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THE ACQUISITION OF WEAPONS SYSTEMS

MONDAY, MAY 24, 1971

CONGRESS OF THE UNITED STATES,
SuBCoiMITrrTEE ON PRIORITIES AND

ECONOMY IN GOVERN-MENT OF THE
JOINT ECONOMIC CoMMrrrIE,

Was hingtone, D.C.
The subcommittee met, pursuant to notice, at 10 a.m., in room S407,

the Capitol, Hon. William Proxmire (chairman of the subcommittee)
presiding.

Present: Senator Proxmire and Representative Brown.
Also present: Ross F. Hamachek and Richard F. Kaufman, econo-

mists; and A. Ernest Fitzgerald, consultant.

OPENING STATEMENT OF CHAIRMfAN PROXMIRE

Chairman PROXMIRE. The subcommittee will come to order.
Today the Subcommittee on Priorities and Economy in Government

resumes part II1 of the hearings on the Acquisition of Weapons
Systems.

A few weeks ago, on April 28 and 29, the subcommittee received
testimony from two of the Government's outstanding experts on mili-
tary procurement: Admiral H. G. Rickover and Elmer B. Staats, the

Comptroller General. Both witnesses reinforced the need for taking
a close, hard look at a number of defense contracting issues that have
been sources of continuing problems.

Admiral Rickover was especially critical of the renegotiation proc-
ess and the handling of shipbuilders' claims against the Navy. The
Comptroller General reinforced the Admiral's concern and this sub-
committee's concern over defense profits and shipbuilders' claims with
well documented testimony on both questions.

It seems to me that there can no longer be a question of whether or
not profits on defense contracts are too high. In many cases-not in

all cases, but in many cases-defense profits are too high. The report
of the General Accounting Office and the testimony of individuals
such as Admiral Rickover make that point crystal clear.

To cite a few examples from the GAO report, one defense contractor
made 6-ecltpoison his toctal capital invested in 196'3. That 1s,2a

UV U-percunt, pJjAuuo l -

96-percent profit on all his business with the Pentagon, not just on one
contract. One firm in 1968, made 81-percent pro fit on total capital
investment. Another, in 1967, made 85 percent. Again, these profits
represent the overall annual defense business of the contractors, not
merely a few isolated contracts. Undoubtedly, if the individual con-
tracts of these firms were examined some of them would show much

(1087)
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higher rates of return. Furthermore, the individuals taking these ex-
orbitant profits were among the 74 largest Pentagon contractors. They-
were not small businessmen.

It is true that some contractors made very little profits in those
years, according to the GAO report. Some may have lost money. That
is all the more reason for correcting the problem. The question, then,
is which contractors are making excessive defense profits, and what is.
to be done about it?

In addition, the matter of shipbuilders; claims have reached monu-
mental and critical dimensions. When this subcommittee first heard'
testimony on this matter -a year and a half ago, about $800 million
worth of shipbuilders' claims had been filed or were about to be filed
against the Navy. Today, according to my information, 'the figure is
approximately* the same despite the fact that over $115 million of the
older claims have been settled. In other words, the claims are coming
in as fast as they are being disposed of, perhaps faster. The problem
of preventing claims before they arise is not being'solved.

The disposition of the claims also leaves a great deal to be desired.
According to the evidence settlements are being negotiated in multi-
million dollar disputes without the requisite legal; technical, or audit-
ing analyses. If this is true, contracto s may be receiving millions of
dollars of taxpayers' money with little or no entitlement. Any such
payment seriously aggravates the problem of defense profits. They-
are, in effect, hidden profits that would not show up in any audit or-
profit study.

We, are fortunate to have before us two men who are in a position:
to answer some of 'these questions. Our first witness, Lawrence. E.
Hartwig, has 'been Chairman of the Renegotiation Board since 1961,.
and has been a member of the Board since 1951.

Mr. Hartwig, as you know, Admiral Rickover has been very critical'
of the Board's activities. He stated on April 28th, that "we have the-
semblance not the substance of effective renegotiation."

I note that you have a prepared statement and you may proceed with
it in any way you wish.

STATEMENT OF HON. LAWRENCE E. HARTWIG, CHAIRMAN, RE--
NEGOTIATION BOARD, ACCOMPANIED BY HOWARD W. FENSTER-
STOCK, GENERAL COUNSEL; GEORGE LENCHES, ECONOMIC'
ADVISER; AND ROSS M. GIRARD, DIRECTOR, OFFICE OF'
ACCOUNTING

Mr. HARTWIG. Mr. Chairman, I would like to read the statement, if'
I may.

Chairman PROxmnEu. Will you identify 'the gentlemen who are with,
you.

Mr. HARTwIn. Mr. Howard Fensterstock, general counsel, is on my-
right.

'Mr. George Lenches, economic adviser, is on my left.
And on his left, Mr. Ross Girard, Director of the Accounting Divi-

sion.
Mr. Chairman, we are pleased to 'be here to discuss with you -the role'

that renegotiation plays in the complex area of Government-industry
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relationship, which developed during the past decades as a result of a
continuing high volume of military-space expenditures.

The concept of renegotiation, as it is known today, originated with
the Renegotiation Act of 1942. That act provided for the renegotiation
of individual contracts and subcontracts. But it became apparent al-
most immediately that the hundreds of thousands of war contracts
and subcontracts could not be individually reviewed and renegotiated
within any reasonable period of time. Thus, practically from the
beginning, contracts were renegotiated in groups, mostly on a fiscal
year basis. The principle of fiscal year renegotiation was established
in the Renegotiation Act of 1943, and was carried over to the Rene-
gotiation Act of 1951, which is still in force today.

The change from contract-by-contract renegotiation to fiscal year
renegotiation was fundamental. With that change, renegotiation
ceased to be a repricing technique; it became, rather, a separate and
distinct method of eliminating excessive profits realized by contractors
on the totality of their renegotiable business. Congress in 1951 vested
the power of renegotiation in an independent board, the present Rene-
gotiation Board, as contrasted with the departmental boards of World
War II and under the 1948 act. The aim was to attain objectivity and
uniformity in renegotiation decisions.

THE RENEGOTIATION PROCESS

Renegotiation is conducted not with respect to individual con-
tracts, but with respect to the receipts or accurals under all rene-
gootiable contracts and 'subcontracts of a contractor in the contractor's
fscal year. Accordingly, aggregate renegotiable profits in any given
fiscal year of a contractor will often reflect the performance of several
contracts in different stages of completion, and may result from an
offset of losses or low profits on some contracts against high or even
excessive profits on others. The basic concept is that a contractor has
not realized excessive profits unless the profits on all his renegotiable
business are excessive.

All contractors whose renegotiable sales. on a fiscal year basis, exceed
the $1 million statutory "floor" must file a report with the Board. The
act applies only to contracts-and related subcontracts-with the
Departments of Defense, the Army, the Navy, and the Air Force, the
Maritime Administration, the Federal Maritime Board, the General
Services Administration, the National Aeronautics and Space Ad-
ministration, the Atomic Energy Commission, and the Federal Avia-
tion Agency. But certain contracts even with these agencies are exempt
from renegotiation.

The major exemptions in the act are those relating to contracts and
subcontracts for raw materials or agricultural commodities, contracts
and subcontracts with common carriers, public utilities and tax-
exempt organizations, competitively bid construction contracts, and
prime contracts which the Board determines do not have a direct and
immediate connection with the national defense.

Contracts and subcontracts for the sale of new durable productive
equipment are partially exempt, and contracts and subcontracts for
the sale of commercial articles or services are exempt under certain
circumstances.
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For purposes of renegotiation, profits are defined as the excess of

the amount received or accrued under renegotiable contracts and

subcontracts over the costs paid or incurred with respect thereto and

determined to be allocable thereto. All items estimated to be allowed

as deductions and exclusions under chapter I of the Internal Revenue

Code (excluding taxes measured by income) must, to the extent

allocable to renegotiable business, be allowed as items of cost. Thus in

renegotiation the costs generally allowed are the proper costs of a

going concern, to the extent they are allocable to renegotiable business.

This is so because renegotiation is concerned with the aggregate re-

negotiable profits of a contractor in a fiscal year.
What part, if any, of the profits thus arrived at is excessive, is deter-

mined on the basis of certain factors prescribed in the act. These f actors

are: Efficiency, reasonableness of costs and profits, the net worth, risk,

nature and extent of contribution to the defense effort, and character

of the business. No formulas or preestablished rates are used to deter-

mine whether profits are, or are not, excessive in any given case. Rather,

the determination in each instance reflects the judgment of the Board

on the application of the statutory factors to the facts of that case.

NEED FOR RENEGOTIATION

By June 30, 1971, which is the present termination date of the act,

renegotiation in its present form will have been in force for 20 years.

Over these years the continuing need for renegotiation has been repeat-

edly affirmed. President Eisenhower, recommending the extension of

the act, said on March 7, 1955: "In spite of major improvements, which

we have achieved in our contracting and price redetermination opera-

tions, there nevertheless remains an area in which only renegotiation

can be effective to assure that the United States gets what it needs for

defense at fair prices."
Eleven years later President Johnson commented, upon signing an-

other extension of the act: "We need this vital measure. It is another

important tool in our constant quest to get a dollar's worth of value for

every defense dollar spent."
The search for better ways to procure for defense and space needs

has continued to the present time. However, no conceivable improve-

ment in the procurement process can alter two fundamental charac-

teristics of that process: (1) Lack of a traditional marketplace to

guide the pricing of most procurement, and (2) the fact that procure-

ment is on a contract-by-contract basis. There are significant dif-

ferences between the defense-space market and the private competitive
market. In the private market firms usually compete with each other in

terms of quality and price and produce goods with a known technology
and cost.

These conditions are not usually found in major segments of the

defense-space market. Novel, costly, and complex aircraft, missiles,

space vehicles, and other specialized items, which incorporate the latest

advances in a rapidly changing technology, are purchased in that

market. Hence, in the procurement of defense-space items, reliable

production and cost experience is not usually available for accurately

forecasting costs. Contract costs are therefore but estimates; that is,
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predictions of future events. Like all predictions, they are subject to
change by later developments.

Even in the procurement of products similar to those traded in com-
mercial markets, where price competition would seem to be feasible,
a reasonable profit outcome is not always assured. Notwithstanding a
basic similarity, such defense-space items are often specialized; de-
mand for them is often irregular and, in some cases, geographically
concentrated. Under such circumstances, price competition may be
limited and ineffective. This lack of adequate price competition is a
possibility even under quite "normal" conditions. In time of war or
national emergency, with sudden surges in the volume of procurement,
this possibility is much greater. The conclusion is thus inevitable: vast
governmental expenditures are being made in the defense-space field
under circumstances where, regardless of the diligence of procurement
officials, there is no guarantee against excessive profits.

The opportunity for contractors to realize excessive profits on Gov-
ernment business is further enhanced by the fact that all such business
is awarded on a contract-by-contract basis. This aspect of Government
contracting cannot be emphasized enough because an individual price
that has been most carefully arrived at may, as a result of unforeseen
developments, produce excessive profits.

Procurement agencies price each contract separately and independ-
ently. Renegotiation, on the other hand, reviews the profit results of
contracts after the fact on a fiscal year basis. This is so because the
profitability of a contractor's participation in defense-space business
can only be judged retrospectively on the basis of his aggregate profits.

RESULTS OF RENEGOTIATION

The need for renegotiation is well attested by its achievements. Ex-
cessive profits determinations made by the Renegotiation Board from
its inception amounted to more than $1 billion as of June 30,1970. This
amount is before Federal income tax credits; net recoveries by the
Government as a result of the Boards determinations amounted to $413
million as of the end of the last fiscal year.

For some time now, the Board has been heavily engaged in renego-
tiation proceedings reflecting the impact of the large procurement
buildup for the Vietnam conflict. In fiscal 1970, the Board made 123
determinations amounting to more than $33 million, the largest in a
decade. In the same year contractors reported voluntary refunds and
price reductions in the amount of $18 million.

These determinations involved contractors in a wide variety of
industrial fields such as: Textile-apparel, metals. ordnance, aircraft
parts, machinery, and electronic components. In the current fiscal

yea, dtem~i~atcns wll e ubsta~ntinllJ in excess of thein 1(7 q0'm'1t
In addition, the Board has a large number of cases awaiting further
development, including many in which substantial amounts of excessive
profits are likely to be found.

The material benefits of renegotiation canmot be measured solely in
terms of recovery. From the inception of the act throulgh June 30. 1970,
contractors and subcontractors reported to the Board more than $1.3
billion of voluntary refunds and voluntary price reductions. We be-
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lieve that such actions by contractors are induced, at least in part, by
the existence of renegotiation.

Renegotiation also has an impact on procurement as a deterrent
against overpricing. Over the years, procurement officials have repeat-
edly testified to the value of renegotiation in this respect. The Senate
Committee on Finance also recognized this point when it said in
1966:

* * * the renegotiation process has had a deterrent effect on overpricing on
Government contracts because of the realization that renegotiation is back-
stopping the allowable profits. (S. Rept. No. 1295, 89th Cong., 2d Sess. 2
(1966).)

There is no way to estimate the savings that accrue to the Govern-
ment as a result of this deterrent effect, but in all likelihood the amount
is substantial.

It may be helpful to the committee, in its consideration of defense
procurement, if I discuss the relationship of renegotiation to the Truth
in Negotiations Act, and the treatment of cost overruns and indus-
trial conglomerates in renegotiation.

TRUTH IN NEGOTIATIONS

The Truth in Negotiations Act requires that, in certain circum-
stances, contractors shall submit cost or pricing data prior to award,
and shall certify that the data submitted is accurate, complete, and
current. It provides further that the contract price shall be reduced
to exclude any significant amount included therein as a result of de-
fective cost or pricing data.

The Armed Services Procurement Regulation (ASPR 3-807.3 (f),
as amended by Defense Procurement Circular No. 74) makes it clear
that the certificate required under the act does not cover errors in judg-
nient. It says:

(f) "Cost or pricing data" as used in this Part consists of all facts existing
up to the time of agreement on price which prudent buyers and sellers would
reasonably expect to have a significant effect on the price negotiations. * * *
Cost or pricing data, being factual, is that type of information which can be
verified. Because the contractor's certificate pertains to "cost or pricing.data,"
it does not make representations as to the accuracy of the contractor's judg-
ment on the estimated portion of future costs or projections. It does, however,
apply to the data upon which the contractor's judgment is based. This dis-
tinction between fact and judgment should be clearly understood.

Thus, defective pricing under the truth in negotiations law does
not exist where contingencies are provided for, but do not materialize;
or where a contractor discloses the facts on historical costs, but pro-
jects higher costs for the future and they prove to be lower than the
projections; or where estimates turn out to be wrong, for example,
labor productivity proves to be higher than anticipated, or a material
cost proves to be less than anticipated.

Renegotiation serves a distinctly different and broader purpose than
the truth in negotiations law. That law affords no protection against
errors of judgmnent or unforeseen developments. Renegotiation con-
cerns itself with the very matters which are beyond the purview of
the Truth in Negotiations Act. The one is a tool of procurement, an
integral part of the contracting process itself; the other is an after-the-
fact review of the profit results of that process on an overall basis. Thus
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the Truth in Negotiations Act does not obviate the need for rene-
gotiation.

COST OVERRUNS

The control of cost overruns is a matter for the procurement authori-
ties; they are not controllable by the Renegotiation Board. Under the
Renegotiation Act, the actual costs incurred by a contractor, if they
are good tax deductions and are allocable to renegotiable business,
must be allowed. It must be remembered that a cost overrun has already
occurred when a contractor files with the Board.

An overrun, of course, will depress profits and may even result in
an overall loss on renegotiable business. In evaluating a contractor's
'renegotiable profits to determine whether they are excessive, the
Board considers, among the other factors, reasonableness of costs and
efficiency. If a cost overrun significantly affects the overall profits and
is attributable to inefficient management, these facts are considered
unfavorable to the contractor in our evaluation.

CONGLOMERATES

Many large corporations market a variety of products or services
through separate, subsidiary corporations bound together in a so-
called conglomerate. Under the Renegotiation Act, as under the
Internal Revenue Code, such corporations are entitled to be treated
on a consolidated basis; and it is upon the totality of the profit that
the Board's determination must be based.

This does not mean, however, that the evaluation-the analytical
process-preceding a Board determination is also conducted on aggre-
gate lines. Quite the contrary. A conglomerate is required to provide
the Board with a separate statement of the renegotiable sales, costs,
and profits of each corporate entity in the group, together with in-
formation sufficient to enable the Board to evaluate the activities of
each such entity separately under the statutory factors. If the profits of
a member of the group are found to be excessive, they are considered
as such in the overall determination and can be offset only by a show-
ing of losses or deficient profits of other members of the group.

Thus, excessive profits realized by a member of a conglomerate are
not hidden or unknown, but are uncovered, and they have their full im-
pact upon the final determination. This method of analyzing related
corporations operating as a conglomerate is equally applicable, of
course to a single large corporation operating in diverse fields through
division.

The attention of this subcommittee has been called in particular to
the problem of conglomerates in the shipbuilding industry. It was
stated that the Renegotiation Board "no longer sees shipbuilding
profits because they are averaged with profits or missiles or electronics
or with any other defense activities of the parent corporation." That
is not so. The renegotiable sales, costs, and profits of every major
shipbuilder are reported regularly to the Board, not only as a part of
the consolidated aggregate figures of the conglomerate to which he
belongs, but also separately. Thus, the Board does know what profits
are being made on shipbuilding contracts with the Government.
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CONCLUSION

I submit that the role of renegotiation is essential; that it supple-

ments, but by no means duplicates, the techniques of the procurement

process itself; and that it has been effective in eliminating excessive

profits.
Thank you.

CONGLOIERATES

Chairmnan PROXMIIRE. Thank you very much ir. Hartwig.
Mr. Hartwig, apropos of your last section on conglomerates, on

April 20 Admiral Rickover told this committee that most of the Navy's

shipbuilders have been taken over by large conglomerates, and as a

result, the Renegotiation Board doesn't see shipbuilding profits sep-

arately anymore. That is what he said. Your statement says that the

Renegotiation Board does see shipbuilders' profits, so that you can re-

coup excess profits earned on Navy shipbuilding contracts. But from

the discussion in your statement it seems that when a shipyard is taken

over by a conglomerate, the shipbuilding profits will be averaged with

the earnings of the parent corporation in renegotiation. Thus, the Re-

negotiation Board may see shipbuilders' profits, without being able to

do anything in cases of excessive shipbuilders' profits.

Admeiral Rikover told this committee about one shipyard, a divi-

sion of the large conglomerate, that earned profits of about 50 percent

on investment last year. That much profit seems excessive to me. But

isn't it possible you might not recoup anything from this shipbuilder
because of offsets to the pareit company?

Air. HARTWIG In the first place, we have been unable to identify

that conip any, Senator Proxmire.
Chairman PROXUIIRE. You can't find a company that meets that

criteria?
Mr. HARTWIG. No.
Chairman PROXMiiRE. *All right, we will be delighted to supply you

that information.
AIr. HARTWIG. All right.
In the second place, if a member of a, conglomerate had excessive

profits, in our analysis of the case that would be carried into the total

determination, and the group would not receive an overall clearance

unless there were deficient profits or losses in other members of the

conglomerate.
Chairmian PROXMIIRE. There are several questions that this poses. I

know that you are abiding by the law. After all, you don't make the

law, you execute it. I take it that your interpretation of the law is that

this is your only alternative, to do it this way.
Air. HARTWIG. Yes, sir.
Chairman PROXNEIRE. It seenms, however, that there is an incentive

when you have this kind of a situation, No. 1, for the conglomerate to

be in a position where it can buy into a contract even though it might

not be able to qualify otherwise, to buy in because it knows that it is in

a position to have excessive profits in some areas 'and write those off

against aniy losses it might sustain?
mr. ILiRTWvIG. Whatever motivates conglomerates or other com-

panies to buy in, I don't think that the chief motivation is renegotia-

tion. There are other reasons for buying in-tax reasons, and others.
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If the formation of conglomerates is a social evil, perhaps a direct

attack through antitrust enforcement or perhaps through amendment

of the tax laws, would be the way to face up to the problem.

Chairman PROXm1IiE. I was struck by the fact-I know you are a

very able man, and I greatly adnire the people in your organization,

as you know, I fought hard to try to get you a bigger staff than you

have, and I think you ought to have it-biut when I look at the size of

vour staff and the number of people you have working in this area and

the colossal size of Federal procurement and the great complexity of

the problems you have to face, it seems to me that there is an incentive

here for contractors to take a chance, in view of the fact-I would

think you would hate to operate on pretty much of a spot basis, you

can't make a comprehensive investigation of every contract of every

firm, and you have to do it on a very selective basis which would often,

it would seem to me, provide an opportunity for many contractors to

be able to get away without having their situation scrutinized.

Mr. HARTWIG. It is obvious that we couldn't, -Mr. Chairman. In 1970,

I believe, there were 28,000 prime contract actions involving $100,000

or more. When you consider that there were, ill addition, tens of thou-

sands of subcontracts under those prime contracts, it would take an

organization much greater than ours to examine the details of all those

transactions.
Chairman PROX-MIRE. Undcer ordinary circumstances an independent

shipbuilding firm, distinguished from one owned by a conglomerate,

that earned overall profits of 50 percent would probably lose some of

this amount in renegotiation. But the shipyard, as Admiral Rickover

mentioned it, may Ibe able to protect all of its earnings because of the

offset in the other branches of the conglomerate.
Let me illustrate that. If that shipyard were an independent con-

cern it would probably surrender some of that profit in renegotiation.

Now, suppose in 1971 the same firm was owned by a conglomerate. It

could earn 50 percent profit again, but at this time it would have a

good chance of surviving renegotiation without losing a penny, be-

cause the shipyard's profits would only be one part of the conglomer-

ate's aggregate earnings. So we have the same shipyard earning the

same profit in two different years, but receiving a different treatment in

renegotiation. That doesn't seem to be reasonable. Among other ad-

vantages that accrue to conglomerates under this system of averaging

profits, one business might be buying into a new line of defense work

with ridiculously low bids, knowing that the low profits or even losses

that result will be averaged in with the excess profits of its shipbuild-

in- contracts.
I think you have answered that in part, but I just wondered whether

you would want to tell me or not wouldn't this give an advantage to

large conglolm-erates at the expense of smaller independent companies.

fr. HARTWIG. There is no question but that diversified coiU11pa1iiS

have an advantage over the nondiversified companies.
Chairman PrioxMIRE. Wouldn't you say this would be a maior reason

for the fact that independent shipbuilders have had to sell out to

conglomerates?
Mr. HARTWIG. It migrht be one of the reasons.
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RENEGOTIATION BOARD STRONGER DURING KOREAN WAR

Chairman PROXMIRE. Do you agree that the Board was stronger
during the Korean war than it is today.

Mr. HARTWIG. Our jurisdiction was much broader in the Korean
period than it is today.

Chairman PROXMIRE. At that time you had 742 employees, and today
you have 232, is that right?

Mr. HARTWIG. We have a ceiling of 250.
Chairman PROXMIRE. You are spending about 20 percent less funds,

and a much greater decline would appear if inflation were taken into
account. In addition, there have been numerous restrictions placed on
the Board, the floor for filing has been substantially increased, and
a number of exemptions or loopholes have been built into the act. So
isn't the Board essentially weaker today than it was 20 years ago?

Mr. HARTWIG. In the sense that we have less jurisdiction we are
weaker, but I think we are doing a better job of analysis today than
we did in the Korean period.

Chairman PROXMIRE. How do you do a better job when you have
about one-third of the staff ?

Mr. HARTWIG. I am talking about the quality of the work.
Chairman PROXMIRE. I don't doubt that you have people who are

able, and work hard. But again my question is; In view of the size
of the job that you have to do and the number of people that you have
available, isn't it true that you can't be as eflective as you were ?

Mr. HARTWIG. I mentioned the change in jurisdiction. That is one
of the reasons for a smaller staff. Another reason is that the procure-
ment buildup for Korea was much faster and more substantial than
it was for Vietnam. There was more crash procurement then. Hence
there was a greater possibility of excessive profits at that time than
there has been during the Vietnam period.

PROFITS UNDERSTATED BY 27 PERCENT

Chairman PROXMIRE. I understand that in fiscal year 1970 the
regional accounting division made a net adjustment of profits reported
by the contractors of $191.3 million. In other words, the contractors
reported profits of $714 million for that year, but they were almost
$200 million or 27 percent higher. Is that correct?

Mr. HARTWIG. That is correct.
Chairman PROXMIRE. Was the net adjustment in 1970 extraordinary,

or are profits understated by this amount every year?
Mr. HARTWIG. I couldn't answer that. But I would assume that this

might be our usual experience. We made that special study because of
the allegation that we accept contractors' reports at face value. We
ordinarily don't make that kind of a study, because it involves manv
man-hours. But I have no reason to think that 1970 was an exceptional
year in this respect.

Chairman PROXMIRE. So you think generally they may understate
their profits by 30 percent or more?

Mr. HARTWIG. The actual amount will vary.
Chairman PROXMIRF. The net adjustment in 1970, with profits

understated by that amount and, on the basis of your study we would
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have no reason to assume that wasn't fairly typical, is that right?
Mr. HARTwIG. I think that perhaps we may have the same experi-ence in 1971, because we are now cutting into the Vietnam backlog
Chairman PRoxmIRE. How are the understated profits detected?
Mr. HARTwIG. Our accountants examine the reports of contractors.
Chairman PROXmIRE. Are their books audited?
Mr. HARTWIG. Audited, yes.
Chairman PRoxmIRE. I don't mean examined, I mean audited. Didyou go behind the contractor's books?
Mr. HARTWIG. We didn't go behind them.
Chairman PRoxmiRE. You accepted their figures?
Mr. HARrwIG. No, sir. Many times we went to contractors' plants

to examine the records.
Chairman PROXMIRE. You did audit the books in the sense that youexamined the records?
Mr. HARTWIG. Yes, in that sense-in many cases, not all.
Chairman PROXMIRE. You didn't try to verify the cost figures orother elements?
Mr. HARTWIG. I would like to have Mr. Girard respond to that.

He is the Accounting Director.
Chairman PROXmIRE. Yes, sir.
Mr. GnIAir. In many cases we make a visit to the contractor's (,or-

porate office or plant. We investigate the authenticity of the figures inhis filing. We check his cost record allocations and verify variousother accounts in his general ledger. From that standpoint we audit.But we do not go into the whole tick and holler audit procedure ofticking off each invoice.
Chairman PROXxmRE. The hoot and holler can be very helpful indetermining whether or not the contractor's books are accurate.
Mr. GIXARiD. That would be so, sir. But with the millions of invoices

in a big corporation
Chairman PROXMRE. I don't say that you don't do as much as youpossibly could, but if you did have more manpower and did more you

might be able to better determine that profits are higher than you areable to this way.
Mr. GnIRAR. That possibility exists. But we think we get everything.

EXCESSIVE PROFITS RECOVERIES

Chairman PROXmRE. Doesn't there seem to you to be a wide dis-parity between the amount of understated profits found by the Boardand the amount actually recovered by the Board?
Mr. HARTrw-. I don't think so. We feel that we are recouping exces-sive profits in the cases where they exist.
Chairman PROXMiRE. How much did von rmenver 1A.0v venr
Mr. HARTWIG. $33 million.
Chairman PROxME=E. How much?
Mr. HARTWIG. $33 million.
Chairman PROXMIRE. They are understated by $200 million, and vouonly recovered $33 million?
Mr. UAwRTWI. The adjustment in profits did not necessarily produceexcessive profits. We adjusted the figures, and in some of the cases

determined that the profits were excessive. Not all of the cases havebeen completed.
6 7

-
4 2

5-72-pt. 4-2
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NU3BER OF PROFESSIONALS IN OFFICE OF ACCOUNTING

Chairman PROXMIRE. Tell me something about the Office of Account-

ing. How many persons are assigned to this office, how many are profes-

sionals, and what are their duties?
Mr. GIRARD. In the Office of Accounting at headquarters we have

seven accountants, in addition to the Director and his Deputy. Their

duties are to perform the accounting in the screening process, and also

to review the accounting in cases which come in from the regional

boards.
Chairman PROXMIRE. You have seven accountants?
Mr. GIRARD. Seven accountants.
Chairman P.RoXIIE. And they have the responsibility for reveiwing

all the cases?
Mr. GIRARD. Right, that are processed at headquarters.
Chairman PROX][IRE. What proportion of the cases are processed at

headquarters?
Mr. GIRARD. All the screening cases, the nearly 5,000 which are

processed through the headquarters office.
Chairman PROXMIRE. That means they have to process an average of

three a day, as I calculate it.
Mr. GIRARD. In that neighborhood. But many of these filings are on

a consolidated basis, and are grouped together. Also many contractors

report losses. These do not require too much time, especially when the

contractor shows a loss on his total business.
Chairman PROXMIRE. How do you know the losses exist?

Mr. GIRARD. By the reporting which is made.
Chairman PRoxMIRE. But if they are handling three a day, that

means thev have to do this in 21/2 hours for each of these. And I

would think that many of these would be very complicated.
AMr. GIRARD. They are complicated.
Chairman PROXMIRE. If you are handling something like Lockheed

or Boeing, or any number of firms.
Mr. GIRARD. Such companies are usually assigned to the field for

the field accountants to make their investigations. We don't spend too

much time on those in the screening operation, because it would be a

duplication of effort.
Chairman PROXMIRE. Thev are reviewed in Washington, aren't they?

Mr. GIRARD. They are reviewed when they come back.

Chairman PRoxUIIRE. And by this board of only seven accountants?
Mr. GIRARD. Yes.
Chairman PROXMIRE. And those gentlemen are the ones responsible

for reviewing our entire $40 billion procurement program?
Mr. HARTWIG. Mr. Chairman, the cases that Mr. Girard is talking

about, are not initially analyzed in depth at headquarters, because

they are sent to the regions for full development. We have made a

study of the cases that went through the screening process at head-

quarters in 1970. Out of 4,853 filings screened, there actually were



1099

3,590 cases, counting a consolidation as a single case. A consolidation
will consist of more than one filing. Out of 3,590 cases, 603 -were
assigned to the regional boards for flll development. Those did not
take much time at 1eadquarters.

Chairman PROXMNRIE. In order to assign them there they had to
review them and make a judgment, didn't they?

Mr. HAR'w1IG. When YoU see a Boeing or a Lockheed, you don't
spend much time on1 it at headquarters, because you know it is going
to be assigned to the field.

Chairman PROXarIRE. First. let me say that as I get it, all the filings
represent at least $1 million in renegotiable sales, many represent tens
of millions or hundreds of millions of dollars. You say in your de-
scription of the function in "Justifications for Estimates of Salaries
and Expenses Fiscal Year 1972":

The office reviews above the "'foor" within filings in the screening process, and
passes on the adequacy and correctness of the segregation of sales and alloca-
tions of costs and expenses. In these review activities, the Office of Accounting
Jrocessed 4,952 filings during FY 1970- For each fiscal years 1971 and 1972,
it is estimated that the Office of Accounting will process 4,700 and 4,400 filings
respectively.

It also reviews cases completed by the Regional Boards for adherence to the
Board regulations, accounting principles and consistent treatment of accounting
matters, and conducts complete accounting reviews of cases subject to final
approval by the Statutory Board, including cases assigned to the Board. It
advises on the need for, substance of, special accounting agreements for re-
negotiation and collaborates with the Department of Justice on accounting
natters pertaining to tax cases.

I am not one of those who think that everybody in the executive
branch of the Government works too hard by any means. But I do
thinkE we have an example here of seven men who seem to have a task
which is so enormous that it would be very hard for them to do a com-
plete, comprehensive and responsible job.

Mr. HARTWIG. Just to complete tlhe record on the types of cases that
go through the screening process. As I said, out of 3,590 cases that
were screened in 1970, 603 were assigned to the regions; 830 showed
ouitright losses; 115 had losses because of the loss carry-forward pro-
vision in the act.

Going into Vietnam, contractors had a $960 million loss carry-
forward. This has had an impact on the screening process; 95 percent
or more of the sales were renegotiable in 311 cases. In such cases there
are no serious allocation problems; 346 cases involved renegotiable
sales of $250,000 or less; 134 had sales margins of 1 percent or less,
and 154 had sales margins of 1 to 2 percent.

Representative BROWN. Is it possible to get a copy of this so that
we can see what you are reading froml? It is a little difficult to follow.

Chairman PRoxMIRE. I think if you would put this in the record it
would be very helpful to us.

Representative BROWN. It would be nice also to have a copy.
(The material referred to follows:)
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SCREENINGS, FISCAL YEARS 1969 AND 1970

[Casesl

1969 1970

Number of filings screened- 4, 828 4,853

Number of screenings (cases) -3, 753 3, 590

Less:
Assigned -763 603
Outright loss -668 830
Loss due to loss carry forward -186 115
95 percent or more renegotiable -339 311
;250,000 or less renegotiable sales -306 346
Sales margin of I percent or less I -146 134
Sales margin of Ilto 2 percent -134 154
Sales ratio allocation - 227 193

Total -2, 769 2,686
Not eliminated -984 904

1 With or without loss carry forward.

Chairman PRoxmYrn. My time is up. The only question I would like
to ask as I conclude is, what civil service rating do these seven very
critical and vital men have?

Mr. IARTWIG. GS-14
Mr. GIRARD. We have got one 16 and one 17.
Mr. HARTWIG. GS-17, GS-16, and seven GS-14's.
Chairman PROXMIRE. Thank you very much.
Mr. Brown.

PTIIFOSE OF RENEGOTIATION

Representative BROWN. Mr. Hartwig, I'm not altogether this famil-
iar with the operation that you head. Is it my understanding that you
renegotiate profits rather than contracts? In other words, do you go
through a contract and say how that contract should have been al-
tered; or on this annual basis of renegotiating profits, do you renego-
tiate when a company is permitted to make the contracts which it has?

Mr. HIARTWIG. You understand it correctly. We renegotiate the over-
all profits. We do not renegotiate individual contracts. Some people
have a misconception about the renegotiation process, because they
look at us as though we were a repricing adjunct of the Defense De-
partment. We are not.

Representative BROWN. You are kind of a watch and ward society
of who is making too much money out of their defense contracts, isn't
that what I am to understand?

Mr. THIRTwIG. That is right, on an overall basis.
Representative BROWN. You don't actually get into the contract?
Mr. HARTWIG. We don't actually get into the contract, except that

in the analysis of a case we get information with respect to the profits
on major contracts. To that extent we get information from the con-
tractor and the procurement departments with respect to costing, con-
tract terms, and contract results.

Representative BROWN. How does this have an effect then on future
contracts? Somebody down the line in the Air Force or the Navy or
the Army is writing these contracts, some civilian or military type,
I suppose, with a company. Suppose they have written a contract
which allows the company to make a long profit, and then you criti-
cize that profit as a part of the total picture of the company doing
business with the Defense Department, as I understand it correctly.
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How does the guy who wrote that individual contract in which there
was a big profit margin for the company get his? How does he get
alerted to the fact that maybe he has written just the oddest contract
in the interest of the American taxpayer?

Mr. HARTWIG. There are instances where a particular contract will
be a major contributor to excessive profits.

If we think our information would be useful to the procurement
agencies, we furnish it to them for their use in future procurement.

Representative BROWN. You say when the contract is. What else
would there be that would contribute to the profits except the contract?

Mr. HARTWIG. I said, a major contract. If the contract was small in
the total picture, the contracting officer may not learn much from our
determination. Let's say there were a number of contracts that a con-
tractor was performing simultaneously, including one small contract,
so small that in the total picture it didn't have much of an impact on
the total profit. A contracting officer wouldn't learn much about that
contract from renegotiation. But if the contract was a major contract
in the fiscal year, or if the contractor was performing only one or two
contracts, then a contracting officer could learn from the results of the
board. We had a case only recently where we informed the Defense
Department about the profit that had been realized on certain prod-
ucts. As a result, they secured a price reduction.

COMMERCIAL ARTICLE EXE~nPTION

Representative BROWN. That was on the basis of a negotiated con-
tract. You raise another point-maybe I am following an alley that I
shouldn't get into-but what about the sale of potato chips to the
Government, or a certain kind of screw, nut and bolt kind of thing,
what about that, the shelf items? Do you renegotiate those contracts?

Mr. HARIWIG. No. They are for the most part exempt.
Representative BROWN. Why would they be exempt.
Mr. HARTWIG. The commercial article exemption.
Representative BROWN. Why? What is the rationale behind it?
Mr. HARTWIG. The rationale behind the exemption is that if an

article is sold from stock or in accordance with a published price sched-
ule, and if 55 percent of the sales of that article are in nonrenegotiable
channels, the price to the Government is reasonable.

Representative BROWN. In other words, then, if they are charging
the Government the same as the commercial price the competitive
market sets, then those are not covered by your renegotiation board;
is that correct?

Mr. HARTwIG. That is the assumption back of the exemption.
Representative BROWN. What is the dollar percentage of Federal

-procurement thait Iells in theat category ?
Mr. HARTWIG. In 1970 the commercial article exemption exempted

about $1 billion.
Representative BROWN. How much procurement, what percentage?
Mr. HARTrWIG. I don't know.
Representative BROWN. $30 million, $40 million?
Mr. HARTWIG. I don't know the total amount of commercial article

purchases.
Representative BROWN. What do you have, then? You say there is

$1.3 or $1.5 billion?
Mr. HARTWIG. Which is exempt.
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Representative BROWN. Which is exempt, that is, not covered by the
renegotiation?

Mr. HARTWIG. Right.
Representative BROWN. And how much again is the volume you arc

handling?
Mr. HARTWIG. Last year it was $48 billion.
Representative BROWN. $48 billion?
Mr. HARTWIG. Yes.
Representative BROWN. So this is about 2 or 3 percent-3 percent

roughly?
Mr. HARTWIG. Right.

5-YEAR LOSS CARRY FORWARD PROVISION

Representative BROWN. How about the losses renegotiated?
Mr. HARTWIG. If a contractor has a loss on one contract and hiMl

profits on another, the two are offset within the fiscal year.
Representative BROWN. What if it doesn't happen in the fiscal year?

Suppose I have got a little company that for a number of years has
been bidding on Government contracts, and I lose my shirt. Then
those covered in 1 fiscal year renegotiation; in which you study mar
contracts, and I go back and pick up those like I did on the taxes?

Mr. HARTwIG. Right. The law provides a 5-year loss carry forward.
Representative BROWN. So it works out on the same principle as the

tax system, is that right?
Mr. HArTWIG. Right.
Representative BROWN. If I make a substantial profit then. for a

period of 5 years, and you consider it is excessive on the basis of the
contract, that is why I get tagged with-what?

Mr. HARTWIG. The loss carry forward might wipe out the excessive
profits.

Representative BROWN. If I don't have that loss carried forward,
though?

Mr. HARTWIG. If you don't have the loss carry forward you get
tagged with a determination of the Board for a refund.

Representative BROWN. What is the appeal from that ?
Mr. HIARTwIG. The Tax Court.

DETER2NINATIONS OF EXCESS PROFITS

Representative BROWN. Can you give me some kind of a judgment
here as to how those determinations are made, as to what the amount
is, that is considered excessive? What do you base it on?

Mr. HARTWIG. The statutory factors.
Representative BROWN. And they are
Mr. HARTWIG. Efficiency-
Representative BROWN. What does that mean?
Mr. HARTWIG. What does efficiency mean?
Let me recite the factors.
Representative BROWN. OK.
Mr. HARTWIG. Efficiency, reasonableness of cost and profits, net

worth, risk-
Representative BROWN. You are going too fast for me. Efficiency
Mr. HARTWVIG. Reasonableness of costs and profits, net worth, risk,
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nature and extent of contribution to the defense effort, and character

of business.
Representative BROWNT. What do you mean by character of the busi-

ness ?
Mr. HARTWIG. Whether, for example, a business is integrated or

not; whether the contractor subcontracts a lot of the work, or does

the work in his own plant.
Representative BROWVN. You mean if I do all the work, and this is

the only thing that I do, and I don't have other activities that would

ameliorate whatever profit I would make or loss that I would make-

in other words, I am sort of out there making it alone?
Mr. IIARTwIG. Generally a contractor who]10 adds all of the value to a

product is entitled to more profit thianl a contractor who does not, a

contractor who subcontracts the work out. This is one of the important

items under character of business.
Obviously, a contractor should not earn as much profit on work that

is subcontracted out as he woulld on work that he does in his own plant.

Representative BROWvN. In other words, if I do all the work myself

in this operation, and if this is the only thing that I do, and I don t

have other activities in my business, you are likely to let me get by

with a little more profit than a guy vwio subcontracts it out, who

really is just a broker in this operation, is that right?
Mr. HARTWIG. Yes.
Let me just give you a little more detail. This is in the act: "Charac-

ter of business, including source and nature of materials, complexity of

manufacturing technique, character and extent of subcontracting, and

rate of turnover."
Representative BROw-N. So much for the character of the business.

My time is up. I will come back and ask you about some of these

others.
PUBLIC DISCLOSURE

Chairman PROXMIRE. I notice that the Board, Mr. Hartwig, is re-

leasing more information under the Freedom of Information Act than

it used to. But according to your annual statement, names of contrac-

tors and identifying details are left out of the documents that the Board

now discloses. Doesn't this really defeat the purpose of public dis-

closure? WiThat good are the documents without the names and the

figures? Why shouldn't the public know which companies are making

excess defense profits?
Mr. HARTWIG. That is the holding of the Court of Appeals in the

Grumman Case.
Chairman PROX3IRnE. We have to change the law, too.
Air. HART'WIG. Yes, you would.
Chairman PROxMIRE. Hiow d'o you Ite' aut that? Do

opinion?
Mr. HARTWIG. It seems to me that if the law were to be changed,

the extent of disclosure would have to be considered. We receive a lot of

confidential data. For example, all of our filings tie in with the tax

return. We receive tax data. And we receive other information which

contractors generally do not disclose.
Chairman PROXIRN=. What we're talking about is the profits on

negotiated contracts. Now, corporations are very happy to report their

profits to the stockholders. We all know that they are disclosed in their



1104

public statements, and they are required to be if they have any public
stock issues of any kind, which the overwhelming majority of bigcorporations have. Why shouldn't the taxpayer know how much isbeing made on Government business?

Mr. HARTWIG. I see no objection to it. I have here a list of-
Chairman PRoxMnRE. Why wouldn't that be positively good, not onlya matter of no objection, but positively good? If we are going to be in aposition to evaluate this and judge it, and if you are going to get anypublic opinion mobilized on this one way or the other, it seems to me

that we have to know what we are talking about and have those figures
available. It may be that the profits they are earning on defense con-tracts are not excessive, but we ought to know it.

Mr. HARTWIG. We do have quite an exposure, of course, in the casesinvolved in the Tax Court. I have compiled a list-
Chairman PROXMIRE. Of course, that is often ancient history bythe time it develops. It takes a lot of time.
Mr. HARTWIG. Many of these are recent appeals involving Vietnam

cases. This list shows quite a cross section of the areas in which excp.-
sive profits have been realized within the last couple of years.

Chairman PRoxxIRE. Would you support an amendment to provide
a full disclosure, the kind I am talking about, including the names ofthe companies and the amounts.

Mr. HARTTWIG. It would be limited to that, would it?
Chairman PRoxmIRE. That would be the main thrusts. There might

be others.
Mr. HARTWIG. I think you might also have to amend the act to elimi-nate the provision that the Board shall endeavor to reach agreements.

I think that if we were to publish the name and the amount of refund
a contractor might be less likely to enter into an agreement. Thus, pub-
lication might tend to encourage litigation.

Chairman PROXmIRE. Why eliminate the possibility of agreement?
Mr. HARTwIG. It would be more difficult for us to reach agreements.

Why would a contractor want to admit in public by agreement that he
had made excessive profits?

Chairman PRoxmm. Well, if the law requires this, then it seems tome you have discipline, both on the Board and on the contractor. Ithink you would have a much stronger disincentive than any we have
under present arrangements where it is all secret and where the Boardcan take its chances-where the contractor can take his chances with a
Board which is in my view understaffed and can only provide under
some circumstances very limited review. If you had this kind of publicdisclosure, it seems to me it is a very strong disciplinary factor which
would cost no more. And you also might have to pay less than if you
took them to court.

LIST OF 94 TAX COURT CASES

Mr. HARTWIG. I am of two minds on this. The newspapers don't seem
to be particularly interested in those cases where they have access to
the names. I don't know why. As I said, I have a list here of 94 Tax
Court cases involving $60 million of determinations. And as far as I
know, newspapers have not paid much attention to them.

