we intend to receive
testimony from Admiral Rickover in executive session as soon as that
can be arranged. Any additional statements we may receive, to-
gether with correspondence and statistical data will be included in
the record, without objection.

We have a statement from Representative Henry B. Gonzalez, a
Member of the Congress representing the 20th Congressional District
of Texas. We will include Mr. Gonzalez’ statement at this point.



STATEMENT OF HON. HENRY B. GONZALEZ, A U.S. REPRESENTA-
TIVE FROM THE 20TH CONGRESSIONAL DISTRICT, TEX.

Mr. GonzaLgz. Chairman Proxmire, I greatly appreciate this oppor-
tunity to address your subcommittee. I wish to commend you for call-
ing these hearings on defense profits. Indeed, you deserve the highest
gratitude of the American people for your tireless scrutiny of defense
spending.

LACE OF CONCERN ABOUT EXCESS PROFITS

Almost independent of my other congressional duties, I have become
concerned about a lack of war-time restraints in a period of high de-
fense spending. I have read many reports on this recently, and have
quoted figures from them. But the more I learn the more I remain
convinced of an early impression—that there is a studied lack of con-
cern in most quarters about excessive profits on defense contracts.

There is an agency which is solely concerned with recovering excess
profits on military spending. It is largely obscure. It does an efficient,
effective job within the restricted mandate of its enabling legislation,
but this agency—the Renegotiation Board—has withered away from
lack of concern for its function.

About the only people who pay attention to the evidence of
profiteering turned up by this Board are those contractors who are
ordered to return unearned profits. Their determinations of excessive
profits are largely on defense contracts, but the Department of Defense
does not take note.

GAO STUDY OF RENEGOTIATION BOARD AND DOD

I recently requested the General Accounting Office to study the
relationships between the Board and DOD. It was the first serious look
GAO had taken at renegotiation. One of the questions I asked was
about the policy of DOD in doing further business with contractors
who repeatedly ran afoul of the Board. It turns out there is no policy.
The Comptroller General, who signed the report to me, stated: “To
the best of our knowledge, DOD does not give weight to the Board’s
findings in selecting suppliers of defense materials nor do the Board’s
findings diminish a company’s chances of receiving another contract.”

I venture to say that no private citizen would continue to buy from a
tradesman whom he had good reason to believe overcharged him time
and time again. But apparently Uncle Sam does not mind.

LACK OF DATA ON PROFITS

An unmistakable manifestation of the general unconcern about
whether the taxpayer is being gouged on defense spending is the lack
of data on defense profits. Most of the profit levels DOD points to are
contemplated profits agreed to before the contracts are awarded, not
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the actual profits realized on the completed contract. Not even DOD’s
expressed concern about the cries of defense contractors that their
profits are too low has induced an accurate profile of costs and profits.
To shy away from hard data seems to be unofficial policy. Is our bliss
being protected by keeping us ignorant? .

Two years ago, Adm. Hyman Rickover told Congress it was his
experience that defense profits were rising by about 25 percent. DOD
would not accept this, pointing to the persistent complaints of low
profits by contractors. The House Appropriations Committee ordered
a GAO study, issued on April 20, 196? , which indicated that Admiral
Rickover was right, and that the contractors were somehow mistaken.

But contractors still complained and DOD, acknowledging their
lack of complete information, responded with another study. DOD
reached into a segment of the military-industrial-educational complex
and contracted to pay $105,000 for a study of military profits to be
based on information voluntarily supplied by the contractors. The
results of this ”LMI Study” were predictable.

NEED FOR UNIFORM ACCOUNTING STANDARDS

A fundamental difficulty in determining and comparing what the
American taxpayer is paying in profits on war goods is the vast assort-
ment of accounting ploys that can be used to compute costs. While I
have no doubt that the accounting procedures of most contractors are
legitimate tools of management which they apply consistently to all
their business, the very multiplicity of accounting procedures lend
them to easy manipulation if obscurity or fraud is intended. There
are, for example, many ways to charge off depreciation, or overhead
costs. The temptation to over-estimate or over-report costs is tre-
mendous, because excessive costs are not costs at all but disguised
profits—profits which are not taxable.

The General Accounting Office is aware of this. They are aware that
uniform reporting methods have been a burning issue in the accounting
profession for years. They are aware that certain costs properly allow-
able in private industry are not appropriate to Government contracts.
They are probably aware of the naval contract on which seven different
audits came up with 11 different estimates of the profits which were
earned, due to different interpretations of allowable costs.

Yet GAO expressed surprise when a bill to establish uniform cost
accounting standards gained serious consideration in Congress this
year. I was surprised at their surprise.

GAO is directly responsible to Congress. The Office of Comptroller
General of the GAO was established 50 years ago in order to equip
Congress with the accounting expertise and audit capabilities neces-
sary to implement congressional review of public funds. The profes-
sional staff of GAO has grown to about 3,000 employees.

But the GAO representatives did not give an adept performance
before the Senate hearings on the uniform standards bill T helped
along to House passage. The GAO seemed confused that their bosses
in Congress were suggesting that accurate data on costs was a pre-
requisite for determining fair profits.

GAO did not deny the need for more precise data on costs and
profits. It would seem to me that if the need for usable profit data is
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admitted, then the opinions of those professionals in and out of
Government who believe that uniform cost accounting standards can
be fairly devised should have more weight than those who say the
whole idea is preposterously impractical for dozens of resourceful
reasons.

Certainly the implementation of uniform cost accounting standards
will be politically difficult, for the powerful military-industrial lobby
is now adamant against them. But Congress itself is the arena for de-
ciding political differences. I expected from our advisers in GAO a
more positive statement on the technical issues involved—issues which
must have presented themselves to every defense auditor in GAO for

ears.
Y The 90th Congress, of course, enacted the uniform standards bill as
Public Law 90-370. It calls for the GAO to complete a study on the
feasibility of uniform cost accounting standards for large defense
contracts. GA O is pursuing this task vigorously.

However, I suspect that the general unconcern with profiteering is
also partly reflected in GAO. Fifty-seven percent of our national
budget is being spent directly on defense—over $70 billion. Are a
proportional amount of GAO auditors spending their time and energy
reviewing defense contracts? Is more than half their professional staff
so engaged ? Or is GAO another place where defense profits are mud-
died waters, where individual examples of profiteering are not allowed
to raise larger questions and where the self-serving cries of low defense
profits go unchallenged ? '

GAO SHOULD CONDUCT PROFIT STUDY

In my opinion, Mr. Chairman, your subcommittee can perform one
of the most valuable functions of our times by directing GAO in a
comprehensive review of profits on all types of defense contracts. The
concern Congress expressed in enacting Public Law 90-370 and the
intention of Congress in opening a contractor’s books to Government
inspection for 3 years (Public Law 90-512) arre adequate mandates
for mobilizing GAO for a more intensive examination of defense
profits. Thank you.

Chairman Proxmire. I want to thank you gentlemen for a fine job;
Veryhfra,nk and responsive, and most illuminating. Thank you, very
much.

The hearings are now closed, except for the Rickover testimony
which will be heard shortly, in executive session.

(Whereupon, at 12:15 p.m., the Subcommittee on Economy in
Government recessed, subject to call of the Chair.)

(Additional statement, presented for the record, follows:)

STATEMENT OF GEORGE W. BERGQUIST, DEPUTY ASSISTANT SEC-
RETARY OF DEFENSE (MANAGEMENT SYSTEMS DEVELOPMENT)

MANAGEMENT SYSTEMS AND CONTROLS

The management control systems that the Department of Defense prescribes
in doing business with contractors can importantly influence the quality of
what is delivered, the timeliness of delivery, and the cost. These systems can
in themselves be costly or reasonable, effective or merely burdensome. While
they cannot replace motivated management, they can either vastly help or
seriously handicap even the most highly skilled and motivated manager. The
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lack of an adequate management control system can defeat the best intentioned
manager. Or on the other hand, such systems can frequently be so numerous,
overlapping and duplicative as to submerge a manager in a sea of paperwork.
The Department of Defense is deeply concerned about insuring that we have
better management control systems for use in the procurement process, and
that we hold down the number of such systems to a minimum essential level.

With this concern as a foundation, I would like to address the following
questions:

1. What do you mean by management control systems?

2. What is the recent history of the Department’s concern and activity?

3. What progress have we made toward the goal of better and fewer systems?

4. What are we currently doing, to assist the procurement process with better
management control systems?

5. What about the future?

Management control systems

The terms Management Control Systems, Management Systems, and Resource
Management Systems are used quite interchangeably these days. For example,
DOD Directive 7000.1, the Defense document that assigns the Comptroller’s
office a charter in this field, speaks of Resource Management Systems and defines
them in this way :

‘“Resource management systems include all procedures for collecting and proc-
essing recurring quantitative information that (1) relates to resources and (2)
is for the use of management. They also include procedures which are closely
related to gquantitative systems even though the systems may not themselves be
primarily quantitative. Resources are men, materials (i.e.,, real and personal
property), services and money.”

This same Directive goes on to say:

‘“Resource management systems are ordinarily described in terms of the flow
and processing of information, and the common denominator of this information
is often monetary but the information may be non-monetary.”

And the Directive says that resource management systems include, among
others, “Systems for management of acquisition, use and disposition of capital
assets.”

Another definition states that a management system is an orderly way, gen-
erally including a documented procedure, of assisting managers in—

Defining or stating policy, objectives and requirements;

Assigning responsibility ;

Achieving effective utilization of resources;

Periodically measuring performance;

Comparing that performance against stated objectives and requirements;
and

Taking appropriate action.

In the context of this statement, we are dealing wholly with those manage-
ment—or management control—systems that the Department of Defense uses in
connection with procurements from contractors.

History and background

I will now try to sketch the background which lies directly behind our vecent
and current work in seeking to improve our management systems.

There has been no lack of management systems of the kind we are discussing
today. We have very recently compiled an admittedly unscrubbed list of some
1,000 in the Department of Defense. They range from large systems like PERT,
to simple one-page reports on costs in a particular procurement. I think most
would be judged good, in that they meet recognized needs for data, and they are
generally clear, understandable and reliable in the sense of being auditable.

I can speak from personal experience, having served for four years under
Admirals Raborn and Galantin in the Polaris program of the Navy. Polaris can
certainly be called a successful program. It performs as promised. It was delivered
on or ahead of schedule. Costs have been well controlled. The management sys-
tems that were developed in the Polaris program—or perhaps they could better
be called subsystems within an overall integrated system—contributed im-
portantly to that success, and have been honored by wide imitation. They include
such things as PERT, the idea of the independent evaluator, milestone charting,
the management center concept, and the imaginative use of graphics and fast
communications. Not all of cur management system experiments were successful,
and we discarded those that were not.

22-490—69—pt. 1——17
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. Other project managers of other major weapons system acquisitions were
devising management systems at the same time. I suppost the 10-year period
from 1955 to 1965 saw our greatest proliferation of management systems. You
can make several generalizations about the management systems inaugurated dur-
ing that decade: .

1. There was duplication and overlappmg Many. systems were devised that
were identical or barely different in content and procedure.

2. Some of these systems penetrated the contractor’s plant. That is, some of
these systems specified not only what data the contractor was to report, and
when, and on what forms—but they also specified how he was to collect and
‘assemble the data. PERT is an example. Systems of this kind led the contractor
.either to reorganize his internal control systems, or to operate dual systems—his
own and the Government-specified one.

I won’t say that these two general characteristics—proliferation and penetra-
tion of the contractor’s plant—are necessarily all bad. Experimentation and try-
ing out new ideas often leads to proliferation, but by natural selection it might
be expected that the best systems would survive. We.cannot say this has hap-
pened in all cases. Penetration of the contractor’s plant with a prescribed sys-
tem for him to operate can have the benefit of assuring the government’s project
manager that the data have known origins and meet a certain standard of reli-
ability and comparability. Admiral Rickover and others have pointed out how
contractors’ systems vary, both as to their quality, and as to the comparability
of reported data.

On balance, uncontrolled proliferation turns out to be inefficient and costly,
not only in terms of multiple reports and mounting piles of paper, but more im-
portant, because it needlessly increases:the cost of organizations, procedures, ac-
counting systems, computers, and the efforts of people needed to make the du-
plicative systems work. And penetration into the contractor’s plant with pre-
fabricated, prepackaged systems to be applied the same way in every situation,
leads all too often to artificialities and window dressing. The best system for
an electronics plant is not necessarily the best system for a missile plant.

Recent progress

The main thrust of the recent efforts of the Department of Defense to realize
better and fewer management systems in the procurement process has come
since the issuance of DOD Directive 7000.1, Resource Management Systems of
the Department of Defense, on August 22, 1966. This Directive states DOD policy
on the subject, and assigns responsibilities.

It prescribes that systems used in procurements should:

Focus on the item (or component thereof) being acquired, its quality, its
time schedule, and its cost, in terms of both plans and actual performance.

Include special information subsystems for acquisitions of selected major
capital items.

Be standardized and controlled, to the extent practicable, so as to minimize
the data gathering and reporting workload imposed on contractors and our
own in-house activities.

Be structured so as to minimize changes required in accounting systems
used by contractors.

The Directive also says:

‘“BEach system or subsystem will be compatible with other systems; it should

"not overlap or duplicate other systems; all the data should meet a recognized
need ; the value of the information obtained must exceed the cost of collecting
it; standard terms and data elements should be used to the extent feasible.”

The Directive assigned some specific resposibilities to the Comptroller:

“Subject to the direction, authority, and control of the Secretary of Defense,
the Assistant Secretary of Defense (Comptroller) has the responsibility to pro-
vide for the design and .installation of resource management systems through-
out the Department of Defense. .

“This responsibility .requires that . the Asgistant Secretary of Defense
( Comptroller) :

1. Maintain an overview of all DOD resource management systems ac-
tivity, including an mventory of all significant DOD resource management
systems, that are either in use or under development .

3. .Insure compat1b1hty and umformity among resource management
‘systems.

4. Provide policy guldance for: the charactenstlcs of and general erlterla
govermng resource management systems . ... .
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In discharging this responsibility, the Assistant Secretary of Defense (Comp-
troller) leads in the design of financial systems, participates in the development
of others, and in all cases insures that systems meet certain basic eriteria.

Within the Comptroller’s office, two small groups were assembled in 1966,
within the charter of DOD Directive 7000.1, to work toward the twin goals
of better and fewer systems for managing procurements.

One of these groups, the Directorate for Assets Management Systems, takes
the lead in developing financially oriented systems. The main thrust of its
work since 1966 has been toward improving and consolidating management in-
formation and reports required of defense contractors in the closely related
categories of cost, schedule and technical performance, and toward developing
ways to encourage contractors to use sound management control systems.

One of the first tasks undertaken by this group in 1966 was to address
the need for reliable, comparable cost information to make it possible for the
Department to have a truly independent capability for analyzing and estimating
costs of new weapons systems.

We were handicapped by the shortage of adequate data from previous programs
for use as the basis of estimating the cost of the new programs. Such esti-
mates help DOD make better choices among competing development alternatives,
help those who forecast fund requirements, and provide a cross check against
contractor estimates.

What has been developed is an improved system for collecting the necessary
data, called Cost Information Reports (CIR). CIR provides a means for collect-
ing uniform sets of historical costs for contracts which are part of major weapon
system programs. Cost analysis organizations receive, process, store, and use
these with other data stored in regional data banks.

The CIR forms were designed for collecting cost and related information on
hardware, software, and services acquired for major military programs. Of
the five types of forms used for collecting these data, only the first is manda-
tory for all contracts in the program to be covered. The remaining four forms
are used selectively.

Cost Information Reporting has been tailored to and established for a total
of 44 major procurement programs to date. Reporting is in process in all
three military departments within the Department of Defense.

Many of the management systems placed on contract in the past have related
specifically to performance measurement—that is, to the appraisal of contractor
performance in terms of cost, schedule, and technical achievement against the
terms of the contract, during the period of contract performance. Performance
history is always available at the end of the contract. Prudent management
requires that there be visibility of what is going on during the contract’s life.
Different products, different contract terms, different circumstances all argue
against the imposition of specific systems on contractors that would require them
to operate internally in some invariable way. This led to what has been called
the “criteria approach,” particularly with respect to the procurement of major
weapon systems. As currently being developed and tested, the “criteria ap-
proach” involves setting forth certain standards or minimum essentials for con-
tractors’ internal management systems and then relieving them from the
requirement to operate or superimpose specific, Government-devised systems if
their internal systems meet the criteria.

This is a new departure. It says, in effect, “We will specify the data we in the
Department of Defense need from you, the contractor. We will not specify the
accounting system or data collection system you must use to provide this data.
Instead, you may use the management system you consider best for your own
operation, provided that your system at least meets the standards or criteria
we set forth describing a good system in the public interest.” After long dis-
cussion, reflecting the difficnlty inherent in devising anything that even remotely
smacks of uniformity to be applicable across a wide spectrum, Department of
Defense Instruction 7000.2, Performance Measurement for Selected Acquisitions,
was issued on December 22, 1967.

Applicable at first only to contractors in major procurements, this Instruction
states the following: “To provide an adequate basis for responsible decision
making by both contractor management and DOD Components. contractors’
internal management control systems must provide data which (1) indicate work
progress, (2) properly relate cost, schedule and technical performance, (3) are
valid, timely and auditable, and (4) supply DOD managers with a practicable
level of summarization.” It further specifies that the contractor need make no
changes in his existing internal management systems except for those necessary
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to meet the criteria and it requires the contractor to use data from his own
management control system in reports to the Government. If demonstrated as
complying with the criteria, the contractor’s system may be certified as satisfac-
tory for providing performance measurement data to all DOD Components, and
his system therefore need not face multiple jeopardy every time the contractor
negotiates a new contract. The criteria set forth in DOD Instruction 7000.2
cover the general areas of organization of work, planning and budgeting, account-
ing reporting, variance analysis, and revisions to budgets and plans.

The other small, new group we established is the Directorate for Management
Systems Control, with four professionals assigned. It was given the task of
devising ways to restrain the proliferation of management systems which is the
other major job in the area covered by today’s discussion. We decided to attack
first the problem of proliferation of systems imposed on industry, and to leave
until later the problem of proliferation within the Department. Fortuitously, it
happened that the large segments of American industry serving the Department
expressed concern about proliferation at this same time, in a report of the
Systems Management Analysis Group, called the SMAG Report, for short.

The SMAG report, prepared under the auspices of the Aerospace Industries
Association, was presented to Deputy Secretary of Defense Cyrus Vance, and to
the Assistant Secretaries of Defense, on May 12, 19606.

Secretary Vance responded positively to Industry’s offer to assist the DOD in
resolving the management control system problem. Because the subject matter
pertained to a broad segment of American industrial activity, the National
Aeronautics and Space Administration and the Council of Defense and Space
Industry Associations were invited to participate in the development of a recom-
mended course of action to deal with the problem. It was thought the Council
of Defense and Space Industry Association (CODSIA) could help, for example,
by identifying cases of proliferation and overlapping of systems that were visible
from the industry side of the Government-industry interface. This industry help
was obtained in strict compliance with DOD Directive 5030.13 on Advisory
Committees, and it proved very useful to the Government.

Our first step was the development and approval of a charter outlining the
purpose, function, resyonsibiidties, and method of operation of the proposed
venture. In NMovember 1966, the charter was approved as being in the public
nterest. This signaled the formal creation of the DOD-CODSIA Advisory
Committee for Management Systems Control “. . . for a 2-year period ending
November 15, 1968 . . .” The Committee’s charter has recently been extended
for two years, to November 1970.

A comprehensive, three-phase Master Plan was constructed and was approved
by Assistant Secretary Robert N. Anthony on January 13, 1967. This approval
constituted completion of Phase I of the Master Plan, and commencement of
Phase I1.

The second phase centered around analysis of the need and use of management
systems in certain selected areas. A separate Need/Use Analysis group was
established to study each of the 5 of the most significant of some 19 subject mat-
ter areas, such as financial and schedule, integrated logistic support and work
breakdown structures. The Need/Use Analysis Groups were unique in that they
marked the first time a joint Government/Industry team, consisting of qualified
personnel at the management level, had concentrated on the management system
proliferation problem by examining the role that contractually applicable docu-
ments played in DOD management control systems.

The substantive work of the Committee was essentially completed by December
1967. After that, three months were used to analyze, assemble and edit the total
product, and the report was published in March 1968.

With submission of this Report, the DOD-CODSIA Advisory Committee for
Management Systems Control completed two assigned tasks: (1) It proposed a
system to restrain the future proliferation of Defense Department-imposed man-
agement control systems, and (2) it made specific proposals for reducing the
number and overlapping of systems that now exist. The first task was preventive,
the second, corrective.

Hli,re are the principal products of the DOD-CODSIA Advisory Committee’s
work :

An overall set of standards for management control systems to be used in
major acquisitions.

A draft DOD Instruction to prescribe procedures for developing new man-
agement control systems.
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A draft DOD Instruction to prescribe procedures for applying management
control systems in the acquisition process.

Need/Use analyses of selected management control systems in 5 major
areas: Systems Engineering/Design Criteria, Integrated Logistic Support,
Work Breakdown Structure, Financial/Schedule, and Management System
Source Documents issued by the Office of the Secretary of Defense.

A comprehensive inventory of management control systems identified as
impacting on industry.

A definition of management control systems, and criteria for use in deter-
mining whether a system should be included in the inventory.

A comprehensive plan for implementing in Phase III the recommendations
contained in the DOD-CODSIA Advisory Committee Report.

The drafts of the two proposed Instructions were fully staffed, amended and
corrected, in the Department, and were approved and issued on June 6, 1968.
They are:

POD Instruction 7000.6—The Development of Management Conirol Systems for

Use in the Acquisition Process.

DOD Instruction 7000.7—The Selection and Application of Management Oontrol

Systems in the Acquisition Process.

DOD Instruction 7000.6, covering the development of government management
control systems, requires each DOD Component to submit a plan for any new
management control system, or for any substantive revision to an existing
management control system, to the Assistant Secretary of Defense (Comp-
troller), who, in conjunction with the Assistant Secretary having functional
responsibility, will approve the plan or recommend changes. The DOD Component
then will actually develop the new management control system, coordinating it
within DOD, reviewing it with industry as congidered appropriate, and sub-
mitting it to the ASD (Comptroller) for final approval and inclusion on the
Management Control Systems List. This Development Instruction also contains
guidance for internal DOD use in developing or revising management control
systems. The guidance deals with the characteristics of a suitable management
control system, including both content and relationships with other management
control systems.

DOD Instruction 7000.7 covers selection and contractual application of systems.
The objectives of this Instruction are three: (1) to assure that management
control systems are used to assist in the management of the acquisition, rather
than as ends in themselves; (2) to identify factors which should be considered
in judging the nature, scope and appropriateness of the management control
system documents to be placed on contract; and (3) to describe three modes or
levels of management to be considered and reflected in application of the man-
agement control system requirements. These modes of government management
are ; visibility, surveillance, and prior approval. The mode to be employed in any
situation depends on responsibilities of the buyer and the seller, the nature of
the product and its procurement, the type and amount of the contract, as well
as the program complexity. The Tnstruction requires that management control
system documents to be used on a particular acquisition be selected from those
listed on the Management Control Systems List. Those which are selected become
a requirement of the contract, after approval in the normal procurement review
process.

The Management Control Systems List is a compilation of all management
system documents identified by DOD Components as impacting upon contractors,
or as being appropriate for contractual application. The List therefore serves
as a mechanism to check the proliferation of management system documents,
because only management system documents on the List may be contractually
imposed. The List will be centrally maintained by the Defense Comptroller, and
the steps necessary to add or delete documents from the List are contained in
the Development Instruction, 7000.6.

To help insure orderly implementation of this program, the DOD-CODSTIA
Advisory Committee submitted a proposed Phase IIT Implementation Plan. The
Plan provided for an orderly transition from Phase II, covering the year of
work of the Committee itself, to Phase III, involving mainly the staff offices of
the Office of the Secretary of Defense, and the DOD Components.

The Final Report of the DOD-CODSIA Advisory Committee, including a de-
tailed Phase ITI Implementation Plan, was endorsed by the Deputy Secretary
of Defense on June 22, 1968, in these words:

“Thig report provides a sound basis for the analysis, revision and improvement
of the Department of Defense Management Control System applied on contract.
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The Assistant Secretary of Defense (Comptroller) is coordinating plans for the
implementation of recommendations contained in this report. The net result
should be a marked improvement in the management control systems we use in
dealing with industry.”

Successful execution of the two new instructions for controlling proliferation
of management systems, and of the instruction on criteria for contractors’ man-
agement control systems, it was realized, would depend on complete understand-
ing of their objectives and confident knowledge of their details throughout the
Department; and therefore we have conducted numerous presentations and
training sessions in the field, involving more than 2,000 people to date.

This completes my summary of what we have done in the last two years in
seeking to insure better and fewer management systems in the procurement
process.

Current and future developments

‘We in the Department of Defense are not by any means satisfied yet with our
efforts to develop systems and procedures to help project managers and procure-
ment officers get the most for their contract dollar, on schedule, and up to
specification. We have made progress. We have a long way to go. We think we
understand the problem, and have undertaken to work at it in an orderly way,
using the resources of skilled people and modern computer technology.

In our program for reducing and controlling proliferation of management
systems with DOD Instructions 7000.6 and 7000.7 as tools, we are about to issue
the Management Systems Control List and will shortly begin a systematic effort to
reduce the some 1000 systems catalogued in it by a significant percentage. There
should be dollar savings, as contractors begin to be freed of multiple separate
demands for similar or nearly similar data from a variety of Defense customers.
The new systems that are developed and applied under the discipline of this
program should be simpler, more useful, easier to operate, and more reliable.

In our implementation of DOD Instruction 7000.2 on performance measure-
ment, we are developing a guide for use by contractors in insuring that their
internal systems satisfy the published criteria, and for use by Defense evalua-
tion teams and auditors in appraising contractors’ systems for certification.

In the public interest, we can never be satisfied, and must continue to work
away at the problem. '

It is our aim to help insure and maintain the kind of visibility, and in appro-
priate cases, actual control, that Defense. project managers need to have. through
management systems that are effective and efficient—and few as possible.
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THURSDAY, JANUARY 16, 1969

Conoress oF THE UNITED STATES,
SUBCOMMITTEE ON EcoNoMY IN GOVERNMENT
' oF THE J oINT Ecoxomic COMMITTEE,
Washington, D.C.

The Subcommittee on Economy in Government met, pursuant to
notice, at 2:05 p.m., in room G308, New Senate Office Building, Hon.
William Proxmire, chairman of the subcommittee, presiding.

Present: Senators Proxmire and Symington; and Representative
Griffiths.

Also present: John R. Stark, executive director; and Richard
Kaufman, economist. _

Chairman Proxuire. The Subcommittee on Economy in Govern-
ment 'will come to order. '

This afternoon the subcommittee resumes the hearings begun last
November on the “Economics of Military Procurement.”

This subcommittee has had a continuing interest in military pro-
curement dating back many years. Now, I would like to make it clear
what the role of this subcommittee of the Joint Economic Committee
is with regard to military procurements. We are not a legislative
committee. We do not consider legislation, nor do we approve or reject
legislative proposals. We do not decide policy. Decisions relating to
specific proposals are, of course, made by the appropriate committees.

In the case of military procurement, decisions affecting the sub-
stantive legislation and the authorization of funds are made by the
Armed Services Committees of the Senate and of the House.

I might say I have great regard for the chairmen of both the Armed
Services Committees—in the House and in the Senate. They are ex-
traordinarily able men, and they are very deeply concerned with the
kind of issues we are studying.

I wanted to make the jurisdictional matter clear because we have had
some attention on our findings. But we must continuously recognize
that the whole purpose of our inquiry is to determine the effect of
military procurement on the economy, which is very substantial indeed.

The functions of the Joint Economic Committee are to advise the
Senate and the House on economic matters. We do this by making con-
tinuing studies on matters relating to the national economy.

In studying the national economy, one of the most important factors
we have to deal with is Government spending, the impact of Govern-
ment spending on the economy being obviously very great.

The President’s Budget released only yesterday reveals the enormous
magnitude of Government spending and the trend upward.

(251)
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Within Government spending, the largest-single item is defense
spending. Military procurement, the purchase of weapons and other
hardware, by the Department of Defense is the largest single item
within defense spending. Last year we spent $44 billion on military
procurement. We are concerned about the impact of the methods of
procurement as well as the obvious dollar impact of procurement on
the economy of the Nation, for procurement can be done efficiently
or inefficiently, can be well-managed or mismanaged, can be done eco-
nomically or wastefully, and to the extent it is wasteful and misman-
aged, it can have a particularly inflationary effect on the economy.

The Subcommittee on Economy in Government is vitally concerned
with these matters. Previous studies and investigations revealed wide-
spread waste and mismanagement in military procurement.

Our inquiries and formal recommendations have led to legislative
action in other committees, and numerous improvements in procure-
ment policies and practices, and a greater understanding of the
problems.

Today’s hearing is a followup of the November hearings during
which the question of cost controls and cost overruns were discussed,
The C-5A cargo program was cited as an example of the issues
involved.

Because the magnitude of the overruns in this particular program
were alleged to be about $2 billion more than the contract price agreed
upon—I repeat, $2 billion more—I asked the General Accounting
Office to make a SE)ecial investigation of the circumstances surround-
ing the overruns. I have also asked the Secretary of Defense to make
his own independent study and to cooperate with the GAO.

At today’s hearings we will receive the findings of the GAO and
the testimony of the Air Force officials about the C—5A and similar
contracts.

I want to make it very clear that while the C-5A is a very, very
important element, especially because so much money is involved and
because it all by itself has a distinct effect on the economy,
nevertheless it is only one example of many, and this committee
does not mean because we have concentrated on the O-5A that
we do not recognize that there are other examples, maybe some
of them are even more serious than the C-5A, and we do not
expect, as I say, to make any kind of decision in this committee on the
C-5A, but simply to disclose as much information as we can to give
us a better understanding of the impact on the economy of the pro-
curement, and we hope to make findings that will make for substantial
improvement in this enormously expensive area.

Our first witness, I am delighted to say, is Mr. Frank Weitzel, and
he is accompanied by Mr. Charles Bailey, Director of the Defense
Division of GAO.

Mr. Weitzel is Assistant Comptroller General. He has done a mag-
nificent job in the years he has been in the GAQO, and I understand
this may be his last congressional appearance. Are you just about to
leave the Government, Mr. Weitzel ¢
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STATEMENT OF HON. FRANK H. WEITZEL, ASSISTANT COMP-
TROLLER GENERAL OF THE UNITED STATES; ACCOMPANIED BY
CHARLES M. BAILEY, DIRECTOR, DEFENSE DIVISION; ROBERT F.
KELLER, GENERAL COUNSEL; JAMES H. HAMMOND, ASSOCIATE
DIRECTOR, DEFENSE DIVISION; AND GEORGE GEARINO, SUPER-
VISORY ACCOUNTANT, ATLANTA REGIONAL OFFICE, GENERAL
ACCOUNTING OFFICE

Mr. Werrzer, I am; that is correct, Mr. Chairman, and I am de-
lighted to have it before your subcommittee.

Tomorrow is my last day in office after an exciting 43 years in GAO.

Chairman Proxmire. How many years?

Mr. WerrzeL. Nearly 43 years.

Chairman Proxmire. It is hard to believe. You do not look old
enough to have served so long.

Mr. WerrzeL. The last 15 years I have served in my present position,
and it has been my pleasure to work with many leaders and com-
mittees of the Congress, and I am proud to be working in an agency
of Congress.

Chairman Proxmrre. Forty-three years; for heaven’s sake!

Mr. Werrzer. I know this seems like a lot to you because you are
much younger than I am.

Chairman Proxmire. I do not know how you fellows who look
45 years old do it, but I guess GAO is a place where you keep your
youth somehow. Go right ahead.

Mr. Werrzer. Some days, Mr. Chairman, it does not seem like that,
but may I say that I am also glad that Mrs. Griffiths is here today.
It has been my pleasure to appear before her on many occasions and to
work with both of you on many things that we think have contributed
to the interest of Government efficiency, economy, and effectiveness.
‘We know that you are going to go on, the GAO ‘is going to go on,
and I am certainly going to keep my interest in all these things.

