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NAVY SHIPBUILDING PROBLEMS AT GENERAL
DYNAMICS

TUESDAY, APRIL 2, 1985

CoNGRESS OF THE UNITED STATES, SUBCOMMITTEE ON
INTERNATIONAL TrADE, FINANCE, AND SECURITY Eco-
NOMICS OF THE JOINT EconoMic COMMITTEE, AND SUB-
COMMITTEE ON ADMINISTRATIVE PRACTICE AND PROCE-
DURE OF THE SENATE JUDICIARY COMMITTEE,

: Washington, DC.

The subcommittees met, pursuant to notice, at 10:15 a.m., in
room G-50, Dirksen Senate Office Building, Hon. William Prox-
mire (vice chairman of the Subcommittee on International Trade,
Finance, and Security Economics) and Hon. Charles E. Grassley
(chairman of the Subcommittee on Administrative Practice and
Procedure) copresiding.

Present: Senators Proxmire and Grassley; and Representatives
Scheuer and Fiedler. :

Also present: Richard F. Kaufman, general counsel.

OPENING STATEMENT OF SENATOR PROXMIRE, VICE CHAIRMAN

Senator PRoXMIRE. The subcommittees will come to order.

The Joint Economic Committee’s interest in defense contracts
stems from its concern with the defense sector of the economy and
the industrial base. ’

The present hearings are a continuation of ‘an inquiry into ship-
building claims begun in 1976 and resumed last year in the wake of
allegations of wrongdoing by P. Takis Veliotis, former vice presi-
dent of General Dynamics. Mr. Veliotis alleges that the claims, set-
tled in 1978, were false, and that his former company engaged in
other forms of wrongdoing.

We expect this morning to hear the results of an extensive staff
investigation that was done to discover new evidence with respect
to possible wrongdoing by General Dynamics. We will also hear
from Mr. Edward Hidalgo, former Secretary of the Navy, who ne-
gotiated the 1978 settlement with General Dynamics.

I am pleased to be joined by my colleague, Senator Charles
Grassley. Senator Grassley has brought to the subject of defense
contracting a new perspective and refreshing candor that has enliv-
ened the debate and helped bring to the attention of the taxpayer
the urgency of reforming a process that inevitably leads not only to
waste and mismanagement, but outright cheating and illegality.

Senator Grassley, would you like to make an opening statement?

(6))
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OPENING STATEMENT OF SENATOR GRASSLEY, CHAIRMAN

Senator GrassLEy. Yes. Thank you, Senator Proxmire. I, too, ap-
plaud you for being involved in this over a long period of time,
many years before my involvement in this issue, and I appreciate
your leadership and your blazing a very important trail.

We all know that defense horror stories involving an array of

_contractors are cropping up with a nauseating frequency.

- This suggests that there is a widespread problem, not just a few
isolated examples. It suggests that there are not just one or two
bad apples in the barrel, as we have been told, but that all the
apples have rotted. .

The defense industry, taken as a whole, is a single giant corpora-
tion. Its purposes, as with any corporation is to maximize its
income. Income that comes from only one source—the defense
budget. The defense corporation creates its own market, controls
all information about its activities, and sets its own prices. It all
leads to.a larger and larger defense budget which we pay for de-
spite less and less output.

- THE GOVERNMENT BOWS TO DEFENSE INDUSTRY DEMANDS

Our "Government officials respond to- all this in a very peculiar
way. They bow to industry’s demands, they ignore the perverse
activities, and they subsidize exorbitant costs. o :

It seems the defense industry acts somewhat like a spoiled rich
kid, wrecking daddy’s car and abusing mommy’s credit cards. But
its government nannies allow and encourage such behavior. Their
reward for doing so is future employment in the industry—a well-
known pathology called the revolving door.

Today at this hearing we examine a particular component of the
defense corporation—the largest component, General Dynamics.

“The unethical, if not illegal, activities of General Dynamics are
now itéms of cocktail chatter. They are already legendary. _

But our concern here is not only with the spoiled child. It is with
those who spare the rod. It is with our law enforcement agencies
and our very own Federal officials, especially those who think hold-
ing public office means serving self-interest rather than serving the
public interest.

THERE WAS EVIDENCE OF WRONGDOING AT GENERAL DYNAMICS

What we will examine today, relative to the General Dynamics
case, is evidence available to the Government at the time of the
Department of Justice’s first investigation between 1978 and 1981.
This is the same evidence that the Justice Department concluded
was not sufficient for indictment. .

Last summer the Justice Department defended that decision
saying there was not “one scintilla of evidence” to justify indicting
General Dynamics. This bold assertion was made despite conclu-
sions of FBI investigators and the Justice Department’s own chief
prosecutor that evidence clearly was sufficient to proceed.

The evidence of wrongdoing and especially the evidence that we

~_ will hear today appears to be more than just a “scintilla.” It’s more
like a truckload of evidence.
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The Justice Department, nevertheless, continues to be reluctant
to enlighten us on how it arrived at its original decision. What we
do know about the Justice Department’s investigation is contained
in a chronology and summary which I would like to place in the
record at this point. )

[The chronology and summary follows:]



CHRONOLOGY AND SUMMARY OF GENERAL DYNAMICS INVESTIGATION

2-8-78

2-21-78

2-23-78

| 4-4-78

2-28-79

5-24-79

10-19-79

1 11-13-79

11-28-79

12-5-79

12-11-79

1-4-80

1-16-80

DOJ informally notified about referrals of alleged
false claims in shipbuilding contracts,

Havy formally transmits legal memorandum regacrding
Electric Boat.

DOJ transmits Navy's Electric Boat memorandum to
United States Attorney, District of Connecticut.

DOJ refers Electric Boat and two other shipbuilding
cases to FBI for investigation,

DOJ letter to House Armed Services Committee
expressing no opposition to P.L., 85-804
settlement for General Dynamics.

DOJ asks SBC for access to SEC documents.

Federal Grand Jury, Hartford, CT began receiving
witness testimony,

Memorandum from Trial Attorney, Fraud Section,
to Chief, Fraud Section on investigation.

Three investigative reports submitted by FBI,
New Haven office to FBI headquarters.

Memorandum from USA, District of Connecticut,
to Trial Attorney, Fraud Section, inquiring
on status.

Memorandum from Trial Attorney, Fraud Section,
to USA advising on status.

Memorandum from USA to Trial Attorney,
Fraud Section on status,

Memorandum from Trial Attorney, Fraud Section,
to Chief, Fraud Section, on discussions
with Navy personnel.

Ten-page memo by Fraud Section case attorney
submitted to Chief, Fraud Section, reporting

on the history of the investigation, theories of
prosecution, summary of grand jury testimony to
date, plans for further ground work and present
staffing of the investigation,



2-21-80

3-27-80

7-29-80

7-31-80

8-7-80

8-21-80

9-10-80

9~23-80

10-2-80

10-3-80

10-30-80

11-21-80

12-1-80

1-8-81

1-22-81

Memorandum from USA District of Connecticut, to
Trial Attorney, Praud Section, on status.

Memorandum from Trial Attorney, Fraud Section,
to Deputy Chief, Fraud Section, on status of
investigation.

First Prosecution Memorandum of Trial Attorney,
Fraud Section. Recommends indictment of corporation
- no individuals

Internal Proaud Section Indictmont Review Committee
meeting, Results were reported as inconclusive.

Deputy AAG tramsmittal returning prosecution

memorandum and attached undated memorandum f{rom

Chief, Fraud Section, to Deputy AAG on status, detailing
areas for examination by a grand jury.

Hartford grand jury expires.

Memorandu& from Trial Attorney, Fraud Section,
to Chief, Fraud Section, on investigation steps
taken.

New grand jury impaneled for use on Electric
Boat matter every Thursday until late Nov. 1980.

FBI, at request of Fraud Section, interviews
all 8 Navy employees who participated in Flight
I1 submarine .contract negotations.

Memorandum from Trial Attorney; Fraud Section, to
Chief, Fraud Section, with attached letter con-
cerning role of defense counsel.

Second prosecution memorandum from Trial.

Attorney, Fraud Section, to Chief, Fraud Section,
regarding supplemental investigation steps

taken and again recommending indictment of corporation.

Department of Justice received new letter ang
additional documentation from General Dynamics
counsel asserting an additional defense against
indictment.

Memorandum from Deputy Chief, Fraud Section,
recommending closing investigation.

Memorandum from Trial Attorney, Fraud Section,
to Chief, Praud Section, on investigation.

Draft Memorandum from Chief, Fraud Section,
to files on closing of investigation.



2-6-81
2-20-81

4-6-81 -
4-10-81

5-1981

6~1-81

6-1-81

§-21-81

10-6-81

Fall 1981

11-3-81

11-3-81

11-9-81

11-12-81

11-12-81

Memorandum from Trial Attorney, Fraud Section,
to Chief, Fraud Section, on investigation.

Presentation made by investigative task force
to Chief, and Deputy Chief, Fraud Section,.

Chief and Deputy Chief, Fraud Section, examined
subponaed documents on-site in Connectijcut
and in Washington, D.C.

Counsel for General Dynamics met with thé Assistant
Attorney Genecral, Criminal Division, asking that
the Department to reach a prosecutive decision one
way or the other.. ’

Consolidated prosecution memorandum preparcd by

Fraud Section case attorney to Chief, Fraud Section,

Memorandum from Trial Attorney, Fraud Section, to
Chief, Fraud Section, supplementing the prosccution
memorandum,

Notice from Chief, Fraud Section to Trial Attorney
and Deputy Chief, Fraud Section, on meeting with
Electric Boat counsel.

Memorandum for Deputy Chief, Fraud Section, to File

.recommending declination.

Memo by Chief, Fraud Section, to Assistant Attorney
General, Criminal Division, regardiny closing of
Electric Boat investigation and informing him of
FBI's desire to meet on the matter.

FBI memo. recommending indictment of corporation
and two individuals.

Memorandum from Chief, Fraud Section, to Trial
Attorney, Fraud Section, requesting additional
information on investigation.

Memorandum from Trial Attorney, Fraud Section,
to Chief, Fraud Section, responding to the 11-3-81
request, .

Presentation made by investigative task force to
assistant Attorney General, Criminal Division and
his staff, recommending indictment of corporation
and two individuals.

Telephone call by Chief, Fraud Section, to Admiral
Rickover advising him of the declination of the
Electric Boat matter.



12-18-81 Memorandum from AAG to FBI closing investigation.

12-18-81 Letter from AAG to Navy advising of decision
to close investigation,

12-29-81 Letter by Assistant Attorney General, Criminal
Division, to counsel for Electric Boat notifying
of declination and closure of case.

Decision to Decline Prosccution:

Assistant Attorney General, Lowell Jensen, Criminal
Division, advised in his declination letters that after a
lengthy grand jury investigation which involved the
interview of hundreds of persons and the review of thousands
of documents, prosecution could not be maintained. The
stated reasons for the declination were: First, the
investigation, to the extent it proved that portions of the
claim were incorrect, could not link responsibility for the
incorrect items with the requisite criminal intent. Second,
although the claim adopted certain theories which were
considered to overstate EB's claim position, disclosures of
EB's theory and limited underlying facts were made to the
Navy at the time, Third, the Public Law 85-804 settlement
made fraud on the Navy a difficult theory of prosecution.
Further, disproving a number of items in the claim would.
involve technical issues requiring the review and opinion of
experts.
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Senator GrassLEY. This information, supplied by the Justice De-
partment, raises additional questions. The chronology states that
the Department of Justice told Congress it did not object to Gener-
al Dynamics receiving Public Law 85-804 relief yet later cites the
congressional bailout as a reason for declination. The chronology
also shows that the Justice Department requested access to SEC
documents, the very documents from which today’s testimony
stems. - . -

After researching the history of this issue, I cannot help but be
impressed with the obvious and recurring leadership of my col-
league, the Senator from Wisconsin, Senator Proxmire. His concern
with the actions of General Dynamics and the Navy in 1977 and
1978 now may be appreciated as being very prophetic. It is only
due to Senator Proxmire’s tenacity that we have recently begun to
unravel the tightly protected operations of a contractor taking in
more than §7 billion annually of taxpayer money.

Senator, I want to commend you for your diligence and I look

.forward to today’s testimony. . ' _

. Senator ProxMire. Thank you very much, Senator Grassley.

Two of the. witnesses who were invited to appear today, John
Shad, Chairman of the Securities and Exchange Commission, and
Gorden MacDonald, vice president of General Dynamics, were

"unable to attend, but have agreed to come at a later time and will
" be schieduled in the near future.

Many of us have been shocked by the recent disclosures of de-
fense contracting abuses, not only by General Dynamics but by
other large companies as well. But the practices that seem so
shocking are the logical consequence of a system, a system that re-
wards inefficiency, discourages competition, and is based on a cozy
relationship between contractors and government officials.

When Government officials get into bed with the contractors
they are supposed to regulate, the taxpayers can expect to be for-
gotten.

Perhaps the worst aspect of the corrupt system of defense con-
tracting is involved in what appears to be a breakdown of law en-
forcement. Now it is true that several courageous U.S. attorneys in
offices around the country prosecuted some defense contractors.
But where is the Department of Justice, that is the main Justice
Department in Washington, DC? Where is the Department of Jus-
tice in the war against defense procurement crime?

So far, it seems to have been AWOL, absent without leave. Until
the Department of Justice gets into the fight, the contractors will
have the upper hand. -

Before hearing from the main witness of the day, former Secre-
tary of the Navy, I will ask the staff of the committee to present
the results of a study I requested, inquiring into two contracts for
the construction of 18 attack submarines. It was these contracts in
which the overruns occurred that became the basis for the claims
submitted by General Dynamics and negotiated by former Secre-
tary Hidalgo.

Richard Kaufman, general counsel, of the Joint Economic Com-
mittee, will summarize the study. He is accompanied by John Po-
tochney and Joseph Potter, both of whom are auditors in the Gen-
eral Accounting Office, but were assigned to the committee staff
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for this study and they are appearing today in their capacity as
members of the committee staff.

Then we will hear from former Secretary Hidalgo when these
witnesses have finished.

May I say that Congressman Scheuer would make an opening
statement.

OPENING STATEMENT OF REPRESENTATIVE SCHEUER

Representative SCHEUER. Senator, I want to congratulate you for
your diligence and your ‘‘stick-to-iveness” in prosecuting this
matter and continuing your interest in the problem of the Defense
Department that’s apparently out of control from the fiscal, finan-
cial, and management point of view. You have been at it for well
over a decade and that takes a lot of guts and a lot of persistence.
Maybe we could have afforded a Defense Department that didn’t
seem to care about cost-benefit analysis or efficiency in procure-
ment, but today when we are gutting the entire length and breadth
of programs that we have built up over a half a century brick by
brick, it seems totally inappropriate for us to continue to permit
the Defense Department to operate out of control with no account-
ability to either the executive branch through the Department of
Justice or the legislative branch. '

I just left a hearing where a minor matter, the administration
cut into the Department of Energy’s nuclear medicine program,
and the research into nuclear medicine. We had hearings a few
days ago about the spectacular promise of nuclear medicine. How
can it be that we are cutting out research in nuclear medicine
while at the same time we are letting the Defense Department
roam through the woods like a rogue elephant? We have to get it
under control.

Under your leadership, the Air Force’s Management Systems
Deputy, Ernest Fitzgerald, testified before this committee not more
than a few months ago to the effect that between 30 and 50 percent
of our procurement budget of $100 billion could be saved if we
could get this rampaging wild beast under some semblance of con-
trol. That is the mission of this Congress and I congratulate you
and I congratulate Senator Grassley for your totally professional,
totally bipartisan, nonpolitical approach to this problem. It has to
be solved if we are to regain some semblance of sanity in the solu-
tion of our budget deficit.

Senator ProxMire. Well, thank you very much, Congressman
Scheuer. You’ve been with us all the way for 10 years on this and
you have been really enormously helpful.

Gentlemen, proceed.

STATEMENT OF RICHARD F. KAUFMAN, GENERAL COUNSEL,
JOINT ECONOMIC COMMITTEE, ACCOMPANIED BY JOHN PO-
TOCHNEY AND JOSEPH POTTER, AUDITORS, GENERAL AC-
COUNTING OFFICE

Mr. KaurmaN. Thank you, Senator. On my left, is Joseph Potter.
On my right, is John Potochney, both presently auditors with the
General Accounting Office who are detailed to the committee to
work with the staff on the study that I will present, and are ap-
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pearing this morning in their cacpacity as detailed to the staff of
the Joint Economic Committee.

You will recall last July we presented the preliminary results of
a review of some of the documents we obtained in the General Dy-
namics shipbuilding claim matter which as we summarized them
found substantial corroboration of Mr. Veliotis’ allegations of ship-
yard inefficiency as a major cause of the overruns that led to the
claims which were settled in 1978. That preliminary study also
raised questions about the role of the Navy officials in the settle-
ment of that claim.

The present study is a more detailed one which has been pursued
since we began last June based on General Dynamics and Navy
documents totaling something over 20,000 pages. It concerns the
two contracts for what are known as Flight I and Flight II of the
688 attack submarine program.

I would like to read from the summary of the report that we
have before you this morning.

In 1971, the Navy awarded a contract to General Dynamics for
the construction of seven 688 class submarines, known as Flight I.
A contract for the construction of 11 additional submarines, known
as Flight II, was awarded in 1973. The last of the 18 .submarines
was delivered just this past December. It was 46 months late.
The Navy paid General Dynamics $2.5 billion for the 18 ships,
including about $1 billion for the cost overruns. Those payments
included about $739 million in settlement of claims submitted by the
company.

GENERAL DYNAMICS BOUGHT INTO ITS FLIGHT II CONTRACT WITH THE
NAVY ’

We found in our review of the documents that General Dynamics
bought into the Flight II contract, the one entered into in 1973, by
withholding from the Navy information about cost overruns that
had already occurred on submarines being built under the Flight I
contract and by proposing prices that it should reasonably have
known were less than the costs of construction. At about the time
the contract was awarded, company officials were discussing the
need for submitting a claim to obtain reimbursement for the cost
overruns. )

General Dynamics’ practice of submitting to the Navy one set of
estimates concerning man-hours and schedules, while withholding
other estimates that would have raised greater concerns about con-
tract performance, suggests that the company, in effect, had two
sets of records. ' :

The company knew, from estimates made by responsible officials,
that completion of the submarines would require many more mil-
lions of man-hours than were being reported to the Navy in the of-
ficial quarterly reports.

General Dynamics also knew, from estimates made by responsi-
ble officials of the corporation, that delivery of the submarines
would be delayed many months more than were being reported to
the Navy in the official schedule published by the company.

Had the Navy known that man-hour costs were overrunning at
the time of the award of the Flight II submarines, steps could have
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been taken to protect the Government from future claims. Had the
Navy known the full extent of the cost overruns and schedule
delays, steps could have been taken to encourage General Dynam-
ics to improve performance, and much of the cost overruns and the
high costs of the claims settlements might have been avoided.

THE ROLE OF THE SECURITIES AND EXCHANGE COMMISSION

Finally, the staff also reviewed the role of the Securities and Ex-
change Commission which conducted an investigation into the al-
leged false claims and possible violations of disclosure requirements
in the period 1978 through 1982.

General Dynamics reported in its financial reports a loss on the
submarine contracts for the first time in 1978; following the settle-
ment of the second claim. But the company knew as early as 1974
that there would be large losses on the contracts. Had the Securi-
ties and Exchange Commission followed its own precedents in cases
involving defense contractors who fail to disclose losses, action
might have been taken against General Dynamics and its outside
auditing firm, Arthur -Anderson & Co.

Senator, the evidence of possible wrongdoing by General Dynam-
ics falls in three categories.

GENERAL DYNAMICS BOUGHT INTO THE 1973 CONTRACT

In the first place, I mentioned the buy-in to the 1973 contract.
General Dynamics knew when it bid on that contract that it was
already experiencing cost overruns on the prior contract for the
same class of submarines. Documents from the corporation detail
information withheld from the Navy about the cost overruns it was
experiencing at that time.

The company also withheld from the Navy estimates of the
number of man-hours it would take to build not only the Flight I
submarine from the first contract but the Flight II submarines
from the second contract.

The internal estimates of the corporation show that the Flight II
contract would require a minimum of 48.8 million man-hours to
complete the work. The formal report submitted to the Navy how-
ever stated that it would take only 40.6 million man-hours, an un-
derstatement of some 8 million man-hours.

At the time of the negotiations for the contract, the Navy relied
on the General Dynamics reports as to the number of man-hours
that would be required to build the submarines and concluded on
that basis that the bid was reasonable.

By the time the contract was awarded, however, company offi-
cials were already discussing the need for a claim to seek reim-
bursement for the overruns on Flight I and shortly after the Flight
II contract was signed, General Dynamics announced to the Navy
schedule slippages for the submarines then under construction.

A key fact here, Senator, is that the company knew at the time
it entered into the Flight II contract that it was experiencing over-
runs but at the time of the settlement of the large claim 6 years
later, the Secretary of the Navy stated that the basic rationale for
that settlement was that both sides were overoptimistic at the
time they entered into that contract, both sides believed the con-
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tract could be completed for the costs and at the number of man-
hours that were estimated by the company.

As I say, the company, however, knew differently and had the
Navy known what the company knew back then, it would have not
been as optimistic as it apparently was.

GENERAL DYNAMICS UNDERSTATED MAN-HOUR COST OVERRUNS

Second, the company followed a course of submitting official re-
ports of man-hours which badly understated the actual cost over-
runs that were taking place throughout the life of the contract.

At the outset of the contract, the company stated that it could
build those submarines for an average of 3.7 million man-hours
each for a total of 40.6 million man-hours. The actual number of
man-hours required was 7 million for each submarine and 76.9 mil-
lion for the total of 11.

The diagram I have put up on the right-hand side, Senator, indi-
cates the discrepancy in the number of man-hours that the compa-
ny was reporting to the Navy required to do the job and the
number of man-hours shown in its own internal documents that it
would actually take.

[Chart.1]

At this point, for example, in the first quarter of 1974, the com-
pany reported to the Navy that it would require 26.8 million man-
hours to complete the work on Flight I. That’s for the first seven
submarines. It had internal estimates at the same time that it
would take 32.2 million. Throughout the life of the first contract,
this same discrepancy appears with the company estimating far
less man-hours to do the work that was actually required.