Chairman PRoxxMRE. Will you give that to us right now?
Mr. HARTWIG. Yes, sir.
(The list referred to above follows:)
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RENEGOTIATION CASES PENDING BEFORE THE U.S. TAX COURT AS OF MAY 1, 1971

Gross amount,
board's

Name of contractor FYE determination Products

Erie Forge & Steel Co -Apr 30,1953
Gibco, Inc .Sept. 30,1955

Do- --------- Sept. 30,1956
Applied Research, Inc -July 31, 1962Page-Riner-Curran. JV -Dec. 31, 1963
Data Control Systems, Inc.. Sept. 30,1964
Computer Instruments Corp -Dec. 31,1961
Transducer Patents Co:- ()
Scientific Data Systems, Inc Dec. 31,1963
McDonnell-Douglas Corp -June 30,1965
Grumman Aircraft Engineering Corp -Dec. 31,1965
Cometa Co - ------- (2)
Holly Corp July 31, 1960
Winfield Manufacturing Co -June 30,1966
Transducer Patents Co - (a)
Systron-Donner Corp- July 31, 1961
Mills Manufacturing Corp- June 30, 1967
The B. Jahn ManufacturiegGo CDec. 31, 1966
North American Rockwell Corp .Sept. 30,1964
Salion Amco, Inc - : ... Feb. 28,1967
Cometa Co - -()
Wells Marine, Inc - : - Nov. 26,1966
Amco Electric . Apr. 30, 1964
Western-Atlantic-Standard-Raymond -Dec. 31, 1964
Landis Clothes, Inc . Aug. 31, 1967
Franklin Clothes, Inc Dec. 31,1967
Western Contracting Corp : Dec. 31,1964
Standard Dredging Corp do
Atlantic, Gull f Pacific Co . .do
The Peoples Co: - -Nov. 30,1966
Computer Instruments Corp . Dec. 31, 1962
Holly Corp : :: July 31,1961
A. C. Ball Co -Aug. 31, 1967
Aero Spacelines, Inc -. Dec. 31, 1966
Alton Iron WorksInc Dec. 31, 1967
The Zeller Corp Dec. 31, 1966
American Diversified Corp- June 30, 1967
Jon-Dell, Inc -Mar. 31,1967
tykes Bros. Steamship Co., Inc -Dec. 311967
Kings Point Industries, Inc Apr. 30, 1966

Tennessee Overall Co Dec. 31,1966
Allen electric & Equipment Co- Dec. 31,1964
Gilbraltar Manufacturing Co -June 30, 1967
Mancon Liquidating Corp -July 31,1967
Dayton T. Brown, Inc -Dec. -31, 1966
Pacific Ventures, Inc -do
Pacific General Construction Co., Inc- June 30,1966
Standard Container Co -Sept. 24,1967
Blue Bell, Inc - Oct 31, 1967
Glenn Berry Manufactures, Inc -Sept 29 1967
Amazon Cotton Mills Co -Sept. 30, 1967
Langson Manufacturing Co -do
Mills Manufacturing Corp- June 30, 1968
Camel Manufacturing Co -Aug. 31, 1966
Winfield Manufacturing Co June 30,1967
M. L VI. Corp -Oct. 31,1967
Talley Industries, Inc -Mar. 31,1967
Ballston Machine Tool Co., Inc. June 30,1968
N. & D. Manufacturing Co., Inc Mar. 31,1968
Ballston Precision Corp Aug. 31,1967
Ballston Precision Corp -Aug. 31,1968
Mason & Hanger-Silas Mason Co, Inc -Dec. 31,1967
Coloney Pine Co., Inc - -do
Barron Industries, Inc - ----- June 30 1967
South Jersey Clothing Co -Dec. 31, 1967
Hitco -Dec. 31, 1964
m ne uysun-nissner uorp -- - -. Si, Ie w
Consolidated Box Co., Inc Dec. 31,1967
Landis Clothes, Inc Aug. 31, 1968
Jackes-Evans Manufacturing C-o Nov. 30,1966
Stewart Avionics, Inc -Apr. 30, 1967
Guy H. James Industries, Inc -Sept 30, 1966
The Amerbelle Corp - Dec. 31,1967
The Peoples Co -Nov. 30,1967
Gyrodyne Co. of America - Apr. 30,1966
Whittaker Corp -Aug. 31,1968
Xerox Corp -Dec. 31, 1964
Comprehensive Designers, Inc -Apr. 30, 1967

$400,000
200,000
250, 000

75, 000
1,200,000

175, 000
200, 000
770, 000
200, 000

8,000,000
7, 500,000

480,000
1, 850,000

275,000
305,000
225, 000
500,000

1,000,000
9, 000, 000

500, 000
534,000
325, 000
300,000
500, 000
300,000

.600, 000
200,000
250,000
500,000
150,000
150, 000

1,500,000
250,000
250,000
100,000
75,000

1,000,000
175,000

1,750,000
125 000

115, 000
200,000
125,000

1,500,000
150,8000
60,000

200,000
175,000
275,000
250,000
400, 000
600,000
550, 000
200, 000

2,100, 000
75,050

500, 000
175, 000
175, 000
207, 212
225, 000
500, 000

1,350, 000
250,000

85, 000
250,000

850, 000
100, 000
75, 000

200, 000
350,000
100, 000
900,000

600,000
800,000

1, 750, 000

Forging .
Aircraft parts.

Do.
Electronic subsystems.
Construction.
Electronic subsystems.
Precision potentiometers.
Royalties.
Computers.
Aircraft and space vehicles.

Do.
Fuel storage.

Do.
Trousers.
Royalties.
Instruments.
Parachutes.
Carbine parts.
Aircraft and space vehicles.
Fuze parts.
Fuel storage.
Fuze assembly.
Electrical contracting.
Dredging.
Blouses.
Coats.
Equipment rental.

uo.
Do

Tents.
Electrical instruments.
Storage of petroleum products.
Motor vehicle parts.
Air transportation.
Metal products.
Small arms ammunition.
Tents.
Canvas products.
Ocean transportation.
Miscellaneous fabricated

textile products.
Trousers.
Aircraft parts.
Motor vehicle parts.
Bomb bodies.
Testing services.
Restoration of buildings.

Do.
Ammunition boxes.
Trousers.

Do.
Yarn.
Shell primers.
Parachutes.
Tents.
Trousers.

Do.
Miscellaneous ordnance.
Bolts.
Machining.
Bolts.

Do.
Operation of Government plants.
Ammunition boxes.
Coolers.
Coats.
Fairings.

Ammunition containers.
Coats.
Gun belt links.
Mobile generating plants.
Shirts and trousers.
Dyeing and finishing.
Tents.
Drone helicopters.
Bomb fins.
Computers.
Engineering services.

IFeb. 28, 1957 through Feb. 29, 1964 (8 cases).
IDec. 31, 1959 through Dec. 31, 1961 (3 cases).

0 Feb. 28, 1965 through Feb. 28, 1967 (3 cases .
* Dec. 31, 1962 through Dec. 31, 1967 (6 cases.
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Chairman PROXMIRE. We will make it available to the press.
Is it possible for companies to report to the Board lower levels of

profit than they report to the Internal Revenue Service for taxation
purposes? Are IRS tax forms used for screening purposes at the
Board?

Mr. GIRARD. It is not possible to report lower profits than they

report for tax purposes. IRS forms are not used for screening purposes
by the Board. We have an established form of our own, that the
contractor must complete, which breaks out the business between
renegotiable and nonrenegotiable. It is reconciled to his tax return.

Chairman PROxMiRE. SO they cannot submit lower profits to the
Board than they do to the Internal Revenue Service?

Mr. GIRARD. That is correct.

UNALLOWABLE COSTS ALLOWED BY RENEGOTIATION BOARD

Chairman PxioxmiRE. In your statement you point out that in renego-

tiation all cost allowed under the Internal Revenue Code are allowed
as cost by the Board. Doesn't this mean that the Board in its evaluation
of defense profits allows the contractors costs that 'are unallowable
on defense contracts, such as interest payments, advertising, and en-
tertainment expenses?

AIr. GIRARD. Interest expense is not an allowable cost in procurement,
as vou know. But it is a cost of doing business and it is allowed in
renegotiation to the extent allocable.

As for advertising, we have specific regulations which govern the
allocation of advertising to renegotiable business, in accordance with
congressional edict. In general, advertising is not allowed against
prime contract business.

Chairman PRoxmRE. How about entertainment?
Mr. GIRARD. Entertainment is allowed if it is reasonable for the

size of the company involved. If we find that it includes something of
an extraordinary nature, we may disallow it.

Chairman PROxaItRE. Now, on the first element I can see a particular
disproportion. If you 'are allowed interest payments as a matter of
cost. and then you figure your return on invested capital, after all, you
get an inaccurate picture. The interest payments are part of your
return. That is whv, as I understand it, theX are generally set aside,
because the return on invested capital should be computed before you
figure your interest cost. Of course, also, if you are allowed to figure
entertainment in, and your advertising cost in, in a sense that would
also distort your profit figure and make it lower than it actually is.

Mir. GIRARD. We disallow certain advertising expense. We endeavor
to allocate the capital and net worth to the extent that it is used in the
renegotiable business.

Chairman PrOx-NmrE. If you figure your return on the net worth, it
would agree. But if you figure your return on net capital, then allow-
ing interest costs would distort it.

Air. GIRARD. It would distort it. But whoever uses a return on capital
certainly ought to know what data was used in compiling the figures.

Chairman PROX-iIRE. That interest cost should not be allowed if you
are going to compute a return on total capital. A part of that total
capital. of course, is borrowed.

Air. GIRARD. If that is the type of approach you want to take; yes.
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GRU!MAN AND 1 'DONNELL DOUGLAS CASES

Chairman PROXMIRE. In two cases before the U.S. Tax Court. in-
volving Grumman Aircraft and McDonnell Douglas, the Renegotia-
tion Board has asked for returns on capital of 21.2 percent and 29.4
percent. Are these typical of what the Board normally allows in earn-
ings by major aerospace contractors?

Mr. HARTWIG. We don't like the word "allow." We are not a regula-
tory agency. We do look at these returns to see whether or not they
seem to be excessive. But we do not consider that we are in the busi-
ness of bringing contractors down to a certain fixed level. In the first
place, the lack of a uniform system of accounts makes it impossible
for us to operate like a regulatory commission.

Chairman PROXmIRE. We try to overcome that, as you know, we have
legi slationthat goes into that.

Mr. HARTWIG. Yes. And the other things, of course-
Chairman PRoxMiRE. But if you feel you can't bring them down to

the level of others, what kind of criteria do you use?
Mr. HARrWIG. We do not limit contractors to predetermined levels.

This is a judgment statute, as you can understand. And when you
consider the broad factors that the Board applies

Chairman PROxMiRE. So that 21 percent and 29 percent are fairly
typical for aerospace?

Mr. HARTWIG. More or less, yes.
Chairman PROXMIRE. That is a return of stockholders' equity?
Mr. HARTWTG. No, that is the return on total assets.

RETURN ON INVESTMENT

Chairman PROXMIRE. Return on assets. And I am shocked and sur-
prised that it is that high, because I have here the 500 largest cor-
porations, and the return on equity-which is high, of course, because
you have a smaller figure you are computing it on-shows that you get
a return like this: For 1969 and 1970 fiscal years and 6 percent, 2 per-
cent, 9 percent, 17 percent, 10 percent, 12 percent, 13 percent, 10 per-
cent. 10 percent, 4 percent, and 3 percent. And you won't find any
among the top 50 which have a return of more than 17 percent, and
typically it runs around 10 or 13 percent.

Nowv, if you allowv 21 percent and 29 percent, you say it is a rough
figure, a rough criteria. It would seem to me you can make a very
forceful argument that these are highly excessive profits which you
allow.

Mr. LENCIIES. Mr. Chairman, as Mr. Hartwig said, we do not look
at the figures in a cold statistical sense.

Chairman PRox-mIRE. That is the best way to look at them.
Mir. LENCFES. We cannot make in a statistical sense neat and reliable

comparisons. In evaluating an aerospace firm like Lockheed, or any
of the others, the complications are great because of the contract mix,
for instance, or because of the presence or the absence of Government
capital in varying degrees. Some aerospace contractors may have
Government capital in the form of fixed assets, and others may have
twice or three times as much. Also, aerospace contractors get great
amounts of progress payments; some use leased equipment and others
don't. So, although it may be true that a 22- to 29-percent return on
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total assets is what the Board might leave an aerospace contractor
with, it is by no means true that such a ratio is a measure of the con-
tractor's profits in the same sense as the Fortune 500 ratios.

Chairman PuoxŽ.f IRE. It seems to me that if you are going to use the
Government's plants and equipment, and so forth, then of course,.
that is a great advantage. And the logical comparison would be the
return on whatever your own capital may be, your own total capital
may be, or your own equity may be. In either case it seems to be far,.
far higher than the 'return. by American industry on their overall
profits.

Mr. LENCHES. Yes, sir. But. may I add a conceptual 'remark.
In normal commercial business the profit which corporations make

is the reward for all the activities they undertake. In other words,.
the businessman provides all the assets, and he gets paid for that.
The profit is his return on capital, plus his reward -fcr managerial
activities.

Now, in defense business, all aerospace contractors 'use a great
amount of Govei'ment fixed assets. It is my personal opinion-and I
am not speaking for the Board-thbat' it would not be fair' for the
Board to allow-them the same rate of. return, figured either on the net
worth or on the total assets, as it would a corporation which does not
have managerial responsibility for millions of dollars of Govern-
ment assets.

Chairman PROXMIriE. I look at it the'other way. It seems to me that
what you are doing' by taking 2016 30 percent, you are allowing profits
that are just about twice as high as the 10- to 15-perceift return which
is typical in commercial industry, you are allowing 20- to 30-percent
return on capital. You saiy'that is becauge'they have the responsibility
of using Government property. That is one way of looking, at it. And
the other way is, they have great advantage. We see documented over
and over again the fact that they can use that Government property
in their commercial operations with very little discipline, and the limi-
tations are extraordinarily loose and easy. And we have had, for in-
stance, the tool and die people in this room who testified before us and
said that they are at a tremendous disadvantage because Government
equipment is being used on commercial contracts to compete with
them.

So this seems to me, far from being a liability, to be a great asset.
Mr. LENCHES. I misspoke if I implied it is a liability. Undoubtedly

having Government assets is beneficial to contractors. What I was try-
ing to make clear is that an aerospace corporation should get, in com-
parison with the Fortune 500, first, a proper rate of return for the use
if its own assets; and, second, some reward for using the Government-
furnished assets in a productive fashion. And I am sure that we take
into consideration that the presence of these assets provided by the
Government also benefits the contractor to a very great extent. But at
least in my opinion, he should not be denied any reward at all for man-
aging the assets.

Chairman PROXMIRE. It is a matter of whether or not 100 percent
over the typical return is excessive or not.

My time is up.
Mr. Brown.
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Representative BROWN. What you are saying in effect is that if the
~assets are not owned that are being used, that is, if the capital assets
that are being used to do the Government work are Government
owned, they are not the part of the company's assets, and therefore on
a prodigious volume of business where the assets from the Govern-
ment may be equivalent to half of the assets of the company, that the
company should not be denied a profit on the use of those assets, is
that correct?

21r. LENOCJES. That is right, sir.
Representative BROWN. Let me pursue the question a little bit

:further.
If this 20- to 30-percent figure is used, what is the percentage of

Government-owned assets that make up a part of that base? In other
words, if you included the Government-owned assets as if they were

*company-owned assets, then what would the percentage be? Do you
have any idea?

Mr. LENCRES. It would be considerably less than the 21 or 29.
Representative BROWN. I am sure that it would be considerably

less than the 21 or 29, but hlow does it relate to the question that the
:Senator raises of the top Government corporations? Is it more or
less than their average, and if so, whatever it is, why?

MI'. LENC Els. Each of the two examples which Mr. Hartwig has
cited was an excessive profits situation, and we left the contractor
with profits that we thought were nonexcessive. If we made a pro
forma recalculation of the return on total assets, including the Gov-
-ernment assets for all the corporations that had Government assets,
I don't think that the results in the excessive profits cases on the
average would be too far off from the Fortune picture.

Representative BROWN. YOU tell me that 21 to 29 percent is not
an average, though, those are exceptional cases?

Mr. LENcHEs. No, they are not.
Representative BROWN. What would you say is the average through-

-out this study?
Mr. LENCHES. I am climbing out on a long limb, but it is my recol-

lectioh from jlst looking at t~ie figures, overall, year. after year, of
all the contractors that -we see, that the average is something like the
Fortune 500. - -

Representative BROWN. And if you. fold in the Government-owned
-assets, what does that do to it? -

Mr. LEICHES. I don't know.
Representative BROWN. Is it possible to get that inforniation?
Mr. LBNciiS. I'm afraid not, sir. Neither the Government nor the

contractor has precise Government asset figures. We-do get, in each
case that goes to the field, as good a figure on Government assets as
we can. But this is on an original-cost basis, not oil a depreMitede
basis, which is not available.

Representative BROW-N. Would you say that industrial contractors
that are involved in defense industries have a higher 'asset base than
the average of the large corporations, or lower, or what?

Mr. LENCHES. I would have to say that those corporations which are
primarilv-in the defense business and which are mu-king use of Govern-
ment assets, by definition would have a somewhat narrower asset base;
otherwise they would not be using the Government assets.
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Representative BROWN. What I am 'trying to ask is, you don't have
an awful lot of assets to practice law, you have a desk and some books,
and so forth and so on. And so your profit on the basis of assets can
be quite high, is that right?

Mr. LENCHES. Yes, sir.
Representative BROWN. If you are manufacturing airplanes, your

profits on the basis of your assets are likely to be somewhat smaller.
Mr. LENcHES. Yes, sir. And we do renegotiate contractors who pro-

vide services, not lawyers, but architect-engineers, where the asset
base is minimal, in which case neither the return on assets nor the
return on net worth is very significant.

Representative BROWN. Let me get back to the area of what the
criteria are for, the stand-what is the term that you used?

Mr. HARTWIG. Statutory factors, Representative Brown.
Representative BROWN. Statutory factors-in consideration of what

is allowable in these contracts. Now, we have talked about the charac-
ter of the business. And I assume that the character of the business
relates to this question I just raised about whether you are an architect
with some blueprint tables and a couple of T-squares.

Mr. HARTWIG. That is right, we ascertain whether it is a capital in-
tensive company or not.

Representative BROWN. Whether you are a capital intensive com-
pany, and what that percentage should be.

'What about the nature of the contribution? That seems to be a blLe-
book kind of definition; isn't it?

Mr. HARTWIG. That is a significant factor. I don't know 'that you can
formulate objective standards to measure contribution. Generally, it
is what the economist calls innovation.

Representative BROWN. The guy that was hurrying up to produce a
Norden bombsight, for instance, at the beginning of the war, is that
what you are talking about when you say the nature 'of the contribu-
tion?

Mr. HARTWIG. Something very exceptional like inventing something
new.

Representative BROWN. You are talking about breakthroughs here?
Mr. HARTWIG. Yes.
Representative BROWN. Technological breakthroughs where you have

to have it in order to get a military advantage?
Mr. HARTWIG. Right.
The classic example-I wasn't in World War II renegotiation-is

the proximity fuse. Perhaps another way of describing it is to say
that there are a lot of stars in Hollywood, but only a few get Oscars.

But even that perhaps isn't a good analogy.
Representative BROWN. I'm going to leave it alone, I will tell you

that.
Risk was one of the factors. Now, what are you talking about here?

What are the risks involved that are assessed? Is it the risk in total
dollar investment?

Mr. HARTWIG. That is one of the risks.
Representative BROWN. Let me ask you this. Suppose somebody

contracts to put together people and not machinery, in other words to
bring together a lot of skills. You go out and hire a lot of MIT
graduates, and you contract with them for a period of time, and start
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your business on the basis of that, and whatever machinery the con-
sideration seems to require. How is that risk taken into account, or is it?

Mr. HARTw'IG. The risk-
Representative BROWN. A risk that is not a capital risk.
Mr. HARTWIG. I suppose to some extent the contractor might risk

his reputation, in that they might not do a good job.
Representative BROWN. Let's stay with the example that I cited.

I am talking about a risk of putting together the people that can do
a job, and being obligated to them for a period of time under a con-
tract. And now, is that risk taken into account or is the risk primarily
in the capital goods area and the amount of money you invest in
capital goodsa

Mr. HARTgoIG. That risk is taken into account. But I would say it is

minimal. How great a risk does an entrepreneur have when he only
assembles an organization?

Representative BROWN. I can tell you as a businessman that it is a
lot easier to find the equipment than it is to find people to run it.

Mr. H-ART1WIG. That is true. But is that risk or some other factor?
Representative BROWN. It is a part of the investment. That is what

I am asking. What is the Board's attitude about this?
Mr. HARTWIG. So far as know how or management skill is concerned,

these are factors that we evaluate. If we find good management, good
organization, this entitles the concern to favorable consideration under
the efficiency factor, but not under the risk factor.

Representative BROWN'. Let me push that question just one step
further. If I am a company and I go out and bid on a military contract
and I don't have the personnel that are capable of doing that job,
and say, well, I will hire men after I get the contract, is that easily
allowed in the military contracts or in Government contracts?

Mr. HARTWIG. That is an exceptional situation.
Representative BROWN. So you have to have the personnel to start

with?
Mr. HARTWVIG. You have to have the organization to start with.

EFMIENGY

Representative BROW.N. The question of capital investment we have
been through, I guess, further than is productive. But what about
efficiency? Does that relate to capital investment? I am not sure what
you are talking about when you talk about efficiency.

Mr. HARTWIG. Efficiency-this is what the act says-"efficiency of
a contractor with particular regard to attainment of quantity and
quality production, reduction of costs, and economy in the use of
materials, facilities. and manpower."

Representative BROWN. Can we relate that to somnething in terms of
specifics? Suppose there are specification changes for the Federal
Government. It is like building a house. That seems to me to be an
obligation of the purchaser rather than the purveyor of the service.
But if he is efficient in adapting to that change and holding costs
down, is that part of the judgment of his efficiency?

M'r. HARTWIG. If he can hold his costs down?
May I give you a specific case to see
Representative BROWN. I would like one, because I am not sure I

understand the answer.



1112

Mr. HARTWIG. Many years ago we had a contractor who in our
judgment had made excessive profits. In the year we were looking at,
the sales ratio went up and the returns on capital and net worth went up
over preceding years. And his volume had increased because he had
taken on a lot of Government business. He came in and argued that
this increase in his profit was due to his increased efficiency.

He showed us that he had purchased a new machine which he said
had made him more efficient.

He had introduced training methods so that the help were more
:skilled than they had been.

And he had a rather convincing story of increased efficiency in
this year versus the prior year.

But, I peeked over the fence and saw that in the following year the
volume went down and the profits declined to a very low level.

And so, I asked him:
How is It that you became so efficient on January 1, and so inefficient on De-

*cenmber 31?

And he said:
Do you really want to know the truth? The truth is that we got so fat on

'these Government contracts we forgot how to compete.

So you have to put together a lot of factors to evaluate efficiency.
It is perfectly obvious that we don't have the staff to send out teams

to make time and motion studies. We just couldn't do that. So for the
most part, we have to rely upon opinion evidence, and upon such
:analvsis of the facts as we can make.

Representative BROWN. My time is up but I will come to this.
Chairman PROXMIRE. Because we have Mr. Rule waiting-and I

would like to have Mr. Rule come forward now, it is 11 :30-I think
we probably should wind up, Mr. Brown, if that is all right with you.

Representative BROWN. There are a couple of other questions I
-would like to ask.

Chairman PRoxawn1E. If you ask them in a hurry, all right.
Representative BROWN. The only question I have is-because it

seems to fall into the line of concerns that we are getting into here-
-the judgments that you make, are they related to the Internal Rev-
*enue Service regulations? In other words, the charging of interest,
.and advertising, and contributions, and the training of personnel,
and this sort of thing? Or is there a double standard here between the
Renegotiation Board and the Internal Revenue Service?

Mr. HARTWIG. We allow those costs that are good cost deductions-
Representative BROWN. You use the same degree of judgment that

IRS uses?
Mr. HARTWIG (continuing). To the extent that they are allocable to

renegotiable business. We have special rules of allocability that do
-not apply for tax purposes.

GAO PROFITS REPORT DOES NOT RELATE TO BOARD'S FIGURES

Representative BROWN. Based on one of the things that came out of
-the earlier stages of the hearing, the 146 contracts studied by the
GAO, are those typical of defense contracts, do you think? Or were
-those unique in any particular way?
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Mr. LENCHES. Mr. Brown, we have studied the GAO report. But we
cannot relate it to our figures since the GAO studied 146 contracts as
such. But since they are a part of the cases we have, obviously they are
a part of our picture.

Representative BRowN. You said the cases you have. You are talking
about the 4,800?

Mr. LENC1MS. Yes. The 146 contracts were held by defense contrac-
tors, who had to file with us. But we have no way of comparing their
records or any other contractor records compiled on a contract by con-
tract basis because we just don't work that way. We do not prepare
statistics on a contract-by-contract basis.

Representative BROWN. I would like to get a little more elaborate
explanation of this than what you gave.

Chairman PROXM.RE. Will you give that to us for the record? We
would appreciate it.

(The following information was subsequently supplied for the
record:)

In fiscal 1970, 4,S53 filings were screened by the Board. These filings rep-
resented, after consolidations, 3,590 cases.

Of the 3,590 cases, 603 were assigned to the regional boards for full-scale re-
negotiation. Such assignments are made if the contractors' filings show a pos-
sibility of excessive profits, or indicate the presence of accounting, legal or other
technical problems that can best be resolved in the field. An in-depth, time-
consuming review of such filings at Headquarters prior to assignment would be a
duplication of the subsequent field effort and would not be warranted.

Of the cases not assigned to the field, 830 showed an outright loss on renegotiable
business and an additional group of 115 showed a loss after loss carryforward
from previous years. In such cases a detailed study is usually not warranted be-
cause the possibility of finding excessive profits is extremely remote. With many
such contractors the Board will have had prior experience, often involving re-
peated in-depth evaluation.

Essentially the same reasoning applies to cases where contractors report-mini-
mal profits. In fiscal 1970, 134 contractors had a sales margin of 1 percent or less,
and 154, a margin between 1 and 2 percent (including cases involving loss
carryforwards).

The filings of contractors who are wholly or almost wholly renegotiable re-
quire much less analytical work than filings of contractors with sizeable com-
mercial business. In fiscal 1970, of the cases not included in the groups already
cited, 311 were cases in which the sales were renegotiable to the extent of 95 per-
cent or more.

Although the statutory floor is $1 million, the Board receives a great number of
filings below that amount because of the common control provisions of the Act.
When these filings show very small amounts or renegotiable sales, their processing
requires relative little time. Of the cases not included in any of the above groups,
346 had renegotiable sales of $250,000 or less in fiscal 1970.

Accounting problems in renegotiation relate principally to the allocation of
costs. When the nature of the contractor's business is such that the sales ratio
method of allocation is properly employed, the processing of the case is greatly
facilitated. In fiscal 1970, this method was used in 193 of the cases not included
in the above groups.

The cases in the vari-- categri discsusedl nbove were of queh natiire that
extensive. time-consuming accounting analysis and verification were, as a rule,
not necessary or practical. On the other hand, the remaining 904 cases screened
in fiscal 1970 usually required fuller development. It was on this group of cases
that accounting personnel engaged in the screening process spent the greatest
amount of their time and effort.

The overwhelming majority of contractors whose cases were screened in
1970 had filed with the Board for earlier years. Therefore, all material previously
submitted with respect to their business and cost systems was available for
use in processing the cases. Problems arising in the study of the cases were
resolved by communication with the contractors involved.

67-42--72-pt. 4-3
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Chairman PROXMIRE. I would like to get together with you, Mr.
Hartwig, on working out an amendment so that we can have full
disclosure of profits.

And we would also like & study, if you can give it to us, of your
assertion, ; Mr. Lenches, that the returns that you usually al]ow, and
beyond which you consider the returns excessive, are substantially
below 20 percent to 30 percent, I would like to see any study you
have indicating what you do allow.

(The following information was subsequently supplied for the
record):

The Board does not have a study embodying the information requested. Hoow-

ever, we have examined our records with regard to nine major aerospace con-

tractors and have ascertained that such companies, for their 1968 and 1969

fiscal years, -now in process, reported the following returns on capital (total

assets) allocated to renegotiable business as follows:

Percent on Percent on
renegotiable renegotiable

Contractor Fiscal year capital Contractor Fiscal year capital

1 ----------- 1968 I 6-{ 1968 7. 7I - ------ \ 1~~~ ~~969 ------------ 969 6.5S
1968 7. 1 1968 13.8

2-1969 .9 7 1969 10.0-
1968 8I) 1968 24. 9

3 ---- -- -- -- -- -- -- -- -- -- l- - 1969 (:)' 8 -- ----------- 1969 18. 4
- 1969 8.4 1968 9.1
4 -{ 1969 :8 9-- 69 10.{S

1968 9.6
-- - - - - -1969 8.3

I Loss.

Chairman PROXMIRE. Thank you very much. gentlemen.
Our next witness is Mr. Gordon Rule. WeA are very honored and

happy to have him.
And as Mr. Rule comes forward, I will say that he has been awarded

within the last couple of months the Navy Distinguished Civil Service
Award, which is the highest award that any civilian can receive from
the Navy. I would like to read -very briefly from the a-ward, because I
think it is a tribute to a man who has served his country very well.
It says:

Mr. Rule has consistently demonstrated extraordinary acumen, judgment.

initiative, and integrity in developing significant advances in the field of defense

procurement. He has personally handled with extreme professional skill the most

complex and significant procurement problems of the Navy.

There is much more.
Anid I would also like to read just two short paragraphs of what

Mr. Rule said when he received the award. He said:
I suggest that if we in the Navy Procurement would like to leave any monu-

ment to Jim Bannerman it could be a dedication to being candid in our busi-

ness. Today, too many people in the Navy are salesmen trying to sell a project

and rarely, if at all does anyone play the role of Devil's advocate.
Let me point out howvever, that this candid exercise is a two-sided coin. For

example. it will do little good for me to be candid with my superiors if they are

unreceptive to candor. What is needed is candor on both sides-the giver and

the receiver-and I urge that we all take part in this effort of being completely

candid with each other at all levels and reverse the unhealthy trend that exists

today in our dealings.
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I have found you to be a veiy candid witness, Mr. Rule, and I know
this will be no exception.

I understand you have no prepared statement. You may proceed
in any way you wish.

STATEMENT OF HON. GORDON W. RULE, CHAIRMAN, CONTRACT
CLAIMS CONTROL AND SURVEILLANCE GROUP, NAVAL MATE-
RIEL COMMAND HEADQUARTERS

Mr. Ruix. Thank you very much, Senator Proxmire, for inviting me
up here.

Good morning, Mr. Brown.
Thank you for reading that citation. Needless to say, for all the

things I have said about the boys in blue, I was a little surprised to
get it. But I was very happy, because I could have been sitting over
there with Ernie Fitzgerald, if it wasn't for that.

Chairman PROXMImE. We would be happy to have you join them
at any time, Gordon.

Mr. RuLE. But I do think it shows the Navy is a little more enliglht-
ened than the Air Force.

Senator, you asked that I come up specifically to talk about claims,
shipbuilding cl-aims.

AMOUNT OF SHIPBUILDERS' CLAIMS PENDING

First, on statistics, you were just about 100 percent accurate when
you said that there are dollarwise as many claims pending today as
there were in November and December of 1969 when I was up here
before. Claims in hand, and that we know are coming in amount to
$790 million today. And it was $795 million when I was up in Decem-
ber 1969.

To get the overall picture in the Navy you add another $130 million
to that for claims other than ship claims. And I am speaking now
about claims of $5 million. So that would give you the magnitude.

Those figures also show one other thing, I think, Senator. It is obvi-
ous that we haven't settled many claims in the year and a half since I
testified. So that no one can say that we have rushed this claim settle-
ment business. On the contrary, we are going very slowly, much more
slowly than we thought we would.

But I want to point out that we have not rushed claims through.
This is for a lot of reasons. We are having a lot of problems with them.
But I can assure you, and I can assure the GAO and Admiral Rick-
over and anybody else who is interested, that your fears are not well
founded that -we are not kicking these claims around or bargaining
them or settling them on a percentage basis, because if we are doing
that, the figures would be a little different than they actually are
today.

Now, I will admit to you that there are people in the Navy that are
handling( these claims that would settle them just about the way you
fear they are being settled. But those people are not gettingr their way.
They have tried it. But all of these claims over $5 million have to go
through this group that Admiral Galantin, the Chief of Naval Mate-
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rials, set up, this Special Claims Review Group. And they haven't
gone through there, and they are not going to go through this group,
until or unless, as you and Admiral Rickover and the GAO have said,
every dollar is factually supportable and legal entitlement is found.
I promised you that a year and a half ago. And, Senator, I have not
gone back on that promise. And we are going to get claims that are
going to have in them this element that you fear so much. But these
claims are going to really have rough sledding. We are going to get
them pretty soon, now. You are going to get, in answer to your May 12
letter to Mir. Chafee, some information along this line, along the line
of claims that have been negotiated, for example, without a fully struc-
tured legal memorandum of entitlement, which should never have been
done. But those claims have not gone up to my group yet. And they
won't get through unless they are 100 percent legally entitled and fac-
tually supportable.

So I do suggest that the picture is not bad, despite the fact that
there are these people around who would settle them just exactly the
way you fear they are going to be settled-were going to be settled.

CLAIMI-FREE CLAUSE

I would like to say that in the area of what we have done about
trying to preclude 61aims-I would like to call your attention to the
fact that in the nuclear area Admiral Rickover's group came up with
what appears to be a good innovation, going to the point of late deliv-
ery of Government-furnished material, which is. as you know, al-
ways a big element in these claims. Admiral Rickover's people camne
up with what we call a claim-free clause. If the ship delivery date,
for example, is December of this year, and there is doubt that nuclear
components will get to the shipyard in time to meet that delivery
date, we have asked contractors in the nuclear area to give us their
estimate of a claim-free period, for example, 6 months or a year, if
our Government-furnished material is late, how much it will cost us,
and then they won't have a claim. It has been tried in two or three
cases. It is a little too early to tell how it is going to work out. But
it is a step in the right direction, and I think that Admiral Rickover's
people are to be commended for coming up with this idea.

LAWYERS TEND TO BE BY-PASSED

The reason we haven't settled claims, Senator, and the reason we
still have such a backlog, is because of in-house problems that we have.
And these in-house problems relate largely to the role of the contract-
ing officer in the settlement of claims, the role of the lawyers in the
settlement of claims, and to be sure, the role of the commander him-
self of the Naval Ship Systems Command in the settling of claims.

There has been a lot of pulling and tugging back and forth on
these various roles. And as you know, in procurement the contracting
officer is the man who makes the decisions. The lawyers have very
little to do with pricing of a normal procurement. However, when
we get into the claim areas there has been a failure to recognize the
fact that in claims when you mention a claim against the Govern-
ment, the first thing you ought to think of is a lawyer. And this has
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not been so. They have tended to bypass the lawyers. And it has
caught up with them. There are two cases now where the negotiated
agreement was made with the contractors, in December 1970, and
one in January 1971. And those cases haven't come to us yet, be-
cause although they have been negotiated now comes the job of sub-
stantiating what they negotiated. And that is just exactly the wrong
way to do it.

You ought to have, as Admiral Rickover, says, the legal entitlement
clearly spelled out, the audit report clearly spelled out, and the tech-
nical report on which to base the amount of the negotiated settlement.
It has been done exactly as you say, the wrong way.

COMMANDER SHOULD NOT NEGOTIATE SELEMIENTr

Added to that, I must say that in my opinion, it has been wrong in
the last year for the commander of the Naval Ship Systems Com-
mand to personally inject himself into and negotiate these settlements
himself. I think he should stay out of them.

The other systems commanders, they stay out of these claim mat-
ters and let the people who are knowledgeable of all the facts get in
and do the negotiating.

He should hold himself in a position of appeal, if you please, with
the Systems Command, rather than negotiating these things him-
self.

One of our recommendations at the conclusion is going to be that
in the future the systems commanders stay out of these things.

But he wanted in the shipbuilding claims, the Commander felt that
he wanted to get them settled speedily. So he charged ahead and made
a couple of negotiated settlements. Now he is having a hard time
justifying them. I think this is wrong.

I think that is an up-to-date report, sir, on where we stand. We've
had problems. But those problems have not meant that the Navy has
settled any claims improperly, because they just haven't been set-
tled, as you can see, from those figures. And they are not going to be
settled improperly.

LEGAL MEMORANDUM OF ENTITLEMENT NOT PROVIDED

Chairman PROXMIRE. I am very reassured to hear that. In view of
your well-deserved reputation, it seems that you do have your finger
firmly in the dike. But isn't it true that the Naval Ship Systems Com-
mand, the one headed by Admiral Sonenshein, which is responsible
f or negotiating the settlement of shipbuilding claims, has refused to
furnish your office a legal memorandum of entitlement on at least two
major claims, although both ClaimQ have heen neontiafad months ago?
Doesn't this mean that the Naval Ship Systems Command is agree-
ing with the contractors on the amount of the settlements before ob-
taining legal analyses of the claims?

Mir. RULE. Well, in the two cases you mentioned, Senator, Admiral
Sonenshein has not refused to give his legal memorandum of entitle-
ment, he just didn't have it to give us. That is what we are waiting
for. If he had it, I am sure he would give it to us but the point is,
after 5 and 6 months of having arrived at the negotiated figure, he
doesn't have a memorandum of legal entitlement.
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Chairman PRox-miRE. How can you arrive at a figure without having
legal analysis to support it?

Mr. RULE. That would be a very good question to call him up and
ask him, wouldn't it?

Chairman PROXMmRE. I appreciate the proposal.
Mr. RULE. I would be interested in the answer to that too.
Chairman PROXMIRE . I take it that the implication, of course, of your

response, is that you shouldn't negotiate a figure until the legal support
for it is obtained in this case specifically.

Mr. RuLE. Let me underscore what I said before. When you talk
about claims against the Navy and against the Government, the first
person you ought to think of is the lawyer. It is a lawyer's role in these
claims to make a determination of entitlement. And until or unless
he does, nobody should come up with a figure for negotiation, and cer-
tainly no negotiation should take place. To the extent that a negotia-
tion in these two cases has taken place without a memorandum of legal
entitlement, it is just backwards.

LITTON CLAIM

Chairman PROXMIRE. The Ingalls Shipbuilding Division of Litton
Industries is one of the Navy's principal shipbuilders. Ingalls has the
DD-963 program, the LHA, and other shipbuilding work. According
to my information, Ingalls just submitted a $94 million claim. What is
the basis of that claim, and for what program was it filed?

Mr. RULE. That $94 million claim that came in, came in technically
from the Ingalls Shipyard, which was bought by Litton. It came in
for a variety of ships that Ingalls has been building or has built. It
is a subsidiary of the Litton yard. But the claim came in on older
contracts, a variety of them, submarines and others. It just came in this
month.

Chairman PROXMIRE. Is that the first claim Ingalls has submitted?
Have they been in the claims act before?

Mr. RULE. I don't remember any.
I would certainly guess that they have submitted them before. And

I understand one is coming in from Litton, we have been advised, not
on the 963, but on the LHA.

Chairman PROXMIRE. On the LHA?
Mr. RULE. Yes.
Chairman PROxiMIRE. What is the amount?
Mr. RULE. I don't know. I am trying to find out the amount and the

basis for it.
Chairman PROXMIRE. Will you tell us when you get it?
Mr. RULE. Yes, sir.

EFFECTS OF CONGLO7rERATE, TAKEOVERS

Chairman PROXMIRE. I understand that Puget Sound Bridge and
Drydock Co., a division of Lockheed and Ingalls Shipbuilding Divi-
sion of Litton Industries, two shipbuilders that have been taken over
by conglomerates that are heavily involved in aerospace, have large
outstanding claims. The aerospace firms have coincidently, come upon
harder times financially. Do you believe that current financial difficul-
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ties of these firms under the basic attitude that has come to characterize
the whole aerospace industry have contributed to the claims problem?

Mr. RULE. Senator, if I understood your question correctly, I think
the answer is yes. I think that there has been this very definite tendency,
as Admiral Rickover pointed out, these conglomerates have taken over
our shipyards. I don't know of any of any size that are any longer
family owned shipyards. We didn t used to have as many problems
when they were. But as they have been taken over by capable and effi-
cient, relatively efficient conglomerates, it is a whole new ball game.
These people are looking for how they can make every dollar. And it
bothers me

Chairman PRox-,rIRE. Like Lockheed.
Mr. RULE. All of them. Lockheed took over Puget Sound bridge

drydock. And they have this big claim in. They have had nine Navy
contracts, and they lost money on every one. And they put the claim
in. And as I think I mentioned previously, the claim that they put
in was exactly the difference between the bid on everyone of these
nine contracts and how much it was coingo to cost them to complete
the contract, which was approximately 180 million.

EQUITABLE ADJUSTMENTS

Chairman PROXMImE. I understand the Navy is currently facing
requests for large adjustments on certain shipbuilding contracts. Al-
though these adjustments are essentially the same as claims, they are
being handled as procurements and are not reported in lists of out-
standing claims. Do you know of any specific cases where this has
happened?

Mr. RUrLE. Yes, Senator. But there is a difference-and this is hard
to get-bet-ween a claim and equitable adjustment under the contract
clause. In other words, there is a change clause in the contract. And
if a lot of these things that develop in the claims were handled as they
could be handled under that changes article, and equitable adjust-
ment would be negotiated under that clause of the contract, the con-
tract price would be increased or decreased, and the delivery sched-
ule of the ship would be slipped.

Now, these are things that can be done under the contract. If they
are done under that contract they still have to come into my shop for
review.

Chairman PROXNMIRE. So this wouldn't be a way of evading the claims
procedure and the legality of the various requirements under claims?

Mr. RULE. No, sir.
Chairman PROXMIAE. It would be improper and inefficient?
Mr. RULE. As a matter of fact, we have two of those, one involving

National Steel and the other involving Electric Boat. And these, when
handled that way, get handled primarily by the supervisor of ship-
building right on the spot. And he is the one that should irnow most
about the claims. This is one of the hassles I have right now, because
when they are not handled that way, they are handled here in 'Wash-
ington as claims by a special group set up to handle claims and when
I asked them in writing, what does the supervisor of shipbuilding out
in the field think of that claim, they won't get me that information.
And it is my opinion that that is pretty fundamental.
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LOCKHEED BAILOUT

Chairman PROXMIRE. I want to come back to this claims issue in a
minute.

But first I would like to ask you to respond to the question of the
proposed Government bailout of the Lockheed Corp. You are a very
high ranking procurement official, and you have had great experience,
and have demonstrated competence that I just pointed out has been rec-
ognized. I wonder whether you could give us your views as a procure-
ment official on the proposed Lockheed bailout.

Mr. RULE. I think it is most unwise. I think from a procurement
point of view it is most unwise. And I can tell you that there are other
companies standing in line right now, and if we do this for Lockheed,
we will have set a precedent that I don't think we will ever live down.

And I think if these people-of course" the L-1011 is not a defense
procurement and, it is not a piece of military hardware that we want,
and I think it is one that the country could very well get along with-
out. We don't need that plane. But to the extent that they are doing
military hardware for us, I say that if they are overextended. if their
management has been so lousy that they are in the position they are
today, let them go into bankruptcy. We will get our Poseidon missile,
we will get the hardware out of there if they are in bankruptcy just
the same as the railroads are running and they are in bankruptcy. And
I don't see why in the world we would take that action, except for the
fact that they are from California.

Chairman PROXMIRE. You say it is unwise. I think it is too. I think
you have given some substantial reasons for it.

But from the standpoint of procurement, what would be the adverse
effects, if any-you implied, or I thought you implied, that this might
have a direct adverse effect on your procurement operations.

Mr. RuLE. Normally some of our procurement is sole source, and
obviously we are not going to get competition for the Poseidon missile.
But to the extent that a contractor gets his contracts, his defense con-
tracts competitively, and is able to outbid his competitors, and then
for the Government to step in and bail him out when he gets in trouble,
I just don't think is right. and it does a great violence, in my opinion.
to our whole competitive procurement system.

Chairman PROxMIRE. Mly time is up.
Mr. Brown.

RELATION OF CLAIMS TO RENEGOTIATION BOARD

Representative BROWN. Mr. Rule, how does your operation relate to
that of the Renegotiation Board?

Can you put it in a procedural light for me or a sequential light?
Mr. RULE. That is a very interesting question.
I was very interested to sit here and listen to those gentlemen from

the Board.
Mr. Brown, I wear two hats. I happen to be the chairman of this

group that is listed here, the chairman of the Contract Claims Control
and Surveillance Group. That is a special group set up to review these
claims over $5 million.
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My other hat, I am head of the Contract Control Division and
Clearance Division in the Naval Material Headquarters. The function
of that group is to view every contract over a certain amount before the
contract can be awarded. We pass on the business aspects of every con-
tract before it is awarded.

Representative BROWN. So you sit on both sides of the contract, is
that right?

Mr. RULE. I am not with you.
Representative BROWN. You sit on both sides of the contract, in

other words, you review the contract before it is awarded, and then you
review the claim on the contract?