Again, I say, I am pleased to appear before your subcommittee today.
On November 23, 1968, you requested the General Accounting Office
to report to the Subcommittee on Economy in Government our findings
related to the following areas:

1. An investigation of the cost overruns and total costs for the
Lockheed C-5A cargo plane to include analysis of the costs
of R. & D. and production of the plane, engine, and spares.

2. How much in progress payments has been paid to Lockheed
and how much actual progress has been achieved in performance
of the contract.

3. Whether the progress payments have been used by Lock-
heed or GE to finance nondefense ventures, such as Lockheed’s
commercial version of the C-5A.

GAO CONCERNED OVER C—-5A OVERRUN

At the outset, Mr. Chairman, I would like to stress that we share
the subcommittee’s concern with the indicated large overrun on the
C-5A program. We are concerned, too, with the questions raised as to
the effectiveness of the type of contracting used in this case as against
other more conventional types.
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TOTAL PACKAGE PROCUREMENT

" The C-5A -contracts with Lockheed and General Electric were the
first of what has now become known as total package procurement.
This method of procurement anticipates obtaining under a single
contract, containing price, performance, and schedule commitment,
the maximum practical amount of design, development, production,
and support needed to introduce and maintain a system or component
in the inventory.

Under these contracts, it was envisioned that the contractors would
provide the development, production, and support of the C-5A  air-
plane and TF-39 engine 1n one total package that included price and
performance commitments. The contract for the airframe provided
for five R.D.T. & E. aircraft, an initial production run of 53 airplanes
and an option quantity of 57 additional airplanes.

REPRICING FORMULA TO PROTECT CONTRACTOR

In order to protect the contractor against excessive losses on the first
53 production airplanes, a formula was included in the contract n-
creasing the price of the total quantity of airplanes—115 airplanes—if
costs on the 1nitial production run exceeded the ceiling price. On the
other hand, if the contractor had experienced lower than target costs,
the price would be reduced. o

The engine contract with the General Electric Co.—GE—provided
for 54 R.D.T. & E. engines, an initial production run of 228 engines,
and an option quantity of 279 additional engines. As in the case of the
airframe contract with Lockheed, a clause was inserted in the engine
contract to protect the contractor against excessive losses on the Initial
production quantity. The formula under this clause provides for in-
creasing the price of the total quantity of engines—561—if costs on
the initial production run exceed the ceiling price. If the contractor
experiences lower costs, the price will be reduced.

ATIR FORCE DENTIES REQUEST FOR COST ESTIMATES

Pursuant to your request, representatives of the GAO met with
Air Force officials to discuss certain information that we believed
necessary to provide an initial base for our review. Specifically, we
asked for cost information and estimates that the Air Force or Lock-
heed had prepared relating to the cost to produce the first 58 airplanes.
In addition, we requested information on causes of the overrun posi-
tion on the first increment of airplanes, studies made by the Air Force
to evaluate need for the C-5A airplanes, and whether January 31,
1969, was a firm date by which the Government must exercise its
option to procure the 57 additional airplanes in accordance with the
contract terms.

At that time, the Air Force stated that the current estimate of cost
to complete the first 58 airplanes constituted an important element to
be considered in negotiating for the option quantity; and that this in
formation should not be made public because its disclosure might
com%'(c))mlse the negotiations then underway between the Air Force
and Lockheed.
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AIR FORCE PROVIDES COST INi?‘éRlIATION TWO DAYS BEFORE HEARING

We were told by Air Force officials that they could provide us the
information requested if we could assure them that 1t would not be
made public. Since we were obtaining this information in response
to the committee’s request, we were not in a position to give the Air
Force this assurance. However, in reply to a letter dated January 9,
1969, which I have submitted to you as appendix I (see p. 257) in which
we asked the Air Force to confirm that certain data we had requested
would not be made available because of the negotiations in progress,
the Assistant Secretary of the Air Force—Installations and Logis-
tics—stated that negotiations had progressed to the point where it was
possible to release data to us.

These data were received in the afternoon of January 4, 1969, just
the day before yesterday. I have submitted a copy of the Air Force
letter of January 14, 1969, as appendix IT (see p. 258).

GAO UNABLE TO ANALYZE OR VERIFY COST INFORMATION

During the short time we have had these data we have not been able
to analyze or verify the information received. However, cost data
rovided in this lefter indicate that their current cost estimate for
gockheed to develop and produce 58 C-5A airplanes is $2.436 billion.

AMOUNT OF OVERRUNS

This amount exceeds the Air Force 1965 estimate of Lockheed’s
cost of $1.470 billion by about $966 million. The current Air Force
estimate exceeds the target price included in Lockheed’s contract of
$1.406 billion by an additional $64 million. Data provided us at Lock-
heed indicated that about $622 million of the cost overrun is anticipated
in the airframe costs of the production airplanes. The major portion
of the remaining overrun costs is expected in the development effort of
the program.

The Air Force cost data also indicate that costs for the engines
rovided by General Electric are expected to exceed the initial estimate
y $119 million.

PRICING EFFECT OF OVERRUNS

Under the provisions of the contract the pricing effect of these over-
runs on the total C-5A program will be gependent upon the actual
costs of initial production runs as well as the number of aircraft and
engines procured. However, the cost overruns in the initial produc-
tion runs will have a significant impact on the price of the second
production runs and the total target cost of the program if contract
pricing formulas are used in procuring additional quantities of air-
planes.
REASON FOR OVERRUNS

_We have been unable to_identify the reasons for the indicated
significant cost overruns. However, in discussing this matter, Air
Force and Lockheed officials at the contractor’s plant advised us that
there were general overall increases which were not attributable to
any particular system or subsystem. They advised us that current
inflationary trends and full production schedules of suppliers con-
tributed to increased costs.
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In its letter of January 14, 1969, the Air Force stated that according
to their best estimates, which are necessarily broad, the increase in
costs from their 1964 estimate of $3.116 billion was made up of about
$500 million resulting from inflation, $350 million related to an
83,000-pound increase 1n the gross weight of the airplane to increase
its capability, and $400 million attributed to “technical and schedule
problems.”

AIR FORCE REQUIREMENT STUDIES UNAVAILABLE

We were also informed in the Air Force letter of January 14, 1969,
that the requirement studies we requested could not be made available
to us. Specific C-5A requirements studies are a part of overall force
structure and operational planning for strategic mobility and, accord-
ing to the Air Force, are not releasable. They stated that they would
be prepared to address the broad question of requirements during
their forthcoming testimony before your committee.

COSTS OF L—500

‘With respect to costs being incurred for the commercial version of
the C-5A airplane, Lockheed officials advised us that some work has
been done in this area. Costs related to this work have been accumu-
lated under a separate work order structure in accordance with Lock-
heed’s cost-accounting system. We have identified certain work orders
that have been established for the commercial L-500 program and
found that costs have been charged against these work orders. How-
ever, in the limited time available, we were not in a position to de-
termine whether all costs related to the commercial work were properly
recorded.

We have noted that the contract terms provide that where com-
mercial sales result from the development of the C-5A airplane, the
contractor shall negotiate with the Government either an equitable
reduction from the final contract price or an equitable payment to
the Government for the proration of nonrecurring program costs,
learning benefits from military production, and research and devel-
opment costs applicable to this contract.

PROGRESS PAYMENTS

Regarding progress payments, we found that Lockheed can be
reimbursed up to 90 percent of incurred costs. However, after Sep-
tember 1968, 1f the contractor’s unreimbursed costs are less than $50
million, progress payments will be paid only up to 70 percent of in-
curred costs. As of December 27, 1968, Lockheed reported incurred
costs of about $1.278 billion. A total of $1.207 billion of these costs
have been reimbursed through progress payments. To date, Lockheed
has completed assembly of four C-5A airplanes and another 17 units
are in various stages of assembly.

As of December 1, 1968, General Electric informed us that total
costs incurred on the C-5A engines were about $351 million, including
payments to subcontractors and material in inventory. A total of
approximately $321 million of these costs have been reimbursed
through progress payments. In the case of GE progress payments
are reimbursed up to 90 percent of incurred costs except, that after
September 1, 1968, if total unreimbursed costs are less than $20 million,
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progress payments will be paid only up to 70 percent of incurred
costs. As of December 31, 1968, a total of 62 engines had been delivered
and 13 engines were in various states of assembly. .

Under current Department of Defense regulations costs included
in the request for progress payments include all costs which are rea-
sonable, allocable to the contract, and consistent with sound and gen-
erally accepted accounting principles and procedures including costs
identified through the accrual method of accounting.

Just as an aside, Mr. Chairman, our secretary spelled this “a cure-
all” method of accounting, but I am afraid we have not arrived at
it yet.

%ha.irma,n Proxmire. I was looking forward to it.

Mr. Werrzer. This we will arrive at in our feasibility study.

Both Lockheed and General Electric’s procedures for reporting
costs incurred for pro%ress payment purposes provide for including
accrued liabilities such as unpaid material invoices, billings from
subcontractors and allowable overhead. These procedures appear to
be in compliance with existing regulations and we understand they
are followed by many other contractors doing business with the
Government.

‘We attempted to determine the extent of accrued liabilities included
in Lockheed’s progress payments and found that such information is
not readily available. Therefore, we are unable to determine if any
part of these progress payments were used to finance the commercial
effort associated with the L-500 program.

OPTION EXPIRES JANUARY 31,1969

The Air Force did advise that January 31, 1969 is a firm date for
exercising the option for additional aircraft, under the current con-
tract terms.

Mr. Chairman, that completes our statement and we will try to
answer any questions that you might have on this matter within our
limited capability in terms of the amount of research we have been
able to do since we got this information from the Air Force.

Chairman Proxmire. Thank you very much, Mr. Weitzel.

(Appendixes I and II, referred to, follow :)

APPENDIX I

COMPTROLLER GENERAL OF THE UNITED STATES,
Washington, D.C., January 9, 1969.
B-162578.
The Honorable the SECRETARY OF THE AIR FORCE.

DEAR MR. SECRETARY : AS you are aware, we have been requested by the Chair-
man, Subcommittee on Economy in Government, Joint Economic Committee to
investigate the reported cost overrun and total costs of the C-5A aircraft program
and to provide testimony to the Committee on our findings on January 17, 1969.

We are currently preparing our statement for this Committee and would like
to confirm with your office the position taken regarding our requests to the Air
Force for certain information.

Specifically, we are interested in the Air Force position on our requests for:

1. Supporting cost data for the estimated cost figures included in the
Air Force press release for the first 58 aireraft and the 120 aireraft ulti-
mately contemplated.

2. The most recent study prepared by Lockheed depicting the current estl-
mate of the cost to complete the production of the first 58 aircraft.
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3. The Air Force analysis of the Lockheed: cost study and the estimated
costs s;rnved at by the Alr Force to complete the initial procurement of 58
aircraft.

4, Studies performed by the Air Force to evaluate and establish the cur-
rent needs for the C-5 aircraft.

-5. Information on causes for the overrun p0s1tlon on the C-5 aircraft.

6. An explanation whether the January 31, 1969, reported dateé for exer—
cising the optmn for additional aircraft was a ﬁrm date.

Our interest in obtaining this confirmation is to be able to communicate in our
statement a clear understanding of the Air Force position on this matter. We
would appreciate hearing from you in this regard by January 13, 1969 in order
that we may consider your reply in our statement.

Sincerely yours,

(Signed) ELMER B. STAATS,
Comptroller General of the United States.

APPENDIX II

DEPARTMENT OF THE AIR FORCE,
Washington, Januwary 14, 1969.
Hon. ELMER B. STAATS,
Comptroller General of the United States.

DeEAR MR. COMPTROLLER GENERAL: This is in response to your letter of Jan-
uary 9, 1969 regarding the information you desire on the C-5A program.

As indicated in our previous discussions last month, detailed cost data were
being withheld in order to avoid possible compromise of negotiations then under-
way between the Air Force and Lockheed. Circumstances of the negotiations
now make it possible to release the data to you at this time.

In answer to the first question, the estimated cost figures used in the press
release should be clarified as follows: the original $3.116 billion 1964 estimate
did not include the increase in cost associated with the increase in size of the
aircraft from 645,000 to 728,000 pounds, the increase in load capacity resulting
therefrom, and an increase in flight range. The original 1964 Air Force estimate
for 120 airplanes, adjusted to reflect this inereased capability, should be $3.466
billion. The current Air Force estimate for 120 airplanes is $4,348 billion. Thus,
the increase in estimated cost from 1964 to the present is 25% rather than the
39% as indicated in the press release. The 41% figure for 58 aircraft referred
to in the press release would be reduced proportionately. Also, the 1964 estimate
was in constant dollars and thus did not include any allowance for inflation.
The current estimates do include the inflationary trends of the economy as we
now project it through the life of the contract. Included as Attachment #1 is an
overall breakdown of program costs to support the press release: Also, we are
enclosing a copy of the 1964 Air Force study and cost estimate for the C-5A,
which is the supporting data for the $3.116 billion estimate.

In answer to your quertions two and three, the following is submitted.

In October 1968, the Aeronautical Systems Division made an independent
cost estimate of $1,525.9 million for production Run “A”, exclusive of production
Run “B” and RDT&E costs. The production Run “A” costs were for Material
Program Codes 1010 (air vehicle), 1060 (systems management), and 1070 (data)
only. The Lockheed estimate for these same three Material Program Codes was
$1,457.0 million. Differences between government and Lockheed cost estimates
were found in practically all major areas-—engineering, tooling, manufacturing,
quality assurance, materials, subcontracts and general and administrative costs.
It should be pointed out that the Aeronautical Systems Division cost team
firmly believes that Lockheed was overly optimistic in their estimate of $1,457.0
million. In the event you need clarification or additional backup information,
please feel free to contact the C-5A Systems Program Office (SPO) at Wright-
Patterson Air Force Base, Ohio.

The requirements studies which you requested cannot be made available.
Specific C-5A requirements studies are a part of overall force structure and
operational planning for strategic mobility, and are not releasable. We are
prepared to address the broad question of C-5A requirements insofar as pos-
sible during the forthcoming hearings before the Joint Economic Committee,
but we cannot do so in the detail which you have requested.

As indicated in our press release, the causes for the overrun position on the C—
5A program are mainly attributable to increased cost for labor and material re-
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sulting from the combination of a significant war effort coupled with unprec-
edented demand for civilian aircraft both of which occurred after the original
estimates, the introduction of new technology, and contractor initiated modifica-
tions to overcome technical difficulties inherent in the development of all new
aircraft. Our best estimates, which are necessarily broad, are $500 million re-
sulting from inflation, $350 million related to an 83,000 pound increase in gross
weight of the aircraft and $400 million attributable to technical and schedule
problems. If you desire any additional information regarding this overrun,
again feel free to call the C-5A SPO.

In answer to question six, January 31, 1969 is a firm date for exercising the
option for additional aircraft, under the current contract terms. )

I sincerely hope the information provided above is sufficient to give you a clear
understanding of the Air Force position on this matter. The Air Force policy
continues to be one of providing the General Accounting Office with all data
necessary for the prompt and accurate completion of Congressional requested
requirements.

Sincerely,
RoserT H. CHARLES,

Assistant Secretary of the Air Force (Installations and Logistics).
ATTACHMENT 1
CosT INFORMATION C-35A

$2 billion target price (58 aircraft) :

Lockheed : - - $1, 414
GE U R . 466
Subtotal - - 1, 880
Abnormal escalation —_— 127
Total cceemmemmmm e m—m——— e —m e m - — - 12,007
$2.4 billion ceiling (58 aircraft) :
Lockheed —_— ~ 1,672
Fe) - SN e St ettt bttt sttt 546
Subtotal . 2,218
Abnormal escalation - 127
Total 22,845
1 $2,000,000,000. .
2 $2,400,000,000. -
58 AIRCRAFT
{tn millions]
October 1965 Current
estimate estimate
81,470 4

467 ¥, 5?32
325 232

Total . _.._-.- ——a- - . 2,262
Rounded. . oocvocacmmmcaccemmmaanneenan - - 2,300 3 3; %83

120 AIRCRAFT

October 1965 Current
estimate estimate

$2,027
583 %, ;gg
477 425

3,087 4

3,100 14 ggg

1 Alr Force adds include: 5 run C aircraft, engineering ct 1st transportation, Govern §
aeronautical equipment, base level aerospace ground equipment. rament-furnished
3 41-percent increase.

39-percent increase.
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Chairman Proxumire. Since Secretary Charles is here, what I am
going to do primarily in questioning you, Mr. Weitzel, is to direct it
at the difficulties which you have had in getting this information, and
try to develop out of our questionin what we can do to give you the
kind of authority and the kind of a ility which I am sure Congress
intended you to have so that you can find out information for us
when we direct you to get it. ) )

Then Secretary Charles can answer directly on the details that you
have revealed to some extent in your statement, as far as I am con-
cerned, on the C—5A.

As you know, following the November hearings, I wrote to Mr.
Staats, the Comptroller neral, and requested a complete investi-
gation of cost overruns and total costs of the Lockheed C-5A cargo

lanes.
P GAO UNABLE TO OBTAIN ESTIMATES

Do I understand correctly that GAO was not. able to obtain current
estimates of costs to complete the first 58 planes until January 14?

Mr. WerrzeL. I believe this is correct, Mr. Chairman. The reason
given us previously by the Air Force was that this constituted infor-
mation that was being used in current negotiations, and that disclosure
of it might have some adverse effect on the negotiations. The Air Force.
will be here, of course, to speak for themselves on this matter.

Also, T believe we now have the latest obtainable cost reports by the
contractors in this area, which we have not had an opportunity to
confirm. :

Chairman Proxmire. But you feel that this is a full explanation
of why it took so long to obtain this information from the Air Force?

Mr. Wertzer., Mr. %ailey, do you know of any other reason ¢ We did
get certain information from them, and also In their letter of Jan-
uary 14, they told us that if we feel that we need any additional in-
formation that we should feel free to contact the systems program
gﬂice at Dayton which, of course, we have not had an opportunity to

0 yet.

I do not know of any other cause to attribute this to.

I will call on Mr. Bailey to state whether he knows of any.

Mr. Banzey. Mr. Chairman, I know of no other cause, This was
the reason that we were given at the time; the stated reason they were
not able to release this information to us was that it might have an
effect on the negotiations they were conducting for the follow-on
portion of the contract.

LOCKHEED REFUSES TO DISCLOSE COST ESTIMATES

. Chairman Proxmire. What efforts did you make—did GAO make—.
1In the course of the investigation since November 23 to obtain the cost
information directly from Lockheed ? What success or obstacles did
you meet in trying to get it from the company ?

Mr. Werrzer. 1 would like Mr. Bailey to comment on this, and we.
also have a gentleman from our Atlanta office, Mr. Gearino, and we
have Mr. Hammond, who is Associate Director of the Defense Di-
vision. It was under Mr. Bailey’s and Mr. Hammond’s supervision that.
these efforts were directed, and Mr. Gearino, took part in them him-
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self. We do have considerable information on this, if I may turn this
over to Mr. Bailey.

Chairman Proxmire. Yes, indeed.

Mr. Bamey. We were able to obtain some cost reports that the con-
tractor had submitted to the Air Force as a part of the normal flow
of information from the contractor to the Air Force.

But in view of the fact that we do have with us Mr. Gearino, who is
completely familiar with it, it might be well for him to answer the
question.

Chairman Proxmire. Mr. Gearino, come to the table, please.

Mr. Gearivo, If I understand your question, Mr. Chairman, it is,
“What efforts did we make at Lockheed to obtain the information?”

Chairman Proxmire. That is correct.

Mr. Gearino. On November 15 we requested the information from
the contractor; that is, the study he prepared which indicated the
amount of overrun that he anticipated on the program. The contrac-
tor’s officials informed us that they prepared this for the Air Force
and they preferred that we ask them for it. Local Air Force officials
at Lockheed requested that we ask the systems program office for this
information. We subsequently wrote a letter, on November 22, to the
system program office, and we have as yet not had a reply.

Chairman Proxmire. When did you first ask Lockheed for the
information ?

Mr. Gearivo. On the 15th of November and again on the 12th of
December.

Chairman Proxmire. Again, what position did they take in saying—
in not providing you with the information you requested ?

Mr. Gearivo. It is my understanding that they had contacted the
systems program office, and they told me that the systems program
director had requested that we ask him for this information rather
than Lockheed.

GAO ABLE TO OBTAIN RECORDED COSTS

Chairman Proxmire. All right.

Thank you, sir.

Did you find in the course of this investigation that you are limited

in your statutory authority, Mr. Weitzel, to fully investigate the cost
overruns in this program? Do we need new law?
. "Mr. Werrzzer. I'do not know that we could recommend new law on the
basis of our experience, Mr. Chairman. We have got considerable
information on recorded costs. It is the projected costs where we had
difficulty in getting information, and this on the basis that these figures
were being used in contract negotiations.

As you know, our statute does give us authority in the case of
negotiated contracts to look into any costs or transactions directly
pertinent to the contract and, as I understand it, we were given ac-
cess to the incurred cost records; is that correct, Mr. Gearino?

Mr. GEarINO. Yes.

Mr. Werrzer. And have considerable information as to those cost
records and as to the trend in those incurred cost reports during the
latter part of the calendar year 1968.

It was the Air Force projection of costs to completion that we
did not have until the figures were released to us by the Air Force
a day or two ago.

22-490—69—pt. 1—18
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EFFECTS Of TOTAL PACKAGING ON DISCLOSURE OF COSTS

Chairman ProxMire. If we continue having this total package pro-
curement with contracts that go over many years, this goes over a
number of years, won’t we constantly be prevented from getting the
kind of information that we need, and certainly definitely be pre-
vented from getting it in any timely way ¢ : ‘

Mr. Wrrrzen. I can see many benefits that would flow from hav-
ing information of this sort. However, I can also see that certain types
of information, if they become public during the course of negotia-
tions, could tip the Government’s hand or be a premature disclosure
of information detrimental to the Government’s interests.

Now, the General Accounting Office has insisted on its right to all
pertient cost information under negotiated contracts, and when the
negotiations are completed we normally get this information. We also
get performance cost information under negotiated contracts similar
to that provided to Defense Department auditors under the law you
sponsored and which was enacted during the last session of Congress.

Chairman Proxmme. This is the difficulty, of course, of trying to
solve this problem with a law and, at the same time, I understand
your position. You are in a very delicate position with the Air Force
and Lockheed. It just seems to me you have to press hard and satisfy
yourself at least so you can, in turn, try to satisfy congressional com-
mittees that there is a legitimate reason for holding this up.

It is my understanding, and I could be completely misinformed,
it is my understanding that Lockheed and the Air Force have an enor-
mous amount of information that we do not have about each other,
and that this argument about negotiations is really pretty hard to sup-
port. Are you in a position to give us a judgment on that?

Mr. Werrzer. I doubt it, not having seen what information they
may have that we have not yet had access to, and we still do not have
all of the studies that have been made by the Air Force, do we, Mr.
Bailey?

Mr. Bamey. No. '

Mr. WerrzeL. Current studies the Air Force has made of Lockheed
projections, that it would cost $1.457 billion for the airplane, systems
management, and data for the first 53 airplanes, indicate the Air
Force estimates Lockheed’s costs will be $1.525 billion. We do not
have the details on these studies, but we have been invited to ask the
Systems Program Office at Dayton, and we shall certainly do this.

So T do not know how much information we may ultimately get.
Tt is a question of balance, I suppose, between information that is
sensitive from the standpoint of disclosure, and information which
should be given to the independent audit agency of the Congress.
However, we have insisted on access to all information that our
statutes provide us with the right to require.,

‘We have not generally, as far as I know, insisted on having access
during negotiations to information that is critical to and currently
being used in negotiations.

One way a congressional committee might obtain such information
would be to ask the GAO to lend people to the committee, and then
exercise the committee’s subpena power to obtain the information
from the executive agency.
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AIR FORCE TO BUY ADDITIONAL C—5A PLANES

Chairman Proxmire. You see the difficulty is that I have a release
here from the Air Force, just toda?r, reporting that the Air Force is
to buy additional C-5A aircraft. They are going to go ahead and do
it,and you are still trying to get information on it.

Mr. Werrzer. This is correct. . :

Chairman Prox»mre. This may be a completely properly decision,
and I personally am not going to question this at any time in the
hearings, but I just want to bring this out as a matter of understand-
ing what kind of information Members of the Congress are going to
have in this kind of thing. You at the GAO are our watchdogs, you
are the auditors, accountants, and experts; you are the ones authorized
to go in and get the information. '

Mr. Werrzer. It is public disclosure, Mr. Chairman

Chairman ProxMIre. And it seems to me we are in a pretty feeble
position to determine this. :

PUBLIC DISCLOSURE PROBLEM

Mr. Werrzer. It is public disclosure that they found problems with
and, as I mentioned in my statement, they told us they would give us
the information if we would promise we would not make it public.
‘Of course, we were not going to make any such commitment.

Chairman Proxmire. That means you cannot report to Congress;
is that correct?

Mr. WerTzerL. It would amount to that, sir, unless the congressional
.committee also made the same promise. When contract negotiations are
in progress, I think we both can see—you do not have to agree with
me, but I can certainly conceive that there could be cases where the
‘Government may have a quite different estimate of the cost of com-
pleting certain work than a contractor might have and that disclosure
-0of the Government’s estimate might affect the negotiations.

Now, we understand here the Government had a higher estimate of
-cost to completion than Lockheed did. I do not know whether they
-discussed this at the negotiating table, but I can see if they did it would
not encourage Lockheed to come down in its estimate in dickering
with the Government oveér any future costs. It does have some effect
on the bargaining position of either party to a negotiation if he dis-
-closes everything to the public before the negotiations are completed.

Chairman Proxmire. I am going to yield to the distinguished Sena-
tor from Missouri, who is extremely expert in this field, and who is a
member of the Armed Services Committee, as well of this committee.
And, as we all know, he was the first, and a great Secretary of the Air
Force, Senator Symington. '

Senator SyaineToN. My able chairman is very kind. He has for-
.gotten more in this field than I will ever know.

ATR FORCE REFUSES TO BDISCLOSE COST ESTIMATES

Mr. Weitzel, what was the information the Air Force said they
would give you which you could not give the Congress?

Mr. WerrzeL, It was information as to the projected costs to complete
'the first 58 airplanes.
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Senator SymingToN. Why wouldn’t they give you that information ?

Mr. Werrzer. These were estimated costs.

Senator SymineToN. But why wouldn’t they give them?

Mr. WerrzeL. They said—and we now have their written statement—
that they felt that public disclosure would affect the negotiations.

Senator SymiNeToN. We get a good deal of classified information
from the General Accounting Office.

Mr. Werrzer. This is correct.

Senator SymrneroN. It is classified and given to you and you clas-
sify it and give it to us.

Mr. Werrzer.. We use the same classification that the military does.
On this I suppose it would not necessarily be classified military secret
or confidential, but they would feel it should be restricted.

Senator SymINgToN. All right.

Then why couldn’t they give it to you to give us on a restricted basis?

Mr. Bamwey. We did not explore this possibility with the Air Force.

Senator Symineron. You gid not really want the information ?

Mr. Bamey. No, sir; it was not that.

Senator SymineTon. What was it then?

Mr. Bareey. We had been asked by this committee to get the infor-
mation for the committee and, at the time we asked the Air Force
for the information, we were informed that it could be made avail-
able to us if it were not made public. We were not in a position to
assll)llg'e them that the committee would not make the information
public.

ﬂ'Senzator Symrneron. Well, did you notify the committee to that
effect ?

Mr. Barey. Let me verify that with Mr. Hammond.

Mr. Hammonp. We did not at that time formally advise the com-
mittee, but we did later advise the committee staff.

Senator Symingron. When did you ask for the information ?

Mr. Hammonp. At Lockheed we asked for it on about the 15th.

Senator SymrvgToN. Of what?

Mr. Hammonp. Fifteenth of November—and we wrote a letter to
the Air Force System Program Office on November 22. I do not have
the exact date, but probably within a week after the 23d of November
we also requested the information of the Air Force in Washington.

Senator SymmneroN. Then what happened?

Mr. HamaonNp. We told them we wanted information as to the cost
of A run plus the estimated cost to complete the first 58 aircraft. The
told us that the estimated costs of completing the first 58 aircra
were an important element for consideration in the second production
run, and that they could not make this available to us. About that
time—I do not have the dates but I can furnish them-—Mr. Staats
called:

Senator SymiNeTON. You are giving us a lot of detailed informa-
tion; but what I would especially like to know is when did you receive
information that they could not give you this information; and when
did you report that to this committee ¢

Mr. Hammonb. I believe I can get you that information.

Senator SymineToN. Was it a week or two weeks?

Mr. Hammonp. I would say about a week or 10 days after. I can
get you the exact date; yes, sir.
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Senator SymincToN. Then what happened ?

Mr. Hamwmonp. In the meantime, Mr- Staats got in touch with the
Secretary of the Air Force and asked him for this information, and
he said he would look into it and call back.

He called back and came up with basically the same answer, that
this information was an important element in the second run.

Senator SymrneroN. Start from the 23d.

Mr. Hamonp. I do not have a chronology of that.

Senator Symrxaron. Please file that for the record.

Then what happened ?

a é’gh;; following information was subsequently supplied by the

Chronology of events

November 15, 1968: GAO inquired at Lockheed about reported cost overruns
on C-5A program. Advised bv Lockheed officials that a cost study had been
made for the Air Force and that this study should be requested from the Air
Force. Lockheed cost study was requested from Chief, Contract Administration
AFPRO Lockheed. Advised that an anlysis of this study had been made by the
Air Force and DCAA. Later told that GAO request had been forwarded to the
‘System Program Office (SPO) and that the SPO stated that GAO should make
request directly to the SPO.

November 22, 1968: Letter from GAO to SPO formally requested Lockheed
-cost study and Air Force analysis.

November 28, 1968: Date of request from Subcommittee on Economy in
-Government to make investigation of cost overrun.

November 27, 1968: GAO held initial meeting with Air Force officials in
‘Washington and requested cost and other data on C-5A airplane program.

December 2-6, 1968: GAO held telephone discussion with Air Force officials
.concerning request.

December 5, 1968 : GAO met with Mr. A, E. Fitzgerald, Air ¥orce regarding
cost figures reported in his testimony and other data on C-5A airplane.

December 10, 1968 and December 12, 1968: Telephone discussions between
.Comptroller General and Secretary of Air Force in which Air Force stated it
was conducting negotiations with Lockheed and cost information requested
.couldn’t be made public.

December 11-12, 1968: GAO held discussions with Lockheed Vice President
in charge of C-5A program and Air Force Chief, Contract Administration at
Lockheed regarding reasons for cost overrun and other factors related to the
C-5A program. Continued effort by GAO at Lockheed realigned to consider con-
.ditions regarding availability of cost information at this time.

December 17, 1968 : GAO met with Mr. A. E. Fitzgerald and other Air Force
.officials concerning management reports on C-5A program.

December 18, 1968: GAO requested suboffice at Dayton to obtain cost informa-
tion and other data from General Electric.

December 19, 1968: GAO met with Subcommittee Staff to report progress
regarding Subcommittee request on C-5A program.

December 23, 1968: Date of letter from Subcommittee advising of the hearing
.date and noting difficulties encountered by GAO in obtaining cost information.

December 31, 1968: GAO received reply from Dayton suboffice regarding re-
.quest for cost information at GE. Advised that GE could not provide requested
cost estimates and cost reports because Air Force stated that data included
‘forecasts of cost and for this reason should not be furnished to GAO.

January 2, 1969: GAO formally summarized, in letter to Subcommittee, results
.of activities to date on C—5A request.

January 9, 1969: GAO requested from the Air Force in writing, positions on
request for cost information and other data.

January 14, 1969: GAO received limited summary cost data from the Air
Torce and advice that the SPO could now provide supporting detail information.
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GAO MAKES REQUEST IN WRI'TI;\IG

Mr. HaxMmonp. When the hearing date was set by this ‘committee,
our requests so far had been discussed orally with the Air Force, ex-
cept for the letter that we had written to the project officer-on Novem-
ber 22. Mr. Staats thought that the positions the Air Force had taken
with us should be put in writing. '

On January 9 we conﬁrmeg the request we had made, and on the
14th of January we got a letter back stating that this information
could now be made available. We got limited, summary information at
that time indicating that detailed information would be available
at the project office in Dayton. :

Senator SymineToN. When ?