By the end of 1974, it was telling the Navy that it would take
34.7 million man-hours. Its internal records showed 43.1 million. By
1977, it was telling the Navy it would take 49.9 million. Its internal
records showed it would take 55.5 million.

The discrepancy in Flight II was even greater. At the outset, as I
mentioned, it told the Navy in 1973 it would take 40.6 million man-
hours. Its own internal records indicated 48.8 million man-hours.
By the end of 1974, its internal records showed it would take 66.6
million man-hours. It was then telling the Navy 42.2.

As I mentioned, Senator, the actual man-hours required to build
those submarines was in the neighborhood of 79 million, but in
1977 it was telling the Navy it would only require 55.5 million.

GENERAL DYNAMICS UNDERSTATED SCHEDULE DELAYS

A similar pattern of the use of two sets of records, one formal
report to the Navy and one internal of the corporation, exists in
the area of delivery schedules. There were extensive delays in the
deliveries of the submarines which the company was aware of at
the early stages of the construction of the first contract. It knew
that schedules were not being met and it knew that under the con-
tract it was required to report schedule slippages to the Navy. It
did so periodically. But while it reported one set of schedule delays

1See fig. I in the study at the end of Mr. Kaufman'’s oral statement.
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to the Navy, it had in its possession estimates made by both ship-
yard and corporate officials of far greater slippages.

Let me illustrate some of these differences in the internal and
formal reports to the Navy, Mr. Chairman.

[Chart.2]

In 1975 in the construction of the Flight II submarines, it was
reporting according to the solid bars one set of delivery delays to
the Navy. Each bar represents a different submarine then under
construction.

Senator PrRoxMIRE. You're talking about figure II of the study in
(;ise people in the audience who can’t see that are following. Go

ead.

Mr. KaurmaN. For example, it reported that the first subma-
rine in the Flight II contract in 1975 would be about 9 months
late. Its own internal records showed that that submarine would be
14 months late.

The next two submarines were also, according to its own internal
records, 14 months late, while it was telling the Navy they would
be several fewer months delay.

As the submarines proceeded to the later items, Senator, the in-
ternal records showed even greater delays, while the formal reports
to the Navy indicated there would be few, if any, delays. By the
time of the seventh and eighth submarines, the delays indicated
vlsere only about 2 or 3 months each in the formal reports to the

avy.

By the time of the last three submarines, it indicated to the
Navy zero delays. According to its internal records, those ships
would be more than a year late, 14 months late each.

[Chart.?] :

In 1976, it had two different sets of schedules; again, one which it
submitted to the Navy showing delays ranging from about 19
months for the early ships down to about 12 months delay or a
year delay for the last ships in the series. Its internal records, how-
ever, showed the delays would range from 28 months for the first
ship to 38 months for the last ship, a major discrepancy, Senator,
or approximately a factor of three.

Senator ProxMIRE. Can you tell us how that chart compares to
actual delays? . ‘

Mr. KaurMaN. Senator, the actual delays for those submarines
were quite close to the estimates in the internal records of the cor-
poration. They ranged from about 34 months delay to 46 or 48
months delay. So if we had overlaid the actual delays they would
track closely to the diagonal bars.

Senator PrRoxMIRE. So the corporation knew what was happening
but they weren’t reporting it?

Mr. KaurmaN. Exactly, Senator.

Representative FIEDLER. Senator, excuse me. I just wonder if I
might ask one question.

Senator PrRoxMIRE. Certainly.

2 See fig. Il in the study at the end of Mr. Kaufman's oral statement.
3 See fig. I in the study at the end of Mr. Kaufman’s oral statement.
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Representative F1EDLER. Could you tell me whether or not there
was a discrepancy between the records which the military kept and
the records which General Dynamics kept?

Mr. KaurmaN. Yes, Representative Fiedler. The only records
that we had available to us were the records of the schedules sub-
mitted by the company to the Navy. Those schedules are indicated
in that chart. .

Whether the Navy privately had other schedules is not known to
us at this time.

Representative FIEDLER. It seems to me that that would be a very
relevant point that ought to be looked at. Thank you.

Mr. KaurMaN. It could be relevant to the question of what the

Navy knew at the time that the formal reports were being submit-.

ted to it. :
) THE SEC INVESTIGATION

Finally, Senator, on the question of the SEC investigation, that
inquiry started in 1978 and was closed in 1982. In closing that in-
vestigation, no action was taken against the corporation.

We believe that the SEC overlooked evidence that General Dy-
namics expected large losses on the contracts which it eventually
did book losses on early in the stage of the performance of those
contracts. . :

GENERAL DYNAMICS FAILED TO REPORT LOSSES

Under SEC requirements and standard accounting practices, the

company is supposed to report losses in the year when they occur.
The first loss was reported in 1978, but we find in the records avail-
able to us that the company knew as early as 1974 that there
would be large losses on these contracts. In fact, in 1974, the com-
pany claimed for Internal Revenue tax purposes a $95 million tax
deduction on the 688 construction program which it based on a“cal-
culation- that it would lose on the total program as much as $750
million. :

There are also numerous internal estimates of losses in the years
1974 through 1977, including a program review that was conducted
in 1975 in which it was stated in this internal document that a
highly profitable follow-on contract, a Flight III contract, would be
essential to financial recovery of the program as a whole. So the
company was contemplating in 1975 that in order to get itself out

of the loss situation it was in then that it would need a new con-

tract and a very highly profitable one. - .

In addition, one of the corporate officials acknowledged to the
lead banker financing General Dynamics at the time that there
would be large losses on the program. Large losses had been dis-
closed to the board of directors which is revealed in minutes of the
executive committee and the board of directors at the time, and
there are other documents estimating large losses in 1976 and 1977.

Mr. Chairman, that completes the summary of our staff study
and I will be happy to try to answer any questions.

[The study referred to in Mr. Kaufman’s oral statement follows:]

e -
A
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SUMMARY

1. - In 1971, the Navy awarded a contract to General Dynamics (GD)
for the construction of seven SSN 688 class submarines, known as
Flight I. A contract for the construction of 11 additional
submarines, known ;n Flight II, was awarded in 1973. The last of‘the
18 submarines was delivered in December 1984, 46 months late. The
Navy paid General Dynamics $2.5 billion for the ships, including about
$1 billion for cost overruns. The Navy payments included $739 million

in settlement of claims submitted by the company.

2. General Dynamics bought-in to the Flight II contract by
withhoiding from the Navy information about cost overruns on
submarines already being built and by proposing prices that it should
reasonably have known were less than the costs of construction. At
about the time the contract was awardedy company officials were
discussing the need for submitting a claim to obtain reimbursement for

cost overruns.

3. General Dynamics' practice of submitting to.the Navy one set of
estimates concerning manhours and schedules, while withhdlding other
estimates that would have raised greater concerns about contract
performance, suggests that the company, in effect, had two sets of

records,

* General Dynamics knew, from estimates made by

responsibie officials, that completion of the
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submarines would require many millions more of

manhours than were being reported to the Navy.

® General Dynamics knew, from estimates made by
responsible officials, that deliveries of
submarines would be delayed many months more than

were being reported to the Navy.

U Had the Navy known that manhour costs were overrunning at the
time of the award of the Flight II submarines, steps could have Seen
taken to protect the government from future claims. Had the Navy
known the full extent of the cost 6verruns and schedule delays, steﬁs
could have been taken to encourage‘General Dynamics to improve
performance, and much of the cost overruns and the high costs of the

claims settlements might have been avoided.

5. General Dynamics reported in its financial reports a loss on
the submarine contracts for the first time in 1978, following the
settlement of the second claim. But the company knew as early as 1974
that there would be large losses on the contracts., Had the Securities
;nd Exchange Commission (SEC) foliowed its own precedents in cases
involving defense contractors who fail to disclose losses, action
might have been taken against General Dynamics and its outside

auditing firm, Arthur Anderson & Co.

T
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I. INTRODUCTION AND BACKGROUND

1. Scope Of Report

Senator William Proxmire, Vice Chairman of the Sﬁbcommittee'on
International Trade, Finance, .and Security Economics of the Joint
Economic Committee, directed the staff to examine the Navy contracts
awarded to the Electric Boat (EB) Division of General Dynamics in 1971
and 1973 for the construction of 18 SSN 688 class submarines, to
calculate the amount of cost overruns and schedule delays that
occurred, and to report on any improper or duestionable actions that
took place during performance of the contracts. In preparing their
report, the staff was instructed to pay particular attention to facts
that were substantiated by .documentary materials., To perform these
tasks, the staff examined the relevant Navy contract documents, the
records of the Navy Claims Settlement Béard, information submitted to
the Navy by General Dynamics, records of the company obtained by the

SEC, and other materials.*

¥ re staff team that conducted the inquiry was composed of Richard " -
Kaufman, John Potochney, and Joseph Potter. This report was writte~
by Mr. Kaufman.

Ebrror’s Note.—Documents relating to this study may be found in part 3.

-5=
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2. The SSN 638 Contracts

Since 1970, the Navy has awarded General Dynamiecs contracts for
the construction of two types of ships, the SéN 688 class attack
submarine and the Trident submarine. Both types of ships are nuclear
powered and both are still in production at the Electric Boat Division
shipyard in Groton, Connecticut. A contract was awarded to General
Dynamics in 1971 for the construction of seven SSN 688 class
submarines, known as Flight I. In 1973, there was an award of 11 more

688's, known as Flight II.

Because shipbuilding contracts are spread over many years,
inflation, equipment, and design changes make it difficult to get a
meaningful picture of contractor cost performance. The Navy attempts
to adjust for future inflation at the time a new contract is awarded
by estimating what it terms "escalated" costs. The escalated cost of
a ship contract is a projection of costs including inflation. These
projections are not recorded in the contracts themselves, and until

v

recently were not generally made available to Congress.

Cost underruns and overruns are normally calculated from the
contract target price, although other baselines have been used,
including the contract ceiling price and the amount budgeted. As
shipbuilding contracts require the Navy to reimburse the contractor
for future cost increases due to inflation, it can be argued that cost
overruns are more correctly considered the difference between the
contract target price plus estimated escalated cost and the amount
paid by the Navy for the completed ship. But it should be kept in
mind that the accuracy of the projected éscalated costs depends upon

the validity of the underlying assumptions about future inflation, and

-6-
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that changes might account for a portion of the cost increases. Table
I shows contract prices, escalated costs, and the amounts actually
paid by the Navy for the 688's built by General Dynamics. The Navy
paid $2.5 billion for shipyard construction. Using the contract
target price as the benchmark, the cost over}uns for the 688's
delivered to the Navy totaled $1.3 billion. On the basis of contract
targeé price plus escalation, the overruns were $1.1 billion. It
should be understood that these are shipyard construction costﬁ only.
The Navy's total program costs include government-furnished equipment

and many other items.

-7-



TABLE 1
SSN 688 CLASS SUBMARINE COSTS - FLIGHTS I AND II (MILLIONS)

CONTRACT TARGET PRICE CONTRACT TARGE] PRICE PLUS ESCALATION AMOUNT PAID BY NAVY

SSN 690 $ 59,1V $ 691V $ 125.3
692 59.1 : 69.1 138.3
694 59.1 69.1 133.4
696 59.1 , 69.1 - 132.8
697 . 59.1 69.1 , 131.4
698 - gg.} . gs.}; 124.8
699 ) 9. 1211
700 .9 , 82.92/ 134.3
701 71.9 - . 82.9 133.8
702 7.9 82.9 _ 133.5
703 71.9 = 82.9 1321
704 71.9 82.9 135.2
705 71.9 & 82.9 : 140.6
706 71.9 : 82.9 163.4
707 . 71.9 : 82.9 162.2:
708 71.9 82.9 : 163.4
709 71.9 82.9 163.4
710 .71.9 82.9 164.8

TOTALS $1204.6 . $1395.6 ‘ $2535.8

Vestimated average unit price-of seven ships (F1ight 1)
2/gstimated average unit price of eleven ships (Flight 11)
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Two other important measures of contract performance are labor
mantours and performance schedules. The number of manhours it takes
to build a ship is the largest single cost factor in ship
construction, representing about 60 percent of construction costs.

For this reason, the Navy requires coniractors to estimate manhours
along with other cost factors in propo§als for shiﬁncontracts, and the
number of manhours used in ship construction is carefully monitored
while the ship i3 being built. An attribute of manhours is that they
do not vary with-inflation. It §s possible to observe a shipbuilder's
performance by measuring the number of manhours it takes to build each
succeeding ship. 1Ideally, the number of manhours and overall
construction costs will decline as additional ships are built. This
performance trend is known as the learning curve. Table II shows the
number of manhours estimated by General Dynam;cs in the first and
second flight SSN 688 contracts and the actual manhours used. It can
be seen that there were overruns of 32.1 million manhours in the first
contract and 36.3 million in the second. The overrun in manhours for

*
the 18 ships was a little more than 100 percent.

Delivery schedules are also not influenced by inflation and are
an important indicator of contractor performance. ,Table III shows the
number of months each of the 688's were late, based on the delivery
dates in the original contracts, Delays for the first 18 SSN 688's

ranged from a low of 23 months to a high of 47 months. -
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TABLE 11

ESTIMATED AND ACTUAL MANHOURS TO COMPLETE CONSTRUCTION
OF SSN 688 SUBMARINES - FLIGHTS I AND II

(Mil1ions of Manhours)

ESTIMATED ACTUAL
MANHOURS 1/ MANHOURS 2/ OVERRUN
Flight I (7 Ships) 26.1 58.2 32.1
Flight II (11 Ships) 40.6 76.9 36.3
Totals 66.7 134.1 68.4
1/ ‘In original contracts. .

2/ As of 1984.

«10~



SSN 688 SUBMARINE DELIVERY SCHEDULES AND DELAYS
FLIGHTS 1 AND II
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TABLE III

ORIGINAL CONTRACT ACTUAL
DEL IVERY DATE DELIVERY DATE LATE
SSN 690 30 June '75 10 June '77 23

692 31 Oct, '75 10 Mar, '78 28
694 29 Feb, '76 09 June '78 27
696 30 June '76 23 Jan. '79 29
697 31 Oct. '76 30 Nov. '79 37
698 28 Feb, '77 13 Feb. '81 47
699 30 June ‘77 31 Mar, '81 45
700 30 Oct, '77 26 June '81 43
701 28 Feb, '78 30 Sept.'81 43
702 10 July '78 18 Dec. '81 41
703 10 Nov. '78 22 Dec. .'81 37
704 31 Jan. '79 19 July ‘82 41
705 31 May .'79 24+ Nov, '82 41
706 30 Sept.'79 14 Apr. '83 42
707 31 Jan. '80 27 Aug. '83 42
708 31 May '80 17 Feb. '84 44
709 30 Sept.'80 16 July '84 46
710 '81 07 Dec. '84 46

31 Jan.

-11-



3. Claims, Settlements, And Controversies

General Dynamics submitted its first SSN 688 claim to the Navy,
for $220 million, in 1975. The claim covered only Flight I and was
based on problems concerning governmént furnished information. The
Navy had designated Newport News the lead yard -- builder of the first
ship in the class -- and the Navy's design agent. Newport News was to’
furnish General Dynamics -- the follow yard -- with the detailed
designs and the revisions. The Navy was legally responsible for any
cost i&creases caused by defective or late delivery of such
information. The Navy acknowledged that its agent, Newport News, had
delivered late and defective design information and the claim was

settled in April 1976 for $97 million.

A second claim was filed in December 1976 on both SSN 688
contracts in the amount of $5U44 million. fhe Navy had expected the
" second claim but was surprised by its amount. Earlier that yeér, as
part of the first claim negotiations, Gg¢neral Dynamics had offered to
settle all claims on the two contracts for $150 million. After the
first claim settlement, it then agreed to an offer, later withdrawn,
by Deputy Secretary of Defense William Clements to.settle on a basis
that would have paid the company about $170 million under Public Law
85-804, a law that authorizes financial relief for government
contractors. The offer fell through when two other shipbuilders
refused the deal. As late as September 1976, General Dynamics was

still offering to settle all remaining claims for a similar amount.

The claim was referred to the Navy Claims Settlement Board, a
group set up to evaluate and settle claims, headed by Admiral F. F.

Manganaro. This claim alleged that the government's numerous changes

-12=-
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and drawing revisions were responsible for disruption of work and all
the schedule delays that had occurred. The Board assigned a team of
specialists to examine the claim and determine how much of it, from

the Navy's perspective, was substantiated.

The Manganaro Board had been formally established in 1976 by
the Deputy Secretary of Defense. A directive was issued desgribing
1t§ authority and responsibilities and stating that it was to be
independent. Under its charter, the Board was to evaluate claims
assigned to it, attempt to negotiate a settlement with the contractor,
and, if a claim could not be settled by agreement, make a formal
determination of what the claim was worth. Such a determination would
be appealable to the Armed Services Board ef Contract Appeals, and
ultimately to the courts. Soon after the General Dynamics claim was

filed, it was referred to the Board.

-13-



The course of the negotiations leading up to the settlement
have been described in an earlier staff study.® 1In sum, Navy
Secretary W. Graham Claytor, Jr., and Assistant Secretary Edward
Hidalgo preempted Admiral Manganaro by negotiating personally with
officials of General Dynamics months before the Board's review was
completed, and at one point attempted to take the claim away from the
Board. Early in their negotiations, Claytor and Hidalgo offered to
pay the company an amount for the formal claim and to ask Congress to
approve an additional amount under P.L. 85-804. When Manganaro made
an official determination that the claim was worth $125 million,
Claytor and Hidalgo used this figure as the baseline for further

baréaining.

¥ WSummary Of Documents Relating To Navy Shipbuilding At The Electric
Boat Division Of General Dynamics," Subcommittee on International
Trade, Finance, and Security Economics of the Joint Economic
Committee, July 25, 1984,

—14-
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On June 9, 1978, General Dynamics and Navy officials announced

a settlement of the dispute. The terms were:

(1)

(2)

(3)

4)

The Navy would pay General Dynamics the $125
million for which the Manganaro Board said there

was legal entiﬁlement.

The Navy agreed to split the difference uith-the
company between the $125 million and the
company's projected loss of $843 million. As
there was no legal entitlement for this payment,

it was made under P.L. 85-804.

The Navy agreed to make an immediate cashk payment

to General Dynamjcs of $300 million.

The Navy agreed to pay the contractor for
additional costs due to future inflation if it
exceeded 7 percent for %abor and 6 percent for
material. Subsequently, the Navy paid an

additional $108 million under this provision.

The Navy agreed to split any additional cost
growth on the 688 program, up to $100 million.
Subsequently, the Navy paid an additional $50

million under this provision.

The settlement cost the Navy $642 million. (The breakdown is

shown in Table IV.) When it was explained to Congress by the Navy, it

was sajd to represent thke largest loss ever incurred by a contractor.

The loss was ostensibly $359 million. However, such business losses

are tax deductible and, according to General Dynamics' annual reports,

-15=
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the after-tax loss was reduced to $187 million. Also, the large up-
front cash payment was worth many millions of dollars to the
contractor. General Dynamics estimated the savings in interest costs
from a cash payment slightly in excess of the one that was made to

range from $150 million to $200 million over the years 1978-1984.

-16=
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TABLE IV

1978 SETTLEMENT OF SSN 688 CLASS SUBMARTNE
CLAIM - NAVY PAYMENTS TO GENERAL DYNAMICS

Legal Entitlement (Manganaro Board)
Financial Relief (P.L. 85-804):
~-0One-half difference between legal
entitlement and total cost overrun
(of which $300 million paid up front)
~Future Inflation
~Future Cost Growth

Total

-17-

$125 Million

359 Million
108 Million
__50 Million
$642 Million
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The Navy's justification for the portion of the settlement that
exceeds the $125 million to which the Manganaro Board determined the
company was legally entitled to rests largely on the argument that
both sides were overoptimistic when the contracts were signed,
especially with respect to the Flight II contract. The overoptimism
refers to General Dynamics' low bid for the contract and the Navy's
assumption that it was reasonable. The Navy Secretary told Congress:
"The second flight (11 ships) bidding posture by EB is a key to an
understanding of the critical situation which later developed."” The
company based its estimates of how much the second flight would cost,
and how many manhours it would take to build it, on experience with a
previous group of submarines, the 637 class, and early first-flight
experience. "First-flight manhour estimates to complete," the
Secretary said, "showed little change from those proposed and accepted

in January 1971 when the flight was awarded."

The Navy's argument highlights the importance of allegations
that General Dynamics bought-in to the second flight contract. if the
contract was a buy-in, it can be concluded that the contractor may
have had little reason to be overoptimistic, and that it may have

mislead the Navy into any sense of overoptimism that it had.

The sections that follow address questions concerning the
alleged buy-in to the Flight II contract, whether General Dynamics
withheld information from thé Navy about costs and delivery schedules,
and whether information about losses was withheld from the company's

shareholders.

-18-
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II. THE FLIGHT II CONTRACT BUY-IN

A buy-in is defined as obtaining a government contract in a
competitive procurement by knowingly bidding a price less than
anticipated costs, with the expectation of later recovering ény losses
frém the government. The buy-in contractor's intent is generally to
increase the price through change orders, government-funded overruns,
or other means, or to receive follow-on contracts at prices high

enough to offset any losses on the buy-in contract.

Trhe government does not prohibit contractors from offering a
bargain price. But when there is a buy-in, the Contracting Officer
must assure that the amount purposely deleted from the contract price
is not recovered through change orders or other means. For example, a
special clause can be placed in the contract designed to prevent
claims based on mistake or impossibilit}y of performance. If it
appears "doubtful that a buy-in contract can be performed due to
losses, the contractor can be labeled nonresponsible and the bid may
be rejected. While a buy-in by itself is not illegal, deliberately
inflating a claim to recover losses due to a buy-in may violate the
False Claims Act or the Contract Disputes Act. In addition, in
negotiated procurements of the type used in the 688-program,
contractors must certify that all data used to estimate prices are
current, complete, and accurate. A bdy-in based on concealment of
relevant cost information may be in violation of the certification

requirement and the False Statements Act.

-19-
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The controversy surrounding the allegation of a buy-in on the
Flight II contract concerns the number of manhours contained in the
bid proposal. General Dynamics had been advised that the Navy
intended to issue a Request for Proposal (RFP) for as many as 11 SSN
688's on December 27, 1972. The RFP was received on February 1, 1973.
In the weeks that followed, officials at the Electric Boat shipyard
and at corporate headquarters in St. Louis prepared estimates and
badk-up materials for the bid. At a meeting in St. Louis on April 5,
shipyard officials presented their estimates to David Lewis and
members of the corporate staff. According to General Dynamjcs, Lewis
decided to reduce the bid by 300,000 hours per ship below the figure

recommended by the shipyard.