Mr. RULE. Yes, if it is a claim. We have to review the claim, sir.
I must point out that if this group, this Claims Contract Group

wasn't set up at all-but it is, and it has some high-powered people on
it that don't work for me normally-if that group wasn't set up, these
claims, because of being over $5 million, would come to me in a review
capacity anyhow. It is an adjustment. It really is an adjustment under
the contract, you see. And having approved the awarding of the
contract in the first place, any subsequent adjustment to that contract
by way of modification or add on to it, or a claim under it, has to come
back for review also before it can be consumunated.

Representative BROWN. Assume a claim is allowed. Then the con-
tractor, I gather, goes to Renegotiation Board as matter of course, does
it not?

Mr. RULE. Well, all of that contractor's renegotiable business for
that year, inclulding anwadjustment, will go.

Representative BROWN. If there is a contract, it is renegotiable busi-
ness, isn't it?

Mr. RuLE. Yes; if it is over the million clause; yes.
Representative BROWN. So, most of the contracts, sizable contracts

over which you have control, would go to the Renegotiation Board?
Mr. RULE. The answer is, yes; they would go.
Representative BROWN. Does the Renegotiation Board ever mark

down any of these contracts.
Mr. RULE. The contract itself ?
Representative BROWN. Any of those companies with which you

have contracted.
AMr. RuLE. I am sure -they have.
Representative BROWN. Because they don't have individual contract

reviews, as you have testified; they do have an annual review based
on the company's profit from military work?

Mr. RULE. They will look at that contract, all of his contracts, all
of his renegotiable business, and they will see it-I don't think they
look at a claim per se; they will just look in the broad general way
in which they described this mornling, ahey as iII look at all his busin.s.

Representative BROWN. Are you set up in a statutory sense in the
same way they are?

Mr. RuLE. No, sir.
Representative BROWN. Do you have some of the guidelines to the

way the Renegotiation Board looks at a contract?
MIr. RULE. This function of reviewing contracts before they are

awarded is peculiar to the Navy. It is a function that was set up by
Secretary Forrestal when he first came down here to be Navy Secre-
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tary. After he was here a short while he realized two shortcomings
in our process. First, he set up the Office of General Counsel, and had
civilian lawyers set up as a group. Prior to that time there was just
the N~avy Judge Advocate General's office, and they were all military.

Mr. Forrestal wanted a civilian lawyer group to advise him on
contractual and business matters. So he had Struve Hensel down from
New York, who was the first general counsel.

In addition, he set up this function that I now head. It was then
called the Contract.Clearance Branch outside of any other then bu-
reaus which are now called systems commands. It was set up in the
Chief of Naval Material's office to give this objective review of the
business aspects of these contracts before they are awarded. So it does
not have statutory origin, but it does go back to Mr. Forrestal's days.

Representative BROWN. Did you come into the picture at that time?
Mr. RULE. No; I was in uniform in the Navy then.
Representative BROWN. Not an admiral, I guess.
Mr. RurE. No; I never could make it. But I got to be a captain.
Representative BROWN. In the buying of carryover claims by con-

solidation, by the conglomerate purchase of companies, does this func-
tion the same way that a company might buy up another company
with some kind of a carryover tax loss? Is that what we are talking
about here?

Mr. RULE. I can't answer that. But it certainly sounded like it this
morning, the way I heard it described.

Representative BROWN. You mentioned though, that several of the
private shipbuilding companies had been acquired by conglomerates.
Would the company with a claim under the responsibility that you
have exercised be more likely to be purchased than another company?

Is this a matter of dealing with dollars that we are talking about
here?

Mr. RuLE. In the light of what you are asking, I don't think so. All
of these companies that have claims are going concerns.

Representative BROWN. I understand that.
Mr. RULE. They are not on the brink of bankruptcy or anything like

that.
Representative BROWN. Unless the claim has been hanging around

for a long time, then I suppose they might be.

STATUTE OF LIMITATIONS PROPOSED

Mr. RULE. I want to make one point, Mr. Brown. Because one of
my recommendations, when I get to that point, is that I would like
somehow to have a statute of limitations set on when these claims un-
der shipbuilding contracts can be filed, because we see them now coin-
ing in on very old contracts: back in 1964 and 1965. I would like to
see a reasonable statute of limitations set, for example, and I don't
know whether this is reasonable, but if we said, if you are going to
have a claim under this contract, you have to file it within 1 year after
the last ship was delivered. I don't think that would be unreasonable.

Representative BROWN. I notice, for instance, in the list of renego-
tiations pending before the U.S. Tax Court as of May 1, 1971, that
there are some cases, for instance, that go clear back to 1953, which is
sort of the other side of that question, isn't it? In other words, you
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wouldn't want anybody to make a claim that is too old. But it occurs
to me that if justice is supposed to be swift and sure, it is apparently
swift and sure in a very slow way in some of these areas. You men-
tioned to Senator Proxmire in your opening remarks about the amount
of these renegotiation claims-I shouldn't call them renegotiation
claims. What is the title of the claims?

Mr. RuLE. Shipbuilding claims.
Representative BROWN. Shipbuilding claims. That $750 million is

all in shipbuilding claims.
Mr. RULE. $790 million. That is the face value of the claims.
Representative BROWN. Those take time, I gather.
Mr. RUmE. Yes, sir; thev do take time. And I think they should take

time. We ought not to drag our feet. But it does take time to recon-
struct and dig out all the facts and find out what happened and
review them.

Representative BROWN. For you or for the company?
Mr. RuLE. For the company.
Representative BROWN. Does it take any more or less time for the

company to dig out these facts?
Mr. RULE. Well, most of those companies today are hiring lawyer

firms that are knowledgeable and pretty astute in formulating and
writing up these claims. They are also hiring the best accounting firms
in this country. And they put together just massive volumes of data.
And they do a professional job. It reads well. And it takes time to get
into that and weed it out, sort it out, and digest it. And I wouldn't be
surprised at all if we come back here and talk about Government
waste, inefficiency, 10 years from now. Some of these same cases may
be before the Board or in some court.

Representative BROWN. What you are suggesting, I guess, in a way
is that it seems to be a game, the Government on one side and the
contractor on the other side, the contractor hiring a good lawyer
and a good accountant to prepare a claim and then the Government
taking the time to handle that claim in one form or another. Is that
the way it works?

Mr. RULE. Yes; that is the way it works. And it is a pretty deadly
program, too.

Now, these two cases that I said were settled that were gotten up
by the supervisor of shipbuilding. they did not hire a law firm and
they did not hire an outside accounting firm. The supervisor and the
company put the claim together, because they after all knew the most
about it. And I thought that is the proper way to do it. We have a
claim pending now where they tell us right in the claim that the cost
of getting up the claim is $1.5 million. It is an interesting question
whether that amount or any amount for preparation for the claim
sliould be alloweu.

Representative BROwNV. I suppose on the other area that Erie Forge
& Steel Co., for instance, which is a claim going back to April 30. 1953,
which is about 18 years from May 1, 1971, and what is involved here is
a Board determination of $400,000-I wonder how much has been
spent in legal fees, and so forth, defending the Erie Forge & Steel
Co. against the Board claim of $400,000. And I wonder conversely
what has been spent by 'a company putting together a claim, by the
Federal Government trying to disprove that claim in this process
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where it costs the company $1.5 million to work up a claim on a Navy
contract.

Mr. Ruix. I don.t know whether you are a lawyer or not.
Representative BROWN. No, sir. I came clean to this business.
Mr. RuLE. Did you really?
'Well, then, maybe I will tell you something you don't know.
Representative BROWN. I wasn't a Navy captain, either, sir.
Mr. RuIJE. Well, there are a lot of lawyers that if they get hold of

one of these things from 1953, they won't let go of it. They get paid on
a time-spent basis.

'Representative BROWN. Let's go 'back to the buying of the claims,
then. Are we seeing here a dealing in these claims by companies? And
to what extent is the Government implicated, if it is, by the very proc-
ess that we are working here today ?

Mr. RULE. Well, as Admiral Rickover has said-I hope you don't
mind me quoting him, since you quote him so much yourself, so I will
follow in your footsteps-as Admiral Rickover has said, and quite
properly, if somebody sets out to find something wrong in a Govern-
ment drawing or a Government specification, with a view toward filing
a claim, there just isn't a contract, I guess, that that couldn't take place
in.

Representative BROWN. Would you say the same thing of the Re-
negotiation Board with reference to a profit figure here? I am just
asking a question. We seem to have two sides of the same issue here.

'Mr. RULE. I hear you, bult I don't get the significance.
Representative BROWN. My question is, could the Renegotiation

Board, in looking at a contract that they think the company has made
more money on than they should have, essentially do the same thing?
In other words, could a Government accountant or Government lawyer
go in and find the same problem in a Renegotiation Board case?

You are talking about a company finding cause for a claim in a Fed-
eral contract. in a Government contract.

Mr. RULE. That is right.
Representative BROWN. I am talking about the Government finding

cause for a claim against the company in an after-the-fact profit situa-
tion. I am just asking , who is playing which sides in this game, and
who comes out in which way?

Mr. RuLE. I understand what you are talking about, Mr. Brown,
but I don't know how to answer it. Because it seems to me, from listen-
ing to Mr. Hartwig and his associates. that they have pretty broad,
general powers. They have some criteria, and then they have got an
awful lot of room to move around within those criteria. It may be like
the Navy Contract Adjustment Board, of which I am a member. This
is the Board that administers what used to be the Wars Powers Act
to grant unusual relief. We purposely don't have any set rules of
how we operate. We want the flexibility of complete judgmental effort.
I suppose in these contracts you can find almost anything you are
looking for if You have an object in mind. I am sure that if thev wanted
to really get down to the nitty-gritty, sure, they could find things.
But I don't think they do it, and I am not sure they should.

Representative BROWN. My time is up.
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ROLE OF WASHINGTON CLAIMS LAWYERS

Chairman PROXMIRE. As you say, I would like to quote Admiral
Rickover. Let me quote him once more to you and refresh your recol-
lection. Admiral Rickover testified before this committee as follows:

Part of the increase in claims activity over the past fewv years may be due
to Washington claims lawyers. These law firms probably get a fee based on how
much they can get from the Government. One prominent Washington attorney,
who served most of the 1950's as General Counsel to one of the military depart-
ments, today handles claims against the Government for several large defense
contractors. Another leader in the claims business was formerly the Chairman of
the Armed Services Board of Contract Appeals. After occupying key jobs in the
Defense Department, these men are well prepared to prosecute claims against
the Government-working across the table from their former colleagues and
employees.

Would you comment on the Admiral's statement?
Mr. RULE. It is an accurate statement.
Chairman PROXMlnE. Do you think, Mir. Rule, that we should pro-

hibit that by law? We do have laws limiting the activity of procure-
ment officials, military officials, in working for the defense contractor
with whom they dealt when they were procurement officials.

Mr. RULE. Well, there still is a prohibition against a lawyer or
anyone else partaking in a claim against the Government if It is a
matter that the lawyer himself had anything to do with when he
was with the Government. I remember when I opened my law office
I was happy one day when a man walked in and asked me if I would
represent him in a matter against the Government on a shipbuilding
contract.

And I said, "May I see the contract?"
And my name was on it. I had signed it.
So I had to thank him and send him somewhere else.
You just can't do that. But there is no other prohibition.
Chairman PROXxIRE. Do you think there should be?
Is there anything we can do about it? For instance, a 2-year pro-

hibition on any activity in this kind of a capacity after having served
in the Government in a capacity such as these men did?

Mr. RULE. I don't really think so. It is a debatable point. But people
who are looking for lawyers are going to look for the best lawyers
they can find to handle their particular case. And I think it is per-
fectly natural that if a man thinks he has a claim and he wants to get
a lawyer, for him to inquire around as to who is the best lawyer or
who are the best lawyers handling Government claims.

Chairman PROXMIRE. I have no objection to that. What I am talking
about, though, is that those who have the best contact or the best as-
sociations, who formerly were in the department and therefore have
a np ri-enI rela.t6insn'ir that might enable that claim to be resolved not
on its merit. In other words, w.hat I am getting at is, I would gather
from Admiral Rickover's statement that you have a situation where
these claims might be resolved on the basis of personal relationships,
personal friendships, and an unhealthy, unwholesome and unethical
kind of a situation that undoubtedly is legal, but maybe we ought to
get at it with law.
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AIr. RULE. I think the chances, Senator, of a claim being settled
on the basis of somebody being very buddy-buddy with Trowvbridge
vom Bauer I think are very remote. I think the chances are much
greater in the area of former Navy officers, admirals and generals,
going to work for companies, whose classmates are still in the Gov-
eiminent and in high places. That is a far greater area that bothers
me more than vom1 Bauer. I don't think they are going to get that. I
would be surprised if they did.

RESTRUCTURIXG CONTRACTS

Chairman PROXrT1rE. We have long been concerned, Mr. Rule, about
the tendency of the Department of Defense to inflate contractor prices
by poorly justified contract change orders and claims. More recently,
we have heard a great deal about restructuring of contracts. In some
instances, the old contract is simply torn up and a new one written so
as to make things more comfortable for the contractor. Could you
comment on this practice, particularly as it affects the motivation of
contractors. If they know they will be bailed out if they get in serious
trouble, why should they extend themselves to meet the contract terms?
The C-5A and the Cheyenne helicopter are two outstanding examples
of restructuring. How can we ever hope to enforce tough contracts in
the future after we do this?

Mr. RULE. WITell, I don't think we do that in the Navy. I really don't.
I sat in a meeting with an admiral once who was just about to do

that. He made a statement, the company had come in and was crying
about losing money, and he said, "I am going to reform the contract"

And I said in front of the whole group, 'Over my dead body, you
will reform that contract."

Chairman PROXxiLRE. That is exactly the kind of response that is the
most helpful because it indicates that if the Navy doesnt do it, why
in the world should the Air Force have to do it.

Mir. RuLE. This admiral would have done it just like that, he would
have done it that afternoon. So I say, there are problems in-house
but I really did say, "Over my dead body you will reform that
contract."

You asked me about this $94 million that had come in.
Chairman PROX3MIRE. Right.
Mr. R LE. I do know that in there there is a proposal, a claim,

for three submarines down there that came into me some months ago
on the theory of reforming the contract. It was a fixed price incentive
contract with the incentive in it, and they wanted to reform the entire
contract to bail this man out. We sent it back and rejected it. And now
it is coming in as a claim. Those ought to come in as a claim distin-
guished from reforming the contract.

Chairman PROxMILRE. Would you be opposed to restructuring the
F-14? That is the ravy train that Grumman is complaining about
and they would undoubtedly like to have, restructured. Would you
oppose that?

Mr. RULE. I would oppose restructuring any contract. Of course,
there is such a thing now as being able to change a clause or change
something for consideration, if there is adequate consideration, which
I would have to see and judge whether it was adequate or not. You can
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do a lot of things if you have consideration. But to restructure some-
thing for no consideration, absolutely not.

Chairman PoxHini. -lHow would you distinguish-Congressman
Brown suggested very properly-between the two, between restruc-
turing and restructuring for a consideration?

Representative Brow\. Restructuring and just putting in a claim
for a change.

Chairman PizoxnE. Or negotiating for a change. You would agree
on a change. Changes, of course, are essential. You make them all the
time, and often they are abused in some areas, as you know, but the
fundamental principle is right. B3ut I take it that restructuring the
entire contract because the contractor is not doing well, you think as a
matter of principle is wrong, and you say that the Navy as a prin-
ciple does not do it.

Mr. RuLE. That is right, sir. I might point out that there are a lot
of things we can do to adjust a contract. If we have been late with
Government-furnished material, or if we have withheld Govermunent-
furnished information, and it has caused the contractor loss, we can
adjust under the changes article and have an equitable adjustment
for our having done that. And that might extend the delivery date
of the ship. But what has led to these claims is, we haven't done that,
we haven't taken advantage of the contract clauses, which we should
have.

SHOULD-COST APPROACH

Chairman PrzoxMrIRE. As you know, we have a long-standing inter-
est in the should-cost approach to contract pricing. 1However, in the
light of the trend toward "restructuring" and other forms of non-
enforcement of contracts, does should-cost make sense? If the DOD
is not determined to enforce the prices they negotiate, why spend re-
sources on should-cost, or for that matter, on any other kind of con-
tract pricing and factfinding?

Mr. RuLR. I don't know-
Chairman PROXMIIRE. You have answered a part of that by saying

that you shouldn't just restructure. Of course, if you follow your prin-
ciples, should-cost may make sense. If you are going to work out a
should-cost contract, and then insist on it, knowing the fact, I take it
you wouldn't have the problem we raise here. If you don't, on the
other hand, should-cost can be frustrating.

Mr. Ru-LE. If you have made a should-cost, you ought to stick with it.
You mentioned the F-14. I know that the Navy has stressed what is
going wrong up there. I am not privy to what they have found. But
I will say this, that Grumman obtained that contract in a competitive
climate. And they are big boys, and they knew what they were doing.
^ adU UIsI is oe 04 Uth areas that I -... -U--ts -iAilL- l -ightf i l ^ -k

heed. If we start bailing Lockheed out, Grumman is going to be stand-
ing right in the wings, and I think it is time we held some of these
people to some of these contracts. And if they lose money, it is just
too bad.

Chairman.PROXMRE. In an earlier appearance, you gave this sub-
committee an excellent insight into the TF-30 jet engine should-cost
project. Can you bring us up to date on this project? Have the coun-
mitments to improvement been kept? Have we really saved any money
on it?
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Mr. RULE. A tough question to answer, Senator. Because after -we
conducted that should-cost and after we reset those prices so much
lower, then came along a series of cutbacks into the whole airframe
program, cancellations of engines, stretchout of engines 2 years in the
future, and the whole thing got pretty crossed up. We had a team
recently up at Pratt & Whitney to see how they are doing.

In addition to that, Mr. Gwinn, the chairman of the board of United
Aircraft, made a talk not long ago before IAC on their side of the
Pratt & Whitney should-cost. And he said that they have become more
efficient. And from our local representatives up there, and this group
that went up, it is our opinion that they are more efficient. But it is hard
now, in view of the jumping around of the engine requirements, to say
just exactly where the dollar savings figure is today.

SUMMARY OF TF-30 CONTRACT PRICES AND UNIT ENGINE PRICES

Chairman PRoxxtumi. Would you give us a summary of TF-30 con-
tract prices and unit engine prices over the period affected by the vari-
ous should-cost studies? We would like to have the figures for each
major proposal by the contractor and we would also like to have the
findings of each of the should-cost studies, results of negotiations, and
currently projected prices. If you would give us that for the record,
we would appreciate it. My time is up. I have just one more question,
and I will yield to Mr. Brown.

(The following information was subsequently supplied for the
record:)

DEPARTMENT OF THE NAVY,
HEADQUARTERS NAVAL MATERIAL COMMAND,

Washington, D.C., December 23, 1971.
'Mr. RIcHARD F. KAUFMAN,
Joint Economic Committee,
New Senate Offlce Building, Washington, D.C.

DICK: The attached is the information that you requested with respect to the
TF30 series of engines which the Special Negotiating Team (Should Cost) nego-
tiated with Pratt and Whitney, which information you reminded me was re-
quested by Senator Proxmire.

GOrDON WV. RULE
Director, Procurement Control and Clearance Division.

Attachment.

The Letter Contract which the "Should Cost" Team was to definitive was for
the procurement of 2,053 TF30 Series engines, with Deliveries over four calendar
years (1967-70 inclusive).

Letter Negotiated Negotiated
TF30 model contract ceiling target prices ceiling prices

Year:
1967 --- P-1 -------------------- $755 747 $680, 552.52 $755, 747
1967- P-3 - - 805,000 726, 910. 24 805, 000
1968- P-3 - -780, 000 1 710, 096.00 1710,096
1969 P-3 - - - 845, 000 638, 400.00 712, 500
1970 ------------- 3--------------- 845, 000 638. 250.00 721, 500
1968 - - P-12 (Navy) ---------- 740, 000 1732,386.00 '732,386
1963 -do - - - 800, 000 680,952.00 759, 991
1970 do- 800, 000 680,790.00 769,588
1968 -P-12 (Air Force) 770, 000 1 731, 388.00 1731,388
1969 -do -830,000 682,907.00 762.172

11968 prices were negotiated as firm fixed price by the Team; all other prices are fixed price incentive.
Note: The prices negotiated by the Team for the TF30 series engines to be delivered in 1969; 70 were later revised

upwards by reason of the volume adjustment clause of the contract. These volume adjustment pricings were required
because of cancellations and stretchouts in deliveries of the TF30 engines.
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Representative BRowvN. Will you go ahead, sir.
Chairman PROXMIRE. We have strongly endorsed the should-cost

approach in the past, but we are somewhat apprehensive about some
recent developments. One of the should-cost projects we are attempting
to follow is the current series of studies on the Mark 48 torpedo pro-
gram. I was surprised to learn that the first two phases of the Mark 48
should-cost study cost about $1,200,000 in consultant fees alone, and
that a third phase is now planned. We don't know the price of the
third and subsequent phases. Can you shed any light on why this
should-cost study should be so expensive?

Mr. RuLE. This sounds like a lot of money, I know, and I have been
gagging at it myself. But again, I would like to assure you that from
what I know about the Mark 48 torpedo program, the studies -were
worth it, and the results are going to be beneficial to the Government.

Chairman PROXMIRE. Can you give us the names of the consultants
involved? We would like to know the names of the consultants, and
whether they previously worked on the Mark 48 program, and how
long they will 'be working on the program, and how much they have
been paid.

Mr. RuLE. Dick, will you remind me of those? I am not taking notes.
Should I?

Chairman PROXMIRE. That is all right. You will get a copy of the
transcript.

Mr. RuAE. The company's name is Kearney Co. from Chicago, an
industrial engineering company.

Chairman PROXMIRE. I was just wondering if it is possible that con-
sultants could become so closely identified with a program that their
objectivity suffers. For example, if a consultant had collected millions
of dollars in fees and had prospects of more on a program, would it be
reasonable to expect him to make unflattering recommendations?
Could we expect him to recommend cancellation of the project if this
should be indicated?

Mr. RULE. A good question. In the Mark 48 it was an interesting
thing, because there are two companies competing for the Mark 48 in
there, there is severe competition. And the Kearney Co. is should-cost-
ing both of them. They are competing for the production cost to make
the Mark 48 torpedo. But the Kearney Co. is should-costing both of
those competitors. And I have recommended that we include a clause
in the successful contract that for the duration of that contract, they
can't retain the company for anything. I don't know whether that will
sell or not.

Chairman PROXxNME. Do you think it is likely to be accepted?
Mr. RULE. I don't know.
Ernie, is that a good clause or not?
ivIr. Fr'LGERALD. I es.

Chairman PROX[IRE. And give us any other recommendations you
may have on how we might hold down costs of consultants' services,
and also assure objectivity.

Mr. RuLE. Right, sir.
I have a couple of recommendations on claims that I haven't gotten

to yet. Should I put those in now?
Chairman PROx3=IR. Go right ahead.

67-425-72-pt. 4-1
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PROPOSED GAO ROLE 2N CLAIMS SETrLEMENT

Mr. RULE. The first one I did mention, a statute of limitations on
when, so that there couldn't be any claims filed after everybody has
gone, or many years later. I would like to see that. There is something
I don't think you can do anything about, but I would like to see the
commander of the system stay out of the negotiation.

I think Admiral Rickover made a recommendation that GAO review
these claims. I would like to see that. That raises the question, he
didn't say whether lie meant before they were settled or after they
were settled. I personally would just love to get the GAO in with their
know-how, because we need all the help we can get. I would just love to
get the GAO to sit in with us before they are settled, so that if we are
doing something wrong, they can tell us.

Now, you get into two schools of thought. Some people say, no, let
them carry out their historic, traditional function of looking at things
after the fact. I say that with this many dollars involved, if they can
help us (come up with the right answer, I would like them to sit right
there at the table with us.

Chairman PROXMIRE. I think it is a very constructive idea. I will
write the Comptroller General today and get his reaction to this.

(The letter to the Comptroller General and his response were sub-
sequently supplied for the record:)

JUNE 24, 1971.
Hon. ELMER STAATS,
Comptroller General of the United States,
General Accounting Office,
Washington, D.C.

DEAR ELMER: In our recent hearings on the Acquisition of Weapons Systems,
Gordon Rule recommended that the GAO be brought into the evaluation of ship-
builder claims before they are finally acted upon by the Navy. Mr. Rule testified,
"I would just love to get the GAO to sit in with us before they are settled, so that
if we are doing something wrong, they can tell us."

As you know, the amount and the processing of shipbuilding claims have be-
come major problems. The GAO has done an excellent job so far in reviewing
the procedures employed by the Navy. However, the reviews are after the fact,
after the claims have been settled and paid out.

I find Mr. Rule's suggestion to be a most interesting one because it would give
the GAO an opportunity to exercise its authority before final action is taken.

Of course, I realize there are other considerations and, for that reason, I
would like for you to respond to the idea before I take a position on it.

By the way, I appreciate your letter of June 14 in which you commented on
two aspects of Assistant Secretary Shillito's testimony before this Committee.
I intend to place your letter in the record of the hearings.

Sincerely,
WILLIAM PROXMIRE,

Chairman, Subcommittee on
Priorities and Economy in Government.

COMPTROLLER GENERAL OF THE UNITED STATES,
Washington, D. C. September 8, 1971.

Hon. WILLIAM PROXMIRE,
Chairman, Subcommitee on Priorities and Economy in Government,
Joint Economic Committee, Congress of the United States.

DEAR MR. CHAIRMAN: Your letter of June 24, 1971. requested our views on the
suggestion of Mr. Gordon Rule during the Hearings on Acquisition of Weapons
Systems that he would like to have our Office participate in the Navy's evalua-
tion of shipbuilder claims before settlement by the Navy. .

We have carefully considered the advisability of our participation and we
have concluded that it would be inappropriate for our Office to become involved
in the administrative evaluation of the merits of the claims. If on the one hand
Mr. Rule's suggestion contemplates that our role be limited to that of an observer
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-we see no useful purpose to be served by such a role. On the other hand, we are
concerned that our direct involvement at this stage of the settlement process

coulnd be subject to legal question.
The courts have recognized that contracting officers have authority to ad-

ministratively settle cinirns and have accorded such decisions a considerable de-
gree of finality. Our Office has itself recognized that the contracting agencies
have primary responsibility in this area. Moreover, the courts have indicated that
-where, as is the case here, primary responsibility rests with the contracting offi-
cer, he has a duty to reach an independent judgment on the merits. E.g.,
Schlesinger v. United States, 390 F. 2d 702 (Ct. Cl. 1968).

We will, of course, continue to review the manner in which the Navy discharges
its responsibility in the settlement process.

Sincerely yours,
R. F. KELLER,

Acting Comptroller General of the United States.

Mr. RUiLE. We have got some neat problems in the settlement of
claims. Are we going to pay interest on claims ?

We have got the cost of preparing the claims.
We have got the question of, should we pay a profit on claims? The

GAO has raised this in one of their reports that I read.
And then the treatment of legal fees. Things like that.
I would think that it is just constructive to sit down with these peo-

ple and get their views before they go off the deep end, if we are about
to do it, so that we come out of tle thing with a pretty good product.

Chairman PROXMIRE. That makes sense.
Air. RULE. I have two others.
-Chairman PROXMIIRE. Good.

INDIVIDUAL RESPONSIsBILITY

Mr. RULE. I still think, Senator, that there should be found some
way to put some discipline which there isn't today, into the producer
procurement side of the house, and into this claims area. I think if
there is a big claim, and it is the fault of the Government, somebody
-ought to study this, and somebody ought to get disciplined.

Take the DE-1052 class, where people have this dynamic analysis
problem that costs many, many millions of dollars. I think somebody
-ought to look at that and see who was responsible for it.

Chairman PROXMnIRE. What kind of discipline would be effective?
Mr. RULE. Under the users' side of the Navy-we are the producers'

-side--we produce the things that the users use: on the users' side, there
is plenty of discipline. If a man runs a boat aground, there is a board
of inquiry to see who is responsible. But wve can make the biggest goof

-over here, hundreds of millions of dollars, and nobody ever looks at it
to see who is responsible. Now, maybe it is difficult to find out who is
responsible. But I would sure like to see the effort made, if for no
other reason than to compile some lessons learned, what we are doing
.E.nr n,,f Rut1C a ' Pli Tt--_1U i- Me. I' I approve

a deal and the business aspects are later found to be sour, I ought to be
disciplined or fired, one or the other, it doesn't make any difference.
But I think that we ought to do this in the Navy on the producers'
side of the house. Now. my last recommendation is., there are a lot of
people talking about procurement. And I have got to mention Admiral
Rickover again. and you. There are a lot of people, I just wish, instead
of doing so much talking back and forth, letter writing, that all these
people that are really genuinely interested in saving money could go
down, as do a lot of groups, to Airlie for a week and sit around the
table and talk about it face-to-face, not keep writing all these letters
back and forth and criticizing here-and I engage into this too-I
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would like to see us get a group together that is genuinely interested
and go down there for a week. This is done regularly by groups who
want to get away and come up with some answers. So I make that as a
recommendation.

Chairman PROXMIRE. August might be a good time. Congress isn't
in session. Maybe you can arrange something like that.

Mr. Brown.
Representative BROWN. I think your suggestion is very interesting.

But I am not sure that Airlie has got accommodations for the press to
cover such a program. Or is that what you are trying to get away from?

Mr. RULE. No. I was trying to get away from talking and letter
writing.

PROCUREMENT STUDY COMMISSION

Representative BROWN. What do you think about the Procurement
Study Commission? Do you think that is an effective provision for
solving this problem?

Mr. RULE. No; I do not.
Representative BROWN. Why not?
Mr. RULE. Because I think they are going about it the wrong way.
Representative BROWN. What is your feeling about this?
Mr. RULE. Don't be shaking your head, or they will think we have

talked about this.
Well, sir, I really don't think that they have started on the tasks

and are going about their tasks in the proper way. They are trying-
I think thev have bitten off too much. I think they have set up too many
groups and are going into too many details or by-products of basic
problems. And the staffing they are trying to get-and they have got-
ten indeed a great many people to work on these groups free, and a
great many from the aerospace industry, high officials. I think if this
effort was worth doing-and certainly when I urged Senator Proxmire
to support it, I thought-

Chairman PROXmIRE. Your recommendation was a decisive factor
in my decision; yes, indeed.

Mr. RULE. I think I did say that the key to it was how they staffed
it, who they put on the Commission and how they staffed it. I don't
think you should be going around with your hat in your hand begging
companies and even the Government departments, to loan people to
them; they ought to, if it is a worthwhile effort, tell Congress how
much they think it is going to cost, and what they expect to achieve,
with some sort of a blueprint.

Representative BROWN. The blueprint to a great extent was the
objective, wasn't it?

The objective was outlined in the legislation, wasn't it?
Mr. RULE. Yes; the objective was. But the staff of the Commission

and the methods they were going to use and just exactly how they
were going about it was left to them. But I think they should have
told the Congress that they needed this money for these people, and
here is what they will do in 2 years. But they did not approach it
that way. And I am disturbed about it, I really am. I expected great
things.

Of course, it is too early. Maybe we will get some results, but I am
not optimistic.

Representative BROWN. Have you communicated your criticisms to
the Commission?

Mr. RULE. No, sir; not to the Commission.
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Representative BROWN. I think it might be desirable. I think both
the Senator and I would perhaps recommend that. If they are off the
track at this point, it might be helpful in getting them back on.

Mr. RULE. I told M r. McGuire sitting in the club one night with
two other members that I thought he was going to fall on his face.
And for some reason or other, he didn't seem to appreciate that too
much.

PROPOSED GAO ROLE IN CLAnIS Smr=LEMENT

Representative BROWN. Let me go back and ask about the early
participating of the GAO in the writing of contracts. If GAO partici-
pates in the writing of the contract and the assessment of the contract
early in the game, and then the contract must be evaluated to find out
what is wrong with it, who does that? Does GAO sit in judgment on
their own early participation?

Mr. RULE. Mr. Brown, I did not suggest that GAO sit in and have
anything to do with the award of the contract. I was confining that
suggestion to the settlement of claims, a totally different area than
making contracts. No, sir; I would not recommend that they get in
on the making of contracts.

We have got specialists that are geting paid enough money so that
they ought to know how to make a contract. But we don't have special-
ists. I will be frank with you, in settling claims. This is an area where
we have some very knowledgeable people. but they work part-time on
these things, and it is in that area that I need help. I think the Navy
needs help.

Representative BROWN. IWould you need the GAO for their inde-
pendence in this situation and operating in this situation, or for their
ability, or what? As I understand your position, you write the con-
tract and participate in the compilation of the contract. And then do
you also participate in the selection of the best bidder or the wording
of the contract?

ROLE OF CONTRACr CLAIMS CONTROL AND SURVEILLANCE GROUP

Mr. RULE. That is all uinder the heading, Mr. Brown, of the busi-
ness aspects. We have to determine-is this contract being awarded a
prudent business arrangement?

Representative BROWN. Is that your participation in the operation?
Mr. RULE. Yes, sir.
Representative BROwN. And then you assess the contract claim after

it is over, and there is a claim on the contract too?
Mr. RULE. No, sir; if there is a claim that comes in, and it is over

$5 million, that claim cannot be consummated and paid until we
approve that claim settlement.

Representative BROWN. But you are involved in that end of it too;
is that right?

Mr. RuLE. Yes. But this is years later. You see, it takes 4 or 5 years
for these claims to surface.

Representative BROwN. And whether or not the company gets its
claim, it faces the Renegotiation Board also?

Mr. RULE. That is right, sir.
Representative BROW-N. As you pointed out in your comments, the

interest on the claims, the cost appropriation of the claims, your legal
fees, and all of that are taken as a risk by the company that puts in
a claim?
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Mr. RULE. The present thinking, they expect to get that as part of
the claim. These are questions that, as I say, have not been decided
within the Navy yet.

Representative BROWN. Since you are writing the contract and
awarding the bid and then judging the claim on the contract, then
voU do business with the Government. it seems that they are both the
judge and the jury frequently in such arrangements. What factors
go into your judgment on these claims, in view of the fact that you
have written a contract and don't think contracts ought to be written ?
First, if you allow their claim, what would you allow that claim on?'

Mr. RULE. Most claims are made up, Mr. Brown, of excess labor
hours spent by the contractor as a result of what he says the Govern-
ment either did to him or omitted to do. It can be an omission or a
commission.

Representative BROWN. When you say, did do, what do you mean?
Changing the specifications?

Mr. RULE. It may have been a constructive thing, an unwritten
change. It may have been

Representative BROWN. Those changes are not negotiated as they
go in the contract, is that right, or the contract does not provide for
those changes, is that right?

Mr. RULE. Under the changes article, they could have been, they
could have been adjusted as changes. But in the absence of not having
done that, you end up with a claim, you say, that is a distinction
between handling them under the contract and not handling them.

Representative BROWN. I don't know whether it is fair to put the
Federal Government or the various agencies and the Defense Depart-
ment in this sort of a position of a housewife building her own house,
but as you get into this, there is an awful lot of putting the window
here, the porthole, something else, that compares maybe to the girl
walking across the property after the foundation has been put in and
wanting to move the front porch over to the side of the house, or some-
thing, I would assume. Now, is that what you are talking about in the
specification changes, that these are the things where the claims
come in?

Mr. RULE. No, sir. For example, in the construction of a submarine,
it is recognized, and it is part of the Navy's normal procedure, to
estimate that 16 percent of the contract price-it will increase 16 per-
cent for these changes you are talking about.

Representative BROWN. Where does that 16 percent come from?
Mr. RULE. It is budgeted for.
Representative BROWN. It is based on this type of experience?
Mr. RULE. Yes, sir. Sixteen percent is, as history has shown, needed

in addition to the actual shipbuilder's cost of construction, 16 percent
more should be budgeted for changes.

Representative BROWN. How long has that been true?
Mr. RULE. I don't know the number of years, but it is in black and

white.
Representative BROWN. It is in the book somewhere?
Mr. RULE. It is in the book somewhere.
Representative BROWN. Does that apply to nuclear submarines, or

was that true before nuclear submarines got in?
Mr. RULE. Nuclear submarines, I believe, appeared, but that is the

figure that goes into the end cost today.
Representative BROWN. Is there something in the book for airplanes

and destroyers?
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Mr. RULE. There is for ships. Whether there is for airplanes, I don't
know.

Representative BROWN. What about Federal law changes? Should
we change the minimum nwage law? Now, obviously nobody in the
contracting business with the Federal Government is paying any
minimum wage. But when the minimum wage changes, it certainly
impacts on all of the labor contracts, and so forth and so on. Is that
sort of thing allowed for?

Mr. RULE. Speaking again specifically with respect to ships, ship-
building contracts generally have escalation clauses in them. We
escalate the price for labor and material.

Chairman PROxmIIRE. Based on
Mr. RUrE. Based on a Department of Labor index.
Chairman PROXmIRE. The cost-of-living change is anticipated,

isn't it?
Mr. RULE. And an index in the Department of Labor which develops

the actual increase, and we pay that outside the contract price, no
profit on it.

Representative BROWN. But suppose I came to you-this is your con-
tract that you have written now, and I came to you because your job
is to assess whether my claim is fair, and I said, you know, the Gov-
ernment passed a minimum wage law which raised all the wages
around the area, so I had to raise my wages in the middle of this
contract. How long does it take to build a submarine? Some years.
Is that the kind of thing you would allow in a claim or that you would
have to prove in a claim?

Mr. RULE. That would never be in a claim. That would be covered
by this escalation.

Representative BROWN. The escalation, I understand, is a cost of
living change, is that right?

Mr. RULE. No; it is the increase in labor and the increase in mate-
rials over the life of that contract. We know they are going to in-
crease, both labor rates

Representative BROWN. And the Bureau of Labor Statistics gives you
a percentage of how much they are going to increase. But I am talking
about a change in a Federal law, that changes the cost factor. In other
words, if you raise the minimum wage you just sort of jump up the
price for everybody. If you don't have a change in the minimum wage,
you are going to have an escalating cost of labor anyway, because of
inflation being what it is. But when you suddenly make a change in
the minimum wage law, that changes everybody's face some, is that
right?

Mr. RULE. Here is one way we would have to pay that in a claim
Representative BROWN. And BLS doesn't know this ahead of time,

andr tfhe connt-rctor does.n't l nn it abA ' ftime annr yori donn't krnow
it ahead of time, and Congress just comes in and passes the law?

Mr. RILE. That is right.
If we hade done something to this contractor, either by commission

or omission
Representative BROWN. You are talking about the Navy?
Mr. RULE. Yes, sir.
Representative BROWTN. I am talking about the Congress or some-

body else.
Mr. RULE. I have enough trouble thinking about the Navy, Mr.

Brown.



1136

But if we did something to this shipbuilder which interfered with
the work he was going to do in an orderly manner in 1971 and 1972,
if we made him change that work at a later period, that was a higher
priced period by reason of a change in the law, we would have to pay
him under that claim for the hours we found he was entitled to by that
new labor rate.

Representative BROWN. This isn't the Navy doing it, this is the Fed-
eral Government. This is a change in a fundamental law. Or take
another example.

Let's say that suddenly a raw material is not available as it was
because of some policy of the Government, or just the way that these
things develop. What does that do to his contract?

Mr. RuIr. It depends a great deal on what type contract he has.
If it is a cost-type contract, obviously we would pick it up.

Representative BROWN. Let's assume that it isn't.
Mr. RuLE. If it is fixed-price contract-
Representative BROWN. Then he would put in a claim for it.
Mr. RuIE. No; you can't put in a claim for it if it is a fixed-price

contract. If it is, this man has just guessed wrong.
Representative BROWN. Let's say he has guessed wrong as a result

of something that has changed because of a change in Federal poli-
cies. Now, it is difficult for me

Mr. RuLE. I will need a lawver to answer that.
Representative BROWN. Aren't you a lawyer, sir?
Mr. RuIr. Yes, sir.
Representative BROWN. I am not.
Air. RUFLE. But I am not practicing.
Representative BROWN. So I think the competition is even. You say

could you give us an answer? I am thinking of the Federal policy
with reference to imports. We were talking about perhaps tightening
up or relaxing oil imports, and changing the price of oil. Oil isn't a
component of the construction of a ship. But let's take some similar
product.

Let's say steel. Let's say that suddenly we are going to slap the
Japanese, and we don't have that competition in steel, and the price
suddenly shoots up.

Mr. RuLE. OK. Some outfit in this country has a contract with some
Japanese company for steel. And it is a firm contract to supply x num-
ber of tons at x number of dollars a ton. And then the Government
comes along and puts a higher tab on the importation of that steel.
Is that the case you are talling about?

Representative BROW-N. Yes.
Mr. RULE. I think he is stuck under the contract if it is a firm fixed-

price contract.
Representative BROWN. Even though the Federal Government may

be partly responsible?
Mr. RuLE. If the contract provided for such contingency or such

happening-it is not an act of God that relieves you from the terms
of vour contract.

Representative BROWN. But an act of the Government.
Air. RuLE. I dare sav that most astute people today have clauses in

the contract that probably look forward to such an event and protect
themselves against it.

Representative BROWN. That answers my question, I guess, pretty
much in that line. You make those determinations.
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Let me just ask one other area question. What about the numbers
of products, once a product is developed, that are involved in this
contract? Is it ordinarily clear in the contract how many of the
widgets that I build for the Federal Government I am going to be
able to amortize my costs on, or is that left for sort of a by-guess,
by-golly approach on the part of the contractor and the Navy?

Mr. RuLE. I think when he bids on something, a new product, that
he has to amortize, he knows the number that he is going to amortize
it over. And he will tell us. And then, of course, it gets sticky if we
cancel some off the contract.

Representative BROWN. Then I have to put in a claim?
Mr. RuLE. No.
Representative BROWN. Is that written into the contract usually, a

cancellation?
Mr. RuLE. You can put in a cancellation claim when the Government

terminates or cancels part of the contract.
Representative BROWN. But you don't rewrite the contract at that

point?
Mr. RULE. No, sir.
Representative BROWN. You just say, put in a claim?
Mr. RULE. He has under the terms of the contract a termination

article or a cancellation article that allows him to put in his claim
for cancellation.

Representative BROWN. And then you make the determination on
whether that claim is acceptable?

Mr. RULE. That is right, sir.
Representative BROWN. And what recourse does a company have if

he says, you didn't allow us that claim, and we don't think that is fair,
what does the company then do?

Mr. RuiE. He asks the Government to make a contracting officer's
decision denying him what he thinks he ought to get, from which he
appeals to the Armed Services Board of Contract Appeals.

Representative BROWN. And then what-?
Mr. RULE. To the Court of Claims.
Representative BROWN. Are -there information decisions or discus-

sions on what the contractor may expect in the way of future orders or
further orders, or is it all written right down there on a piece of
paper, so that he knows that it will be a thousand widgets, is that it?

Mr. RuLE. If I understand your question, Mr. Brown, as to future
requirements of the Government in any particular area, most con-
tractors know as well if not better than we do, certainly-

Representative BROWN. I don't understand how they can know better.
Mr. RuLE. You would be amazed at the intelligence system that these

people have.
-Itclpreselrtti V, BDIU WN. o )yOU mean that in spite of the fact that the

contract says a thousand widgets, he may assume that there is really
going to be a need for 2,000, based upon what he has learned in other
branches of the armed services?

Mr. RULE. There is such a thing in all services as a 5-year defense
plan, what they think they are going to buy, airframes, ships, what
have you. And they know what are in those things. They know that if
he gets a contract today for 100, that this 5-year plan might have a
thousand in it for future years.

Representative BROWN. So he might accept a contract, make his bid
on a different basis, is that what you are talking about?
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Mr. RULE. No, sir. You are only asking me if he knows future
requirements, and that is all I answered.

Representative BROWN. Wlhat is your feeling on that? You have
been in the business a long time. Is that a part of the pattern ever?

Mr. RULE. My feeling on what, sir?
Representative BROWVN. On whether or not the contractor might

anticipate that future order and act on it in terms of some informal
information that he might have.

Mr. RULE. Well, if he is a sole-source producer-if he is Lockheed.
for example, making the Poseidon missile, he knows that no one else is
going to make the Poseidon: missile. And he has a pretty good idea, I
guess he has to know, as to how many Poseidon missiles we are going
to buy this year, the next and the next. I don't think that he can do
anything about that contractualwise. If it is competitive, if people are
bidding on something, and we know the future requirements, they know
that to get any of those future requirements, they have got to bid on
them, and that is a totally different picture.

Representative BROWN. Well, into that picture, what is the situation?
Mr. RuLE. What do you mean?
Representative BROWN. Are you likely to get in on a real tight

contract on that basis?
Mr. RULE. Yes; if you believe as I do that if it is genuine com-

petition, the forces of the marketplace will give you a reasonable price.
One of the things you have got to guard against there is that you get
too low a price, and that somebody buys in, hoping then to get some of
the future work.

Representative BROWN. Then if there is a change in that future
work, he is stuck?