Mr. Hamyoxnp. Now.

Senator SymingToN. You are going to get it now?

Mr. Hammonp. Yes; sir. :

Senator Symineron. But you were told you could not have the in-
formation until you put it in writing; then that you wanted it; then
you were told you could have it ; is that right ¢

Mr. Hammono. That is right. And we were told the reason that we
could now have it was that negotiations had progressed to such a
point that it could be made available. I do not know what happened
at that particular point that made it possible for the Air Force to
furnish us the information.

Senator SymineTon. What do you think that means?

Mr. Hammonp. Well, the letter we got on the 14th indicates that the
Air Force is no longer negotiating price with Lockheed and, therefore,
the information is not critical.

Senator SymingroN. Why aren’t they negotiating it any more? Is it
all agreed on? :

Mr. Hammono. I do not know just exactly what they mean.

Senator Symincron. The thrust of my questioning is that one
gets a little disturbed upon hearing that money appropriated for a
contract, with you, the General Accounting Office, being the people
who are supposed to review the wisdom of expenditures for the
Congress, the Congress nevertheless cannot get the information. How
hard do you really try to get the information? I do not mean that.
critically, just surmising. Let us put it that way.

Mr. Werrzer. If I might speak on that, I would like to say we
have been constantly trying to get the information, and we were not
sure at first how much would be given, how much would be denied.
I would not like the record to show that they said we could only get
the information if we put our request in writing. It was not exactly
that way.

The reason that. we put our request in writing was that we wanted to
nail it down, what their position was on not giving us the information
that we had been trying continuously to get, and that as of January 9
we had not gotten. ' v

As has been indicated, Mr. Staats had talked with the Secretary of
the Air Force and discussed their furnishing of this information. We
did not feel that we had a final word from them whether they were
going to release it or not to be able to release it for the committee’s
use and that is——
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HEWLETT-PACKARD CASE

Chairman Proxmare. It is a matter of timing; you just did not have
enough time to proceed. Because, it seems to me, you nave gotten a lot
tougher. In the %Iewlett-Packard case, as I understand it, you went to
court. Hewlett-Packard denied. you the information, and you went to
court, and you got the information after you went to court. . .

Mr, Weitzer, This is correct, Mr. Chairman. The case was in a dif-
ferent posture, as you recall. We were making a review of the cost
performance of a contract, and we were asking for information which
we wanted in order to check whether the Government was given a fair
price during the negotiations. ]

Chairman ProxMire. You see, here is the problem. It is true that
you were postauditing in that case.

Mr. WerrzeL. Exactly.

UNITED ACCESS TO COST ESTIMATES

Chairman Proxmire. But when you have this total package pro-
curement operation that goes on and on—this will go on until 1974—
we are in a position where we just cannot get the information in any
timely way, or when it is of any real use. ,

Mr, WerrzeL. 1 hope some way will be worked out, Mr. Chairman,
whereby you and-we can get it. However, it is this limited category of
information that is the critical thing here.

We have information here with us today as to the costs incurred by
Lockheed under the contract; as to the amount of progress payments
which have been reimbursed and, as far as 1 know, we have not been
denied access to the records for this sort of thing. It is the estimates;
they are similar to the type of information that we do not get from
executive agencies as to their budget, their forward budget projections.

Our Budget and Accounting Act gives us access to all records of the
executive agencies as to their organization, methods of doing business,
financial transactions, and so forth. But this has never been construed
%enerally as covering budget projections when a budget has not yet

een sent up to the Congress.

Chairman Proxmire. Now, the information you did get came only
on the 14th. Thisis the 16th.

Mr. WerrzeL. On January 14. .

Chairman Proxyige. It came the day before yesterday.

Mr. Werrzer. In the afternoon, Mr. Chairman.

Chairman Proxuire. In the afternoon.

So you just did not have time to analyze it, verify it, give us your own
conclusion on it?

Mr. WrrrzerL. So far we can only give you the summary information
that the Air Force has given to us.

TIME NEEDED TO VERIFY COST DATA

Chairman PROXMIRE. How long would it take your GAO to analyze,
verify the cost data?

Mr. WerrzeL. Mr. Bailey, would you hazard a guess at that? T am
sure it will take considerable time because these are very general sum-
marizations, and they involve considerable research and analysis of
Lockheed’s books.
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Mr. Bawey. Mr. Chairman, I would hazard a guess that it would
take anywhers from 4 to 6 months to do this type thing. It all depends
on the extent of detail we have to probe into to really verify with any
degree of completeness the charges that have been made. These are
very, very large contracts and there are tremendous amounts of detail.

Chairman Proxmire. You know, I think it is good to go into these
things after they are over; we learn lessons, but they are expensive
lessons. Yes, indeed.

Mrs. Griffiths?

EFFECTS OF TOTAL PACKAGING ON DISCLOSURE OF COSTS

Representative Grrrrrras. May I ask you if this contract had not
been in this form, but first in research and development form and then
a production line contract. They have, for all practical purposes, com-
plet?ed their research and development—approximately—have they
not ¢

Mr. BarLey. Well, a substantial amount of the research and develop-
ment has been done, Mrs. Griffiths.

Representative GrrrrrrHs. Then you would have been able to get
the inf-o;'mation under research and development at this point, would

ou not ¢
7 Mr. Bamey. Yes; we should.

Representative Grirrrras. If they had been negotiating a forward
price at that time, would you then have been able to have gotten the
figures on that?

Mr. Bamiey. On the new negotiations?

Representative GrirriTas. Yes.

Mr. Baney. I doubt it very much, if the contract was being
negotiated.

Representative GrrrrrTas. So that, in effect, the contractor who al-
ready has the contract, a complete contract, is taking the best of both
worlds, is he not? He saying, “I have the contract. This it it. I can
bind, I can hold to the contract, but I am going to act now as if the
negotiations were negotiations under a production line contract. I
won'’t give you that.” In my judgment, gentlemen, he does not have
that right. He has a contract. You have a complete right to the infor-
mation, and I would demand to exercise the right, and I think Con-
gress has the right to know that. They cannot protect themselves on
everything.,

Who thought up this contract form in the first place, the Air Force
or one of those “think” outfits they have out there ? [Laughter.]

Do you know?

Mr. Barey. No,ma’am; I do not.

Representative GrrrrrTas. Who do they have to get approval from ?

Mr. Barer. Well, the contract was entered into by the Air Force.

Representative Grirrrras. Do they have to have the Defense De-
partment approval? But Congress does not have to agree, do they?

Mr. Bareey. No, ma’am.

Representative Grirrrras. It is entirely possible that the thing we
ought to see to is they cannot enter into this kind of a, contract. This
contract is for all practical purposes a retainer contract, How do they
set up overhead in a contract like this? I have been sitting here trying
to figure it out. They are estimating their expenses 6 years from to-
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day—®6 years from when they enter into it. How can they say, “Six
years from now we will only have this and so many in the manage-
ment, and this will be the cost ¢”

What are they talking about inflation, wh;lr didn’t they estimate in-
ﬁatil;)ing Haven’t these people ever bid before? What kind of nonsense
1s this

Senator. Symineron. If my colleague will yield, Mrs. Griffiths is
penetrating my thoughts which are why aren’t you allowed informa-
tion, based on my understanding of the structure and functioning
under the law of the General Accounting Office, when said information
is requested by the proper congressional committee? I hink Mrs.
Griffiths’ questions are pertinent as to why it would be advisable to
promptly %:at the information; and why 1 am a bit surprised there
was so much delay.

Representative Grirrrres. They do not have a leg to stand on.
They have a contract, they are obligated to supply the information.
I would not let them get away with that 2 minutes.

Chairman Proxmire. Mr. Weitzel ¢

EXECUTIVE BRANCH HAD ACCESS TO INFORMATION

Mr. Werrzer. Mr Chairman, I am sure that we all understand that
.Lockheed was supplying, I assume, any information requested in-
cluding projected costs to the other party to the contract.

The two parties to the contract were Lockheed and the Air Force,
which represented the U.S. Government in this contract. So that the
U.S. Government, the executive department, that made the contract
did have access to the information.

Now, we in the General Accounting Office agree with the sub-com-
mittee that the office should have all of the information necessary to
enable us to make an independent aduit of financial transactions and
make recommendations as to the contract administration and the man-
agement involved.

However, as Mr. Bailey and I have pointed out, we do not usually
request or expect to get information that is actually being used in the
current negotiation of a contract or an amendment.

I do not want to give a legal opinion that we do not have the right
to demand this. Under our access to records provision in the Armed
Services Procurement Act of 1947, it says we shall have access to and
the right to examine any directly pertinent books, documents, papers,
and records of the contractor or any of his subcontractors engaged in

the performance of and involving transactions related to such con-
tracts or subcontracts.

GAO NOT ORDINARILY FURNISHED WITH ESTIMATES OF FUTURE COSTS

But I do have to state that we have not ordinarily been furnished
with estimates that are being currently used, estimates of future costs
being currently used.

owever, this does not mean that we do not have any information,
because these estimates of future costs have to be based on current
and prior cost experience under the contract or under other contracts,
as we have found. So this is a valuable part of the information that
isneeded in order to enter into the negotiations.
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As far as I know, we have been getting this information, and we have
it here, and we had a good bit of it before January 14.

It was the projection of cost to completion of the first 58 aircraft
that we did not get. We did have a contractor’s cost report. Mr.
Gearino, did you have his reports of incurred costs before J anuary 14¢

Mr. GeariNoO. Yes.

LEGISLATIVE BRANCH SHOULD HAVE ACCESS TO INFORMATION

Chairman ProxMire. You see, the principle here—I hesitate to inter-
Tupt—the principle is very simple, I think, and that is that we in the
“Congress have to appropriate these enormous amounts. We have that
heavy responsibility and, as you know, they are fantastically big in the
Defense Establishment. : . ,

If the executive branch which also has the responsibility can have
this information, it seems to me, the legislative branch should have the
same information. o :

Senator Symington and Mrs. Griffiths have made, I think, the in-
disputable point that it should be given to us in some way or other.
It 1s true it might have to be restricted, perhaps, although I am not
even sure about that, but it would seem to me ‘that if the Congress is
going to be able to function we cannot function without information.

‘Representative Grirrrras. Mr. Chairman, if they had—if they were
bidding against somebody, then I think that they should be completely
protected, but they are not. They have a contract. You should not carry
over an old form, an old form of protection, into a new operation.

Now, the person to protect is the American taxpayer. We deserve to
be protected, not Lockheed.

Mr. WerrzeL. I believe, Mr. Chairman, that we did let the committee
know of our difficulties in obtaining this information. I won’t say that
we exhausted the prospect of getting the information under some
agreement that the committee would restrict it, but the committee staff
was informed and I do feel that what the Air Force had in mind was
the-same sort of thing. They can speak for themselves better than T can.
I am not trying to speak for them, but trying to analyze what they
meant when they said that “circumstances of the negotiation now make
it possible to release the data to you at this time,” which they had not

.previously furnished to avoid possible compromise of negotiations then
underway between the Air Force and Lockheed. I think what they
meant was the same thing that happens when you have a labor union
negotiation. It is usually conducted by the two parties behind closed
doors, and if either side’s position gets made public this does compro-
mise its position, and it is more difficult for that side.

So if the Air Force or if the Lockheed estimates came out I think, in
fairness, both sides should come out, and this is what the Air Force
probably had in mind. o S .

Now, whether there should be some further statutory .authority
here ‘

Senator SymineToN. To be sure I follow that—you have two esti-
mates, right? . ' .

Mr. WerrzeL. We have the Lockheed projections to completion, we
have the Air Force analysis of them. :

Senator SymineTon. Right.

Mr. Werrzer. And we now know what that was.
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Senator SymincTox. One is what the company thinks the costs will
‘be. One is what the Air Force thinks the costs will be, am I correct ?
Mr. WerrzeL. Correct, Senator.
Senator SymixeroN. What would be wrong in having the committee
know that?
Mr. WerrzeL. 1 see nothing wrong with having the committee know
:that, Senator.
Senator SymincToN. Thank you.
Mr. WerrzeL. We simply were unable to get it, and I think we did
1xr'eport: to the staff that we were unable to get it. I do not have the date
1ere.
Mr. Baney. I would like to add just a little bit to Mr. Weitzel’s
remarks, if I may. o .
‘We were trying, I think, during this whole period to get this infor-
mation for the committee as evidenced——
Chairman Proxmire. I think Mr. Staats told me at one point he was
unable to get much more. He was very much disturbed about it. My only
reaction was just go and get it. What more can I'say? I do not have any
more power than any other Member of Congress. But we asked for this
‘investigation, the committee did, and it is true that he did indicate he
was having difficulty getting the information. .
Mr. Bamwey. And we continued to press for the information in the
ways we thought the information might be made available to us. It
-eventually reached the point where we wrote a letter to formalize our
-understanding.
GAO CONCERNED ABOUT OVERRUN

Chairman Prox»ire. Let me ask this: You said—and I am very
‘pleased to see the statement because it confirms my deep concern—“At
‘the outset, Mr. Chairman, I would like to stress that we share the sub-
committee’s concern with the indicated large overrun on the C-5A
program.” ' '

Why do you share that, why do you feel that? So far you have given
-us what it 1s. Why do you think it 1s something that concerns you ¢

Mr. Werrzer. If I might say one word before that, Mr. Chairman, in
fairness to Lockheed I do not want to leave the impression that Lock-
‘heed turned us down on getting information. They said that they would
refer us to the Air Force, and it was the Air Force, I am sure, that made
‘the decision of how much information we should get.

Now, answering your question about what I said in my statement}
.of course we are concerned about the large overrun. We are concerned
‘with this to start with as a—— :

Chairman Proxyime. Why?

Mr. WaerrzEL. As a figure only it indicates that the program is going
to cost a lot more than it started out to cost. -

Now, we are immediately concerned then with the question of why
did it cost more. Did it cost more because of escalation in the economy ?
"This is a common provision in contracts, to provide for increases in
«contract prices due to increased cost of material, labor, equipment, and
so forth. Or did it cost more because of sloppy management methods on
the part of Lockheed, or did it cost more because of loose supervision by
the Air Force? Was 1t because of a possible buy-in effort by Lockheed
.on the original competition or was it because they were overoptimistic
or ran into unanticipated technical difficulties or did not have sufficient
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firm estimates from their subcontractors when they presented their
proposal? Any of those things could be the cause.

ANALYSIS NECESSARY TO DETERMINE CAUSE OF OVERRUN

Chairman Proxumire. It would take you months, according to Mr.
Bailey’s testimony, in order to come to a responsible conclusion on this;
is that right? . '

Mr. WEerrzer. It would require extended analysis, and just on one
subject, for example, the question of the application of overhead
charges, so that we could try to determine whether any overhead had
been charged to the Government that should be charged to the I-500-
program, this is going to require quite an extended analysis of the over-
head that has been allocated by Lockheed during the course of the
contract.

TOTAL PACKAGE PROCUREMENT

Chairman Proxmire. Let me ask you, you also say in the next sen-
tence, “We are concerned with the questions raised of the effectiveness
of the type of contracting used in this case as against other more con-
ventional types.”

Mrs. Griffiths was pursuing that very effectively, I thought, and T
would like to know why you are concerned too. You apparently feel
that this type of contract is quite questionable.

Mr. WerrzeL. What we mean there, Mr. Chairman, this is a rela-
tively new type of contract. The C-5A, I think, is the outstanding:
example of a contract where considerable progress has been made in
performance under the contract, but it is a new concept.

The Air Force entered into it in an effort to submit to competition in
the first instance the elements that previously had been handled in
a disconnected way.

Previously, design and research and development and production
had been handled at different stages, and there was a general feelin
that under the way of handling it, the Government found itself locke.
into the research and development contractor because by the time the
research and development was completed the R. & D. contractor had
all the knowhow. He turned out usually to be a sole source countractor:
because the Government could not afford to have parallel research
and development done to the point where another contractor was
ready, willing and able to step in, and at a comparable price produce-
under a production contract for the Government.

So by what they called contract definition, which was to enable com-
eting proposers to develop a rather definitive package and pattern
or entering into R. & D. and performance contracts, and by this

total package procurement, whereby the Government submitted to
competition the whole R. & D. and production phases, the Government
attempted to get the benefit of competition right there at that stage
and to get the contractor to assume some responsibility for performance
and for price and for scheduling. This was the theory.

Now, what we need to test is, Has it worked out? We know there
has been a large cost overrun on the C-5A.. I think in order to determine-
the relative deficiency or the relative advantages of this form of con-
tracting we have to analyze some of the other forms of contracting—
the more conventional ones that were used before. We are starting to
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make just such a study now in our Defense division. However, Total
Package Procurement is too new to get much data on except on the
Lockheed contract. We are vitally interested in it.

bghainnan Proxmrre. Let me ask you just a couple of quick things
about it.

REPRICING FORMULA CREATES REVERSE INCENTIVE

Does the repricing formula that they have in this create a reverse
incentive, that is, the contractor is motivated to increase his costs on
the first production run in order to get a high price on subsequent runs?

Mr. Werrzer.. The formula, Mr. Chairman, would increase the tar-
get and ceiling price of the total quantity of 115 planes, but only if
costs on the production run A exceed 130 percent—the ceiling price.

Chairman Proxaire. That is right.

Mr. Werrzer. The 130 percent is the vital figure there.

Chairman Proxaure. What is his incentive? His incentive is not
to keep his costs down but to get them up as high as possible.

Mr. Werrzer. We feel there is some reverse incentive when the con-
tractor reaches the ceiling of 130 percent, and if the option is exercised
to buy production schedule B that there is an incentive there for the
contractor not to keep his costs down, and a further reverse incentive
if he gets up to 14014 percent. If he gets over that thereis a multiplying
factor of two for the excess costs over 130 percent, whereas it s only
1.5 from 130 to 14014 percent.
beNOW’ we feel by hindsight, I have to say, that it would have been

tter

Chairman Proxamre. I do not see why this could not have been
seen by foresight. You-are explaining it very well.

Mr. WerrzeL. We hope this can be taken into account in future
cases of this sort, if they can have a constant factor, for example, of
1.5 for all in excess of a ceiling price, say, of 130 percent or if the “two”
factor could have been raised to, say, 150 percent or if they had said 114
percent up to 140%% and 2 percent from 14015 on up, but to go back to
130 percent when the contractor gets above 14015, there is a strong
reverse incentive.

Chairman Proxmire. No matter what the factor is there is a reverse
incentive to get your costs up on the first run, isn’t that correct ?

Mr. Werrzer. We feel that as he approaches the target and ceiling
adjustment point that there is.

Chairman Proxyire. This principal seems to be the result.

Mr. Werrzer. The Air Force will probably explain this was to
protect the contractor from a catastrophic loss, not to make the con-
tractor any money or to even make him whole, because the contractor
is supposed to share in the increased costs if there is a cost overrun.

ADVANTAGE FOR THE CONTRACTOR

Representative Grirrrras. May I ask, isn’t there one other really
glorious advantage for the contractor! Now under any ordinary cir-
cumstances you could have an R. & D. contract and pay whatever
the costs were, and some reasonable profit, not percentage costs but
pay a profit, and that is behind you. Now you negotiate a new contract
for the production item. But in this one you are not going to do it
that way. You are going to pick up the production costs in the pro-
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duction run, are you now—I mean the research and development costs
that he is going to be behind in the production run, so you are going-
to have a new price on every plane, every engine, and so forth. )

Nobody knows better than airpalne contractors that the people in.
the Defense Department change, and people like you leave office
finally, and we will leave, and they will say, “Well, of course, this was
the cost of the plane the whole time.” Or they will say, “We will give
you a glorious reduction,” and the truth is they will be reducing it
from the price that would have been the price per plane had these-
costs all been put out on a production line.

They have gotten a glorious advantage, absolutely tremendous.

Mr. Werrzer. Mrs. Griffiths, I think that there should be an analysis
of the way in which the contractor distributes his costs as between-
R. & D. and production.

Representative Grirrrrms. Why, certainly.

Mr. Werrzer. Because the way the formula operates if costs are as--
signed to production rather than R. & D. improperly, and T am not.
saying that they were, but if they were, then this would tend to raise-
the production cost figure for production run A which, in turn, if it
gets over 130 percent can raise the cost for production run B.

Representative Grirrrras. Of course.

Mr. Werrzer. B which also affects A, and a new ceiling is:
established.

However, I believe there is a separate ceiling in the contract for-
R. &D. costs, So that——

Mr. Bariey. R. & D. costs do not enter into the formula.

Mr. Werrzer. R. & D. costs do not enter into the formula for re-
computation of the total cost of the contract. The thing that needs to-
be looked for is R. & D. costs not being assigned as production costs,.
and that production costs for production run B don’t get assigned as
production costs for production run A, and thereby increase the total
ceiling of the contract.

Representative Grrrrrras. I believe a sixth-grade arithmetic stu-
dent can see that. Why the Air Force has never been able to under-
stand anything like this is beyond me. This is not the only type of
thing they have ever done.

When General Schriever was in, and they had Thompson-Ramo-
Wooldridge build that 19-story office building out there, and the Air-
Force was the sole purchaser of any product sold by Thompson-Ramo-
Wooldridge, he let them put their $20,000 in, and we put in $20 mil-
lion, and then we bought it back. I could not believe it. He lot them.
run a “think” contract, which is a service contract, as if it were a pro-
duction run contract, so they thought for 2 minutes on how to figure-
out the answer to his problem, and 98 minutes on how to think up.
something else for him to buy. It worked great,

And this thing is the same thing. The first thing we ought to do is.
repeal this type contract. - : .

Chairman Proxuigre. I have just a couple of more questions, Mr..
Weitzel.

PROGRESS PAYMENTS

Usually, as I understand it, the Air Force, the armed services, give-
70- or T5-percent progress payments. In this case, 90 percent was used’
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on this particular contract which means, of course, that the amount of
investment that Lockheed had to make was held down quite low.

‘Why was 90 percent used in this particular case?

Mr. Werrzer. Mr. Chairman, the 90-percent provision was in the
contract. At the time 70 percent was the limit, I believe. Was it not, Mr.
Hammond? I believe the Defense Department has raised the percent-
age in certain cases over the 70-percent figure now.

As T pointed out, after September 1968, the limit is 70 percent if
they don’t run over $50 million unreimbursed costs.

ghairman Proxmire. It depends on the particular case as to
whether or not they make it 70 or 90 percent. It is a matter of
judgment ?

Mr. Werrzer. It was negotiated in this case. However, at this time,
higher than 70 percent can be given as a general matter. I would like
Mr. Bailey to give you a more specific answer o nthat.

Mr. Barey. I think that the provision now is for an 80-percent
progress payment. But there are certain special cases where 90 percent
may be paid.

hairman Proxmire. How do they get special consideration ?

Mr. Baey. I am going to defer to Mr. Hammond and Mr. Gearino
on that.

Chairman Proxmire. You are getting close to the end of the line
here. [Laughter.]

Mr. Gearivo. 1 think primarily, Mr. Chairman, it relates to the
total dollars that will be withheld. If it gets to a point to where it be-
comes large in volume, that is unreimbursed costs, then they permit
the 80 percent to go to 90 percent.

For example, in a contract of this type that we are talking about,
a billion and a half dollars, a 10-percent unreimbursed cost figure
could result in $150 to $200 million, and if it were 80 percent, you see,
it would be twice that much, it would be up to $350 and $400 million
on unreimbursed costs.

Chairman Proxmre. In addition to the progress payments which
were exceptionally large, the Government owned the plant, as I under-
stand it, at Marietta. How much other Government equipment is being
used by this contract ¢ _ :

Mr.” Gearino. We have some figures, Mr. Chairman, about the
amount. :

Chairman Proxmire. So the Government has the big investment,
the progress payments take care of the working capital requirements,
the Government owns the plant. A

. Mrs. Griffiths has pointed out far better than I have what many
other mighty attractive developments exist in the contract. They have
a superincentive for making their first cost run as high as possible
which results in a $2 billion additional payment for the taxpayer.

Mr. Werrzer. Some figures we have here, Mr. Chairman, and Mr.
Gearino can correct me if this is inappropriate; the total Government
investment, according to these figures, is $113.8 million, and the invest-
ment by Lockheed Georgia is stated at $80 million in.the. facility, so
that the Government investment is somewhat greater than the Lock-
heed investment.
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Chairman Proxmrre. Do you want to make any general conclusion,
Mr. Weitzel, as to whether or not this is not a very costly way to do
business when you put this whole package together?

Mr. Werrzen. Mr. Chairman, I think it would be very precarious for
us to arrive at any general conclusion today, but you can be assured of
our continued interest.

Just the fact there is this much of a cost overrun is certainly some-
thing that is extremely important, but we cannot answer the question
today as to why there was a cost overrun, how much of it should have
been anticipated or how much of it is controllable. This is something
that will require some detailed analysis and, perhaps, the Air Force
can give you some information that we do not now have,

PROGRESS PAYMENTS DIVERTED ?

Chairman Proxmire. Can you tell us whether or not progress pay-
ments have been diverted for nondefense work ?

Mr. Werrzer. This is a difficult thing for us to determine. It would
involve analysis of their records as to how much they have paid for
nondefense work and, as I recall, Mr. Gearino was unable to get this
information because they did not have a breakdown as to their pay-
ments to subcontractors, suppliers, and so forth, between defense and
nondefense, and they did not want us to look at their total Tecords
because they felt this was proprietary information to Lockheed.

Chairman Proxmire. As I understand it, Lockheed is developing
parallel a commercial plane very similar, a big commercial cargo car-
rier airfreight plane, at the same time. They have not produced the
planes, but their research is going on in a parallel way. That is why I
am_concerned about the possibility that these progress payments,
which were perfectly enormous, of course, for the military plane the
Air Force is buying, could be diverted, and if they were so diverted,
wouldn’t this contribute to the cost overrun problem ?

Mr. Werrzer. I have no data, and I do not know that our people
have to indicate there is any such diversion. We would be interested,
certainly, if Lockheed was charging to the Government any costs that
should be chargeable to the commercial development, and probably
this involves the question of allocation of overhead.

We can make an analysis of overhead to determine whether the
overhead charged to the Government contract is proper. We have
not had access to all their records on the costs incurred under the com-
mercial L-500 program, which is a private program, and under the
law, we do not have access to cost information covering the commerecial
version. '

Mr. Bailey, do you have any further information on that?

Mr. Bamiey. We do have some information on the extent of work in
process in the contractor’s plant or the value of the work in process
in the contractor’s plant, which may give you some idea of the amount,
of money that Lockheed has tied up in the C5A program. It can be
compared with the amount of progress payments that have been paid,
together with information on items delivered, invoiced, and accepted
by the Government.

The amount of items delivered, invoiced, and accepted according to
the 165th request the contractor submitted for progress payments,
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amounted to about $383 million, and according to Lockheed’s work in
process records through December 1, 1968, the work in process in the
plant amounted to about $941 million. So you have a total there of
$1.23 or $1.24 billion. Progress payments have run, as we indicate in
our statement, about $71 million less than this.

SPECIAL PAYMENTS FOR “MILESTONES”

Mr. Werrzer. We ought to call your attention, Mr. Chairman, to
the fact that the contractor is entitled to some special payments for
reaching certain milestones in the performance of the contract which
can result in his receiving payments of more than the value of the
work actually performed at that date; is that correct, Mr. Gearino ?

Mr. Gearino. Yes.

Chairman Proxmyare. So they can receive in a sense more than 100
percent in terms of value of the worlk up to date ?

Mr. WerrzeL. Up to that date, but not in the work they finally do.

Chairman Proxmire. Has that been done?

Mr. Werrzer. I think there have been some payments in achieve-
ment of special milestones. Do you have the figures?

Chairman ProxMire. Special milestones? They are $2 billion over
the original estimate, the most fantastic overrun I ever heard of, and
they are getting special milestone achievement payments because they
have reached them, and they are getting more than 100-plus percent?

Mr. Werrzer. Up to 100 percent. There were milestones for the
design, development, test and evaluation aircraft, delivery of air-
planes to the flight test organization, at which time the contractor
was paid 98 percent of the selling price for these aircraft, and also
the contract provides certain penalties, as I recall. for late deliveries.
I do not know that any have been assessed.

The Air Force, I believe, feels that the contractor is up to his
schedule.

Chairman Proxmrire. Mrs. Griffiths ?

SOLE SOURCE NEGOTIATIONS

Representative Grirrrras. Actually on what are they bidding? I
notice that this is supposed to be keenly competitive. What is compe-
titive about it ?

Mr. Werrzer. Well, I will try to give a very general answer to that.

It was the design, the development, and production of a package of
aircraft which would satisfy the stated needs of the Air Force which
were submitted to the three potential bidders, the three firms which
were asked to submit proposals, and in response to the request, for
proposals which was issued, I believe, in 1965.

Mr. Hammond, would you want to add to that?

Mr. Hamaono. In the original award there was competition among
Douglas, Lockheed, and Boeing. But at this particular time, accord-
ing to the Air Force, they were negotiating with Lockheed to deter-
mine whether or not they would exercise the option for the second
increment of aireraft and, if so, under what conditiens they would.

This was a sole-source negotiation between the Air Force and Lock-
heed.

22-490—69—pt. 1——19
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Representative Grirrrrus. Well, at any rate price has very little to
do with what they are bidding on, does it not? In a limited way maybe
it has something, but it must be whether or not they can produce the
aircraft and on time.

Mr. Werrzen. All of these elements, Mrs, Griffiths, were taken into
consideration in connection with the initial competition back in 1965,
performance, price, and delivery.

COSTS SHOULD BE DISCLOSED

Representative Grrrriras. From now on I do not think they are
bidding at all. I do not think there is anything secret about it nor
should there be anything secret, and I do not go along at all with
the fact that the Government has to make its analysis clear on what
it thinks of its price. I do not think there is anything unfair about
having Lockheed supply their cost breakdown completely, and that if
the papers publish it, let them publish it. It is entirely possible some-
body might be able to point out where we are paying too much, and
there would be a great saving.

CONTRACTOR PROTECTED

I do not see anything wrong about it because they are totally and
completely protected. They have a contract. We are going to pay on
that contract.

There is not any problem with that, but the thing that is wrong
with the contract 1s that the more complicated the contract becomes,
the longer it has to run, the greater the risks that you are not going
to be able to figure out a proper price.

Now, in theory this risk should really be on the seller, but you know
well and good that in fact it has not been.

No airplane companies that have been selling to the Government
have gone out of business, have they? Nobody has gone broke. They
have all been paid.

So this is not even private enterprise, you know. These people are
paid just like Senator Proxmire and I are—and you.

Mr. Werrzen. There is no question, Mrs. Griffiths, that the more
risk there is undertaken by the contractor, the more he is going to
want to cushion himself against possible contingencies.

This particular contract did include considerable risk because of
the need for new technology, and there were certain provisions which
the Air Force inserted to try to protect the contractor from this undue
risk which would make him raise his initial price.

Representative Grrrrrras. Why, certainly.

Mr. WerrzeL. However, the Air Force attempted to make as cer-
tain as possible what the contractor was to be responsible for, and to
make him responsible for delivering to the Government at the prices
stated in advance in his contract or adjusted for contingencies which
were ascertainable and computable at the time, the number of aircraft
that were promised, to perform as promised, and on a schedule as
promised. :
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How this is going to work out only the future really can tell. The
production run A has not been completed. We do not yet know what
the final costs are going to be.

I hope they are not going to be much higher than projected now, but
with tEe present trend in the economy they could go up even more
before the Government finishes paying for the aircraft. We will cer-
tainly be as concerned as the committee with anything that can be
done to determine whether this is a good method of contracting com-
pared to others which were previously in use, and whether it produces
economical, efficient, and eftective results for the Government.

Representative Grirrrras. Well, I am sorry to see you leave, Mr.
Weitzel.

Mr. Werrzer. Thank you. You ave very kind, Mrs. Griffiths. I have
tremendously enjoyed working with you.

Representative Grirriras. Thank you.

Chairman Proxmme. So am I. Thank you again, once again, Mr.
Weitzel. And if the tenor of the questioning today indicated anything
but complete and total respect and admiration, I am sure it was just
because we wanted to get into the material.