General Dynamics denieq, in a legal brief submjitted to the
Justice Department, that there was a buy-in. It argues that the
decision to reduce the bid was a judgment call for the chief executive
officer to make, that it was made in a good-faith expectation of
improved productivity, and that the Navy had been notified of the
reduction when the bid was submitted. The contractor also maintains
that the Navy tried to reduce the manhours in the bid by an additional
100,000 hours despite the fact that it had superior knowledge about
the costs of construction, through its contacts with Newport News, and
knew that Newport News' bid on the Flight II contract was much higher

than General Dynamics'.

The important question, however, is not whether the decision to
reduce the bid was made by the Chairman of the Board, or whether the
Navy was advised of it. The important question is whether General
Dynamics had information about manhour costs at the time of the bid

that showed the bid was below cost, and whether that information was
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withhkeld from the Navy. There is evidence from internal corporate
documents that such information did exist and that it was not
disclosed. To understand the significance of this, it is necessary to
review the circumstances surrounding the bid and the facts about

manhour costs.

As mentioned earlier, the class of submarines built by General
Dypamics before the 688's was the SSN 637. The last eight SSN 637'5
built by General Dynamics averaged 3,320,000 manhours., The bid for
the first 688 contract was based'largely on experience with the 637's.
In its bid for the seven ships in Flight I, the company estimated
26,126,000 manhours or 3,732,000 per ship. The Flight II bid
estimated 40,553,000 manhours for 11 ships, or 3,686,000 manhours per
shkip. On the basis of this much information, and assuming a learning
curve by which the costs of the later unit; in a serial production
will be less than the costs of the earlier ones, the bid for Flight II

does not seem out of line with the bid for Flight I.

General Dynamics argues that the‘Flight II bid was reasonable
because in April 1973 it was too soon to know what waé happening in
the construction of the Flight I ships and all the company had to go
on was the 637 program. The formal bid proposal for Flight II
submitted to the Navy states that the historical data used as a
baseline are from the 637 program, and this point is reiterated in the

company's legal brief to the Jﬁstice Department.

But company documents show that many problems, including a rise
in manhours, had already occurred in the course of Flight I
construction, and these were known to management. Indeed, an early

draft of the formal bid proposal states that "Construction experience
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to date on current 588 work has been reflected." The draft with this
statement was part of a "Review Book," dated March 29, 1973,
containing construction cost estimates and other materials prepared at
the shipyard for use by corporate officials in developing the bid.
However, the statement about experience on current 688 work was
omitted from the final version of the bid proposal submitted to the

Navy.

A comparison of the manhour costs submitted to the Navy with
the company's internal reports reveals more. Manhour estimates for
each ship under construction were given to the Navy on a quarterly
basis. These estimates represented the estimated number of manhours
required to complete construction. Table V shows the quarterly

figures from the second quarter 1972 through the second quarter 1981.

-22-



TABLE V(1)

MANHOUR ESTIMATES ~- 11/27/71 -~ 4th Quarter, 1973
(MANHOURS IN THOUSANDS)

3rd Qtr. 4th Qtr. lst Qtr. 2rd Qtr. 3rd Qtx. 4th otr,
4/1/72 1972 1972 1973 1973 1973 1973

11/27/71

Quarter:
Date:

Repart ﬁo.:

First Flight

Contract

2

38

26,755.7 28,235.3 29,661.2 26,055.8

26,135.5

26,126.6 25,904.2

Total

Report No.:
Secord Flight
Contract
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1975

4th Qtr.

1975
14

13

1975

2nd Qtr. xd Otr.

1975
12

1st Qtr.

1974
11

4th Otr.

“TABLE V(2)

(MANHOURS IN THOUSANDS)

1974

3rd Qtxr.

10

1974

MANHOUR ESTIMATES — lst Quarter, 1974, - 4th Quarter, 1975 )
2d Otr.

1974
9

1st Qtr.

Quarter:

Date:
Repart No.:

First Flight

Contract

No Ship-by-Ship
Details Provided

.~ .

8654445

VAN OWN
T e e v s oe s
QWO
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8654445
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No Cost Repart Submitted
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698
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SSN 690
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34,680.0
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Secord Flight
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No Ship-by-Ship
Details Provided
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1979
31

4th Qtr.

1979
30

3rd Qtr.

1979
29

2d QOtr.

Ist Otr.
1979
28

1978
27

TABLE V(4)
TEh Ot

26

(MANHOURS IN THOUSANDS)

1978

3rd Qtx.

1978
25

MANHOUR ESTIMATES — lst Quarter, 1978, - 4th Quarter, 1979
2rd Otx.

1978
24

Ist Qtr.

Quarter:
Report No.:

First Flight

Contract

[~R=RoRafoRal]
(X
N O < o<

692
694
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SSN 690
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23
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22
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16

Report No.:

Secord Flight
Contract

Total
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1981
31

4th Qtx.

1981
38
30

3rd Qtr.

2d Qtr.
1981
37
29

58,182.6

Ist Qtr.
1981
36
58,182.6
28

4th Qtx.
1980
35
27

58,173.0

. TARLE V(5)
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26

(MANHOURS IN THOUSANDS)

3rd Qtr.
1980

56,557.0

2d Qtr.
1980
33
25

56,888.0

MANHOUR ESTIMATES — 1st Quarter, 1980, - 4th Quarter, 1981

1980
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24

1st Otr.
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Quarter:
Repart t:b.

First Flight
Contract

Report No.:

Secand Flight

Contract

Total
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Typically, the reports were submitted to the Navy one or two
months after the end of a quarter, sometimes later. The Flight II bid
was submitted April 9, 1973, the first month of the second quarter.

As of that date, the latest manhour report in the Navy's possession

was for the fourth quarter of 1972. The key figure in this report is
for the seventh ship in Flight I, SSN 699. For the fourth quarter of
1972, the S3SN 699 manhour estimate reported to the Navy was 3}382,100;'
As late as May 11, when the Navy's technical analysis of the company's
proposal was completed, the Navy was still viewing the fourth quarter
number as the current estimate of the manhours required to complete

that ship,

The Navy summarizes bid proposals and its own evaluations in a
document called the Business Clearance Memorandum. The Memorandum for
the Flight II bids states that the Navy's analysis of General
Dynamics' proposal was extrapolated from SSN 699 costs, and that,
prior to negotiations, the Navy was going by the costs reported for
the fourth quarter -- 3,382,100 manhours. But the company knew, at
the time it submitted its bid in April, thét manhour costs were much
higher than what the Navy had beeﬁ told. The General Dynamics March
29 internal Review Book shows a cost to completion estimate for the
699 in the first quarter of 1973 of 3,506,900 manhours. This same
figure, reflecting an increase of about 125,000 manhours from the
fourth quarter to the first quarter, was later submitted to the Navy

along with the estimates for the other Flight I ships.

Of greater significance is another General Dynamics document
used in the preparation of the bid which indicates that the company
knew the costs of the 699 were even higher than was being reported in

the quarterly reports. A document labeled "St. Louis Review H/05/73"
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consists of a memo to the file by Homer E. Boyd, a corporate official,
together with attached tables and notes. One of the tables breaks
down the mantours for the 699 and reconciles them with the proposal
for the SSN 700, the first of the Flight II ships. The table begins
with the figure 3,658,800 manhours for the 699, and below that the
entry, "Indicated Cost Growth on SSN688," with a subtotal of 360,100
manhours. The table makes it clear that these figures are cimulative,
totaling 4,018,800 manhours for the 699. This manhour estimate is
636,700 higher than the fourth quarter 1972 e;timate and much higher
than any estimate for the 699 that the Navy would receive for a year
after the Flight II contract was signed. Table VI reproduces the

estimates for the 699 in the Boyd memo.
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TABLE VI
SSN699 TO SSN700
RECONCILIATION
(LABOR ONLY)
Manhours DR T
(000) 000

SSN699 Profit Review 3,658.8 - $45,330
Schedule Cost . ' 1,935
Nonrecurring Costs on SSN 700

Procurement 87.5

Production Control . 128.8

Direct Labor Budget 15.0

Design 36.0

Nuclear 18.0

Other 5.0 )

Subtotal 290.3 3,600

Funded Changes/Scope 55.6 . 690
Make to Buy (35.0) ’ (434)
Learning (40.0) (496)
Indicated Cost Growth on SSN 699 '

Task Growth Identified 151.0 1,872

Overrun 209.1 . 2,696

Subtotal 360.1 4,568

SSN 700 Proposal 4,289.8 $55,193
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There can be little doubt, from the official records, that the
Navy was unaware of the sharp rise in construction costs suggested by
the contractor's internal manhour estimates., In its review of General
Dynamies’ bid, the Navy assumed that manhour costs of the Flight I
contract had not increased. The Business Clearance Memorandum states,
"Based on performance to date, the 3,382,100 direct manhour estimated
as the 'cost at completion' by EBDIV for their Tth SSN688 Class ship
is from all indications a valid number.” The Navy was aware that
corporate headquarters had reduced estimated manhour costs for the
ships in the new contract below the shipyard's estimate. On the
assumption that the costs of the first flight ships being built were
under control, this knowledge was not a cause for alarm. What the
Navy did not know was that the costs of the ships under construction

had begun to soar.

In addition, there is evidence that the company knew by
November 1973 (about the time the contract was awarded) that mantour
costs to complete all the Flight II ships would be much higher than
the contract estimate. A memo from T. S. Wadlow to P. T. Veliotis,
dated November 23, 1977, recounts the history of shipyard manhour cost
forecasts for the submarines. Wadlow's figures indicate that,
although in November 1973 the contract estimate for Flight II was 40.6
million mankours, the shipyard privately estimated it would require

48.6 million.

The Business Clearance Memorandum also shows that the Navy did
not reduce the manpower estimates, contrary to what General Dynamics
asserts in its legal brief to the Justice Départment. The Navy states
in its Memorandum, "It is considered that the direct manhours proposed

by Electric Boat are reasonable even though slightly above the

-31-




41

NAVSHIPS 'should cost' figures. When viewed in light of Electric
Boat's performance to date on existing SSN688 construction and the
offeror's commitment to future productivity improvement, the direct
manhours are concluded to be reasonable and achievable." The Navy did
negotiate lower prices for materials and other cost elements, but

manpower was not challenged.
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III. WITHHOLDING OF INFORMATION FROM THE NAVY

There is much evidence in the internal records of General
Dynamics, dating from the earliest stages of the 688 program, of
problems that were causing cost overruns and schedule delays: This
information was withheld by the contractor from reports submitted to
the Navy for months and sometimes a year or more. Problems with late
delivery and changes of the designs were discussed with the Navy and
later became the basis for the claims. But there were many other
problems unrelated to the designs discussed privately within shipyard
and corporate circles. On occasion, internal reports were prepared
comparing the information reported to the Navy with the information
known to General Dynamics, suggesting that the company in effect had

two sets of books.

The Navy had some awareness of shipyard inefficiency and from
time to time expressed its concerns to the company. In response, the
compény gave assurances that steps were being taken to solve the
problem. An instance of this occurred in the early part of 1973, when
the Navy Supervisor of Shipbuilding sent several letters to J. D.
Pierce, General Manager of Electric Boat, critical of the amount of
idleness that was observed in the shipyard and the lack of an
aggressive management effort to reduce it. Pierce responded that the
company had initiated several productivity improvement programs, and
had named someone to be Deputy General Manager of the shipyard with a
primary assignment to improve productivity. But productivity

deterjorated over the next several years,
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The following discusses examples of the knowledge about manhour
cost overruns possessed by high officials of the company long before
the Navy was made aware through formal reports that the program was in

trouble.

1. Manhour Cost Overruns

L C. B. Haines, who was the 688 class Deputy
Program Manager, reported on October 6, 1971,
"Electric Boat Division has not developed the
necessary planning tools required to properly
schedule work through the manufacturing shops.
As a result, it is virtually impossible to detect
schedule conflicts and overload conditions until
it is too late to manage them successfully. The
problem is compounded by the lack of visibility
in the manufacturing schedules and by a lack of
realism and credibility+in manufacturing
intervals.” In Septemer 1972, Haines sent two
memos to J. D. Piérce, General Manager of the
shipyard, alerting him to inefficient uses of

manpower and poor planning.

* During 1972, problems in construction of the
Flight I ships were beginning to affect costs and
the delivery schedule. On January 12, 1973, a
memo was sent to N. D. Victor, Director of
Planning at the shipyard, warning that not enough
manhours were being spent on the early ships to

keep up with schedules. The memo suggested
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measures to make up for the shortage of skilled
welders, and stated: "Failure to take such
action will (in my opinion) result in loss of
launch dates on the early 688 class ships,
clogging of the steel factory output, and
resultant and costly schedule compression on the
downstream ships. It also raises a serious
question as to our ability to realistically bid
anything but a bare minimum number of the ghips
in the current RFP."™ The last point was an
apparent reference to the Navy's solicitation for
bids for up to 11 new submarines in Flight II,
indicating that the shipyard might not be able to

handle more than a few.

. A few days later, on January 17, 1973, Victor
sent a memo to several officials, with a copy to
J. D. Pierce, stating: *"During the past year, we
have encountered a number of problems which have
prevented us from effectively using our steel
trade manpower to meet our schedule
commitments...The result of these problems has
been a manpower shortage in the steel trades for
work on SSN688 class ships...SSN688 class
schedules have slipped and will continue to slip
until steel trade manpower input can be increased
to the level required to meet the schedules.”
Victor urged that drastic action be taken "to

prevent further schedule slippage and to reduce

~35-



51

the delinquency backlog on the SSN688 class

ships."

At the start of the 688 program, a system was
established for reporting "critical items" to
Admiral Rickover. These reports were made weekly
and were called "Critical Items Letters." The
letter for March 23, 1973, stated that "Manhours
are not being expended at the rate required to
meet SSN688 schedules,"” and gave details about
efforts to accelerate hiring, qualify skilled
workers, and make better projections of manpower
requirements. A s{milar message was repeated in
the Critical Items Letters throughout the rest of
the year. However, a memo from A. Henry Hyman,
the 688 Program Manager, to J. D. Pierce,
discusses the "format" of the Critical Items
Letters: "As regards item 2, which relates to
the manning of tﬁe SSN688 class ships, there is
probably_no good time, but it's better for us to
stop reporting on this item as soon as possible.”
Hyman then states: "We'll never be able to make
a claim hold-up if we are reporting inadequate
manning." Hyman recommended that they stop
reporting on manpower and, after 1973, that item

no longer appears in the letters.

The April 5, 1973, materials prepared for the St.
Louis review of the Flight II proposal, showing

SSN 699 manhour costs had risen to four million,
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have been mentioned. A document dated March 28,
1973, discusses the 690, the first ship in Flight
I. It states: "During 3 month period 12/72 to
3773 SSN 690 has slipped 6 weeks further behind
schedule...The rate of slippage has not
decreased. We are continuing to lose approx. 1
week progress fsr every 2 weeks of calendar
time." A document dated April 11, 1973, two-days
after the bid for Flight II was submitted, shows
that the shipyard was significantly delinquent in
meeting the published schedules for the Flight I
ships and that "These delinquencies are growing
at an average rate of two weeks per month due to
a lack of sufficient steel trades manpower." An
April 24 memo states that the shipyard's schedule
performance began to deteriorate in July 1972
with protracted labor negotiations, and it and
other documents from th;s period show that the

deterjoration was continuing.

In August 1973, the Navy was negotiating with
General Dynamics over its bid for the Flight II
contract as concerns were mounting among company
officials about current and future commitments.
A document received by G. W. Keach on August 7,
1973, discussing "risk on this repricing,"
apparently referring to the negotiations, notes:
"There is a possibility of schedule adjustments

being necessary on the current ships and the
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impact of that could carry on through." On
August 15, Victor received a "Report on Planning
and Controls Progress Toward Solving Gut
Problems," concluding that: "Based upon shipyard
schedule performance, whatever solutions have
been developed and whatever actions have been
taken have not gotten production under conﬁrdl as
fet." The report enumerated many deficiencies in
the shipyard, including the absence of a training
program for new employees, or an effective
advance planning function. It concluded that
existing commitments will not be met and the loss

in terms of delivery months will be great.

In November 1973, after General Dynamics was
awarded the contract for Flight II, there were
new reports of problems. A review of the SSN
690, as of November 24, -found: "The overall
picture for SSN690 is not improving. With
September the only recent exception, costs per
month continue to rise while progress proceeds at
a generally static rate." Manhour growth is
reported to be the most serious problem:

", .unexplained manhour charges have affected
SSN690 so adversely that overall performance is

worse than any ship in recent years.”

In December 1973, the idea of a claim on the
Flight I contract was once again discussed. On

December 11, J. W. Rannenberg, Director of
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Contracts at the shipyard, was asked if he had
any information on whether the company had a
claim on the 688 contract as a result of Newport
News' delayed or deficient lead ship plans. The
matter was also raised in a January 14, 1974,
memo from Hyman to Pierce and M. C. Curtis,
Deputy General Manager of the shipyard,
forwarding a series of charts and tables about
the 688 program and observing: "As you can see,
enclosures (1) through (9) presents a very bleak
picture. It is important, however, for you to
realize that this is essentially the same picture
that was presented in May and June of 1973 as
part of the 2nd Flight estimate review." Hyman
then pointed cut how important it was to improve
performance on the 688. He said, "We must
recognize that we are fighting for our

v
existence," and he made a number of suggestions,
including an evaluation of the impact of changes
initiated by the Design Agent: "Additionally, a
plan should be developed to ensure‘that the
proper groundwork is established to support any
'‘claim®' action that may be appropriate for
Electric Boat Division to initiate. I have an
outline for such a plan that I intend to discuss

with you in the next week or so."

It may be significant that the subject of a claim was raised

several times in the December 1973 - January 1974 period, just after
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the second flight contract was awarded. In this period, officials of
the company had good reason to be concerned about the poor performance
on the Flight I contracts and the prospects for meeting the very

optimistic objectives of Flight II.

By all accounts, 1973 was a poor year for the 688 construction
program. It is apparent from General Dynamics own internal records
thqt costs were rising while schedules were slipping. It would be
reasonable to expect these trends to show up in the reports submitted
to the Navy. But the official reports indicate otherwise. An
examination of the manhour statisties (Table V) shows that manhours.
are reported to have declined by the end of 1973. Manhour estimates
are shown to have been 26.7 million in the first quarter, and 26
million in the fourth quarter. The SSN 690 does show an increase in
manhours for the year, but the 699, which according to an internal
report was estimated to cost four million at the end 5f 1972, is shown

to have declined to 3.1 million at the end of 1973.

The inconsistency continues in tﬂe first half of 1974. By this
time, work had begun on the Flight II ships and problems in the yard
seem to have gotten worse. On February 5, the company advised the
Navy that it was rescheduling the seven ships in Flight I to reflect a
slippage of approximately six months, and on the same date a task
force was set up under Curtis to turn around costs and progress on the
688's. On July 10, H. E. Boyd sent a memo to Max Golden, a General
Dynamics Vice Presidént, on Electric Boat shipyard performance.
Attached to the memo were a series of charts showing that shipyard
performance had deteriorated. In another memo five days 1é;er, Boyd
said the charts "indicate performance has gotten progressively worse

during the first half of 1974," and he added that the lack of
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improvement during a period of an all-out cost reduction effort may
have been caused in part by too much shifting of personnel from job to
job and poor worker attitudes and morale. (A notation on Boyd's memo
shows it was sent to D. Lewis on July 16.) On July 11, Barton, who
was the Electric Boat Division Comptroller, told the company's outside
auditing firm, Arthur Anderson & Co., that the 688 program had
encountered additional problems in 1974. On July 2"; a memo to Pierce
stated that the shipyard still had a ﬁanpower shortage, that the high
pecentage of semiskilled or untrained people was having an adverse
effect on production, and that new hires were being assigned
haphazardly. The memo to Pierce also described a large numbér of
material and organzation problems. Yet, by the end of the second
quarter, the reported manhour costs went up only slightly for Flight I

and remained level for Flight II.