Mr. RULE. He may be.
Representative BROWN. Thank you.
Chairman PROXMIRE. Mr. Rule, thank you very, very much for an

excellent job. You have certainly given us some extremely useful testi-
mony. We are grateful to you.

NEED FOR MORE CANDOR

Mr. RULE. Thank you. And I would like to go back to those two
paragraphs you read from my remarks when I got that award a couple
of months ago, on the point of candor. I just wish we could find, a way
to get more candor. I wish we could, instead of looking like we engage
in operation coverup, I wish we could engage in operation candor. And
I wish that instead of putting out so many publications on ships and
aircraft, we could just put out one on operation candor. Because I
think it is a situation that has gotten worse.

Chairman PROXTUIRE. You have certainly helped this morning. And
I think your testimony is an example of the usefulness of candor.

The subcommittee will stand in recess until tomorrow morning at
10 o'clock, when we will meet in this room to hear Assistant Secretary
of Defense Barry Shillito; Robert B. Chapman III, AAI Corpora-
tion; and J. M. Lyle, president, National Security Industrial
Association.

The subcommittee stands in recess.
(Whereupon at 12: 50 p.m., the subcommittee adjourned, to recon-

vene at 10 a.m., Tuesday, May 25, 1971.)
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The subcommittee met, pursuant to notice, at 10:10 a.m., in room

S-407, the Capitol, Hon. William Proxmire (chairman of the sub-
committee) presiding.

Present: Senator Proxmire; and Representatives Conable and
Brown.

Also present: Lucy A. Falcone and Jerry J. Jasinowski, research
economists; Richard F. Kaufman and Ross F. Hamachek, economists;
George D. Krumbhaar, Jr., minority counsel; Walter B. Laessig and
Leslie J. Barr, economists for the minority; and A. Ernest Fitzgerald,
consultant.

OPENING STATEMENT OF CHAIRMAN PROX-MIRE

Chairman PROXMIRE. The subcommittee will come to order.
After listening to the testimony in the current hearings on "The

Acquisition of Weapons Systems." and studying the facts, I am more
convinced than ever of the need for a very deep seated reform of the
procurement system.

From beginning to end-from the award of contracts and the nego-
tiation of prices to the adjudication of claims and the renegotiation
of profits-defense contracting is riddled with inefficiency and
mismanagement.

The renegotiation process has become a bandaid operation. The
Renegotiation Board is a hobbled and miniature version of what it
once was. It is unable to do the job that is needed.

The Board has less than a third of the employees that it had during
the Korean war. It has substantially less funds. Its scope and jurisdic-
tion have been restricted over the years by statutory limitations and
loopholes.

It was shown yesterday that nine board employees, seven of them
professionals, are responsible for reviewing 5,000 filings of defense
contractors per year and of passing judgment on the segregation of
sales and the allocation of costs of those companies. That is an impos-
sible job. Anyone who believes that renegotiation is an effective way
of recapturing excess profits is fooling himself.

The taxpayer is not getting a dollar's value for a defense dollar
spent. The enormous amount of waste that goes on has been amply
documented. But the problem goes further than that.

(1139).
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Defense contracting is a disaster area. It is ironic that those who
are responsible for bringing the procurement system and a large
sector of the industrial community to the brink of fiscal chaos have
done so in the name of national security.

Moreover, the loss of confidence they have engendered in the average
citizen by their seeming indifference to the public interest, by the favor-
itism they show to the giant aerospace firms, and by their insatiable
appetite for larger and larger defense budgets, threatens the very fab-
ric of our political and economic system.

The list of modern weapon programs is a rogues' gallery of financial
and technical felons: the B-70 bomber, the Skybolt missile, the nu-
clear-powered airplane, the C-5A, the F-11, the Cheyenne Helicopter,
the main battle tank, the DE 1052 destroyer, the Drone helicopter, the
deep submersible rescue vehicle, the gama goat, to name a few. These
programs represent billions of dollars of unnecessary cost overruns,
significant and sometimes catastrophic technical failures, and exten-
sive delivery delays.

There has been little improvement in the past few years and there
is little hope for change at the present time. Even candor from Penta-
gon officials, as Gordon Rule reminded us yesterday, is lacking.

The Pentagon, with its harebrained schemes to bail out sick con-
tractors and its Panglossian attitude that all is well in the best of all
possible worlds, is fiddling around with the taxpayers' money while
taxpayers burn with resentment.

Yesterday's disclosure that the Navy has agreed to pay two ship-
builders over $135 million in claims against the Government without
bothering to determine whether the Government is legally liable is an-
other example of this attitude.

It is no wonder that the public and many members of Congress are
losing patience with the Department of Defense.

Our first witness this morning is Barry J. Shillito, Assistant Sec-
retary of Defense for Installations and Logistics. Mr. Shillito is an
able and competent official and the top procurement expert in the
Defense Department. Perhaps he can explain why so many military
programs have gone sour.

F-14

One of the matters I intend to explore with Mr. Shillito in some
depth is the Defense Department's application of its new weapons
acquisition policies to one specific program-the Grumman F-14
fighter.

The F-14 is the latest in a long line of weapons systems to falter on
the production line. Recent reports indicate that cost problems at
Grumman and a 6-9 month testing delay due to the crash of an F-14
prototype last December will ultimately be responsible for a $700 mil-
lion increase in the cost of the F-14 program.

But this is probably only the tip of the iceberg. There have now
come to my attention two additional indications of F-14 cost overruns.
In the long run, these two factors may produce an overrun, if the F-14
program is allowed to continue, every bit as large as the $2 billion
overrun on the C-5A.

One problem is the fact that, for all practical purposes, the Navy
has yet to sign a contract with Grumman for 253 of the 722 aircraft
it presently plans to buy.
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According to my information, the F-14 contract was first entered
into between the Navy and Grumman on February 3, 1969. At the time,
it called for a baseline purchase of 469 production and test aircraft in
eight lots rumning through fiscal year 1976.

Yet Navy planning now calls for the purchase of 722 aircraft. In
the past 2 years a decision has apparently been made to increase the
projected buy of 253 aircraft.

At no time, it appears, has any action been taken to place these addi-
tional aircraft under contract with Grumman. The net result is that
the Government has no price protection on these planes and will
be able to buy them only if it pays whatever price Grumman chooses
to charge.

The second problem stems from the fact that the Navy is apparently
stretching out its purchase of the 469 aircraft originally contemplated
under the Grumman contract.

Lots IV-VII of that contract, covering fiscal years 1972-75, call
for the baseline purchase of 96 aircraft a year, with minimum options
of 48 aircraft and maximum options of 144.

Instead of purchasing more than the baseline figure and bringing at
least some of the additional 253 aircraft under the contract's protec-
tion, the Navy is actually doing just the opposite.

The 1972 budget contains funds for only 48 aircraft, and according
to a recent article in Aerospace Daily, the same reduced buy is ap-
parently contemplated in each of the next 3 years.

If this plan is followed, one result will be to slip the purchase of an-
other 192 aircraft until fiscal years after 1976, when there will again
be no price protection for the Government, because the contract with
Grumman will have expired.

Another result will be to raise dramatically the unit cost of each
aircraft bought over the next 4 years.

The Navy has long maintained that the unit cost of the F-14 will
be $11.5 million. But this is predicated on the purchase of a full 96
aircraft a year over the next 4 years.

At a rate of only 48 aircraft a year, the price will be much higher.
As indicated by the $806 million in F-14 funds requested in the fiscal
year 1972 budget to cover procurement of 48 aircraft, it 'would rise
to over $16 million each.

The cost implications for the next 4 years alone are staggering. By
buying a total of 192 aircraft over the next 4 years at a price of $16
-million each, rather than over the next 2 years at $11.5 million each,
it will cost us an additional $1 billion over the price originally con-
templated for those planes.

Mr. Shillito speaks in his prepared statement of the new manage-
ment policies for weapons acquisition which have been instituted in
the Pentagon over the past 2 years. These policies, he says, have beer1
designed to produce efficiency by decentralizing responsibility while
-at the same time retaining essential overall controls at the OSD level.

That a decentralization of responsibility has occurred I am sure, but
on the subject of overall controls I have my doubts. If such control does
in fact exist, why was it not exercised to prevent either the stretched-
out buy or the lack of contract protection to which I have just
referred?

Mr. Shillito, I apologize for my tardiness, and for having a longer
opening statement than usual at the beginning.
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STATEMENT OF HON. BARRY J. SHILLITO, ASSISTANT SECRETARY
OF DEFENSE FOR INSTALLATIONS AND LOGISTICS, ACCOMPANIED
BY DON R. BRAZIER, PRINCIPAL DEPUTY ASSISTANT SECRE-
TARY-COMPTROLLER; J. M. MALLOY, DEPUTY ASSISTANT SEC-
RETARY FOR PROCUREMENT; VICE ADM. ELI T. REICH, U.S.
NAVY, DEPUTY ASSISTANT SECRETARY FOR PRODUCTION ENGI-
NEERING AND MATERIEL ACQUISITION; AND VICE ADM. VIN-
CENT P. dePOIX, U.S. NAVY, DEPUTY DIRECTOR FOR ADMINIS-
TRATION, EVALUATION, AND MANAGEMENT, D.D.R. & E.

Chairman PROXMIRE. You have a 45-page prepared statement, Mr.
Shillito.

Mr. SHILLITO. Yes, Mr. Chairman, I do.
Chairman PROXMIRE. I take it you can summarize that. And the en-

tire prepared statement will be placed in full in the record at the end
of your oral statement. We would appreciate it if you would confine
your oral statement to 20 minutes or so, so that Congressman Brown
and I can question you in detail.

Mr. SHILLITO. I will attempt to do that, Mr. Chairman.
By the way, I can hardly remember a more stimulating

introduction.
I would have to say, too, as I mentioned 2 years ago before this com-

mittee, that when I go home late each night, and sometimes even on
Sundays, my wife keeps wondering why I-keep wrapped up in this job.
When you say we have had comparatively few improvements, I, too,
wonder why I am wrapped up in this job. I don't think we have had
minor improvements. I think we have brought about significant im-
provements. I would like to talk to you about a few of them.

First, I appreciate very much your allowing me to postpone my ap-
pearance before this committee due to having to make a trip to South-
east Asia which you know about.

I should introduce first the gentlemen that are with me. On my left
is Mr. Don Brazier, who is the Principal Deputy Assistant Secretary-
Comptroller. Next to Mr. Brazier is Mr. Malloy, who is the Deputy
Assistant Secretary for Procurement.

On my right is Vice Admiral dePoix, who is Deputy Director for-
Administration, Evaluation, and Management under Mr. Foster in
D.D.R. & E.

On his far right is Vice Admiral Reich, who is Deputy Assistant
Secretary for Production Engineering and Material Acquisition.

With the help of these gentlemen we should be able to answer most
of the questions that you might care to raise.

I will attempt to limit my comments to the 20 minutes that you have
suggested.

We want to make it very clear that ve do have an awful lot of prob-
lems. 'We are probably more aware of these problems than anyone else
is. In fact, our self-criticisms in many ways, Mr. Chairman, are much
more severe internally than those you hit us with externally.

It is time for us to touch on a number of points that you raise, as
cited in your letter asking that we be with you today, and as were
raised by Mr. Kaufman in his discussion with me.

These matters are timely in view of the concern that has been ex-
pressed by a number of people, including the concern expressed by
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Admiral Moorer in his recent posture statement in whichl he compared
our activities in the Department of Defense to the Soviet and others.
It is most timely that we look at our operation in toto.

I spell out quite clearly in my prepared statement the reordering of
priorities that has taken place w\ ithin the Department of Defense, par-
ticularly over the past 2 years. It should be recognized that eve are look-
ing at an environment in the Department of Xbefense in which our
budget represents the lowest percentage of gross national product since
1951, and the lowest percentage of our Federal budget since 1950. Of
course the cost and price figures make it very clear that the real defense
spending as we move into 1972 is quite comparable to that of 1964. The
spending in other areas of our total Government is significantly dif-
ferent. Other areas have grown significantly more than has been the
case of defense. The numbers, I think, speak for themselves.

COST OVERRUNS

We are faced with an economic problem. You have touched on it.
It has been called a lot of things. It has been called cost growth, it has
been called overrun, and it has been called inflation. I cite a few things
here that are typical of what we hear about each day and frequently
note in the newspapers relative to our economic problems. In addi-
tion we also hear of these problems from our wives after their daily
visits to the store. I mention the cost growth of the John F. Kennedy
Center, which we are all quite familiar with, a growth from $31 mil-
lion to $68 million; the World Trade Center in New York; and a post
office in New Jersey.

This last week we had a number of people from Australia visiting us.
They are building an opera house in Sydney that has gone from $8 mil-
lion to something over $100 million to complete.

The only point that I leave with you is that we are faced with a very
severe situation in various segments of our economy. These compara-
tivelv standard things are indeed much more simple than the very com-
plex weapons systems that we are attempting to buy in the Depart-
ment of Defense.

We have internally within the Department of Defense the same kind
of problems that we are talking about in some of these other fairly
simple areas. The prices of food and clothing that we buy, for example,
have increased significantly.

Mr. Chairman, I would like to emphasize one fundamental point
with regard to the economic impact of what we are doing. As we move
into 1972 we are talking about operating with 133,000 less people than
we had in 1964. We are going to be operating in an environment that
will involve almost $18 billion more for pay and related costs for these
people. As I recall, Mr. Chairman, you have voted on each occasion for
the inre that are d to -the paa re ated cosUs that gU tohes
people-this $18 billion.

We recognize that we have cost growth problems in the major weap-
ons systems. We have attempted to define them. I think we have de-
fined them fairly well into proper categories. We have stratified them,
if vou will.

Mr. Packard has made quite a point of this point. We touched
on the need to identify the areas of cost growth the last time I came
before this committee. This categorization has helped us do this.

We have established a number of new policies in the weapon systems
acquisition area. You are aware of a number of these. I touch on these



1144

in my prepared statement. The Defense System Acquisition Review
Council was established. This is a very active organization that reviews
all major programs on at least three different occasions in their life
cycle and prior to production. My prepared statement shows the rela-
tionship of the DSARC to the development concept paper. We are
also moving in the direction of area concept papers to relate the
priorities Rich we feel to be very important in these major weapon
systems.

You touched on the matter of decentralization versus controls in
your introductory statement. I would mention here, Mr. Chairman,
that 200-plus major weapon systems under the management of 200
project and program managers are just simply too many for people
at the top of the Department of Defense to know all the details. These
are major and very complex programs. While we may be able to
make some comments that would be helpful to you on the F-14, for
instance, I would urge that if you want to get into the F-14 in great
detail that we consider having the program manager come over here
and give you a detailed discussion on the F-14.

We have made clear our development policies. We have outlined
our policy on making practical trade-offs between the stated operating
requirements and the engineering design and with the other factors
that are tied into tradeoffs. The tradeoff spectrum will range through-
out the design, the development, and into production. I would say
this is being done in a most effective way. As best we can we are
pushing for the fly-before-you-buy concept.

Changes are being made in the contractual environment. We are
moving away from innovation and variation in our contractural en-
vironment towards simplification. The contractural complexities are
being minimized in every way. We are moving towards an environment
that will involve more use of cost-plus-incentive-fee type contracts in
development and in the embryo stages of production. We will then
move into fixed-price type contracts later in production.

DEFENSE PROFITS

Mr. Chairman, a lot has been said about defense industry profits.
I will only take a couple of moments to talk about defense industry
profits.

Frankly, I can only conclude that the results of the GAO study
reemphasize my opinion that I gave this committee 2 years ago-
that average profits earned on defense business are neither excessive
nor unreasonable. My prepared statement goes into detail in.support
of this opinion. I will be glad to cover this subject as thoroughly as
you might care to.

This opinion applies to profits or equity capital investment, or total
capital investment, or on sales.

The statistics that I spell out in my prepared statement, I think,
support this position, when one compares the average profits in all
categoties across the 4-year span of the GAO study. The GAO supplied
two study techniques, if you -will. One study was across the total
myriad of companies in a broad and, dollarwise, large sample, while
the other related to only 146 contracts.

The 146 contracts were only a piece of the total but have received
a lot of attention. Indeed, this limited sample 'has a distribution curve
significantly different from that of tthe 74 companies that made up the
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larger sample. As my prepared statement notes, the 146 contracts are
just 3 percent of the total dollars of contracts awarded during this
time frame. I think, Mr. Staats made it quite clear that the GAO does
not consider the 146 contracts as represenitative of the 'total defense
industry profit environment.

Of course, as you must appreciate and we recognize, there are some
cases where relatively 'high profits are earned, while other contracts
will involve substantial losses. But on an average, there is no evidence
to support the inference that there is a trend toward excessive profits
in the defense industry. In fact, our concern has been that the trend is
in the opposite direction.

We have in my prepared statement a table derived from statistics
published by the Renegotiation Board. I think this is a pretty clear
depiction of what has happened over the past 15 years as far as rene-
gotiable profits are concerned. I should emphasize that these figures
are profits before taxes.

I would conclude that those who express the opinion that high
average profits are being made by the defense industry are making
assumptions that are not supported by facts. I find no evidence of
this. We must be concerned and are concerned with the possibility
of recurring excess profits by individual companies, or excess profits
on noncompetitive, contracts. However, I believe that both the Depart-
ment of Defense and this committee, in the interest of national secu-
rity, should be much more concerned that perhaps there are insufficient
average profits being realized, and that this in turn will affect the
futur e viabil i ty of our defense industry.

I realize that this committee thoroughly appreciates the importance
of a healthy defense industry in the interest of national security. I am
also appreciative of the importance of the sound economic policies
in the eyes of this committee. I am reminded of the words of Bernard
Baruch when he said:

If our general economic policies and national defense are sound we need not
worry. On the other hand, if we fail to preserve national security and credit
nothing any of us owns can have a lasting value.

Frankly, gentlemen, I am much more concerned 'that we may ad-
versely affect our national security by allowing the health of this in-
dustry to deteriorate because of the "profits are bad" syndrome than
I am about average realized profits of defense contractors going up
significantly.

We have taken a lot of action with regard to profits in relation to
capital employed. We can go into this in some detail in the question-
ing if you so elect. We feel as you do that we must do something about
moving more in this direction. We feel that it can be done.

While profits are terribly important, we are giving too much atten-
tion to thiq pnirtirnbr qnhijet. Cnnidereds arhole, l{ing at the
Renegotiation Board data and looking at profits on an after-tax basis,
average profit comes out to about 1.6 percent of sales. This is less than
1 percent of our defense budget. I submit, gentlemen, that it is some-
what ridiculous the degree of attention that many people have been
giving to developing these additional techniques for controlling this
area.

I would just like to call your attention to one particular chart that
I happen to have here, if I may. (Showing chart.)

(The chart referred to above is as follows:)
67-42a5-72-pt. 4-5
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THE CONTRACT PRICE DOLLAR
Profit (After Tax) 1.6%

DiR C
LABO

.....

Mr. SHILLITO. As far as the defense budget is concerned, or as far
as the total dollars are concerned this is what we are talking about.
All these controls, all of these concerns relate to 1.6 percent average
after tax profit. This is where -we have been spending an awful lot of
our time. Frankly, gentlemen, a lot more in the -way of satisfactory
results can be realized if we concentrate most of our attention in these
other areas-possibly this area in particular (referring to "overhead
and other" on the chart above). Frankly, undue attention has been
given to this particular subject, in spite of its importance.

GOVERNMENT OWNED EQUIPMENT IN THE HANDS OF CONTRACTORS

Moving to the subject of industrial plant equipment, we have
reduced the number of machines in the possession of contractors by 25
percent in the last 2 years.1 This represents a 20-percent reduction in
acquisition value. We have had trouble getting rid of some of our in-
dustrial plant equipment. A lot of this has been due to lack of profits,
I might add. We are moving in the direction of developing necessary
plans to dispose of Government equipment in contractors' plants. As
of December 31, 1970, 111 phaseout plans have been approved, and
700 more are in process of review.

1 See letter from Elmer Staats, Comptroller General of the United States, dated June 14.
1971. on p. 1216.

Of

....

... Ii.N.
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PROGRESS PAYMENTS

As to progress payments a lot of attention has been given to this
subject, and more will be given in the future. We feel that we have
turned the corner on progress payments.

The private capital environment should be playing a greater role
than has been the case historically for the capital required by this
industry. It will have to be attractive for this to happen.

Progress payments outstanding on December 31, 1970, totaled $9.4
billion as compared to outstanding progress payments of $9.8 billion
on June 30, 1970. Our progress payments are just about double what
they were in 1964. This has disturbed us. We would expect to see this
change.

TRUTI--IN-NEGOTIATIONS

You touched on the Truth in Negotiations Act. Contractors are
required to submit cost or pricing data and certify that it is current,
accurate and complete. We have Lad some exceptions, and some
waivers have been authorized. Something like 85 waivers have been
given.

The key to understanding this particular law is that it applies to
sole source noncompetitive contracts. The law is so written that cost on
pricing data must be furnished only when we are in a noncompetitive
situation. We have been criticized on the one hand for not being hard
enough in specifying the actions to be taken to implement the law.
On the other hand we have been criticized for going way beyond the
original intent of the law.

The recent GAO report, that is referred to in my prepared state-
ment, recognizes the problems that we are faced with in this law. I
think their sampling has brought into focus the problems that will
lead to additional sound implementations of the law.

The waivers, as I say, have been comparatively few. While we have
had 100,000 contractual actions, waivers to date have been about 85.

As has been touched on by this committee, we have had problems
connected with the implementation of this law. A few of these prob-
lems were tied into some of the discussions that you had with Admiral
Rickover on steel that is being procured by Navy shipbuilders. We
support the Navy's efforts in attempting to obtain necessary cost or
pricing data. We intend to continue to improve the effectiveness of our
implementation of Public Law 87-653.

SHOULD-COST APPROACH

As to should-cost, we feel that we are moving in the right direction
in this industrial 'n'-"'-proach ' a Cost, esuria ibilg. mIIis is
not a new topic. We have applied the team approach most successfully.
This technique will move us in the direction of improved pricing, par-
ticularly into follow-on procurements under cost-incentive-type con-
tracts and as transition to fixed-price-type contracts for production.

We have performed a functional anialysis in diverse areas. This
highly concentrated intensive effort is having a pay off. We are ex-
ploring in detail various techniques regarding the conduct of these
in-depth reviews. You are familiar with most of them. We have



1148

developed a should-cost coordinating committee as a forum for the

interchange of our experience in each of the services. We want the

departments to be free to innovate as they move ahead in their appli-

cation of should-cost. We plan at a future date to formally synthesize

our total experience. We are encouraged by the results to date.

I look at my watch, 'Mr. Chairman, and it is 20 minutes. I will stop

at this point.
Chairman PROXMIRE. Thank you, Mr. Shillito. You did an excellent

job of summarizing a very complicated prepared statement. As I

said, the entire statement will be put in full in the record.
(The prepared statement of Mir. Shillito follows:)

PREPARED STATEMENT OF BARRY J. SHILLITO

MIr. Chairman: I appreciate the opportunity to appear before the Joint Eco-

nomic Committee once again. I have been advised by your staff that the Com-

mittee is interested in discussing the acquisition of major weapons systems and

in addition has requested the Department of Defense to discuss profit, industrial

plant equipment, and contract financing. My statement will include information

as to how we have been restructuring the weapons systems acquisition process

and will speak specifically to the other items.
In reviewing the testimony of other witnesses, I have noted other areas of

interest to the Committee which I will discuss briefly. These include the Truth-

In-Negotiations Act (PL 87-653), cost growth on major weapons, and should

cost.
It is particularly timely that we discuss these important economic issues in

the light of our over-all defense posture in today's environment. This posture

-was quite clearly enumerated by Admiral Moorer in his recent posture statement

when he stated: "Our comfortable lead has now all but vanished, and within the

next five or six years we could actually find ourselves in a position of over-all

strategic inferiority, certainly as far as numbers of offensive delivery vehicles

and megatons. and air defense srstems are concerned."
Before proceeding to discuss the management of the weapons systems acquisi-

tion process and the other specific areas which I have referred to above, I think

it is appropriate to place the weapons systems acquisition process in the proper

context as it relates to the resources available to the DoD.

REORDERING OF PRIORITIES

There is no question but that a substantial "reordering of priorities" is pres-

ently taking place. The shift in our priorities, from defense and to civilian

pursuits, has been significant. The size and price of this change is not generally

appreciated. For example, in current dollars, the increase from FY 1964-the

pre-Southeast Asia period-to the FY 1972 request shows the following growth

comparison: Billions

Defense spending--------------------------------------------------- $+25. 2

Other Federal spending--------------------------------------- +90. 3

State & local spending-----------------------------------____-___ +89. 9

Netting out duplicates, since 1964 Defense spending has increased by $25 bil-

lion while other Federal, State and Local spending has increased by $156 billion.

In this regard, it is useful to view FY 1972 as the year when DoD returns its

effective budget and manpower levels to those which prevailed prior to the

Vietnam War-requiring less than seven percent of the Gross National Product

(the lowest % of GNP since 1951) and a military force structure of 2.5 million

men.
The constant price figures, based upon FY 1964, adjusted for pay and price

increases are much more significant. Defense spending rose by $24.1 billion from

FY 1964 to FY 196S, and fell by $23.9 billion from FY 1968 to FY 1972, so that

real defense spending in FY 1972 is just slightly above the FY 1964 level. (Other

federal spending has grown by $6&.3 billion and state and local spending by $58.6

billion. This means that net public spending (in constant prices) has grown by

over $103 billion from the prewar level-practically all of it for non-defense

programs.)
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Expressed another way, defense spending in FY 1972 will amount to 6.8% of
the Gross National Product (GNP), compared to 9.5% at the Southeast Asia 1965
peak and 13.3% at the Korea peak. (This 6.8% is significantly lower than the
prewar figure, 8.3% in 1964.)

As for federal spending, the defense budget for FY 1972 is 32.1 % of the total,
compared to 42.5% at the Southeast Asia 1968 peak, and 62.1% at the peak of
the Korean War. The 1972 percentage is nearly ten points below the 41.8% for
prewar 1964.

The same pattern pertains in comparing defense spending with total public
spending (Federal, state and local with grants-in-aid and other offsets netted
out). Defense spending will account for 21.3% of all public spending in FY 1972,
significantly below the levels in FY 1968, FY 1964, and FY 1953.

PRICE INCREASES IN U.S. ECONOMY

At the same time that the Federal Government budget is experiencing this
"reordering of priorities", the entire national economy, involving every individual
and every business in the U.S.. has been experiencing a phenomenon which some
neople call "cost growth", which other people may characterize as "cost overruns",
and which other people may characterize as "inflation". I think a fair assessment
of the matter is that increased costs of goods and services very often involve a
portion of all three. So, while we say that Defense spending will be less in 1972
as a percentage of GNP compared to previous years, or less as a portion of Fed-
eral spending, it must also be remembered that even were we to have the same
numbers of dollars as in previous years, these dollars would not go as far under
current economic conditions.

A few examples may serve to illustrate this point. The John F. Kennedy Center
for the Performing Arts is a good example of the severe impact rising costs can
have. In 1962 the initial cost estimate for the Center was $31 million.. The most
recent estimate is $68 million, representing an increase of 113% in eight years.
The World Trade Center in New York City since 1962 has increased in cost from
an original estimate of $350 million to a current estimate to complete of $650 mil-
lion, an invrease of 85%. There was an article in the Washington Star recently
concerning a post office to be constructed in Secaucus. New Jersey. Congressional
testimony in the spring of 1970 indicated a projected cost of about $72 million.
The article indicates that the current estimate is about $120 million, or an
increase of 66% in one year.

Perhaps one of the most dramatic examples of cost Increase involves the con-
version of the Queen Mary in Long Beach, California, to a tourist attraction. The
original estimate to convert the ship in 1967 was $8.7 million. Costs incurred so
far are about $60 million, or an increase of 581%, with additional cost yet to be
incurred.

Our experience in buying commercial type items provides similar illustrations.
In the Defense Supply Agency where there is extensive competitive procurement,
we have experienced substantial cost increases completely beyond our control in
the past six or seven years. For example, since 1964 the cost of simple items such
as cotton shirts and trousers have increased 25% to 45%, and boneless beef has
increased 40%.

Military Departments have also experienced substantial cost Increases. For
example, the university semester hourly fee paid by the Army has Increased from
$18 an hour in 1964 to $50 an hour, an increase of 178%.

In summary. Mr. Chairman. I believe it is evident that the Department of
Defense is subject to the same upward pressure of wages and prices as the rest of
the economy. The economic impact becomes most distressing; however, when you
realize that in 1972. based on our submitted budget request, we will he operating
this DepartMent wvithl 133,000 less liersonmei than was ibe case in 1564, only at a
cost of $17.8 billion more In pay and related costs.

COST GROWTH ON MAJOR WEAPONS

This lnids me to the subject of cost growth on major weapons which you asked
that I discuss today. I think that everyone would agree that the Department of
Defense. as well as other agencies and activities, has a cost growth problem. In
recognition of this we have taken a very important first step in coming to grips
with the problem. We did this last year when Secretary Packard defined cost
growth and set forth nine categories of cost growth which are to be used in man-
aging the problem. Now, when we talk about cost growth, we can get down to
specifics and have an understanding of the causes of cost growth.
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This understanding is vital in managing the problem. The most comprehensive
analysis of cost growth is the recent GAO report of March 18, 1971 on the
"Acquisition of Major Weapons Systems". GAO states that it is important to
recognize that not all cost growth can reasonably be prevented and that some cost
growth, even though preventable, may be desirable. As an example of cost growth
which cannot be prevented. GAO cites the effect of unusual periods of inflation.
Also, GAO notes that changes in technology may make it possible to incorporate
modifications that result in overall increases in the effectiveness of a system. Such
changes may also result in an increase in cost.

The nine categories of cost growth are as follows:
1. Engineering changes.
2. Quantity changes.
3. Support changes.
4. Schedule changes.
5. Unpredictable changes, such as acts of God or strikes.
6. Economic changes, such as inflation.
7. Estimating changes, such as a change in the base year.
8. Contract performance incentives, such as award fees.
9. Contract cost overruns or underruns.

To place the problem in perspective, the GAO report contains a breakdown of
$24 billion in cost growth on 52 weapon systems for which Selected Acquisition
Reporting System (SAR) data are available. Engineering changes account for
17% of the total cost growth. Economic changes account for another 17%. Quan-
tity changes and support changes-where we are buying additional items-account
for almost 16%. Schedule changes account for 11%. I might add here than many
schedule changes are caused by factors beyond our control such as the appropria-
tion processes. Estimating modifications account for 26% of all cost growth.

GAO recommended that DOD give increased attention to the problem of identi-
fying cost growth. The recent report notes that DOD has made a good start in
this direction with the establishment of the nine categories of cost growth. The
Importance of this system of classifying cost growth is that it permits us to focus
attention on areas where improvements can be made. For example. the Joint
Logistic Commanders (JLC) are now looking into the development of procedures
for attaining a common data base and common definitions for use in cost esti-
mating by the three Services. Additionally, the JLC are studying improved imple-
mentation of the Cost Schedule Control System criteria to improve the data
available for exercising management control during the development and produc-
tion of defense systems.

FEATURES OF THE NEW POLICY IN ACQUISITION OF DEFENSE SYSTEMS

When I last appeared before this Committee in June of 1969, Mr. Packard and
Mr. Laird were in the process of coming to some decisions as to what aspects of
DoD management needed improvement and the general direction in which they
felt our efforts should go. We discussed with you in detail the environment in
which major defense systems are acquired. including the various steps from the
initiation of a new defense system through production and fielding of a major
defense system.

At that time we were just beginning to accumulate experience on the use of
such management tools as the Development Concept Paper (DCP) and the De-
fense Systems Acquisition Review Council (DSARC).

We also mentioned other approaches which we were exploring to improve the
efficiency and effectiveness of the acquisition process. These included improved
program management, modifying the approach to the systems acquisition process,
and improved initial cost estimates.

In the development and acquisition of new defense systems, the past two years
have seen a number of substantial changes. As you know, the Deputy Secretary
of Defense has directed a substantial effort toward resolving these problems.
He has essentially reoriented the defense system acquisition process.

Defense Systems Acquisition Review Council (DSARC)
In past years OSD offices became too deeply involved in selective specific pro-

grams. and in making decisions that more logically could be made by the Services.
We believe this was wrong. The programs, under control of more than 200
project managers, are simply too big and too numerous for this kind of OSD
activity. OSD has the responsibility for establishing policy, making the key
decisions for transition from one phase to another and evaluating performance.
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The Services have the Tesponsibility for managing the programs. A Defense
Systems Acquisition Review Council (DSARC) was established by Secretary
TLaird to assist him in making these critical decisions. The mission of the Coun-

cil is to review major and important weapon system acquisition programs at
appropriate milestone points in their life cycle and make recommendations as
to the status and readiness of the program to proceed to the next phase of effort.

The DSARC is comprised of the Director of Defense Research and Engineer-
ing and the Assistant Secretaries of Defense for (Installations and Logistics),
(Comptroller), and (Systems Analysis). Usually the first review is when the
sponsoring Service desires to initiate a major new defense system, the second
prior to approval for full-scale development, and the third prior to release for
production. Additional reviews can be called, as I will explain later, when
thresholds specified in the Development Concept Paper (DOP) are broken.
Development Concept Paper (DCP)

Used in conjunction with the DSARC considerations is a document which I
have already mentioned, called the DCP. The DCP is a summary top manage-
ment document, limited to twenty pages, which assesses the important factors in
each decision, including risks, full military and economic consequences and
alternatives with pros and cons of each. Furthermore, it provides explicit
decision-review thresholds for key factors such as cost, schedule and perform-
ance. The DCP is also a record of the decision and its rationale. An updated
DCP is provided for the DSARC review and then is forwarded to Secretary
Packard, with recommendations of the DSARC, for final decision. It then be-
comes an arrangement between the Secretary of Defense and the sponsoring
'Service, prescribing the limits or thresholds for delegating the authority for
managing the program. As long as the program proceeds within these thresholds,
the next top-level review will be held at the next transition milestone. If, how-
ever, a cost, schedule or performance threshold is threatened to be breached,
the program is subject to a special DSARC review, where a recommendation
will be made concerning a program adjustment.
Service Responsibility

The Services are given the responsibility for program execution management.
They are given the appropriate delegation of authority. We have taken the neces-
sary steps to precisely define the responsibilities between OSD and the Military
Departments. Additionally, we are taking steps to define more explicitly the
responsibilities for review and for action within the Military Departments them-
selves. Lack of proper designation of responsibility has in the past. in large
part, caused the past layering of staff reviews and staff action in carrying out
the acquisition process.

Briefly stated, we have adopted a concept of program management that is
based on participatory decision making, accomplished through decentralization
and delegation of authority under specific guidance. The concept attempts to place
more emphasis on people and less emphasis on elaborate procedures. Directives,
instructions and procedures have been modified and eliminated in many instances
to reflect this change in direction.

Our prime objective is to enable the Services to improve their management
of programs. To accomplish this, our policies add new stress on the quality and
importance of people. It is our belief that if we are to improve the acquisition
process, we must put and keep better people in the key management jobs related
to this process. The simple guidelines provided by Mr. Packard were. "put more
capable people into program management, give them the responsibility and the
authority and keep them there long enough to get the job done right." We have
a long way to go for program improvement to become satisfactory, but we are
moving in the right direction.
Development Policy

We also must bring into the acquisition process certain restraints regarding
operational ohjectives. We don't have the money to buy all of the desired opera-
tional capabilities whicht are often specified in the requirements. There is always
a risk that the desired operating capability for a new system cannot be met
within reasonable time and cost constraints. Technical risk will be minimized
by risk analyses at all stages and by early component testing, or where feasible,
complete system prototyping. Another important way to reduce risk, and cost,
is by tradeoff-e.g., by giving up an on-the-deck supersonic dash capability and
thereby reducing development risk, complexity and cost. As Mr. Packard has
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stated, the cost of developing and acquiring new systems is more dependent upon
making practical tradeoffs between the stated operating requirements and engi-
neering design than upon any other factor. This must be the key consideration
at every step in development, from early conception until the new weapon goes
to the military forces. Tieing ourselves to production dates before technology
is in hand will be avoided and current technology should be used where possible.
That is, development problems must, in general, be resolved before initiating
production.

We are requiring the program schedule to be structured to allow time for
accomplishing the development job without unnecessary overlapping on concur-
rency of effort within the development process or between development and pro-
duction. Enough slack time is to be allowed to deal with the unanticipated prob-
lems. If development milestones are not met, releases will slip.

It is desirable to have completed development testing before initiating pro-
duction. In most progams, it is not practical to actually complete the develop-
ment, produce a test quality, do the testing, and then start up the production
again. Frequently, some limited expenditure on production may have to overlap
development to demonstrate engineering accomplishment and necessary produc-
tion engineering. It is also frequently desirable to have the system that is being
tested fabricated with production tooling and processes to insure that it is rep-
resentative of the production article. The acquisition process should be struc-
tured, however, to establish milestones which demonstrate the actual achieve-
ment of development objectives at appropriate points in the development pro-
gram. By this we mean proof by test of hardware that the program is moving
ahead. Progressive commitments or resources are to be based upon successful
accomplishment of these milestones rather than calendar dates.

With regard to the testing that is required to prove out a system before going
into production, I can't overemphasize the importance of this point. We just
can't substitute hopes, anaylses or predictions that everything will work as
planned for hard facts based on test results. Mr. Packard has been a leading
proponent of this. This is more than talk. He is doing something about this.
He has recently authorized the creation in Dr. Foster's organization of a Deputy
Director for Test and Evaluation. This position will be filled by a man with a
"can-do" reputation. He will review the test concepts and plans for major
defense systems and provide an assessment of test results prior to the production
decision.
The Development Contract

Since our policy is to use risk assessment, demonstrated milestones and con-
tinued trade-off activity to determine necessary program adjustments, the type
of contract used for development of a major weapon system must be tailored
to the risk involved and provide a vehicle for accomplishing this policy. We have
eliminated the practice of attempting precise production cost estimates for a
complex new defense system before it is developed. A cost estimate in advance,
of development is often only an educated guess. Since important trade-offs are
made as development progresses. the production cost estimates are continuously
modified based on the trade-off analysis. Our belief, therefore, is that these
development contracts should almost always be cost incentive type contracts.
They provide the trade-off flexibility essential to sound development. Obviously,
if we use these types of contracts we must do a good job of managing them
to keep costs under control. Contractors who accept such contracts must be willing
to accept more closer management involvement by the Services. Government dis-
engagement is not compatible with cost reimbursement type contracts. I know
of no other workable approach to this problem.

When risks have been reduced to the extent that realistic pricing can take
place, we will move toward fixed-price type contracts. In most cases, fixed-price
type contracts for production should be negotiated when the development has
progressed to the point that the production design is adequately documented
and can be realistically specified and estimated.

One cause of lack of program cost control has been the use of letter contracts
and the authorization of ill-defined changes. To deal with this problem our policy
is that Letter Contracts will be minimized and changes will not be authorized
until they have been contractually priced or until contractual ceilings have been
established. Both of these topics are a matter of constant attention to DSARC
and Management Review meetings. As a result of the attention given at all
levels open letter contracts have been reduced from $4.4 billion to $1.2 billion
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since January 1969 and undefinitized change orders have been reduced from
$1.7 billion to $1.2 billion during this same time period.

The Selected Acquisition Report (SAR) is also used to maintain surveillance
of these programs. The SAR is a quarterly management report that summarizes
cost, schedule and control information for the program. If the report indicates
that DCP cost, schedule or performance thresholds are threatened the program
is subject to a special DSARC review.

We believe that these new techniques in the management of weapons system
acquisition represent a major step forward in solving the problems which have
plagued this area.

DEFENSIVE INDUSTRY PROFITS

Turning now to the subject of profits, I would like to discuss the recent studies
that have been made on this subject. These studibs further emphasize my opinion
when last testifying before this Committee; that average profits earned on
defense business are neither excessive nor unreasonable. Measured by any mean-
ingful standard Defense profits have shown a continuing decline during the
iast 11 years.

The recently released report by the General Accounting Office (GAO) entitled
Defense Industry Profit Study discloses that pre tax defense profits calculated
as percentage of sales have dropped from 4.7% in 1966 to 3.4% in 1969-a
27% decline during that four-year period. In all the four years covered by the
GAO study the rate of profit to sales earned on commercial business was about
twice the profit earned on government business. As you are aware, the GAO
computed profit as percentage of sales, as a percent of total capital invested and
as a percent of equity capital.

I believe it might be worthwhile to review the definitions of these measures
of profitability, and to discuss both the applications and the limitations of each
base as a meaningful measurement. Profit expressed as a percentage of sales
is perhaps the better known measurement used in many circles because it is
easy to calculate, simple to understand and permits comparison of many indus-
tries on a common base readily available to the public. Also in some industries
there is very little capital employed. The percentages are derived by dividing
net profit either before and/or after taxes by the annual sales volume. Another
base used for measuring profitability is equity capital invested (ECI) which
includes the dollars assigned to capital shares, retained earnings, and other
capital reserves. This base reflects for the most part capital supplied by stock-
holders as well as earnings retained in the company for future growth.

The rate of return on ECI is calculated by dividing profits before and after
taxes by equity capital. It is an important rate of return to the owners of the
business. since in effect it represents the return on the owners capital. It should
be noted, however, that this ratio does not reflect the total capital used by a
company in its business operations.

The third generally accepted measurement base that I will discuss is the one
I believe to be most meaningful-that is, the total capital invested (TCI) used
in the business. Another way of defining TCI is to say that this base consists of
the total capital provided by the creditors as well as the owners of the business.
This definition of course excludes government owned or leased items which are
not reflected in the corporation's financial statement. The rate of return on
TCI reflects profit therefore to the capital available to produce that profit,
regardless of the source which provided it. As long as the Government does not
allow the cost of interest in its reimbursement of costs, we should not be con-
cerned with whether contractors secure capital from debt sources (loans) or
from the equity market (stock). Interest, as you know, is not an allowable item
of cost on government contracts and must be paid out of profits; therefore, in
my opinion, total capital is the more meaningful measurement base to use in
cva'uat...g pr,-,fll- and overall prontabi'.tly trends.

GAO Study
Measuring profit as a percent of total capital invested, the GAO study reveals

that DoD contractors have realized a weighted average pre tax rate of 11.2%
over the four years included in their study. For the same period commercial
business of these defense firms returned an average of 14% pre tax. For each
of the four years covered by the report the statistics show that commercial
profit exceeded profits realized on defense contracts as a percentage of total
capital invested. This trend is depicted in the following tabulation:
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PRO FIT AS A PERCENT OF TCI (PRETAX)

Weighted
1966 1967 1968 1969 average

DOD -11.3 12.1 11.9 9.5 11.2
Other Defense agencies -5. 8 14.7 15.5 14.0 15. 0Commercial -16. 2 12. 2 15. 6 12. 4 14.0

A similar trend was noted in figures reported by the GAO when profit was
measured as a percent of equity capital invested. You will note that in only one
of the four years did profit as a percent of ECI for defense business exceed the
profit realized by these companies on their commercial programs.

PROFIT AS A PERCENT OF ECI (PRETAX)

Weighted
1966 1967 1968 1969 average.

DOD ------------------------------------------- 21.4 22. 9 22.6 17.4 21.1Other Defense agencies -28.7 27. 1 28.9 24.8 27 5.Commercial -26.4 19.6 25.8 20.4 22. 9

For the four years studied the weighted average pre tax profit earned on ECI
for defense contracts was 21.1% as compared to 22.9% earned by these companies
on commercial business. The weighted average FTC/SEC comparative number
reflecting comparable durable goods categories for American industry is 24.1%
for these same years.

Since all figures used in these tabulations are expressed on a pre-tax basis the
profit earned by Defense contractors would be reduced by approximately one-half
if these numbers had been expressed on an after tax basis.

The conclusions reached in the GAO report and their objective analysis of
defense profit statistics reinforce the earlier studies performed by the Logistics
Management Institute in which that firm studied defense profit trends for the
11 year period 1958 to 1968. The two studies are quite similar with comparable
results and recommendations. Both studies measured the annual profits of a large
sample of defense contractors and provide comparisons with commercial profits
From either of the studies it is more than apparent that excessive profits are not
being realized in the defense industry. In our opinion, the GAO data reflects
conclusively that average defense profits, based on sales or on total capital
invested, are lower than non-defense profits in American industry.

The GAO study presented results based on two separate study techniques. I
have commented on the larger sample in which companies submitted annual data
to GAO in response to their questionnaire. This data was audited, verified and
reviewed to the extent deemed necessary by GAO's field audit activities. We are
in complete agreement with the sampling techniques and with the conclusions
reached by the GAO regarding this phase of their study. The second phase, how-
ever, was narrow. It included only 146 contracts performed over an indeter-
minable number of years. The GAO report cites only very generalized criteria
as to how these contracts were selected. In fact, it is our understanding that
48 of the 146 contracts were issued in the early 60s (1965 and earlier). We have
been advised also that 10 to 12 of the 146 contracts are not DoD contracts. Even if
all contracts had been awarded and completed during the four-year study period,
this sample represents less than 3% of the total dollars of contracts awarded
during that time frame. Many of our contracts go to types of industry requiring
comparatively little capital. Some of these contracts are probably with such
industry groups. The GAO has clearly stated that its limited sample is not
representative; and they have cautioned against such generalized conclusions as
have been reached by the communications media. It is unfortunate that parts of
the press seized upon this data and wrote headlines which tend to becloud the
more significant findings and conclusions reached by GAO.