You have done a magnificent job, including your work on this, and
I am very, very grateful to you for your wonderful service over 45
years in Government, and 43 years with the GAO; is that correct ¢

- Mr. Werrzer. Well, Mr. Chairman, the reason for the difference is
that I went back to school for a while after I started in as a messenger
boy at GAO.

I have had 43 years altogether, but it extends over 45. It is all GAO,
and the admiration I appreciate. It is mutual, and I want to say that
T have enjoyed these interchanges.

I know we have the same objective, and we are working as hard as
we can to help you analyze these situations and arrive at some results
which, if they cannot correct past conditions can provide a guide for
the present and the future.

It has been tremendously exhilarating to me, and it is my regret
that I will not be able to appear before you probably next week or
next month in this same capacity.

Chairman ProxmIre. We regret it, too. Thank you very much.

Mr. WerrzeL. Thank you, sir.

Chairman Proxmire. Our next witness is the Honorable Robert H.
Charles, Assistant Secretary of the Air Force for Installations and
Logistics.

We are very happy and grateful to Mr. Charles for coming.

Mr. Charles, just before Senator Symington left he leaned over and
he said that Bob Charles is a real expert and one who can testify with
great expertise in this area.

Incidentally, I might also say when we invited Secretary Brown
and he said he wanted to come but he unfortunately could not make
it, he said you, Mr. Charles, are the man who wrote the book, know
all about this subject and know it very thoroughly, so we are very
pleased to have you.
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STATEMENT OF HON. ROBERT H. CHARLES, ASSISTANT SECRETARY
OF THE AIR FORCE (INSTALLATIONS AND LOGISTICS); ACCOM-
PANIED BY THOMAS W. NELSON, OFFICE SECRETARY OF THE
AIR FORCE

Mr. Cuaries. After this hearing I hope you will agree with Senator
Symington.

Chairman Proxmire. Well, I must say we have set up a nice ad-
versary situation. If anybody can knock it down, I am sure you can.

SUPPRESSION OF WRITTEN TESTIMONY OF A. E. FITZGERALD

Before you begin your statement though I would like to ask you
a few questions concerning or surrounding, the testimony before this
committee last November of Mr. A. E. Fitzgerald, an Air Force offi-
cial. Mr. Fitzgerald was instructed not to provide a written statement
for the subcommittee in November even though we requested one.

Did you have anything to do with the decision to instruct the wit-
ness not to give a written statement ?

Mr. Caaries. Not directly.

I should say this: I personally was concerned about Mr. Fitz-
gerald’s appearance before your committee in November. This con-
cern did not at that time pertain to any misstatement he might make
concerning his own area of responsibility. My concern was this: He
is not responsible for procurement nor has he so indicated. Neverthe-
less, when you start discussing a program like the C-5A, even though
that discusion is intended to deal with those financial aspects for which
he does have responsibility, the implication therefrom naturally im-
pinge on the entire procurement process for which he does not have
responsibility. The C-5A, as you well know, is a very complex matter.
I feared that an isolated discussion of only one of its elements would
not be placed in perspective. My fear turned out to be justified.

The public now has the impression that the C-5A is a bad program,
and that the manner in which we are procuring it is equally bad. For
example, the responsible Washington Post in an editorial on last No-
vember 17 stated,and I quote:

The first 58 C5A Galaxy aircraft * * * may now cost $2 billion more than the

original estimate. Since the original estimate was about $3 billion it makes a total
of $5 billion. This $5 billion * * * for 58 airplanes.

Again, in “The Nation” of December 23 appears this statement:

Between 1965 and 1967 Lockheed Aircraft’s net income dropped 21 percent.
* * * 50 to help Lockheed along, the company was allowed to pad its costs for
building the monster freight airship, the C—5A.

Chairman Proxmigre. If T can just interrupt, Mr. Charles, and you
proceed In any way you want, but it might be more orderly if you
understood what I am trying to get at.

What I would like to do, if possible, is to develop your thoughts
and your response and the Air Force position on Mr. Fitzgerald first.

Mr. CHaARLES. I am trying to dothat.

Chairman Proxymire. Under the C-5A.

Mr. Cuarcgs. I am trying to do that.

Chairman Proxmire. Fine.
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Mr. Cuarugs. I am still quoting from this article:

The job of padding has been so accomplished that it now appears costs will
run at least 100 percent ahead of estimates—an extra $2 billion.

In assessing the merits and demerits of the C-5A. program and of
Total Package contracting, no one who has publicly discussed this mat-
ter so far has asked the most critical question of all; namely, “Com-
pared to what?”’ When the question “Compared to what?” is asked,
then we get an entirely different conclusion.

Comparing this airplane’s actual performance with the contractor’s
proposed performance and with his contractual commitments, both
of which 1t is expected to exceed, the results are far better on the
C-5A than any other system ever procured by the Air Force.

Comparing the C-5A cost growth—25 percent above our original
estimate excluding inflation, and 10 percent including it—with the
much greater increases on other systems, again the results are far better
on the C-5A program; and the method of procurement used on the
C-5A has effected great improvement in the cost area.

Now, the reason I was concerned, of course, is that I think the pub-
lic has gotten the wrong impression, and this was my concern at the
time.

Chairman Proxmire. But, Mr. Charles, what we did was to invite
Mr. Fitzgerald, and we invited other representatives of the Air Force

to ix})pear.

r. Fitzgerald simply answered our questions and said there were
overruns, and the overruns he told us about, so far as we could de-
termine, were precisely accurate. If the public got the wrong impres-
sion, the Air Force was not only in the position at the hearings but
any other time to correct that impression.

Mr. CuarLEs. We are going to correct it today .

Chairman ProxMire. So it would seem to me Mr. Fitzgerald per-
formed a most useful function in letting Congress know what it had
every right to know. We have the responsibility for it.
ftoer. Cuarces. I think I have the facts, and we will get over them

ay.

Chairman Proxyire. Do you know whether the fear Mr. Fitzgerald
would tell us about C-5A overruns had anything to do with instruct-
ing him not to give a written statement ?

Mr. CaariEs. Would you ask that question again ?

Chairman Prox»are. Do you know whether the fear Mr. Fitzgerald
would tell us about C—5A overruns had anything to do with instructing
him not to give a written statement ?

Mr. Crarues. Not that I know of. As I understand it, he was to
be a backup witness. Backup witnesses normally do not have state-
ments. On the other hand, he was perfectly free to come over here,
and he did.

Chairman Proxmrre. We invited him to make a statement, we in-
vited him in writing to make it. Under those circumstances when a
congressional committee invites a responsible official in the Air Force
to make a statement, isn’t he normally permitted to do so?

Mr. Craries. I do not know whether he is normally permitted to
do so or not. He did come over here and he did answer your questions.

Chairman Proxmire. Well, there was also some effort made in the
Defense Department to prevent Mr. Fitzgerald from testifying at
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all. Do you know anything about that, trying to prevent him from
testifying at all?

Mr. Craries. No; I do not. He was to be a backup witness.

Chairman Proxmire. Was the effort made to keep him away from
the committee related to the C-5A. overruns or other overruns, the cost
control problems?

Mr. Crarces. No. As I said, my only concern was that the matter
‘would not be presented in its entirety and, therefore, the perspective
would be lost.

CIVIL SERVICE STATUS OF A. E. FITZGERALD

Chairman Proxuire. Now, this is the most puzzling and distressing
case because, you know perhaps what happened. As I recall, in Septem-
ber Mr. Fitzgerald was given a memorandum which indicated that
his position was going to be given civil service status and civil service
tenure.

Then on November 13 he testified before this subcommittee, and on
November 25 he ‘was notified that this September notice was a mistake.

I discussed this with the Secretary of the Air Force not very long
ago, in this year, and he indicated to me that this was a computer error.

When I related this in a statement to the press, saying how unhappy
I was that there was the coincidence of a computer error—and the
computer, after all, cannot sign the memorandum, cannot deliver the
memorandum, it has to be done by a human being—that this coinci-
dence, and it seems to me one in 10,000 prospect, that the computers
go wrong, I hope it is not more than that or we are going to be in real
danger, in view of the computer’s powers in the Defense Establish-
ment, that this should happen to one of the very rare people who
come before us and tell us that there are mistakes or in this case that
there was an overrun.

So I pointed this coincidence out. Then, on January 9, Secretary
Brown said he was shocked at my statement, objecting to the treat-
ment of the witness following his testimony.

As I'had done earlier, I invited Secretary Brown to discuss publicly
this extremely disturbing matter at today’s hearings. Unfortunately,
Secretary Brown has declined my invitation, although he was shocked
enough to release his letter to me to the press. The shock apparently
was not sufficient to bring him to this hearing to openly discuss it, and
to make any comments about the actions taken against Mr. Fitzgerald
after his November testimony.

Mr. CuareEs. I know of no action taken against him.

Chairman Proxmire. Well, the action taken against him was a
memorandum indicating that he had tenure, that he was protected,
that he would not be discharged from a position of this kind, that
this was apparently revoked.

Mr. Caarues. Mr. Chairman, no one regrets more than I the coin-
cidence that did occur. I am not qualified to answer all of your ques-
tions on this matter, but Mr. Nelson, who is here with me, may be
responsive to these questions.

Chairman Proxyxre. Fine. Will you identify your position and your
first name, sir?

Mr. NeLson. Yes, sir.,
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Mr. Chairman, Thomas W. Nelson. I work in the Office of the
Sccretary of the Air Force, for the Administrative Assistant to the
Secretary. .

My jo{; is in the field of administration, including responsibilities
in the personnel area.

What I would like to do is give you a short—-

Chairman Proxmire. Do you work for John Lang?

Mr. NeLson. Yes, sir; I do.

Chairman Proxyire. Thank you. .

Mr. Neuson. I would like to give you just a little chronology, if I
can, of what happened and shed some light.

On the 6th—well, I should start back.

In June of last year, in Headquarters, Air Force, for the Office
of the Secretary and the rest of the people in the headquarters, we
placed our personnel records in a computer. Our personnel actions are
now prepared by machine, so it is a thoroughly new process a little over
a year old, and we do have problems with it, as in any new program.
e do make errors, and we have made an error.

On the 6th of September a Standard Form 50, which is a notifica-
tion

Chairman Proxire. You used the plural on errors. Have you made
other errors? '

Mr. NELsoN. Yes, sir; we have.

Chairman ProxMire. With this computer ?

Mr. NeLsow~. Yes, sir.

Chairman Proxmire. Can you tell us how many?

Mr. NeLson. Yes, sir; I can.

Chairman Proxmire. How many ? :

Mr. NeLson. We have 55 people in the headquarters in the excepted.
service, as with Mr. Fitzgerald. There were eight errors made since
June of 1967.

Chairman Proxrre. How many people are affected by this com-
puter, how many ¢ ' Lo

Mr. NeLsoN. Approximately 4,300.

Chairman Proxmige. 4,300%

Mr. NeLson. Yes,sir. C ‘

Chairman Proxumire. It has made—would it be an accurate state-
ment to say that it had made 4,300, I cannot call them decisions, I do
not know what you call what & computer does, 4,300 memoranda had
come as a result of this computer? T ’

Mr. NeLsoN. It ismany more than that.

Chairman Proxmire. How-many more?

Mr. Nerson. It is at least—I do not know the exact number, sir;
I can provide it.

Chairman Proxyire. Would you say it is 50,000% : ‘

Mr. NeLson. Let me just do a little thinking just a minute. Perhaps
I can give an estimate.

Chairman Proxmigre. Sure. :

Mr. Nerson. I am afraid I cannot give you—there are approxi-
mately 4,300 people, approximately 225 actions per week that come
out. ’

Chairman Proxamrr. Two hundred twenty-five actions per week
over a period of what, 6 months?
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Mr. NeLson. No, sir; no, sir. This is the normal production, 225 per
week come out of the computer.

Chairman Proxure. How long has this computer been in operation

Mr. NeLsown. Since June 1967, a little over a year and a half, since
June 1967.

Chairman Proxmire, A year and a half?

Mr. NEeLsoN, Yes.

Chairman Proxmrre. That is 18 months times 4 times 225, and we
haveit; is that correct ?

Mr. Newson. That is correct.

Chairman Proxaare. I don’t blame you for taking a little while to
figure that out.

At any rate, it would be maybe 20,000 or 30,000. Maybe you can fig-
ure that out back there and let us know what it is, and just eight mis-
takes made?

Mr. Nevson. No, sir. This was for the 55 people in the excepted serv-
ice, not the full 4,300. I did not make this point clear, I am sure.

Chairman Proxmire. So it has made eight mistakes on the 55 people?

Mr. NeLsoN. Yes, sir.

Chairman Proxyre. How about the 4,300?

Mr. Nevson. I do not have the number of errors made on that. T
assume it must be proportionate. I do not know.

Chairman Proxmire. It must be proportionate. '

Mr. NEevsox. In the same proportion. I do not know what the situa-
tion is.

Chairman Proxmrzre. I should think that computer ought to be fired.
[Laughter. ]

Mr. Nevson. There are a great many—I think there are 90-some
separate programs on the computer.

Chairman Proxmire. Were these mistakes made both in favor of
the employee——

Mr. NeLson. Yes, sir. As a matter of fact, of the eight errors that I
pointed out, six of them were in favor of the employees. Two of them
might be——

airman Proxuire. Only two were against the employee ?

Mr. NeLson. Yes.

Chairman Proxmire. And this was one of the two ?

Mr. Nevson. Yes, sir.

Chairman Proxmire. Was the other just a matter of paying him too
much, or something of that kind ¢ .

Mr. Nevson. No, none of these affected pay. This is just terminology
on this document. None of them have affecte pay.

Chairman Proxmire. So in a year and a haif this computer made
only two errors against an employee, and Mr. Fitzgerald was one of
the two?

Mr. NeLson. Of the people in the excepted service.

Chairman Proxmire. Of the 55 people ?

Mr. NevLson. That is correct.

Chairman Proxyire. All right. Go ahead.

Mr. NeLson. 1f1may goon.

This was on the 6th of September with an effective date of the 20th
of September 1968.

The reason for this is Mr. Fitzgerald would have been or was on
the—in this position for 8 years as of the 20th of September 1968.
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This position that he occupies has existed since 1962. It has been
in the excepted service, as opposed to the competitive civil service,
that full time. It has never been changed. It i1s not being changed
now. There is no intention of changing it.

Therefore, this error that was made and Mr. Fitzgerald pointed
out, in essence, gave him tenure that the Air Force does not have the
authority to bestow on him in the first place.

Chairman Proxmire. You have the authority if the Civil Service
Commission approves.

Mr. NELsow. Yes, sir. But we have to request it from the Civil Serv-
ice Commission, which we have not done.

Chairman Proxumire. So the authority depends—you have the au-
thority to request it?

Mr. NeLsoN. Yes, sir; we do.

Chairman Proxmire. And it has been done in the past, that you
have requested positions to be covered under civil service?

Mr. NeLsox. I am sure it hasbeen done; yes, sir.

At this point, since we did not have the authority to bestow this
career status

Chairman Proxmire. Without Civil Service approval.

Mr. NeLso~. That is correct. Since we took no action we have still
taken no action, nor is any action contemplated, it was not possible
for us to give Mr. Fitzgerald what we told him we had given him on
this document.

Chairman Proxire. Well, you could have done it. He had every
reason to expect that he was getting it. After all, he got this memoran-
dum. If I received a memorandum like that I would have assumed
you would have consent from the Civil Service Commission, and get-
ting approval from the Civil Service Commission is simply notifying
them with a carbon copy and if there is no adverse action on their
part.

Mr. Neuson. No, sir.

Chairman Proxmire. This has to be affirmative?

Mr. NeLson. Yes, sir. It has to be published in the Federal Register
before we can change a position from the excepted service to the com-
petitive. It is quite an elaborate procedure here and quite time con-
suming.

Then, if I may proceed, during—since this is a new computer pro-
gram, we conduct—and when I say “we” I should identify this a
Iittle closer, the clerical staff of the Headquarters, Air Force Person-
nel Office that services the Office of the Secretary—the clerical staff
conducts a 100-percent postaudit of these actions primarily, of course,
to catch mistakes. But until in this computer all the bugs are worked
out of this program, it also points out where the errors are so correc-
tive action can be taken.

Mr. Fitzgerald’s conversion at the end of this 3-year period was
the first of these schedule A excepted service appointments that we
have had since the computer has been in operation.

What it boiled down to is we had not properly programed the com-
puter to cover this type of an exception. As soon as it was discovered
a corrected copy of this Standard Form 50, a corrected copy of this
Standard Form 50 was provided Mr. Fitzgerald, and that is where
the impression came—and I can understand how we would get this im-
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pression, it is two pieces of paper—naturally, the impression was
created that we had given him something and taken it away.

Chairman Proxmire. Once again, perhaps I missed it, did you say
why this was proyramed into t%e computer to begin with, why Fitz-
gerald’s name got m there? :

Mr. Nerson. No, I did not, sir. I can. It gets a little complicated
here.

All employees, whether in the competitive service or in the ex-
cepted service, as Mr. Fitzgerald is, are in a conditional type of em-
ployment, whether it is career conditional or excepted conditional, for
a 3-year period in the Air Force.

So the computer was programed for when the 8 .years are up you
automatically convert them into career. There are 55 people in the
excepted category, most of whom had had their excepted—they had
been out of the conditional status for years. This was just overlooked.
It has been corrected now.

Chairman Proxmigre. This means Mr. Fitzgerald’s name was put in
In error; that was the mistake? :

Mr. Nerson. No. All the employees’ names are in the computer, all
the records are in the computer.

" But what happened was when he had 3 years’ service it automatically
.cut an action giving him career tenure. It should have glven him tenure
in the excepte§ service. . .

Chairman Proxmire. He is the only one, however, the only one who
-received tenure who should not have had tenure? -

- - Mr. Newsown. That is correct. _ A

Chairman Proxmire. That is the only time this computer has made

.this mistake?. . .

Mr. NeLsoN, : Yes, sir; that is correct.

Chairman ProxMire. Any further observations? '

Mr. Nerson. There is one other thing that I should point out. On
the face of the document Mr. Fitzgerald received there is a basic in-
consistency between two blocks. In one place at the top of the form it
says that he acquired career tenure. Then down in the center of the
form it shows him being in the excepted service, which is a basic in-
consistency on the form 1tself.

The form was in error, and it still is when you look at it. The two are
inconsistent with each other. Rather than go through the rest of this,

I would—I do have a statement. We have gone through some discus-
sion, with some correspondence and Mr. Fitzgerald did visit the Civil

" Service Commission to discuss the case with them. I was asked to ac-
company him and-did. , ~

He was given an explanation by an official of the Civil Service Com-

- mission, and we have received a document, which I would like to read
today and have entered in the record, if I could.

Chairman Proxmire. Go right ahead.

LETTER FROM CIVIL SERVICE COMMISSION
Mr. Newson. Dated the 16th of January 1969, from the Honorable
Robert Hampton, U.S. Civil Service Commission :

By telephone conversation with the Administrative Assistant to Air Force
Secretary this date the following statement on the case of A. Ernest Fitzgerald.
Mr. A. Ernest Fitzgerald was appointed in 1965 as a GS-17, Schedule A, as
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Deputy for Management Systems in the Office of the Assistant Secretary of the
Air Force (Financial Management). At no time has the Commission been re-
quested to take any action to convert this status. The Air Force does not have
the authority to convert Schedule A appointment to Career Appointment or
Career Conditional. Those actions can be taken only by the Commission. If queried
by Congress on this subject, the above would be the response of the Civil Service
Commission.

Chairman Proxarme. That completes your statement ?

Mr. NeusoN. Yes, sir; it does.

FURTHER ACTIONS AGAINST A. E. FITZGERALD

Chairman Proxmime. Now, Mr. Charles, I would like to ask you,
do you know whether any further action is planned or contemplated
aganst Mr. Fitzgerald ¢

Mr. Cuarczrs. 1 not only know of no further action that is planned
against him, I know of none that has been taken against him.

TRANSMITTAL OF FITZGERALD SUPPLEMENTAL TESTIMONY

Chairman Proxyire. All right.

I want to get into that in a minute. In the November hearings I
asked Mr. Fitzgerald to provide us with certain cost data on the C-5A.
and other information. That was at the November hearing, No-
vember 13.

I received nothing from him or from the Air Force until December
24. The delay in transmitting this supplemental testimony has held up
publication of the November hearings.

Can you tell us why the Fitzgera%d inserts were not sent to the com-
mittee until December 24 ¢
. Mr. Cuarces. I am not an expert in that, but I will say this: it is my
understanding that something was sent over around the latter part
of December, about the 20th of December, something like that, which
those who sent it over were under the impression it was in accordance
with your wishes.

We understood later, I think from Mr. Fitzgerald, that more was
wanted, and therefore, 1t was sent over several days ago.

Chairman Proxmire. It was not just more that was wanted. The
Christmas Eve package that was received on December 24 was labeled,
and I quote in full, “Insert for the record, testimony of A. E.
Fitzgerald.”

Now, do you know whether this accurately reflected Mr. Fitzgerald’s
testimony ?

Mr. Cuarces. 1 do not.

Chairman Proxmire. Do you know the C-5A cost figures in the
package had been changed from the ones submitted to t. is office by
Mr. Fitzgerald ?

Mr. Cuarees. I did not.

Chairman Proxmrre. Well, they were.

Yesterday we received another package from the Air Force labeled,
“Insert for the record, testimony of A. E. Fitzgerald.”

Can vou explain to the committee why it took so long to transmit
these materials?

Mr. Crarnrs. I think thisis the same answer I just gave.
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Chairman Proxuire. Well, what happened ? All right, the explana-
tion to our staff was that the first—when we asked them, as a matter
of fact, when we got this testimony, it did not square with what we
had heard from Mr. Fitzgerald. The cost figures were quite different:
Mr. Fitzgerald said that that was not his testimony. So we went back
to the Air Force and we asked them why they did not send us Mr.
Fitzgerald’s testimony, and they said, “Well, we felt that we should
give you the Air Force position, total Air Force position, including
what Mr. Fitzgerald thought and what we thought,” and so on.

Well, this would have been useful and interesting provided it had
been properly labeled, but it was labeled “Testimony of A. E. Fitz-
gerald.” That was all we got, and it was not Mr., Fitzgerald’s testimony.

The testimony we got after that was quite different, and it was Mr.
Fitzgerald’s testimony, and he has told us that it is.

Mr. CrarLEs. I cannot respond to that because I am not familiar
with it. If you will give me the details on the discrepancies, I can
look into them and provide them for the record.

Chairman Proxare. We will come to that.

LANG MEMORANDUM

Before we do that, I have a memorandum for Dr. Brown dated
January 6, 1969, called “Background Information Relating to Fitz-
gerald Case.”

Now, this fascinating memorandum, what it does, it suggests what
can be done to Mr. Fitzgerald, how he can be handled. It goes on to
explain the civil service position. I will read part of it:

“In the civil service, all positions are either in the competitive or-
excepted service. The latter simply means that employees may be se-
lected without the normal competition by examination which is re-
quired,” and so forth.

It also goes into details to explain Mr. Fitzgerald’s position is ex-
cepted under schedule A, and so on.

Then it says this:

“As an employee in the excepted service under schedule A, with
veterans preference, Mr. Fitzgerald has certain rights, which can be
grouped in two categories:” And it indicates the three alternative
ways in which Mr. Fitzgerald can be handled.

One is “Adverse Actions. Chapter 752 of the Federal Personnel
Manual applies to discharges, suspensions, furloughs without pay,
and reductions in rank or compensation taken by agencies against em-
ployees of the U.S. Government. Mr. Fitzgerald’s rights are:” And
they are listed (2) through (f), and I will make that available for
the record, and I am going to have that available to the press. I won’t
go into detail now in the interest of time.

1 “l(?ﬁd(ilction in Force.” This is the second way Fitzgerald can be
handled :

In the event his job is abolished, Mr. Fitzgerald is in Tenure Group I in the
Excepted Service and has the right of full application of all reduction-in-force
procedures insofar as “bumping” and “retreat” rights within his competitive
level grouping. However, since he is the only employee in his competitive level
grouping and since he did not progress to this position from other lower grade
positions, the net result is that he is in competition only with himself. He could
neither “bump’ nor displace anyone.
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So all that has to be done is reduction in force by one, and Mr. Fitz-
gerald is out on that, and that might seem the best available.

Now, the third alternative which, incidentally, is not recommended
by Mr. Lang, is most fascinating. Mr. Lang says in this memorandum
the following :

There is a third possibility, which could result in Mr. Fitzgerald’s departure.
This action is not recommended since it is rather underhanded and would
probably not be approved by the Civil Service Commission, even though it is
legally and procedurally possible. The Air Force could request conversion of this
position to the career service, utilizing competitive procedures, and consider
all the eligibles from the Executive Inventory and an outside search. Using
this competitive procedure, Mr. Fitzgerald might not be selected. If not, dis-
placement action would follow.

Now, this memorandum by John Lang, I presume, was prepared
because the Air Force was contemplating disciplinary action or dis-
missal of Mr. Fitzgerald. Once again it seems to me this contributes,
in my mind, to a conclusion that this man who testified before us,
who only answered a question put to him by this committee, and
who had no apparent adverse action against him until he did appear
before this committee, is being disciplined ; perhaps being dismissed,
or they contemplate dismissing him. The Air Force does this simply
because he came up here and did what public officials are told to
do—and we are assured by every Cabinet officer especially the Sec-
retary of Defense, he is going to encourage this—simply told the
truth when we asked him.

Mr. Ciarces. I would have to disagree with your conclusion.

Chairman Prox»re. All right, sir.

(The memorandum, quoted in part above, follows:)

JANUARY 6, 1969.
Memorandum for Dr. Brown.
Subject : Background Information Relating to Fitzgerald Case.

In the Civil Service, all positions are either in the competitive or excepted
service. The latter simply means that employees may be selected without the
normal competition by examination which is required in the competitive service.
The vast majority of positions are in the competitive service, however, there
are three categories of positions excepted: Schedule A (positions other than
those of a confidential or policy-determining character for which it is not prac-
tical to examine) ; Schedule B (The same type of positions where it is not
practical to hold a competitive examination) ; and Schedule C (positions of a
confidential or policy-determining character).

Mr. Fitzgerald’s position is excepted under Schedule A. In the Air Force,
there are several types of positions excepted under Schedule A: all attorney
positions; civilian chaplain positions; part-time and intermittent positions;
summer trainee positions under the Youth Opportunity Campaign; cadet host-
esses. physical education and music instructors at the Academy; positions on
the AF cable ship operated by the AF Communications Service; and the specific
authority which covers Mr. Fitzgerald's pogition; “213.3109(a). Office of the
Secretary. Three special assistants in the Office of the Secretary of the Air
Force. These positions have advisory rather than operating duties except as
operating or administrative responsibilities may be exercised in connection
with the pilot studies.” It is important to note that positions are excepted from
the competitive service only after being recommended by the agency, approved
by the Civil Service Commission and published in the Federal Register. The
other two positions excepted by this specific authority are: Deputy for Person-
nel Policy, GS-17, SAFMR, occupied by James P. Goode; and Deputy for
Transportation and Communications, GS-17, SAFIL, occupied by John W. Perry.

As an employee in the excepted service under Schedule A, with Veterans
Preference, Mr. Fitzgerald has certain rights, which can be grouped in two
categories’:
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(1) Adverse Actions. Chapter 752 of the Federal Personnel Manual applies
to discharges, suspensions, furloughs without pay, and reductions in rank or
compensation taken by agencies against employees of the United States Gov-
ernment. Mr, Fitzgerald’s rights are :

(@) Adverse action may not be taken except for such cause as will pro-
mote the efficiency of the service;

(b) He must be given at least 30 full days advance written notice, identi-
fying the specific proposed action, stating the reasons supporting the pro-
posed action, including names, times and places;

(¢) The notice must tell the employee that he has the right to reply both
personally and in writing and to submit affidavits in support of his answer:

(d) Normally he must be retained in an active duty status during the
notice period ;

(e) Full consideration must be given to his reply and if the decision is
to effect the action originally proposed, or some action less severe, he must
be given a dated and written notice of the decision promptly after is is
reached;

(f) The notice of decision must inform him of the effective date of the
action, of his right to appeal the adverse action within the agency and to
the Civil Service Commission and of the time limits and procedures for
making the appeals.

(2) Reduction in Force. In the event his job is abolished, Mr. Fitzgerald is in
Tenure Group I in the Excepted Service and has the right of full application
of all reduction-in-force procedures insofar as “bumping” and “retreat” rights
within his competitive level grouping. However, since he is the only employee
in his competitive level grouping and since he did not progress to this position
from other lower grade positions, the net result is that he is in competition only
with himself. He could neither ‘“bump” nor displace anyone.

These are the rights involved should charges be preferred or should his posi-
tion be apolished. There is a third possibility, which could result in Mr. Fitzger-
ald’s departure. This action is not recommended since it is rather underhanded
and would probably not be approved by the Civil Service Commission, even
though it is legally and procedurally possible. The Air Force could request con-
version of this position to the career service, utilizing competitive procedures,
and consider all the eligibles from the Executive Inventory and an outside
search. Using this competitive procedure, Mr. Fitzgerald might or might not
be selected. If not, displacement action would follow.

‘When Mr. Fitzgerald was appointed in September 1963 by Assistant Secretary
Marks to fill the vacancy created by the departure of Mr. J. Ronald Fox, it was
with a mutual understanding that this was to be a Schedule A appointment of
two or three years duration. There is nothing in official records to support this
understanding. Dr. Flax contacted Mr. Marks by telephone on January 2. 1969,
and verified this understanding and reflected the conversation in his memoran-
dum to the Secretary of Defense, a copy of which is attached. We have carefully
screened all files and records and can find no formalized confirmation of this
understanding.

If you desire additional information or more detailed specifies, I have the com-
plete files available.

JorN A. Lang, Jr..
The Administrative Assistant.

Mr. Cuarces. As I indicated earlier, I am not thoroughly familiar
with this aspect of the case. But your reading of that simply indicates
to me that Mr. Lang was outlining various things that could happen
under certain conditions. It does not sound like an invitation to dis-
missal to me. :

Chairman ProxMire. If I were working for anybody and a memo-
randum like this was written on how you could handle me and get rid
of me, and each one of these alternative suggestions as a way of ending
the career in the Air Force of Mr. Fitzgerald, I would figure that they
were not exactly contemplating a promotion or giving me a medal.
[Laughter.] . :

Mr. Crarres. The wording may have been unfortunate; I do not
know.
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Chairman Proxarre. It sure is.

Mr. Cearses. I do not know who drafted the memorandum.

Mr. NeLsox. If I may answer that: this was an answer to a question,
“«What are Mr. Fitzgerald’s rights?,” and from a subordinate stand-
point I can tell you if the boss wants to know what his rights are he
wants to know what they are all the way across. There is nothing in
that that said, does not say, nor was it intended to say, that he is going
to be dismissed. It is a question of what are the alternatives that the
boss is entitled to know, sir. :

Chairman Proxyire. Well, all T want to say is that it is very, very
difficult for Congress ever to determine whether there has been dis-
ciplinary action against people who come up here and are frank. It
is very difficult for us to determine whether action is taken or not. In
the 11 years I have been in the U.S. Senate, this is by far the most
conspicuous example of direct retribution against a man who spoke
out, and spoke the truth.

T have never seen anything as shocking as this, even though you
make the defense that the language was unfortunate; or that the
timing is bad ; or that computers make mistakes, and so on.

It seems to me it is impossible to give a stronger case that the Air
Force is disciplining a man who had the courage and the conviction
to tell Congress the truth when he was asked a question. :

Now, let us get into the C-3A. You have a very fine statement, an
you may proceed any way you want to. This involves as you have
said, a complicated and very important procurement.

It is an extremely long statement.

Mr. CuarwEs. Yes, it 1s. oot

Chairman Proxyire. It is available to the press, I take it. We can
put it in the record and you can either read the entire statement—I
am willing to stay here as late as you want—or you can summarize
it and then respond to questions. It is 34 pages long and that is the
reason I raise that point. s

TOTAL PACKAGE PROCUREMENT

Mr. CHARLES. Yes. : :

Before I even get into the statement, let me say this: I am responsi-
ble for Total Package procurement; I am responsible for its being
applied to the C-5A, and T accept that responsibility. '

Now; with respect to the statement itself, it is a long statement. I can
summarize it in one-third of the time it would take to read the:
statement.