At this point, Barton conducted two special studies of the
shipyard's contracts, including the potential effects of the Trident
contract, awarded to General Dynamics on July 25. Barton believed the
profits forecasts and the official cost to complete estimates were
incorrect. In a memo to Pierce enclosing thé "Special Study dated
August 2, 1974," he expressed grave concern about the profits and
cash-flow situation. He submitted his study of contract costs to
Pierce and Curtis on August 3, stating in his memo: "In view of the
fact that the current cost to complete forecasts appear to be
inaccurate in the projection of costs on both overhaul and new
construction contracts, I requested Cost Engineering and Financial
Analysis to make a complete analysis of our contracts." Table VII is

from the 688 Program Summary in the special study.
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TABLE VII

658 PROGUAN SWRART _

#683-11 DOL/FO2 1s Dasic Dudget Hours plus Kesagement Reserve
I01/I02 1s Machine Shop/Shipyerd

August 8, 1974

__Direct Labor (Manhours X 1000) aterial Delivery
2nd Qtr, Special 2nd
—2odQuocrCs  ___ Special Study Verience _CTC__  Study  fYarlancs Qur  gpectal vartence

Ship EOL/PO2  Other Total  EOL/E02  Other Total {Hours)  (fo0u)  ($000) Dollars CTC  _Btudy  Months
690 T k82,3 1,91M.9 . 6,397.8 5,209.0 1,957.8  7,066.8 669.5 24,03 21,600 2,967 12/15  3/76 3
672 3,659.1 755.6° b,bah7 A,278.0 808.0  5,086.0 671.3 23,0717 2h,954 1,877 $/16 916 &
654 2,966.6 678.%  3,605.0 3,937.0 738.8  4,735.8 1,008 23,066 25,35 o/16 3 [
656 2,685.% 653.3° 3,39.0 3,%1.0 723.9  4,3lh9 975.9 61 29, 2,85  12/16 /71 8
&7 2,540.3 507.%  3,127.8 3,513.0 661.9 b,A7e.9  1,087.1 26,561 - 29, 2,653 /77 8
698 +h66, 598 3,005.8 3,817.6 6.8 Lk k  1,026.6 24,355 27,1% 2,800 &/ 3/18 9
699 2,440,8 $30.8 2,979.6 3,6u0.0 616,2 b,256.2 1,2716.6 23, 26,29 2,783 o/t 1/ 10
Sub Total 21,2%0.8 5,678.5 25,919.3 271,9%5.6 &L WGH.0 T,157.7 172,3» 19,313 i7,97
700 3,186.0  1,03v.3  ,220.3 3,676.0 1,03k.3 4,710.3 590.0 29,k 3,917  §,470 uyn 11/78 13
701 2,998.0 ‘m.z 3,773.9  3,638.0 7739 b,b13.9 6.0 28,583 33, hso2  2/78 13
702 2,957.7 76k, 3,732.1  3,603.0 T6h.b  b,367.h 63%.3 29,210 33, 8,556 /18 2
703 2,939.7 760.k  3,700.1 '3,573.0 760.5  4,333.5 . 633.3 29,72  3H,3W L6116 /78 1/79 1

2,913.3 755.8  3,668.7 ,3,545.0 755.%  4,300.4 631.7 30,017 34,689 k672 1, 3/00 1%
708 2,8%0.7 750.9  3,661.6 3,520.0 75%0.9 h,270.9.  629.3 30,320 201 5,887 s/ 1/80 w
. 706 2,869.2 7571 3,626.3  3,496.0 757.1  h,253.1 626.8 30,083 36,867 5,902 9/19 16
707 2,865.2 . 7B.M  3,618.6 3,476.0 748,86 L2284 609.8 31,543 37,372 3,827 1/60  3/81L 1b
703 2,799.8 768.3  3,%B.1 3,456.0 768.3  &,224.3 636.2° 32,005 38,6 6,625 /B0 /8L 1%

,B13. T3h. 3,548.2  3,h37.0 7345 LA71, 3.2 s ) 9, 1L
7‘3 §3§33 1?1: 352”;3 3:190 : : goe 42 5o ggg 1/8 :
T \798. . ,529. ,819. 7 4,150.1 X 33, 39,722 . 1 bt
Sub fotal 32,008 B3 5,63.2 WEHO 0.8 096 E7%E W0 FIT B,
Total 53,7838 ab,2s9.) 67,5423 66,7846 1200 BLUG6.6 13,9340 03P  88.6R 78,291
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As can be seen from Table VII, the projections for manhours,
materials, and deliveries show far greater increases or slippages than
the figures submitted to the Navy. For example, the second quarter
1974 estimate submitted to the Navy for the Flight I ships (found in
Table VII under the heading "2nd Qtr. CTC") was 26.9 million
manhours; the estimate in the special study was 34.1 million manhours.
For Flight II, the second quarter estimate was 40.6 million ménhours
comﬁared with U47.4 million in the special study. The variance for all
18 ships was 13.9 million mantours. For deliveries, the special study
showed delays beyond the second quarter estimates ranging from three
months to 14 months per ship. The study also showed a varjance of

$78.3 million for material costs.

Obviously, the special study showed that shipyard performance
was much worse than indicated by the figures given to the Navy.
Barton's diagnosis of the problems was consistent with what he and
many others had been saying: inadequate supervision of workers, not
‘enough skilled workers, and poor productivity. Barton does not
explain why there are such large discrepancies between what the Navy

was being told and what he was able to learn in the special study.

There are other indications that General Dyn;mics knew or
should have known that the reports submitted to the Navy were
incorrect. On October 9, H. E. Boyd forwarded his Third Quarter
Program Review of the shipyard to Max Golden (which Golden sent to
David Lewis on October 15). Boyd concludes from his review of the
Flight I program that overall shipyard performance is continuing to
erode, construction of new ways and nuclear installations have shown
steady degrading performance trends, and the trend for labor is

worsening.
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The Boyd report also compares estimated Flight I manhours in
February and September 1974, The February estimate, derived from the
"corporate team position (February 1974 Review)” was 32.2 milljon.
Boyd's estimate for September was 33.3 million. Aside from the fact
that his estimate shows a sizable increase in costs over the corporate
position, what is of interest is that the corporate team position was
greatly in excess of the figure reported to the Navy for the Qame
period -=- first quarter 1974. The estimate submitted to the Navy

(Table VI) was 26.8 million.

A manhour cost review was prepared by T. S. Wadlow for Barton
on May 15, 1975. The review stated that the December 1974 estimate of
43.1 million manhours for the Flight I ships had increased to 44.7
million. The figures submitted to the Navy for the comparable periods
were 34.7 million and 39.9 million. Barton wrote to Pierce on
November 4, 1975, complaining that the cost-to~-complete system is
supposed to be a communication device, but "it really is communicating

false information and top management is Tostering this."

It was mentjioned above that in 1977 Wadlow recounted in a memo
to Veliotis the history of manhour cost estimates made by the
shipyard. Wadlow's memo shows that, from 1971 thro?gh 1975, the
contractor had manhour estimates that were far in excess of what was
being reported to the Navy. The disparity in the 1973 estimates has
already been descrjbed. In the fourth quarter 1974, the report to the
Navy estimated Flight II would cost 42.2 million manhours; the
shipyard's internal report showed a risk estimate, based on current
performahce, of 61.9 million, and the table indicates that on November
19, 1974, an estimate of 66.6 million manhours was presented to D. S.

Lewis. 1In July 1975, the shipyard made an "optimistic" forecast of
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58.2 million manhours for Flight II, and a "current™ forecast of 61.9
million manhours., The report submitted to the Navy for the third
quarter 1975 showed only 48.7 million manhours would be required.
There are similar disparities in the Wadlow memo between what the

company knew and wﬁat the Navy was told about Flight I.
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ESTIMATED MANHOURS TO COMPLETE CONSTRUCTION OF SSN 688 CLASS SUBMARINES,
FLIGHTS I AND II - GENERAL DYNAMICS' INTERNAL ESTIMATES AND ESTIMATES REPORTED T0
THE NAVY, 1973-1977 (MILLIONS OF MANHOURS)

TABLE VIII

1973 1 9 7 4 9 7 . 1977
4th Tst 2nd 3rd Ith st Znd 3rd 2nd 3rd
Quar. Quar. Quar. Quar, Quar. Quar. Quar. Quar, Quar. Quar,
FLIGHT I: 1
Internal - / 32.2 341 33.3 43,1 43,1 44,7 49,8 54.4 55.5
. Estimate
Reported 2
to Navy 26.1 26.8 26.9 __;_/ 34.7 39.8 39.9 40.4 (YA 49.9
FLIGHT II: )
Internal 1/ 1/
Estimate 48.8 _ 47.4 61.9 66.6 55.0 - 61.9 62.6 62.7
Reported 2/
to Navy 40.6 40.6 40.6 = 42.2 48.7 48,7 48.7 52.5 55.6

1/ Not available.

2/ No report submitted to the Navy.
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Table VIII compares the manhour estimates reported to the Navy
with General Dynamics' internal information. The disparity in the two

sets of figures is portrayed in Figure I.



MANHOURS (MILLIONS)

Figure 1. Estimolad Madows 10 Conplele Construclion O SSN GBS

Class Submarines, Flights I And II — General Dynamics'
Internal Estimates And Estimates Reported To The Navy
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2. Schedule Delays

The Navy's knowledge about the schedules was somewhat analogous
.to its knowledge about manhours. It knew slippages were occurring but
not their full extent, and, in the face of assurances that all was
well, took no action. General Dynamics, in effect, had two sets of
records concerning schedules -- those that it reported to the Navy and.
those that it kept to itself. The revisions reported to the Navy
tended to hold the last ships on schedule while compressing delivery
intervals. They were generally unreailstic and unachievable. The
internal revisions, not disclosed to the Navy, showed all dates

slipping.

Performance schedule shortfalls were as much a concern
throughout the period of 688 construction as were manhour problems.
Victor, the Director of Planning, wrote a memo on March 13, 1972, on
the subject "SSN688 Class Scheduling, Performance, and Reporting,”
referencing a memo he had received February 27 on the same subject.
Victor said in his memo that earlier "w; concluded that our problem
was not the Division's scheduling as much as it was the Division's
ability up til now to meet schedules." At the same time, he mentioned
a conversation with a Navy official, J. R. Hakefieid, who had said the
vweek before in a conference with the shipyard that there was a lack of
confidence in the schedules and that some of the charts in the
shipyard's presentation led him to believe the SSN 690 (the first of
the Flight I ships) was in major trouble while others indicated thé
problems were minor. Wakefield was now saying, Victor reported, that
there was much more confidence in Electric Boat making its schedules

than in Newport News making theirs.
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Barton's special study of August 9, 1974, discussed the
evidence of serious schedule problems and showed substantial variances
between the delivery dates reported to the Navy and the estimates in
the study. At one point, he warns that the schedules for Trident
cannot be achieved and are having a harmful effect on the 688's. He
suggests delaying Trident construction long enough to build two more
688's, since the Trident delivery date is not practical anyway. In
the weeks that followed, numerous meetings were held at the shipyard
to discuss schedule "alternatives," and the Navy was informally
advised in October that the company would be ready soon to discuss
potential 688 class rescheduling. Howevér, a major constraint in this
exercise, as reported in a meeting in Victor's office on November 21,
was that "D. Lewis says hold last two ships schedule -- 709 and 710."
The same idea was expressed in a meeting in the General Manager's
office one month earlier. This meant that, although the new schedule
would show slippages for most of the ships, it would also show that

the last of the Flight II ships would be delivered on time.

.

To accomplish this objective, there would have to be some
compression in aelivery rates. Under the original contract,
deliveries were to be made in four-month intervals beginning in June
1975, with the last ship due on January 31, 1981. Some of the
proposed alternatives were based on accelerating deliveries to three-
month intervals, or faster, and these became controversial within the
shipyard. The question was whether a facility that was unable to
produce three shiPs a year could be expected to produce four ships or
more a year in light of the steady deterioration of performance and
the introduction of a new ship program, the Trident, into the same

facility.
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The search for a recovery schedule narrowed down to two
alternatives, called Alt. 20C and Alt. 20D, described in a "SSN688
Class November-December 1974 Review." Alt. 20C held the last three
skips of Flight II to their original delivery dates and called for
deliveries of a number of the earlier ships to be spaced one or two
months apart. Alt, 20D proposed delaying all the ships and adhering
mostly to three-month or four-month intervals, The 1974 Review states
about Alt. 20C, "Operations management does not consider that the
mantrours they have committed to for completing SSN688 class are
sufficient for this schedule," and it labels Alt. 20D as "most

efficient."

A study completed a few months later, "688 Class Master Program
Schedule, Alt. 20D and 20C Schedules," states about Alt. 20C, "There
is no way EBDiv can perform to these schedules. Obviously, alter
master program schedule, 20D, provides for a four-month economical,
reasonable conétruction schedule (andi should be implemented and
followed immediately."™ The study warnse¢«that the new schedule will
require the hiring of an additional half of a work force, there will
still not be enough skilled workers to aéhieve the more compressed
.schedulé{ and the situation will be aggravated as gkilled workers are
diverted from the 688's to the Trident, The study adds, "At least the
manhours associated with the additional manpower for the 688 class is
a legitimate cost item for including in the REA (Request for Equitable
Adjustment) or a future claim." Nevertheless, corporate heaQquarters
in St. Louis decided to go ahead with Alt, 20C and it was published as

the revised schedule, called Rev. 02.

General Dynamics was required to notify'the Navy about any

changes in the schedules. These became known as published
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reschedules. Table IX reproduces the company's record of schedules,
including those published and those held internally but not published,

from the date of the contract to 1978,
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TABLE IX(1)

SCHEDULE CHRONOLOGY
ELECTRIC BOAT DIVISION

SSN688 CLASS
Proposed
Original Accelerated Original Published
Contract Delivery Published Internal Reschedule Published
Contract Delivery Schedule Reschedule REA (Rev. 02) REA
SSN Award Schedule (C.B. Haines) (Rev. 01) Schedule (Alt. 20C) Schedule
02/04/71 02/25/74 11/24/74 01/13/75 02/14/75
690 01/08/71 06/30/75 06/30/75 12/27/75 12/27/75 N/C 12/27/75
692 01/31/71 10/31/75 09/30/75 06/05/76 06/05/76 10/16/76 10/16/76
694 01/31/71 02/29/76 12/31/75 10/02/76 10/02/76 04/02/77 04/02/77
696 01/24/72 06/30/76 03/31/76 01/01/77 01/01/77 09/03/77 09/03/77
697 01/24/72 10/31/76 06/30/76 04/02/77 04/02/77 10/29/77 10/29/77
698 -01/24/72 02/28/77 10/15/76 07/02/77 07/02/77 03/04/78 03/04/78
698 01/24/72 6/30/77 02/15/17 09/30/77 09/30/77 07/01/78 07/01/78
700 10/31/73 10/30/77 05/31/77 N/C from N/A 08/12/78 N/A
701 12/10/73 02/28/78 N/A Original 02/03/79
702 10/31/73 07/10/78 Contract 03/17/79
703 12/10/73 11/10/78 Delivery 07/14/79
704 10/31/73 01/31/79 Schedule 09/29/79
705 10/31/73 05/31/79 11/01/79
706 10/31/73 09/30/79 01/12/80
707 12/10/73 01/31/80 04/12/80
708 10/31/73 05/31/80 05/31/80
709 12/10/73 09/30/80 09/13/80
710 10/31/73  01/31/81 - N/C ¥
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(CONTINUED)
Revised
Published Contract
Revised Reschedule Delivery
REA Published (Rev. 03) Dates Published
SSN Schedule  Reschedule  Alt. 22H  Alt. 22k (Alt. 22F) (Mod. P00019) Reschedule
05/20/75 06/12/75 08/13/75  12/05/75 _ 02/13/76 - 04/07/76 04/13/76
690 °  03/06/76 03/27/76 03/27/76  07/31/76  09/25/76 03/06/76 12/04/76
692 N/C N/C 11/20/76  04/23/77  04/23/77 10/16/76, N/C
694 From From 04/16/77  10/15/77  10/22/77 04/02/77 From
696 Rev. 02 Rev. 02 11/05/77  03/11/78  04/15/78 09/03/77 Rev. 03
697 02/18/78  06/24/78  08/05/78 10/29/77
698 : 06/03/78  09/30/78  11/18/78 03/04/78
699 , 09/16/78  01/06/79  02/24/79 07/01/78
700 N/A 01/06/79  04/14/7%  06/02/79 N/A
701 ' 04/14/79  07/14/79  08/25/79
702 07/28/79  10/20/79  12/01/79
703 11/10/79  01/26/80  03/08/80
704 02/23/80  05/03/80  06/14/8Q -
705 05/31/80  08/02/80  09/20/80
706 . 09/13/80  11/01/80  12/20/80
707 12/20/80  01/10/B1  02/28/81
708 03/28/81  04/18/81  06/06/8B1
709 07/04/81  07/25/81  09/12/81
710 y v. 10/10/81  10/10/81  12/19/81 : v
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TABLE IX(3)

(OONTINUED)
Recommerded Original Revised
Claim Normal Internal Internal
Schedule Published Schedule Published Claim Claim Publ ished

SSN (E.W. Shepherd) Reschedule (N.D. Victar) Reschedule Schedule Schedule Reschedule

06/21/76 07/23/76 08/11/76 08/24/76 08/30/76 09/13/76 09/21/76
690 06/15/77 02/12/77 02/12/77 N/C 02/12/77 04/03/77 03/26/77
692 12/15/77 N/C 07/02/77 07/02/77 07/20/77 10/01/77 07/02/77
694 06/15/78 From 12/17/77 N/C 12/03/77 03/25/78 X/C
696 12/15/78 Rev. 03 08/19/78 Fram 09/09/78 09/09/78 From
697 05/15/79 01/13/79 - Rev, 03 01/06/79 01/06/79 Rev. 03
698 10/15/79 06/09/79 05/19/79 05/19/79
699 03/15/80 11/03/79 09/22/79 09/22/79
700 09/15/80 03/22/80 01/12/80 01/12/80
701 02/15/81 08/23/80 05/03/80 05/03/80
702 07/15/81 01/17/81 08/30/80 08/30/80
703 12/15/81 06/13/81 12/13/80 12/13/80
704 05/15/82 11/14/82 03/21/81 03/21/81
705 09/15/82 04/03/82 07/11/81 07/11/81
706 01/15/83 09/04/82 10/17/81 10/17/81
707 05/15/83 01/29/83 02/06/82 02/06/82
708 09/15/83 07/02/83 05/15/82 05/15/82
709 01/15/84 11/26/83 09/04/82 09/04/82
710 05/15/84 v. 04/21/84 v 12/25/82 12/25/82 §
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TABLE IX(4)

(CONTINUED)
Published Published Published Published
Claim Reschedule Published Published Reschedule Published Reschedule

SSN Schedule (Rev. 04) Reschedule Reschedule (Rev. 05) Reschedule (Rev. 06)
12/01/76 02/18/77 02/25/77 5/23/77 6/29/77 11/1S/77 02/17/78

690 04/30/77 05/21/77 06/01/77 N/C 06/10/77 (N - 06/10/77 (A)
692 10/01/77 10/30/77 N/C 11/05/77 12/31/77 02/09/78 03/ /18
694 03/25/78 01/15/78 From N/C 04/15/78 N/C 06/30/78
696 09/09/78 10/28/78 Rev. 04 From 12/16/78 From 03/31/79
697 01/06/79 12/30/78 Rev. 04 05/19/79 Rev. 05 08/04/79
698 05/19/79 04/14/79 07/14/79 10/27/79
699 09/22/79 07/14/79 11/03/79 02/23/80
. 700 01/12/80 10/13/79 12/15/79 06/21/80
701 05/03/80 1117/79 03/01/80 10/18/80
702 08/30/80 01/05/80 05/31/80 02/14/81
703 12/13/80 05/10/80 09/27/80 06/13/81
704 03/21/81 08/16/80 12/27/80 02/06/82
705 07/11/81 11/15/80 03/28/81 06/05/82
706 10/17/81 02/07/81 - 06/27/81 10/02/82
707 02/06/82 03/21/81 10/31/81 01/29/83
708 05/15/82 N/C 02/13/82 09/24/83
709 09/04/82 From 05/29/82 01/21/84
710 12/25/82 Rev. 03 \} ,L 08/28/82 ¥ 05/19/84
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Each of the revisions (Table IX) should be considered in the
context of other events. The first published reschedule, Rev. 01, was
reported on February 25, i97". It delayed most Flight I deliveries by
six to eight months, although the last ship showed a delay of only
three months, Coming only about three months after the award of
Flight II, the delays surprised many Navy officials. Flight II ships
were not affected by the reschedule, and at this point the contrator

was still not reporting increases in manhours.

On January 13, 1975, Rev.'02 (Alt. 20C) was published. As
mentioned before, this was the more compressed schedule, chosen over
Alt. 20D, which does not appear in Table IX. The fact that it showed
no slippage for the last three ships may have held down concerns
somewhiat in the Navy and Congress as it suggested the last of the
submarines would be delivered on time., Those who made the decision to
hold the last ships were also aware that the company had bid for the
next group of 688's, Flight III. If the revision showed delays for
the last ships, it would have hurt General Dynamics' chances to get
the new contract. That this factor was an important consideration is'
confirmed by General Dynamics' "SSN688 Class Construction Program
Review" of January 6, 1975. This review showed there would be a loss
on the submarine contracts, and stated that "a highly profitable third
flight contract" is essential to financial recovery of the program as

a whole. (The Flight III contract was later awarded to Newport News.)

The reschedule of February 13, 1976 (Rev. 03), showed for the
first time in a report to the Navy that the last ships would be
delayed nearly a year in this revision. Earlier internal reschedules
not reported to the Navy indicated similar delays, including Alt. 22H

and Alt. 22K (listed in Table IX).
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By early 1976, company officials were awaiting the outcome of
the claim that had been submitted the previous year, and were
preparing another claim which would be based largely on grounds that
the Navy was responsible for all the delays. E. W. Shepard, a
shipyard official, was in charge of the second claim's preparation
team. He recommended a "claim schedule" showing extensive delays,
including delivery of the final ship in May 1984, two and one-half
years later than the most recent published reschedule. On June 1,
1976, MacDonald, who was now the General Manager of the shipyard, sent
a memo to Victor reqqesting that the Planning Department prepare a new
delivery schedule that would reflect "a more normal shipbuilding ’
effort" than the "best efforts" schedules represented by the published
schedules. Victor's "normal schedule" was completed in August. It
was similar to Shepard's, showing delivery of the last ship in April
1984. Yet, despite the extensive slippages displayed in these
internal schedules, the company reported to the Navy three separate
reschedules -- in April, July, and August 1976 -- showing no new
delays except for the lead ship. In Se;tember, another schedule was

reported once again showing no delays.

The second claim was submitted to the Navy on December 1, 1976,
along with a claim schedule. There are several puzzling things.about
the claim schedule. One is that it shows less slippage than was shown
in the Shepard and Victor schedules. Under the claim schedule, the
last ship is delivered more than a year sooner than in Shepard's or
Victor's. At this point, the company seems to be basing its claim on
less delay than internal reviews indicated would occur. Secondly, two
and one-half months later, the company reported to the Navy a new

schedule, Rev, Od4, showing less slippage than in the published claim
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schedule., Under this latest schedule, the last ship is delivered in
December 1984, the same date as in Rev. 03 published a year earlier.
In a letter to Admiral Manganaro, dated March 29, 1977, MacDonald
explained this anomaly by stating that the Electric Boat Division has
been working to a shipyard schedule that is somewhat earlier than the
claim schedule in order to motivate the shipyard to improve the
schedule. He did not mention the much greater slippages in the

Shépard and Victor schedules.

Two published reschedules, reported to the Navy in late
February and May 1977, delayed the first and second ships by one moﬁth
each but were otherwise identical to the schedule of February 18,
1977, Rev. 04, A reschedule published on June 29, 1977, Rev. 05,
showed some slippage for all ships, but still not as much as in the

Shepard and Victor schedules.