As you can well appreciate, profits may be calculated in any of several ways.
Unfortunately there is no standard for realistically comparing profit earned on
a defense contract with that earned on commercial work. While we consider
profit on an individual contract an important segment of procurement, using
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such figures on a contract-by-contract basis as a measure of profitability for the
entire defense industry is both artificial and misleading. A corporation's profit
performance is measured for a period of time, usually a fiscal year, and not by
its return on an individual contract. You recognize as well as I that in some cases
relatively high profits will be earned on some contracts while on others substan-
tial losses may occur. But on an overall basis there is no evidence to support the
inference that there is a trend towards excessive profits in the defense industry.
In fact, our concern should be that the trend is in the opposite direction.

Renegotiation Board
Congress has established the Renegotiation Board to protect the public against

any abnormally high profits by individual companies. The Department of Defense
has consistently supported legislation to continue the Board. It, too, annually
reports on total government negotiable sales and profits.

It might be worthwhile to look at the factual data which has been published
by the Board during the past 1.5 years (fiscal years 1956 through 1970).

BEFORE TAX NET PROFIT AVERAGES ON SALES, RB YEARS 1956 THROUGH 1970

[Dollar amounts in billionsl

Net rene- Net rene-
Renegotia- gotiation Before tax Renegotia- gotiation Before tax

RB year ending tion sales profits percent RB year ending tion sales profits percent
June 30 reported reported on sales June 30 reported reported on sales

1956 -- $28. 2 $1.8 6.5 1964 -39.3 1.1 2.9
1957 - - 27.7 1.6 5.8 1965 -34.8 1.0 3. 0
1958 - - 26.6 1.3 4.9 1966 -31.8 1.0 3. 0
1959 - - 26.3 1.1 4.2 1967 -33.1 1.2 3.5
1960 - - 28.5 1.1 4.0 1968 -38.8 1.7 4. 4
1961... ------- 25.1 .9 3.6 1969 -- ----- 48. 5 2. 2 4. 5
1962 - - 29. 3 9 3.1 1970 -48.0 1.5 3.2
1963 - - 31.2 .9 2.9

I emphasize that these profits reported are before tax.
As you know, the Renegotiation Act of 1951 requires that the Renegotiation

Board review the total profits derived by a contractor during its fiscal year from
all its renegotiable business, including subcontracts, in order to determine
whether or not the profit earned during that year was excessive. Excess profits
are then recouped. The volume of sales reported has increased significantly during
the past ten years and the number of filings with the Renegotiation Board have
increased accordingly. Yet despite the fact that renegotiable sales have increased
approximately $20 billion, the average profit as a percentage of sales before
taxes for 1970 is less than half that reported in 1956. I do not contend that these
figures should be used as exclusive increments for evaluating profit on a year
by year basis but I do contend that the data reflects a trend which supports the
conclusions that average defense industry profits earned on government business
are neither excessive nor unreasonable.

Conclusion as to Defense Profits
From the above evidence and from all other data that I have been able to

examine I can only conclude that those who express the opinion that high profits
are being made by the Defense industry are making assumptions not supported
by facts. I find no evidence to support the inference that on the average the
Defense Industry is a profiteering industry. We must be concerned and are
concerned with the possibilities of recurring excess profits by individual com-
panies or excess profits on noncompetitive individual contracts. At the same time
I believe that both the Department of Defense and this Committee, in the interest
of national security, should be much more concerned that perhaps there are
insufficient average profits being realized and that this will in turn affect the
future viability of our defense industry mobilization base.

I realize that this Committee fully appreciates the importance of a healthy
defense industry in the interests of national security. Iam also appreciative of
the importance of sound economic policies in the eyes of this Committee. I'm
reminded of the words of Bernard Baruch when he said "If our general economic
policies and national defense are sound we need not worry. On the other hand, if
we fail to preserve national security and credit nothing any of us owns can have
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a lasting value." Frankly Gentlemen, I'm much much more concerned that we
may adversely effect our national security by allowing the health of this industry

'to deteriorate because of the "profits are bad" syndrome, than I am about average
realized profits of defense contractors going up significantly.

-Proposed ReVision of DoD Profit Policy
As you are probably aware, the Department of Defense has been vitally

interested in improving its policy for establishing prenegotiation profit objectives.
During the last several years a considerable amount of effort has been expended
On searching for the most administratively feasible method of allocating capital
to government contracts. At this time we have evaluated a number of alternatives
and are now in the process of gathering capital data on approximately 300
contracts. With this information a number of alternatives can be tested, the
dollar impact assessed, and we can ultimately introduce as a part of our profit
philosophy a revised policy which will give adequate recognition to capital
employed on government contracts.

A special subcommittee has been created within our Armed Services Pro-
curement Regulation Committee which is well underway at this time with its
testing plans. Both contractors and contracting officers are being briefed on the
concept at four prime locations, and we anticipate that further presentations will
be scheduled. While some progress has been made toward the objective of recog-
nizing capital employed we do not anticipate that any significant changes will be
made to the profit policy before the end of this calendar year. If an administra-
tively sound approach can be developed it will be implemented.

iWe must constantly practice sound business policies in the Department of De-
fense. The undue concentration of our efforts on this small segment of the total
price tends to shift our attention from other important avenues for reducing
the total price paid by government for products it purchases. Considered as a
whole based on Renegotiation Board data, average after-tax profits (estimated
50% for taxes) are about 1.6% of sales. This is less than 1% of the DoD budget.
Gentlemen, I submit that it is ridiculous to give the abnormal degree of attention
that many people have been giving, to developing additional techniques for con-
trolling this area, when we really can so much more beneficially devote our time
to those other areas of total cost which will allow us to secure the maximuim
return from our defense dollar.

REDUCTION IN INDUSTRIAL PLANT EQTIIPMENT

We are aggressively continuing our efforts to selectively reduce Government-
owned industrial facilities in the possession of contractors. In the area of indus-
trial plant equipment-severable machine tools, etc.-we have reduced the num-
ber of machines in the possession of contractors by 25% in the last two years.'
This represents a 20% reduction in acquisition value.

The number of Government-owned industrial plants has also been significantly
reduced. In 1954, the Department of Defense owned 288 plants, currently we own
189. Approximately 100 plants have thus been disposed of during this time period
and we currently have several in the process of disposal. The recent overall eco-
nomic downturn and resultant decreased demand for production capability has
slowed our disposal actions. It has been especially difficult to consummate sales
of very expensive large installations.

The disposal of equipment in the possession of contractors was slowed during
the Southeast Asia buildup. In fact, it was necessary to increase the amount of
equipment in some contractors' plants. A number of contractors were reluctant
to displace stable, profitable commercial business in order to produce military
products. It was, therefore, necessary to provide Government-owned production
equipment to these contractors in order to obtain the military items that were
urgently needed in Southeast Asia. With the requirements for support of South-
east Asia now phasing down, we are increasing our efforts to reduce Govern-
ment ow-nership of industrial facilities in contractors' plants.

We are handicapped in our disposal efforts, however, by the lack of authority
to negotiate a sale of equipment in-place to the using contractor. In many cases
equipment is excess to Government ownership but it is not excess to Government
production requirements. Thus, equipment has had to be held in-place under con-

'See letter from Elmer Staats, Comptroller General of the United States, dated June 14,
1971, on p. 1216.
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tinued Government ownership to assure an adequate production capability to
meet defense requirements. This situation, of course, perpetuates the problem
of surveillance and management control and interferes with the contractor's
freedom in use of his overall production operation. Approximately 550 con-
tractors are involved in this type of situation, including some 200 small business
concerns. Legislation is pending in Congress which would authorize such sales.

We have developed several programs and policies that will result in further
significant reductions in our Inventory.

a. Under the Department of Defense Industrial Facilities Phase-out program
all contractors are presently being screened to determine those that can be
phased-out without causing an adverse effect on current and projected defense
requirements. As of 31 December 1970, 111 phase-out plans had been submitted
and approved; approximately 700 more are in process of review. We intend to
vigorously pursue this program of reducing Government ownership of equipment
in contractors' plants. Mr. Packard reaffirmed this policy in a memorandum to
each of the Services and the Defense Supply Agency on February 13, 1971.

b. Policies concerning the furnishing of additional facilities to contractors have
been restricted to those instances where additional equipment Is necessary to
meet an authorized preparedness requirement or when it is determined that
essential DoD requirements cannot be met bly any other practical means.

c. Contractor use of Government-owned facilities for commercial work is per-
mitted on a restricted basis. To discourage such use for any extended period of
time, the rental rates were increased in 1968 to a point where they generally ex-
ceeded commercial rates for like equipment. Under these rates, rentals amount
to 96% of the cost of a new machine in the first three years. Many contractors
have complained that these rates are too high and they cannot remain competitive
when paying such rent. Contractors have further stated they could lease like
equipment from commercial sources at lower fates and have the option to pur-
chase the property at a later date writh a portion of the rental paid applying
toward the purchase price. Some have taken this course of action,. It has been
nearly three years since the current rental formula was developed. We are there-
fore currently examining t'hese rates, in cooperation with the Office of Emer-
gency Preparedness, to assure that rental charges are equitable in today's en-
vironment. We believe it is of utmost importance that contractors are not given
a competitive advantage by this usage. We further desire that our ratesbe suf-
ficiently high to discourage commercial use for extended periods.

d. The surveillance of utilization of Government facilities is being more
closely monitored by on-site contract administration personnel to assure that
property is used for the purpose intended. When the purpose for which the
equipment was furnished is completed, action is taken to promptly remove the
equipment from the contractor's plant or take such other action as may be
determined to be in the national Interest.

e. The Department of Defense actively supported legislation that was pro-
posed in the 90th and 91st Congress that would authorize the negotiated sale
of Government equipment to the using contractor. Passage of such legislation
is needed in order to reduce Government-owned facilities in contractor plants
while at the same time maintaining the capability to meet current and future
defense requirements.

I am sure you recognize that the management of our inventory of Government-
owned facilities is a very complex task. There are no quick easy solutions to
all of our facilities problems: hou-ever, I feel the actions we have taken in
the past and the ones we have in process. wvill result in a reduction of our holdings
to only those that are essential to current and future preparedness requirements.
This will take time to accomplish. The average age of our Government-owned
indusztrial plant equipment Js 1J years. With qtri-t onntrol on fnrnishing nlddi-
tional equipment, our inventory in the hands of contractors will decline as this
old equipment is phased out.

I recognize the importance and magnitude of this problem and I assure you
we will continue to give it a high priority in attention and effort.

PROGRESS PAYMENTS

I would like now to turn to the subject of progress payments. "Progress Pay-
ments" is a technical term. Often people group other types of payments into
this category, such as advance payments, partial payments, or even, on occasion.
government guaranteed loans. Advance payments are almost exclusively restricted
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to revolving type funds with contractors operating Government-owned facilities
or with research educational institutions and are established at the time of
the award of the contract.

The funds available in the account at any one time are a nominal amount.
Partial payments are actual payments for items delivered under fixed-price
type contracts. Progress payments on the other hand are payments to contractors
based on cost incurred in the performance of Government contracts. Contracts
providing for progress payments contain specific clauses governing the extent
to which those payments will be made, and there is considerable policy guidance
relative to detekniining the need for progress payments and the administration
of contracts in which progress payments are granted.

Generally, in contracts on which progress payments are made, there is a
substantial lead-time between contract award and initial delivery. The long
cycle from award in some major contracts to first delivery necessitates consider-
al)le financial commitment by contractors for tooling, pre-production expense,
purchase of long lead-time materials from subcontractors and other related
expenses. On 31 December 1970 outstanding progress totaled $9.4 billion as com-
pared to outstanding progress payments of $9.8 billion on 30 June 1970. (These
figures include progress payments for ship construction.)

Outstanding progress payments are about double what they were in 1964.
Mr. Packard has been concerned with the problem created by DoD financing
of its long term contracts. He has directed a study to see whether it may be
feasible to transfer a significant portion of this function to the private sector.

PUBLIC LAW 87-653-THE TRUTH IN NEGOTIATIONS ACT

I would now like to comment on Defense implementation and enforcement
of P'L-S87-653, the Truth-In-Negotiations Act. As you know, this law was passed
to put the government contract negotiatior on an equal factual footinZ wvith
his industry counterpart for the negotiation of sole source or non-competitive
contracts. This is where the law gets its name.

To achieve this goal, contractors are required to submit cost or pricintg data
anl certify that it is current, accurate and complete. The statute further pro-
vides that 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 the contractor or subcontractor furnished data which were
inaccurate, incomplete or non-current.

The key to understanding the law is that it applies to sole source or non-
competitive contracts. Our whole pricing system is structured around the idea
that free and open competition is the best guarantee that a given price is fair
and reasonable. Where price competition is present, there is no need to analyze
individual cost elements. The people who drafted PL 87-653 obviously had
this in mind. The law is written so that cost or pricing data must be furnished
only where we are in a non-competitive situation. Also, the drafters of the
law recognized that established catalog and market prices of commercial items
sold in substantial quantities to the general public are just as competitive as
prices which are established by formal advertising or by competitive negotiation.
Contracts for such items. as well as those in which the prices are set by law
or regulation, are exempted under the law.

DoD Im)p7emIentaltion7 of the Laiv
The law does not define terms that it uses. This has necessitated the drafting

and promulgation of detRiled procedures in the Armed Services Procurement
Regulation to implement the law. The result has been a continuous refinement
of our procurement regulations as problems come to our attention. For example,
regulations have been promulgated to deal with such questions as:

What is cost or pricing data?
What is adequate competition?
When is cost or pricing data submitted?
What date shall the certificates be dated?
Are setoffs permissable?

We recenftl:V published guidance on the requirements for submission of Con-
tract'or cost or pricing data. We currently are developing a form to more clearly
define the 'catalog price" of an item sold in substantial quantities to the general
public. We have been criticized on the one hand for not going far enough in
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specifying actions to be taken to implement the law and we have been criticizedon the other hand for going way beyond the original intent of the law. On
l0alano, we believe that we have effectively implemented and complied with the
law. The Armed Services Procurement Regulation is the most detailed of all
the government procurement regulations on PL 87-653. Our negotiators andbuyers have received extensive training in the requirements of the law and we
bave a significant audit effort to review contracts on an after-the-fact basis.
GAO Report., December 29,1970

I think it is significant to review the most recent GAO report on this subject
dated December 29, 1970, in which GAO reviewed 35 noncompetitive contracts
valued at $135 million. Potential overpricing totalling $1.5 million was found
in IS of these procurements. I use the word potential because there may besignificant amounts of underpricing. This occurs frequently and the courts have
determined that contractors are entitled to set-off such amounts against any
overpricing. In any event, the $1.5 million is about 1% of the total contract
dollar value. It should also be noted that in the iS procurements where GAO
found overpricing, about '/_, of them, or % of all the contracts reviewed, In-
volved one type of item-hand grenade fuses. Action has been initiated to
recoup that which is due us on these contracts.
W5aivers to the Law

The law recognizes that there may be situations where for one reason or
another a contractor may simply refuse to furnish cost or pricing data and it isstill in the government's best interests, after full review and approval at the
Secretarial level of the Miliary Department, to go ahead and contract with that
firm. Defense has granted less than 100 waivers (about 85) since 1962 whereas
there have been well over 100,000 contractual actions where contractors have
furnished cost and pricing data and the necessary certification. This low number
of waivers is a direct reflection of the efforts of DoD, and the Military Depart-
ments. to obtain compliance with the law by contractors.

To he sure. there are problems connected with the implementation of the law.
The Navy, for example, has had problems with respect to the purchase of specialty
steel and forgings for its shipbuilding program. The Navy is not satisfied that
there is adequate price competition present in the purchase of RY80 and HY100
steel by its prime contractors. It has taken action to have the Federal Trade
Commission look into this matter again and it has also asked the GAO to auditthese contracts. In the forgings area, the Assistant Secretary of the Navy was
successful in obtaining cost and pricing data from one contractor and was not
successful in another case. We support the Navy's efforts in attempting to ob-
tain cost or pricing data. The application of this law, or any other law for thatmatter, to a specific fact situation involves the use of judgment. Situations in-
evitably arise where reasonable men will differ. We recognize that such problems
exist and we attempt to deal with them in the only practical way, which is on
a case by case basis.

Pricing is one of the most complex aspects of procurement. It cuts across allindustry, commodity and geographical lines. I believe it is reasonable to expect
that other problem areas in contract pricing in relation to the requirements ofPL 87-653 will be identified from time to time and that our procurement regula-
tions will have to be further refined. This is a continuing process. We welcome
the constructive criticism of the Congress, the General Accounting Office, and
other interested parties as well as our own auditors and procurement managers
We hope that we can continue to improve upon the effectiveness of our imple-
mentation of PL 87-653.

SHOULD COST

I would like to touci now on a rather important point with respect to cost esti-
mating. This is the subject of should cost. Possibly, this term is a misnomer. sincethe technique really is nothing more than the application of a sound industrial
engineering approach to cost estimating. It is not new. The objective is to estab-
lish a fair and reasonable price. The philosophy is that historical costs should not
necessarily be accepted as the base point for starting negotiations for production
items which are non-competitive or where the contractor's business i largely non-
competitive. This is particularly true where there is a history of rising costs forthose items. Rather, the Government should look at the wvay he conducts his
business, including his non-Government business, to eliminate non-productive and
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inefficient practices and procedures which may have resulted possibly because
competition is not present. In other words, the price that we pay ought to repre-
sent what that item should cost, assuming reasonable economy and efficiency.
Should Cost Techniques

How you obtain a fair and reasonable price and get a contractor to operate his
plant in a manner that reflects reasonable economy and efficiency is the difficult
aspect. This is the "how" part of the equation, or the technique. There are any
number of ways of doing this. For some time now, DoD has sought to improve the
economy and efficiency of our major contractors by maintaining a presence in the
contractor's plant. Where we cannot be present on a full time basis, we go into
his plant and review selected aspects of how he conducts his business. We review
such things as his purchasing system, his make-or-buy decisions, his overhead
costs, and so forth.

We recently have developed another way to accomplish our objective of good
pricing. This is to organize a team of experts in procurement, industrial engineer-
ing, design engineering, accounting. legal, and so forth, and send that team into
the contractor's plant for an extended peri6d of time to engage in an in-depth
review of the contractor's operations and relate them to a specific price proposal
for items which we are about to buy. The team looks at such areas as his indus-
trial engineering standards, plant layout, production methods, purchasing sys-
tem, accounting system and overhead structure. They document.their findings and
quantify the effect that recommended changes would have on the price for these
items. This is a price which those items should cost assuming reasonable economy
and efficiency. Moreover, they make use of the Government's. bargaining power
to get the contractor to agree to a management improvement plan to achieve
economy and efficiency on a long term and continuing basis.

I think that it's significant to note at this point that we have performed func-
tional analysis in these areas in the past. The thing that is different about the
integrated team approach is that it is a highly concentrated and intensive effort
and there is a greater emphasis placed on such aspects as industrial engineering.
Also, the scope of inquiry is broader. The team may look at the contractor's en-
tire business, or at least all the business which is in that plant, as opposed to per-
haps only a product line. This highly organized and concentrated effort is the
chief ingredient in placing our negotiators in a stronger bargaining position.
Hence, it is a tool that can enable us to do a better job of pricing.

We are exploring in detail various techniques regarding the conduct of these
in-depth, in-plant reviews of contractor operations. You are familiar with the re-
view conducted by the Navy at Pratt & Whitney. The Army built upon that experi-
ence in conducting reviews at Raytheon and Bell Helicopter. The Army experi-
mented with the technique further at the Holston Army Ammunition Plant and
at Hazeltine. It is conducting other reviews right now and has more on the draw-
ing boards. The Navy is using an outside contractor with a recognized expertise
in industrial engineering to look at the Mark 48 Torpedo program. The Air Force
is using the technique with General Electric and Boeing.
Other Aspects of Implementing Should Cost

We believe that there is a definite place for the use of integrated teams per-
forming such in-depth and in-plant reviews. We established a Should Cost Coor-
dinating Committee as a forum for the interchange of our experience in utilizing
this technique across departmental lines.

We do not intend at this time to publish uniform DoD guidance on how to
organize and conduct such reviews. These must be custom tailored to the product
we are buying, to the procuring activities' organizational structure and to the
contractor himself. The Departments are free to innovate. We plan, at some future
date, to formally synthesize our total experience and publish broad policy guid-
ance on the use of this technique. However, I expect that the mechanics of how
such studies will be conducted will remain largely in departmental regulations.
We are encouraged by the results achieved by the use of this technique to date.
I am confident that its use will expand as our experience widens.

I appreciate the concern of this Committee and other members of Congress,
as well as every citizen in this country, that the acquisition of Defense supplies
and equipment is carried out as efficiently as possible so as to minimize waste and
obtain the most for each dollar spent. The policies and procedures I have dis-
cussed in this statement are structured to do just that.

Mir. Chairman, I have tried to provide the Committee with information in the
areas in which the Committee has expressed some interest. I will be glad to
answer any questions you and the other members may have.
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F-14

Chairman PRzoxriRE. In your statement you outline the main fea-
*turcs of the administration s new program management policies for
the acquisition of weapon systems.

You state that the main concept is decentralization and participatory
management on the part of the services, but that the services nonethe-
less remain subject to central guidance, provided by the Defense Sys-
tems Acquisition Review Council (DSARC) and Development Con-
cept Papers ( DCP's).

You indicate that the DSARC has scheduled meetings at three major
milestones in a program's life, and that in conjunction with each of
these meetings a DRP paper is fully coordinated and approved, set-
ting'forth program thresholds with respect to such matters as cost.,
schedule, quality, and technical performance. Finally, you indicate
that special meetings of the DSARC are held, and the D'CP's updated.
whenever any of the three thresholds threaten to be breached.

Let me ask you about the application of these procedures to the F-
14 program during the past 2 years.

The Navy decision to increase the projected F-14 buy from 469
to 722 aircraft strikes me as a significant change in the original quality
threshold for the F-14 program.

When was this decision first made by the Navy?
Mr. SHLMLITO. The decision to proceed on the F-14 program?
Chairman PROxMIR=. The decision to increase the projected F-14

buy f rom 469 to 722.
Mr. SHILLITO. That was a part of the F-14 program decision, as I

recall, Mr. Chairman, several years back.
Again, depending on the extent of the details that you want to get

into on the F-14, I would urge that you have the program manager
visit you on the F-14.

Chairman PROXMIRE. I appreciate that. Of course, you may not be
able to answer these directly, you may have to go to the records. But
if these are going to have any meaning we will have to put some flesh
on the bare bones and see what they really spell out.

Was this decision preceded by a DSARC meeting and the coordina-
tion of a DCP approving and reflecting the reasons for the increa sed
buy?

Mr. SHTLLITO. The last DSARC meeting that we had, Mr. Chair-
man, was last fall. At that time the entire program was gone over in
some detail. The quantities were covered in some detail also. And I
believe the meeting date was last October.

Chairman PROXMIRE. That was the last meeting. I just wonder
whether there was a meeting that preceded your decision to expand the
projected buys from 469 to 722.

Mr. SmLLITO. As to the 722, I think this actually goes back several
years.

Admiral dePoix, do you recall that?
Admiral DEPOIX. No, I don't remember the circumstances. But the

DSARC last October approved the 1971 buy.
Mr. SHILLITO. That is right.
Chairman PROXMIRE. Were reasons stated for the increase?
Mr. SiLrrITo. Mr. Chairman, there was comparatively little in

the way of awareness as to that which you have called an increase. In
67-425-72-pt. 4 6
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all seriousness the entire situation as to the present F-14 problem has
not been thoroughly reviewed yet by DSARC. We have a meeting com-
ing lip this week on the program.

Chairman PROXMIRE. I am talking about the quantity increase from
469 to 722, not the cost increase.

-Mr. SfIILLITO. I can recall that the 722 number including all Year
requirements goes back into a prior time frame.

Do you want to add to this, Admiral dePoix?
Admiral DEPoIx. No. The last DSARC adjusted the 1971 buy, and

there would be further adjustments by the DSARC.
Air. SHILLITO. That is right. You see, we don't have a commitment

yet that takes us through the 722, as I am sure you appreciate. There
are options but I am not sure just exactly what the numbers are that
take us through the various options. We don't have a commitment
yet to go through the complete program.

Chairman PROXMIRE. You say you haven't got a commitment? You
mean you haven't decided to go to 722?

Mir. SHILLITo. That is right.
Chairman PROXMIRE. And that means you haven't decided to protect

your contract with Grumman?
Mr. SHILLITO. We have a contract with Grumman.
Do the options take us through the 722, do you know, Admiral

Reich?
Admiral REICH. No, I can't help on that one.
Chairman PROXMIRE. That, was what I indicated in my opening

statement. You are in a difficult position and, if you want to go ahead
you might be victimized.

Mr. SHILLITO. Mr. Brazier says that we have options to take us
through the 469. But beyond the 469, of course, it becomes a different
contractual arrangement or a new ball game, if you will.

Is that correct, Don ?
AIr. BRAZIER. Yes, if we decide to proceed with a higher number.
Chairman PROXMIRE. Whatever the number is.
The decision to stretch out the F-14 buy so that 192 aircraft will be

purchased over the next 4 years rather than the next 2 Years will have
two effects: First, it will raise the cost of these 192 planes approxi-
matelv $1 billion; and secondly, it will leave the Navy with approxi-
mately 400 planes still to be bought when the F-14 contract expires.

Isn't a stretch out of this kind every bit as much a clause of unjustifi-
able cost growth as a simple cost overrun on a contract?

M r. STILLITo. I can't reconcile these numbers.
Can you, MIr. Brazier?
Mr. BRAZIER. No.
AIr. SIHILLITO. I am going to have to give you the information for

the record. Air. Chairman.'
Chairman PRoxirmrE. Let me put it in a different Way, then.
Wouldn't it be more responsible for defense managers faced with

short term budget problems, to determine which of their programs
were of high priority and which of low priority, and then to cancel
lowv priority programs and fund high priority programs at an eco-
nomically efficient rate, rather than stretching out all programs and
actually raising the long term cost of the taxpayers?

1 See response on p. 1165.
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Mr. SFMILLTTO. Mr. Chai rman, indeed it is sound but we continuously
assess the priority of our programs. There is just no question about
that. I know you have made, this point several times. As I recall, this
last month you made it in a. speech-and we agree with it. At the same
time our priorities get to be pretty dynamic.

It gets additionally awkward when you are looking at a major
weapons system which may take as much as 7 years from development
to operational inventory. You find yourself continuously making these
trade offs and, sometimes You find it necessary to stop work on a major
weapon system that has gone along quite a ways. The priority assess-
ment is something that we must do, and we do do. But it is a dynamic
thing. It is not a static thing.

Chairman PROX-MIRL. I am just wondering whether or not in these
stretch outs you fully evaluate the additional cost by a billion dollars.

Mr. SHILLITO. Somietimes the stretch outs can be economically sound.
Chairman PROX-3IlE. I am sure it can be. But just on the basis of the

apparent cost here I wonder.

IMPACT OF STRRErCHOUTT ON 1;-14 COSTS

Let me ask you this. Since the decision to increase and stretch out the
F-14 buy was made some time ago, and it has obvious cost impli-
cations, why has the DSARC permitted the Navy to go on telling the
Congress, until as little as 2 months ago, that F-14 unit costs would be
$11.5 million a copy, a figure which has meaning only with respect to
the 4(i9 aircraft covered by the Grumman contract and only if pur-
chased according to the baseline schedule envisioned herein.

It would seem that a corollary to the great service responsihility
inherent in the new system of participatory management should be
willingness to discipline service managers when they fail to exercise
.their responsibilities properly. Has anmyone been disciplined either for
misleading Congress about F-14 costs or for any other activities in
conjunction with the F-14 program?

MI]. S-ITLLrTO. As recently as late last fall I can recall quite vividly
the president of Grumman making it a point to tell me that they were
having virtually nothing in the way of cost problems with regard to
the F-14. This was a very casual statement on his part. But the concern
'expressed with regard to the F-14. the schedule slippage and the acci-
dent with the first aircraft have lead to a number of actions. The first.
*of course, was kicking off a study by the Navy. The GAO, as you know.
1as also initiated review of the F-14 program.

At the Secretary of Defense's level we have still not gone over the
Naavy study of the entire F-14 program. We are going to do that at a
JS ARC meeting this week.

Li Clia-irl-i.-l, die are Pas 1 a l .ltlli off uycle as far as afls -6iizi1
some of the questions that you have raised. Again, I would urge that
should vou want to go into detaiil with regard to the F-14, -we have
Captain Ames. the program manager, come over here and zo into such
'detail as he can with you.

Chairmaln PROXM3TRE. I would just like to ask one more question
-before I vield to Mir. Brown.

I have a copy of a letter to the Navy by 'Mr. William Zarkowsk,
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president of Grumman, which seems to take exactly the opposite
position.

Mr. SmiLLrTo. I realize that.
Chairman PROX}IIR. This letter was dated March 31 this year and

released to the press some time ago at a Pentagon press conference.
In the letter Mr. Zarkowsky indicates that due to abnormal infla-

tion and decline of Grumman's business base, their company will be
unable to meet its contractual commitments for the delivery of the
48 lot IV aircraft funded in the 1972 budget without a restructuring
of the present contract. Presumably if such restructuring occurred, the
cost of these 48 aircraft would rise even higher than $16 million each.

Mr. Zarkowsky notes that these problems were first called to the
attention of the Navy in September 1969, and again in July 1970.

When were these problems at Grumman first brought to the atten-
tion of the DSARC by the Navy?

Mr. SHILLITO. I would repeat, Mr' Chairman, that late last fall the
president of the company told me personally that they were-and
again this was in something of an offhand way-that they were hav-
ing no problems economically on the F-14. I happened to be talking
to him about a number of other things when this came up.

!The Zarkowsky letter does give this inference, indeed. The Septem-
ber 1969 letter suggests this inference. In the July 1970 letter there
is now also suggested this inference.

Just because a contractor says that they are having severe economic
problems in complying with the schedule and meeting the cost of the
schedule, doesn't mean that we should roll over and say. gentlemen,
we are going to do something about making you well. We just don't
feel that way. We have not gotten into this sufficiently or satisfactorily,
at least on the OSD level, to convince ourselves as to what the course
of the action should be.

Chairman PROXMiRE. Can you tell me, as a member of the DSARC,
will you oppose or support a bailout of Grumman by restructuring of
the F-14 contract when this issue is formally presented to the
DSARC?

Mr. SHILLITO. Mr. Chairman, we are going to review the F-14
program totally when it is presented. We are going to come up with
the 'best possible decision after that review.

Chairman PROX3naRE. I am sure you will try -to do that. But I hope
some time you get answers before this committee on some of these
things.

I will be back.
Congressman Brown.
Representative BROWN. I think it would be really desirable. Mr.

Shillito, if we are not going to have a program manager for the F-14
up before the committee, to get a thorough review of what went into
the decisionmaking process for the change in quantity order if, in
fact, that is what it was.

Mr. SHILLITO. For the record, Mr. Congressman-I might suggest
that we give you as complete a story as we can. There may be some
minor security problems right now, 'but we will give you as complete
a story as we possibly can for the record with regard to the status of
the F-14.
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(The following information -was subsequently supplied for the
record:)

F-14 PROGRAM

The explanation requested for the change in procurement quantity involves
an increase from a total quantity of 469 F-14 aircraft, including RDT&E
aircraft to a total of 722 aircraft.

In 1968 the force requirement for the Navy and Marine Corps was 469 F-14
aircraft. These requirements originated in the spring of 1968 in answer to the
needs expressed by the Chief of Naval Operations to replace one F-4 squadron
per air wing on an initial rate of 4 to 5 per year. A change in force structure
requirement occurred in the fall of 1969 with a plan to replace all F-A aircraft
squadrons with F-14 aircraft squadrons. Considering the number of aircraft
carriers operating, a dual training site requirement, and the Marine Corps re-
quirement, the total requirement rose to 722 aircraft.

With recent changes in the national Defense posture and 'a reorientation of
procurement priorities with restricted funds, the F-14 procurement plan may
again be restructured.

'The F-14 Program is currently undergoing intensive review. Since past events
and current activities are inextricably Interwoven into the decisions affecting
the future of this program, it is premature at this time to provide any further
run-down on the program.

Representative BROWN. I think that would be very helpful, because
otherwise the charges stand and the answers are not a part of the
record.

AVONDALE AND LOCKHEED SHIPBUILDING CLAIMS

And in that connection, I would like to ask you, if you would, to
pursue for a moment one of the things that came up yesterday. And
that is the settlement of two Navy contract claims without apparent
satisfaction of the legal obligation of the Navy to meet those claims.
This was presented in our hearing yesterday by Mr. Gordon Rule. Do
you know the situation to which I refer'?

Mr. SHirLrro. Yes; I do, Mr. Congressman.
I would like to make just a couple of points with regard to these

claims, the one dealing with Avondale and the other with Lockheed.
First, one of the more outstanding people in our overall operations

is Rear Admiral Sonenshein who heads up the Naval Ship Systems
Command. He is a dedicated, hard-working individual. That is a very
tough job; in fact, buying ships has been historically a very, very
tough job. As head of a procurement activity, he can act and he can
negotiate on these type claims.

W7e have had very severe claim problems. In fact, this administra-
tion has been very upset by this claim situation. As I think it came out
in the discussion yesterday, we have had about a billion dollars in
claims. It is important consequently that these claims 'be resolved. They
need resolution. They have to be brought to a head. They have to be
negotiated, and they have to be finalized.

Frankly, the settling of these claims in a timely manner bothers mr.
more than the inference that maybe these claims were settled somewhat
precipitously. As you know, all of these claims have been in process
from a year and a half to 2 years. Admiral Sonenshein and the Chief of
Naval Material have had teams of people working on these claims
along with Mr. Rule's people. There has not always been a consensus
relative to how they should be settled.
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Representative BROWN. The suggestion yesterday, as I recall, was
that the two claims were settled without the formalization of a written
report establishing legal responsibility under the contract for the claim
that was made by the company.

Mr. SHIILLITO. Yes. There are several points that tie into this.
Admiral Sonenshein has been trying to get these claims finalized. He
did come to some tentative agreements which became the command's
position with regard to these claims. The claims still have not been sub-
mitted to the Chief of Naval Material. Due to the dollar magnitude
they have to go to the Assistant Secretary of the Navy, I. & L. They
still have not gone to him. So these claims have not been finalized and
they have not been signed off. If the tentative agreements are incorrect,
they will be modified.

Representative BROWN. What you are saying is that these claims
have not been paid?

Mr. SILIILLITO. Progress payments have been made against them but,
basically, that is right.

Representative BROWN. There has been a recommendation by
Admiral Sonenshein with reference to the payment of the claims and
with reference to his opinion about the legal obligation to pay the
claims?

Mr. SHILLITO. That is right. Again, this was not a precipitous
action. In fact, one of the things that bothers me more, if I were to look
at our total problems within Defense, is that it takes too much time to
get the job done. The inference in reading today's papers is that some-
where, somehow, somebody settled a couple of claims off the top of his
head. This just isn't right. A year and a half to 2 years is too long to
settle these things. It takes us too long to place an order. We have a lot
of these kinds of problems that administratively we are just not on
top of.

Representative BROWN. I notice in the list of claims for the U.S.
Court of Claims-I think I am right in the identification of the court-
before the Renegotiation Board-are some that go back to 1952, which
were left over from the Korean war, as are the rest of us. It seems to me
that the claims of the Renegotiation Board on the one hand-and there
was some comment yesterday that the claims have not moved, that is,
the total number of claims have not moved-I assume that there has
been some increase in the number of claims. That means that there must
have been some settlements. Or have there been no settlements over the
last 2 years?

Mr. SHILLITO. There have been some claim settlements. The Todd
claim was settled. I can give you a complete recap on all claims that
were pending 2 years ago, the additional claims that have been sub-
mitted, the claims that have been settled, and the amount that they
have been settled for, versus the amount that was submitted by the
contractor.

Representative BROWN. I think that would be very helpful to have
for the record, or at least provide it for the members of the committee.

Mr. SHILLITO. Yes, sir.
(The following information was subsequently supplied for the

record:)
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BREAKDOWN OF SHHPBmLDING CLAIMS

SHIPBUILDING CLAIMS ($5,000,000 AND OVER)

IDollars in millions)

Date claim Amount Of Amount Of
Company Ships submitted claim settlement Remarks

Avondale Shipyards, Inc -.- ,DE 1052 class_ -January 1969--- $49.3 $25.6 (l)
Do- - ,,, DE 1078 class-S September 1969. 98.2 47. 9 (l)

EDO Corp------------------------- Variable depth December 1968. 16.7 (2--------)

Electric Boat Division, General Dynamics Escalation: Vari- November 1968. 29. 7 19.0 -B .
Corp. ous SSN/SSBN

Do --------------------------- SSN 671 - August 1969---- 8.1 6.7 .
Lockheed Ship Building and Construction DEG 1,2,3 -- December 1968.. 11. 4.2 -----

Co.
Do - --- AO 106. 109- ----- November 19689 7.9 1.9-
Do -DE 1048, 1050. .- January 1969 -- 12.9 3.7 -----------
Do -------------------------- LPD 9-15 -do- 02. 0 48.4 (9)
Do -AGEII-1 - do 6.5 4.0.
Do -AE 22, 24 --------- November 1968. 7.5 4.1 .--------
Do -.-------- DE 1052 class . January 1969. - 50. 7 13. 6 (l)

Newport News Shipbuilding & Dry Dock CVA 67 - - June 1969 ---- 46.6 21.4 (l)
Co.

Do- - .- - - VariousSSN/SSBN. March 1969 ----- 40. 5 20.6 (I>
Do -.--....... LCC-20 - August 197B.---- 11.0 (2) .

Tacoma Boat Building Co - PG 84-90 --------- December 1968. 6.0 3.4 .-.
Bethlehem Steel - AE 28,29 -. February 197L--- 48.3 (2) ........

Litton Systems, Inc., Ingalls Division.---- Various SSN - May 1971 ---- 94.5 (2) .- _____
General Dynamics Corp., Quincy Division. AE 26, 27 - June 1970 22.7 (2)-

Do-. .- - --- SSN 6389649 - January 1968..--- 25.5 (2)
Defoe Shipbuilding Co ------------- T-AGS 31, 33, 34; August 1970---- 8-. .5 ()

T-AGOR 14, 15.
Todd Shipyard Corp -,.-- ,,,,-,,,DE 1052 class--.November 1969. 114.3 96.5 --------

I Tentative settlement-Subject to the approval of the contract claim control and surveillance group and the Assistant
Secretary of the Navy.

Open.
31n dispute, pending before ASBCA.

RESEARCH AND DEVELOP3MENT GAP

Representative BROWN. Mr. Shillito, the question that we seem to be
into here, is the question of whether we should have more quantity
as in the F-14 or fewer items ordered with the initial contract, any
time when we are cutting back our commitment to Defense in terms
of the percentage of our GNP on the percentage of our national budget,
that we have a greater quantity of a few items rather than the develop-
ment of a broader choice of weapons and weapons systems. Has there
been any overall commitment to a policy in that area? What is the
rationale for that?

Mr. SHILLITO. We are very much concerned with our R. & D. budget
and ensurina continued advancement in those areas that have po-
tentially thet greatest technical payoff. Frequently, this brings about
the necessity for looking at a number of diverse approaches and a
number of diverse items. AS we move along through research and then
through the development cycle, it becomes economically essential that
we decrease thle number of items. WVe just cannot afford to kick them
all off, as I am sure you can appreciate. This is receiving an awful lot
of attention.

I would like to ask Admiral dePoix to conment on this subject.
because it is the type of thing that our D.D.R. & E. people have been
spending an awful lot of time on themselves.

Representative BROWN. I would appreciate his comment. I would
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like to know whether it relates to this from Admiral Moorer on the
first page about our countable lead having now all but vanished, and
within the next 5 to 6 years we will actually find ourselves in the posi-
tion of overall strategic inferiority. Is that pace the reason for this
overall decision?

M~r. SH1ILLIO. Overall strategic inferiority regarding the number of
Defense missiles, megatons, our Defense systems. This I spell out from
Admiral Moorer's posture statement.

For example, we are concerned about the number of engineers that
we have graduating in this country. As I recall, we are now faced with
a situation where the Soviets are graduating about 4 to 1 as manv engi-
neers as we are. We are talking about a situation where a significant
percentage of their total engineering graduates are going to strategic
type areas, or going into their strategic defense areas. This concerns
us. We consequently find that we must be thinking about our technical
talent-the diverse type of talents that we should be concerned with.
Of course, a lot of this relates to our budget and an awful lot of it re-
lates particularly to our R. & D. budget. We urge the passage of this
budget at a level at least as high as has been submitted.

Admiral DEPOIX. I think everything you said is part of the picture,
sir. We are trying to cut down the number of different kinds of
weapons systems that we actually produce. We are not trying to cut
down on the diversity of the research and the exploratory development
that we conduct, because we feel that we need the maximum number
of reasonable options that we can provide to the President and the
C-ongress for the meeting of different kinds of threats that may either
be facing us now or that may emerge.

So we actualyv have two things that are in confrontation here. We
have to decide to produce the minimum number of different kinds of
weapon systems. We have examples that I can mention here right
now-the Agile air-to-air missile, which the Navy and the Air Force
are jointly developing or planning to jointly produce and use as the
follow-on to things such as the Falcon, which has been used by the
Air Force for a number of years and the Sidewinder, which has been
developed and produced by the Navy.

However, counter to this desire and drive to produce a minimum
number of different kinds of things, so that one can be used by not
onlv one service throughout but by two or three services, is the fact
that we have a whole variety of threats which are facing us. The
ability to face a group of threats frequently cannot be met by having
onlv one weapons system. You have to have complete. flexibility to
meet the threats which are facing you.

*Witness the fact, for example, that we have visual air-to-air mis-
siles. all-weather air-to-air guided missiles, and other different kinds.
The reason is that if we onlv have one kind, there is a very good chance
that that one kind will be countered. If you have onily one system
and it is countered, then militarily you are in a pretty bad situation.

This, as you will recognize, is one of the reasons for the Triad in stra-
tegic warfare-the submarine ballistic missile, the land-based missile,
and the airplane or bomber.

So we have these drives that are proceeding in opposite directions.
The major point I think to bring out here is that it is our policy in

the Department of Defense to keep our research and development open,
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particularly in the area of research and advanced technology which
includes research, exploratory development, and nonsystems oriented
advanced development, but not to produce more than we actually need
to meet the threat as we see it.

Does that help with the question ?
Representative BROWN. I think it does. My time is up. Thank you.
Mr. SiLiTro. If I can make a point, Mr. Chairman, this ties into

Admiral dePoix's comments. (Showing chart.) This is exactly the
same depiction that we used 2 years ago.

(The chart referred to above is as follows:)

COPY OF WEAPON SYSTEMS ACQUISITION CHART

Mr. SHILITO. I might say, Mr. Chairman, we are talking about the
diverse options back in this time frame that warrant the kind of con-
siderations that we are most concerned with. To look at the entire
spectrum, these options become less and less available as you move
across the contract definition into full-scale development. When we
get to the point where 90 to 95 percent of the total dollars are to be
spent on the production of a major weapons system, we necessarily
get to comparatively fewer systems.

177tV
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The difference between this chart and that presented a few years ago
are these DSARC meetings that we have indicated on here.

Representative BROWN. Are those decisionmaking points? Is that
what you are saying?

Mr. SHILLITO. Those are review points as to the major weapons
systems. These then lead to recommendations to the Deputy Secretary
of Defense, generally, and then the decision relative to proceeding to
the next benchmark.

SHIPBUILDING CLAIMS-NAVY REVIEW PROCEDURES

Chairman PROXMIRE. Congressman Conable.
Representative CONABLE. Thank you, Mr. Chairman.
I would like to follow up on the testimony of Mr. Gordon Rule at

this time.
I would like to ask you, Mr. Shillito, is the Navy's Contract Claims

Control and Surveillance Group part of the process of arriving at con-
tract settlements? Does it have the responsibility of checking the pro-
cedures that have been followed by an official like Admiral Sonenshein?

Mr. SHILLITO. That is generally correct, Mr. Conable.
Representative CONABLE. Who controls the Contract Claims Control

and Surveillance Group? Isn't that the Navy also?
Mr. SHILLITO. This is under the Chief of Naval Material, that is

correct, sir. The group is headed up by Mr. Rule.
Representative CONABLE. SO Mir. Rule's function, then, is to be

part of the process?
Ir. SHILLITO. That is exactly right.