Representative Grrrrrras. Let me ask a question before you start,
please, because I cannot stay that long. :

May I ask you: What, in your juggment, is the effect of permitting
the research and development costs to be applied against tge produc-
tion costs, other than fooling the Appropriations ommittee ¢

Mr. Craries. Would you repeat that question?

Representative Grirrrras. What, in your judgment, is the effect,
good or bad, or the desirability of permitting research and develop-
ment costs to be allocated over on the production costs? ‘

Mr. Cuarres. They are not allocated to production costs.

Representative Grirrrras. Well, you show me how they are not.

Mr. Cuariis. They simply are not. '
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Representative Grirrrras. Well, you have not paid off completely
any of these costs that have gone over; you permit them to recoup on
the next planes, do you not ?

Mr. Crarces. If you listen to the statement, I think it will come
out.

Representative Grrrrrrms. Well, I have looked through part of the
statement and I still wonder what your theory is and where you point-
out that it is customary for these ‘contractors to underestimate these
costs. I do not think that excuses you at all. T think that makes the
thing many times worse, not less.

I Mr. Cuarces. If you will allow me to proceed in an orderly way,
will.

Representative Grrrrrras. Proceed.

Mr. Cuarces. This subcommittee is interested in economy in Gov-
ernment. So are we. This subcommittee is concrened with the cost, of
the C-5A program. So are we. In fact, we are concerned with the cost,
not only of the C-5A, but of all weapon systems. We have been for
many years. :

It was this very concern which prompted the concept of Total Pack-
age procurement, with respect to which there was some testimony at
your hearings on November 11-14, 1968.

The C-5A program involved the first usé of Total Package con-
tracting. Why Total Package, and what is it ? . ’

ENORMOUS COST OVERRUNS IN PAST PROCUREMENTS

The procurement of our major weapon systems has in the past been
characterized by enormous cost overruns—several hundred percent—
and by technical performance that did not come up to promise.

A large portion of these cost increases resulted from legitimate pro-
gram changes caused either by technological advances during the:
period of development and production, or by shifting military require-
ments. A substantial amount, however, was due to the fact that most
contracts for major systems were of a cost reimbursement. type which
provided little if any motivation for economy, and were not awarded
on a price competitive basis. As recently as fiscal .year 1961, only 17
percent of the Air Force’s contracts were awarded competitively.

The main reason for this low percentage was that in our major
programs the production work, which represents about 80 percent of
those programs, was awarded without competition to the development
contractor.

And s0 in an attempt to get more competition we are now testing a
plan called Total Package procurement. Its first application was to
the C-5A program. :

COMPETITION IN TOTAL PACKAGE PROCUREMENT

Stated in its simplest terms, it places the bulk of a program, rather
than a small fraction thereof, under the umbrella of competition.

In my judgment—and T have the responsibility therefor within the
Air Force Secretariat—the best way to achieve superior defense hard-
ware economically and on schedule is by the use of competitively
awarded contracts which contain strong incentives for ontime delivery
of high-quality products at the lowest cost. Under the competitively
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awarded C-5A contract the contractor’s performance commitments,
which were 7 percent better than what the Air Force expected, are
backed up by incentives for improving that performance, and by a
clause requiring deficiencies to be corrected at no increase in target
price; his price commitments, which were considerably better than
what the Air Force expected, are backed up by a formula under which
costs above or below the target cost are substantially shared by the
contractor; and his schedule commitments, which were what the Air
Force requested, are backed up by substantial penalties for late de-
livery; that is, $12,000 per day for each of the first 16 airplanes up
to a maximum of $11 million.

C—-5A CONTRACT

The economical and onschedule acquisition of superior defense hard-~
ware is what Total Package procurement attempts to do. This is what
the C-5A contract, which is the only Total Package application on
which we now have meaningful experience, is doing.

Let’s look at the record.

TECHNICAL PERFORMANCE WILL EXCEED CONTRACTUAL COMMITMENTS

First, with respect to technical performance of the C-5A, we believe.
that it will exceed the contractor’s proposed performance on which the
decision to proceed was based, and will also exceed his contractual
commitments. o

How does this compare with other programs? The record indicates:
that actual performance on other programs has averaged about 85
percent of the proposed performance and about 90 percent of contrac-
tual target commitments. The program most comparable to the C-5A
is the C-141, which is uniformly considered to be one of our best man-
aged programs under the conventional sequential contracting method.
Like the C-5A, the highly. successful C-141 is a subsonic jet transport
and was designed and built by the same division of the same company..
The principal technical difference is that the C-5A involved a con-
siderably greater advance in the state of the technical art, and, there-
fore, was more difficult to achieve. . :

In the case of the C-141, the actual performance came to 87 percent
of the. contractor’s proposed performance and to 92 percent of his:
contractual target commitments.

In short, the C-5A is meeting the performance proposed by the con-
tractor and on which the decision to proceed was based. It is meeting:
its contractual commitments with respect to performance. I know of no.
other aircraft program where the record has been so good.

Therefore, with respect to the technical performance of the equip-
ment, we are most happy with this first test of Total Package pro-
curement. :

REDUCTION IN AMOUNT OF PRICED CHANGES

This excellent and unique performance record has been accompanied
by a significant reduction in the amount of priced changes. Three years:
and 3 months after contract go-ahead in each case, priced changes—ex-
trapolated throngh 120 airplanes—on the C-5A airplane contract have.
amounted to only one quarter of 1 percent of the original contract

22-49—69—pt. 1—20
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target price. They were seven times greater on the C—141. There have
been no priced changes on the C-5A engine contract, which is also Total
Package.

' COST INCREASES

With respect to costs, we are disappointed. In October 1964, at the
beginning of the C-5A program, the Air Force estimated the program
cost to the Government of 120 airplanes, excluding spare engines and
parts, and in constant 1964 dollars, to be $3.116 billion. However, this
involved a smaller, shorter-range airplane, and an extrapolation of
these costs for the larger airplane for which we actually contracted
amounts to $3.466 billion. The current estimated cost of the Govern-
ment, including projected inflation, is $4.348 billion, which is $882
million, or 25 percent more.

Economic inflation has been the biggest single cause of the increased
costs, amounting to about $500 million as compared to 1964 constant
dollars. If the inflation of $500 million is included, the Air Force
estimate of October 1964 becomes $3.966 billion, and the current esti-
mate of $4.348 billion is $382 million, or less than 10 percent, above
the earlier estimate.

With this background, I would now like to address the specific ques-
tions contained in your letter of December 20, 1968.

A MILITARY REQUIREMENT FOR C—5A

1. Asto the military requirement for this airplane.

During the course of the past 5 years, the Air Force and the Army
have given continuous attention to the need for, and the sizing of,
our strategic mobility capabilities.

Our capability to respond to the national strategy is analyzed an-
nually in three major documents, the Draft Presidential Memorandum,
the Joint Strategic Objective Plan, and the Strategic Movement Capa-
bility Study. Supplementary studies are conducted by the Office of the
Secretary of Defense, by the Joint Chiefs of Staff, and by the services
whenever necessary.

Requirements for the C-5A, based on experience gained in South-
east Asia, changing Army tactics as a result of air mobile, helicopter
equipped, units, and other factors from which increased demands-for
rapid mobility have evolved, are currently being reviewed and
measured against the increased costs of the C-5A, and against possible
alternatives. ) ]

Based on present information, the six-squadron force of 120 C-5A’s
is being retained in our force structure for planning purposes.

RECOGNITION OF COéT INCREASES

2. The second series of questions involves the timing of the recogni-
tion of cost increases and what was done about them,

A cost overrun, in the sense that the contractor would exceed his
proposed target, was anticipated by the Air Force at the time of
contract award, that is, September 30, 1965. That target was proposed
in an extremely lively competition. Consequently, the contractor
‘proposed an airplane that had somewhat better performance—about

7 percent—than expected by the Air Force. We accepted this increased
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capability since it could be used effectively in accomplishing our
mission. He also submitted a minimum cost proposal.

Thus, the $2.985 billion contract target price for 120 complete C-5A
airplanes, which included engines, other Air Force costs, and all but
abnormal inflation, was $481 million lower than the adjusted 1964
Air Force estimate of $3.466 billion excluding inflation.

Since program inception, costs, schedule, anﬁ technical performance
have heen reviewed continually.

In 1966, wind tunnel tests revealed significant excess drag: This
required a redesign of the wing, nose section and fairings, with
consequent premiums engineering overtime and out-of-station in-
stallation of significant portions of the airplane in order to meet
schedule. In addition, the airplane was overweight. This problem
forced the introduction of new and more costly materials and manu-
facturing techniques, such as beryllium in the brakes, electron beam
welding, and the extensive use of titanium fasteners.

Problems of this nature are unfortunate, and their solutions are
usually costly, but they can and do occur in the design and development
of complex, modern weapon systems.

The August 1967 review indicated that en ineering design costs
were exceeding the contractor’s target costs g)lr this element by 80
percent. Similarly, further cost growth became apparent at the sub-
contractor level.

The extensive analyses made in the fall of 1968 confirmed and
extended these cost increases.

INFLATION AND DEVELOPMENT PROBLEMS

The single most significant cost increase is accounted for by inflation,
not only in the national economy, but particularly in the aerospace
portion of the economy. The following unanticipated events coincided
to produce this inflation:

(¢) There was a sustained boom in the general economy.

(3) A relatively minor involvement in Southeast Asia turned
into a major conflict, and greatly increased the demand for mili-
tary aircraft.

(¢) There was an unprecedented boom in the commercial air-
craft market, particularly for jet transports.

As indicated earlier, it is estimated that the resulting inflation over
the 614-year period required to develop and produce 120 C-5A air-
planes, will amount to about $500 million.

Tn addition, the disruption of the normal supply-demand equation
caused by the above three factors had several other adverse effects
on C=5A costs, particularly in the areas of experienced personnel and
outside purchases.

In brief, Lockheed entered into a contract and then the economic
conditions for its performance turned out to be much more difficult
than anticipated, by virtue of the war and a concurrent civilian boom,
particularly in the demand for commercial transport aircraft.

In summary, I believe that the cost growth currently projected on
the C-5A program has not been the result of inefficiency but rather it
has been caused by normal development problems associated with
complex weapons, compounded hv abnormal escalation in the economy
and disruption of the aircraft market.



206
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In response to your question as to what was done about the cost
growth, that action was taken in 1965 when we decided to obtain the-
C-5A. under a Total Package contract. As indicated earlier, the best
way to get superior defense hardware at low cost is to acquire it under
a_competitively-awarded contract containing strong incentives for-
high quality at low cost.

For every dollar that Lockheed spends over the target cost set in
competition, he pays 30 cents. All costs in excess of the contract ceiling-
price are borne by the contractor. In addition, he is contractually bound
to meet the performance specifications, also set in competition. T know
of no other technique that will be as successful in accomplishing what
we seek. :

RECENT COST ESTIMATES

3. The third series of questions pertains to various recent cost esti--
mates. :

In October 1968 the Defense Contract Audit Agency (DCAA) and
the Air Force Plant Representatives Office (AFPRO) were asked by
the System Program Office to analyze a Lockheed proposal of $1.457
billion" for production run A. This analysis was for the purpose of’
developing a Government position in connection with the then planned,.
but subsequently canceled, negotiations with Lockheed.

The DCAA did not conduct separate studies of Lockheed’s cost esti-
mates, but rather worked with the Air Force as part of a team. The:
DCCA relied on the AFPRO technical estimates, and conversely the
AFPRO looked to the DCA A for verification of direct labor, overhead,
and general and administrative expenses. Only a portion of the total
cost estimates is comparable. Therefore, under the circumstances, there
is no basis for a direct comparison of DCAA and Lockheed’s total
estimate.

The Aeronautical Systems Division cost team developed an esti-
mate of $1.526 billion, including costs attributable to rework likely to
result from flight and other testing. The ASD cost team believes the
Lockheed estimate was overly optimistic.

A statement was made to this subcommittee on November 13, 1968,
to the effect that the cost of this program could increase by $2 billion..
T have been unable to validate this estimate, but I note that $600 million
of this increase—the difference between $300 million in the original
estimate and $900 million subsequently submitted to your subcommit-
tee In connection with the testimony—1s in a category entitled “AFLC
investment” which covers spare parts, ground equipment, and similar
items.

You should be advised that the Air Force Logistics Command invest-
ment—estimated at $777.2 million, rather than $900 million—now
includes two major categories of cost—replenishment spares and other
support—which were not previously included as investment costs, but
as operating costs because they were a function of aircraft utilization.
Parenthetically, one of the reasons for the increase in these operating
costs is that we have included a provision for increasing the wartime
utilization rate on these aircraft. In any case, if these items are in-
cluded in the present estimated investment cost of the C—5A program
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for comparison with the original cost estimate, they should also be
included in the original estimate. Otherwise, you are comparing apples
with oranges. ‘

Chairman Proxmire. Just to interrupt at this point to say they were
included in the original estimate Mr. Fitzgerald gave us. They included
more—he included spares originally ang spares on the basis of the
increased costs.

: Mr. Cuarces. I would have to see those figures before I agree with
that.

Chairman Proxmire. All right.

Mr. Cuarues. The fourth series of questions pertains to the le-
gality
~ Chairman Proxyire. Incidentally, let me just interrupt to say this
was the reason for the discrepancy. This explained the discrepancy
completely, and the entire difference between the Air Force estimate
and the Fitzgerald estimate was in the spares. He included them both
times. :

Mr. Cuarres. Again, I would like to see the figures before I can
comment on it. :

REPRICING FORMULA

4. The fourth series of questions pertains to the legality and desir-
ability of applying the repricing formula in the C-5A contract.

‘We consider that the repricing formula can be exercised in accord-
-ance with legal requirements, and is desirable.

There was a valid reason for this provision. The C-5A. contract was
the first Total Package contract and exposed the contractor to three
new risks of major proportions:

The first such risk was a commitment to the technical performance,
delivery schedule, and price of operational production airplanes prior
to the start of engineering development. As indicated earlier, on con-
ventional sequentially procured systems, such commitment was made
.only after substantial completion of development, and even then usu-
ally in only one year’s production run at a time. Further, the C-5A
.commitment is enforced by a new correction-of-deficiences clause which
s much more strict in assuring compliance with performance require-
ments than is the normally used inspection clause.

The second such risk involved responsibility for total system per-
-formance; that is, the operation in the air of the integrated aircraft,
including engines. Previously, the responsibility for integration prob-
lems, for example, at the interface of the airframe and the engines, was
largely assumed by the Government because of the difficulty of allocat-
ing responsibility for degraded performance between different com-
ponents of the integrated system.

The third such risk was a commitment of extreme length ; that is, 614
years from contract go-ahead and 7 years from submission of firm
proposals. Normally, the commitment involves between 114 and 3
years.

In view of these risks, and of the uncertainties attendant upon the
development of any major new system, the C-5A contract was pur-
posely structured to provide protection, for both the Government and
the contractor, against unanticipated contingencies arising out of this
first use of the Total Package concept.
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I should point out that, in the absence of protective provisions,
all the competitors would have had to include in their proposed
prices some margin to cover these contingencies at a price increase;
and then contingencies might not.have occurred, in which case the
Government would have been paying something for nothing.

It was to this situation that the Cg—5A price adjustment formula
was addressed. Thus, the contract provided that if the actual cost
of the 53 airplanes of run A exceeded their target cost by more than
30 percent, an upward price adjustment would be made. It also pro-
vided that if the actual cost of those 53 airplanes was below the target
cost by more than 10 percent, a downward price adjustment would be
made.

The adjustment was not intended to turn a loss into a profit nor
even to eliminate a loss. It was designed only to prevent corporate
disaster by reducing catastrophic losses to manageable proportions
or, on the other hand, if costs were substantially below target to reduce
excessive profits by providing a refund to the Government.

This repricing clause was in the proposed contract to which all the
competitors bid; and their bids assumed that, if consummated, the
resulting contract would be honored. Therefore, adhering to  this
clause is desirable in the interest of preserving the integrity, not only
of this contract, but of the relationship between the Government and
industry.

‘ POSSIBILYTY OF REVERSE COST INCENTIVE

The only objection to the repricing formula is that in theory it
contains the possibility of a reverse cost incentive under certain con-
ditions which may exist in the future. This, of course, bears on the
question of legality, in particular the prohibition against cost-plus-
a-percentage-of-cost contracting.

The conditions which might create a reverse cost incentive do not
exist now, nor will they exist, at the earliest, until such time as we
decide to authorize expenditures on airplanes beyond the fourth squad-
ron, which we have not done.

If at any time in the future there is a possibility that a reverse cost
incentive might arise, T assure you that the repricing formula will be
used, in modified form if necessary, in accordance with the statutes
and regulations proscribing cost-plus-a-percentage-of-cost contracting
and otherwise in the best interests of the Government.

To be perfectly clear on thismatter of price adjustment, the Govern-
ment is not altering in any way the pricing formula set forth in the
original contract, which was entered into in competition. We are sim-
ply invoking the pricing provisions of the contract in accordance with
1ts terms.

REPRICING FORMULAS IN OTHER CONTRACTS

5. The fifth series of questions pertains to other contracts which con-
tain similar repricing formulas.

There are two others: The A6M-69A Short Range Attack Missile
(SRAM), and the A6M-65A Air-to-Ground Missile (Maverick).

In the SRAM contract, the repricing formula is not applicable un-
less actual costs of the initial production options exceed 180 percent
of target cost or are less than 90 percent of target cost.
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An overrun in the amount of $55 to $60 million is currently projected
in the development portion of this program. This overrun does not
form a basis for applying the adjustment formula. Nevertheless, the
program has been, and is, under continuous review to insure that the
operational requirement is still cost effective in light of the increased
cost.

In the Maverick contract, the repricing formula provides for upward
repricing if the actual cost of the first two production runs exceeds
target cost by more than 25 percent, and for downward repricing if
the actual cost is lower than target cost by more than 10 percent.

Chairman Proxmire. Can you give us that cost effectiveness ratio,
the benefit-cost ratio, or however you figure that ?

Mr. Craries. Excuse me ? ‘

Chairman ProxMmire. You say in the sentence you just read the pro-
gram has been and is under continuous review to insure that the opera-
tional requirement is still cost effective in the light of the inceased
cost. :

Mr. CHARLES. Yes.

) Chai@rman Proxmire. Can you tell us what the cost effectiveness ratio
is now?

Mr. Cuarces. I wish T could. I cannot tell you-that. All I meant tor
imply from this statement is that in view of the increasing costs on
that program we are looking at it constantly to see if it is still worth
buying. That is what it amounts to. To date we think it is, so we have
not reached that point yet.

Chairman ProxMIRE. At any rate you have not gone ahead to spend
$2 billion for 62 additional planes, but simply for 23 planes? -

Mr. CHarLEs. You are talking about the C-5A ?

Chairman ProxMIRE. Yes. : ‘

Mr. CaarcEs. I thought you were talking about the SRAM.

Chairman ProxMire. I am sorry. I guess I did read it incorrectly.

Mr. Caarces. Allright. R

Chairman Proxmire. You have not gone ahead, and I may have
given the impression that this letter that I had—incidentally, every-
thing is hitting us today at once—I have a letter from Secretary Clif-
ford dated yesterday which we just received and which was first called
to my attention a couple of minutes ago which says, “Expenditures
and commitments will be limited to- the 23 airplanes of the fourth
squadron.” : . ' :

‘Mr. Caarres. That iscorrect.  ~ -

Chairman Proxmire. If they intend to go ahead with the fifth and
sixth squadron they can make the decision later. But the feeling was
because the new administration was coming in they would have to make
a decision in 11 days; that is, before February 1, it would be necessary
to, they could not do it efficiently in that way. So you made the deci-
sion not to go ahead with 23 more planes.

Mr. Cuarees. That is exactly right.

Chairman Proxmre. Can you give me information on the addi-
tional costs if it is not $2 billion including spares, what would be the
total cost ?

Mr. CrarcEs. I think T can give you that among these papers, but
I am almost finished with this statement, and I will be glad to give it
toyou.
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Chairman Proxaure. All right, sir.
Mr. Cuarues. There is no actual or projected cost overrun on the
Maverick program at this time.

C—-5A AN OUTSTANDING PROGRAM

I would now like to return to the C=5A program and to Total Pack-
age procurement, and to conclude this statement. While we are disap-
pointed with the increased costs on the C-5A, I am convinced, weigh-
ing all factors and considering the problems with which it has been
faced, that it is an outstanding program.

Comparing this airplane’s actual performance with the contractor’s
proposed performance and with his contractual commitments, both of
which it is expected to exceed, our analysis indicates that the results
are far better on the C~5A than on any other system ever procured by
the Air Force. :

Comparing C-5A cost growth—25 percent above our original ad-
justed ‘estimate excluding escalation and 10 percent including it—
with the much greater increases on other systems, we are satisfied that
the method of procurement used on the C—5A has effected great im-
provement in the cost area.

That concludes my statement, and I will be glad to try to answer
any questions.

(The complete prepared statement of Mr. Charles above-referred to,
follows.)

PREPARED STATEMENT OF ASSISTANT SECRETARY OF THE AIR
FORCE, ROBERT H. CHARLES .

Mr. Chairman and Members of the Subcommittee : This subcommittee is in-
terested in economy in Government. So are we. This subcommittee is concerned
with the cost of the C-5A program. So are we. In fact, we are concerned with
the cost, not only of the C-54, but of all weapon systems. We have been for
many years.

It was this very concern which prompted the concept of Total Package pro-
curement, with respect to which there was some testimony at your hearings
on November 11-14, 1968.

The C-5A program involved the first use of Total Package contracting. Why
Total Package, and what is it ?

The answer to these questions stems from the history of the procurement
of major weapon systems. According to Peck and Scherer, in “The Weapons
Acquisition Process,” published in 1962, actual costs of 12 major systems devel-
oped during the 1950's exceeded their estimated cost by an average of 2209,
and in only one case was the “overrun” less than 100%. Of 22 programs studied
by Marshall and Meckling of The RAND Corporation, actual costs exceeded
estimates by 140-200%. Even wider disparities were noted in a recent study
published by the Brookings Institution, “Government Contracting and Techno-
logical Change,” by C. H. Danhof : )

“During the 1950’s, virtually all large military contracts reflected an ac-
ceptance by the military agencies of contractor estimates which proved highly
optimistic. Such contracts ultimately involved costs in excess of original con-
tractual estimates of from 300 to 700 percent . . .”

A large portion of these increases resulted from legitimate program changes
caused either by technological advances during the period of development and
production, or by shifting military requirements. A substantial amount, however,
was due to the fact that most contracts for major systems were of a cost reim-
bursement type which provided little if any motivation for economy, and were
not awarded on a price competitive basis,

It is difficult to quantify the cost effect of cost reimbursement contracts, but
the odds favoring economical and efficient operations are higher under a con-
tract which provides a monetary incentive therefor than under a contract which
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assures the reimbursement of all of a contractor’s allowable costs and therefore
contains_no such incentive.

More importantly, we believe, as does Congress, in the salutary influence of
competlt}on, wherever it can be effectively used. It results in better products, at
lower prices. But as recently as FY 1961, only 17% of the Air Force’s contracts
were awarded on a price competitive basis. And if you review the major changes
in our approach to system acquisitions since then, you will find that one of the
driving ideas behind many of those changes has been simply this : we should devise
procurement techniques that harness the forces of competition so as to make
those forces work for both technical excellence and maximum economic value.

It is extremely difficult, however, to obtain price competition in our major
systems such as the B-52, Minuteman, F—4, F-111 and C-5, which represent the
core of our military hardware capability. Such systems always involve some
gdvance in techmnology, and because this requires probing into the unknown, it
is not possible accurately to estimate their performance and cost prior to their
development. In view of this, it became the mormal practice to award only
the development work at the outset of a program. Subsequently, the production of
the operational systems had to be awarded to the development contractor on a
non-competitive basis unless the Government was willing to maintain two or
more competitors during the development period; and in view of the great
cost of development (e.g., $900 million on the B-52), this could involve costs
considerably greater than the benefits of preserving competition. Thus, by the
time one of these major systems was ready for production, which was normally
two to three years after go-ahead, the selected development contractor was so
far into the program, and had built up such a store of technical knowledge, data
and equipment applicable to that system, that it was virtually impossible to
change contractors or to inject competition at that point. The company which
won the development contract was for all practical purposes assured of winning
the follow-on production contracts, on a non-competitive basis; and since pro-
duction work normally represents about 80% of the total cost of a major system,
the amount of competition could never exceed the 20% represented by development
under the conventional procurement approach.

We were thus engaged in what former Air Force Secretary Zuckert referred to
as “iceberg” procurement, with the partially visible out-of-water portion repre-
senting development and the larger invisible underwater portion representing
production. We became wedded to a program and to a particular contractor
without meaningful performance and price commitments, and without competi-
tion, with respect to the operational units in which we were really interested.
As a result, we were too often confronted with very large cost overruns and
less-than-promised performance which resulted, at least in part, from cost esti-
mates which were understated and performance estimates which were overstated
on the initial development contract.

It seemed to us that we must attack the real root of the problem, namely, the
underwater portion of the iceberg.

But this appeared impractical if not impossible. How could you obtain competi-
tion with respect to an undefined system? Even if you could persuade industry
to submit binding proposals concerning performance and price—a risky propo-
sition indeed—how could you obtain, with respect to an undefined system, the
comparability essential to a fair competition?

As part of a continuing effort to solve this dilemma, in 1964 the Department of
Defense inaugurated a new procedure called Contract Definition. The heart of
this procedure involves a conscious decision not to proceed with the development
engineering of a system until it has been sufficiently defined to obtain credible
estimates of performance and cost. Under this concept, pre-development contracts
are awarded to two or more competitors to define the system more fully; and at
the end of this definition phase, each contractor submits a performance and price
proposal for development of the system. Since such proposals are based on a
greater degree of refinement and clarity in the Work Statement, they are more
comparable, and competition is more effective. Even so, the role of competition is
severely limited if it stops at this point and applies only to the 20% of a program
represented by development.

But in our major defense systems, there is no clear-cut point at which develop-
ment stops and production begins. Development and production are a continuum.
This, incidentally, helps to explain why it is difficult to change contractors at any
point in a program. Development continues throughout production, although
normally at a reduced level, and each step is interrelated with and builds upon
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previous steps. But since the process is a continuum, the question arises: Why
not treat the entire iceberg, both underwater and out-of-water, for what it is—a
single unit? If the program is adequately defined, and if the technological building
blocks are in hand, why not complete the entire package, i.e., both development
and production?

The major additional question was: could we compete entire programs with-
out imposing too much risk on industry, simultaneously providing industry the
incentive to turn out the best quality at the lowest cost? We thought so, provided
the incentive formula was properly geared to the technical and financial risks
involved. In this connection, defense industry, if efficient, should earn the kind
of profit needed to obtain the capital, personnel and facilities, and to perform
the independent research and development, which are essential to making a
continuing contribution to our national defense. In view of the risks inherent in
making commitments concerning operational hardware before it has been de-
veloped, a contractual framework carefully tailored to these risks is required.

And so, in an attempt to obtain meaningful competition, and to obtain other
benefits which I will describe shortly, we are now testing a plan to do just this.
We call it “Total Package Procurement.” Its first application was to the C-5A
program. :

Total Package Procurement postulates that if we can define with reasonable
accuracy what a system is to do and if the needed major technology is already
known so that its application to the system can be accomplished through straight-
forward development engineering, as opposed to exploratory research. then we
can obtain contractual commitments concerning operational equipment, in compe-
tition, before development begins. Stated in the simplest terms, it places the bulk
of a program, rather than a small fraction thereof, under the umbrella of
competition.

Some of the expected benefits of Total Package Procurement are :

1. Although it cannot eliminate overly optimistic proposals concerning
performance and cost, which are tncouraged under conventional develop-
ment-only contracts where the contracts can try to “get well” under the
follow-on non-competitive production contracts, the production commitments
in a Total Package contract do discourage such proposals, and thus should
reduce performance disappointments, budget disruptions, funding realloca-
tions. program stretchouts, and possible program cancellations.

2. It requires the Government to be more specific in telling industry what is
wanted, and it requires industry to be more precise in making proposals,
thus providing firmer information concerning performance, cost and delivery
schedule before substantial resources are allocated to a program.

3. Since the contractor’s commitments pertain to production units and
their operation, he must design from the beginning (a) for economical pro-
duction (thus minimizing production redesign and achieving earlier produc-
tion learning curve benefits), and (b) for the reliability and simplicity of
maintenance to which he is by then committed. All of these are direct func-
tions of initial design.

4. The contractor will be more interested in obtaining components, sup-

. plies and subcontract work, which average nearly 50% of most aireraft pro-

grams, from the most efficient sources, and by the most efficient means.

. I do not want to suggest that Total Package procurement is suitable for all
Tew major weapons systems, nor that there are no significant problems asso-
ciated with its use. Tt should not be applied to programs subject to high develop-
ment risk or to rapidly changing technology or requirements. But even if the
dynamics of defense planning, with all its inherent instabilities, reduces the scope
of what would otherwise be made susceptible to competition by the Total Pack-
age technique. this technique nevertheless holds high promise for very substan-
tially expanding the extent to which we can procure major systems on a com-
petitive basis,

One of the advantages of Total Package procurement is that it permits the
‘Government to “disengage” from the “management” of the day-to-day opera-
tions of contractors, a practice felt to be necessary under cost reimbursement
contracts and conventional contracts for development only followed by succes-
sive production runs.

. Government “management” of industrial operations is not effective in creat-
ing or inducing efficiency because industrial efficiency. or inefficiency, is the
product of hundreds of thousands of small decisions by company personnel. The
result of attempts to exercise such “management” is a spiral of additional peo-
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ple—of contractor control personnel trying to surround Government control
personnel and vice versa. In my judgment, it is no coincidence that between 1955
and 1961, when the ratio of “Government-managed” cost-plus-fixed-fee contracts
in the Air Force rose 77%—from 26.2% to 46.49,—the ratio of managers, sched-
ulers, controllers, procurement and other overhead and administrative services
personnel in the aerospace industry rose 107%—from 14% to 299 of total
employment.

There is a significant difference in the degree to which Government ‘“manage-
ment” is required in conventional development-only contracts as compared to
Total Package contracts. In the former case, the contractor has no contractual
responsibility for anything other than development, and the Government clearly
must be in a position to exercise control over coutractor trade-off decisions
during development which could adversely affect the operational characteristics
or cost or availability of production articles—the only items in which the Gov-
ernment is ultimately interested. Under a Total Package contract, however, such
control is less necessary because the interests of the contractor, having com-
mitted himself to production articles, are aligned with those of the Government;
in short, both are interested in operational equipment which meets specification
at the lowest cost. In fact, to the extent that the Government “manages” the
contractor’s work, it will succeed ounly in relieving the contractor of his responsi-
bilities. Thus, when the Government approves the details of design, for example,
it can hardly avoid sharing the responsibility for degraded performance if the
part manufactured to that design does not operate as expected. Authority and
responsibility are twins; you cannot have the one without the other.

Although I have emphasized the importance of management by the contractor,
T must also stress the fact that visibility by the Government of the cost and
performance of a contractor is essential. The Government needs this visibility
to make decisions concerning budgeting, funding, and the all-important question
.of whether to continue with a program whose cost may escalate beyond its worth.
The Air Force has pioneered in establishing new techniques for obtaining this
visibility. But in itself this visibility will not, I believe, have any significant
impact on the contractor’s costs.

On the other hand, the Air Force has for many years sent industrial manage-
ment review teams into its contractor’s plants periodically, with a view to
spotting management deficiencies to which contractor managements had become
accustomed, and which an outsider can sometimes more readily detect.

In my judgment—and I have the responsibility therefor within the Air Force
Qecretariat—the best way to achieve superior defense hardware economically
and on schedule is by the use of competitively awarded contracts which contain
strong incentives for on-time delivery of high quality products at the lowest cost.
Under the competitively-awarded C-5A contract: the contractor’s performance
commitments (which were 7% better than what the Air Force expected) are
backed up by incentives for improving that performance, and by a clause requiring
dJeficiencies to be corrected at no increase in target price; his price commitments
(which were considerably better than what the Air Force expected) are backed
up by a formula under which costs above or below the target cost are substantially
shared by the contractor; and his schedule commitments (which were what the
Air Force requested) are backed up by substantial penalties for late delivery, i.e,
$12.000 per day for each of the first 16 airplanes up to a maximum of $11 million.
The economical and on-schedule acquisition of superior defense hardware is
what Total Package procurement attempts to do. This is what the C—A contract,
which is the only Total Package application on which we now have meaningful
experience, is doing.