In a2 memdo dated November 28, 1977, Victor reported to ﬁhe new
" General Manager of the shipyard, P. T. Yeliotis, the results of a new
study of the 688 program. As part of the study, Victor said, it was
determined that earlier ships were over progressed; that is, the
shipyard reported and presumably was paid for greater progress than
had occurred on ships previously launched. This iﬁplies that, in
addition to undérstating delays, the shipyard was exaggerating the
percentage of completion at launching, The Director of Planning
outlined the schedule plan recommended-in the study, suggesting that
previous schedules were unrealistic. A week later, Victor wrote to
Veliotis again, stating that the current schedule, Rev. 05, cannot be
achieved. The shipyard, he said, had been unable to adhere to any
schedulé since contract award. As a consequence: "Unrealistic

recovery schedules probably adapted to accommodate Customer
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Procurement Positions with the Congress, caused intérmittent crash
hiring programs resulting in further inefficiencies from inadequate
skill mix." Among Victor's recommendations was lengthening intervals
between launches. A reschedule was reported to the Navy on February
17, 1978, Rev. 06, with substantial new delays, including a May 1984
date for the last ship, about the same as had appeared in the internal

schedules of Shepard and Victor, produced in mid-1976.

Figures II-IV depict the discrepancies between the internal
schedules and what was being reported to the Navy. Figure II shows
how the delays in the 1975 internal schedule (Alt. 20D) for Flight II
contrasted with those in the reported schedule (Alt. 20C). Figure III
shows a similar contrast between the internal schedule developed by
the Director of Planning on August 11, 1976, and the one reported to
the Navy two weeks later. It will be noted that, in the internal
schedule, the trend was toward increasing delays with each succeeding
ship, while in the reported schedule the trend was in the opposite
direction. Figure IV compares the same,1976 internal schedule with

the one reported to the Navy June 29, 1977.
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FIGURE IV
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IV. FAILURE TO DISCLOSE INFORMATION IN FINANCIAL REPORTS

Generally accepted accounting principles require corporations
to record losses on long-term construction contracts when estimated
costs exceed projected revenues and report them in their findncial
reports to the shareholders and the SEC. This principle may not be
easy to apply to defense contracts because of changes required by the
government, the costs of which remain to be determined, and the
possibility of claims., Profitability in such cases may depend upon.
estimates of supplemental revenues to be received when claims are
settled. The SEC view is that the uncertainties inherent in the
claims process do not relieve firms from the responsibility of making
a good-faith estimate of the }evenues to be derived from their
government contracts, and of the requirement of recognizing a loss
whenever a foss is probable. General Dynamics reported a loss on the
688 contracts for the first time in 197&, after the second claim was
settled. The question is whether -it should have reported losses
sooner, A strong case can be made from information in the files of
the company that it knew within a reasonable degreé of certainty that
it would lose money on the 688 contracts, that its audit firm knew
there would be losses as well, and that it should have recorded losses

before 1978.

The SEC came to a somewhat different conclusion. The Division
of Enforcement staff of the SEC began an informal investigation of
General Dynamics in early 1978. In May 1978, the Enforcement Division

urged the SEC commissioners to issue a formal order of investigation

-6l-



80

on the grounds that "the Company may have filed false and misleading
periodic financial statements as well as false and misleading proxy
materials with the Commission by not recognizing and disclosing any
losses on the SSN 688 program.” The Commission jssued an order for
the investigation on June 6, 1978. The case was closed on February
23, 1982, approximately four years from the time the Enforcement

Division first began looking into it.

'

The decision to close down the investigation seems questionable
for two reasons. One concerns the evidence in the Commission's files
that General Dynamics knew it would lose money on the contracts. The
second reason has to do with the way the investigation was conducted
and the final decision in light of other SEC decisions in related

cases.

1. The Failure To Report Losses

It has been demonstrated above that the contractor was aware
that the 688 construction program was 15 difficulty soon after work on
the Flight I contract began, that manhour costs were rising and
schedules slipping, and that the Flight II contract was a buy-in. In
late 1973, the 688 Program Manager recommended to the head of the
shipyard that information about manpower problems be withheld from the
Critical Items Letters submitted to the Navy because a claim would not
hold up if those facts were reported. The January 14, 1974, report
from Hyman to Pierce estimated a loss on the Flight I contract of $25
million, and a possibility of a $39 million loss if deliveries were

delayed an additional six months per ship.
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In his special study of August 1974, Barton stated that any
claim for added labor costs based on a change in the escalation clause
of the 688 contracts would be very speculative "at this time" because
of the statements made to the government in the Critical Items
Letters. The special study estimated losses of $84.9 million on
Flight I and $35.3 million on Flight II. Barton concluded that the
primary reason for the bleak outlook was "increased manhours to
.complete these ships."” A memo dated January 23, 1976, by one of
General Dynamics' outside auditors s#ys the company claimed a
deduction of $95 million in its 1974 Federal income tax return, based
on anticipated tax losses on the 688 program totaling in excéss of
$750 million. It was the corporate view, in response to a later IRS
inquiry about the cost estimates in the 1974 tax return, that at the
end of 1974 it was impossible to offset through improved performance
the cost overruns used as the basis for the tax loss. The company
reported no profits or losses in its 1974 10K annual report to the
SEC. The 10K stated that estimated losses on all contracts are
recorded in full when identified. The é;mpany's outside auditors gave

an unqualified audit .opinion to the 1974 financial report.

A much worsened picture was presented in January 1975 at
corporate headquarters in St. Louis where the top shipyard officials
went to get decis;ons about a delivery reschedule and a bid proposal
for Flight III, the next increﬁent of 688 submarines., The "SSN688
Class Construction Program Review" of January 6, 1975, referred to
earlier, compared losses on the contracts under the two schedule
alternatives being considered. The review showed the company would

lose $370.3 million under Alt. 20C, one of the reschedules under
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consideration. On January 13, Alt. 20C was published and submitted to

the Navy.

The January 1975 Program Review also set out a course of action
designed to deal with the problem of losses on the entire 688 program.
Step 1 was to negotiate an amendment to the Flight I claim which
would, among other things, provide for a more generous escalation
clguse. But the Review itself states that "there is no indication
whatever in the negotiations with the Contracting Officer that the
Navy will in fact proceed in that manner.m" Step 2 in the plan was to
file a claim if the Navy refused to change the contract. Step 3 was
to win the contract for the next group of 688 class submarines for
which the Navy was soliciting proposals: "A highly profitable third
flight contract is essential to financial recovery of the program as a
whole, because it is unrealistic to assume a recovery, through claims,
of substantially all of a big cost overrun." This statement seems to
mean that, in the final analysis, losses would have to be accepted on
the first two contracts with the hope that they would be offset by
profits from the next contract. The first 688 claim was submittea one

month after the January meeting.

On March 31, 1975, the company filed its annual financial
report with the SEC. The report stated that it was negotiating with
the Navy for contract changes which it believed would assure profits
on the 688 contracts, but it reported no loss or profit. Wayne Wells,
Vice President and Treasurer of General Dynamics, was quoted as saying
at a business meeting a few weeks later: "When anybody asks me, 'Do
you people have a lack of confidence in the 688 program?,' it's a

fairly obvious question. If we felt very confident about the program,
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we would be accruing earnings. So, obviously, this is not a program

that we feel entirely comfortable about.”

The minutes of the June 19, 1975, meeting of the corporation's
board of directors hint at the unhappiness caused when the members
realized how serious the situation at the shipyard had become. More
than is reported in the.minutes of that meeting is pontained in a memo
prepared on September 8, 1975, by a Vice President of Chase Maﬂhattan,
General Dynamics' lead bank. The memo records a conversation that
morning with Gorden MacDonald. The June Board meeting, MacDonald
indicated to the bank executive, was an extremely hot meeting, with a

great deal of tension, lasting many hours. The memo states:

The problem was that there had been released to the Board
an indication that the situation at the Electric Boat
Division was much worse than they had originally
anticipated. We had originally been told that there might
be a loss there on the first flight of roughly $100 MM
with a profit on the second flight of $50 MM or a net loss
of $50 MM which was to be more than covered by a Request
for Equitable Adjustment of up to $200 MM. The new
figures that were shown to the Board at the June session
indicated that there was a loss of roughly $200 MM on the
first flight and $60 MM on the second flight or a total
loss of $260 MM before any Request for Equitable
Adjustment. The Request for Equitable Adjustment they
estimated to be somewhere in the area of $120 MM on the
first flight and $40 MM on the second or a total of $160
MM which would leave a net loss of approximately $100 MM.
Needless to say, this shook up Colonel Crown and other
members of the Board of Directors and there was much
recrimination and discussion.

The idea that the company would suffer a large net loss on the
contracts caused the Board to send MacDonald to the shipyard to find

out what was wrong.

MacDonald concluded after several weeks of inspection that
there was no coordination between the various groups of planners and

the management of the yard -- there was no tie between the material
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acquisition program and the hiring of people, "in other words, people
were being hired before materials were available and contrariwise
materials were available long before the necessary people had been
hired and trained." This drove up hours, overtime, and cost and
investment in inventories. The Board's reaction to this
mismanagement, MacDonald said, was to want to fire the General
Manager. Instead, a decision was made to ask him to retire. -
MacDonald assured the bank that General Dynamics "still has huge
hidden reserves on its books or that it can take which arise from a

number of other company programs, including the F-111 program."

Another internal loss estimate was much worse than what
MacDonald told his banker. T. S. Wadlow, in his July 3, 1975, memo to
Barton, calculated the net loss. Wadlow made two estimates -- an
optimistic one and one based on current performance trends. The
optimistic estimate showed a loss of-$587 million for Flights I and
II. Thé second estimates, based on current trends, showed a loss of
$940 million on the two contracts, The.estimates were exclusive of
any recovery from‘the pending claim,.but the claim at that time wasv

for $220 million, far below the estimated losses.

Additional loss projections were made over fhe next two and
one-half years, together with assessments of the shipyard's poor
performance. Shortly after the first claim was settled on April 7,
1976, an auditor with the company's outside accounting firm, Arthur
Anderson & Co., wrote in his review of Electric Boat's first quarter
of that year that the 688 program appeared to be making less progress
than anticipated, and the auditors grew more concerned through the
rest of the year. A July 30 Arthur Anderson memo states that

MacDonald and Barton had been told that the 688 picture had worsened a
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good deal since December 31, and the auditors advised management that
the Board of Directors should be informed of the auditor's deep
concern with the program. An auditor's memo of September 24 observes
that productivity improvements have not been achjeved, and states that
recent management changes at the shipyard were the result of poor
performance. MacDonald had been named Acting General Manager that
summer, one year after the Board decided to replace the General

Manager.

General Dynamiecs submitted its second claim on December 1,
1976, Two months later, David Lewis sent a memo to MacDonald
eriticizing what he had seen in a "revealing and extremely painful”
visit to the shipyard on January 26, 1977. He went on to describe the
examples he had witnessed of poor supervision, loafing, deplorable
building maintenance, bad working conditions, inefficient practices,

and low productivity.

Barton made a "Risk Assessment" on January 24, 1977, tabblating
the results of the Flight I and Flight fI contracts with varying
degrees of probability. According to the table, there was a 0 pefcent
chance that the contract would show a small profit, a 50 percent
change there would be a loss of $170 million, and a 75 percent chance
that $307 million would be lost. These estimates are net of
recoveries from the Request for Equitable Adjustment -- in other
words, after -settlement of the second claim. The estimated loss
before settlement 6f the claim, under the 75 percent probability
column, was $635.9 million. On July 26, Barton reported to MacDonald
on "Second Quarter Results of Operation," stating: "There has been a "
steady deterioration in our performance since this time last year."

Barton stated that manhour cost overruns for the year were 64 percent
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for the 688-I, 24 percent for the 688-I1, and 79 percent for the

Trident.

On December 16, 1977, P. T. Veliotis, the new General Manager
of the shipyard, reportedly received a memo from Barton on "688 Cost
Versus Revenues." The memo shows losses for each of the contracts:

A $407 million loss for Flight I and a $600 million loss for Flight
II! or a total loss of $1.007 billion. This figure, somewhat revised,
later became the basis for the company's conclusion that there would
be a cost overrun of $843 million on the two contracts, although the
claim jtself was not revised to reflect the higher figure. Veliotis,
upon taking over management of the shipyard in October, had fired
3,000 employees and, by the end of the year, an additional 2,000 jobs
were eliminated. One can reasonably conclude from these drastic’
actions that, from the General Manager's perspective, there was a high

degree of inefficiency in the shipyard at the end of 1977.

This conclusion is supported by the results of yet another
study of shipyard conditions completed in September 1977. The study,
entitled "Material Management Review," identified virtually all of the
problems reported on in numerous prior studies, and then some:
inadequate material systems, inconsistent scheduliﬁg, a work
authorization system unresponsive to shipyard needs, causing
discontinuities in the planned sequence of manufacture, lack of
knowledge about the amount of inventory resulting from the lack of a
complete inventory system, inadequate storage capacity, and "Excess
manpower as indicated by the low productivity factors and the large

numbers of apparently idle personnel in the yards and in the offices.”
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The company's outside auditors gave a "subject to" opinion for
the 1976 and 1977 financial reports because of the uncertainty that
the claim recovery would be adequate to eliminate the losses on the
688 contracts. But a memo from the auditors indicates that they knew,
before they gave their opinion on the 1977 report, that virtually all
of the company's deferred tax liability of $235 million, then on the
balance sheet, was going to be offset by losses ;n the 688 céntracts.
The only way to have drawn that conclusion was to have projected an

equivalent amount of losses.

2. The SEC Investigation

After the Commission issued its formal order of investigation
in June 1978, subpoenas for the production of documents were sent to
General Dynamics, its outside auditors, and its banks. Hundreds of
thousands of pages of documents were then reviewed in the offices of
the company in St. Louis and at the shipyard, and at Arthur Anderson's
office. Somg 20,000 pages of documents.were reproduced and sent to
the SEC. The normal procedure of investigation called for examining
and indexing the documents, interviewing various Navy officials,
visiting the offices of the pefense Contract Auditing Agency, and, if
warranted, the taking of testimony under oath from ngeral Dynamics

officials,

General Dynamics filed a petition with the SEC on April 21,
1981, seeking to terminate the investigation. The petition stated
that the investigation was in its 35th month and had just completed
the document-production phase, and'that the company had been recently
advised that the investigators intended to proceed with the taking of

testimony.
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Sworn testimony was never taken from the contractor officials.
This omission seems unusual. In an investigation of alleged insider
trading in the same company, which coincided with part of the claims
investigation, a number of General Dynamics' top officials were
examined under oath, including David Lewis, Gordon MacDonald, and
Wayne Wells, Not taking testimony in the claims investigation
precluded an opportunity to verify or clarify information in the

records, and to elicit additional information.

One issue that was raised during the insider trading inquiry
was relevant to the claims case. SEC investigators learned during the
insider trading investigation that, in 1976, General Dynamics began
conducting a special study to determine if it should pay a "tax-free"
cash dividend in 1978 or 1979. 1In order to qualify to pay such an
unusual dividend, a corporation must have had no earnings or profits
currently and accumulated since its inception or 1913, when the income
tax ‘was established. At the time of the settlement of the submarine
claim, it was stated by the Secretary of the Navy that fhe loss the
company agreed to accept wiped out all of Electric Boat's profits to
well before World War II. After the settlement, General Dynamics did
declare tax-free cash dividends. 1In testimony taken in the insider
trading case in 1979, Lewis acknowledged that the corporatibn was
aware of "the high probability that we would be in this tax-free
dividend status" in the first half of 1977. Had testimony been taken
in the claims investigation, combany officials could have been asked
about the tax-free cash dividend study and whether it was done in
anticipation of a large loss on the_submarine contracts. The

circumstances of the study could have had a bearing on whether the
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company should have reported before 1978 that it would lose money on

the ship contracts.

By the middle of 1981, most of the Enforcement Division staff
persons originally assigned to the case were no longer with the SEC.
The transition to a new Director of the Enforcement Division and a new
Chairman of the Commission may have influenced further progress in the
1nyestigation. Stanley Sporkin, the former Director of the
Enforcement Division, left the Commission in April 1981, and was not
replaced with a new Director until July. Harold Williams, former
Chairman of the SEC, resigned his post on March 1, 1981, and the new
Chairman did not take over until May 6. An entry in a SEC staff log
of the General Dynamics case dated July 20, 1981, stated, "Not much
happening on case -- depends on new Director -- check back next
month." A September 28, 1981, entry states, "Will determine whether
or not to proceed in near future -- check back in October." On
January 26, 1982, General Dynamics submifted to the Director of the
Enforcement Division a supplement to its petition urging the Director
to "act promptly" to terminate the case. The next log entry, dated

January 29, 1982, states, "Case will be clo;ed."

The investiggtion was officially closed February 23, 1982, but
the Enforcement Division staff statément recommending that it be
closed did not completely exonerate General Dynamics. The statement
said, "The staff's analysis of the documents did not discover evidence
that the GD (General Dynamics) claims were fraudulent, but did
indicate possible disclosure violations in 1976." The statement
discusses how the company continued to carry the 688 contracts on a
break-even basis after the settlement of the first claim, and it

concludes:
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Internal documents indicate that, in fact, GD was

expecting that only part of the funds necessary to break-

even on the contracts would be received due its claims and

that it was relying on the Navy's substituting a revised

escalation clause in the 688 contracts in order to recover

the remainder. Although the Navey (sp.) had indicated a

willingness to make this substitution, it had no legal

obligation to do so. Since there was a risk that the Navy

would not ultimately agree to the substitution --

particularly in light of the burgeoning GD claims -- it

may have been misleading for GD to state in its form 10-K

that it expected to recover sufficiently from its claims

to at least break-even. i
The statement also makes a finding that, while the staff believes,
there may have been inadequate disclosure in 1976, the disclosure was
more complete in 1977, It recommended closing the investigation, "as
the possible violations relate to a period of six years ago and as
further investigation and any possible litigation will require the
allocation of manpower that is currently unavajlable and that could be

better spent on other, more current cases."

On one hand, the Enforcement Division found that there were
possible disclosure violations in 1976 when General Dynamics stated in
its financial reports that it expected ;o get enough money from the
claims alone to break even. On the other hand, it recommended that no
action be taken. The key factor in that outcome is the Enforcement
Division's finding that General Dynam;cs was relyiﬁg on both the
expected recovery fromAthe claims and the effects of.a new escalation

clause to break even on the contracts.

There are two difficulties with this interpretation. One is
that an examination of the documentary evidence, internal as well as
official, shows that the company did not ask for a settlement of its
claims and a new escalation clause. It asked for one or the other.

In the letter to the Navy transmitting its claims, dated December 1,
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1976, General Dynamics explained that they were being submitted in the
conventional format as a request for an increase in the contract
price, but that another approach, such as modification of the
escalation provisions, would be preferred. The idea of a change in
the escalation clause as an alternative to the traditional claims
approach was made explicit in the claims volumes submitted to the

Navy.

For example, in the introduction to the summary and analysis
volumes, a detailed explanation of the claims is followed by a section
called "Alternative -Adjustment Method," in which it is stated: "As an
alternative to the contract price adjustments described in Table VI,
Electric Boat Division has proposed in its claims that the present
contract provision entitled 'Compensation Adjustments (Labor and
Materials)' be adjusted..." The provision referred to is the
escalation provision. Similar language, requesting alternative types

of relief is found in the other pertinent claims volumes.

It may also be recalled that the'Navy rejected a request for a
new escalation clause 15 1976. After Secretary Clements' attempt to
settle all the shipbuilding claims failed in the spring of 1976,
General Dynamics tried to convince the Navy to restructure the 688
contracts without requiring that a new formal claim be filed. Max
Golden, General Dynamics' Vice President for Contracts, wrote to
Admiral F. H. Michaelis, Chief of Naval Material, on August 2, 1976,
requesting that the contracts be modified with a new escalation
clause, made retroactive to the original contract dates. Michaelis
rejected the request on September 1, stating that, unless a claim was
submitted, the Navy would have no basis to provide additional

compensation. This prompted Golden to write to David Lewis: "Admiral
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Michaelis has finally written to turn us down. It is a crazy letter
but it is apparent he wants us to go the normal claims route." It
should be noted that the settlement entered into by General Dynamics
and the Navy provided for additional prospective escalation but did
not provide for a new escalation clause made retroactive to the

original contract dates.

The second problem with the Enforcement Division's approach is
that it is inconsistent with the approach taken a year earlier in a
very similar case involving Litton Industries. Litton was a companion
case to General Dynamics, involving large claims submitted to the Navy
and a settlement in 1978 under P.L. 85-804 requiring the company to
accept a $200 million loss. 1In that case, SEC filed a civil action
against the company and obtained a consent decree in which Litton was
accused of failing to report a loss on its shipbuilding contracts.
Two and one-half years later, the SEC obtained a consent decree
against Litton's outside auditors, Touche Ross & Co., for accepting,
without adequate basis, Litton's judgmeht that the entire cost overrun

incurred on the Navy contracts would be recovered pursuant to a claim.,

The SEC distinguishes the cases on grounds that, in the Litton
case, management advised its creditor banks that ié might be willing
to settle its claim on a basis that would produce a large loss. But,
in the General Dynamics case, management also indicated to its lead
bank that there might be a large loss, and internal documents show
numerous estimates of large losses on the submarine contracts. Had
the precedents in the Litton case been followed, the SEC might have
proceeded against General Dynamics and its outside auditors, Arthur

Anderson % Co.
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Senator PrRoxMIRE. Thank you very much, Mr. Kaufman.

You show that the company submitted to the Navy one set of re-
ports of man-hour costs and kept another set for themselves which
indicated costs would be much greater.

Now is it possible the company didn’t realize it was doing this? Is
it possible that those responsible for submitting the reports were
not aware that others were making different estimates?

Mr. KaurMAN. I do not believe that is possible according to the
documents that we have reviewed, Senator.!

In the first place, relations between the shipyard and the Navy
were usually managed by corporate headquarters in St. Louis and
were often decided by David Lewis, the chairman of the board. He
frequently involved himself in the relationship between the ship-
yard and the Navy. He personally decided the number of man-
hours to include in the bid proposal for the 1973 contract. He was
aware that performance at the shipyard had been- deteriorating
since 1972 and 1973, that they continued deteriorating in 1974
when the reports to the Navy were showing quite the opposite.
They were showing as the first delivery schedule chart shows that
there would be no delays as late as 1974, no delays in the delivery
of the last submarine in the Flight II contract.

Senator ProxXMIRE. Assuming that the company did give the
Navy false information, is it possible that no real harm was done,
that the Navy would have to pay for its share of the overruns
anyway and therefore no laws were broken?

Mr. KAUFMAN. Senator, the concealment of the buy-in to the
Flight II contract had several consequences.