Representative CONABLE. And he is apparently objecting to having
to do some work in reviewing somebody's decision earlier in the process,
is that true?

Mr. SHILLITO. I didn't say that, Mr. Conable.
Representative CONABLE. I said that.
Mr. SHILLITO. Mr. Rule's operation is an important, but compara-

tively small piece of the total Chief of Naval Material's operation. His
function is normally a service-type function to the line-type people. It
is his responsibility to insure that we are doing the right kind of job,
among other things, in this particular area.

Representative CONABLE. And that there has been technical com-
pliance, among other things. with the requirements of law?

Mr. SHILLITO. Yes, sir.
Representative CONABLE. What else happens before a claim like this

Lockheed claim that is reported so extensively in the morning papers
is paid?

Mr. SHILLITO. Well, a number of things happen. But the situation
in this particular instance, as I recall, was that teams were formed by
the Naval Ship Systems Command. This has been typical of all of
these. These teams include engineering people, attorneys, procurement
people. and production people. They go into great detail with regard
to all facets of the claims that have been submitted by the contractor.
On these particular ships-and I think we are talking about the 1052
class ships here, as I recall there were deficiencies in a number of the
specifications, particularly with regard to shock and vibration
specifications.
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Representative BROWN. You mean in writing the original contracts?
Mr. SIIILLITO. Yes, sir.
Representative BROWN. I was under the impression that Mr. Rule

had a hland in the original contract. Is that right?
Mr. SITILLITO. I am not sure of that, Mr. Brown.
Representative BROWN. He is the one who has reviewed the contract

before it is left, is he not?
Mr. SHIrLLro. HIe is. But I am not sure as to what his role was in

the original contract. The original contracts go back to 1964 or 1965,
that time frame.

The claims are reviewed by these teams. Of course, Admiral Sonen-
shein is in the position where he has to weigh the recommendations
of the entire team, and then has to move ahead on the recommendations.

These particular claims-and I checked this, this morning-have
not been signed off yet.

Representative CONABLE. 'What happens after Mr. Rule's group is
through reviewing them and insuring the technical compliance with
the requirements of the law?

MNr. SHILLITO. In this case, they are in the dollar range that re-
,quires them to go to the Chief of Naval Material, Admiral Arnold,
then, they go to the Assistant Secretary of the Navy, Mr. Sanders,
for approval at that level.

Representative CONABLE. Do these gentlemen perform any further
investigation ?

Mr. SmLLITO. If they are satisfied with all the facts that have been
presented to them, they do not. If they are not satisfied, they may
require additional investigation. One of the things that bothers me
very much about this whole claim situation is the time.

Representative CONABLE. May I ask you, sir-you said that Admiral
Sonenshein had been working on this matter for a year or a year and a
half; is that correct?

Mr. SHILLITO. These claims have been under review for a year and
a half to two years. You get an awful lot of dust on some of these things
with that kind of a time frame.

Representative CONABLE. Do these claims represent overruns, or do
they represent matters in controversy? There have been substantial
progress payments made and these sums are considered to be in rela-
tion to closing up all of the matters in dispute in the contract, is that
right?

Mr. SHILLITO. That is correct, Mr. Conable. They tie more to contro-
versy-frequently specification deficiencies. Frequently there is a phlvs-
ical inability on the part of a contractor to comply with a possible
deficient Department of Defense specification. This, then, has necessi-
tated some type action.

Pteplsentti-.e CO-ABI,. ISbhi byliv V Ut ulay ueuvoilling 1iliherellu ill
contracting with the Government?

Mr. SHILLITO. I am of the strong opinion that as we move more into
this so-called fly-before-you-buy approach-and I don't like to play
up that approach-with more cost-incentive type contracts in the de-
velopment area, we will end up with less uncertainties, and misunder-
standings as to exactly what we want in the production phase.

There is little doubt but what that Ewill be the case. Moving into a
major weapons system before development is really completed on a
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fixed-price basis under specifications that are pretty well frozen causes
these types of problems.

Do you want to elaborate on this?
Admiral DEPoIx. No, I think that covers it completely.
Mfr. SHILLITO. Admiral Reich.

AVONDALE AND LOCKHEED SHIPBUILDING CLAIMS

Admiral REICTI. Yes, I will add to that.
In this particular project there are 46 ships. These ships are being

built by Todd, Avondale, and Lockheed. There is considerable work in
progress even now. Only about half of these ships have been delivered.
Unfortunately-, there are deficient Government specifications which
have been called out. It is only at this latter day that there has been
recognition of this fact. Obviously, the contractor is well a-ware of this.
Rather than a completed program, this is very much an ongoing
program.

Representative CONABLE. This is a problem for the Defense Depart-
ment handling this kind of complexity in procurement, and it is also
a problem for the contractor, is it not?

'Mr. SHILLITO. Indeed it is, sir.
Representative CONABLE. Do you find increasing resistance to con-

tractor dealings with the Government where this kind of contract is
involved?

Mr. SHILLITO. This has had a lot to do with our reassessment of the
total contracting environment. Of course. in a few instances we have
been faced with situations where the magnitude of the problem is many
times the individual contractors' equity. This presents almost impos-
sible situations. But indeed it is a problem as far as the contractors are
concerned, too.

GOVERNMENT-OWN1ED PROPERTY IN THE HANDS OF CONTRACTORS

Representative CONABLE. Mfr. Shillito, you mentioned in your state-
ment that the Government is trying to reduce the number of industrial
plants which it owns. How are you disposing of them? I would be
interested in how you go about getting rid of a portion of the $10 to
$13 billion worth of Government plants and equipment that the Gov-
ernment is supposed to own at this point that is in the hands of con-
tractors for the most part.

Mr. SHILLITO. Frankly, Mr. Conable, we are not disposing of them
fast enough. We do develop extensive plans relative to the disposal of
such equipment. On occasion we have been faced with problems regard-
ing our ability to dispose of such equipment as rapidly as we might like
to. We have been constrained, as Chairman Proxmire is aware, in our
ability to negotiate with a contractor who has the facilities that we are
concerned with. This is something that we very much want to do some-
thing about, as does the chairman. W17e are moving in the direction of
disposing of these facilities. T would like to have been able to tell you
that we are doing this at a satisfactory rate, but I cannot, Mr. Conable.

Representative CONABLE. YOu state that there is legislation pending
before Congress relating to the disposal of Government equipment. It
is the pending legislation concerned with the lowering of Defense De-
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-partment procedural requirements? What does the legislation do
generally?

Mr. SHILLITO. The legislation really does a couple of things. Among
other things, it would allow us to negotiate the sale of such equipment
to the companies or contractors in whlose hands the equipment resides.
This happens to be a thinig that is most important.

Representative CONABLE. In many cases, it is now leased to them for
commercial purposes for short periods of time at any rate, is it not?

Mr. SHILLITO. They may be using it for some commercial work when
it does not interfere with Government work at that plant. Some of
this equipment, even though it may not be categorized as special equip-
ment, has a much greater value to the company which uses it than it
does to anybody else.

By the way, our negotiated sales numbers, looking at the acquisi-
tion value versus the sales value, are such that we are realizing a greater
yield on sales to companies using the equipment than we are to com-
panies acquiring the equipment through advertised sale. Admiral
Reich, you may want to comment on this.

Admiral REIcH. Yes, sir.
In terms of the number of plants-you spoke of plants where -we have

'both industrial plant equipment and a certain amount of real estate-
in 1961, we had 261. However, in 1971, wve have 189.

The actual sale of plants is carried out by the General Services
Administration. The Defense Department surpluses them, and then
the General Services Administration conducts the sale, whether it be
nezotiated or advertised. IVhere real property is involved, there is
provision for negotiated sales.

Representative CONABLE. And you are not trying to change it?
Admiral REICH. No.
Representative CONABLE. Mr. Chairman, my time is up.

AVONDALE AND LOCKHEED SHIPBUILDING CLA EMS

Chairman PROXMIRE. Could I ask you, Mr. Shillito, have you ever
discussed the shipbuildins claims by Lockheed and Avondale. which
are the subject of yesterday's testimony, with Admiral Sonenshein?

Mr. SHILLITO. Yes, sir; for about 5 minutes this morning.
Chairman PlRoxnm. WVas that the only time you discussed it with

him?
Mr. SHILLITO. Well, I wouldn't want to be tied down to that. I would

have to say that the whole subject of claims has been a topic that many
people discuss many times, M-r. Chairman.

Chairman PROx-mIE. What I am getting at is whether or not von
advised Admiral Sonenshein to expedite the settlement of those claims.

M\r. STHILLITO. I have advised Admiral Sonenshein, Mr. Sanders,
and everybody that I can talk to, to expedite the settlement of all

-claims, Mr. Chairman.
Chairman PROXMIRE. Did you suggest that they be negotiated before

-obtaining a complete legal and technical analysis of the claims?
Mr. SInrLLITO. No.
Chairman PROX1iIRE. By requiring the claims legally and technically

to comply, isn't that exactly what Mr. Rule is doing, isn't that his
function and responsibility?
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Mr. SHILLITO. This is indeed a portion of his responsibility; that is
correct, sir.

Chairman PROX3MA E. It seems to me that Mr. Rule has served this
country well.

Mr. SHILLITO. I wouldn't disagree.
Chairman PROXMIRE. So how can you suggest that he is responsible

for holding up claims in any way, shape or form, when he should be
commended?

Mr. SHILLITO. Did I say he was holding them up?
Chairman PROXMIRE. No, but the implication that I got from the

questions and answers this morning was that he wasn't doing his job.
Mr. SHILLITO. This implication must have been similar to what I saw

in the paper this morning relative to this being a precipitous action.
Chairman PROXMIRE. It may not have been precipitous, but it is not

Mr. Rule's responsibility, that is not his legal and teclmical responsi-
bility, that is the responsibility of Admiral Sonenshein, is it not?

Mr. SHILLITO. That is exactly right.
Chairman PROXmaIRE. Mr. Rule has indicated there doesn't seem to

be any.
Mr. SHILLITO. Admiral Sonenshein will have all of this before it

goes to the Chief of Naval Material, and before it goes to the Assistant
Secretary of the Navy, I. & L.

Chairman PROxMIRE. You say, these claims have been pending for
years, and Admiral Sonenshein still hasn t gotten the legal and tech-
nical analysis.

Mr. SHILLITO. Frankly, I did not ask exactly where he stands withl
regard to his legal and technical analysis, Mr. Chairman, when I talked
to him. That will have to be a part of the package that goes forward,
I can assure you of that.

Chairman PROXMIRE. Do you know of anybody in the Defense
Department who has advised Admiral Sonenshein to go ahead and
proceed without getting technical or legal analysis?

Mr. SHILLITO. I don't think anyone has ever advised him to proceed
without getting legal and technical analysis, and I don't think you
will find that he has.

Chairman PROXMIRE. Many other important questions raised in our
correspondence with you and other high-ranking officials of the De-
partment of Defense remain unanswered. Responses from Mr. Packard
have been particularly inadequate. I don't want to take the subcom-
mittee's time to pursue each unanswered question in detail. However,
I don't intend to drop my insistence on full disclosure on unclassified
Defense business matters in general and the Lockheed situation. I
think that the behavior of the Department of Defense in protecting
Lockheed at the taxpayers' expense has been nothing less than
outrageous.

SHILLITO OPPOSED ASPECTS OF EARLY DRAFT OF GAO PROFITS STUDY

You strenuously opposed certain aspects of the early draft of the
GAO profit study, Mr. Shillito. You particularly objected to the audits
of the 146 contracts and the finding of the high profits. and you were
also unhappy with the table in the early draft comparing the GAO
questionnaire results witl the LMI results. You recommended deleting
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that table, and you reconmmiended downgrading the importance of the
audits. Both of your recommendations wvere tollowed; first, can you
tell us when you were with LMII, and when the LMI profit study was
conducted?

Mr. SETLLiTo. I was with LMII from its inception, 'Mr. Chairman.
Chairman PROxNnrE. When was that?
Mr. SHILLITO. That was in 1962-and until the first part of 196S,

about April of 1968. The profit study was started in August 1964, and
ran for several years. The last report, published in 1970, covered profit
statistics for the 11-year period 1958-1969.

Chairman PROXINIRE. You were the head of the LMI study?
Mr. SHILLITO. That is right.
Chairman PROXMIRE. Do you believe an appearance of a conflict of

interests is suggested in the fact that you have worked so vigorously
as a public official to preserve the reputation of the Think Tank fwith
which you were formerly associated?

Mr. SmLurro. No, sir. I made it very clear in my statement that we
are completely satisfied with the GAO profit study. You might con-
strue it that way, Mr. Chairman. But, frankly, I am only interested in
the facts. That was the idea behind the LMI study.

Chairman PROX31uE. How do you explain the fact that you have
worked for the deletion from the GAO report of the table comparing
the LMII results with your assertion that the GAO findings are con-
sistent with the LMI findings? If they were so consistent, why didn't
vou want to leave the LMI table in the report? Isn't it true that the
findings are not consistent, that GAO showed substantially higher
profits than LMI?

Mr. SiLLITo. Yes, sir. Of course, there are several very funda-
mental reasons for this. It is a matter of comparing apples and oranges.
The two reasons that come to mind most readily are, first, the GAO
used a significantly different definition of total capital investment.
I think Mr. Staats mav have touched on that in his discussions with
you. The second significant difference was the fact that the GAO
weighted their results to include interest rates. The combination of
these two things when compared to the LMII data with regard to total
capital, which is just equity capital plus long-term debt, gives a dis-
parity in these numbers. You just can't compare them.

By the way, the contractor relationship of the 74 in the GAO report
versus those in the LAII report is such that it has not been possible
to effect a reconciliation between the two. It just did not make sense
to attempt to develop a comparison in a way that would infer that
these were reconcilable.

At the same time the recommendations that the GAO came out
with were not too much different than those that LMII came out with.

nuaai.tfl. Prso~v~r .th- ...it I X ccO..llx:> l is IvIlCttU, it-L.

Staats seems to put most emphasis on-and this is using and analyzing
defense profits and relating defense profits to procurement policy-
that much more emphasis should be put on return on capital
investment.

Mr. Si-iLLiTo. Yes, sir.
Chairman PROXMNIRE. And did they recommend that?
LMr. SIIILLITO. Yes. 'Mr. Malloy, you may want to correct me on this,

but I think it was in 1967.
Mir. 'MALLOY. Yes.
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TRUTH-IN-NEGOTIATIONS IN STEEL CASES

Chairman PROXMIRE. I wrote you a year ago expressing my concern
over the lack of compliance with the Trutth-in-Negotiations Act. Inl
your letter of response dated April 21, 1970, you assured me that in
general contractors were complying with the law and that it was being
enforced. A few weeks ago Admiral Rickover appeared before the
subcommittee with documented evidence showing that four major steel
companies have all refused to comply with the Truth-in-Negotiations
Act. This problem involves millions of dollars of steel contracts, and
it has been going on for years. The Comptroller General, in the same
hearings, said that he had reported on this problem with the steel
suppliers in 1965, and that the problem had still not been resolved.
This evidence seems to contradict your statement that defense con-
tracts generally have complied with the Truth-in-Negotiations Act.
Apparently, when you wrote the letter you either were not aware of
the serious problem or you decided not to report it to me. What is the
correct explanation?

AMr. SHILLITO. I report everything to you, Mr. Chairman, that you
ask me for.

Chairman PROXMIIRE. Well, I asked for it.
MNr. SHILLITO. As my statement indicates, we have had about 85

waivers to the Truth-in-Negotiations Act out of about 100,000 con-
tractor actions. We do have some problems with some contracts. Ad-
miral Rickover cited a few of these the other day. I, frankly, have not
gone into these in great detail, Mr. Chairman, for which I apologize
but I will be going into them in greater detail to find out exactly what
the problems are. If problems do exist, the Department will do some-
thing about them.

Chairman PROX-MIRE. You are referring to the testimony by Ad-
miral Rickover of several forging suppliers that regularly refused to
comply with the law on Navy contracts and widespread noncompli-
ance in the steel, computer, and nickel industries?

Mr. SHILLITO. Yes, sir.
I noticed in one instance that he mentioned 1,200 purchases on the

part of one shipbuilder, suggesting that individual large purchases
were broken down into these elements sufficiently small to allow them
to get around the Truth-in-Negotiations Act.

Chairman PROXMIRE. Of course, what I am referring to are the
specific questions and answers. And let me read them because they
are very short:

Are there any types of steel of which the Department of Commerce does not
have adequate competition?

Your answer:
The Defense Industrial Supply Center in Philadelphia is the principal pur-

chaser of steel products for the DOD. Adequate competition is considered to be
present in all its steel purchases.

Of course, steel suppliers, forging suppliers, computer manufacturers, and
other material suppliers now provide cost in pricing data in cases where this is
required by the Truth-in-Negotiations Act. Generally speaking, Defense contrac-
tors. subcontractors and so forth, have done so.

So that the answers seem to be clearly contradicted by testimony
documented by Admiral Rickover.
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2Mr. SHILLITO. Generally speaking, they do comply. Again, you are
talking about 85 waivers out of 100,000 actions where cost or pricing
data was required.

Chairman PROXMIRE. You don't really mean the 100,000 have all
complied, you mean you just haven't had a chance to check into it.

Afr. SrIILLITO. The figure of 100,000 is the number of noncompeti-
tive negotiated procurements over $100,000 which require the submis-
sion of certified cost or pricing data.

Mr. MALLOY. We haven't been faced with the need to grant waivers
except for a miniscule number of our procurements over $100,000.
There could be some in that total that didn't come to our attention.
We wouldn't know for sure.

Mr. SHILLITO. However, where there is a waiver granted, it does
come to our attention.

Mr. MALLOY. I might say a word on this procurement of steel,
Mr. Chairman.

The Secretary's reply to you dealt with the specific question pre-
sented, which was the procurements that we may make of a particular
type of steel. We really make very few procurements of this type of
steel ourselves. The problem presented by Admiral Rickover did not
deal with the procurements we make. It dealt with the procurements
that are made by Navy contractors. There has been a running con-
troversy over the past several years as to whether the bids that are put
in by the three suppliers are, in fact, competitive or not. The steel
suppliers have not provided cost or pricing data. The Navy has that
problem. They are dealing with it as best they can.

Chairman PROXMIIE. We covered the subcontracts in our letter, and
you told us that there was competition with the subcontracts, too.

A couple of other things. You also told me in your letter that you
are setting up a special task group to study the problem of compliance
with the act. What 'has the task group found and what changes have
been made as a result of their study?

Can you give us copies of any reports written 'by the task group?
Mfr. SHILLITO. Yes, that which is available.
Mr. Malloy, can you address that?
(The following information was subsequently supplied for the

record:)
SPECIAL TASK Gaoup-PL 87-653

A special task group to study the problem of alleged contractor resistance to
supplying cost or pricing data in specific instances was established in April 1970.
The first meeting of the task group was held on May 5, 1970. Two other meetings
were held shortly thereafter. An analysis of the problem area, as determined by
the task group, is attached. One specific problem area involving aircraft wing
pneumatic de-icers was discussed by the task group during these meetings. As a
result of the relative lack of specific refusals by contractors to furnish additional
certified eost or nricing datn. further task groan meetings were not called. In-
stead, subsequent specific problem areas were handled by the Service involved,
often after consultation with the office of the Assistant Secretary of Defense
(Installations and Logistics). Policy changes were initiated and staffed through
the normal Armed Services Procurement Regulations (ASPR) Committee chan-
nels. During this time, the ASPR Committee dealt with problems involved in
(1) the subcontract area where subcontractors refuse to furnish cost or pricing
data to a prime contractor who also may be a competitor, (2) a clarification of
that part of the law which exempts established catalog or market prices of com-
mercial items sold in substantial quantities to the general public, and (3) a
clarification of the applicability of the statute to final pricing actions under re-
determinable contracts.

67-425-72-pt. 4 7
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ANALYSIS OF PROBLEM

RE: OBTAINING COST OR PRICING DATA AS REQUIRED BY PUBLIC LAW[87-653

Conditions Potential problem Extent Solutions

C. & P. data clearly required Adamant refusal by con- Very few cases-less than 1. Eliminate special item.
tractor on special mili- 10 since 1962. 2. Develop new source.
tary item. 3. Waive requirement.

Exemption possible:
Competition sought:

'Obtained - No problem ---.
Sole response- Threat of competition de- 25 to 50 cases per year 1. Determine if other ex-

termined does not exist. (forgings, bearings, air- emption applicable.
craft tires, elect.Dtubes). 2. Obtain cost or pricing

data.
3. Waive requirement.

Catalog or market price-sold
in substantial quantity to
general public:

Clearly exempt:
Price OK - No problem
Price not OK - Determining proper price- Negotiate better price.

not Public Law 87-653
problem.

'Not clearly exempt - Obtaining data to support Typical of computer elect. 1. Get data to support ex-
claim of exemption and tube and auto parts. emption.
data to support "based 2. Get data to support
on price." "based on price."

3. Get cost of pricing data.
4. Waive requirement.

Mr. M&LLOY. Yes. Mr. Chairman, we are finding that there are two
or three areas that we need to give more attention to in the implemen-
tation of Public Law 87-653. We are having difficulty in defining
exactly what evidence should be presented to justify an exemption
under the law with respect to catalog or market price procurements.

We are also having some difficulty with respect to certain subcon-
tractors who do not want to provide cost pricing data to a prime con-
tractor where the prime contractor may be a competitor of the sub-
contractor. We are providing that the subcontractor may, under those
circumstances, supply its cost pricing data directly to the Govern-
ment. This raises a number of complex questions. We have already
indicated that there are trouble spots in the steel and the forging
areas. I believe that these are the principal areas where we are having
difficulty now.

'Mr. SHILLITO. We have to realize that the Defense business of some
of these companies is such an insignificant piece of their total business,
they could care less whether they do business with us. It becomes pretty
tough sometimes to obtain cost or pricing data under these
circumstances.

DOD REFUSES TO PROVIDE CASH FLOW STATEMENT ON LOCKHEED

Chairman PROXMIRE. I would like to ask you if you would give us
what we have been pleading for, for a long, long time, and now it
seems to me that Congress has an absolute right to demand it, and I
will do everything I can as a Senator to get it, including using my
full authority such as I have as a Senator on the floor of the Senate
to delay the legislation for the so-called Lockheed bailout unless we
can get a cash flow statement on Lockheed. Now, we have a right to-
get that. And no banker would make a $100.000 loan without a, cash
flow statement. We are asked to guarantee a $250 million loan. And we
have also been told that this is proprietary information. I think you
have a point with respect to Defense matters. But now this is for a.
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commercial purpose, for a commercial product, for the L-1011. Under
these circumstances, it seems to me that we have a right to get a full
cash statement as Members of Congress before we go ahead and pro-
ceed with this.

You are in a position, Mr. Shillito, to help us with this and I hope
you wvill.

Mr. S'nLLrrO. Well, as you know, Secretary Connally has taken
over the responsibility for the entire Lockheed matter. This is some-
thing that I am most pleased with. At any rate, I would assume that
this type question would be directed to the Secretary of the Treasury.

Ch1Iairmnan PnoxaIIRE. The Secretary of the Treasury may say, well,
the military has been studying Lockheed for years, they know about
it, Mr. Shillito is probably the outstanding authority on Lockheed in
many respects, along with the Air Force experts, and they must have
this material, I am surprised that you cannot get it from them.

Mr. SHIILLITO. Mr. Chairman, we do have this material.
Chairman PROX3IIRE. Why not give it to us?
Mr. SHILLITO. We do have an awful lot of the cash flow records with

re-ard to Lockheed. You know we have it.
Chairman PROXMIRE. Can yvou give it to us?
Mr. SUILLITO. No, we canit give it to you, because it is proprietary

data. It has all kinds of proprietary implications. We have told you
this. It is a situation where -we have sat down with the entire staff of
the diverse committees on this, and we have gone over it in great detail
with them. We have made it very clear as to what the situation is. You
want things that you can release, sir. You have made that very clear to
us.

Chairman PROXNEIRE. Yes, indeed. There is no reason why you
should classify it. It would seem to me that the taxpayers have an
absolute right to this, if they are going to be asked to put up the
$250 million guarantee.

Mfr. SHILLITO. The staffs of the four committees that have been con-
cerned with this whole Lockheed subject have gone into this in great
detail. We don't lack for much information on the Lockheed financial
situation.

(The following information was subsequently supplied for the
record:)

LOCKHEED

As things stand now, Secretary Connally has been designated by the President
to be the Administration's focal point regarding the $250 million guaranteed loan.
The Treasury Department is preparing the justification for that legislation and
working with Lockheed to obtain concurrence to release the company's confiden-
tial and proprietary data.

Chairman PROXMIRE. Mr. Brown.
Represcntative BRowNVI. I. ilVpoint of lact, W1 e-i you say iA i6 proprie-

tary information, what you are saying is that its privacy is protected
under the Freedom of Information Act, isn't that correct?

AMr. SHMhLITO. That is right, Mr. Brown. An awful lot of the data is
fairly sensitive as far as this company is concerned. There have been
questions as to our legal right to take action in regard to the disclosure
of this data. We have gone into this in great detail with our counsel.

Of course, though this company is in pretty dire circumstances nowv,
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it still has a competitive position to attempt to fight for or vie for. We
have to recognize this. That is about the situation.

Representative BROWN. As I recall the Freedom of Information
Act, the things that are exempted are national security, defense secrets,
in effect, and also the question of competitive status, in other words,
competitive data that would disadvantageously affect the company.

Air. SHILLITO. That is correct, sir.

DOD SPENDING

Representative BROWN. I *would like to pursue, if I may, a little bit,
the question of whether we are spending more or less, the same, or
what, on our defense posture. Your statement said that in real dollars
ve had increased our spending between 1964 and 1968, the peak period

of the Vietnam war, by $24 billion essentially, and that we have
decreased it $24 billion from 1968 to 1972 based on the proposed 1973
budget.

Hr. SIHILLITO. Yes, sir.
Representative BROWN. And during the same period of time, Fed-

eral spending, that is, 1964 to 1972, which was the period you are
talking about-

Mr. SHILLITO. Yes, sir.
Representative BROWN (continuing). At the same time, we have

escalated the defense spending and reduced defense spending by the
same real dollars, we have escalated the Federal spending in the non-
defense areas -by $68.3 billion during that 8-year period from 1964 to
1972; is that correct?

Mr. SHILLITO. That is correct, sir.
Representative BROWN. And escalated other governmental spending

aside from the Federal spending by $58.6 billion in the same 8-year
period for a total of $103 billion.

Air. SHILLITO. Yes, sir.
Representative BROWN. Obviously we are spending a great deal

more money on the Government for nondefense purposes in this coun-
try, but essentially spending the same amount of real dollars. This is
a 10 percent decrease in the percentage of Federal spending for defense
purposes, is that correct?

Mr. SHILLITO. Well, actually what this adds up to is-and I think
this is pretty well summarized by my statement-we are looking at a
situation in constant dollars for 1972 that is quite comparable to 1964.

Representative BROWN. But in terms of what we are spending out of
our Federal budget for defense, we are spending essentially 10 percent
less, which I assume is some measure of the reordering of priorities-
a term that is making the headlines all the time.

AIr. SHILLITO. That is correct, sir; yes.
Representative BROWN. In spending the same constant dollars, are

we spending the same amount on defense that we were getting in 1964?
In other words, are we in a technological sense keeping up to the pos-
ture that we would like to keep up to based on where we were in 1964?
I'll assume that the answer to that, we must take into account the rela-
tive position of adversaries or potential adversaries. Do you under-
stand the question?

Mr. SHLLITO. Yes, sir. In order to go into detail with regard to the
relative position of our adversaries, Mr. Brown, I believe that you
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would be well advised to have someone like Admiral Moorer come
before you and testify.

Representative BROWN. The Admiral only has four stars and we
have got six here at the table. Can we get some help from them?

Mr. SmLLITO. We will get some help in a moment.
May I make one comment. We look again at this 133,000 less people

as we move into 1972 versus 1964, and we look at the almost $18 billion
or more in pay and related costs than was indicated in 1964. You have to
conclude that less of our total defense dollars are going into hardware
than was the case in 1964. This, of course, is a disturbing type mix,
when you look at the relationship of this country versus the Soviet.

Representative BROWN. Of course I would say in the Admiral's
terms that this depends on whether or not you are buying yeomen
or perhaps scientists in the laboratory.

Mr. SHILLITO. Yes, sir.
Representative BROWN. And that really is the thrust of my

question.
Mr. SHILLITO. Would you care to comment on the Congressman's

question, Admiral dePoix?

RESEARCH AND DEVELOPMENT GAPS

Admiral DEPoIx. I can really speak with authority only to the
research, development, test, and the evaluation part of it, not to the
production or the procurement part of the picture. In R.D.T. & E,
our buying power has actually gone down significantly since 1964.

Representative BROWN. I am talking about real dollars. We are
spending the same real dollars apparently in the total defense budget
that we were spending in 1964. Mr. Shillito just said that we are
spending significantly more in the personnel costs, less personnel,
more money. My question is, How does that relate to the R.D.T. & E.?
We are buying for every dollar less R.D.T. & E., but we are spending
constant dollars in our R.D.T. & E-or has our R.D.T. & E. expendi-
ture in constant dollars decreased?

Admiral DEPoIx. The R.D.T. & E. expenditure in constant dollars
has decreased. The escalation in R.D.T. & E. is higher as a matter
of percentage than it is in production. In addition to this, however,
the threat has gone up considerably. I am sure you are aware of
the recent discussions with respect to the technological drive on the
part of the Soviets and the fact that it has been estimated by Mr.
Foster, with support from the intelligence community, that the
Soviets are spending about $3 billion a year more than we are at
the present time in R.D.T. & E. We don't exactly know in what
ways they are spending this. But this is measured by looking at both
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ity, our resources in actual dollars have gone down over the last
several years in R.D.T. & E., primarily because of inflation and, of
course, to some extent because of the actual reduction in the budget.
Our R.D.T. & E. in the fiscal 1970, for example, was down to about
$7 billion, whereas it had been higher prior to that time. So we have
a combination of the reduction in actual buying power due to infla-
tion, as well as due to reductions in the budget over the last few years,
in contrast to the steady increase on the part of the Soviets of 10 to
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11 percent per year in their R.D.T. & E. programs over the corre-
sponding period.

Mr. SHILLITO. I wonder if we could ask Mr. Brazier to make a
comment on the comparative position with regard to the United
States over this same frame.

Mr. Brazier.
Mr. BRAZIER. Yes.
Accepting, I think, that most of the military people will agree

that the threat we face today is certainly not less than it was
in 1964. Just looking at our general purpose force status as we project
it in 1972, we are indeed going to have less as compared to the forces
that we had in 1964. We are going to have three less Army Divisions.
We are going to have eight less attack and ASW carriers in the
force. We are going to have nine less carrier airwings, and we are
going to have 14 less Air Force Tactical Squadrons. We are going
to have 23 less aircraft squadrons, and we are going to have 274
less commissioned ships in the fleet. In only one significant area of
our force and equipping are we actually higher in 1972 than we were
in 1964. This is in helicopters, where we are going to have about 6,000
more than we did in 1964, involving a general reorientation of tactics
in the military forces since those days. In fixed wing aircraft we are
going to have 5,000 less than we had in the force at the end of 1964,
the last peacetime year.

Now, looking at the categories in our budget, Admiral dePoix
is correct, that in research and development on the constant dollars
basis. we spent $9.3 billion in 1964, and we are planning to spend
$7.5 billion in 1972. In our procurement area we spent $19.8 billion.

Representative BROWN. Are those constant dollars, sir?
Mr. BRAZIER. They are all constant dollars.
Representative BROWN. So we are actually spending less on our

R.D.T. &- E. in constant dollars in 1972 than in 1964?
Mr. BRAZIER. That is right. sir.
In procurement, we spent $19.8 billion in 1964, and we are planning

to spend $17.9 billion in 1972, in constant dollars or $16.7 billion ex-
cluding free world force support.

The onlv area where we are spending more in constant dollars in
1972 than in 1964 is in operation and maintenance and military per-
sonnel. And this is largely related to the cost of the war in Southeast
Asia. where the costs are higher now than they were in 1964. We
do have a higher operation and maintenance cost in those areas be-
cause of the activities in Southeast Asia. Military costs on a cost
and dollar basis are about the same.

Representative BROWN. My time has expired. But could you give
me any comparison to a previous time frame, such as the period at
the end of the Korean war, 1954, 1956, along in there to work
in with the 1964-72 figure? That is an 8-year period. Perhaps we
need 1956. if you could provide that.

Mr. BRAZIER. I can't in that detail, sir.
Chairman PROXMrIRE. Will you provide that for the record?
Mr. STTILLITO. Yes, let's see if we can't do that.
Mr. BRAZIER. I do have the 1956 costs of defense. And these are

constant dollar numbers. Defense expenditures in 1956 in total were
$68.7 billion, which was after the Korean war reduction.
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Mr. SHLLITO. Let us give you a rundown on that for the record.
(The following information was subsequently supplied for the

record:)
The table which follows shows outlays in current and constant prices for

FY 1956, 1964 and 1972.

OUTLAYS BY APPROPRIATION CATEGORY

lin billions of dollars; fiscal years]

In current prices In constant (fiscal year 1972) prices

1956 1964 1972 1956 1964 1972

Military personnel -11 1 13.0 21.6 21. 8 21.4 21. 6
Military retired pay- .5 1. 2 3. 8 3. 8 3.8 3. 8
Volunteer force- - - 1.4 1.4 1.4 1.4
Operation and maintenance- 8.4 11.9 19.9 15.3 17. 2 19.9
Family housing - -. 6 .7 -- .8 .7
Civil defense-.1 .1 .1 .1 .1 .1

Total operations -20.0 26.8 47.5 42.3 44.7 47.5

Procurement -12.2 15.4 16.7 17.8 19. 8 16.7
R.D.T. & E -2.1 7.0 7.5 3.5 9.3 7.5
Military construction- 2. 1 1.0 1. 5 3. 1 1.3 1. 5

Total research and investment.. 16.4 23.4 25.7 24.4 30.4 25.7

Military assistance 2.6 1.2 3 3 3 7 1 6 13 3
Revolving funds, concepts adjust-

ments, etc -1. 2 -.6 -.5 -1 8 -.8 -.5

Total 37. 7 50. 8 76.0 68.7 75. 8 76. 0

' Includes military assistance, service funded (MASF).

OVERALL OUTLAY TRENDS

FY 1956, FY 1964 and FY 1972 present data on Defense outlays at 8-year inter-
vals, as requested, All references in this discussion will be to outlays in constant
prices, as shown in the three right-hand columns.

FY 1956 represents the lowest level of Defense spending since before the Korean
War. The Korean peak was $90.7 billion in FY 1953 and the post-Korea low was
$68.7 billion in FY 1956, as shown. For the six years from FY 1956 to FY 1961,
inclusive, Defense outlays varied little. They ranged from a low of $68.7 billion
in FY 1956 to a high of $70.4 billion in FY 1959, averaging $69.6 billion.

For the next three years-FY 1962-64, inclusive-Defense spending was $75.2
billion. $76.1 billion, and $75.8 billion, respectively, an average of $75.7 billion.

The Southeast Asia spending peak was $99.9 billion in FY 1968.
Total FY 1972 spending of $76 billion, then, is (a) about 9% above the

FY 1956-61 level; (b) about equal to the FY 1962-64 level; and (c) about 24%
below the FY 1968 peak.

Incremental war outlays for FY 1972 are $7.8 billion, and baseline force out-
lays are $68.2 billion. Baseline force costs for FY 1972 are (a) 2% below the
FY 1956-61 period and (b) 10% below the FY 1962-64 period.

In short, baseline costs in this budget are the lowest since before the Korean
War, and significantly below the immediate (FY 1962-64) prewar period.

TRENDS BY CATEGORY

The table also shows data by appropriation category. Once again, the discus-
sion which follows is in terms of outlays in constant FY 1972 prices-the three
right-band columns.

Operating costs increase from $42.3 billion in FY 1956 to 344.7 billion in
FY 1964 and $47.5 billion in FY 1972. Deleting incremental war costs, the
FY 1972 figure would be $43.1 billion. Aside from the war, then, operating costs
for FY 1972 are 2% above the FY 1956 level, and 4% below the FY 1964 level.

Research and investment outlays grow from $24.4 billion in FY 1956 to $30.4
billion in FY 1964 and drop to $25.7 billion in FY 1972. Excluding incremental
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war costs, the FY 1972 figure would be $24.6 billion. Aside from the war, research
and investment costs for FY 1972 are about equal to the FY 1956 level and are
about 19% below the FY 1964 level.

There are some shifts in appropriation coverage over these years that should
be noted. Certain types of costs that were financed in procurement appropria-
tions in FY 1956 are financed in RDT&E or operation and maintenance appro-
priations in later years. Other costs that were financed in O&M in 1956 are
financed in RDT&E in later years. These are the major shifts.

The most important effect of these shifts involves the RDT&E comparisons
from FY 1956 to FY 1964. On a comparable basis, RDT&E spending would have
been higher than $3.5 billion in FY 1956-the real increase from FY 1956 to
FY 1964 is less than the table indicates, and the procurement increase is corre-
spondingly greater.

The military assistance program for FY 1972 is just over $1 billion. The table
also includes under this heading over $2.2 billion for support of Free World
Forces (Military Assistance, Service-Funded) normally reflected in the regular
appropriation accounts.

In summary, referring to baseline (non-war) outlays for FY 1972:
Operating costs are about 2% above the FY 1956 level and 4% below the

FY 1964 level.
Research and investment outlays are about equal to the FY 1956 level and

are 19% below the FY 1964 level.
Procurement is about 21% below the FY 1964 level and about 7% below

the 1956 level.
RDT&E is about 19% below the FY 1964 level, but significantly above the

FY 1956 level (in the range of 50%0)).
Military construction is about 11% above the FY 1964 level but less than

half of the 1956 level.
Military assistance is down about 36% from FY 1964, and down 72% from

FY 1956.

Representative BROWN. If we could get a relationship in constant
dollars-I am particularly interested in total Defense spending in
relationship between R.D.T. & E. procurement. And the other gen-
eralized expenditures, because one of the points at issue in this hearing
has been whether or not we are, in fact, maintaining the same amount
of spending posture, whether we are increasing it, or whether we are
decreasing it, and I would like to get that figure nailed down once and
for all.

Mr. BRAzIER. Very well, sir.
Chairman PROXMIRE. Mr. Conable.

PROFITS AS A RETURN ON INVESTMENT

Representative CONABLE. Mr. Shillito, I want to come back to the
suggestion that the contractor's investment be given a great weight in
setting profits on Defense contracts. First of all, is there a realistic
way of allocating capital investment on a contract-by-contract basis,.
or do you have to do this somewhat arbitrarily?

Mr. SmiLIxro. Mr. Conable, we have given a lot of consideration to
this subject. I am sure you would find a number of people that would
disagree with my belief on this.

Mr. Malloy mentioned that we recommended that this be applied
as far back as 1967. We are of the opinion, based on fairly extensive
tests that we have been conducting over the last year, working with
about 200-300 major contracts, that this can be done.

The GAO has made a recommendation that this be looked at across
the executive branch, and that OMB be responsible for this review.
We have had several meetings with OMB. We have gone into some
detail with regard to the extent of the tests that we have been run-
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ning in Defense. These are pretty comprehensive tests, I might add. In
fact, the data involves 200-300 contracts. It is very vohluninons.

NASA is also conducting tests. We are synthesizing the DOD-
NASA tests. We know it is going to be a complex matter, and I just
don't want to say to you categorically that we believe that this is some-
thing that can be handled easily. But we are optimistic as to our
ability to do this. Theoretically, it is a sound, logical thing to do, there
is no question about that. But, practically, it is tough. A lot of peo-
ple-Mr. Robert Anthony and others-have been pushing this for
some time, as you well know. We agree with this theoretically. We
think that practically we are getting to the point where we are just
about in a position to go further than the tests that we have been
running so far. We are optimistic, sir.

GOVERNMENT-OWNED PROPERTY IN THE HANDS OF CONTRACTORS

Representative CONABLE. Do you feel that the practical effect of this
will be to discourage the contractor's use of Government-owned
property ?

Mr. SHIMLITO. We would like to hope that this would lead us in
the direction of the greater use of the private capital market. That it
would, among other things, move us away from the greater use of
Government-owned property.

Representative CONABLE. Will it be your policy to discourage the
use of Government-owned property or would you try to have capital
become a neutral factor by giving the cost of raising capital its proper
weigh I

Nr. SmLLrro. Our goal right now is to discourage the use of
Government-owned equipment.

By the way, we are not talking about this for a GOCO-Govern-
ment-owned-Government-operated-facility of which, as you know,
we have several. We are talking about this in the contractor owned
area, where the contractor may have some Government facilities. These
are the ones that present the greatest concern. I am afraid that we are
always going to have some industrial type operations that, due to
mobilization needs, would logically always be heavily Government-
owned, in fact, maybe totally Government-owned.

Representative CONABLE. In other words, it would be your policy
if you were to do this, to try to encourage the use of private capital
rather than the Government capital?

Mr. SHILLITO. Yes, sir.
Representative CONABLE. In other words, rather than have it be a

neutral factor in the equation, you would want it to be a negative
factor?

Mr. SHmLLiTo. Yes, sir.
Representative CoNABLE. And that would be your purpose?
Mr. SMLLrro. Yes, sir.
Representative CONABLE. Now, let me ask you this. Does the Govern-

ment still reserve the right to cancel Government contracts for its
convenience whenever it wants to? We have seen an example of that
here recently. Doesn't it in any of its contracts reserve the right to
cancel?

M~r. SHEILLITO. It does, sir.
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Representative CONABLE. If you were a company manager, would
you recommend to your board of directors investment of millions of
dollars in fixed capital assets to perform a Govermnent contract when
the Government reserves the right to cancel?

Mr. SHILLITO. By the way, there is always consideration of these
cancellation costs, as you can appreciate. Termination for the Govern-
ment's convenience takes these type things into consideration.

Representative CONABLE. That is not the kind of business companies
want to get into, is it?

Mr. SHILLITo. No, it is not. Consequently and quite logically there
has evolved a rapid depreciation kind of arrangement with regard to
these facilities. This creates a little less in the way of a problem. Some
of the equipment that you are talking about has a multiuse, both com-
mercial and Defense. It becomes particularly awkward when it does
not have a multiple use. These type situations frequently have led to
the Government's being required to supply some of these items.

Admiral Reich, you may want to comment on this. It is your field
of expertise.

Admiral REICH. Yes, sir.
Of course, there is no question that we certainly support the idea of

a contractor furnishing his own equipment in the main as a broad
policy. As the Secretary just pointed out, there are exceptions when
you get into such items as munitions-and here I am speaking in terms
of the end product, the 8-inch shell, the 5-inch shell-where you have
load, assembly, and packaging operations involving high hazards
which require extensive facilities in terms of real property, personal
property, and processing equipment. I don't think we will ever field an
Army, Navy, or Air Force without an intensive munitions complex.
I think the burden of that complex will have to be borne by the
Government.

Representative BROWN. Will you yield on that point?
Representative CONABLE. Yes.
Representative BROWN. If you are going to change the pattern of

having the contractor own all of his own equipment, and he must buy
this to fill his plant quickly when he gets a Government contract, spe-
cialized equipment, which I think is fairly common in some of these
contract industries, Defense contract industries, what kind of writeoff
operations will be permitted? Will he be able to write that equipment
off over the life of the individual contract with the Government? Will
it be over the contract plus anticipation of follow-on orders on the
Defense item, or will they then be stuck with a specialized piece of
equipment which must be adjusted in his tax patterns? Or how do you
handle that problem when the Government does not supply the equip-
ment? And beyond that, how do you get the machine tool industry to
tool up fast enough to produce specialized equipment to meet the
individual contract in the Government order?

Can you answer those two?
Admiral REICH. Mr. Brown, I can't answer those questions. But those

questions really delineate the great paradox we have here. How can
you get business people to invest in these kinds of equipment if the
contracts are not of sufficient duration to permit depreciation of this
equipment. There is no straightforward answer to those questions.
However, I would like to supply further information in this regard
for the record.

(The following information was subsequently supplied for the
record:)
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POLICY REGARDING PROVISIONING, USE AND DEPRECIATION OF INDUSTRIAL FACILITIES

As stated in the Armed Serviees Procurement Regulations it is the policy of
the Department of Defense that contractors will furnish all facilities required
for the performance of Government contracts. Facilities will not be provided to
contractors for expansion, replacement, modernization or other purpose except
as follows:

(i) for use in a Government owned contractor operated plant operated on a
cost plus fixed fee basis;

(ii) for mobilization production of items being procured in accordance with
an approved mobilization plan (ASOD) package; or

(iii) when-
(A) the Secretary of the Department or his designee, in the case of new

facilities, or an authorized official of the Department in the case of exist-
ing Government owned facilities, determines that: (1) the Defense contract
cannot be fulfilled by any other practical means, or (2) it is in the public
interest; and

(B) the contractor, represented by an executive corporate official, or his
equivalent in non-corporate entities, either expresses in writing his unwill-
ingness or financial inability or acquire the necessary facilities with his re-
sources, or explains in writing that time will not permit him to make the
necessary arrangements to obtain timely delivery of such facilities to meet
defense requirements even though he is willing and financially able to acquire
the facilities. In this latter case, existing Government-owned facilities (not.
new purchases), may be provided until the contractor purchased facilities are
delivered and installed.