Let’s look at the record.

First, with respect to technical performance of the C-5A—which is what we
are really after—all flight test and other data now available (314 years after
contract go-ahead and 6% months after first flight) provide a reasonable basis
for confidence that it will exceed the contractor’s proposed performance on which
the decision to proceed was based, and will also exceed his contractual commit-
ments. Thus, after weighting various characteristics according to their relative
importance, actual performance exceeds both the contractor’s proposed perform-
ance and his contractual commitments by nearly 19 (both of which exceeded
Air Force expectations by 7%), and in no single characteristic is there a de-
ficiency. Details are shown in the following chart:
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C-5ATECHNICAL PERFORMANCE

Actual performance (per-

Performance history cent) compared to— Weighting of
- performance
Contractor's Contractual  Projected, Contractor’s Contractual element
Performance element proposal commitment actual proposal commitment
Cruise speed (kilometers)___.________ 440 440 440 100.0 100.0 0.11
Takeoff distance, heavy payload (feet). 8, 000 8, 000 7,814 102.3 102.3 12
Landing distance, radius mission (feet)_ 3,900 3,900 3,700 105.1 105. 1 212
Payload at 3,000 nautical miles
pounds)..._.._____.__..________. 220, 000 220, 000 220,000 100.0 100.0 .30
Payload at 4,000 nautical miles
(pounds). 176, 000 176, 000 176, 000 100.0 100.0 .20
Payload at
(pounds). 112, 600 112, 600 112, 600 100.0 100. 0 .15
Weighted average, actual per-
formance. el 100.9 100.9 1.00

How does this Total Package record compare with other programs which
were procured under conventional sequential contracts, i.e., on the basis of an
initial development contract followed by non-competitive production buys? The
record indicates that on those contracts actual performance, again after weight-
ing various characteristics according to their relative importance, has averaged
about 85% of proposed performance and about 909 of contractual target com-
mitments. The program most comparable to the C-5A is the (C-141, which is uni-
formly considered to be one of our best-managed programs under the sequential
contracting method. Like the C-5, the highly successful C-141 is a subsonic jet
transport and was designed and built by the same division of the same company.
The principal technical difference is that the C-5 involved a considerably greater
advance in the state of the technical art, and therefore was more difficult to
achieve. For example, the C-141’s engine was one of the more recent members of
a family of turbofans developed and produced in substantial quantities over a
period spanning almost 10 years, and this family was in turn an outgrowth of
a turbojet engine, the development of which goes back to 1948. On the other hand.
the engine for the C-5 is a new engine, representing a significant advance in
technology : fan by-pass ratio of 8-to-1 vs. the previous 1.2-to-1; pressure ratio
of 23-to-1 vs. 17-to-1; and turbine inlet temperature of 2300° F. vs. 1900° F. In the-
case of the C-141, the actual performance came to 86.89 of the contractor’s pro--
posed performance and to 91.79, of his contractual target commitments, as indi-
cated by the following :

C-141 TECHNICAL PERFORMANCE

Actual performance (per-

Performance history cent) compared to— Weighting of
performance
Contractua! Contractual element’
Contractor’s target com- Contractor's  target com-
Performance element proposal mitment Actual praoposal mitment
Cruise speed (kilomaters) 1._________ 440 440 430 97.7 97.7 0.11
Takeoff distance (feet)._._.__.._.____ 6,000 6,000 6,640 89.3 89.3 .12
Landing distance (feet). . 5,280 5, 500 4,650 111.9 115.5 J12
Payload at 3,000 nautical
pounds).__. 81, 000 70, 000 72,197 89.1 103.1 .30
Payload at 4,01 i
pounds)..____ 69, 200 68, 700 58, 850 85.0 85.7 .20
Payload at 5,500 nau
pounds). ..o ... 39,200 38,700 21, 350 54.5 55.2 .15
Weighted average, actual per-
formance_ . . 86.8 91.7 1.00
10bjective.

In short, based on flight testing and other analyses to date, the C-5 is meeting
the performance proposed by the contractor and on which the decision to proceed
was based. It is meeting its contractual commitments with respect to per-
formance. I know of no other aircraft program where the record has been
so good.
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Therefore, with respect to the technical performance of the equipment, we
are most happy with this first test of Total Package procurement.

This excellent and unique performance record has been accompanied by a
significant reduction in the amount of priced changes, which usually increases
the original cost estimates substantially, but which is not considered a cost
overrun. Again, a comparison of the C-5A and C-141 programs is instructive:
3 years and 3 months after contract go-ahead in each case, priced changes
(extrapolated through 120 airplanes) on the C-5A airframe contract have
amounted to one-quarter of one percent of the original contract target price.
They were seven times greater on the C—141. There have been no priced changes
on the C-5A engine contract, which is also Total Package.

With respect to costs, with which I will deal more fully later in this state-
ment, we are disappointed. In October 1964, at the beginning of Contract Defini-
tion for the C-5, the Air Force estimated the program cost to the Government
of 120 airplanes, excluding spare engines and parts, and in constant 1964
dollaws, to be $3.116 billion. However, this involved a smaller, shorter-range
airplane, and an extrapolation of these costs for the large airplane for which
we contracted amounts to $3.466 billion. The current estimated cost to the Gov-
ernment, including projected inflation, is $4.348 billion, which is $882 million,
or 259% more than the October 1964 estimate of $3.466 billion, adjusted for the
larger airplane.

There have been many reasons for these increased costs, as I will indicate
later, but economic inflation has been the biggest single cause, amounting to
about $500 million as compared to 1964 constant dollars. It must be re-
membered that the contract for 120 airplanes extends over 61% years, much
longer than the normal 2 or 3 year contract. Thus, if the inflation of $500 mil-
lion is included, the Air Force estimate of October 1964 becomes $3.966 billion,
and the current estimate of $4.348 billion is $382 million, or less than 10%,
above the adjusted 1964 estimate of $3.966 billion.

With this background, I would now like to address the specific questions
contained in your letter of December 20, 1968 to the Secretary of the Air Force.

1. 'The first series of questions pertains to C-5A force structure, that is, to
the military requirement for this airplane.

During the course of the past five years, the Air Force and the Army have
given continuous attention to the need for, and the sizing of, our strategic mobility
capabilities. In airlift, our objective has been twofold: to provide the capability
to deploy the required personnel and major items of Army and Air Force equip-
ment within the closure times essential to JCS-approved contingency plans, and
subsequently to assure an adequate volume and timely resupply thereof to com-
bat areas; and to make all these moves with a speed which precludes the neces-
sity for extensive and costly forward basing.

Since the hearings on Military Posture in January and February of 1964, the
Department of Defense has annually validated before the Congress, the need for
the C—5A. This new weapon system will provide greatly increased mobility for
the large Army and Air Force first echelon items since it is the only aircraft in
being or now on order for either airline or military purposes which is capable
of on-loading the substantial quantities of this defense equipment which is too
large to be carried in the C—141. In addition, the C-5A will represent the lowest
cost military airlift available. A listing of DOD testimony before the various
Senate and House Committees can be provided if you so desire.

Our capability to respond to the national strategy is analyzed annually in three
major documents, the Draft Presidential Memorandum, the Joint Strategic Ob-
jective Plan (JSOP), and the Strategic Movement Capability Study (MOVE-
CAP). Supplementary studies are conducted by the Office of the Secretary of
Defense, by the Joint Chiefs of Staff, and by the Services whenever necessary.
Requirements for the C-5A, based on experience gained in Southeast Asia,
changing Army tacties as a result of air mobile (helicopter equipped) units, and
other factors from which increased demands for rapid mobility have evolved, are
currently being reviewed and measured against the increased costs of the C-5A
and against possible alternatives. Based on present information, the 6-squadron
force of 120 C-5A’s is being retained in our force structure for planning purposes.

2. The second series of questions involves the timing of the recognition of cost
jncreases, and what was done about them.

A cost overrun, in the sense that the contractor would exceed his proposed tar-
get, was anticipated by the Air Force at the time of contract award, i.e., September
30, 1965. That target was proposed in an extremely lively competition. The win-
ner was expected to be the military airlift specalist for many years. In addition,
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ag a result of developing the C-5A, he was expected to gain an important posi-
tion in the future commercial market for huge jet cargo transports. As stated by
FORTUNE magazine in December 1965:

“The competition for this contract was memorably exhaustive . . . The
competitors * * * gpent some $60 million of their own funds and committed
more than 4,000 of the nation’s top engineers to the undertaking. They com-
mitted themselves to this gruelling exercise because they were aware that the
stakes were appreciably greater than the * * * [military] program itself. The
winners could expect to get a corner on the commercial market for a plane
that promises eventually to become a standard work horse of the air transport
business.”

For these reasons, as indicated earlier, the contractor proposed an airplane
that had somewhat better performance (about 70%) than expected by the Air
Force. We accepted this increased capability since it could Le used effectively
in accomplishing our mission. He also submitted a minimum cost proposal.

Thus, the $2.985 billion contract target price for 120 complete C-5A airplanes,
which included engines, other Air Force costs, and all but abnormal inflation,
was $481 million lower than the adjusted 1964 Air Force estimate of $3.466:
billion excluding all inflation, for a lower performance airplane.

Since program inception, costs, schedule, and technical performance have
been reviewed continually, but several specific instances are worth noting.

In February 1966 (41 months after contract award), the C-5A System Pro-
gram Office (SPO) reviewed the direct labor and overhead rates being proposed
by Lockheed on the C-141 airplanes being built in the same plant and found
them to be significantly higher than those on which the contractor had predi-
cated his C-5A target price. At the same time, our System Program Office review
of the subcontracts which Lockheed was negotiating on the C-5A program indi--
cated that the contractor’s outside purchases would involve higher costs than
expected.

Later in 1966, wind tunnel tests of the then projected C—5A configuration
revealed that significant excess drag would prevent the airplane from meeting
its performance guarantees. This required a redesign of the wing, nose section
and fairings, with consequent premium engineering overtime and out-of-station
installation of significant portions of the aireraft in order to meet schedule.
In addition, the airplane was overweight. This problem forced the introduction
of new and more costly materials and manufacturing techniques, such as beryl-
lium in the brakes, electron beam welding, and the extensive use of titanium
fasteners. Problems of this nature are unfortunate, and their solutions are
usually costly, but they can and do occur in the design and development of
complex, modern weapon systems.

Another significant review occurred in August 1967, when data became avail-
able through the point where 909 of the engineering design had been released
for manufacture. This review indicated that engineering design costs were:
exceeding the contractor’s target costs for this element by 809. Similarly,.
further cost growth became apparent at the subcontractor level.

Again, in March 1968, data on shop completion of the first airplane indicated
that manufacturing costs would cause Lockheed substantially to exceed target
costs.

The extensive analyses made in the fall of 1968 confirmed and extended these
cost increases.

The foregoing examples reflect the normal Air Forece management review of"
weapon systems during the critical stages of a mew program as it progresses
through design, development, and into production. These reviews will continue
through the testing and concurrent production phase. In addition to the Secre-
tary of the Air Force’s semi-annual required review on major systems in develop-
ment and acquisition, the System Program Office and the Air Force Plant Repre-
sentative continually review the contractor’s progress in cost, performance and
schedules, both attainments and projections, through monthly and quarterly
management reports.

As a general observation, potential deviations from contract target cost can
be identified at various times throughout the life of a contract. Usually, poten-
tial deviations begin to surface during engineering development when the design
is firm enough to estimate manufacturing costs and when subcontract commit-
ments are being negotiated.

Under some circumstances situations occur that may reveal cost divergencies:
earlier. For example, during initial design, restarts may be necessary if prelimi-
nary testing and analyses indicate potential performance problems. This condi--
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tion actually happened on the C-3A drag and weight problems mentioned earlier.

Even when design is reasonably firm, subsequent events may flag cost increases.
Static, fatigue, or flight tests may reveual design deficiencies that must be cor-
rected to meet contractual performance requirements. Such corrections in design,
and the resulting changes in subcontracting and manufacturing, operate to
increase initially estimated costs.

Any one of the foregoing situations is aggravated by concurrent development
and production, i.e., release to production before completion of design, develop-
ment and testing. Our more recent Total Package Procurement contracts, such as
those for the SRAM and Maverick, require successful development demonstration
before items are released to production.

Notwithstanding the above factors, the single most significant cost increase is
accounted for by inflation, not only in the national economy, but particularly in
the aerospace portion of the economy. The following unanticipated events coin-
cided to produce this inflation :

a. There was a sustained boom in the general economy.

b. A relatively minor involvement in Southeast Asia turned into a major
conflict, and greatly increased the demand for military aircraft.

c. There was an unprecedented boom in the commercial aircraft market,
particularly for jet transports. For the first time in history, in 1967 com-
mercial aireraft deliveries, in pounds of weight empty, i.e., the manufactured
hardware, exceeded military aircraft deliveries.

As indicated above, it is estimated that the resulting overall inflation, over the
614-year period required to develop and produce 120 C-5A airplanes, will amount
to about $500 million on this program.

In addition, the disruption of the normal supply-demand equation caused by
the above three factors had several other adverse effects on C—5A costs, par-
ticularly in the areas of experienced personnel and outside purchases. For
example, because of the heavy demand for engineers in this country, Lockheed
had to employ 850 engineers in England. While engineering talent there is good,
and less costly per direct man-hour than in the U.S., these advantages were more
than offset by the requirements for overseas liaison and differences in engineering
techniques. With respect to outside purchases, it has been difficult to obtain parts
and components from suppliers on schedule. Thus, the lead time on some forgings
increased from 18 weeks in 1965 to 30 weeks in 1967—a 12-week delay. Typically,
in an aircraft development-production program, this has the following effect.
The part containing that forging is not ready for testing, or for incorporation
into a component which must be tested, until 12 weeks after it is expected, and
on which other testing, and the production schedule, is planned. In the mean-
time, production parts are fabricated on the assumption that the engineering
design analysis prior to testing, is correct. When the tests are finally conducted—
12 weeks late—any redesign results in a new cycle of testing and the scrapping
or re-work of parts built to the original pretest design. Thus, in view of the tight-
ness of the C-5A schedule, and of the penalties (up to $11 million) for late
delivery, the prime contractor released engineering drawings to production
earlier than he would like and with less assurance that subsequent tests would
not reveal deficiencies which could then be corrected, at added cost, only by an
expensive out-of-station manufacturing operation, or by scrapping and refabricat-
ing the hardware involved.

In brief, Lockheed entered into a contract and then the economic conditions
for its performance turned out to be much more difficult than anticipated, by
virtue of the war and a concurrent civilian boom, particularly in the demand
for commercial transport aircraft. In summary, I believe that the cost growth
currently projected on the C-5A program has not been the result of inefficiency
but rather it has been caused by normal development problems associated with
complex weapons, compounded by abnormal escalation in the economy and dis-
ruption of the aircraft market.

In response to your question as to what was done about the cost growth, that
action was taken in 1965 when we decided to obtain the C-5A under a Total
Package contract. As indicated earlier, the best way to get superior defense
hardware at low cost is to acquire it under a competitively-awarded contract
containing strong incentives for high quality at low cost. For every dollar that
Lockheed spends over the target cost set in competition, he pays 30¢. All costs
in excess of the contract ceiling price are borne by the contractor. In addition,
he is contractually bound to meet the performance specifications, also set in
competition. I know of no other technique that will be as successful in accom-
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plishing what we seek. In order to give us greater visibility of future cost trends,
we have directed the installation of a new accounting system which our financial
management people have been anxious to obtain.

3. The third series of questions pertains to various recent cost estimates.

As previously indicated, the Lockheed cost projections have been under con-
tinual review. The September 1968 review of those projections for Run A was
made by an Aeronautical Systems Division cost team which included repre-
Sentatives of the Air Force Plant Representative’s Office (AFPRO), and a De-
fense Contract Audit Agency (DCAA) member. The AFPRO assisted in esti-
mating tooling, engineering, quality assurance and other areas involving tech.
nical matters. The DCAA team member reviewed subcontracts and material
areas, along with direct labor, overhead, and general and administrative expenses.

In October 1968 the DCAA and the AFPRO were asked by the System Pro-
gram Office to analyze a Lockheed proposal of $1.457 billion for Production Run
A cost in Material Program Codes 1010 (air vehicle), 1060 (systems manage-
ment), and 1070 (data). This analysis was for the purpose of developing a
Government position in connection with the then planned, but subsequently
canceled, negotiations with Lockheed. This effort was divided so that the DCAA
reviewed subcontract, material, labor, overhead, and general and administrative
expenses, while the AFPRO estimated tooling, engineering, quality assurance and
manufacturing costs.

From the foregoing, it can be seen that the DCAA does not conduct separate
studies of Lockheed’s cost estimates, but rather works with the Air Force as
part of a team. The DCAA relies on the AFPRO technical estimates, and con-
versely the AFPRO looks to the DCAA for verification of direct labor, overhead,
and general and administrative expenses. Only a portion of the total cost esti-
mates is comparable. Therefore, under the circumstances, there is no basis for
a direct comparison of DCAA and Lockheed’s total estimate,

The Aeronautical Systems Division (ASD) cost team developed an estimate
of $1.526 billion, including costs attributable to rework likely to result from
flight and other testing. The ASD cost team believes the Lockheed estimate was
overly optimistic. Differences between Government and Lockheed cost estimates
were found in practically all major areas—engineering, tooling, manufacturing,
quality assurance, materials, subcontracts and general and administrative costs.

A statement was made to this subcommittee on N ovember 13, 1968 to the effect
that the cost of this program could increase by $2 billion. I have been unable to
validate this estimate, but I note that $600 million of this increase (the difference
between $300 million in the original estimate and $900 million subsequently sub-
mitted to your subcommittee in connection with the testimony) is in a category
entitled “AFLC investment” which covers spare parts, ground equipment and
similar items. You should be advised that the Air Force Logistics Command
investment (estimated at $777.2 million, rather than $900 million) now includes
two major categories of cost (replenishment spares and other support) which
were not previously included as investment costs, but as operating costs because
they were a function of aircraft utilization. Parenthetically, one of the reasons
for the increase in these operating costs is that we have included a provision for
increasing the wartime utilization rate on these aircraft. In any case, if these
items are included in the present estimated investment cost of the C-5A program
Tor comparison with the original cost estimate, they should also be included in
the original estimate. Otherwise, you are comparing apples with oranges.

The fourth series of questions pertains to the legality and desirability of
applying the repricing formula in the C—5A contract.

We consider that this repricing formula can be exercised in accordance with
legal requirements, and is desirable.

There was a valid reason for this provision. The C-5A contract was the first
Total Package contract and exposed the contractor to three new risks of major
proportions:

1. The first such risk was a commitment to the technical performance, delivery
schedule and price of operational production airplanes prior to the start of
engineering development. As indicated earlier, on conventional sequentially pro-
cured systems, such commitment was made only after substantial completion of
development, and even then, usually on only one years’ production run at a time.
Further, the C-5A commitment is enforced by a new Correction of Deficiencies
clause which is much more strict in assuring compliance with performance
requirements than is the normally-used Inspection Clause,

2. The second such risk involved responsibility for total system performance,
i.e,, the operation in the air of the integrated aircraft, including engines. Previ-
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ously, the responsibility for integration problems, e.g., at ti:w¢ interface of the
airframe and the engines, was largely assumed by the G vo2rnment becanse of
the difficulty of allocating responsibility for degraded perforw inee hetwecen differ-
ent components of the integrated system. .

3. The third such risk was a commitment of extreme length (i.e., 615 years
from contract go-ahead and 7 years from submission of firm proposals). Normally,
the commitment involves between 114 and 3 years.

Additionally, the terms of the contract were established in extremely stiff
competition; and consequently the competitors “reached” with respect to per-
formance, delivery schedule, and price.

In view of these risks, and of the uncertainties attendant upon the develop-
ment of any major new system, the C-5A contract was purposely structured
to provide protection, for both the Government and the contractor, against
unanticipated contingencies arising out of this first use of the Total Package
concept. For example, there is an economic escalation clause, under which the
contractor is protected against abnormal increases and the Government is pro-
tected against abnormal decreases in the cost of materials and labor (as indicated
earlier, about $500 million of the cost increase for 120 C-5A5s is due to escalation
in the economy). There are other clauses covering specific foreseeable risks
such as changes in the law. But it was also recognized that there are unknown
risks, technical and otherwise, which being unknown are difficult to provide for
contractually. I should point out that in the absence of protective provisions, all
the competitors would have had to include in their proposed prices some margin
to cover ‘these contingencies at a price increase; and then these contingencies
might not have occurred, in which case the Government would have been paying
something for nothing.

Thus, both the Government and the contractor recognized the need for pro-
tection against unknown risks such as those which actually materialized and
greatly increased the costs of the C-5A. And it was to this need that the C-5A
price adjustment formula was addressed. Thus, the contract provided that if

" the actual cost of the 53 airplanes of Run A exceeded their target cost by more
than 309%, an upward price adjustment would be made. It also provided that
if the actual cost of those 53 airplanes was below the target cost by more than
10%, a downward price adjustment would be made.

The adjustment was not intended to turn a loss into a profit nor even to
eliminate a loss. It was designed only to prevent corporate disaster by reducing
catastrophic losses to manageable proportions or, on the other hand, if costs were
substantially below target to reduce excessive profits by providing a refund to
the Government.

This repricing clause was in the proposed contract to which all the competitors
bid; and their bids assumed that, if consummated, the resulting contract would
be honored. Therefore, adhering to this clause is desirable in the interest of
preserving the integrity, not only of this contract, but of the relationship between
the Government and industry.

In our view, the only objection to the repricing formula is that in theory it
contains the possibility of a reverse cost incentive under certain conditions which
may exist in the future. This, of course, bears on the question of legality, in
particular the prohibition against cost-plus-a-percentage-of-cost contracting.

The conditions which might create a reverse cost incentive do not exist now,
nor will they exist, at the earliest, until such time as we decide to authorize
expenditures on airplanes beyond the 4th squadron. If at any time in the future
there is a possibility that a reverse cost incentive might arise, I assure you that
the repricing formula will be used, in modified form if necessary, in accordance
with the statutes and regulations proseribing cost-plus-a-percentage-of-cost con-
tracting and otherwise in the best interests of the Government and the taxpaying
public.

To be perfecly clear on this matter of price adjustment, the Government is
not altering in any way the pricing formula set forth in the original contract,
which was entered into in competition. We are simply invoking the pricing pro-
visions of the contract in accordance with its terms.

5. The fifth series of questions pertains to other contracts which contain
similar repricing formulas.

There are two other current contracts that contain option price adjustment
formulas tied to production options. These contracts are for the AGM-69A
Short Range Attack Missile (SRAM), and the AGM—65A air-to-ground missile
(Maverick). However, the application of these repricing formulas differs some-
what from the C-5A formula, and from each other.

22-490—69—pt, 1——21
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In the SRAM contract, the repricing formula does not adjust the contractually
specified prices of the first production options. Follow-on production option prices
are subject to adjustment, with actual costs of the first production runs pro-
viding the basis for the adjustments. The formula is not applicable unless actual
costs of the initial production options exceed 1809 of target cost or are less
than 90% of target cost.

A projected increase above the SRAM contract target cost was first identified
in March 1968, and an overrun in the cost to the Government of $55 to $60 million
is currently projected in the development portion of this program. This over-
1:m does not form a basis for applying the adjustment formula. Nevertheless, the
program has been, and is, under continuous review to insure that the operational
vequirement is still cost effective in light of the increased cost.

In the Maverick contract, the repricing formula provides for upward repricing
i the aictual cost of the first two production runs exceeds target cost by more
than 25%, and for downward repricing if the actual cost is lower than target
cost by more than 10¢5.

There is no actual or projected cost overrun on the Maverick program at this
time.

I would now like to return to the C-5A program and to Total Package pro-
curcmer !, and to conclnde this statement. While we are disappointed with the
increased costs on the C-5A, T am convinced, weighing all factors and considering
the problems with which it has been faced, that it is an outstanding program.
We are probably in a better posture on the C-5A than we have ever been on any
other weapon system of comparable difficulty at the same point in time of the
development/production cycle. Comparing this airplane’s actual performance
with the contractor’s proposed performance and with his contractual commit-
ments, both of which it is expected to exceed, our analysis indicates that the
results are far better on the C-5A than on any other system ever procured by
the Air Force. Comparing C-5A cost growth (25% above our original adjusted
estimate excluding escalation and 109, including it), with the much greater in-
creases on other systems, particularly if we consider the unanticipated adverse
external factors on this program, we are satisfied that the method of procure-
ment used nn the C-5A has effected great improvement in the cost area.

In ths « crall, 1 am persuaded that Total Package procurement applied to
systems a.ich are not subject to rapidly changing technology or military re-
quirem 1 ts, operates to achieve better technical performance and lower costs
than any other procurement techuique yet devised, and that it is so operating in
tle case of thr C-5A.

T will be glad to try to answer any questions you might have.

TOTAL ESTIMATED COSTS OF C—5A

Chairman Proxmire. Will you answer that question on what is in-
volved here in the cost ? )

Mr. Cuarces. I will try to find that right now. I will give you what
I can give you now, and if you want more I will have to provide it for
the record. The estimated cost, flyaway costs, that is, including the
engines, of the——

hairman Proxsire. And the spares.

Mr. Crarees. No, no spares. Flyaway, no spares.

Chairman Proxmire. Why are not the spares included? That is a
cost the taxpayers have to pay and Congress has to fund.

Mr. Cuarces. That is right. I can give you that. I do not happen to
have it here.

Chairman Proxyire. Can you give us an estimate on that?

Mr. Crarces. No, I would rather not. I would rather be accurate.

Chairman Proxuire, Well, you see, this is the problem we ran into
before. One of the big differences, the big difference, the only difference,
as a matter of fact, you can reconcile this if you have this one and Mr.
Fitzgerald, is that he included the spares and you did not.
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Mr. Cuaries. As I testified earlier, previously spares were not in-
cluded in investment costs, but were included in operating costs. They
are in an entirely different category now. They are included in invest-
ment costs, so you end up comparing apples and oranges. I would be
delighted.

Chairman ProxMIre. You compare apples with apples and oranges
with oranges providing you included them in both estimates.

Mr. Caarees. That is right.

Chairman Proxacre. I cannot understand why you cannot give us
this. You know more about this program, more than any other living
man, according to everybody I have talked to. It is your program. It
is your total operation, and I cannot understand how you cannot give
us that figure.

Mr. Craagces. On a $414 billion program, it is rather difficult to
know all the details, regardless of how much time you spend on it. I
will be glad to provide it for the record.

Chairman Proxmire. All right.

Mr. Cuarues. I will have to provide it for the record. I can give
you the flyaway costs if you want it, excluding spares.

Chairman Proxmire. I would like to have the whole thing in the
record together. I think that is the only way you can get a proper pic-
ture. You have to buy them both. It is like saying we will give you the
cost without the engine, you know.

Mr. CaarLEs. I agree with that.

Chairman Proxyire. We have to have it.

(The following was subsequently supplied by Secretary Charles:)

Following is the Air Force estimate of the acquisition cost of 120 C-5A’s:

Millions
Lockheed-Georgia Co., 115 aircraft - e $3, 169
General Electrie Co. engines for 115 aireraft . _____ 75
Run C-5 aircraft and engines__ e 91
Air Force adds (includes Government-furnished aerospace equipment,
engineering change orders, aerospace ground equipment (base and
depot), 1st destination transportation, ete.) - - 334
Total ___ e 4, 348
Following is the Air Force estimate for spares and support for 120 aircraft:
Initial spares (fiscal years 1967-72 procurement) . $483
Replenishment spares (fiscal years 1968-74 procurement) o . ——______ 189

Support (fiscal years 1968-74 procurement) (aircraft modification, spares
modification, common aerospace ground equipment and spares there-
fore)* __ e 106

Total ____________ e 778

;. Pr;zviously considered an operating cost and not included in program acquisition cost
estimates.

BUY-IN BIDDING

Chairman Proxmire. In the official Air Force Guidebook, May 1966,
explaining the Total Package procurement the following quotation is
found, and I quote:

Thus the history of defense procurement was replete with cost overruns, less
than promised performance which were at least in part the result of intentional

buy-in bidding, and this has been the case even in the situation where there has
been no substantial increase in the then state of the art.
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Doesn’t this quotation really tell what happened with the C-5A ?

Mr. Cuarees. I do not think we can ever wholly prevent buy-in
bidding. But let me say this; the buy-in bidding that will occur in the
Total Package contract and under the C-5A contract is much

Chairman Proxmire. We have your buy-in bidding

Mr. CrARLES. Wait a minute, is much less, much less than the type of
buy-in bidding that goes on under conventional contracts where there
is no penalty whatsoever for doing so. I won’t say whatsoever, they
can lose a little money on the development contract.

C—5A COST EXPERIENCE

Chairman Proxmire. Well, the guidebook also says that the total
packaging should produce lower costs on the first production units.

Can you truthfully say this has been the result in the C-5A experi-
ence ?

Mr. Crarces. I think it has. It is too early to tell you, but I think it
has.

Chairman Proxmire. It is awfully high, much higher than the
original estimate.

Mr. Crarces. Right. But you have got to-ask that question that I
started off by asking; namely, “Compared to what?” Had this been on
a conventional ‘

Chairman Proxmire. You sce, what strikes us

Mr. Crarres. Let me finish. Had this been on a conventional con-
tract, I predict the costs would have been considerably higher.

Chairman Proxmire. How can you have lower costs and an overrun ?
Is the overrun standard, is it always an immense overrun ?

Mr. Crarrgs. The overrun, if you want to call it that, is in relation
to a target cost set by the contractor in the competition. The fact that
we have sharing of costs above the target indicates that there is a con-
templation that they probably will exceed the target.

COMPETITION FOR C—5A CONTRACT

Chairman Proxuire. This you maintain was a competitive procure-
ment ?

Mr. CaaruEs. It certainly was.

Chairman Proxmire. You had Boeing and Lockheed involved and
others.

Mr. Crarces. Let me read you something which I did not read
earlier but I think it is pertinent.

Chairman Proxmire. Let me just say before you do that, the point I
am trying to make is this is all the more shocking. You have a com-
petitive procurement, you give it to a bidder on the basis of price to
some extent, and then you have an overrun which is far above what his
bid was. So the competition does not mean anything. You obviously bid
in low if you know you are going to have it made up; isn’t that right?

Mr. Crarces. It does not mean everything. It means a great deal,
however. It is a vast improvement over what it was.

Let me quote from an article—let me quote you from a Fortune
magazine article in December 1965 on this very competition.
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Chairman ProxMIRE. You have that in your statement?

Mr. CHARLES. Yes.

The competition for this contract was memorably exhaustive * * * the com-
petitors * # * spent some $60 million of their own funds, and commitfed more
than 4,000 of the Nation’s top engineers to the undertaking. They committed
themselves to this gruelling exercise because they were aware that the stakes
were appreciably greater than the (military) program itself. The winners could
expect to get a corner on the commercial market for a plan that promises eventu-
ally to become a standard workhorse of the air transport business.

The point is that it was a genuine competition.

Chairman Prox»ire. How low was the Lockheed bid ?

Mr. Crraries. Compared to others?

Chairman Proxaire. Yes.

Mr. Cuarnes. I am not sure that I should reveal that, but I can
tell you this, that——

Chairman Proxmire. Why can’t it be revealed ?

Mr. Crarces. Well, this is company proprietary information. I will
be glad to if Boeing and Douglas will authorize it.

Let me tell you this

Chairman Proxmire. Why should they have to authorize it? Why
can’t it be disclosed ?

Mr. Caarces. Well, I do not know whether we ought to talk about
company

Chairman Proxamre. It is over now, you know; it is history, several
years.

Mr. CHARLES. Yes, I agree, but I would like to get their authorization
to doso.

Chairman Proxarre. Well, it is my understanding it was about $300
million low.

Mr. Cuaarees. I do not think it was that much.