CONCEALMENT OF THE BUY-IN PREVENTED THE NAVY FROM
PROTECTING THE GOVERNMENT AGAINST FUTURE CLAIMS

First, it prevented the Navy from exercising the options it could
have exercised at the time to protect the Government against
future claims. There are standard procedures that Navy officials
are supposed to follow when there is a buy-in, including inserting
in the contract provisions which the contractor must agree to that
there would be no claim later on for a mistake or for underestima-
tion of the costs or the man-hours estimated for the contract.

This was actually done in a later contract signed by the Navy for
the same submarine class in 1979.

CONCEALMENT OF COST OVERRUNS LED THE NAVY TO OVEROPTIMISM

Second, as I indicated earlier, the fact that the Navy was un-
aware of the cost overrun at the time it entered into that contract
on which there was a buy-in induced the Navy to a sense of over-
optimism which was later used as one of the major rationales for
the settlement of the 1978 claim, a settlement which cost the Navy
approximately $642 million.

Senator, the Navy could have taken other actions had it known
of the massive cost overruns and delays that were taking place to
encourage the contractor to be more efficient. It could have taken
actions in other contracts awarded to that shipyard. For example,
the contract for the Trident program was awarded in 1974 which
aggravated the problems in the shipyard which was already experi-

1 Documents relating to the staff study may be found in part 3.
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encing cost overruns and delays. It might have sought to second
source the Trident program or sought to delay it until the shipyard
had its affairs in better order.

CONCEALMENT OF COST OVERRUNS KEPT KNOWLEDGE OF SHIPYARD
. PROBLEMS FROM CONGRESS

The concealment of the cost overruns also prevented Congress
from knowlédge about the problems in the shipyard. Congress
might have very well insisted that the Navy take action and might
have exercised its authorization or appropriation authority accord-

ingly.
SUBMITTING FALSE INFORMATION TO THE NAVY IS ILLEGAL

Finally, Senator, the submitting of false information to the Navy,
by itself, without regard to whether it cost the Navy any money,
would constitute a violation of the False Statement Act and is a
crime under that statute. The False Statement Act has been used
to prosecute false statements made to the FBI, the Customs Offices,
to the Internal Revenue Service, to the Passport Office. It has even
been used to prosecute persons who make false sick leave requests in
Federal agencies. So there would be an apparent case -here for at
least investigation and possible prosecution under the False State-
ment Act. ' ,

Senator ProxMIRE. Under those circumstances, perhaps we
should send a transcript of this hearing to the Justice Department
with a letter asking them whether or not they intend to prosecute.

Now I have just one more question. I might say for the informa-
tion of all members of the committee that Mr. Potter and Mr. Po-
tochney are employed by the GAO but they are on loan to the
Joint Economic Committee and their investigative reports are not
the responsibility of the GAO; they're the responsibility of the
Joint Economic Committee.

Mr. Potochney, the final question I have, is, in the investigation
of schedule delays, did you find any indication that incorrect infor-
mation may have been submitted to the Navy concerning the Tri-
dent program? '

Mr. PorocHNEY. Senator, in one particular example, we found an
internal document which showed a delivery estimate for the Tri-
dent lead ship that differed from what was being reported.

This document is the master program key event schedule for the
fourth quarter of 1977 and appears to have been prepared around
November 1977. It illustrates a recommended versus current sched-
ule comparison for each ship under construction. In this schedule,
the lead Trident shows a current schedule delivery date of October
27, 1979, but it also shows a recommended schedule delivery date of
November 30, 1980.

The information in this document, Senator, is relevant.to disclo-
sures from a tape recording made by Mr. Veliotis that was provid-
ed to and publicized by the Washington Post on October 18, 1984.
That recording indicated that General Dynamics officials on No-
vember 30, 1977, delayed the public announcement that delivery of
the first Trident had slipped by 1 year to keep the price of the com-
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pany stock from dropping, when, as Mr. Kaufman has previously
stated, we found no direct evidence which would support this.

As reported by the Post, General Dynamics’ chief financial offi-
cer was told by the general manager of its shipyard that neither
the company reported date of October 1979 or the Navy’s date of
April 1980 could be met. '

General Dynamics issued a statement in response to the Wash-
ington Post in which the corporation said: “In its release on No-
vember 30, 1977, the company used the best data it had at that
time from its experts forecasting delivery in 2 years. In addition,
the company acknowledged the Navy’s forecast for delivery in 2%
years.

Based upon the information in the comparison schedule obtained
by the staff, the company had information recommending a deliv-
ery date for the first Trident at that time in late 1980.

Senator ProxMIRE. Thank you, sir.

Senator Grassley.

Senator GrassLEY. Thank you, Senator.

Before I ask questions, I just want to thank Mr. Kaufman and
his associates from the General Accounting Office for a lot of hard
work, but bringing together a lot of information that without the
efforts of their digging would never be out now, which not only
says something about the defense industry but it also says some-
thing about how alert our Department of Defense is in its role as a
public watchdog and it also says something about how lax we have
been in enforcing some of our laws and prosecuting the way we
should. So thank you very much for that.

Now in looking over this study, it seems to me like it indicates
that pretty consistently the Electric Boat was telling the Navy one
story and yet in its own internal documents telling yet another
story. But I think that you alluded to documents that seem to also
show that General Dynamics was talking out of just two sides of its
mouth but maybe a third or a fourth side, and that would relate to
the fact that its financial pictures appear quite bright in its reports
to its stockholders but that financial picture darkens considerably
when reporting losses to the IRS for deduction purposes.

Now this is my question. At the time that General Dynamics re-
ported this loss to the IRS—and I believe that was in 1974—was
General Dynamics reporting any losses to the Navy or to its stock-
holders—and I guess I'd also be interested in whether you were
able to determine from the documents what General Dynamics’
actual financial status was at this particular time, and if you even
have documents that go beyond that point of 1974 I would be inter-
ested in those as well. :

Mr. KaurmaN. Well, Senator, sticking to 1974 for a moment, in
that year that it took a tax deduction of $95 million for losses on
the submarine programs, in the first place, it did report net reve-
nues for the corporation as a whole of about $53 billion in its
annual financial report.

In that report, it also talked about the increase of revenues from
the shipyard division partly as a result of the 688 submarine pro-
gram. It did discuss problems being experienced at the Electric
Boat Yard. It did not indicate the nature of those problems but in
the report it did go into some detail about the 688 programs, the
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fact that it had contracts totaling approximately $1.2 billion cover-
ing production of the 18 submarines that they would be expected to
be delivered through 1981, and it then further stated—and I'll
quote from the annual report:

The corporation is éngaged in negotiations with the Navy for contract changes,

including price increases, which the corporation believes will assure profitability of
the overall program.

As you indicate, Senator, it was suggesting a profitability on the
overall program at the time it was telling the Internal Revenue
Service that it was losing on the overall program, not only the $95
million tax loss it was taking for 1974 but the basis of that tax loss
was a calculation by the corporation that it would lose $750 million
on the overall program.” .

Senator GRASSLEY. I suppose this inconsistency would not have
been any way noticeable to DOD or DOJ then or now either until
your study; right? ‘

Mr. KaurMmaN. I am unaware that Navy officials pay much at-
tention to the financial reports of the corporations that they deal
with, Senator, or that they attempt to compare financial reports
with reports being submitted formally by the contractor. There is
no indication in any of the records or any of the interviews that we
conducted that such comparisons were being made or that the
Navy understood at the time that different kinds of statements
‘were being made to different agencies of the Federal Government.

Senator GrassLEy. Well, Mr. Kaufman, this study discloses at the
very least gross misrepresentations by the company. At the most, a
- pattern-that appears to me to be conspired fraudulent activities.

From your examination, what are the various laws do you think
the documents reveal the company may have violated? I know you
listed some of them. I'd like to have as extensive a list as you can
give us of laws that may have been violated.

Mr. KAUFMAN. Senator, obviously, we don’t have all the facts in
the case so we can’t conclude that laws were actually violated.
However, I did mention the possible violation of the False State-
ﬁents Act, assuming that false statements were submitted to the

avy.

In addition, there are Federal laws that make it a crime to
commit fraud against the Government or any of its agencies. There
are laws covering securities fraud that involve financial reports
and failures to disclose information in its financial reports to the
public and the Securities and Exchange Commission.

There would be a possibility of both mail fraud and wire fraud in
the event that fraudulent statements were sent to the Navy
through either the U.S. mails, or through the telephone, or tele-
graph, or telefax.

If there was indeed discussion of these misrepresentations to the
Government by two or more officials of the company, that would
constitute a conspiracy to defraud the Government.

If there was a pattern of deceitful and fraudulent conduct ex-
tending over a period of years and a pattern of criminal activity by
the corporation, the RCO law could come into effect. This is the
Racketeering and Corrupt Organization Act which is normally
thought of only in terms of organized crime, but under the lan-
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guage of the act adopted by Congress it applies to partnerships as
well as to corporations who engage in systematic patterns of crimi-
nal activity over a long period of time.

Senator GrassLEY. Well, judging from the Justice Department’s
own review of the Electric Boat investigation, it appears that the
Department concentrated in a very narrow area, on whether the
individual claims were false under the False Claims Act.

Now the Department tells all of us that they have a sticking
point that said—and that was in showing criminal intent. Now we
also know that the FBI and the Justice Department chief prosecu-
tor concluded the evidence did show intent and therefore a false
claims violation.

Now referring to these documents again, how do the documents
that you have examined, which show among other things an obvi-
ous buy-in on the Flight II submarines, impact on whether General
Dynamics intentionally submitted false claims?

Mr. KAurFMaAN. Senator, first, if the Justice Department focused
on the false claims provisions of the criminal law, it was undertak-
ing to prove one of the most technically difficult crimes in all of
the laws that prohibit fraud. A false claim is difficult to prove be-
cause you have to demonstrate that first there was a claim which
is a technical definition of what must be submitted to the Govern-
ment.

Second, that the claim itself was fraudulent or fictitious as op-
posed to best estimates of the corporation. This has been a sticking
point in the enforcement of the False Claims Act which as I indi-
cated has proven to be a very difficult law to enforce.

THE FALSE STATEMENT 'ACT IS BROADER THAN THE FALSE CLAIMS ACT

The False Statement Act is a much broader law. Under that act,
it’s not necessary to demonstrate that a formal claim was submit-
ted or even that the Government was defrauded out of any sum of
money, but only that false statements were intentionally submitted
to the Government.

Now in response to the direct question about the relationship of
the buy-in to whether there was in fact a false claim, had it been
determined in the Justice Department investigation that there was
a buy-in, which involved concealment of information about cost
overruns on the first contract and involved submission of false in-
formation to the Navy, that might have been related to the later
submission of the claim and to the assertions of the Secretary of
the Navy and the Assistant Secretary of the Navy to Congress in
justification of the settlement that the basis for the agreement en-
tered into was in part the overoptimism of both the company and
the Navy. ,

It might have been established that the Navy’s sense of optimism
to the extent it existed at the time of the bid on that contract was
falsely induced by the company through the withholding of its esti-
mates of the cost overruns. This might have been used as evidence
of criminal intent which the Justice Department apparently con-
cluded was absent when it decided to terminate the investigation.

Senator GrassLEy. Mr. Kaufman, when General Dynamics and
the Navy settled their claims dispute and Public Law 85-804 was



98

invoked, the deal was characterized by the Navy as one where the
two sides split the overrun right down the middle and it came out at
about $359 million apiece. I believe, General Dynamics received,
at that point, its share up front and the Navy allowed General
Dynamics to stretch its loss over 6% years.

-Now could you tell me what effect did this arrangement have on
_ the actual amount that General Dynamics incurred as a loss?

Mr. KaurMaN. Well, in the first place, Senator, the tax laws en-
title corporations to claim a tax deduction for any losses that oc-
curred in a given year. That tax deduction amounted to approxi-
mately half of the fixed loss indicated in the arrangement. The
fixed loss was ostensibly $359 million. Assuming the company took
the tax deduction for the loss, it would have reduced that by ap-
proximately half.

Second, the payment of the upfront cash amount of $300 million
saved the corporation as much as $150 or $200 million in interest
rates that it would have had to pay for borrowing that amount of
money in that period of high interest rates. The difference was
whether the payment to the corporation by the Navy should have
been spread out over a period of 6 years or made up front. Had it
been spread out over 6 years, it would have ended up the same
amount, but by giving it to the company in the first year it had
$300 million in cash which it could use as it wished and the imput-
ed interest costs value of that money was estimated by the corpora-
tion itself as ranging from $150 to $200 million.

Senator GRASSLEY. $150 to $200 million?

Mr. KaurMaN. Yes, sir. ) . _

Senator GRASSLEY. Again, this staff study lists where the docu-
mentary evidence that we are looking at comes from and if I'm not
incorrect, I think I understand that most of this material was de-
rived from over 20,000 pages of SEC documents supplemented by
Navy papers.

Now, to your knowledge, are there any documents that you ex-
amined that the Justice Department—now this is the Justice De-
partment—did not have access to throughout its original 46-month
investigation? In other words, is any of this new information the
Justice Department would not have known about, really new infor-
mation?

Mr. KAUFMAN. Senator, one document was given to us by Mr.
Veliotis which filled some gaps in the internal estimates of the cost
overruns and the man-hour figures to complete the work. However,
most of those estimates, other than the ones in that one document,
were available in the SEC materials. With the exception of the doc-
ument given to us by Mr. Veliotis, all of the SEC documentation
was available to the Justice Department. .

We found a letter from the Justice Department to the SEC, dated
1979, in which the Justice Department requested from SEC that
the documents be mzde available to it in its own investigation of
General Dynamics and it would obviously have also had access to
the Navy documents.

Senator GrRAssLEY. So the Department of Justice, except for that
one fi)nstance, had access and control of these documents all the
time?
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Mr. KAUFMAN. It had access. We are not aware of exactly what
use it made of that access.

Senator GrassLEY. Thank you.

Senator ProxMire. Thank you, Senator Grassley. Before I yield
to Congresspersons Scheuer and Fiedler—and of course they can
take as much time as they wish because we have taken a lot of
time—I will ask Mr. Kaufman if he will make his answers as con-
cise as possible. It's embarrassing because our principal witness is
former Secretary of the Navy Hidalgo and we expect him up any
minute but he’s been extremely patient and I apologize to former
Secretary Hidalgo for taking so long. -

Congressman Scheuer.

Representative ScHeuer. Thank you, Senator. I understand the
time pressure and I will be very brief. I won’t get into any of the
details but it's apparent that we don’t have a system of account-
ability that’s working. The Congress has been grappling with this
matter under the distinguished and courageous and determined
and bulldogged leadership——

Senator ProxMIRE. Keep it up. I love it.

Representative SCHEUER [continuing]. Of Senator Proxmire for
more than a decade, closer to 15 years than 10, and we still feel as
if we’re a bunch of kids trying to fight our way out of a bag of wet
Kleenex. We don’t know where to go.

Taking us to the mountaintop, what is the problem? Is it that the
laws are being flouted, keeping two sets of books and the Navy not
being informed by General Dynamics, or is it by very clever
lawyering that the corporation, General Dynamics, has managed to
skirt by a fraction of a hairline rampant illegality and has kept its
own skirts clean while failing to deliver to the Navy essential infor-
mgglon that by any substantive measure it ought to have to do its
o

And if that’s the fact, what do we need to remedy thls situation?
Do we need stronger laws, more precise laws? What is the answer?
Where do we go from here? And I would ask Dick Kaufman to re-
spond briefly and then perhaps the two GAO chaps who are in the
business of advising Congress on how we tighten up our system of
accountability—and this one seems flagrantly in need of help.

Mr. KaurmaN. Congressman, without getting to specific reme-
dies, I would say that as one who has observed the work of this
committee and Senator Proxmire over a number of years, I think
that a lot of progress is being made in understanding the way the
system works and bringing to the attention of the public and the
rest of Congress the defects in it. I think the hearings have gotten
to be much more pointed and precise, much more useful informa-
tion is being developed. Many more people and the general public
are taking an active interest in it.

It seems that the Secretary of Defense has taken an interest in
trying to do something to curb excesses, at least where overcharges
on overhead costs are concerned.

The Justice Department has reinstituted the investigation of
General Dynamics and has at least indicated a commitment to
pursue that investigation.
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The Securities and Exchange Commission has instituted a new
investigation of General Dynamics based on the revelations that
have been made.

So I would only say keep doing what you're doing because it
seems to be having good results.

Representative ScHEUER. Well, there’s no doubt that we've
heightened the interest of the public and the public is, by golly,
outraged. They are as outraged as we are. And you are absolutely
right, they are far better informed than they used to be about the
gross abuses going on. But while the outrage level has increased
and the knowledge level has increased, both in the Congress and in
the public at large, our ability to zero in on the problem and do
something about it doesn’t seem to have caught up with the in-
creasing level of knowledge and outrage.

I'll ask our friends from the GAO if they can tell us what ought
to be done. How do we find the light at the end of the tunnel?

Mr. PoTocHNEY. Sir, just a comment on the types of documenta-
tion that we had access to during our investigation normally is not
available to the GAO in other auditing activities. For example, we
had the benefit of special studies. I have a memorandum, notes
that are not normally provided to audit activities, unless they are
aware of these particular documents and these particular studies
where they can then ask and request them. These documents were
obtained under subpoena.

So in that sense a lot of the documents were documents that nor-
mally are not available. So it isn’t that the GAO would not be given
access, because the GAO holds authority to access documents which
is spelled out under particular statutes, but it would be a matter of
knowledge of particular documents that would be needed to do a
particular audit or job or whatever they’re doing.

Mr. PorTer. I don’t have anything to add to that.

Senator ProxMIRE. Congresswoman Fiedler.

Representative FiepLER. Thank you very much.

I would like to know under what authority the Navy split the
cost overrun with the company. )

Mr. Kaurman. Congresswoman Fiedler, I think I should defer on
that question to former Secretary Hidalgo who was the principal
Navy negotiator of the settlement at the time it was completed in
1978 and later became Secretary of the Navy who will appear im-
mediately after ourselves.

Representative FiepLER. Could you respond to under what au-
::i}_lggity they paid them up front the amount of dollars that they

1d/

Mr. KAurMAN. I'm not aware of any specific authority for making
that up-front payment. I might add, Congresswoman Fiedler, that
according to Mr. Veliotis, at least some of that money was paid in
anticipation of cost overruns that had not yet been incurred.

Representative FIEDLER. I'm rather overwhelmed with your re-
sponse frankly, and I'll look forward to hearing the response of the
representative from the Navy.

Could you tell me what weaknesses you have discovered exist in
the Navy’s practices of dealing with cost overruns and delivery
delays?
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Mr. KAurMAN. According to the internal documents, there seems
to be some weaknesses in the overall monitoring system that the
Navy uses to keep track of costs and performance on its shipbuild-
ing contracts.

In the first place, there seems to be a rather heavy reliance upon
facts provided to it by the contractor itself. At the same time, the
Navy has present at the shipyard somewhere between 250 and 300
uniformed and civilian employees. There seems to be an inconsist-
ency here in which, as I indicate, on the one hand, there is very
heavy reliance on the contractors submitting information to them,;
on the other hand, there’s a very larger presence of Navy employ-
ees at the shipyard itself. And in the wake of all that, the Navy
seemed to be surprised at various points along the way of the reve-
lation of new overruns, new schedule slippages, and other problems
in the construction of the ships.

Representative FIEDLER. I'd just like to make one point if I may.
We had a rather extensive presentation made before the Budget
Committee on the House side last year and one of the things it
showed is that most of the procurement runs about a third over. So
the fact that there are cost overruns on a regular basis is some-
thing that is part of the history and it seems to me that is one area
that really has to be tightened up very, very much and hopefully
we will be able to continue to implement some of the new reforms
which | know this committee and other committees on both the
House and the Senate side are trying to implement because that
kind of cost overrun when it relates to the kind of billions of dol-
lars that we are spending is simply unacceptable public policy.
Thank you.

Senator GrAssLEY. Senator, could I just make one observation on
what Congressman Scheuer asked?

Senator ProxMiIRE. Yes; go ahead. '

Senator GrassLEY. From my work in this area, I think—and 1
don’t pretend to have all the answers, but there are three or four
things that I would suggest that we look at through oversight to
encourage more aggressive prosecution on the part of the Depart-
ment of Justice.

Second, a freeze of the defense budget and the reason for the
freeze is that it would force some reforms and the dollars wasted
like this would not be allowed.

Third, what I call creeping capitalism, but to get more than the 5
percent of the defense dollars that are presently competitively bid
competed for, and I mean advertised and competed for.

Representative FIEDLER. And multiyear contracting as well.

Representative SCHEUER. Those would make an excellent start,
Senator. I applaud you.

Senator PrRoxMIRE. Thank you very much, gentlemen.

Our principal witness is Hon. Edward Hidalgo, former Secretary
of the Navy. Mr. Hidalgo served in the Carter administration as
Assistant Secretary and then Secretary of the Navy. He was the ar-
c{ﬁpect of the settlement of the General Dynamics shipbuilding
claim.

Mr. Hidalgo, please remain standing and raise your right hand.

[Whereupon, the witness was duly sworn.]
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Senator PRoxMIRE. You may proceed with your oral statement, if
you wish, and then we have some questions.

STATEMENT OF HON. EDWARD HIDALGO, FORMER SECRETARY
OF THE NAVY

Mr. HipaLGo. Senators, I'm sorry I don’t have a formal prepared
statement to submit to you. I have no facilities for that. On the
other hand, I agreed with Mr. Kaufman that I would make an
opening statement from informal notes.

I would like to begin, since I didn’t even have the pleasure of
knowing the Senator before I came, Senator Grassley, if I could ask
that my résumé and biography be inserted in the record, please.

Senator PrRoOXMIRE. By all means. We are delighted to have it. It
will be inserted in the record at this point. '

[The résumé-biography follows:]
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THE HONORABLE EDWARD HIDALGO

Mr. Hidalgo was born in Mexico City, Mexico on October 12, 1912.
He has been a resident of the United States since early childhood. He re-
ceived a B.A. Magna Cum Laude, from Holy Cross College in 1933 and a J.D.
from Columbia Law School in 1936. In 1959 he received a Degree in Civil
Law from the University of Mexico. He served as a Lieutenant in the U.S.
Naval Reserve from 1942 to 1946. .

He served as a law clerk to the Second Circuit Court of Appeals
in 1936 and 1937, and was an associate with the law firm of Wright, Grodon,
Zachry & Parlin (Cahill, Gordon & Reindel) from 1937 to 1942. From 1942
to 1943, he was assigned to the State Department as legal adviser to the
U.5. Ambassador to the Emergency Advisory Committee for Political Defense
in Montevideo.