New facilities shall not be furnished unless existing Government-owned fa-
cilities are either inadequate or cannot be economically furnished.

In any case, competitive solicitations shall not include an offer by the Govern-
ment to provide new facilities, nor shall solicitations offer to furnish existing
Government facilities that must be moved into plants of contractors unless
adequate price competition cannot be otherwise obtained.

New facilities shall not be provided by the Government where an economical,
practical and appropriate alternative exists. Examples include:

(i) procuring from sources not requiring Government-owned facilities;
(ii) requiring the contractors to make full utilization of subcontractors

possessing adequate and available capacity;
(iii) having the contractor rent facilities from commercial sources and
(iv) using existing Government-owned facilities.

New construction or improvements having general utility shall not be pro-
vided with appropriations for research or development unless authorized by law.

Facilities shall not be provided by the Government to contractors under this
Section solely for non-government use.

DEPRECIATION OF INDUSTRIAL FACILITIES

When a contractor provides the required industrial facilities with private
funds normally general purpose industrial facilities are depreciated following
prescribed Internal Revenues schedules and are allowable contract costs for the
time period such facilities are utilized on a government contract.

The cost of special tooling and special test equipment used in the performance
of one or more government contracts is an allowable contract cost and shall be
allocated to the specific government contract or contracts for which acquired.
Where items are disqualified as special tooling or special test equipment because
with lpqq than substantial modification or alteration they can be made suitable
for general purpose use, the cost of adapting the items for use under a govern-
ment contract and the cost of returning them to their prior configuration will
be an allowable contract cost.

CONTRACT TERMINATION PROVIsIONS

Government contract terminations generally give rise to the incurrence of
costs, or the need for special treatment of costs, which would not have arisen had
the contract not been terminated.

Normally common items that are reasonably usable on the contractors other
work shall not be an allowable termination cost unless the contractor can sub-
mit evidence that he could not retain such items at cost without sustaining a
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loss. The undepreciated portion of general purpose facilities are normally not an
allowable termination cost.

When government contractors are terminated the loss of useful value of
special tooling, special machinery and equipment is generally allowable provided
such special tooling, machinery or equipment is not reasonably capable of use
in the other work of the contractor.

Under present policies contractors, as prudent businessmen, are understand-
ably reluctant to provide industrial facilities for government contracts especially
when the product is of such a specialized nature that the production facilities
cannot be readily converted to commercial applications. Contractors are also
hesitant to make large capital investments for even general purpose facilities if
such expenditures would result in excess production capacity should the con-
tract be terminated or not be of sufficient duration to allow depreciation of a
major portion of the facilities.

Conditions such as these were the major reasons it has been necessary for the
government to provide industrial facilities in the past.

If the Department of Defense is to be successful in its drive to have contractors
furnish all facilities required for the performance of Government contracts
additional incentives to encourage such investments and procedures to protect
contractors from unwarranted losses due to termination or contract cut-backs
may be necessary.

Mr. SRIMLITO. If I can make two points, Mr. Brown, Mr. Chairman,
and Mr. Conable. One, we have a very extensive study going on under
Admiral Reich right now dealing with this entire subject of the mobi-
lization base. It ties very closely into that which we are talking about-
this subject of Government furnished equipment.

Depending on who you talk to, you can come up with a different
number as to what this adds up to. Admiral Reich and his people have
put together, I think, a pretty complete depiction as to just what this
does add up to.

There is the one thing I would like to suggest, that we give you a
recap as best we can as to what this total adds up to in a stratified
fashion.

I have heard this committee use different numbers Mr. Chairman.
I think it might be a good idea if we attempt to bring this together
in total for your use, everything in hand, IPE, other plant equipment,
material, special tools and test equipment, the whole subject.

Representative BROWN. Break it out, don't put it all together, don't
lump the land with the tools.

Mr. SHILLrrO. I think you should have that. We will give it to you.
(The following information was subsequently supplied for the

record:)

Summary of Department of Defense property in the custody of defense contrao-
tors as of 80 June 1970

Total number of contractors, 1612.
[Dollar amounts shown represent acquisition cost]

L and ------------------------------------------------------ $213, 864, 602
Utility distribution systems……---- - ------------------------- 469, 346, 399
Buildings ------------------ -------------------------------- 2,429, 808, 049
Industrial plant equipment.----------- ----------------------- 2, 468, 553, 228
Other plant equipment.……----------------------------------- 2, 346, 385, 822
Government furnished material -- …---------------------------3, 956, 530, 237

Subtotal ------------------------------------------------ -11, 884, 488, 337
Special tooling and special test equipment ……------------------ 2, 729, 043, 635

Total --------- -------------------------------------- 14,613,531,972
See attached for definition of terms.
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DEFINITION OF TEEMs

Industrial Plant Equipment (IPE)
Equipment or machinery costing $1,000 or more used for the purpose of cut-

ting, abrading, grinding, shaping, forming, joining, testing, measuring, heating,
treating or otherwise altering the physical, electrical or chemical properties of
material, components, or end items entailed in manufacturing, maintenance,
supply, processing, assembly or research and development operations.

The average age of DoD-owned IPE is 16 years.
Other Plant Equipment

Is any other equipment necessary for operation of a manufacturing, mainte-
nance, supply, processing, assembly or research and development activity, which
is not IPE. It includes IPE type items which cost less than $1,000 and such
equipment as blueprint machines, office machinery, furniture, vehicles and
cafeteria equipment.
Government Furnished Material

The materials furnished by the government become a part of the finished
article that is delivered to the Department of Defense.
Special Tooling

The term "special tooling" means all jigs, dies, fixtures, molds, patterns, taps,
gauges, other equipment and manufacturing aids, and replacements thereof,
which are of such a specialized nature that, without substantial modification
or alteration, their use is limited to the development or production of particular
supplies or parts thereof, or the performance of particular services.
Special Test Equipment

The term "special test equipment" means electrical, electronic, hyrdaulic,
pneumatic, mechanical or other items or assemblies of equipment, which are of
such a specialized nature that, without modification or alteration, the use of
such items (if they are to be used separately) or assemblies is limited to testing
in the development or production of particular supplies or parts thereof, or in
the performance of particular services. Due to its specialized nature special tool-
ing and special test equipment has virtually no re-utilization or redistribution
potential to another contractor.

PROPORTION OF GOVERN3MENT-OWNED PROPERTY USED FOR
COMMERCIAL WORK

Representative CONABLE. 'Mr. Shillito, can you give us any answer
about the percentage of use of Government-owned production equip-
ment which is applied by prime contractors to non-Government work,
commercial work. It has been suggested that this may constitute a
substantial subsidy to defense contractors. I know that generally
speaking in your statement you refer to the fact that this is not done
for extended periods of time, but just to fill gaps and to be sure the
equipment is used and not allowed to lie dormant. But I wonder if
it is possible for you to give us any estimate of the extent of this
practice? It has been a matter of some discussion here at the committee.

Mr. SHILLITO. I will have to give you this for the record, if I might,
sir.AS you -now w- ha- e a req irme+ +hatf ontvactr must have
approval to use 6overninent-owned equipment for commercial work
when such use is in excess of 25 percent. We have about nine or 10
companies that we have given authorization to use in excess of 25
percent. So you are talking about all other contractors being under
the 25 percent.

I don't have a mean average number as to what percentage we
would be talking about.

Maybe you do, Admiral Reich?
Admiral REICH. No, I can't give it, other than those nine.
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Representative CONABLE. But it is possible to give us some sort of
an estimate?

Admiral REICIL Yes.
Representative CoNABLE. I would appreciate that being put in the

record.
Mr. SHILLITO. Our rental rates should allow us to develop some sort

of estimate for you, sir.
(The following information was subsequently supplied for the

record:)

THE EXTENT OF USAGE OF DEPARTIMENT OF DEFENSE OWNED FACILITIES FOR
COMMERCIAL WORK AS OF 1 JUNE 1971

Through the use of facilities contracts or use agreements, nine contractors
have been granted permission by the Office of Secretary of Defense and the
Office of Emergency Preparedness to use selected government equipment in
,excess of 25%1o for commercial work.'

A representative sample of the 1612 contractors that possess government prop-
*erty was taken to determine the extent of incidental commercial use less titan
25%. All the large prime contractors were surveyed in addition to 155 smaller
contractors. This representative sample revealed that 26% of those surveyed
.were using government owned facilities for incidental commercial use. Com-
Zmercial use was not being permitted in the remaining contractor plants. Of the
26% that were permitted to use government property for commercial purposes,
it was determined the government property was being used on an average of
9% for commercial work and 91% for government work.

Chairman PRox-mIRE. I would like to announce that in view of the
dispute we have had over claims, and the fact that we have you, Mr.
Shillito, and Admiral Rickover, and we have had Gordon Rule, and
others, that we are going to invite Admiral Sonenshein to come up
and tell us his story.

Mr. SHILLITO. I think that is terrific.
Chairman PROX3J1E. And we will be able to get a much clearer

picture of the situation.
INFLATION

I am somewhat concerned about the way you fellows assure us
about what the costs of Defense spending are in constant dollars. We
have some of the finest economists, I think, in the country on our
staff, and they are completely baffled, they don't know what you mean.

We questioned the GAO, and they have some of the ablest experts
in the country in this field and they say they are bewildered when you
talk about your constant dollars, as to how you arrive at this. We know
there has been an increase in pay, and you can crank that in. But it
seems to me that every time I have discussed this with a Defense
Department official, they greatly exaggerate the inflationary factor in
your procurement and in your expenditures, although, as I say, you
canit compute it without pay. What figures do you use to determine
the degree of inflation?

1The number of contractors with permission to use Government equipment in excess of
25 percent for commercial work increased from 9 to 12 in the period June 1, 1971-Nov. 4,

.1971. A list of the 12 contractors and the amount of rentals paid during fiscal year 1971
may be found on p. 1204.
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Mr. SI-JILLITO. I am going to turn this over to Mr. Brazier for him
to answer.

I would make one suggestion, Mir. Chairman. This is something that
we can reconcile. There is little question in my mind that we can de-
velop an agreement and an understanding as to what it is we are talk-
ing about with regard to our use of constant dollars. There may be
some problems withl regard to base points, and we can highlight these.
But I would suggest that if wve have a problem with regard to the
Defense dollars, we think it would be advisable for the senior counsel
on your staff, Mir. Kaufman, and others to get together with our people
and work this out. This is something that cannot be argued.

Chairman PROXMIIRE. Do you have an index that measures military
price inflation?

Mr. SHILLITO. Yes.
Mr. BRAZIER. As you indicated, Mr. Chairman, on pay, it is pretty

straightforward. We can document the pay raises for military and
civilian personnel, and we can document the pay raises for our wage
board people-it is arithmetic. There can't be, I think, any great dis-
pute as to whether these arc accurate or inaccurate, unless we have made
a mistake in our arithmetic.

In the purchase area, it is indeed somewhat more cloudy. But we are
using what we call a noncompensation component of the deflator for
government purposes of goods and services that is prepared by the
Office of Business Economics in the Department of Commerce. We had
a great deal of discussion with them as to whether there is a better way
of measuring inflation in the purchases of goods and services area. We
have not found a better way. They have no better index. We have had
discussions with the General Accounting Office.

Chairman PRoXNI=E. You are relying on the GNP deflator?
Mr. BRAZIER. We are relying on the wholesale price index deflator

that is used by the Office of Business Economics in the Department of
Commerce for our goods and purchases.

Chairman PRoxMNIRE. The wholesale price index has been relatively
limited. I have before me the economic indicators. And that shows a
rise of about 3 percent a year, right up until 1971, which compares very
favorably of course with the consumer price, because services are
knocked out. And I think that would be a fair basis for our computa-
tion for Defense spending and consumer prices.

Mr. BRAZIER. We have eliminated from the wholesale price index the
services cost and pay of personnel. We have done this in conjunction
with the Department of Commerce, so that we have an index that they
feel and we feel is more indicative of being relatable to material pur-
chases and services.

Chairman PROXMIRE. Will you give us a memorandum on that?
Mr. I3RAZIMR. Yes, sir; wve will be glad to do that.
(The following information was subsequently supplied for the

record:)
This table illustrates the method used to reflect the cost of the Fiscal Year 1964

program in constant Fiscal Year 1972 prices:
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[Outlays in billions of dollarsl

Pay and price Outlays for
increases, fiscal year 1964

Actual fiscal year program in
outlays, 1964-72 fiscal year

fiscal year 1964 (percent) 1972 prices

Military basic pay and related -$ 8.4 85.0 $15.6
Other Military personnel expense -4.6 27.7 5. 8
Civilian payroll- 7. 3 61.2 11.8
Purchases ----------------------- 29.3 27.7 37.4
Military retired pay - -------------------- 1.2 - - 3.8
Volunteer force - - -1.4

Total -50.8 - 75.8

The first line covers military basic pay and the items which vary directly with
basic pay-social security tax (FICA), re-enlistment bonus, terminal leave,
severance pay, and some minor items. Basic pay rates increase by 85% from FY
1964 to FY 1972, as shown in the accompanying table. Therefore the FY 1964
active and reserve military manpower-with no changes in numbers, grades,
longevity steps, separation rates, or other factors-would cost $15.6 billion in
FY 1972 versus $8.4 billion in FY 1964.

Other military personnel expense includes all costs financed in the active and
reserve military personnel appropriations, other than basic pay and related items.
This includes special pay, incentive pay, allowances, permanent change of sta-
tion travel, subsistence for enlisted personnel, and certain minor items. Insofar
as price behavior is concerned, this area might be broken down as follows: (a)
Some of the special pays, incentive pays, and allowances are fiat amounts fixed
by law-from FY 1964 to FY 1972, some such items were added, and others were
increased, by statute; (b) some of these items are covered by rates determined
administratively, under a statutory formula and (c) other items, such as food
purchases and transportation charges, are subject to inflation in the normal way.
It would be a very laborious job to deflate each of these items for every year.
However, we have compared FY 1964 with FY 1971 and FY 1972 in these terms,
and have determined that the purchases deflator (discussed below) provides a
reasonable approximation for this area. Therefore, the purchases deflator is used
for all years.

Civilian pay rates are up 61.2% from FY 1964 to FY 1972. Classified pay rates
have risen 56.5%, as shown in the accompanying table, and wage board rates are
up 68.2%. This line covers the entire civilian payroll of the Department, where-
ever it is financed and for all programs.

Purchases cover goods and services procured from industry. This represents
all spending except for the pay items specifically enumerated. The deflator used
here is the non-compensation component of the deflator for Federal purchases of
goods and services, supplied by the Office of Business Economics, with a Defense
estimate for FY 1971 and FY 1972, as shown in the accompanying table. This OBE
series is based upon weightings for various segments of the wholesale price index.
We have made a number of checks, based on prices of individual items and serv-
ices and on other data, and these indicate that the OBE data are reasonable-
if anything, they are on the low side. However, our efforts in this area indicate
that it would be an overwhelming (if not impossible) task to derive overall price.
indicators on the basis of specific experience for a sufficiently large group of pur-
chases. The OBE data are by far the best we have. We have discussed the ap-
proach we are using with OBE, OTB and GAO; we described this approach to the
Joint Economic Committee in 1969. We would cooperate with any of these groups
In developing a better approach. The approach we are following, however, seems
reasonable and is certainly the best we can do at the present time.

Military retired pay outlays were $1.2 billion in FY 1964, and are estimated'
at $3.8 billion in FY 1972. The FY 1972 estimate is shown for the purposes of
stating the FY 1964 program at FY 1972 prices. There are three reasons for this
treatment.

First, in stating Defense purchases in the national income and product accounts,.
retired pay is simply deducted (except for a relatively minor amount). Year-to-
year changes in Defense purchases, in current or constant prices, exclude any-
changes due to retired pay. The treatment used here has the same effect. However,
a retired pay amount is shown so that a recognizable budgetary total ($50.8 bil--
lion in the case of FY 1964) will appear.

Second, and related, retired pay does not involve any Increase for current
Defense programs. The $3.8 billion FY 1972 costs is in recognition of service.
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performed prior to FY 1972; the $1.2 billion in FY 1964 costs is in recognition of
service performed prior to FY 1964. These figures ($1.2 billion and $3.8 billion)
are not a proper comparison of FY 1964 and FY 1972 Defense program amounts.
The correct figure would be the current value of military retirement earned in the
two years-that is, the current value of the retirement liability accruing by
reason of service performed in FY 1964 and in FY 1972. That figure, even if it
could be computed in an unambiguous manner, would tend to vary largely because
of changes in pay rate and CPI assumptions-which, when deflated, would pro-
duce the same year-to-year results as the method presently employed.

Third, it is necessary to recognize that retired pay has increased since FY 1964
to a great extent because of pay increases and CPI increases. The average popu-
lation has almost exactly doubled (it's up 101%), so that population increases
account at most for $1.2 billion of the increase from FY 1964 to FY 1972. Higher
pay and CPI increases account for $1.4 billion.

Outlays for the Volunteer Force are estimated at $1.4 billion for FY 1972. This
amount is largely for pay increases, but is shown separately to highlight this par-
ticular program. If the Volunteer pay scales and other items had been In effect in
FY 1964, as they are assumed to be in the FY 1972 budget, FY 1964 costs would
have been about $1.4 billion greater. There are. of course, qualitative aspects withrespect to the Volunteer program involving the quality of people entering the
force and the extent of retention. However. such considerations are not unique to
the Volunteer program. They are a factor in any pay raise or compensation
change. Moreover, qualitative analysis of the Volunteer program for purposes of
making year-to-year constant dollar comparisons would become highly speculative
in that such analysis would involve assumptions as to different mixes of draft
inputs and enlistments (draft-induced and voluntary) from year to year. For
these and other reasons, the Volunteer program is treated for this purpose in the
same way as any other pay raise.

The net effect, then, is as shown in the table. To support the 1964 manpower
levels and the 1964 volume of purchases-without adding a man to the civilian
payroll or to the military rolls, active or reserve; with no promotions; and with no
increases in purchases-outlays in FY 1972 would be $75.8 billion, compared to
$50.8 billion in FY 1964. Since the additional $25 billion does not buy an addi-
tional manpower or any additional weapons, it is equivalent to inflation. Inflation
has added $25 billion, or roughly 50%, to Defense costs from FY 1964 to FY 1972.

DEPARTMENT OF DEFENSE-PAY INCREASES SINCE 1945

Amount of raise (percent) Pay index (fiscal year 1964 average=100)

Military Classified Military Clasoified
basic civilian Fiscal basic civilianEffective date pay salaries years pay salaries

July 1, 1945 . 15.9 1946 18.0 50.2July 1, 1946 23.7 14.2 1947 59.4 57.4Ju y 1, 1948. 11.0 1948 59.4 57.4Oct. 1, 1949 22.9 .1949 59.4 63. 7Oct. 28, 1949 .4. 1 1950 69.6 65.4July 1, 1951 .10.0 1951 73.0 66.3May 1, 1952 -4.0 . 1952 73. 5 72.9Mar. 1,1955 . 7.5 1953 75.9 72.9Apr. 1,1955 10.0 . 1954 75.9 72.9Jan. 1,1958 .10.0 1955 77.8 74.7June 1,1958 8.3 . 1956 83.5 78.4July 1, 1960..-------------------- 7. 7 1957 83.5 78.4Oct. 14, 1962 - 5. 5 1958 84. 1 82.3Oct. 1, 1963 14.2 .1959 90.4 86. 3Jan. 5,1964 . 4.1 1960 40.4 86.3July 1, 1964 . 4.2 1961 90.4 92.9
Ceo *. -9_ --- _- ..---- _-- -- -_---_ Z. a 3 -_ -_-_ I b z 90.4 92. 9Sept. 1, 1965 10.4 .1963 90.4 96.5Oct. 1, 1965..-------------------- 3. 6 1964 100.0 100.0July 1, 1966 63.2 2. 9 1965 105.6 ItS6.3Oct. 1, 1967 . 5.6 4.5 1966 116.6 109.2July 1, 1968 6.9 4.9 1967 120.3 113.3July 1, 1969 . 12.6 9.1 1968 125. 3 117.1Jan. 1, 1970 . 8.1 6.0 1969 135.8 124.2Jan. 1,1971 7.9 6.0 1970 159.1 139.6

'1971 171.9 147. 9
'1972 165.0 156.5

1 Reflects Jan. 1, 1971 pay raise and assumes slightly smaller pay raise Jan. 1, 1972.
Note: Military basic payand civilian salaries are not comparable. They can be brought closer to comparability by treating a4-percent increase in basic pay as equivalent to a 3-percent salary increase.

67-425-72-pt. 4 8
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INONCOMPENSATION COMPONENT OF THE DEFLATOR FOR FEDERAL PURCHASES OF GOODS
AND SERVICES

[Fiscal year 1964-100]

YearI Year-Continued
1949_______________________-78.2 1961----------------------- 99.3
1950_______________________-76. 2 1962_-9--------------.----- 98.9
1951_______________________ 83.3 19638---------------------- 99.4
195-2…--------------------- 83.1 1964_---------------------- 100.0
19533----------------------- 82.3 1965_---------------------- 102.3
1954_______________________-80.6 1966_---------------------- 104.2
1955_______________________-84.6 1967_---------------------- 106.8
1956_---------------------- 88. 8 1968_---------------------- 109.6
19.57… ---- -94.9 1969_---------------------- 113.7
1958----------------------- 96.2 1970________________S______ 118.7
199----------------------- 98. 1 1971_---------------------- 123.4
1960----------------------- 97. 6 1972_---------------------- 127.7

Sonrce: 1949-70. Department of Commerce. Fiscal years 1971 and 1972, estimated (4-per-
cent increase for fiscal year 1972 and 3.6-percent Increase for fiscal year 1.972).

Chairman PRoxNyIE. We have asked the GAO to compile a military
price index and in 2 years they have been unable to come up with one.

-Mr. SHILLITO. I suggest that if we have a problem here, that it is
something that we can reconcile. When we look at such things as the
numbers of jobs generated per billion defense dollars, this is something
a large number of people have worked on to develop. Again, depending
on some of the base points we might use, we might find ourselves look-
inc at it a bit differently.

RESEAROH AND DEVELOPMENT GAP

Chairman PROXMIRE. Admiral, you say that the Soviet Union is
spending $3 billion more in constant dollars on research and develop-
ment, whereas we are spending less. Again, scientists only in the last
2 weeks have disputed that very vehemently, and have indicated that
they just don't believe it. It is hard for this Senator to believe all of the
charges about how the Soviet Union is 10 feet tall in the military area.
Their economy is only one-half as productive as ours. They are very,
very handicapped in all kinds of ways. We have had testimony from
the top Kremlinologists in the country before this committee a couple
of years ago, on this very issue, we had people from Rand and we
invited people suggested by Barry Goldwater, as well as those from
Harvard, representing, I suppose, two of the opposite poles. And they
seem to concur that the Soviet Union's military budget was substan-
tially smaller than ours. And yet we are always told just bef ore appro-
priations time that somehow they are able to expend a great deal more
in this area than we are, and it is increasing greatly. Can you document
that in any way? Can you really establish the fact that they are spend-
ili( so mumch more in research and development than before? A $3 bil-
lion increase would be an immense increase, because-what is the
research budget around $7 or $8 billion?

Admiral DEPOIX. Yes.
Chairman PROXIMIRE. Then you are talking about a 40-percent

increase. On what do you base that?
Admiral DePoIx. It is based on a fairly careful, and I must say a

highly classified study, of a combination of things, Senator. It is based
on a study of the Soviet Union budget as we know it, or as we can find
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out about it, and it is somewhat difficult to do that. It is based at least
as mauch on what we actually see the Soviets doing. Sometimes this is
hard to document, because we are not completely sure in all cases when
they bring a new weapon forward until that weapon is into production
or close to production. I didn't make, or mean to make, the flat state-
ment that the Soviets are spending $3 billion more than we are per
year in our R.D.T. & E. There are indications that their spending rate
at the present time is close to that. These indications are derived from
the study I mentioned, the study that Mr. Foster and others have made.
Of course, he is not talking about this only now. To my personal
knowledge, he has been talking about this rather steadily for the last
year or so. It is hard to nail this down to within a few percent. We feel,
however, that there are rather definite indications. They can be seen
in many ways. For example, in the building rates. Some of these are
certainly unclassified; several of them have been mentioned in Admiral
Moorer's recent posture statement. The building rate on their subma-
rines-the number of different submarines both attack submarines, air-
breathing missile and ballistic missile submarines, which they have
come forward with in the last few years, the different classes of new
ships. such as the Moskva, the Kresta, and the Kynda. All of these
indicate an exceedingly healthy investment in the military budget. I
think it is quite true that the civil sector in the Soviet Union is not
moving ahead by any means as fast as the United States is in refrig-
erators, automobiles, and so forth. But our opinion is, that in Defense
matters they are indeed quite advanced.

Chairman PROXMTizE. You say that you can't give us assurance that
they are spending $3 billion more, but you feel tlhat they are increasing
their spending, and that we are not, and they seem to he developing,
in your view, an advantage in the resources committed to R. & D. is
that right?

Admiral DEPoix. That is correct, si r.
Chairman PROXILTRE. Another problem that bothers us is that we

don't seem to have a hard clear picture even of our own expenditures
in research and development, as to whether they are comprehensive
enough. For example. I wonder if your estimate includes the approxi-
mately $800 million per year independent research and development,
I.R. & D., expenditures for ostensibly defense purchases, including
costs funded by contractors under existing cost-sharing formulas,
whether it includes the salaries of military personnel assigned to
R. &t D. work, whether it includes the cost of constructing, equipping
and manning our R. & D. laboratories and test facilities, such as the
Eastern Test Range funded this year for the first time in the 0. & -M.
rather than the R.D.T. & E. budget. If you include all of these, it
seems to me that we get a different picture of how- much we are putting

__L. 1.es1 LI rA U _U_1 AdU.

Admiral DEPoIX. It is hard to say that 100 percent of all the things
that you have mentioned are in our R. & D. estimate.

Chiairman PROXIMIRE. We know the cost of equipping and so forth,
the Eastern Test Range, is included in the other budget.

Admiral DEPOIX. That is true. And the reason it should be there
is one that is sort of indicative of the whole matter of the passaje
of things in and out of the R.D.T. &t E. budget. The R.D.T. & E.
budget stands to defray the cost of some things which are not strictly
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R.D.T. & E. For example, there may be an R.D.T. & E. station such'.
as China Lake, one of our outstanding ordnance laboratories. There
may be some operations there which are hosted by China Lake out
of their total budget which are not strictly R.D.T. & E. On the other
hand, the R.D.T. & E. people may be hosted at some time on a base
which is budgeted under some other budget category. These things.
balance out reasonably well. We have been in the process of purify-
ing the R.D.T. & E. budget to my knowledge for the last 6 or 7 years.
Fuel for the R.D.T. & E. airplanes, for example, used to come out
of 0. & M. It now comes out of R.D.T. & E. The operation and main-
tenance of ships which are used only for R.D.T. & E. has as in the
past few years been shifted into R.D.T. & E. The change in the eastern
test range which you mentioned a while ago, didn't reflect a bigr
shift away from R.D.T. & E. but rather the fact that within the last
year or so the operations at the eastern range have tended to become
0. & M. operations as contrasted to R.D.T. & E. operations.

So I think that our R.D.T. & E. budget is quite representative of
our expenditures in R.D.T. & E. However, the Soviet Union, as you
know as well or better than I, is a closed society and it is very difficult
to find out exactly what the Soviets have in the way of a budget or-
what they are spending their budget for.

Chairman PROXMrRE. They are not speding then, what we ap-
I.R. & D.?

Admiral DEPOIx. It isn't really $800 million, to the best of my knowl-
edge; it is less than half of that.

Chairman PROXMIRE. Less than half of that?
Admiral DEPOIx. Yes, sir.
Chairman PRoxMiRE. They are not spending then, what we ap-

propriated. We had a big fight on the floor on that. I have been tryin-
to limit that, to cut it down, to define it. It wasn't even a line item
for years. Up until a number of years ago, the chairman of the Armed
Services Committee didn't even know it existed. We had a terrible time
getting that defined and so forth. And I do think it is better than
$400 million.

Mr. SHILLITO. Actually, Mr. Chairman, it is in the neighborhood
of $400 million for I.R. & D. Of course, the amount would be in addi-
tion to bid and proposal expenses, which you would also consider. Bid
and proposal expenses would probably run around another $300 mil-
lion. So you are probably talking close to $700 million.

Admiral DEPOIx. But that is not R.D.T. & E. There are realh-
several figures involved here. One is what the companies are spending.
They spend a fair amount more than the Government actually gives
them for independent research and development.

Chairman PROXMIRE. Sure. But then after all we are comparing-
our society with their society. And if the companies are spending that,
that is part of the national resources going into research and develop-
ment, as compared with the Soviet Union. They don't have a private
sector. Whatever they spend, of course, is reflected in their overall
budget, because that reflects the total expenditures. So that that would
seem to me to be a comparative figure.

Admiral DEPOIX. In my book, Senator, it is difficult to equate the
two. There has been a great deal of testimony and discussion on the
subject of independent research and development. It is not similar-
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to the line item R.D.T. & E.; if it were, it should and could be a line
item. It is spent largely for the contractors to make sure that they
are capable of keeping up technologically with the state of the
art, so that they can successfully compete in the market for R.D.T. & E.
work. The primary purpose of it is not to pick a certain program

-and to put money in it to bring that particular program ahead.

X-2 7 FIGHTER PLANE

Chairman PROXMIRE. My time is about up. And I have got to run
for a rollcall. But I am going to ask one other question, if Congress-
man Brown would permit me before I run.

We have been concerned about the possible concealed bailout of
Lockheed by giving them a noncompetitive defense contract and so
forth. Is the Department of Defense proposing to award Lockheed
a sole source, noncompetitive contract for early development of the
new fighter plane?

Is this new plane called X-27? If not, what is it called?
Mr. SHILLITO. I can't answer that question, Mr. Chairman. I just

don't have any basis for answering that question.
Chairman PROXMIRE. Do you know how much money could be in-

volved in the initial award, Admiral dePoix?
Admiral DEPoIx. I can't answer the question exactly, either, Sena-

tor. But I can say that it is one of Mr. Packard's very strong policies,
generally, that we keep the technology alive. This includes fighters as
well as everything else.

Chairman PRoxmrnu. Keep the technology alive or keep Lockheed
alive.

Mvr. SHmLrro. This is a small project as related to the total Lockheed
,problem, Mr. Chairman. We can't even find this in the total numbers
as related to the total Lockheed problem.

Chairman PROxMIE. If you say it is small, Mr. Shillito, you must
know approximately how much it is.

You are only talking about tens of millions of dollars?
Mr. SrILLrro. Comparatively, Mr. Chairman.
Chairman PROXMIRE. As I say, I do have to run. And I am going to

ask Mr. Brown to take over. I will be back. We have another witness
and if Mr. Brown finishes and calls the next witness before I come

-back, I want to thank you very much, Mr. Shillito. You are obviously
a highly competent man as are the other gentlemen with you. And you
have been most responsive.

Mr. SHILLITO. Thank you very much, Mr. Chairman.
By the way, I should mention, Mr. Chairman, we do have a number

of programs that are constantly being considered-new ideas, new con-
cepts-as regards ngnter craft. Of course, each and every one Of these
gets rather thorough scrutiny.

COST OVERRUNS

Representative BROWN (presiding). Mr. Shillito, I would like to go
*to your prepared statement where you say: "The nine categories of
-cost growth are as follows:" And I will ask you for a definition of
some of them, which I must admit I am not sure I understand. And
I would like you to identify them as we go down the line as to whether
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or not they are controllable or uncontrollable as far as DOD is con-
cerned. Now, we make a little fetish on the Federal budget, or the'
Federal budget for other expenditures, of identifying which are con-
trollable and which are noncontrollable expenditures. And I wonder-
if you could go down that list and give me some clear picture of what
engineering changes are. They account for 17 percent. And tell me
whether or not they are controllable as far as the Department of
Defense is concerned, and so on with the rest of them.

Mr. SHILLITO. I should mention, Mr. Chairman, that a number of'
these would fall into both the controllable and uncontrollable cate--
gory. Most of them are controllable.

We do have very explicit definitions as regards each of these nine
categories.

For example, engineering changes are considered as an alteration in
the physical or functional characteristics of a system or item delivered,.
to be delivered, or under development. It means that we have decided
to change that particular item. We then go through the normal engi-
neering change process in order to make that change.

Next, a quantity change is self-explanatory. This particular cate-
gory of change is, indeed, controllable.

Engineering changes, by the way, generally are controllable. Some-
times some of these are unforeseen, and they might be considered
somewhat uncontrollable.

Representative BROWN. I am assuming that as to *the quantity
changes that what in effect you are winding up with is more for the
money; in other words, you are buying more of a particular item. Isn't
that what quantity changes mean?

Mr. SHILLITO. Yes; however, we may end up with buying less. We
may find, as we move into 1973, that due to budgetary constraints, we
are just not going to have the dollars that we thought we were going
to have as we move into 1973 for a program that was started in 1968 or-
1969 or 1970. Thus we end up with having to make a quantity change.
Frequently we will end up with more dollars expended per item be-
cause of that.

Representative BROWN. I am sure that would be true if you reduce
the number of items. But is it true also if you increase the number-
of items?

Mr. SHILLITO. It is not true as far as the unit cost is concerned; gen-
erally the unit cost would go down.

Support change, of course, is a change in the support item require-
ments. This could be everything from tools and test equipment to spare
parts. We procure, as you know, significant numbers of these items
along with the acquisition of a major item. Frankly, Mr. Brown, we
really don't know exactly what we are going to require in the way of
support for a major weapons system in detail until we actually get the-
item in the inventory. These type changes are called support changes.

Representative BROWN. You didn't identify a percentage for that.
I assume it is part of the 14 percent that you didn't identify and,
therefore, a relatively small percentage.

Mr. SHiLLrro. Support changes account for slightly less than 6.
percent.

Schedule changes, again, are self-explanatory. They are changes in
our delivery schedule and, generally, this is a controllable type thing.
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With respect to the support changes, even though we control the proc-
ess, we may be required to initiate such changes to insure that the end
item performs as required.

We define, unpredictable changes next. This covers such things as
work stoppages, acts of God, State law changes-the gamut of things.

Representative BROWN. Federal law changes ?
Mr. SHILLITO. Yes, sir.
Economic changes are next. Here we are talking about some of the

things that we touched on in my prepared statement. These are changes
due to the operation of factors in our economy. This includes specific
contract changes that relate to economic escalation, the economic
impact in toto on the quantity or quantities of items that we are
procuring.

Representative BROWN. I would assume that No. 6, economic changes
and No. 5, unpredictable changes are not within the control of the
Defense Department; is that correct?

Mr. SHILLITO. That is correct as far as No. 5 is concerned. Of course,
as far as No. 6 is concerned, we frequently provide for escalation in
our contracts. To the extent that we can do this, the effect of economic
changes can be provided for, and, therefore, such changes are within
our control.

We talked about estimating changes, a most difficult area in many
ways. This is about 26 percent of the overall cost group discussed in
my prepared statement. This is a change in program or project cost
due to refinements of the base estimate. To a significant degree, that
category reflects our ability to estimate the cost of a particular pro-
gram over a 7-year spectrum that -we are concerned with here. Un-
fortunately, it generally goes up.

Representative BROWN. I can understand that in the case of a very
new item: that is, a researched item that has all of a sudden been de-
veloped for the first time. But certainly the estimated changes don't
have anywhere close to this 26-percent change, the one you were talk-
ing about, the purchase of standard shelf items, does it?

Mr. SHLLITO. That is correct, sir. But, unfortunately, the stand-
ard shelf items -are an insignificant piece of the total that we buy.

Representative BROWN. Let's get our base straight here because you
were talking about cotton shirts and a couple of other things in your
prepared statement also.

Mr. SHILLITO. We don't have a problem -of estimating changes on
these type items.

Representative BROWN. There were also cotton shilts. And they also.
have an escalation, a cost overrun factor, so to speak; is that right?

Mr. SHILLITO. Yes, they do.
We may havp. PsReanation ela~ises in tfhe nrpe nremRnt of the-sp kinds

of items, but you are talking about 'awards made today that will in-
volve the delivery of items in a few months. Economic changes in
the short term do not have the same impact they have over the spec-
trum of many years. We are concerned here with the procurement of
major systems as depicted on the chart over the long term.

Of course, some of our estimating changes involve mathematical
errors and errors in estimating. As I commented 2 years ago before
this committee that we have a severe overoptimism problem in-house
with regard to what it is going to cost to get a job done. Frequently,
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we get overoptimistic estimates from contractors. Sometimes this is
reflected in our estimates.

Contract performance incentives, the next item, covers such things
as award fees. This is a net change in the contractual amount that is
due to the contractor's actual performance being different than what
was predicted in the contract. These are the incentive changes that we
have to recognize as the contract evolves.

Contract overruns or underruns are net changes over or under that
-contemplated by a contract target price in, say, a fixed price incentive
contract. This is normally not attributable to any other causes of cost
growth that I have identified earlier.

I would like to suggest, Mr. Brown, that we give you a complete
recap of the detailed definitions of each of these for the record. As
best we can, we will attempt also to break out that other 13 percent
that is not identified in my prepared statement.

(The following information was subsequently supplied for the
record:)

THE DEPUTY SECRETARY OF DEFENSE,
Washington, D.C., August 5,1 970.

Memorandum for Secretaries of the Military Departments: Director of Defense
Research and Engineering; Assistant Secretary of Defense (Comptroller) -
Assistant Secretary of Defense (Installations & Logistics) ; Assistant Secre-
tary of Defense (Public Affairs) ; Assistant Secretary of Defense (Systems
Analysis) ; Assistant to the Secretary (Legislative Affairs) ; Director, De-
fense Supply Agency; and Director, Defense Contract Audit Agency.

Subject: Cost growth definitions.
As indicated in my memorandum of November 26, 1969, the views of each

addressee were obtained relative to the tentative definition of "cost growth"
which was distributed at that time. These views have been carefully considered
and changes made to improve the clarity or the categorization of the reasons for
"cost growth."

Distributed with this memorandum is the definition of "cost growth." This
will apply to the net increased cost to the Government of items or services pro-
cured or to be procured. There are nine listed categories of reasons for cost
growth which provide the visibility required.

This definition for "cost growth" or "cost decrease" will be used when nec-
essary to explain programs, budgets or contracts. For internal management
purposes. any of the categories may be grouped or further stratified to serve
management needs. However, any grouping of categories thus used must be
capable of being identified by the nine individual categories if this is later re-
quired for reconciliation purposes.

It is expected that this "cost growth" definition will be used wherever appro-
priate in management reporting, testimony, official correspondence or speeches,
to explain instances of cost growth.

DAVID PACKARD.

"COST GROWTH"

Cost growth Is the net change of an estimated or actual amount from a base
figure previously established. The base must be relatable to a program, project
or contract and be clearly identified including source, approval authority, specific
items included, specific assumptions made, date and amount. The events caus-
ing "Cost Growth" must then be identified by one or more of the following cate-
gories and the appropriate amount of each shown as "estimated" or "actual."
These categories do not necessarily determine whether the cost growth could have
been avoided by the Government or contractor or both. They provide the essen-
tial visibility and information required to determine the cause of the cost growth.

CATEGORIES

1. Engineering Change.-An alteration in the physical or functional character-
istics of a system or item delivered, to be delivered, or under development, after
establishment of such characteristics.
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2. Quantity Change.-A change in quantity to be procured, the cost of which
is computed using the original cost-quantity estimating relationships, thereby
excluding that portion of the current price attributable to changes in any other
category.

3. Support Change.-A change in support item requirements (e.g., spare parts,
training, ancillary equipment, warranty provisions, Government furnished prop-
erty/equipment, testing, etc.).

4. Schedule Change.-A change in a delivery schedule, completion date or inter-
mediate milestone of development or production.

5. Unpredictable Change.-A change caused by Acts of God, work stoppage,
Federal or State Law changes or other similar unforeseeable events. Unfore-
seeable events include extraordinary contractual actions under the authority of
PL 85-804 except that formalization of informal commitments should be reflected
under the other categories, as appropriate and not included under this category.

6. Economic Change.-A change due to the operation of one or more factors of
the economy. This includes specific contract changes related to economic escala-
tion and the economic impact portion of contract quantity changes computed us-
ing the original contract cost-quantity relationship. This also includes changing
real dollar amounts in program estimates to reflect (1) revised economic impact
or (2) definitized contract amounts.

7. Estimating Change.-A change in program or project cost due to refinements
of the base estimate. These include mathematical or other errors in estimating,
changing the base year of the constant dollars, revised estimating relationships,
changing from constant dollars to real dollars, etc.

8. Contract Performance Incentives.-A net change in contractual amount due
to the contractor's actual performance being different than was predicted by per-
formance (including delivery) incentive targets; as differentiated from cost in-
centive targets; established in an FPI of CPIF contract. This category also in-
cludes any changes in amounts paid or to be paid a contractor due to (1) award
fee for performance accomplishments under a cost plus award fee contract or
(2) the sharing provisions of a value engineering incentive clause included in
any type of contract.

9. Contract Cost Overrun (Underruns).-A net change in contractual amount
over (under) that contemplated by a contract target price (FPI contract), esti-
mated cost plus fee (any type cost reimbursement contract) or redeterminable
price (FPR contract), due to the contractor's actual contract costs being over
(under) target or anticipated contract costs, but not attributable to any other
cause of cost growth previously defined. Offsetting profit or fee adjustments at-
tributable to cost incentive provisions, if any, shall be considered in determin-
ing the net contract cost overrun (underrun).

BREAKDOWN OF COST GROWTH ELEMENTS

The percentage figures used in statement are those percentages applied to a
GAO analysis of cost growth in 52 weapon systems for which Selected Acquisition
Reporting (SAR) cost data was available. This breakdown, as reported by the
GAO on page 61 of their report entitled "Acquisition of Major Weapon Systems"
(B-163058 dated March 18, 1971), is as follows. It should be noted that the cate-
gories used by GAO are not identical in all respects to the nine categories used
by DoD. The major categories however, are the same.

[Amount in millions I

Amount Percent

(1) Net quantity changes -$2,382.5 9.9
(2) Engineeringchanges -4,072.5 17.0
(3) Support changes -1,366.0 b. 7
(4) Schedule changes ----------------------------- ,615.5 10.9
5) Economic changes- - , 4,014.4 16.7

(6) Estimating changes -------------------------------------- 6,179.2 25.0
(7) Sundry -1,084. 7 4.5
(8) Unidentified- --- --------------------------- 2, 264. 9 9.4

Total- - ,, 23,979. 7 99. 9
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DEFENSE PROFITS

Representative BROWN. Let me move on to this concern that you ex-
press about the GAO study involving only 3 percent of the contracts
and not being typical. I have a list of 4,828 cases in 1969 and 4,853
cases in 1970, that came before the Renegotiation Board. These are
not individual contracts, they are company positions, I assume, based
on the way the Renegotiation Board operates. But in this statistical
breakdown, between 17 and 18 percent of their study represented
studies in which current losses were involved, or in which carryover
losses, carry forward losses were involved. Now, there were losses in-
volved in the GAO contract study.

M r. SHILLITO. Yes, sir, there were.
Representative BROWN. What percentage ?
Mr. SHILLITO. I don't have the number at my fingertips, but we can

give you that number. Mr. Malloy says that he doesn't think we have
that number.

Representative BROWN. Can we identify it and see if it rates typically
with the consideration there given.

Mr. 1SHILLITO. In some of their range data on the 146 contracts they
*did indicate some losses. I think that is fairly well spelled out in the
record. We will check with the GAO on that and supply it for the
record.

(The following information was subsequently supplied for the
record:)

LOSSES IN THE GAO PROFIT STUDY

In Mr. Staats' testimony on 29 April 1971 before the Committee, additional
'back-up material was provided by the General Accounting Office (GAO). This
material, amplifying the facts and data associated with the group of 146 con-
tracts, described in part the circumstances and range of losses associated with
this segment of the GAO Profit Study. Of the 146 contracts 17 were losses rang-
ing as high as a minus (7S%) on Total Capital Investment (TCI). GAO has ad-
vised that the losses averaged a minus (20.7%) on TCI.