Chairman Proxarre. But it was substantially lower.

Mr. CrareEs. Yes; it was. Well, it depends upon what you call sub-
stantial. I call that a lot of dollars, but in terms of percentages it may
not be.

Chairman Proxumire. At any rate, here you have a situation where
you gave it to somebody that was apparently less than $300 million
low, and now you have an overrun which is many times that, and it
defeats the whole purpose and point of competition.

Mr. Cuarces. No, it does not. I think it does not. The financial results
to the lower bidder will be harder on him than to the higher bidder.

Chairman Proxmire. Well, not if he is going to be able to make up
on his subsequent production with the higher costs.

Mr. Craries. He does not make up all of it.

PRICE COMMITMENTS

Chairman Proxare. Let me ask you, the Guidebook also states that
one of the principal advantages of this contract is that it contains
binding commitments on the price of the C-5A..

Do we really have binding commitments on the C-5A price if the
contract is repriced for future production runs in order to take care
of cost overruns in the initial production? Do we not lose one of the
main advantages of the Total Packaging?

Mr. Cuarres. No, I think not.
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Chairman Proxyize. I do not see how we can have binding commit-
ments, on the one hand, on price and a repricing projection at the
same time.

Mr. Crarees. I do. It is a binding clause in the contract. Any con-
tract adjustment is made pursuant to a formula to which the com-
petitor bids. I see nothing nonbinding about it.

Chairman Proxmire. If their costs are higher, they are able to pick
up the difference.

Mr. Cuarres. Some part of that. No, not the difference, not the differ-
ence. If you are under this impression, this is not correct.

Chairman Proxuire. I understand it is not the full difference, but
they pick up a great deal of it.

Of course, this comes to the whole point that Admiral Rickover has
made so very well. He made that in testimony before this committee
which was just released today, as a matter of fact, that costs are ex-
traordinarily hard to determine.

Mr. Caarces. I thoroughly agree.

Chairman Proxmire. And it is especially hard when you do not have
anything like uniform accounting principles. He has made that with
great emphasis, and some of the leading figures in the accounting in-
dustry have agreed with that. It is very difficult when you have parallel
production of commercial operations and military ‘operations. It is
awfully hard to know what these costs really are.

We do know, and we know very emphatically, that the Government,
the taxpayer, is going to pay a whale of a lot more than was originally
bid.

COST OVERRUNS IN OTHER PROGRAMS

It has been stated that the problem of cost overruns is not limited
to the C-5A and the committee should look at cost increases in other
areas. One of the most distinguished Members of the Senate said that
recently in his home State, and I do not blame him for saying it, he is
right. I certainly agree with that.

You yourself admit there is a cost-overrun problem. You mentioned
the B-52, the Minuteman, the F—4 and the F—111.

Can you tell us now generally what the cost overruns or cost in-
creases 1n each of these programs are? First, the B-52.

Mr. Crarces. I do not have that here. I can try to provide it for the
record. Now, this will be difficult. .

Chairman Proxmire. Can you tell us on any of these Minuteman, the

—111, and the F—4?

Mr. Crarces. I cannot.

Chairman Proxmire. Will you do it for the record ?

Mr. Cuarces. Yes, I will try to do it.

(Secretary Charles later supplied the following material :)

It should be noted that in my prepared statement I did not cite the B-52, MIN-
UTEMAN, F-4 or ¥-111 as examples of systems on which “overruns” had been
experienced but rather as examples of major systems for which it is extremely
difficult to obtain price competition. This statement was made in the context
that effective price competition is necessary in the procurement of major sys-
tems if the several problems which had been identified in the publications which
were referenced in the statement were to be overcome. “Total Package Procure-

ment,” which was first applied to the C-5 program, is an attempt to overcome
some of these problems by obtaining meaningful competition. This is particularly
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true with respect to production work which represents about 80% of total pro-
gram costs.

Information on the cost overruns or cost increases on the B-52, MINUTEMAN,
F—4 and F-111 systems which would permit a meaningful comparison with the
experience on the C-5 is not readily available. In fact, because of the dissimilar-
ity of these systems and the different ways in which their programs evolved,
it is doubtful that useful information for comparison purposes could be
developed.

The F—4 is a typical example to demonstrate the impracticality of making
comparisons. In the first place, the F—4 originally was developed by the Navy.
The original Air Force F—4 program, as envisaged in 1962, consisted of 714 F-
4C’s which the Air Forece estimated would cost $1,374.9 million. To this original
program at different times were added the RF-4C, F4D and F4E models as
changes and/or improvements in the basic aircraft. As a net result of all changes
to date, we now have a program which contemplates the procurement of a total
of 2,875 ¥4 aircraft of all models for an estimated $7,652.1 million. The growth
in dollars is due to many things, such as improvements in configuration and weap-
ons capability, increases in the total number of aircraft procured, variations in
plant loading, and the effect of inflation.

Chairman Prox»nre. I understand also there is a cost overrun prob-
lem in other programs where total packaging has been used. You
mentioned the total overrun on the SRAM.

Mr. CHARLES. That is right.

Chairman Prox»ire. Can you tell us what these overruns are likely
to be?

Mr. Cuarces. In the development area it is estimated that the Gov-
ernment’s portion of the cost overrun will be $55-$60 million.

Chalrman Proxame. $55 to $60 million ?

Mr. CaARLES. Yes.

Chairman Proxmimme. According to my information the original
contract price for R.D.T. & E. was $143 million, but the December
1968 estimate was $359 million. Can you confirm that ?

Mr. CuariEs. Thatison SRAM ¢

Chairman Proxmire. Correct. )

Mr. Cuarces. I cannot confirm it but I will be glad to provide it for
the record. .

(The following was subsequently submitted by Secretary Charles:)

The current target price for the SRAM R&D contract is $143 million. On
January 20, 1969, the Boeing Company submitted a cost proposal for the changes
that have been authorized for the SRAM R&D contract. The Air Force is
currently evaluating this proposal as the first step in negotiating with the
contractor on the contract price change. Until those negotiations are complete,
disclosure of any Air Force estimates is premature and could prejudice the
Government'’s position in its efforts to obtain the best price in negotiations with
the contractor.

Chairman Proxmre. In the Mark IT Avionics program, the original
contract price for R.D.T. & E. for the first production run was sup-
posed to be $145 million. The current estimate is $360 million. Can
you verify that? )

Mr. CrariEs. I cannot verify the figures offhand, but I will be glad
to provide that also. . .

(Secretary Charles later supplied the following :)

This will confirm that the original proposed target price of the RDT&E and
production was about $145 million. During negotiations the Air Force included
additional requirements which resulted in a target cost of $196 million which
represented the maximum amount that the government had been able to trace

as arising from government responsible changes. Any target costs above this
amount must be substantiated by the contractor in the form of a technical and
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cost trace to the satisfaction of the government. It is possible that the cost may
go as high as $360 million.

Chairman Proxmire. The Mark XVII program had an original
contract price of about $40 million. The latest estimate, before the
program was canceled because it would not work, is $100 million.
Can you verify that figure?

Mr. Cuarues. 1 will be glad to do that for the record.

(Information promised appears below :)

It should be noted that this program was not cancelled because it would not
work. Subsequent to a re-evaluation of the total re-entry vehicle (RV) program,
it was decided to terminate the MARK 17 before additional R&D or heavy
production costs were incurred while expanding or continuing the effort on the
RV systems. The initial target cost for RDT&E was $36.4 million, and the
estimated cost to completion at the time the contract was terminated was $70.2
million.

Chairman Proxmire. Can you provide the committee with more
detailed cost data and other information on these programs in addition
to giving us the verification or contradiction of the figures you have
given, in other words, an explanation?

Mr. Cuarees. Let me know exactly what you want on those and I
will be glad to get it.

Chairman Proxmire. All right.

FLYAWAY COSTS FOR C—5A AIRPLANES

It would be helpful if you could give us the flyaway costs for the
23 planes. We would like to have that if you can give it to us. Perhaps
you can have the colonel work on that while I ask the other questions.

Mr. Cuarues. I can give you that. :

Chairman Prox»mre. All right.

Mr. Crarues. Flyaway costs?

Chairman Proxmme. Yes, sir.

Mr. CraRrLEs. On the——

Chairman Proxare. C-5A.

Mr. Crarcrs, C-5A, fourth squadron, 23 airplanes, is estimated to
be $28.5 million.

Chairman Proxmire. How much?

Mr. Cmarres. $23.5 million apiece.

Chairman Proxaure. $23.5 million apiece.

Mr. Cuarces. Yes.

Chairman Proxmire. I was going to say, now we are talking—

Mr. Crarces. $541 million for the 23 airplanes.

Chairman Proxmire. What was flyaway

Mr. Caarees. That is just the costs.

Chairman Proxage. What is flyaway for the first 582

Mr. CrarvEs. I do not have that with me.

Chairman Proxmire. Can you give usthat for the record ?

Mr. CrarLEs. Yes.

(Subsequent submission by Secretary Charles follows :)

The gross unit fiyaway cost to the Government of the first 53 C-5A aircraft
(Production Run A), excluding non-recurring costs, is estimated to be $28.5 mil-
lion. Including non-recurring costs of $268 million, the unit fiyaway cost is esti-

mated at $33.5 million. Five R&D aircraft for which flyaway costs are not appli-
cable are not included.
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CONTRACTOR RISK

Chairman Proxmire. In your statement you say you do not want to
impose too much risk on industry.

VV}th are the real risks for the very large defense contractors, real
risks? :

Mr. Caarces. Well, I think they have been rather small up until re-
cently. In 1961, for example, in the Air Force, 46 percent of our con-
tracts were cost plus fixed fee. Today they are about 6 percent. In"1961,
the percentage of awards that were made competitively was 17 percent.
Today, that is, fiscal year 1968—it is 29 percent. I think we are Increas-
ing those risks materially. R

Chairman Proxaire. When you say competitively, you are talking
about negotiated competition as well as S

Mzr. Cuarces. No. :

Chairman ProxMIRE. You mean advertised, publicly advertised ?

Mr. Cruarces. No, I am not talking about advertised. I am talking
about what is termed “negotiated competition.” ‘

But take a look at the C-5A. There was no negotiation there. We
asked the contractors to bid to a definitive contract, a definitive con-
trz(llct including all these terms we are talking about today, and they did
bid.

Chairman Proxatre. Let me ask you what record is there of losses
on defense contracts from large contractors?

Mr. Cuarces. There have been losses.

Chairman Proxmire. Can you cite any ?

Mr. CrariEs. I cannot offthand. I will try to get some.

Chairman ProxmIre. You are the fellow who wrote the book, as they
say. If you cannot cite them, I do not think they can be many conspicu-
ous losses. :

Mr. Cuarces. I think there have been conspicuous losses.

Chairman Proxyire. Can you name one company, one big defense
contractor? ' oo

Mr. CuarLES. I would rather be accurate on this.

Chairman Proxmire. I am not asking for the figure, but just the
name. :

Mr. Cuarcgs. I would rather be accurate.

(Secretary Charleslater supplied the following :)

An example of a conspicuous loss by a defense contractor is that of the Norden,
Division of United Aircraft Corporation on contracts for an integrated display
system for the F-111D aircraft. Norden has a $6.6 and a $15.9 million production
contract. In accordance with information furnished by United Aircraft, losses,
both actual and prospective, on the two contracts total approximately $30 mil-
lion. In addition, we wish to point out that the Renegotiation Board, in its

annual report for FY 1968, showed 676 contractors (out of a total of 4,027) with
renegotiable sales of $3.5 billion and losses of $215 million.

BUY-IN, GET WELL FORMULA

Chairman Proxmire. Does total packaging discourage the buy-in,
get well formula for military procurement? It seems in these days it
would encourage it.

Mr. Crarues. It discourages it.

Chairman Proxmire. Why ?

22-490—69-—pt. 1 22
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Mr. Crarres. In my opinion, there would be a greater buy-in on a
conventional basis.

Chairman Proxmire. But you do say you are disappointed in the
cost experience of the C-5A. Why ?

Mr. Craarwes. I was hoping it would be lower.

Chairman Proxmire. Of course.

Mr. Crarces. Who doesn’t ¢

Chairman Proxmire. Won’t you expand on that a little bit, Mr.
Secretary.

Mr. CHARLES. Yes.

Chairman Proxmire. Why were you disappointed ?

Mr. Cuaries. We estimated, as I said, that the 120 airplanes, after
making these adjustments I described, would be about $3.95 billion,
just under $4 billion. They are going to be over that. I am disap-
pointed. So are you, so is the American taxpayer, so is Lockheed.

Chairman Proxmire. You say you are disappointed, but a lot of
this is just beyond anybody’s control. For example, you concentrate.
on inflation, and I certainly want to get into that element.

Mr. Crarces. I do not say it is beyond anyone’s control. What I do-
say is this: I think we have the strongest possible motivation built.
into the contract, and I do not know how you can do more than that.

INFLATION FACTOR

Chairman Proxmire. You have built into the contract an inflation
factor; do you not?

Mr. CrarLEs. Yes, wehave.

Chairman Proxmire. Was that inflation factor—how far off was that.
inflation factor that you built into the contract ?

Mr. Caarces. I may have to correct this, but it is my memory that.
what we built in there was a band of 2 percent below and 2 percent
above an extrapolation of actual inflation in the 5 years, I believe it was.
1955, 1954 to 1959, We extended that line forward and we provided
that anything outside the band would be taken care of separately, out-.
side the band.

Chairman Proxmire. All right.

Now, since 1959, according to the President’s Economic Report, 1959
to 1969, the Wholesale Price Index shows all commodities up 9 percent.
This is, Wholesale Price Index, “Materials and components for manu-
facturing” up 7 percent. This is in a period, as I say, of 10 years, 9 to 10
years—10 years.

“Consumer durable goods” up 4 percent, and “Relevant industrial
commodities,” “Fuels and related products,” up 3 percent ; “Chemicals
and allied products” down 2 percent; “Metals and metal products” up-
11 percent; “Machinery and equipment” up 14 percent; “Transporta-
tion equipment” up 4 percent.

Now, un this case, this $500 million increase, which you say was.
caused by inflation, provided for a much greater degree of inflation,
especially when you recognize that you already have an inflation factor
based on the increase in the price level up to 1964 ¢

Mr. Crarues. No. It was based on an extrapolation of late 1950
figures, you see. It was later than that, 1959, yes.

Chairman ProxmIRE. At any rate, there is a great discrepancy.
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Mr. CuarcEs. Yes, there is; and this is the point I was trying to make
earlier. The aerospace industry has been infinitely more aftfected by
inflation than the rest of the economy.

Chairman Proxmge. And Government procurement, defense pro-
curement, is the reason for it ; is it not ¢

Mr. CHarLEs. Now, wait a minute, wait a minute.

Chairman Proxuire. It is the biggest reason for it.

Mr. Cuarces. It is one of the reasons for it. There is a tremendous
boom in the commercial air transport market; a tremendous boom.

Chairman Proxmire. But I mean methods of procurement.

Mr. CHARLES. Are responsible forit?

Chairman Proxumire. The widely recognized fact that the Govern-
ment will pay whatever it takes. :

Mr. CuarLes. I would have to disagree. I do not think that is the
reason. I think we have been a lot tougher in the last 5, 6 or 7 years
than we ever were before.

Chairman Proxmire. There again, compared to what ?

Mr. Caarues. Yes, compared to what. I agree.

I would like to point out some figures on this economy. Aerospace
output as a whole grew 6 percent annually from 1960 to 1963. From
1964 to 1967, however, the annual rate of increase more than quad-
rupled ; that 1s, it was 25 percent.

Backlogs of firm business within the total aerospace industry fol-
lowed the same dramatic pattern, $15 billion in 1964; $30 billion,
almost $31 billion, at the end of 1967.

The aircraft industry backlog alone multiplied 2.6 times from 1964
to 1967, and there was a 331-percent increase for commercial busi-
ness, and private planesled the way.

Chairman Proxmire. Now, Admiral Rickover has testified about
this and about the enormous jump in prices in military contracts in
the past few years, and he thinks it is because of this very faulty system
of procurement.

He, with great emphasis, feels that way, that we just are not do-
ing an aggressive and effective job of determining costs.

NONCOMPETITIVE PROCUREMENT COSTS HIGHER

We had Mr. Buesking, until recently one of your top procurement
officers, as well as Mr. Fitzgerald, I believe Mr. Fitzgerald testified
to this effect ; I know Mr. Buesking did, and I am sure Admiral Rick-
over did, that the noncompetitive procurement costs, and by non-
competitive I mean all that is not advertised competitive, are 30 to
40 percent higher than competitive, than procurement on a competitive
basis.

Is this your conclusion; would you agree or disagree with that?

Mr. Crarcrs. It is my positive conclusion, and this is the whole
idea behind the whole package procurement, that competition pro-
duces better products at lower costs. Now, whether it means a 30-
percent increase or not that is hard to say.

You may remember that Secretary McNamara estimated that when
you get something in competition as opposed to sole source, the im-
provement is 25 percent. I believe the GAO concluded that the per-
centage is even higher than that. These are necessarily estimates. I
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do not know what the actual improvement would be. I am satisfied
it is substantial, and I am all for it.

ARE MORE THAN 58 C—5A PLANES NECESSARY?

Chairman Proxmizre. Is it not true that Secretary Brown has stated
the Air Force does not have to have this run B, that other alternatives
could be pursued ? :

Mr. CuarLEs. Secretary Brown stated what?

Chairman Proxmire. You did not have to have a second run. The
58 planes were enough. :

Mr. Crarees. I cannot recall his saying that.

Chairman Proxmire. Well, T have a letter, a memorandum for the
record, Department of the Air Force, signed by H. Brown. His name
1s Harold Brown, and he signs it H. Brown. He says:

The following are the conclusions of the meeting held on the above subject
on October 15, 1968. In the directions to the SPO resulting therefrom, item B
is the Air Force does not have to have run B. Other alternatives could be
pursued.

Mr. Crarces. Well, in the sense that we were looking at other
alternatives at that time, and always do, I would agree with that
statement. You do not have to have anything.

Chairman Proxmire. He puts this in the context of the situation.
At any rate, this appears to be a decision which was a close one, not
one that was an easy one to make.

DISCLOSURE OF COST OVERRUNS

Was there any effort on the part of the Air Force to conceal the
cost overruns of the C-5A. from the public?

Mr. Crarces. I would have to say no.

Chairman Proxmire. Well, certainly in the case of Mr. Fitzgerald
coming up and giving us the total picture, including the spares, you
are—one—trying to prevent him from coming; two—changing his
testimony; and three—apparently prepared to discipline him for his
actions,

Mr. Craries. Those are your statements, not mine.

Chairman Proxmire. They certainly are.

Isn’t it true that the Air Force testified in March before the House
Appropriations Committee there was no overrun?

Mr. CaarLES. Noj it is not true.

Chairman Proxmyige. That is my understanding. The staff informs
me of that. If that is not true, it is the first time the staff has been
in err('ior in this area, to my knowledge, as far as the C-5A is con-
cerned.

You say you have been unable to validate the $2 billion estimate.
Have you discussed that with Mr. Fitzgerald ?

Mr. Cuarues. No, I have not.

Chairman Proxmire. You cannot validate it, however, even includ-
ing spares?

Mr. Cuaries. Even including spares.

Chairman Proxmire. Even including spares.

Mr. CaarcEs. I would like to look at the figures.



321

“CATASTROPHIC” ILOSSES

Chairman Proxyire. How do you define catastrophic losses?

Mr. Craries. That is a tough one to answer. I do not know what
is a catastrophe loss.

Chairman Proxmire. Have you seen a loss that has occurred to
any—you use that in your statement.

Mr. Crarces. I know.

Chairman Proxyire. But you do not know how to define it ?

Mr. Crarees. It is a general statement. A catastrophic loss in

Chairman Proxmire. As you used it in your statement, do you
know of it ever having occurred to a major contractor?

Mr. CrarLes. Not on Government work. But I do——

Chairman Proxmire. This is something which has never occurred
so far on Government work, to the best of your knowledge?

Mr. Cuaries. Catastrophic loss, no. I cannot think of any offhand.

PENTAGOXN'S COOPERATION WITH GAO INVESTIGATION

Chairman Proxmire. In his letter to me, Secretary Clifford assured
me of the Pentagon’s cooperation with the GAQ C-5A investigation.

Do you feel you have fully cooperated with the GAO in view of
the testimony you heard earlier?

Mr. Craries. Yes, Ido.

Chairman Proxmire. Your refusal to give the GAO the information
that they requested

Mr@. Cumarees. What information are you referring to, estimated
costs?

Chairman ProxMire. Yes.

Mr. Cuaries. This is a tough one, Mr. Chairman. We think we are
protecting the Government when we do not reveal our estimates of
costs in connection with a negotiation, and if we reveal the contractor’s
estimated costs, we feel we ought to reveal our own. I think there is
no argument between GAO and us on this.

Chairman Proxmire. But at the time GAQ asked this, is it-not true
that the Air Force has told Lockheed that Lockheed knew what your
estimates were and you knew Lockheed’s estimates ¢

Mr. Cuarres. Not to my knowledge.

Chairman Proxmire. That hasbeen the information I received.

Mrs. Griffiths?

Representative GrirrrTas. Lockheed is going to be protected com-
pletely. It is not a question of the Government’s doing something. You
do not reveal a contractor’s bid to protect him, not from the Govern-
ment, but from his fellow contractors.

POSSIBLE REVERSE INCENTIVE

Mr. Caarres. Let me try to clarify this point.

The whole subject in this context is academic. The reason for con-
sidering negotiation in November and December and January, for
that matter, was that we were concerned with this possible reverse cost
incentive in the repricing formula, and at that time we were under
the impression that the only way we could avoid the reverse incentive
was to establish an estimated cost on run B, and then to provide an
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incentive for getting under that cost and a penalty for exceeding it.

We found in exploring this matter thoroughly that no reverse cost
incentive is present until at least the fifth squadron. Thus, we were
able to use the original contract formula under which the repricing
is dependent, not on estimated costs, but on auditable actual costs.

Therefore, at that point, which was just several days ago, we found
it was not necessary to deal with any negotiation in connection with
the fourth squadron.

Chairman Proxmire. Why isn’t there an incentive for Lockheed or
any other corporation to keep their initial costs as high as they possibly
can get away with?

Mr. Cuarces. They would lose money.

Chairman Proxumigre. Sure they would lose money if their costs are
actually legitimate. I am not saying they are dishonest. If you are
in business, if you make your costs as high as you can under the
circumstances, especially when you have parallel operations and costs
are often difficult to determine.

Mr. Crarres. Mr. Chairman, for every dollar Lockheed spends
today they lose 30 cents, and I do not see any incentive to spend money.

Chairman Proxmire. I am not saying thev would go out and hire
a man to come in and do a make-work job. They would not do that,
of course.

What T am saying is they will put every bit of costs they possibly
can on this contract and make it as big as possible, not only because
thev get paid, if the auditors permit it, but also on future runs they
are in a stronger position.

Mr. Crarres. In the sense that they would be able to allocate costs
incorrectly on the portion of the base in the formula which increases
the ceiling, this is true. But that is what auditors are for. to see
(tihe_ey do not do that, and T know of nothing to indicate that they are

oing it.

Representative Grirrrras. How would you know they have not?

Mr. Cuarces. How do I know they have not ?

Representative Grirrrras. How do you know the original bid—
well, T will tell you in general, any contractor puts about 3314 per-
cent on top of costs for profit.

. Mr. Caarwrs. I will thoroughly agree with you, Mrs. Griffiths, that
In a noncomp

Representative Grrrrrras. So I do not think Lockheed is losing a
penny.

Mr. Craries. Wait. In a noncompetitive situation I would agree
that profit is likely to be higher.

CONTRACTOR TAKING RISK

Representative GrirriTas. In competitive situations; you look them
over—thev are doing it that way.

I_ woul(.l like to ask vou, you are asuming that the contractor is
taking this huge risk. Maybe you do not know, but I do know some
contractors that went broke on R. & D.’s. They did take a risk. They
were not reimbursed.

Now, on this one, you have leveled out that risk. T understand what
you are doing and whv vou are doing it. The real truth is that the
person who has the R. & D. generally has the production line contract,
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but it was not always true in the past. A lot of people had R. & D.’s
that did not afterward have a production line contract. They took
‘some real risks. . ) o

But in this one, you are helping pick up those risks. You are limiting
the risk they are taking, are you not ? )

Mr. CHARLES. We purposely limited the risk they were taking.

Representative GrrrriTHS. Right.

But then you run the contract for 6 years. What real proof do you
have that anybody has yet lost any money on any of these contracts?

Mr. Cuarsgs. I do not have any proof. .

Representative Grrrrrras. When do we anticipate knowing whether
the

l\%r. Cuarues. We will know when the contract is over.

Representative GrirriTas. Have any of these contracts yet com-
‘pleted their course?

Mr. CraruEs. Of course not.

Representative Grirrrras. How long will it be before the first one
completes its course ?

Mr. Cuarues. Before the first what ?

Representative Grirrrras. Contract.

Mr. Caaries. Which contract ?

Representative Grirrrras. The contract total .

Mr. Cuarues. This is probably the first one. The 120th airplane
would be delivered in late 1972.

OTHER TOTAL PACEKAGE PROCUREMENT CONTRACTS

Representative Grrrrrras. How many such contracts are there in
the Air Force?

Mr. Cruarces. I do not know offhand.

Representative Grrrrrras. Will you supply that for the record along
with the total estimated costs for all of them ¢

Mr. Crarues. I would be glad to.

Representative Grrrprras. When will these be completed ?

Mr. Caarees. I would be glad to do that.

Representative Grrrrrrus. I believe it would be interesting to know
whether or not contractors are going broke, or whether the Govern-
ment is losing money, or whatever the situation is, because I do not
share your enthusiasm for the contract at all.

I understand what you have done, but I do not think these con-
tractors are taking a risk. I think you have helped them level off the
risks.

Mr. CrArLEs. You are entitled to your opinion.

Representative Grrrrrras. It is a pretty good opinion, too.

Chairman Proxmrre. It certainly is.

(Secretary Charles subsequently supplied the following:)

Other contracts awarded under the Total Package procurement concept,
together with target or fixed prices and scheduled completion dates, cover the
following programs:

AGM-65A Air-to-Air Missile (MAVERICK) : Target price for RDT&E is $94.5
million, and RDT&E (not including sustaining engineering) completion is
scheduled for [deleted]. Target prices of production options A, B & C are $63.9
million, $67.7 million, and $91.7 respectively. If all options are exercised as
scheduled, final completion should be [deleted]. Target prices of production
options include containers, launchers, training equipment, areospace ground
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equipment, data, and long lead time items. Spares will be procured under an
existing contractual formula.

AGM—-69 Air-to-Ground Missile (SRAM): Target price for RDT&E is $143.0
million and RDT&E completion is scheduled on or before [deleted]. Target price
of production options A-2 and A-3 is $93.5 million and $103.8 million, respec-
tively, not including spares. The cost of spares will be negotiated concurrently
with the production options when those options are exercised. The Air Force is
currently negotiating with the contractor on authorized development changes
that will change the RDT&E and production contract target prices. Estimated
completion date is [deleted].

MINUTEMAN Improved Third Stage Motor: Current target price for RDT&R
and production, including initial spares for site activation, is $68.0 million;
estimated completion date is [deleted].

C-9A Aeromedical Evacuation Aircraft: Prices under two fixed price contracts
total $45.7 million for aireraft now on contract including related logistic support
(this figure does not include additional aircraft for which options have been
provided in the contract in the event of future requirements) ; completion of air-
craft now under contract is scheduled for J anuary 1970.

C-10A Light Transport Aircraft: Prices under two fived price contracts total
$5.39 million for aircraft now on contract including related Logistic Support
(this figure does not include additional aircraft for which options have been
provided in the contract in the event of future requirements) ; completion of air-
craft now under contract is scheduled for November 1969,

407L Tactical Air Control System: Separate contracts which include initial
spares are as follows:

Communications Complex: Target price is $12.3 million; scheduled com-
pletion date is June 1970.

Lightweight Radar: Target price is $18.5 million ; scheduled completion
date is June 1969.

Telephone Switchboard: Target price is $15.8 million; scheduled comple-
tion date is August 1970.

Tactical Operations Center: Target price is $79.5 million ; scheduled com-
pletion date is November 1970.

Direct Air Support Center: Fixed price in the amount of $11.3 million;
scheduled completion date is August 1970.

Communication Centrals: Fixed price in the amount of $28.7 million;
scheduled completion date is February 1972. )

Conirol Tower: Target price is $7.3 million ; scheduled completion date is
November 1969.

DELAYS IN TRANSMITTAL OF C—5A COST DATA

Chairman Proxmire. How do you explain the long delays in pro-
viding this committee and GAQO with requested data on the C-5A 1%
The GAO got its cost estimate from the Air Force only 2 days ago.
They were requested in November. We received the F itzgerald inserts
yesterday. They were prepared in November.

Mr. Crarces. I thought we had discussed that.

Chairman Proxmire. Well, T would like to have you tell us. We did
not discuss this GAQO thing. We mentioned the Fitzgerald situation.

Mr. Crarres. Well, as I said

Chairman Proxaire. Why did it take so long?

Mr. Crarres. We gave the GAO all of the actual cost information
that was requested, and we told them that we were in negotiations,
which we were, as I just indicated, and that on the estimated costs we
would prefer not to have it revealed.

They declined to accept it on that basis. As soon as we found out
the negotiations were not necessary—and this was the only reason for
holding up the estimated costs—rwe promptly released them. There has
been no holdup.
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Chairman Prox»rre. And yon felt that if the GAO had received
this information that you would only give it to them on the basis of
its not being made public?

Mr. Caarces. That is correct.

Chairman Proxare. You discussed the prospect of giving it to the
Congress on a restricted basis?

Mr. CHARLES. No; that was not discussed.

Chairman Prox»ire. Would you have done this?

Mr. Cuaries. If we could be assured that it would not get back to
the other side to the negotiations, certainly.

Chairman Proxyre. How can you be assured of that?

Mr. CHarces. That is a good question.

Chairman ProxMige. In other words, you would not have..

Mr. CrarcEs. Probably.

Chairman Proxmire. OK. Well, you are an honest man. Thank you
so much, Mr. Charles. You are a very fine witness and a very able man,
obv1ous]y and with what T would consider to be a poor case, I think
you have donea splendid job.

Mcr. Crarces. Thank you, sir.

Chairman Proxaire. Our last witness is Mr. A. E. Fitzgerald. Mr.
Fitzgerald is Deputy for Management Systems, Office of the Assistant
Secret‘try of the Air Force. -

We are delighted to have you here, Mr. Fitzgerald, and very grateful
to you for the courage and the convictions that have enabled you to
give this information at obviously very great risk.

STATEMENT OF A. E. FITZGERALD, DEPUTY FOR MANAGEMENT
SYSTEMS, OFFICE OF THE ASSISTANT SECRETARY OF THE AIR
FORCE

Mr. Firzcerarp. Thank you very much, Mr. Chairman.

T am pleased to be here.

I do not have a statement. I hasten to add that one was not requested
this time, but I am available to answer your questions.

JOB DESCRIPTION

Chairman Proxyire. All right.

Please explain exactly what your job duties and responsibilities are
in the Air Force.

Mr. Frrzcerarp. If I may, I would like to read from my official job
description. I am the Deputy for Management Systems in the Office of
the Secretary of the Air Force, Assistant Secretary for the Air Force
for Financial Management.

I will read you the summary of my dutles and responsibilities:

The incumbent of this position will serve as Deputy to the Assistant Secretary
of the Air Force for Financial Management with the responsibility for develop-
ment of improved management controls and broader use of statistical analysis
within the Air Force.

Specifically, I have concentrated in my somewhat over 8 years in the
Air Force on improved management controls for the major acquisi-
tion pr o;rrams

Translated, “major acquisition programs” mean the F-111, the
C-5A, ’\Imuteman, SRAM, and the like.
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Chairman Proxuire. Specifically, what responsibilities did you have
with regard to the C-5A %

Mr. Firzeerarp. Specifically on the C-5A in an operational sense,
none, but I have been responsible for the development of the manage-
ment controls used on the C-5 A as well as other programs,

In addition, as I testified on the 13th of November, I have been on
a steering committee which is directing a financial review of the C-5A
program.