From 1943 to 1945 he served as an air combat intelligence officer
on the carrier ENTERPRISE, and he was a member of the Eberstadt Committee
which reported to the Secretary of the Navy on Unification of the Military
Services in 1945. He received the Bronze Star for his services aboard USS
ENTERPRISE and & Commendation Ribbon for his service with the Eberstadt
Committee. In 1945 and 1946 he served as Special Assistant to the Secre-
tary of the Navy, James Forrestal.

From 1946 to 1948, Mr. Hidalgo was a partner in the law firm of
Curtis, Mallet-Prevost, Colt & Mosle, in charge of their Mexico City
office. He was founder in 1948 and a senior partner until 1965 in the
Mexico City law firm of Barrera, Siqueiros & Torres Landa.

From 1965 to 1966, Mr. Hidalgo was Special Assistant to the
Secretary of the Navy, Paul H. Nitze, and from 1966 to 1972, he was a
partner in the law firm of Cahill, Gordon & Reindel, in charge of their
European office. 1In 1972 he served as Special Assistant for Economic
Affairs to the Director of the U.S. Information Agency, and from 1973 to
1976 he served as General Counsel and Congressional Liaison of the Agency.

Mr. Hidalgo was Assistant Secretary of the Navy, Manpower-Reserve
Affairs-Installations-Logistics, from 1977 to 1979 and Secretary of the
Navy from 1979 to 1981.

Mr. Hidalgo was a member of the U.S. Delegation to the Inter-
American conference in Bogota, Columbia in 1948. He received the Royal
Order of the Vasa for legal services to the Swedish Government in 1961.

on April 30, 1980, Mr. Hidalgo received "La Orden Mexicana del
Aquila Azteca", Mexico's highest award for a citizen of another country.
It was presented in Washington, D.C., by Ambassador Hugo Margain on be-
half of President Jose Lopez Portillo.

He is the author of "Legal Aspects of Foreign Investments"” '
(chapter on Mexico) (1958).

On February 23, 19681, Mr. Hidalgo joined the Richmond, Virginia
law firm of Mays, Valentine, Davenport & Moore in charge of their Wash-
ington, D.C. office.

On October 1, 1983 he joined the Washington office of the
Columbus, Ohio law firm of Vorys, Sater, Seymour and Pease.

Mr. Hidalgo is married to the former Karen Dane Jernstedt and
has four children. He resides in Washington, D.C.

December, 1983
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N Mr. Hipargo. If anybody wants extra copies of it, they're right
ere.

Senator PROXMIRE. Fine.

Mr. HipaLGo. Senators, I am here in response to your invitation
and to assure you of my profound wish to use this occasion in the
most open and constructive manner within my power, without any
reserve or limitation. I appreciate the opportunity to respond to the
serious misconceptions spread by certain members of the media re-
garding the settlement on June 9, 1978, of the controversies which
for years had increasingly poisoned the relationship between the
Navy and General Dynamics, which I shall hereafter refer to as

Let me pause for a minute and say to the gentlemen of the
media that I think any member of the press corps at the Pentagon
during my 4 years there from 1977 to 1981, I am confident they
would say that we had a very warm relationship. I showed great
admiration for their performance, for their dedication to duty, and
that for reasons going all the way back to my childhood I have a
very warm feeling toward the media. So the remarks I am going to
make are limited to certain segments of the media, but it is very
important that I do so.

As I say, there have been certain misconceptions spread by cer-
tain segments of the media and serious distortions of the truth that
I must confess have caused distress to my family, close friends, not
to mention their disruptive effect upon my efforts since February
1981 after I left the Pentagon to return to my professional career
dating from 1936, predominantly as an international lawyer inter-
ll'ggi;ed by more than 8 years of Government service from 1972 to

My reply printed in the Washington Post of July 31, 1984, to ir-
responsible allegations and innuendos by a columnist was inserted
gt 1thglrequest of Senator Warner in the Congressional Record of

uly 31.

It is infinitely more difficult to reply to the distortions of the
truth and malicious innuendos contained in the “20/20” program
by ABC on February 21 of this year produced by Geraldo Rivera.
To my certain knowledge—and 1 repeat—to my absolute certain
knowledge, he had the true facts before him and ignored them. In
a thinly veiled, hypothetical fashion at the end of the program,
Rivera included me, along with others, in the unpardonable epithet
of traitors—traitors.

To the extent this program concerns me and only me, my role in
the settlement with GD, and 11 months after leaving the Pentagon,
my service in Spain as an international lawyer—to this extent, I
corlldemn the Rivera program as a slimy specimen of yellow jour-
nalism.

CHARACTER ASSASSINATION WILL DISCOURAGE YOUNG PEOPLE FROM
ENTERING INTO GOVERNMENT SERVICE

I thank you Senators for the opportunity to condemn this type of
irresponsible character assassination which more importantly than
anyone or anything else—and I underscore that—must and will
discourage—and I'm 72, so I speak with great feeling here—a
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younger generation from accepting what should be the privilege of
Government service. If you’ll permit me, mine began in World War
II as a lieutenant in the Navy aboard the carrier Enterprise in the
Pacific theater.

Permit me to turn now to the highlights of my role in the settle-
ment of the Navy controversy with GD, precisely the question
which you specified in your invitation to me.

I believe it was on the very day he was nominated by President
Carter to be Secretary of the Navy that Graham Claytor, a close,
lifelong friend, asked me to join him at the Pentagon as Assistant
Secretary of the Navy, Manpower Reserves, Installations, and Lo-
gistics, with the collateral but very challenging objective of seeking
to settle those controversies.

He explained there were three of them—General Dynamics,
Litton, and Pascagoula Yard, and with Tenneco and Newport
News—which had been festering for years, involved claims in the
staggering amount of $2.4 billion with a likelihood of more to come
if a solution was not found; and particularly, in GD and Litton situ-
ations, were increasingly paralyzing the Navy shipbuilding pro-
gram of major combatant ships.

He added the unreassuring note that prior attempts at settle-
ment by the Pentagon had aborted, including one by Governor Cle-
ments, and that Secretary of Defense Brown attached the highest
priority to this task.

Although I had only recently completed more than 4 years with
the U.S. Information Agency as general counsel and congressional
liaison, I accepted and assumed my position in April 1977.

By July-August of that year, my study led me to the following
overriding conclusions regarding GD:

TERMS OF THE 1971-73 CONTRACTS WERE AN OIjTRAGE

First, the basic terms of the 1971-73 contracts for the construc-
tion of 18 SSN 688 attack submarines had proven unrealistic and
obsolete, terms which the Navy subsequently scrapped in other
programs. This is not irrelevant to what Mr. Kaufman has been
talking about. I was not there when all these bids originally were
made in 1971-73, but I was there from 1977 and studied this situa-
tion, and I can tell you categorically that the terms of those 1971-
73 contracts were an outrage. There was no way in the world, gen-
tlemen and lady, that those submarines, a brand new class of
attack submarines which some people kidded themselves into
thinking was simply a little transition from the 637 class, could be
built on a fixed-cost incentive basis with a spread between target
and ceiling—and you know this, Mr. Kaufman—of 4 or 5 percent.
There was no way in the world. You were inviting disaster.

So my first conclusion was that those terms had become obsolete
and had to be scrapped in other programs and they were scrapped
in other programs, as you well know.

THE NAVY WOULD ADMIT RESPONSIBILITY FOR ADDITIONAL PAYMENTS
TO GENERAL DYNAMICS

Second, the Navy, through a process of so-called entitlement, uni-
lateral evaluation of claims, would surely admit responsibility for

52-965 0 - 87 ~ 5
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additional payments to GD within the four corners of the existing
contracts. In other words, the Navy owed that money. It didn’t
know how much at that time when I started studying this thing.
Whatever the then predictable amount of such entitlement, it was
clear that GD no more and no less than Litton and Tenneco, would
not accept its terms in full settlement of those wide-ranging contro-
versies.

Judicial proceedings were certain to ensue. Inescapably, the enti-
tlement would have little or no resemblance to what a Jjudicial de-
termination of those claims might prove to be after prolonged years
of litigation. Mr. Claytor, a very, very eminent lawyer; I'm at least
a lawyer for 49 years, and there was no question in my mind that
Jjudicial determination would be a totally different thing. I joined
other fine lawyers in an estimate of 8 to 10 years which would
painfully aggravate the paralyzing effect of the controversies, not
to mention the staggering cost of such litigation.

PUBLIC LAW 85-804 WAS THE SOLE ALTERNATIVE

My third conclusion, the sole alternative if any at all existed,
Senator Proxmire, rested upon Public Law 85-804 which author.
ized the Secretary of the Navy to grant extraordinary relief by way
of ‘modifying unrealistic terms of the existing contracts if by so
doing it would “facilitate the national defense.”

The proper and final measure of such relief would, of course,
depend upon the outcome of complex negotiations.

HIDALGO CONCLUDED THAT GENERAL DYNAMICS SHOULD ACCEPT A
SEVERE FIXED LOSS

Fourth, one of my early emphatic conclusions was that no settle-
ment would or should occur unless GD was compelled to accept a
severe fixed loss, unreimbursed allowable costs, in recognition of its
own share of responsibility for mismanagement and low productivi-
ty at the Electric Boat yard. Escalation of its work force, to use
that just as an example, was 12,000 in 1971 and 26,000 in 1977, was
a significant impediment, not overcome by GD, to an efficient work
force. Therefore, productivity was very poor.

I unequivocably announced my basic premise of a severe fixed
loss at meetings in September-October 1977 in the office of Deputy
. Secretary of Defense, Charles Duncan, much to the dismay of Mr.
Lewis, chairman of the board of GD, who was present at those
meetings.

As for the rules and procedures for the settlement negotiations, I
made clear to GD the following peremptory conditions:

THE GENERAL DYNAMICS AND LITTON CASES WERE SIMILAR

First, the GD and Litton controversies involved basic comparable
features. I announced in the September-October timeframe that I
should and would conduct the two negotiations simultaneously to
seek the most compatible solutions possible. That was only fair. At
that moment there was an ongoing litigation, with roots going back
several years, which flared up in 1976 and halted the construction
of five amphibious ships, LHA’s, when Litton was receiving from
the Navy approximately 25 percent of its actual costs. In the Litton
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case there was another aberration of an obsolete contract, Senator
Grassley, and that was total package procurement which was com-
pletely scrapped right after that.

The Navy went to court, was granted injunctive relief, forcing
Litton to resume production, conditioned, however, upon a court
order dictating payment by the Navy of 90 percent instead of 25
percent of actual costs. I shall return to this important point.

No negotiations would or could occur therefore until, with the
approval of the Department of Justice, the litigation was suspended.
This happened in the November-December timeframe and the dis-
cussions thereupon began.

HIDALGO DEMANDED UNCONDITIONAL ACCESS TO GENERAL DYNAMICS' |
RECORDS

A second basic premise of the negotiations was that we would be
given full and unconditional access to relevant financial records
and data of GD so as to determine the exact economic status of the
1971-73 submarine contracts.

The estimated cost at completion of the 18 ships was a crucial
statistic to be measured against the progress payments yet to be
made under the existing contracts.

In this process we had to factor in the consequences of the deci-
sive extraneous element for which neither the Navy nor GD was
responsible for—the double-digit inflation of 1974-75. Now that has
not been mentioned by the gentlemen who appeared before you
which for reasons which need not detain us now was not payable
under the obsolete terms of the existing contracts, another invita-
tion to disaster. The original contracts allowed inflation only to the
originally scheduled delivery dates even if it was the Navy’s fault,
as it was at different times, that the delivery dates were slipped.

So it was an invitation to disaster—a further root cause.

AN OUTSIDE AUDITOR WOULD ANALYZE GENERAL DYNAMICS FINANCIAL
DATA .

The financial data to be given by GD would be analyzed by an
outside auditing firm, the choice of which I entrusted to our Assist-
ant Secretary of the Navy, Financial Management, George Peap-
ples, who is now at General Motors.

Coopers & Lybrand was selected to perform a double mission:
verify the reliability of the estimated cost at completion of the 18
submarines. This turned out to be $2.668 billion and that was veri-
fied by the GAO by the way. They went over this whole thing from
A to Z and they verified that estimated cost at completion.

Then for my benefit and my benefit only, in developing my nego-
tiating strategy—and this was the toughest one I had had in many
years of negotiating—Coopers & Lybrand would make an analysis
of the financial stability of GD, its ability in the context of its com-
mitments to creditor banks to bear a severe fixed loss. I could
thereby determine realistically what goals I should set for myself
in measuring the quantum of the ultimate fixed loss the Navy
could and should impose in the interest of national defense.
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HIDALGO WOULD NEGOTIATE WITH ONLY ONE GENERAL DYNAMICS
REPRESENTATIVE

As in the other simultaneous negotiations—I was conducting
them simultaneously with Litton and Tenneco—I would negotiate
with one and only one representative of GD, the other free from
press releases—gentlemen, please forgive me—or leaks of any kind,
free from press publicity—I kept my part of the bargain by report-
ing currently but orally—and I know what leaks can be at the Pen-
tagon—only to my superiors, Secretary of the Navy Claytor and
Deputy Secretary of Defense Duncan and on February 8, 1978, to
President Carter—1 hour of briefing the President. Let me empha-
size that Deputy Secretary of Defense Duncan, including, of course,
Secretary Brown, Secretary Claytor, including the Chief of Naval
Operations Admiral Holloway, approved the details and the sub-
stance of my negotiations as well as the final settlement and so did
the GAO and please let me read to you what Mr. Stalorow of GAO
testified to in the endless hearings we had in 1978 with regard to
these settlements—he said, “We feel that this’—the proposed set-
tlement—“is about the only option open to us, that it is a reasona-
ble way to approach-it, and any alternative you look at just does
not make much sense.” '

CONGRESS APPROVED THE PROPOSED SETTLEMENT

And it was approved by Congress. All the papers regarding the
settlement were up here in Congress sitting from June 22 to Sep-
tember 19, almost 3 months, for all questions to be asked. We had
hearings before every committee, including before Senator Prox-
mire. So I just want to make that absolutely clear.

NEGOTIATIONS WERE PAINFULLY SLOW

How did the negotiations from December 1977 to June 9, 1978,
proceed? With painful slowness, calculated to tax anyone’s pa-
tience, even Job’s. There were repeated roadblocks and impasses. I
should mention that on more than one occasion Mr. Lewis ap-
proached Messrs. Duncan and Claytor to complain that I was much
too tough and intransigent in my demands and that the negotia-
tions would never prosper unless I was replaced. Obviously, this did
not occur.

Systematically, my counterpart with GD and the only one with
whom I discussed possible terms of settlement, Max Golden, the
vice president, accompanied on isolated occasions by Mr. Lewis
when he was fed up with my intransigence, flatly rejected my basic
premise of a fixed loss, much less a severe one. It was not until the
April-May timeframe of 1978 that this roadblock was slowly and
painstakingly torn down. It was not -until June 5, 1978, that the
loss of $359 million, a loss by GD, was irreversibly put on the table.
Even then, final acceptance by GD did not occur until June 8, one
day before Mr. Claytor and I and Messrs. Lewis and Golden signed
the basic terms of the settlement, the so-called Aide Memoir.

The $544 million of claims by GD presented to the Navy in De-
cember 1976 covering events through November 1 of that year
were being processed by a board chaired by Admiral Manganero to
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determine entitlement under the terms of the existing contracts,
the unilateral evaluation by the Navy I have spoken of.

THE ENTITLEMENT ISSUE IS COMPLEX

At various points in our negotiations it became abundantly clear
that, absent a settlement, the total amount of the final claims
would exceed $1 billion, a sum comparable to the $1.088 billion pre-
sented by Litton in October 1977. This entitlement thing is very
tricky. It’s not easy to understand, but let me please give you one
example.

There was a project “x”’ case involving Litton years ago, before
my time. They presented a claim. The entitlement found by the
Navy, what people loosely—and I beg you not to do it—say what
was that claim worth? That is a worthless question. The Navy said
that claim was worth $6 million. Litton declined to accept that
offer. They went to the Board of Contract Appeals and the Board of
Contract Appeals gave Litton $50.4 million. So that entitlement—
in other words, that entitlement that Admiral Mangenero made of
$125 million for this claim is merely a unilateral evaluation. It is
not what would be the result of litigation. :

On more than one occasion Mr. Lewis advised that, absent a set-
tlement, the submarines would not proceed except under court
order. He would rely upon the judicial precedent in the Litton con-
troversy pursuant to which GD would be. granted 91 percent of
actual costs.

Unlike what was said earlier here today, let me point out at that
point in time the cumulative loss by GD was $345 million, in other
words unreimbursed costs at that time, and it was increasing at
the monthly rate of $15 million. A stop work order was announced
by GD on March 13. This was later deferred to June 11, 2 days
after the June 9 settlement.

Did these statements or threats of shutting down dictate the
Navy’s goals in terms of the national defense, I say to you categori-
cally, no. We said, “If you stop work we will go ahead and get in-
junctive relief.”

But then let me come to my next point. On the other hand, I was
influenced in my negotiating strategy by a final point I really want
you to bear very much in mind if you want to understand this set-
tlement. Unbeknownst to my GD counterpart, early in my effort I
asked my two principal confidantes, Capt. Pete DeMayo, who's in
this room back here because he was interested in what would occur
today, and Jack McDonnell, who had been an associate of mine in
my New York law firm, analyzed and advised how much the Navy
would pay to GD over the ceiling price, the top price, of the exist-
ing contracts if it stopped work and obtained a court ordered 91
percent cost reimbursement. The result: $300 million—only $59
million less than the Public Law 85-804 payment to GD under the
settlement agreement of $359 million.

Yet, having paid $300 million, the Navy would still face up to $1
billion in claims and, even more significantly, 8 to 10 years of hos-
tile and dramatically expensive litigation. The analysis of the
Litton claims, Senators and Congresswoman Fiedler, took Capt.
Ron Jones 3 years with 200 people on his team. Just think of that.
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I say to you that would have been the result. We would have paid
$300 million over ceiling and we would still have an 8 to 10 year
litigation. I submit to you that one of my grandchildren would com-
prehend the logic of this equation. )

SOME OF THE MEDIA HAVE BEEN IRRESPONSIBLE

A closing word, please, with respect to one of the irresponsible
smears and innuendos by the segment of the media I have earlier
described and condemned. ‘

In mid-1981, 6 months after I left the Pentagon and when I was
in charge of the Washington office of a Virginia law firm, Mr. Ve-
liotis left his post as manager of Electric Boat and became execu-
tive vice president in charge of international operations, as well as
being a- member of the board of General Dynamics. He approached
me in the fall of 1981 with knowledge, because it was known, that
for 25 years subsequent to World War II, I had practiced physically
in Latin America and Europe as an international lawyer. GD was
competing with its F-16 against the F-18 and the French Mirage in
the purchase of fighter aircraft by the Spanish Air Force.

He requested I go to Spain and ascertain the prospects—not as a
salesman, which I'm not, but as one fluent in Spanish and with ac-
quaintances in the public and private sectors of Spain from whom I
could obtain information for a reliable evaluation. My work began
on November 1, 11 months after leaving the Pentagon, 3% years
after the General Dynamics settlement. It involved an Air Force
weapons system and no conceivable conflict with the Navy.

I approached no Pentagon source whatsoever in connection with
my task. I accepted without discussion Mr. Veliotis’ proposal of a
$2,500 a month retainer for 6 months for a total of $15,000, which
moreover was paid to my Virginia law firm.

There were subsequent services in later 1982, in early and later
1983, primarily to evaluate the reasons why GD had lost the Span-
ish Air Force competition. This was at a time when Veliotis no
longer had any connection with GD.

Not for a moment, not by the most stringent norm of ethical be-
havior, nor by any provision express or implied, or the spirit of the
Ethics in Government Act of 1978, was there any conceivable con-
flict with my previous Navy position, nor the slightest connection,
direct or indirect, with my obligations, both moral and legal, while
I occupied that position.

In my reply to a columnist July 31, 1984, I branded as contempti-
ble his allegations and innuendos to the contrary. Much more em-
phatically, I announce the same to Geraldo Rivera of ABC.

I thank you for your courteous attention to my remarks. I shall
freely and openly respond to any doubts and questions you may
have. In the interest of your valuable time I have covered only the
highlights of my role in the settlement with GD. At this point in
April 1982 in the Seapower magazine of the Navy Leagues, I wrote
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an article at the request of the publisher entitled “An After-Look at
History.” This was long before all this turmoil and all these ques-
tions that have been properly asked and it covers my role in those
settlements and the background of it. I wonder if the Senator
would permit me to put that in the record.
Senator ProxMIRE. We'd be delighted to put that in the record.
[The article follows:]
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Ar After-look at History

By EDWARD HIDALGO

THE Reagan administration has proposed to Congress a
new five-year shipbuilding prog which, if app: d, will
go far toward rebuilding the U.S. Navy to the cdministra-
tion’s announced 600-ship goal. In current-year dollars :he
proposed program would be the largest in post-WWII
history. Although several new types of ships ave included in
the outyears of the program, most new construction will be
repeats of ships already in the inventory, or now on the
production line, Nevertheless, in any program of such
magnitude there could be major problems, particularly at a
time when inflation u’ not yet under cantrol when the
impact of several new * i " developed by
the administration has not been assessed, and when the
onrush of technology makes the possibility of unanticipated
design changes not only desirable, but also, in many cases,
inevitable. For all those reasons there could be—later, if not
at the time of contract award-a repeat of the serious
contracting difficulties which eroded the previously friendly
and close working relationship between the Navy and the
private U.S. shipbuilding industry in the 1970s. The key
role in eventual settlement of the long-standing contract
disputes which threatened to cripple the. Novy's vital
shipbuilding base at that time was played by Edward
Hidalgo, an experienced lawyer and skilled negotiator who
had been hand-picked by then-Secretary of the Navy W.
Graham Claytor to be his Assistant Secretary for Manpower,
Reserve Affairs, and.Logistics—and, in that role, the Navy’s
point man on the contract negotiations. SEA POWER asked
Hidalgo (who later succeeded Claytor as SecNav) to review
the salient points of the 1977-78 negotiations in the hope
that the lessons learned at that time will not have to be
repeated. Following is his “after-look at history.”