As to the primary segment of the GAO Profit Study relating to the large
-sample of 74 defense contractors, the schedules attached to the Study report dis-
play the losses observed by GAO. Schedule 3 of the report shows the following
losses measured as a return on TCI by year:

Losses on TCI
Percent

Year: 1088
1.966 -- 27
1967 ------- 06
1968---------------------------------22
1969----------------------------------12

In the most recently published report by the Renegotiation Board, renegotiable
losses totalling $461 million were reported against a sales volume of $9,256 mil-
lion, with the largest losses occurring on fixed-price contracts. In that category,
losses of $358 million were incurred against renegotiable sales of $5,368 million
Trend data on the number of loss filings reported to the Renegotiation Board for
the last 3 years are as follows:
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Total number onagency Loss filings
of nonagrency reporting as percent of

Renegotiation Board year ending- filings losses total filings

1968 - 4, 027 676 16. 8
1969 -4, 452 788 17. 7
1970 -4,400 1, 029 23. 4

Mr. SHILLITO. By the way, for 1970, the Renegotiation Board losses
as a percentage of nonagency filings were 23.4 percent. I think this is
an interesting number, too.

Representative BROWN. This would be 23.4 percent of the companies
-covered by the Renegotiation Board or contracts covered, which?

Mr. SHILLITO. This is related to the number of total nonagency fil-
ings; this is, companies. You are talking about 4,400 companies which
filed in 1970, with 1,029 of these companies incurring losses.

Representative BROWN. I am hard-pressed, Mr. Shilllito, to answer
one question in my mind. I was not going to ask you this, but how did
you resist in your examples in your testimony, of cost overruns and
other projects the temptation to mention the Rayburn Building which
was built during the time of relative price stability in which we had
some rather extensive cost overruns? I just find that beyond belief.

AIr. SHILLTTO. I am just extremely tactful, Mir. Brown.
Representative BROWN. Mr. Chairman, now that you have returned

-to the fray, I have to be excused because they are playing my song, too,
in bells. So I will yield back to you.

X-2 7 FIGTrER AIRcRAIIT

Chairman PROXMIRE (presiding). Mr. Shillito, this thought oc-
curred to me as I was going down to the floor. You said that X-27
wasn't the kind of thing that would bail out Lockheed, talking about
tens of millions of dollars, but it seems to me like tens of millions here
-and there, might add up to a little money.

Air. SHnLLITO. I don't have any idea at all about the so-called X-27.
The only thing I can assure you is that, knowing the magnitude of the
Lockheed problem, you won't correct the Lockheed with a fighter plane
development contract.

Chairman PROXMIRE. I am sure not with that alone. It is just an
-example of one way in which you could get at it, and one way that
could be shockingly wasteful.

Mr. SHnLLIrO. I can assure you that regardless of what happens with
respect to the X-27 it would indeed in no way relate to the kind of
pending major decisions as regards Lockheed. In any event, as far as
I am aware. there is no contract being considered for award to Lock-
heed for the development of a new fighter plane.

Chairman PROXimRE. Thank you, very, very much.
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Mr. SHINro. Thank you, Mr. Chairman. It is nice being with you.
again.

Chairman PRox2mm. It is nice having you up.
(The following information was subsequently supplied for the-

record:)
Rental collection listing

Cessna, Wichita, Kans-------------------------------------- $47, 244.37
Cleveland Pneumatic Tool,' Cleveland, Ohio--------------------- 804, 590.37
Fairchild-Hiller,' Republic Division, Long Island, N.Y -___ _ -630, 0ST. 00-
General Electric,' Albuquerque, N.M…---------------------------- 199,947.05
McDonnell-Douglas, St. Louis, Mo…------------------------------ 575, 447. 00-
Menasco Manufacturing, Fort Worth, Tex---------------------- 108, 904. 36
National Water Lift,' Kalamazoo, Mich------------------------- 29, 364.92
Rohr Corp.,' Chula Vista, Calif--------------------------------- 515,513. 17
Aeronca,' Middletown, Ohio------------------------------------ 175, 464. 73.
Heintz Division, Kelsey Hayes, Philadelphia, Pa_---------------- 151, 604. 26-
Utica Division, Kelsey Hayes,' Utica, N.Y---------------------- 325, 813.00
Menasco, Burbank, Calif--------------------------------------- 209, 850. 00

3, 773, 830. 23
XRental includes 1st quarter fiscal year 1972.

Chairman PROXMIREi. Our next witness is Joseph M. Lyle, president,
National Security Industrial Association. And I will ask Mr. Robert
B. Chapman III, president, AAI Corp., Cockeysville, Md., to come up-
with Admiral Lyle.

Admiral Lyle is a friend of our committee. During his active career
he was awarded the Legion of Merit and the Distinguished Service
Medal. In July 1967, he joined the National Security Industrial Asso-
ciation as vice president for operations. On September 28, 1967, he.
was appointed president of the National Security Industrial
Association.

He is a past national president of the Armed Forces Management
Association.

Mr. Chapman has been with AAI Corp. since its founding in 1950.
He has been assistant general manager and member of the board of
directors since 1952 and executive vice president from 1959 until 1967,.
when he was elected to the office of president and chief executive offi-
cer. He is vitally engaged in the work of the National Security Indus-
trial Association, as a member of the executive committee and
immediate past chairman of the board of trustees.

I am very happy to have you with us. And I apologize for keeping-
you so long. We are looking forward to your testimony.

STATEMENT OF JOSEPH M. LYLE, PRESIDENT, NATIONAL SECURITY-
INDUSTRIAL ASSOCIATION, ACCOMPANIED BY ROBERT B. CHAP--
MAN III, PRESIDENT, AAI CORP., COCKEYSVILLE, MD.

Mr. LYLE. I am Joseph M. Lyle, president of the National Security
Industrial Association, which is a nonprofit association of approxi-
mately 300 American industrial and research companies of various;
types and sizes from large to small, representing all segments of the
defense industry in every part of the United States.

Our essential purpose and function is to serve as a two-way commu-
nications medium between Government, primarily defense and NASA,.
and the industry which supports it.
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I am accompanied by Mr. Robert B. Chapman III, a member of the
NSIA Board of Trustees of which he is immediate past chairman,
:and president of the AAI dorp. of Cockeysville, Md.

Mr. Chapman will present the association's statement on the GAO
defense industry profit study.

Mfr. CHAPMAN. I appreciate this opportunity to appear on behalf
of the National Security Industrial Association to present its views
on the report by the Comptroller General entitled "Defense Industry
Profit Study" dated March 17,1971.

A brief word about my industry identification and experience. I
am president of the AAI Corp. and immediate past chairman of the
board of trustees of the National Security Industrial Association. I
have 30 years experience with defense industry, 10 years with the
Glenn L. Martin Co. and 20 years with AAI Corp., which I helped to
found. I have worked 17 years under NSIA aegis in the Government/
industry interface relating to procurement legislation, policies, and
regulations.

The AAI Corp. is a medium-sized defense contractor employing
about 1,000 people, with annual sales of about $25 million. We work
primarily as a prime contractor, developing and producing training
and simulation systems, automatic test equipment, materials handling
systems, fluid power systems, and weapons and munitions.

We believe that the General Accounting Office has done a com-
petent and thorough job in making the profit study, and we do not
question the validity of their data in regard to defense profits reported
in the normal annualized form.

Broadly speaking, we do not argue with GAO's conclusions on
page 54 of its report that in determining profit objectives for negoti-
ated Government contracts where effective price competition is lacking
consideration should be given to contractor capital requirements as well
as to such other factors as risk, complexity of the work, and other man-
agement and performance factors. However, we are wary of moving
too far from reliance on costs and specifically we disagree with the
language in the preceding paragraph on page 54 which states ". . . it
is essential that capital investment be substituted for estimated costs as
a basis for negotiating profit rates." With respect to GAO's finding
that it is feasible to develop invested capital data by contract, we
-question that thiis can be done with any acceptable degree of preci-
sion, either before or after contract performance.

First let me speak to the feasibility and desirability of negotiating
profits for individual defense contracts on the basis of return on invest-
ment rather than on a basis of return on costs.

It will be extremely difficult, if not impossible, to develop reliable
capital investment data which can be used to negotiate the profit ratio
of individual contracts. One major obstacle will be that investments
made in one fiscal period will benefit contracts in later periods, some-
times years apart. Another obstacle will be in reaching agreement as
to what investments should be made and allocated to a particular con-
tract. Some of the most useful company investments have appeared to
be of questionable value in their early stages. In the light of the fore-
going, it is probable that when investment is allocated among the indi-
Yidnual contracts, a portion of the investment will be left which the
'Government negotiators will say is not properly allocable to any con-
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tract and for which the contractor will not therefore be able to get any
return.

Our economic system depends on balancing out profits from all con-
tracts so as to produce an overall satisfactory net return. It is not at all
based, whether defense or commercial business, on obtaining the same~
return on investment from every contract.

Apart from the inherent imprecision of the allocation process pre-
viously noted, it is not surprising that the GAO study of 146 contracts
showed wide variation in return on investment. We believe this finding
is of little significance. An examination of the individual contracts of
any contractor, whether defense or commercial, would show such a
widespread variation between the return on investment for individual
contracts because of normal differences in the work requirements. Fur-
ther, the basic method of defense contracting leads to such large varia-
tions between return on investment of individual contracts. For any-
major sysem or subsystem there will be many contracts, some of which
require a very high investment and some of which require almost no.
investment at all.

The concept of basing profits on return on investment developed for
the public utilities is applied on a overall basis to the entire operation
of a particular utility company during an anmual period. If it is desired:
to introduce the concept of return on investment into the determination.
of defense profits, it should be done after the fact on an overall annual
basis for a whole company or profit center rather than before the fact
on an individual contract basis.

It is absolutelv essential that anv change that would introduce con--
tractor investment as a major criterion for determining profit objec-
tives should carry with it a change in Government procurement policy
that would make interest costs an allowable cost. The disallowance of-
interest as a cost is one of the elements of the present pricing formula.
Any approach to pricing which puts a major or whole emphasis owt
return on investment should consider interest as a cost to avoid con-
fusing or conflicting incentives.

In considering defense profits, however established, it must be kept
in mind that Government contractors assume a far greater risk in the
feast-to-famine economy of defense contracts than do most commer-
cial contractors. The termination of a single contract representing the
major portion of the contractor's volume, the stretchout or partial ter-
mination of such a contract, the failure to win in the win-all or lose-all
competition of a major new program award-these are risks which the
commercial company whose volume typically bears a closer relation-
ship to the much more stable general economy does not have to assume.
Since the most elemental function of profit is to reward the entrepre-
neur for the assumption of risk, the defense contractor should show his
stockholders a higher return on defense contracts than on a commer-
cial business. The fact that the reverse is true is a forecast of trouble
for the retention of a broad industrial base for the -production of the
sophisticated weapons required for our Nation's security.

Finally, it is important to recognize that the defense industry profit
study made by the GAO clearly demonstrates, as did the previous stud-
ies tby the Logistics Management Institute, that contractor profits on
defense work are not excessive and in fact are lower than for compar--
able commercial work.
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We feel, based on recent changes in defense procurement regulations
promulgated since the period covered by the study, that similar data for
the current period would show even lower defense profits and a wider
disparity between defense and commercial profits. These changes,
impacting on the allowability of rental payments for property and for
automatic data processing equipment, as well as introducing greater
limitations on independent research and development, tend to 'lead to a
further erosion of profits.

We are concerned that continued pressure on the level of defense
profits will still further adversely affect an industry which is aready in
a very unhealthy condition due to the large reductions in force which
have been implemented in the last 2 years as a result of cutbacks in
defense ftnding.

In brief summary, while agreeing with the concept of considering
contractor capital investment as one factor among others, including
costs, risks, complexity, et cetera, in determining going-in profits for
negotiated contracts, we seriously doubt the feasibility of and are op-
posed to negotiating profits primarily or solely on the basis of return on
investment. We feel that return on investment can be determined
accurately only after the fact on an overall company or profit center
annual basis. We further point out that the GAO's report of defense
industry's profits solidly supports the conclusion that industry profits
on defense business are not excessive, but indeed are lower than for
commercial business.

Thank you.
Chairman PROX-MIRE. Mr. Chapman, you say in your statement:

"since the most elemental function of profit is to reward the entrepre-
neur for the assumption of risk, the defense contractor should show his
stockholders a higher return on defense contracts than on a commercial
business." Do you as a defense contractor also have commercial
business?

Mr. CHAPMAN. Yes, sir; we do.
Chairman PROXMIIRE. Are you publicly held?
Mr. CHAPMAN. We are a publicly held corporation, sir.
Chairman PROXMIRE. Can you show your stockholders your return

on your defense contracts and on your commercial business?
Mr. CHAPTrAN. We have not yet reached a point where we have dis-

closed returns on the individual elements of the business.
Chairman PrtoxmuI. Do you know what they are?
Mr. CHAPMAN. Yes, sir.
Chairman PROXMIRE. You know yourself ?
Mr. CHAPMAN. Yes, sir.
Chairman PROXMrIRE. Don't you think any good businessman would

know that before he would either sell in the commercial market or take
a defense contract?

Alr. CHAPMAN. Yes, sir.
Chairman PROXATIRE. If you know, then you have answered the

question that you raise in your statement: "It will be extremely diffi-
cult, if not impossible, to develop reliable capital investment data
which can be used to negotiate the profit ratio of individual contracts."

Mr. CHAPMAN. I misunderstood you.
Chairman PROX1IRE. But any competent businessman would know

that, or he won't stay in business very long, he knows when he gets a
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defense contract at least roughly what kind of a return he can get
on equity capital. That is his job as a good businessman, and that is
his responsibility to his stockholders, to be sure that when he goes
into this business he is going to get a return. So that if you have been
able to operate efficiently-and I am sure you have and you have a good
reputation as a businessman, you have been successful-you have been
able to do it based on an understanding of the kind of return you are
going to get when you get into a defense contract. You certainly don't
go into them to lose money.

Mr. CHAPMAN. The overall aim is not based on individual contracts.
It is in some cases desirable to take an individual contract which in
itself will lose money.

Chairman PROXMIRE. Of course.
Mr. CHAPMAN. You have to balance all the contracts, and your end

goal is to balance from a line of business, to get a balance from a line
of business which may return in 25 programs a profit for a period
of time. The particular line may be unprofitable for a year or 2 and
then be profitable, and it has to make up for the losses in previous
years. On an individual contract basis there is no real equity return
measurement-you attempt to take every individual contract on a
profit-on-cost basis using the pricing formula. You don't try to find
out what the relation of that is to the equity. And it is a very arguable
thing. Almost no one can agree on how to spread the investment over
the individual contracts.

Chairman PROXMIRE. You approve the GAO study, but you chal-
lenge their computation of return on equity capital from defense
work?

Mr. CHAPMAN. Not on a normal annualized basis.
Chairman PROXMIRE. If you are able to do it, why can't this be done

by the Defense Department in its procurement policy? That is all we
are asking for.

Mr. CHAPMAN. We did not agree with the GAO's allocation of
invested capital to the 146 contracts. I have studied carefully what
they have said, and they indicate that there was considerable dis-
agreement between them and the contractors, that they developed it,
and the contractors were allowed to see it, and there was some dis-
agreement, but they don't tell how they did it. I have tried to do this
in many instances for many reasons-justifying IRD, justifying in-
vestment-I have tried to do it internally, and I have tried to do it
with Government agencies. We always try to do it in setting up our bid
rates for the year; that is, what we are trying to allocate is overhead
costs, which include some of these investments, and in establishing rates
to be applied to a completed contract. It takes a long, long time to do it.
And doing it on an individual contract basis will bog the procedure
down very badly.

Chairman PROXMIRE. The GAO study was based in the first place on
a questionnaire, and then they spot audited the returns, and then they
went into the more detailed audits, on 146 contracts. On the question-
naire they asked the contractors to give their profits, as I under-
stand it, on their defense contracts and on their commercial business.
And then the GAO calculated the returns of the defense contractors.
And they calculated it in various categories. And they came up with
conclusions. And I don't know of anybody in the industry who has
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challenged the accuracy of these conclusions. They were able to com-pute what the return was on equity capital, on total capital, etc. Theywere able to do it. If they were able to do it without question, why,then, shouldn't this system, which they say should be adopted and,which, according to the previous witness the LMI recommended, and
which the Defense Department recommended, why shouldn't this bea sensible policy? Your only objection is that it is extremely difficultif not impossible to apply, you say. They have done it, and you haven't
challenged the accuracy of their being able to do it with respect to in-dividual contracts.

Mr. CHAPMAN. We have to differentiate between two parts of thestudy. One part of the study was on the questionnaire. It was normal
annualized data. They did break it down between commercial and de-fense contracts, but not by the individual contracts-rather on thebasis of all contracts for a given company in a particular period. Wh7ensomeone says that this has been done, you have to visualize what thatmeans in any one year-moreover, you have to know, is the contractor
on a completed contract basis, or is he on a percentage of completion
basis? It makes a major difference in his profit as reported. In anyone year a contractor can be reporting on contracts which have
started in previous years and are finishing up this year, on contracts
which start this year and finish up this year, and on contracts which
start this year and don't finish until the future. So that the data thatthey have developed, which I say is accurate, is on total defense busi-ness for a particular year. But it bears no resemblance to a program ora contract which has stretched over 7 years.

Chairman PROXMIRE. You have done a skillful job of differentiat-ing. But it seems to me that you are still hung up on this problem.
Is there not a similar problem with respect to the allocation ofestimated costs which you approve? You say you should compute yourprofit on the basis of costs, i.e., the profit related to the costs. Now, toallocate those costs it seems to me is a similar problem. Isn't the ma-jority of the in-house contract costs allocated rather than directlyidentified with the instant contract?
Mr. CHAP-MAN. I think in general the in-house costs are split ap-proximately 50 percent-50 percent directly identified, and 50 percent

must be allocated.
Chairman PROXrIRE. And that allocation is a matter of judgment?
Mr. CHAPMAN. It is a very difficult judgment, and presently, underthe DOD pricing formula, it is done at least twice a year. At the begin-ning of each year a contractor must make projections-and sometimescorrect them quarterly; I do it quarterly with the Government au-ditors who are in my plant-of what business he expects to have forthe year. I make projections of what direct costs I expect to have,

and I make projections of what nondirect costs must be allocated.And this is a matter that continuously goes on between me and fiveresident Government auditors on an overall annual basis and not on
an individual contract basis. We establish a set of rates to bid by, aset of rates to bill by, and then finally sometimes 2, 3, 7 years laterwe negotiate the rates for complete contract billing. And this is onlynegotiating my total indirect costs over my total direct costs for 1-yearperiods, and not broken down by little pieces. If I have to break it

67-4 2 5-72-Pt. 4-9
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down by contracts I would have to break it down into many separate-
negotiations.

Chairman PROXMIRE. Then you are not arguing about computing

profit with relation to cost as being better than with relationship to

capital. What you are saying is that you can't differentiate individual
contracts either way.

Mr. CHAPMAN. I am saying that I have participated in discussions

where a board of directors or a set of outside auditors, who are the-

most expert people you can find, have tried to decide after the fact

how to allocate certain investments. You can see the results of these-

discussions all the time. You can see an annual report adjusted because
an allocation made 3 years ago turned out to have been an error, and

there is a change, retroactive, 3 years past. This is a very tough thing

to do. And all I'm arguing is, let's not try to do it on a contract-by-
contract basis.

Chairman PROXMIRE. Then it seems to me that you don't have any
basis at all for negotiation with the Defense Department. You can't
negotiate in the relationship of your profit to your costs, so I don't

know how the Defense Department would be in a position to negotiate
with vou.

Mr. CHAPMAN. We do negotiate with relation to costs. We estab-

lish a profit relationship with reference to predicted cost.
Chairman PROXMIRE. On a contract basis?
Mr. CHAPMAN. On a contract basis. But the allocable parts of it

are applied by formula which is previously agreed to on an overall
basis.

Chairman PROXMIRE. Why can't you do the same thing with respect
to capital?

Mr. CHAPMAN. Because capital actually-and here again I am not

quite sure what the GAO is calling capital-clearly they are calling
capital that part-

Chairman PROXMIRE. Very simply, the total assets-your total in-

vestment or your equity capital. You know what that equity is, and
you know what your total investment is.

Mr. CHAPMAN. My equity is easy to divide overall. But when I

want to divide it individually by contracts, some elements of my equity

will apply more to one contract than to another. And this is a verv

difficult thing to do, which people have tried to do after the fact, and

have not done very successfully. I am arguing that we shouldn't

try to do it before the fact.
For instance, just take my example of the time period. I make

an investment, which in the commercial world would be called a capital

investment, and in the military world we call IRD, of $100,000 this

year. If we were negotiating no contract in that year, I would have

to set up some kind of a pool to reserve this against. The first con-

tract I got, I would then say that the contract resulted from that

investment. Actually I may obtain contracts from an investment made

in 1959 as late as 1972. I have programs which were started back in

1951 which I am still contracting for. And the investment that I made

back in 1951 has s-n-ead over all these years, including tools, facilities.

and so on. And so it is extremely difficult to take an investment and

try to tie it down to an individual contract.
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Chairman PROXMIRE. But when you are relating your profits to your
cost you have the same kind of a problem, because one of your costs
you say is your indirect cost?

Mr. CHAPMAN. That is correct, Senator Proxmire.
Chairman PROXMIRE. The cost of depreciating capital, getting a

fair return on the amount that is invested altogether, you have to
compute that and determine whether to go ahead with it?

Mr. CHAPMAN. You compute it once on an overall basis
Chairman PROXMIRE. You compute it with respect to the contract

too?
Mr. CHAPMAN. But only allocate it to the contract on the basis of

taking the total direct costs of the contract during that year in rela-
tion to the other direct costs, and you take its part of the depreciation
and apply it. We haven't yet in our pricing formula reached a point
where we try to take depreciation of manufacturing equipment and
allocate it only to manufacturing contracts using specific equipment.

Chairman PROXMIRE. This seems to me to be primarily an account-
ing problem. And the expert accountant advising the Government is
the General Accounting Office. They have a great reputation. And
they have consulted in great detail with the people in the Defense
Department, and with large and small contractors. And their best
judgment is that this is the fairest and best way from the standpoint
of both the taxpayer, the Government, and the contractor to handle
this situation and to get fairer treatment for both the taxpayer and
the contractor.

Let me ask you this. Mr. Chapman, would you agree to supply the
Government with information about your defense profits if you were
asked to do so? Would you oppose such a request? Do you think con-
tractors ought to report the profits they make on Government work
in the performance of negotiated contracts?

Mr. CHAPMAN. Actually, it is not too difficult in my company, since
we are 95 percent defense, to figure our defense profits. Essentially,
since I have been a defense contractor for 21 years I have really been
supplying that kind of data.

Chairman PROXMIRE. Can you tell us what profits you made on
your defense business in each of the 5-past 5 years, figured as a
return on sales and as a return on investment?

Mr. CHAPMAN. Not offhand. I can tell vou what mv total return on
investment is for the whole company for the last 5 years.

Chairman PROXMiuE. That is pretty close. because 95 percent of
your business is defense, unless you had a mighty profitable or un-
profitable commercial business.

Mr. CHAPMAN. In the last years-I can give you 1966 through 1970.
Chairman PROXMIRE. All right, sir. What was it?
Mr. CUAPMAW. 1Return on stockholders' equity, 3.92: 13.58; 4.76;

1.49; 7.45.
The average return for the whole 21 years of our existence is 9.28.
Chairman PROXMmRE. And vour return on sales?
Mr. CHAPMAN. The return on sales I didn't put down, because I

consider that pricing.
Chairman PROXMIRE. The reason I asked that is because I just

wondered whether this was possible to do. Do you think it would be,
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reasonable to ask or require all defense contractors to provide that
kind of information?

Mr. CHAPMAN. We are reaching this point. This is one of the big-
arguments nationally in the American Institute of Certified Public
Accountants with the SEC-this question of requiring executives to
disclose their profits by elements of their business.

Chairman PRoxMiRE. On what side of the argument do you come
down?

Mr. CHAPMAN. I am concerned that if managers disclose the ele-
ments of their business in great detail, they will then have their com-
pany managed by a committee of the public, or the stockholders. And
frankly, any time you cut through a company and look at its product
lines, you can find individual product lines that are not very profitable
now, but which the manager as an entrepreneur feels will be profitable
in the future. And if these were attacked, some of the great things we
have done in this country would never have been done.

Chairman PROXMImE. Doesn't seem to be any problem for you. You'
have been very frank. You have told us what your profits are as a
percentage of your investment, and it would be very easy to compute-
it, since you are publicly held. And I think that that means that yotu
sell your stock, so the SEC would require that you divulge that kind
of information. And you also divulge what your equity is, and what
your total assets are, and what your sales are. So it is easy to compute.
Why shouldn't your competitors be in the same position? And pub-
licly held corporations are in the same position where they have such
a high proportion of their sales in defense. Where they do not, of
course, they have an advantage over you. They don't have to disclose-
what their profits are with respect to defense. It seems to me that this-
particular area-because the taxpayer has to pay for it-is something-
that should be publicly disclosed, since you have publicly disclosed it
anyway, what your overall profits are.

Mr. CHAPMAN. Of course, my feeling in coming down here today
was that the GAO study and the LMI study had disclosed this mix
without disclosing any individual companies they were talking about.

Chairman PROXMIrRE. That is it. What we want to get at is. why
should we not know which individual companies?

Mr. CHAPMAN. Fundamentally, I guess for the reason I have given
you, that the managers feel that the more information that they give-
out about the details of their operation, the more people that they-
have to justify what they are doing to.

Chairman PROXMIRE. What is wrong with that?
Mr. CHAPMAN. Business management is extremely difficult, and man-

agement by committee is impossible. A company benefits from strong,
capable people leading it, and it is because of them that it has been
successful.

Chairman PROXMiRE. I think that is absolutely right. I agree with-
that. But I don't see how that means that the profit in defense
shouldn't be disclosed when your overall profits are disclosed. If busy-
bodies are going to poke their noses into it, they are not going to get
anywhere unless there is very high profit. It seems to me, on the other
hand, that if you are not making any money out of defense, we ought
to know about it, because that means that you haven't been treated
fairly overall in procurement. The more information the public and
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the Congress has about this, is would seem to me, the stronger the
basis and the fairer basis we have for our procurement policies.

Mr. CHAPMAN. Well, listening to the earlier testimony, I came up
with the thought that perhaps deals with this subject. Looking at that
set of figures that I read to you-and you are right, they are public,
anybody can get our amnual report and calculate return on equity. I
said our 21-year average was 9.28 percent-but did you realize what
the spread has been? From minus 3,000 percent to plus 264 percent
return on investment.

Chairman PROXMIRE. Oh, are you talking about your company?
Mr. CHAPMAN. My company.
Chairman PROXMIRE. 3,000 percent of course means that you had a

very bad year.
Mr. CHAPMAN. No, it doesn't. That is the point. That is the truth

I am trying to demonstrate. The distribution of a study like that, with-
out know ing in detail what those figures mean, can result in some aw-
fully wrong conclusions. For instance, there is no statement made here
about the difference between the completed contract basis and percent-
agre of completion basis, which, as vou know, is one of the things in
which the IRS is publicly considering making a major change. When
I was on a completed contract basis, I would "work sometimes 3 years
in a company doing 4 or 5 million of sales a year on a $3 million con-
tract, and on a completed contract basis, not report one dollar of
profit until the fourth year, when I might have only had $20,000 of
sales from that contract. The net result is that you see these figures of
264 percent return on investment in that particular year for my
company.

Chairman PROXMIRE:. It is important to know it by contract.
Mr. CHAPMAN. I would be glad to work with any member of your

staff on some details of this business of trying to aocate investment
by contract. I tell you, I have been involved in it, I have tried to do
it with friends, and I have tried to do it with foes, and it is just as
tough to do with friends as it is with foes. No one wants to admit that
he has the responsibility for a part of an allocation. For instance,
have you ever been involved in seven divisions with a corporate head-
quarters, allocating to the seven divisions in the commercial world the
cost of the corporate headquarters, and trying to get the seven gen-
eral managers, all of whom may be on the board, to agree with the
allocation-on a one-time-a-year basis, now-not on an individual
contract basis? Believe me, I can talk for 8 hours on how to allocate
specific cost items on an individual contract basis.

Chairman PROXMIRE. You have been very frank in telling us the
return on your overall business. What is your salary?

Mr. CHAPMAN. My salary is disclosed in the annual proxy state-
ment. Senator, I would be glad to teii you that too, since you caln get ii;
by reading it. I will tell you what was disclosed in the 1970 report,
which is the one that has just gone out. It is $54,000 a year.

Chairman PROXMIRE. You are paid more than we are. You are
probably worth more.

I wonder if both of you gentlemen could give me your views on the
proposed Lockheed bailout. Do you approve of restructuring Lock-
heed's contracts, changing them from fixed price to cost plus, so as to
provide for payment of the cost over-runs?
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Mr. Lyle.
Mr. LYLE. Mr. Chairman, the association has no position on this.

As perhaps you know, we are not a monolithic organization.
It is our practice to determine association positions on a consultative

basis, and we have not addressed this question.
My personal answer to your question is that I am not expert in all

the ramifications, but I do think a very important factor that needs
to be taken into account in the resolution of this matter is the impor-
tance of Lockheed to the economic health and the national security of
the country. And I think that if these are deemed to be of overriding
national importance, and that if special measures are not taken, we
will lose the company, then to my mind that would be a basis for say-
ing, yes, you should bail them out in your terms.

Chairman PROXMIRE. What do you think we should do? Do you
think we would in fact lose Lockheed? We have had testimony from
Admiral Rickover, Mr. Connally admitted that in the event Lockheed
should go into bankruptcy, there might be a delay on defense con-
tracts, but that 80 percent of their business would probably continue.

Mr. LIYE. I really can't comment on that.
Chairman PROXmmE. Then you don't have a judgment on whether

we should provide this guarantee loan or not?
Mr. LILE. Not in the final assessment.
Chairman PROXMIiE. How do you feel about restructuring their

contracts in view of their plight to convert them to cost-plus?
Mr. LYLE. I have no opinion on that.
Mr. CHAPMAN. May I respond to that?
'Chairman PROXMIRE. Mr. Chapman.
Mr. CHAPMAN. Again as an individual.
Somewhere around 12 years ago, I helped the ASPR Committee

write part 4, section 3, which resulted in the abominable mess of con-
tracting we had in the late 1960's. I made a number of national
'speeches, and I wrote a paper and presented it to Members of Con-
gress, and so on. In that I predicted exactly the situation that we are
going in today, the situation of gigantic claims and restructuring of
contracts. My personal assessment of the Lockheed situation is that
under their C-5A total package procurement-and I happen to have
studied this some years ago and made some prediction on it-they had a
contract which had protections in it against contingencies. No one
could foresee that in the lon- run, when the contingencies arose, we
-would choose not to honor the contract as a nation. So I personally
feel that there is an obligation to go through the course of restructur-
ing the contracts and considering this economic decision that Admiral
Ly-le suggests.

Now, it doesn't bother me if we make the economic decision to give
Lockheed financial assistance. As a citizen who knows what is going
on in the high technology industry, I am not sure we can take many
more blows. High technology engineering is reeling. Hundreds of
-thousands of engineers and scientists are out of work, and the market-
place is not picking them up, and it is not going to pick them up.
Moreover, the attack on consumerism at the same time is turning off
many of the things that the society might have done. And neither the
open nor the closed market has decided to do anything with the na-
tional environmental problems. So we are sitting on dead center. The
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blow to Lockheed, and the major banks, and many subcontractors, I
personally feel, would be a very serious thing to contemplate. I don't
think bankruptcy proceedings would be a very safe way to tackle it.

Chairman PROXMIRE. Do you think the safe way would be to rely on
the defense budget as a way of maintaining economic health?

Mr. CHAPMAN. Oh, no.
Chairman PROXMIRE. Then should we convert the Lockheed defense

contracts from fixed price to cost-plus to assist them? And your answer
to that was, No. 1, you predicted the mess they are in

Mr. CHAPMAN. I think that their contracts were very poor contracts,
very poorly written. I heard Dan Houghton make a speech years ago
in which he stated that the only basis under which we (industry)
could make these very difficult attempts to do incalculable things, the
unknown things on fixed price, would be to have provisions for relief
in the contracts. Thus they would not really be fixed price contracts.
So he advocated that we not go to this form of contracting.

Chairman PROXMmRIu. There was a target price and a ceiling price,
and we are providing a substantial additional appropriation over the
ceiling price with respect to the C-5A. I am talking about whether we
should divert the defense contracts generally for Lockheed into
cost-plus.

Mr. CHAPMAN. My personal feeling is that we have an excellent way
to resolve this that works very well, and that is the Armed Services
Board of Contract Appeals, one of the finest semijudicial organizations
we have in the country.

Chairman PROXMIRE. You would rely on that?
Mr. CHAPMAN. I would personally rely on that. In my 21 years, I

have had seven or eight claim situations, and have never gotten any-
thing but fair judgment. The difficulty with Lockheed is that their
problems are so great that they can't wait for their claims to be adjudi-
cated. So it is back to an economic decision. Either Lockheed is im-
portant, and you want to help them, or Lockheed is not important, and
then let them go under in the normal free enterprise system. But some-
body else has to make that judgment. I can't.

Chairman PROXMIRE. What happens if we go ahead and provide this
$250 million loan guarantee for Lockheed, and Lockheed makes
it, and we in effect force the L-1011 on the market in competition with
McDonnell-Douglas, doesn't this simply mean that there is less work
for McDonnell-Douglas and for GE, which produces the engine, and
more work, maybe, for Rolls-Royce in Britain? You are not increasing
the demand at all, it is fairly finite. It seems to me it is very, very hard
to see where you draw the line here. If you are going to do that, maybe
we will have to bail out McDonnell-Douglas next, and then go to other
aerospace people and help them too.

7 r.. aLTiAN. JI is a very Uifuicult decisos LUo liULke, I agree. ADib
we are paying the penalty for living in a mixed economy. And we are
so deeply mixed now between our commercial business and our mili-
tary business and are involved in regulations and controls, that it is
very hard to separate these things. Again, I would have to say, if I
were in the position of you gentlemen, and had to make the judgments
I would judge on what is good for the country and not an individual
company. I would look at what is good for the country as a whole. If
what is good for the country as a whole helps someone in a way you
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would rather not do it, and hurts someone else in a, way that you would
rather not have done, that is too bad, but it must be accepted.

Chairman PROXMIRE. After all, Lockheed were big boys when they
made that contract. And if they are going to take the profits when they
do -well, they also have to pay the penalty if they don't do well. Other-
wise the free enterprise system loses a lot of its discipline and meaning.

Air. CHAPMAN. I agree with that in theory. But from the standpoint
of the country, you have to make sure that you can afford to pay that
price. And you can, of course, with a company my size. So I wouldn't
even argue twice about what the rule would be with a company my size.
The rule would be the free enterprise system. But with a company the
size of Lockheed, with the involvement that it has in the financial
world, you had better think twice before you decide to apply the regu-
lar rules.

Chairman PROXMTRE. What happened to Penn Central when they
went into bankruptcy? There were dire warnings. The administra-
tion was asking for a bailout of Penn Central. They didn't make it.
Nothing has happened. Unemployment didn't increase. Services have
been increased. And in fact, it has even been better run. And now they
have even found some of the railroad cars that they lost.

Mr. CHAPMAN. I am not sure. It is hard to tell any difference in the
service on that railroad, which I ride very often. That is a service
operation, and not a large multidivision conglomerate contract opera-
tion. I am not sure you can go through with simplicity the bankruptcy
proceedings that we went through with Penn Central. Again, that is
something that someone with a lot more economic knowledge than I
have would have to study.

Chairman PROXMiRE1. Mr. Chapman and Admiral Lyle, thank you
very, very much. You have been most helpful.

The subcommittee will stand adjourned.
(Whereupon, at 1: 10 p.m., the subcommittee adjourned, subject to

the call of the Chair.)
(The following information -was subsequently supplied for the

record:)
COMPTROLLER GENERAL OF THE UNITED STATES,

Washington, D.C., June 14, 1971.
Hon. WILLIAM PROXMIRE,
Chairman, Joint Economic Committee,
Congress of the United States.

DEAR MR. CHAIRMAN: In reading the statement that Mr. Barry Shillito made on
May 25, 1971, before your Subcommittee on Economy in Government, I have
noted a few areas upon which I would like to comment.

Mr. Shillito points out that, in the last two years, there has been a reduction
of about 20 percent in the Government-owned industrial plant equipment in the
possession of contractors. This may appear to be at variance with my testimony.
I stated that the total value of Government-owned industrial facilities in pos-
session of contractors had remained relatively constant during the past few
years. The distinction to be made is simply that "industrial plant equipment" is
only one category of industrial facilities in the possession of contractors. This
consists of machine tools such as lathes and presses. Another category is "other
plant equipment" that includes such things as furnaces, furniture, and fixtures.
During the last two years, although industrial plant equipment has been reduced,
other plant equipment has been increased a comparable amount so that the total
of about $9.9 billion has remained constant. A major portion of the changes in
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the figures between the different categories of equipment is attributable to re-
definition of certain items.

Mr. Shillito's statement might also have left the impression that the rent
collected for the commercial use of Government-owned facilities is adequate.
We have not questioned the rental rates prescribed by regulations, however, we
believe that improvements can be made in the records of utilization. Unless the
utilization records are accurate, application of an appropriate rental rate will
not yield an appropriate rental charge. As stated during my testimony, we are
initiating further reviews in this area.

Sincerely yours,
ELMER B. STAATS,

Comptroller General of the United States.

COMPTROLLER GENERAL OF THE UNITED STATES,
Washington, D.C., July 16, 1971,

Hon. WILLIAM PROXMIRE,
Chairman, Subcommittee on Priorities and Economy in Government,
Joint Economic Committee, Congress of the United States.

DEAR MR. CHAIRMAN: This is in regard to your letter of June 24, 1971, request-
ing further comment on the practicality of shifting from a cost basis to a capital
investment basis for negotiating profit rates on defense contracts.

The subject is, of course, controversial and there are some who say that return
on investment can only be determined after the fact on an overall company or
profit center basis. Our study of the subject, however, showed that generally
return on investment data can be developed by contract. As stated in our report,
the National Aeronautics and Space Administration has developed such a system
and in tests has been able to employ the new technique under operational con-
ditions. Further, in our study we developed cost, profit, and investment data for
146 contracts for a fairly wide assortment of items purchased by the defense
agencies. While our study was for completed items, the basic procedures could
be applied to develop similar data on a forecast basis.

Return on investment information has been developed and used by industry
for many years. Such information is frequently considered by commercial firms
in pricing product lines, in determining whether to purchase new facilities, and
for other purposes. We understand that it is also used by some defense contrac-
tors in establishing target profits for negotiating contract prices with the
Government.

Numerous articles have been written concerning return on investment and an
interesting one appeared in the July-August 1967 issue of Management Services,
published by the American Institute of Certified Public Accountants. The title
of the article is "Controlling Return on Investment in Government Contracts"
by Robert L. Lenington. The article describes how one major electronic products
manufacturer forecasts investment requirements for each Government contract
and compares actual results with those estimated. The contractor's purpose is to
minimize investment and, thus, maximize return on capital. While the contractor's
system only covers selected capital items, we believe that the system could be
expanded to cover all elements of capital.

We also believe that it is extremely important to change the present system,
essentially of determining profit as a percent of costs, in order to motivate con-
tractors to reduce costs. Where the acquisition of more efficient facilities by con-
tractors will result in savings to the Government in the form of lower contract
costs, contratcors should be encouraged to make such investments. In this regard,
the financial vice president of one of the largest defense contractors advised us
that under curreuL. prvoedures, "there is no dircet inducement from a flnancial
standpoint to ever make a capital investment in support of a Government project !"

In negotiating profit rates, when appropriate, consideration would continue
to be given to factors such as risk, complexity of the work, and other man-
agement and performance requirements. In our opinion, if consideration is also
given to capital required for contract performance, the profit rates negotiated
should be fairer to both contractors and the Government.

Sincerely,
ELMER B. STAATS,

Comptroller General of the United States.
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COMPTROLLER GENERAL OF THE UNITED STATES,
Washington, D.C., August 6,1971.

HIon. WILLIAM PROXMIRE,
Chairman, Subcommittee on Priorities and Economy in Government,
Joint Economic Committee, Congress of the United States.

DEAR Mn. CHAIRMAN: On April 29, 1971, at the Hearings on Acquisition of-
Weapons Systems (pages 110 and 178 of the transcript), you raised the question
whether there was any basis to recover the payments made by the Navy under
settlements of three claims described in the April 28, 1971, Comptroller General's
report to the Congress: "Evaluation Of Information From Contractors In Sup-
port Of Claims And Other Pricing Changes On Ship Construction Contracts."

In our April 28, 1971 report, we described claims submitted by contractor A in
the total amount of $114.3 million. Both of the claims represented additional costs
incurred or expected to be incurred because of acts of the Government relating to:
defective specifications for dynamic analysis, shock resistance and noise reduc-
tion, and administrative failures of the Government such as failure to furnish
design data In time. Both of the claims were submitted on essentially the same
basis.

Each of the modifications (signed by the contracting officer) under the contract
with contractor A described the consideration for the increase in the contract'
price in substantially the same terms as follows:

"2. This increase in contract price is provided in consideration for the
following:

"A. Full and final settlement of the Contractor's claim for equitable adjustment
as amended * * *, including the claim for price adjustment on account of
changes in the cost of labor and material during the performance of this contract.

"B. Full and final settlement of the Contractor's claims submitted under the-
'Changes' clause of the contract for the following changes: * * *"

The details concerning the claim for disruption and overtime in the prices pro-
posed for two change orders submitted by contractor B, were set forth on pages 13;
through 15 of our report of April 28, 1971. The $354,000 paid to contractor B under
two change orders was included in a supplemental agreement between the con-
tractor and the Navy (signed by the contracting officer) for a partial convenience-
termination of contractor B's contract. It was the understanding of the parties
that the supplemental agreement would be final except for certain rights and lia-
bilities which were reserved to the Government. The Government did not reserve
any rights with respect to the finality of the settlement of the two change orders.

The third claim discussed in our April 28 report was submitted by contractor C
for delay and disruption caused by the late delivery of Government-furnished'
material and by defects in the material. This claim was settled for about $760,000.
The settlement agreement with contractor C (signed by the contracting officer)
provided that payment of $760,008 would constitute full payment, settlement and'
discharge of any and all liabilities of the Government and contractor arising
out of, under, or in any manner connected with the contract.

We have been advised that the contracts concerned in the first and second
claims contain a Suspension of Work clause. Navy apparently is unable to locate
the contracts involved in the third claim; therefore, we do not know whether the'
third claim was settled under the Suspension clause although it would be logical
to assume that it was consistent with the other two contracts.

Contracting officer's final settlements are binding on the Government, at least in
absence of a showing that the act of settlement constituted gross mistake, or that
the settlement was secured by fraud on the part of the contractor. Bell Aircraft
Corporation v. United States, 120 Ct. Cl. 398, 100 F. Supp. 661 (1951), affirmed
344 U.S. 860 (1952). In the Bell Aircraft case the contract provided that allowable
Items of cost would be determined by the contracting officer in accordance with
certain regulations. The contracting officer made a determination under the pro-
vision that certain experimental, development and production tooling costs were
allowable costs. The General Accounting Office excepted to the payment made
pursuant to the contracting officer's determination and another contracting officer
(the successor to the first contracting officer) recouped the excepted payments
from money otherwise due the contractor. The court held that the contracting
officer's determination made under the provision previously described, followed
by the actual payment was conclusive and binding on the parties unless the con-
tractor, being dissatisfied with the decision, made an objection to it which resulted
In a dispute to be resolved by the disputes article of the contract.
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The court cited the case of James Stewart d Co. v. United States, 71 Ct. Cl. 126;
and concluded that in the absence of a showing that the approval by the first
contracting officer constituted gross mistake, or that his approval was secured by
fraud, the first contracting officers' decision was conclusive and binding on the
Government. The court found for the plaintiff on the claim.

The rationale of Bell Aircraft would apply to the settlements of the claims dis-
cussed in our report since the contracts here contained the Standard Disputes
clause giving finality to the contracting officer's resolution of dispuates subject
to the contractor's right of appeal and would require the conclusion that Navy's
settlements are binding on the Government absent fraud or gross mistake.

In further support for the conclusion that the contracting officers settlements
of the three claims were binding see Cannon Construction Company v. United
States, 162 Ct. Cl. 94, 314 F. 2d 173 (1963), which states than an executive depart-
ment acting through its duly authorized agents has inherent authority to enter
into binding agreements settling claims which, because of the absence of a con-
tract clause permitting or requiring payment, was necessarily one for damages
for breach of contract.

While the facts of the claims considered in the April 28 report are distinguish-
able from Cannon since the current claims apparently were settled under the
Suspension clauses of the contracts, Cannon is useful as an indication of the
court's position with respect to the contracting officer's settlement authority.

Our examination of the facts of the three claims discloses no basis for an
exception to the general rule stated above on the ground of fraud or gross mis-
take; consequently, it is our view that there is no basis to recover the payments
made under the settlements of the three claims discussed in our April 28 report.

Sincerely yours,
ELmER B. STAATS,

Comptroller General of the the United States.
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