COMPTROLLER’S OFFICE AND PROCUREMENT

Chairman Proxumire. How are the functions of the Comptroller’s
office supposed to relate to procurement,?

Mr. Frrzeerarp. Primarily, the Comptroller, or more properly in
my case, the Assistant Secretary for Financial Management’s office,
1s responsible for the development of all improved management con-
trols. They are responsible for quantitative reporting; that is, report-
ing with numbers. This would include the management summary-type
information which tells us the status of the various programs that are
underway and includes the procurement programs. 1t is not.limited to
it, of course.

. Procurement is. one of the functions that is reported on and pre-
sumably controlled in part through financial devices.

CIVIL SERVICE STATUS

Chairman Proxyrre. I understand since your testimony before the
subcommittee in November you have lost your career tenure; is this
true? ,

Mr. Frrzeerarp. Mr. Chairman, certainly I do not have it today.
Mr. Nelson’s recitation of the actions is essentially correct. I would say,
in terms of the two personnel actions, that it is exactly correct. I did
receive an official notice that I had been converted to career tenure on
the 6th of September. This notice was apparently prepared by a com-
puter, as testified previously. It was signed in a box labeled “for the
appointing officer” by the chief of the civilian personnel division.

Chairman Proxmire. Not by a computer ?

Mr. Frrzeerarp, No, sir.

Chairman Proxmire. It was signed by the chief of the personnel
division ¢ _ : N

Mr. Frrzeerarp. In the Headquarters of the Air Force.

Chairman Proxmire. So to say this was a mistake of the computer
is not a comprehensive answer.

Mr. Frrzeerarp. Certainly not a complete one. I have no ground for
questioning that it was in part a computer error.

Chairman ProxmIre. So you have no reason for suspecting it was
not a computer error

Mr. Frrzeerarp. I have no way to know one way or another, ex-
cept——

Chairman Proxuire. That is exceptional.

Mr. FirzeeraLp (continuing). Except what you heard from Mr.
Nelson.

Chairman Proxmire. I think that raises some very distinct questions.
It has also been asserted that it would have been impossible to legally
convert your job to career status; is this true, in your opinion?
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Mr. Frrzeerarp. The experts differ on this, and I really do not pro-
pose to get into a discussion with them, but I believe the section that
you quoted from Dr. Brown’s letter illustrates one expert’s point of
view.

From the handout, T can read again. Mr. Lang says:

There is a third possibility which could result in Mr. Fitzgerald departure.
This action is not recommended since it is rather underhanded, and would
probably not be approved by the Civil Service Commission even though it is
legally and procedurally possible. The Air Force could request conversion of this
position to the career service, utilizing competitive procedures, and consider all
the eligibles from the Executive inventory and an outside search. Using this com-
petitive procedure, Mr. Fitzgerald might or might not be selected. If not, dis-
placement action would follow.

Now, presumably, to my untutored mind, I could have been the bene-
ficiary as well as the victim of such a process. So I would have to
conclude that it is possible, and I believe that Mr. Nelson indicated that
it would be under the conditions he stated.

Chairman ProxMire. I do not know how anybody could come to any
other conclusion. They say it was, they say it was an alternative. They
say it might be a little underhanded if the purpose was to get rid of
you or have you leave the service, but they obviously say it was, these
are their words, “legally possible.”

Mr. FrrzerraLD. Yes.

Chairman Proxaire. Have you had any indications, subtle or other-
wise, that you have been disciplined in any way because of your earlier
testimony ?

Mr. Firzcerarp. Well, there has been no adverse personnel action,
and I have been told there would be none for that purpose.

The only result I have seen outwardly is a general cooling of
relationships.

Chairman Proxmire. Well, that is, I suppose, a dignified under-
statement.

PROTECTION OF AIR FORCE OFFICIALS

I received an explanation from Secretary Brown of the program
which he claims encourages and protects Government officials who
are critical of the procurement practices.

You testified, I thought, very ably and persuasively, that the Air
Force did make an attempt to protect those who spoke out against
contractor abuses or saying that procurement was too expensive Or
too extravagant or wasteful or incompetent.

What is your evaluation now of this program, how much encourage-
ment or protection have you received ?

Mr. Frrzcerarp. Well, as yet T have not been discharged and, as I
mentioned earlier, have not been the recipient of any adverse personnel
actions.

I think one thing differs in my case. The incident that I have been
involved in has involved public disclosure. I do not think he said
anything about protecting employees who made unauthorized public
disclosures.

Chairman Proxaime. Was this unauthorized public disclosure?

Mr. Frrzcerarp. In a sense, Mr. Chairman, it was. I had not cleared
the remarks I made on the 13th of November with the Secretary.

Chairman Proxmire. This was in response to a question, a specific
question, we asked you, we asked you that question.
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Mr. Frrzeeraro. That is correct, and I would answer it again,

Chairman Proxyire. In response to a question, you answered it.
And on November 13 I specifically asked the Air Force liaison officer
publicly, on the record, if you were free to answer (he committee’s
questions. He said, on the record, you were. So you did not disclose
unauthorized information. You were officially, publicly, on the record,
authorized to make these disclosures.

Mr. Firzcerarp. That is correct.

Chairman Proxmize. 1 presume that your position—their position
may be that you should not have made any answer except that you
could not disclose it.

Mr. Frrzeerarp. That is correct. My judgment has been questioned
on this point.

Chairman Proxsre. Does this mean you can disclose as long as it
1s in the family and then you are protected ?

Mvr. Frrzeerarp. I am not sure, but certainly disclosure of informa-
tion such as I disclosed without clearance with the Air Force Head-
quarters is not desired. It is not a desirable thing to have happen.

Chairman Proxaire. In your opinion, is it fair to say that you now
have a service personnel problem as a result of your having testified
before this subcommittee in November ?

Mr. FrrzGERALD. As a result of my testimony and the ensuing pub-
licity, there is no doubt that I have a personnel problem.

DELAY IN TRANSMITTAL OF C—3A COST DATA

Chairman Proxmire. In the November hearing you were asked to
provide additional cost data on the C-5A and other information to
supplement your testimony. Up through yesterday the committee had
still not received the inserts.

Can you explain what took so long ?

Mr. FrrzoerarLp. No, sir; I cannot entirely. T think I might account,
for some of the actions—try to explain them. Incidentially, while I am
at it, T would like to set straight the record on the cost figures, and also
apologize to you and the committee and the Congress for this delay. T
am very sorry that it happened.

As Isay, T will try to account for it. In the instance of the cost figures
I think all T can do is try to set the record straight. I will read for the
record the estimates which were familiar to me at the time I testified
in November, and these are not Fitzgerald’s estimates, these estimates
were supplied through regular Air Force channels to my office and
other offices in the Secretariat.

C—5A COST ESTIMATES

I will read you the submission which I originally forwarded 2 or 3
days after my testimony. The explanation of the figures is as follows:

These figures are the result of independent estimates performed by Air Force
Systems Command and the Air Staff cost estimating specialists. They represent
probable costs at completion and are based on a number of assumptions which
are subject to change.

Among these is the assumption that the contractor cost performance on similar
programs and early stages of the C-5A program provide valid bases for extra-
polation. Additional cost information on the C-5A, coupled with identification of
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management actions affecting cost performance, may result in significant changes
to these estimates.

I have two estimates for each category. The two estimates are April
1965 and October 1968.

For R.D.T. & E. plus run A, April 1965 estimate, $2,187 million;
October 1968, $2,554 million.

The footnote on the latter estimate reads:

Does not include estimated overceiling costs.

Run B for April 1963, $891 million. October 1968, $1,808 million. A
footnote on this:

Reflects current option prices adjusted by applying repricing formula where
the Air Force run A estimates.

Air Force Logistics Command investment, principally spares, as
Mr. Charles has testified, $293 million for April of 1965 ; $968 million
for October of 1968.

The total cost estimate figures for April 1965, $3,371 million. For
October 1968, $5,338 million.

The explanation for the overall estimate readsas follows:

“The estimates shown above”——

Chairman Proxmire. Let me interrupt at this point to see if I can
understand. You are talking about 120 aircraft?

Mr. Frrzeerarp, Yes, sir; I certainly am. Well, I am sorry. I am talk-
ing about run A plusrun B.

Chairman Proxarire. Run A plusrun B.

Mr. Firzeerarp. Which officially would be 115 aireraft. The inclu-
sion of the five additional aireraft to round out the authorized 120 is
a bit ambiguous. I would have to furnish for the record how they fit
into the overall program estimates.

The figures that were furnished to me are specifically labeled run A,
run B. The total of the two add up to 115 aircraft. As I say, the addi-
tional five aircraft

Chairman Proxaire. This is the total cost. We have been discussing
flyaway costs and total costs. This would include spares, both in the
earlier and later yearsalike.

Mr. Frrzcerarp. Yes. There is the following note, and was all along,
regarding the estimates. I will read that:

The estimates shown above differ from previous estimates released to the
press in that Air Force Logistics Command investment estimates not previously
released are included. In addition to increased price levels for AFLC invest-
ment items, the latest estimate reflects changes in the scope of the AFLC portion
of the program.

The AFLC items, as I said, are principally spares. This was the esti-
mate that was current at the time. The earlier explanations did not de-
note any change in the scope of the spares program.

Chairman ProxMire. As I recall, these are pretty much the same
estimates that you made on November 13, are they not?

Mr. Frrzcerarp. These were the estimates that T had in mind, Mr.
Chairman, when I confirmed your estimate of an approximate $2
billion increase in the program.

Chairman ProxmiIre. $2 biilion?

Mr. Firzceranp. $2 billion.
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Chairman Proxmire. And is it your understanding that the main
difference was that the Air Force estimate did not include spares and
yours does ?

Mr. Frrzeerarp. The release to the press did not include spares. My
estimate is an Air Force estimate, an official estimate

Chairman Proxmire. Yes, but, as I understand it——

Mr. Firzeerarp. Released to the press.

Chairman Proxmire. They gave a different figure that day on No-
vember 13.

Mr. Frrzeerarp. Yes. The release to the press did not include the
estimate of the spares in either of the two figures. The possible reasons
for the long delay in submitting my inserts for the record, in general, I
was told that I had no right to volunteer the documents, and that may
indeed be the case. I have not examined my rights in this regard, but
this was the general basis that was used to delay submission, and.

DISCLOSURE OF C—5A COST ESTIMATES

Chairman Proxmire. Does it make any sense that Congress would
not have the right to ask this question and find out? There is nothing
classified about this. There is nothing that is going to help any for-
eign country, there is nothing that is going to make, escalate the costs
of negotiations in this.

Is there any conceivable reason why Congress should not have this
information ?

Mr. Frrzeerarp. None that has been explained to me, Mr. Chair-
man,

Chairman Proxmire. I have not heard any explanation from Sec-
retary Charles or anybody else, Secretary Clifford or Secretary Brown
or the people we have written.

As I understand it, there is no reason in the world why the Con-
gress and the public should not have had this information, and they
have made no attempt to tell us we should not have it. So I cannot
understand why this should not be disclosed.

Was it ever marked “restricted 2’ Were you ever told you should not
release it ?

Mr. Frrzeerarp. No, sir.

Chairman ProxMrre. So that the common-sense reaction for a man
in your position was that if you are asked by a congressional commit-
tee about this you will tell them ?

WEIGHTED GUIDELINES

Mr. Frrzaerarp. As a matter of fact, I think the weighted guide-
lines proposal is quite a well-done document. You will recall this
is one of the things you asked me to furnish for the record.

Chairman ProxMmIre. Yes.

Mr. Firzeeraip. ‘And has, as T understand it, been distributed to
industrial contractors. So I would quite agree, I see no reason that
the committee and the Congress, and the public, for that matter,
should not have the document.

There are some rather frank statements in the document which I
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think might distress some individuals in the Pentagon. I will read one,
and I quote:

One clear conclusion from these comparisons and considerations of the moti-
vation and effect of a cost based profit structure is that our current system
penalizes cost reduction and equipment organization.

Now, this sort of thing taken out of context might be considered
damaging. However, in the context of the entire document where they
are explaining the need to recognize investment as a part of the basis
for calculating profit, I think it is backed up very well. Overall, as
I said before, the document is excellent, in my view.

I do not know of the effect on profits of the specific proposals they
are advancing, but the rationale behind it, I think, is very good.

Other than that, again, Mr. Chairman, I must just apologize for
the long delay.

TRANSMITTAL OF SUPPLEMENTAL TESTIMONY OF A. E. FITZGERALD

Chairman Prox»ire. Well, now, let me ask: on Christmas Eve the
committee did receive a package of inserts labeled “Inserts for the
record of Testimony of A. E. Fitzgerald.”

The committee staff contacted you about these materials. What was
your reaction to them?

Mr. Frrzeerarp. Well, I was quite surprised that the submission had
been forwarded without contacting me. I was not even aware that
they had been forwarded, and to this day I do not know who forwarded
the submission. I do not believe there was a cover letter along with it.
At least, when the committee staff

Chairman Prox»rre. So you did not know about it, you did not
have a chance to agree or disagree. It was forwarded without your
knowledge.

Mr. FirzeerarLp. Mr. Chairman, T had disagreed with some of the
proposals to remove some of the inserts from the package.

Chairman Proxyare. That was omitted from that Christmas Eve
package?

Mr. Frrzeerarp. The weighted guidelines proposals were omitted,
and the “Lessons Learned” paper by Mr. Gordon Rule of the Navy
was omitted, and the cost estimates were changed.

Chairman Prox»are. Yesterday, January 15, the committee received
another package labeled, “Insert for the record, Testimony of A. E.
Fitzgerald.”

Do you agree that this should be made a part of your November
testimony ?

Mr. Frrzcerarp. I had a very few minutes to look at it before the
hearing. Assuming the weighted guidelines proposal and Mr. Rule’s
paper are complete, and I have no reason to believe they are not, and
I believe you had already received the information on the formula
repricing which had been submitted previously, I would stand by
the submission.

Let me qualify this. I will stand by the submission, assuming that
I can get clarification of the cover letter——

Chairman Proxmire. Are you in a position—

Mr. FrrzceraLp (continuing). Which states the cost estimates
“purport” to be in support of Mr. Fitzgerald’s testimony, or something
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to that effect. This implies to me that I had generated the figures
myself to support my previous testimony. If I cannot get that impres-
sion corrected, I would like to substitute instead the figures which I
read into the record just now.

C~5A COST ESTIMATES

Chairman Proxmire. All right.

. Well now, there is in these estimates and inserts, there is an estimate
of C-5A costs to Government, and you have given your own estimate
into the record just now.

Mr. Frrzeerarp. This was the Air Force estimate I was familiar
with at the time——

Chairman Proxaire. I should say you have read into the record
this Air Force estimate.

Mr. Frrzeerarp. Yes; sir.

Chairman Proxmire. Will you tell the committee where these esti-
mates you put in the record differ from from Secretary Charles’
estimates. Are there any differences?

Mr. Firzeerap, Yes; there obviously are some.

Chairman Proxmire. What are they?

Mr. Frrzeeraro. I have not reviewed Secretary Charles’ statement.
I have not had a chance to go through it and look at just what the
bases for his estimates are.

But I believe fundamentally that Secretary Charles used the begin-
ning estimate of 1964, if I recall correctly, and the estimate that I
was aware of at the time of the previous hearings, and still have for
comparative purposes, are dated April 1965. .

Chairman Proxmire. How about the differences on the final, the
latest figures we have on the costs, 1968 ¢

Mr. Frrzeeraro. I do not remember exactly what he had on his. Mine
are roughly $4.4 billion for the airplanes and engines, and $968 million
for the spares. I believe Secretary Charles said that the spare estimates,
the current spares estimate was somewhat less than the figure T have
here.

Chairman Prox»re. Can you comment on any part of the testimony
we have had here today on the C-5A, the costs and the overruns?

Mr. Frrzegrarp. Well, T would like to avoid a position in which 1
am in conflict with Secretary Charles’ testimony.

As I said before, I have not had an opportunity to review it, and
I have not been consulted on the testimony. I do not know what is
in it except to hear his reading and a very quick look that I had at
it immediately before the hearings.

I think there was one important fact thiat T would like to bring out.
That is the fact that we have had the November estimates since this
past spring, essentially the same estimates, from the Systems Program
Office.- This is not quite as new as it would have appeared in the
testimony that we have heard. There has been a long period of refine-
ment and reexamination of this estimate during which time it has
been closely held. . .

Chairman Prox»ire. How about the figures that were given to us on
the 23 additional planes, that they are going ahead to order?



333-

As I understand it, we were told that the flyway costs would be $23
million per plane. Do you have any estimate on the total cost, including
spares or anything of the kind ?

Mr. Frrzeerarp. I do not, sir, not with me in any event.

I undoubtedly do in my files.

Chairman ProxMire. Are you in any position to make any comment
on that $23 million estimate ?

Mr. Frrzeerarp. Not really, without knowing the basis for it.

I am not sure, for example, whether it was cost or price, and whether
it was an average figure o1 an end figure or just what.

I would prefer not to because I do not really know the basis for it.

Chairman ProxMire. I should have had you up here asking—helping
me ask those questions.

When did you first detect that there would be a $2 billion overrun ?

Mr. Firzcerarp. Well, I would like to begin my answer by qualifying
that statement. I am not convinced that we must incur these

Chairman ProxMire. You go ahead. If we go ahead

Mr. Frrzeerarp. Or even if we do go ahead, that we must necessarily
spend the money that has been estimated.

I think it is entirely possible that the airplanes can be built for sub-
stantially less money.

But to answer your question

Chairman Proxmire. That is a very interesting observation. How
could this possibly occur—by going to another contractor?

Mr. Frrzeerarp. Well, that is a possibility. I suppose it could be
done. I was thinking more along the lines of catalytic actions that I
discussed in my previous testimony.

The Air Force, I think, has done an excellent job in this regard on
the technical aspects of the airplanes. They avoided participating in
decisions in the contractor’s operation, and have avoided directing him
to do things, but they have brought very forcefully to the contractor
management’s attention shortcomings and suspected shortcomings in
his technical conduct of the program, and I think it has had good
effect.

I do not know, and we won’t know for sure until we have more

Chairman Proxyire. What can they do? You talk about catalytic
action to reduce the cost—what can they do? ‘

Mr. Frrzeerarp. I think that sort of action can be escalated to the
points that the Navy did last vear in their dealings with Pratt &
Whitney. They gave it great publicity, the fact that inefficiencies had
been identified in the contractor operations, and I think public ex-
posure did a great deal to motivate Pratt & Whitney to make improve-
ments. : :

Chairman Proxyire. I think you are doing-that today, and I think
vou did it on November 13. You focused a lot of attention on that and,
perhaps, that should help.

Isthere anything else that can be done?

Mr. Frrzeerarp. I certainly hope some good will come of it. Yes, sir.
T think there is, and to illustrate this, I would like to go back and
answer vour question a little more directly and perhaps develop an
alternative. .

22-490—69—mpt. 1 23
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RECOGNITION OF C—5A COST OVERRUNS

Really, this alternative is one that we have been attempting to
employ. You asked when we first knew of the overruns. In connection
with my duties to develop improved management controls, we had
been attempting to develop some improved procedures for the major
programs back in the early days of the C-5A.

The C-5A, as I mentioned, was one of the prime applications. We
received cost reports from the contractor on a monthly basis.

Along the summer of 1966 the cost reports began to show overruns on
the portions of the work done so far. The whole thrust of our reporting
system is to break the huge contracts into pieces so that we will know
as one segment is completed, whether we have spent more or less money
than we planned and not have to wait until 1974 to determine how we
are coming out on the contract.

The cost overruns began to grow and grow in the reports received
from Lockheed, to the point that in November of 1966 I made a trip
to Lockheed with a team from the Air Staff and the Air Force Systems
Command. We reviewed the program cost data and found that certain
key segments of the program we’ve overrun 100 percent at that point.

The contractor denied that there was an overrun in any large sense,
saying primarily that these were isolated examples. But we went away,
and 8 weeks later came back and the contractor began to disclose the
overrun.

This increase was disclosed on the second visit 3 weeks after the first,
and was approximately $212 million, covering primarily overruns
already experienced to that point in time, amounting to approximately
40 percent overrun overall in those areas that were critical to the
program.

To illustrate the feeling of the team which visited Lockheed at that
time, I would like to read an excerpt from a report written by one of
my colleagues regarding the second visit and the briefing that we
received, and I quote:

The second briefing was very much like seeing a rerun of an old movie. The plot
still has drama and suspense, the script was excellent, the acting superb, but the

outcome will be the same as it was the first, second or tenth time it was shown.
The contract costs will be exceeded.

He goesontosay:

The cost control system operated by the contractor does not produce meaningful
status in cost to complete estimates. It does not relate physical progress to
planned costs. It tracks expenditures against a budget plan. The provisions of
the contract will not act as a brake on cost increases. In fact, the contract
almost guarantees increases. The coming cost increases will be more than justified,
supported, rationalized and explained by the contractor. His position will be
supported by the Air Force. The costs, whatever they are, will be duly entered
into data banks to prove beyond any doubt that they are true costs. Who can
argue that they should have or could have been different?

That is the end of the quote. T think this was an amazingly prophetic
statement.

Chairman Proxmire. This is memorandum from a former col-
league, I take it ?

Mr. FrrzeERaLD. Yes.

Chairman Proxmire. I won’t press you on the identification of it
because obviously it is one of those outspoken statements that, as we
see right now, does not always get the reward that it deserves.
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INFORMATION OBSTACLES

As I understand it, you feel there are obstacles that prevent the
Air Force from obtaining vital facts such as curent cost figures, and
this is lan obstacle that not only applies to the C-5A program but is
general.

Can you just give us a word on this—I only have a few more ques-
tionﬁ. The hour Is very late—but I would appreciate your observation
on that.

Mpr. FirzeeraLp. Yes, Mr. Chairman.

1 think there are some very definite obstacles. We have had a very
large and, I think, determined effort in the Air Force in the last few
vears, the last 5 years in particular, to gain greater insight into what
things were costing us and where we stood on programs.

‘We have been very strongly resisted in this effort by, I think under-
standably, industry associations, primarily the Council of Defense
and Space Industry Associations, known as CODSIA.

T should add quickly that I do not believe that all the contractors
with whom we deal support this industry association view.

On the other hand, it 1s understandable why industrial contractors,
particularly the very large ones, who seem to have a continuing assur-
ance of new business, would oppose this sort of thing that we are doing.

Specifically, if we reveal overruns as they occur, that is if we reveal
variances of actual from planned costs, and identify them positively
at the time as overruns, it then later becomes impossible to attribute
these increases or these overruns to subsequent contract change notices
or some inexorable economic process beyond everyone’s control.

We have also had considerable opposition within the Department of
Defense from some of the functional elements. In particular, the pro-
curement community and some segments of the research and engineer-
ing community. It has become quite clear as we have applied these
systems that in addition to revealing contractor errors and short-
comings, we also frequently reveal the effects of poor decisions by
procurement and by the research and engineering people.

So this is the sort of thing that is going to have to be decided at
a top management level.

We are not going to have the functional people who are going to be
controlled vote for this sort of control or this sort of visibility. I
should quickly say that I see the two as separate.

DISCLOSURE OF COST OVERRUNS

Chairman ProxMire. Is there a special problem, disclosure on cost
overruns? Why do you think there is this opposition to full disclosure
of cost overruns? As I say, there is nothing classified about them.

Mr. Frrzgerarp. No.

Chairman ProxMIre. And it is something that does alert the Con-
garess, as you pointed out very well; it is a catalytic agent. It means
that it focuses attention on the part of the company on the problems.

Mr. Frrzeerarp. Right, exactly.

Chairman Prox>re. And they have their own pride and their own
concern which this would, I think, stimulate them. Why is it not a
good thing to get these cost overruns right out in front right away?

Mr. Frrzeerarp. I think it is a good thing.
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Chairman Proxaire. Why is there opposition in the Air Force
to do it? There is, and this remarkable action of discipline against
ou
Y Mr. Firzcerarp. Sir?

Chairman Proxmire. And this remarkable action of discipline ap-
parently against you. . . .

Mr. Frrzeerarp. As I just described it, I think there are obvious
disadvantages to the contractor, at least in the short term, and we
have a number of people in the Government and in the Department
of Defense, who sincerely believe that the contractors are correct
in their stand on this.

Chairman Proxaire. It is a matter of protecting the contractor in
your view ?

Mr. Frrzeerarp. I believe so to a large extent, although, as I men-
tioned before, there is a degree of protection of one’s own function.

Chairman Proxarire. And sometimes there is political pressure
from the contractor to bring, to see that these overruns are not dis-
closed or there could be.

Mr. Frrzeerarp. Well, T do not know —

Chairman Proxmire. Pressure through Members of Congress, pres-
sure through other people in the administration who are very influ-
ential to keep this kind of thing quiet because it is a reflection upon
some company.

Mr. Frrzeeraro. 1t might even hurt the stock price. There are cer-
tainly pressures to prevent the institution of procedures which would
routinely disclose overruns. We have a great deal of trouble in this
area and, as I said before, much of it stems from industry associations.

Chairman Proxmire. In your opinion, has the Air Force been able
to stay abreast of costs on the C-5A program? What has the Air
Force done in the absence of meaningful reports from the contractors ?

Mr. Frrzgerarp. Mr. Chairman, we have made a very strong effort,
I believe, to stay on top of this.

thairrgnan Proxmire. You made the effort. Have they been able
to do it?

Mr. FrrzceEraLp. Not very well. Well, let me amend that and tell
you specifically what we have been able to do.

As I mentioned, or as my colleague mentioned in his report, pro-
phetic report, written back in 1966, there were shortcomings in the
system used by the contractor to report the status of the program
to us. I am sorry to report that the situation deteriorated, it did not
get better.

The Air Force attempted to compensate for this poor situation by
sending cost teams into the plant and putting together from our own
resources internal reports which tracked the status of the program.

Unfortunately, we have had difficulties with these reports. Early this
year the internal reports began showing either no overrun at all or
overruns far less than were generally acknowledged to exist.

In September of this past year T requested audit assistance to find
out why our internal reports appeared to be erroneous. The auditors
had a great deal of trouble getting definitive answers but, generally
speaking, we were led to believe that the reports had been changed by
direction from higher headquarters. We were unable to determine
where that was. :
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Chairman Proxarre. What do you mean by kigher headquarters?
Do you mean in the Air Force or Lockheed management ?

Mr. Frrzeerarp. Well, let me—in the Government. Let me read
you the statement on one of the reports which differed from generally
acknowledge figures. This is regarding cost team estimates made in
the spring of last year, I believe in March or April:

The resulting aeronautical System Division cost team estimates for Lockheed
are not shown in this report per direction of higher Headquarters.

That is all it says.

I reluctantly agreed to the suspension of the audit pending the out-
come of the financial review which, I believe, Mr. Nitze or Mr. Clif-
ford informed you of, and in which I was involved.

I have recently requested that the audit review be reinstituted.

CAUSES OF C—5A COST OVERRUNS

Chairman Proxmire. Secretary Charles has testified that the cost
overruns in the C-5A had not been the result of inefficiency. Can you
comment on the question of whether inefliciency on the part of the con-
tractor is involved in this program ?

Mr. FirzeeraLp. We always suspect that this is the cause, at least
one of the causes. However, 1n the case of the C-5A, T would have to
say that we cannot say for sure. One of the things that we were at-
tempting to determine in our financial review was the answer to this
question.

We have a long list of unanswered questions which we intend to
continue to pursue. This is one of them. We simply do not know exact-
ly where we stand on the program at the moment, that is, on work
done so far, unless there is information that has not been made avail-
able'to me.

Chairman ProxMire. You do not know ?

Mr. Firzeerarp. I do not know.

Chairman Proxyire. In spite of that, the Air Force has made the
decision to go ahead and buy another 23 planes at a cost of $23 million
per plane, flyaway costs, and probably another $5, $10 million for spares
per plane.

Mr. Frrzeerarp. 1 am not aware of any of the details of the decision.
T got the news the same way you did, Mr. Chairman, from the news-
papers or press releases.

Chairman Proxarire. Yes. I just got it in this press release.

Mr. FirzgeraLD. Yes.

AIR FORCE C-5A TESTIMONY OF MARCH 5, 1968

Chairman Prox»re. Let me say before you leave that earlier we
had testimony from Secretary Charles that the Air Force did not
tell the House Appropriations Committee last spring that the C-5A
program was not having overruns. I would like to put in the record
the statement of the Honorable Alexander Flax, Assistant Secretary
of the Air Force, Research and Development, dated March 5, 1968,
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in which he says the following, and this will take me less than a
minute:

Mr. S1kEs (referring to the C-5A). Is it within the original cost estimate?

Dr. Frax. We believe it is within the range between the target and ceiling
costs at the moment. Of course, there is still a great deal of work to be done by
the contractor. We will not know the final return until that is all completed.
According to the best estimate of our people in the program office the contractor
is in the range where it should be between the target and the ceiling costs.

So it looks as if Congress was told last March 5 that this was not
exceeding the costs, and 1t seems to me that on the basis of this testimony
that that was just an error.

Mr. Frrzeerarp. I have no idea of what Dr. Felix based his testimony
on, but it is conceivable that his information was derived from some
of the erroneous internal reports. I do not know that for sure.

Chairman Proxyire. This program has been going on for how long
at this point, since 1965 or 1964 ?

Mr. Firzeerarp. The total program or the overrun?

Chairman ProxMire. The total program.

Mr. FrrzeeraLp. Since 1965.

Chairman Proxmire. And on the date of March of 1968, only 10
months ago, they were unable—they told Congress that, to the best
of their knowledge, and this is one of the top men in the Air Force,
that there was not an overrun.

Mr. Firzeerarp. Well, I am certain, that to the best of his knowl-
edge, he was testifying to the facts.

Chairman ProxMire. I am sure he was. I do not challenge Dr.
Flax’s honesty one bit. What I am saying is that this is very poor
control. It is just inconceivable to me that all these overruns could
develop in the last 10 months. ,

Mr. Frrzcerarp. Of course, they did not. The percentage overrun
in 1966 was roughly the same as we are estimating right now. But
the assumption—the hope—was that the contractor would, as the
expression goes, “get well.”

It is a matter of opinion whether he would or not. I happened to
believe that he was not going to get well. I was one of many people
who believed that. There were others who thought he would. I think
it became generally acknowledged that there were financial difficulties
and very large ones in the spring of this past year. But it was certainly
apparent to me that the contractor was headed for a very, very serious
overrun.

In 1966 he was exceeding segments of the program by more than 100
percent, and there was a consistent pattern of this.

Chairman Prox»ire. 1966. So this was——

Mr. Frrzcerarp. Yes, sir.

Chairman ProxMire (continuing). So this was at least a year, more
than a year, before the Air Force told the Congress that there was
no overrun. :

Mr. Frrzgerarp. Yes.

Chairman ProxMmIre. 1966 they were exceeding the costs by 100
percent?

Mr. Frrzeerarp. Yes. I believe though, what Dr. Flax had in mind
was the estimate at completion. I do not believe anyone asked him about
current status and I am assuming what he was thinking, but the usual
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thing is to quote estimates at completion rather than where the program
stands at the moment.

Chairman Proxyire. Well, Mr. Fitzgerald, I want to say to you
finally that you have been an excellent witness, and if there were a
computer into which you could put courage and integrity, you certainly
would be promoted rather than have your status in such serious and
unfortunate jeopardy.

The Air Force can say, and the armed services can say, that their
officials are free to speak any time and tell the Congress the facts as
they see them. But it is going to be very hard for the public and the
Congress to accept that if there is any further disciplinary action
against you.

You have not only convinced this Senator that you are an honest man
and a man of courage, but also that you are an extraordinarily able
man, and you have a rare zeal, a desire to try to hold costs down. With
such a zeal and desire you are willing to speak your mind under very
difficult circumstances, and heaven knows we need people like that in
the Defense Department at this time.

Thank you very, very much.

Mr. Frrzeerarp. Thank you very much, Mr. Chairman. I am pleased
to have the opportunity to appear here.

Chairman Proxmme. Thank you, Mr. Fitzgerald. The committee
will stand adjourned.

(Whereupon, at 5:45 p.m., the Subcommittee on Economy in Gov-
ernment of the Joint Economic Committee adjourned.)
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