THE four-y mark is app ing since the settlement of
the monumentzl shipbuilding clamu filed against the Navy,

A large part of the problem with the EB contracts was
caused by the Navy’s decision to award Electric Boat,
within a relatively short time frame, three SSN and SSBN
contracts. “The error of pyramiding concurrency was
compounded,” says Hidalgo, and the yard had to more than
double its work force' within six years. Shown here: the
nuclear attack submarine Albuquerque sliding into the
Thames River following 13 March launching ceremony at
Gmton (General Dynamics photo); and the ballistic missile '

described the chaotic shipbuildi
contxovcrnel whu:h prevailed in mid-1477 by the pn.hy

s Georgia and Ohio just prior to the latter’s
commissioning. (Navy photo by R. Hamilton.)
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phrase: “The Navy is in deep trouble.” So it was.

I came aboard as Assistant Secretary of the Navy in
April 1977 with a mandate from Secretary W. Graham
Claytor to resolve contr which had i ingly

d the relationship b the Navy and its major
shlpbmldzn since the turn of the 1970s. Combatant ships
essential to the national defense were in severe jeopardy,

I found claims, totaling $2.4 billion, which had been
filed by our country’s three major shipbuilders: General
Dynamics’ Electric Boat Division yard in Groton, Corin.,
Litton’s Ingalls Shipbuilding yard in P la, Miss., and
Tenneco’s Newport News yard in Newport News, Va.

A $544 million claim by General Dynamics had been
filed in December 1976. We learned later in the course of
our negotiations that additional claims were in preparation
that would total some $750 million.

The documentation in the Litton case, invariably massive
in shipbuilding claims of this type, would be fully submitted
by October 1977 for a total of $1,088 million.

There were strikingly comparable features in the Litton-
General Dynamics situations—not so with Newport News—
which made it necessary in my view to initiate all the

Navy had asked for performance under conditions which
could not be achieved, and insisted upon making changes
that added significantly to overall costs.

The shipbuilders, on the other hand, had become en-
snarled in mismanagement and low productivity. They had‘
had 1o escalate their work forces dramatically and were
elsewhere confronted with turbulent conditions which
became sclf-defeating.

In the middle of all of these problems, double-digit
inflation in the mid-1970s wreaked additional havoc. Ship
deliveries were delayed for a number of reasons, and that
double-digit inflation made the cost of the delays two or
three times what the contracts had allowed for. It was, in
other words, a hornet'snest in which many were responsible
to varying degrees, and yet a significant part of the problem
was attributable to outside causes.

In spite of the complexity of the claims, we were certain
that, once we had blished a working ch [ of com-
munications—one in which invective and pejorative remarks
played no part, and in which honest recognition of each
other’s good faith in the defense of its parochial interests

was assured—we ultimately would be able to resolve the
-

negotiations simultancously and to seek ible solu-

tions to the maximum extent possible. The salient compar-
able features were as follows:

® Ships I to the national def ttack subma-
rines, amphibious assauit ships (LHAs), a new class of
destroyers—which had been under construction since the
early 1970s would not be completed until the early and
mid-1980s.

® Litton had discontinued construction of the assault
ships in 1976—but was building them in 1977 pursuantto a

temporary injunction by a Mississippi federal court, condi- .

tioned upon 91% cost reimbursement by the Navy. In
October 1977, with 17 ships yet to be delivered, Generat
Dynamics was at the razor's edge of scrving formal notice
upon the Navy of a shutdown of SSN-688 [Los Angeles<class
nuclear attack submarine] construction, with the avowed

There was a crucial clement in the negotiations which
cannot be overemphasized. A reading in 1977 of the history
of the abortive attempts in the past to settle the controver-
sics made it clear that a stubborn premise of the Navy’s case
had to be that General Dynamics and Litton should bear a
severe fixed loss. I so stated, unequivocally, at the outset of
discussions in October 1977,

Understandably, resistance was strong; our unwillingness
to yield on that basic principle led, in fact, to a temporary
breakdown of negotiations with General Dynamics in
March 1978. The brcakdown could easily have become
permanent if the search for open lines of quiet communica-
tion had not been an overriding objective. Fortunatcly,
there was a reservoir of good wnl] on all sides which permit-
ted i ion of the

8

objective of forcing the Navy into the Litton LHA preced
accompanied—so General Dynamics hoped—by a similar
court-ordered cost reimbursement provision.

® Both Litton and General Dynamics, for a variety of
reasons, found themselves exposed to staggering losses,
unreimbursable under the terms of the existing contracts,
from the total construction of the ships.

The scenario which gradually unfolded as I began to feel
my way around in mid-1977 to ascertain where the pockets
of power, difficulty, and prejudice existed was one marked
by ob ly infl d feelings b certain i

Following is a brief y of the key el of the
settlements reached with each shipbuilder:

Litton

Litton’s contracts had been awarded in 1969 and 1970
under the socalled Total Package Procurement (TPP)
concept. Nine LHAs (later reduced to five) and 30 DD-963
Spruanceclass destroyers were to be built, (The TPP
:onccpt, which had already produced havoc in other
was thereafter consigned to limbo by the Navy.)

in our Navy and the threc shipbuilders. There seemed to me
to be an unbridgeable chasm between the two sides—an
inability to discuss, to commumczte to do anything except
pile up resentments.

It was a devastating prospect, and it became immediately
clear that the solution lay not in more charges and counter-
charges, or in negotiating lhrough press releases, but by

g the blocked ch of ication
1 closcd my doors, therefore, and went with
my counterparts in the three companies.

It became increasingly clear in the first few months of
my investigation that the original contracts were based on a
number of premises that time had proved obsol The

The onc-on-one negotiations with Litton covered the
period from September 1977 to 20 June 1978-but by
October 1977 the claims had grown to $1,088 million. In
April 1978 a Navy team of more than 160 technical experts
and lawyers completed its socalled evaluation of the claim
pursuant to the norms that prevail in the highly technical
and legal sphere of analysis known as “entitlement,” a
unilateral set of judgments by the Navy of the redress to
which a shipbuilder is entitled within the four corers of
the existing contracts.

Such Navy evaluation, however, has little or nothing to
do with what a judicial determination might be after -
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prolonged years of litigati anything to do with the




extraordinary relief the Secretary of the Navy is authorized -

to grant under Public Law 85-804 (55 U.S.C. s 1431 et
seq.) on the ground that such relief will “facilitate the
National Defense.”

It is therefore rank oversimplification to equate “entitle-

ment” with what a layman might refer to as “the worth” of
“a claim. :

The April 1978 entitlement of the Litton claim came
out at a net figure of $265 million to which, without
dispute,-negotiation, or approval by ‘Congress, Litton was
“entitled.”

Painstaking financial analysis of the contracts and claims

lving each shipbuilder was an ial dition of the
negotiations, as I stated unequivocally from the outset of
the discussions with both Litton and General Dynamics.
There was no resistance to this concept; there was, in fact,
full cooperation.

Such analysis—verified by the Defense Contract Audit
Agency, the General Accounting Office, and independent’
auditors chosen by the Navy—revealed an estimated cost, at
completion, of - $1,500 million for the five LHAs and
$3,226 million for the 30 destroyers, for a total of $4,726
million.

The analysis also showed that Litton would, under the
existing contracts, incur $647 million of unreimbursed
costs. Indeed, when Litton halted production of the LHAs
in 1976 it was receiving in progress payments only approx-
imately 25% of its actual costs.

By mid-1978, actual unreimbursed costs to Litton
amounted to $115 million—significantly less, however
{mainly because of the 91% payment ordered by the
Mississippi court in 1976), than the $345 million in unreim-
bursed costs then borne by General Dynamics.

How to share the $647 million loss became the key
g in the negotiati After deducting the “entitle-
ment” of $265 million, the 20 June 1978 settlement
established that the balance of $382 million would be
borne as follows: $182 million by the Navy under P.L.
85-804; and $200 million by Litton. Litton also would pay
$133 million of lled f: ing process develop
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“Litton’s contracts had been awarded in 196% and 1970
under the so-called Total Package Procurement (TPP)
concept. Nine LHAs (later reduced to five) and 30 DD-963
Spruance-class destroyers were to be built. (The TPP

ment costs—start-up costs at the Pascagoula yard which the
Navy, throughout the negotiations, systematically refused
to approve or disapprove.

General Dynamics

The General Dynamics controversy had its own long
history going back to 1971. The story began with a signifi-
cant departure from the invariable precedent of entrusting
the design of our nuclear submarines to Electric Boat. This
basic responsibility was transferred, for the first time, to
Newport News, and the initial SSN-688 contract was
awarded to that yard.

With what time would later prove to be misguided
optimism about the feasibility of “concurrency”—using two
builders to construct ships of the same type at the same
time, before the first ship of that type had entered the
operational inventory—seven SSN-688s were awarded to
Electric Boat in a competition based on a so-called “ceiling
price™ pt, a2 mi idea subseq ly aban-
doned by the Navy.

On top of the seven submarines in what was known as

pt ... was thereafter consigned to limbo by the
Navy.)” Shown here: night shot of LHA construction
(Litton photo); USS Tarawa (LHA-1) underway during
Exercise Valiant Blitz 81-1 near Mindoro, P.L, in 1980
(Navy photo by K. George); and the destroyer Elliot '
(DD-967) under construction in 1976 (Litton photo).

. R
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“Flight 1,” the Navy within two years awarded a second
flight of 11 submarines to Electric Boat. History tells us
somewhat belatedly that friction at that time between the
Navy and Newport News led the Navy to adopt a disadvan-
tageous sole-source position with Electric Boat.

The error of pyramiding concurrency was compounded
in July 1974 by the award to that same yard of the first
contract for a Trident SSBN [nuclear-powered ballistic
missile submarine]. Newport News had declined 1o compete
in the Trident competition.

As a result of EB having received s0 many contracts in
such a short period of time, the work force at Electric Boat
increased dramaticatly: from 12,000 in 1971, to 18,000 in
1975, and to 26,000 in 1977! Small wonder that achieving
the right mix of skills became an impossible challenge, and
that productivity paid the price.

Through the meticulous financial analysis I have men-
tioned, we arrived at an estimated cost, 2t completion, for
the 18 SSN-688s of $843 million above the contract figure
of $2,668 million. Stated differently: By completion of
construction under the existing contracts—assuming infla-
tion for labor remained at a 7% level, and for material at
6%—General Dynamics would be confronted with a stagger-
ing loss of $843 million.

The claim of $544 million filed in December 1976 was
based on events up to I November of that year. As previ-
ously noted, we were led to believe in the course of the
negotiations that additional claims of approximately $750
million would in due course be presented. An “entitlement”
analysis, similar to that earlier described, of the $544
million claim yielded afigure of $125 million which, deducted
from the projected $843 million loss, left a balance of $718
million. -

The settlement, reached after endless difficulties, divide:
the $718 million shortfall as follows: $359 million for the
Navy (under P.L. 85-804), and a fixed loss for General
Dynamics of the same amount. The solution may strike a
casual observer as sophomorically simple but it was arrived
at only after rep d imp and through violentl
oscillating levels of forbearance and patience.
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By way of illustration: A Navy proposal (of 8 March
1978) which sought to imposc on General Dynamics an
even greater loss than the $359 million was rejected; the
negotiations broke off on 13 March and the company

d a stop- k order to e on 12 April.

Not by accident, a crucial mecting was called on 21
March by a prominent member of Congress. That meeting,
attended by the leading figures on both sides of the table,
led to a moratorium (to 11 June) of the stop-work order.
The jum was jcd by a p I payment
to General Dynamics of $24.8 million against its claim.

At that point, General Dynamics already had accumulated
unreimbursed costs of $345 million, a total which was
increasing at the rate of $15 million per month,

In early June, General Dynamics issued dismissal notices
to 8,000 workers. On 2 Junc, in one of the countless

ings, I made a proposal to my opposi

number which was rejected. But on 5 June there was
another crucial meeting—at the Naval Air Station in Glen-
view, near Chicago—where the terms of the final settlement
were, in effect, arrived at (although uncertainty persisted
until 8 June). The settlement, cmbodied in a so<alled aide
memoire, was signed on 9 June, two days before expiration
of the moratorium.

To those with the inclination to politicize the settle-
ments, a quotation from the memorandum of decision
submitted to Congress (in support of the action taken

Much of the controversy in the 1970s between the Navy
and private shipbuilders could have been avoided, former
Navy Secretary Hidalgo suggests, if “‘the lead ships, or early
follow ships ... had been contracted for on a cost-plus
eward or incentive fee basis, as was the case with the
incomparably less complex guided missile frigates (FFGs)
and ... with the sophisticated Aegis system ... CG47
Ticonderoga-class cruisers.”” Shown here: five FFG-7 sister
ships at the Bath Iron Works shipyard in Bath, Maine (BIW
photo by R. Farr); and then-SecNav Hidalgo during a 1980
visit to RCA's Aegis Combat System Engineering Develop-
ment site in Moorestown, N.J. (RCA photo).
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under P.L. 85-804) is pertinent. [t stated that the settlement
translates into *the highest loss ever absorbed by a business
enterprise in its dealings with the Navy and exceeds the
gross profit made by Electric Boat in the construction of
nuclear submarines since the program began in 1955.”

Newport News

The Newport News claim, for $ 742 million, was consider-
ably unlike the other two controversics. It involved five
contracts fef construction of a total of 13 nuclear subma-
rines, cruisers, and carriers—most of which already had been
delivered to the Navy,

“The Newport News claim . .. involved five contracts for
construction of a total of 13 nuclear submarines, cruisers,
and carriers—most of which already had been delivered to
the Navy.” _—

The company had booked certain losses which were

those previously discussed.

insignificant compared to
i were prolonged, difficult,

Nevertheless, the neg
and complex.

One of the key issues centered on the anomalous situation
that CVN-70, the nuclear carrier Carl Vinson, had been
building since 1974 on the fragile basis of an unpriced
option, the validity of which Newport News challenged.

In effect, one of our major combatant ships was being
constructed without a contract, but nevertheless with
progress pay s which approxi d the yard’s actual
costs.

All of this had occurred essentially because of a running
battle marked by it rhetoric and ing animosi
between the Navy and Newport News,

Execution of a formal contract for the CVN-70 at $896
million was an jal el of a pli d scttle-
ment. °

The overall settlement was arrived at on 5 October 1978
at a figure of $165 million. The “entitiement” amounted to
$142 million; P.L. 85-804 was invoked only tangentially:

(1) 1o correct a mutual mistake in the original contracts (at
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2 cost to the Navy of $13.2 million); and (2) to pay a total
of $10 million on four of the contracts for releases given by
Newport News waiving future claims for all events since
1976 —the cut-off date of the $742 million claim which was
involved in the negotiations.

Of Courtesy and Valor

An additional word is in order with respect to the cold
logic of the Litton and General Dynamics settlements. As
stated, Litton stopped construction of the assault ships in
1976 for the pragmatic reason that it was then receiving
progress payments under the existing contracts which
tepresented, approximately, a mere 25% of its actua! costs.
The Navy i diately obtained an inj from a
Mississippi court fon:mg Litton to resume production, but
on condition that the Navy make progress payments equal
to 91% of Litton's costs.

Had a settlement not been recached on 20 June 1978 the
Navy would have paid more than $300 million over the

* contract price. And it would stifl have been confronted by
endless years of litigation to determine the outcome of the
$1,088 million claim. The settiement involved payment to
Litton, under Public Law 85-804, of the $182 million, but
payment was conditioned upon Litton’s assumption of a
fixed loss of $333 million, as carlier explained.

A comparable situation would have occurred in the case
of General Dynamics. Had the stop-work order not been
avoided through and had a court
injunction therefore been lssued along the lines of the
Litton precedent—progress pay at 91% of cost—Gen-
eral Dynamics would have been paid by the Navy more
than $300 million in cxcess of the contract price.

Again, prolonged years of litigation would have ensued
to determine the outcome of the $544 million claim-and
that claim, because of cvents subsequent to 1976, would
have escalated beyond the $1 billion mark.

What all this means is that combined payments by the
Navy of $541 million to Litton and General Dynamics
avoided more than $600 million in payments over the
contract price, and also avoided the need to wait for the
unpredictable outcome of five to ten years of costly and
highly prejudicial litigation.

What it means even more fundamentally is that rhetoric,
bravado, charge, and countercharge do not resolve contro-
versies, and that a controversial adversary relationship
between industry and government has a devastating impact
upon their mutual goal of building up the military strength
of our nation.

Let it be clearly understood that none of this implies
that the responsibility of government officials to scek the

of i obli should be less than
pulously and firmly discharged. In the settl with

Litton and General Dynamics an unwavering condition of

the negotiations was that the shipyards would assume the
unprecedented fixed losses previously indicated.

scr

ment arc inseparable partners in the pursuit of our military
leadership and strength. The national interest must be the
guiding norm. Industry understands this, or can be led to
do so if the Spanish proverb is observed.

The Lessons Learned -

The task of management on both sides begins with the
original concept of contract formulation. Although subse-
quent study in 1977-78 demonstrated that it should have
been done, none of the lead ships, or early follow ships,
involved in the controversies with Litton, General Dynamics,
and Newport News had been contracted for on a cost-plus
award or incentive fee basis, as was the case with the
incomparably less complex guided missile frigate class in
the mid-1970s (the FFGs), and with the Spruance-class
destroyers equipped with the sophisticated Acgis system
(the CG-47 Ticonderoga-class cruisers) in the late 1970s.

With the rare exceptions that our shipbuilding history
has created of a single yard (Newport News) currently
capable of constructing our nuclear carriers, and of a single
yard (Electric Boat) capable of constructing our Trident
submarines, the competitive element of dual-sourcing must
be preserved.

Just as important, the negotiations invelved in the
competitive process must be carcfully structured. Contract
changes, inevitable as the prolonged ycars of ship construc-
tion unfold, are a chall source of p ial difficulty
and will continue to demand the closest attention.

Over and beyond these g aspects,
the basic need is to maintain open lines of commumcauon
and to resolve inevitable differences, as they occur, with the
utmost dispatch, firmness, and discretion.

The media reaction to the settlements in 1978 was by
and large favorable:

® The Christian Science AMonitor on 11 July l978
confirmed the urgency of a of the contr
“The Carter administration and Congress both have been
critical of the $2.7 billion total claims and years of delays
in the shipbuilding program:”

& The Wall Street fournal on 12 June 1978 recognized
that “‘the reasons for the claims are complex and contro-
versial.”

* Onc commentator, however, saw fit {on 15 September
1978) to take a negative ‘appraach, describing General
Dynamics and Litton as “the nation’s largest welfare
recipients,” and quoting a ‘“‘salty old admiral” as saying that
the Navy's action meant that shipbuilders would “continue
to harass the Navy with inflated claims.” {That prophecy,
made nearly four years ago, has, happily, proved grossly
inaccurate.)

The reaction of Congress may be described as almost
euphoric—members all but sighed in relief when we testified
in the fall of 1978 in support of the General Dynamics and
Litton settlements.

There was, in fact, violent opposition by only one

h

There is nothing more abhorrent or ductive
than the role of the patsy. The Spanish prov:rb however,
says it well: “lo cortez no quita lo valiente "—courtesy does
not negate valor.

I would add that there is no substitute for pragmatic
common sense and a realization that industry and govern-
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ber of Cong ho resorted to the old cliche of
“bail out” and indulged in the rhetoric of stating that “the
Navy would rather quit than fight for its contractual rights.
John Paul Jones would turm over in his grave.”
No one who understood the facts shared his morbid
viewpoint. .
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Mr. HipaLco. I just have a final word, if I may. I urge you to join
me in my deep concern regarding the fair and proper motivation of
our younger generation—I feel this very deeply—to view govern-
ment service as a sacred trust and privilege it should be, free from
the fear of reckless and undeserved character assassination.

Thank you very much.

Senator ProxMIRE. Thank you very much, Secretary Hidalgo.

Secretary Hidalgo, obviously you're a very able and articulate
and persuasive and brilliant international lawyer and if I have an
international law case ever in the future, if I can afford you, I
would want to hire you.

Mr. HipAaLgo. Thank you. .

Senator ProxMIRE. But a few minutes ago in answer to a ques-
tion by Congressman Scheuer, Senator Grassley gave a very good
list of things we could do. He did not cover one area that I'd like to
mention. I do it to correct the situation we find ourselves in with
the enormous cost of our Defense Establishment and the overruns
and so forth. And that is the revolving door. '

Now you touched on that and I realize you feel very emphatical-
ly about it, but I want to get some facts on the record. :

When was the first time you discussed with General Dynamics
becoming a paid consultant to that company? Who did you discuss
it with and who brought up the subject?

Mr. Hipargo. Mr. Veliotis, as I've already said in my opening re-
marks, when he was executive vice president in charge of interna-
tional operations, and it was in the fall of 1981 and my opening
sheet of the law firm in Virginia shows that I went to work for
them on November 1. :

Senator ProxMIRE. And who brought up ‘the subject? Did he
bring it up or did you?

Mr. HipaLgo. Mr. Veliotis brought it up. He said, “We're trying
to see what we can do with the F-16. You know a great many people
in Spain. You speak Spanish. Will you give us a hand on this?”’
And I said, “I'm not a salesman now, but I can go over and give
you an evaluation of the progress.”

Senator PrRoxMIRE. And how much has General Dynamics paid
you each year since you left the Navy?

Mr. Hipargo. Well, sir, I'll give you the exact figure. I told you
that the first agreement made with Veliotis—it was the only one
made with him—was a 6-month retainer of $2,500 a month and I
received $15,000 for that.

Then I subsequently went to Spain at the request—now Veliotis
had left General Dynamics by that time—of a Mr. Mellor, who was
then in charge of international operations, and he said, “Things
look a little bit uneasy to us in Spain as to the prospects of the F-
16. Would you go over and see and get another reading for us?”’ I
went over there for 6 days in December 1982 and for that I billed
$15,000 because of the preparatory work——

Senator ProxMIRE. This was an additional $15,000?

Mr. HipaLco. Yes, sir.

Senator PROXMIRE. So that’s $30,000.

Mr. HipAaLgo. And that also went to my Virginia law firm.

Then I was again asked to go to Spain in April 1983 and I was
there from the 23d to the 27th of April and again because of the
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preparatory work and the work after, for that I billed $17,500. It
was all on a time basis, completely on a time basis. So that was a
total of $47,500, all of which went to my Virginia law firm.

Senator ProxMIRE. Now do you see——

Mr. Hparco. | haven't finished.

Senator ProxMiRE. I beg your pardon.

Mr. HiparLgo. Then when the Virginia law firm closed its doors
here in Washington and I went more or less as a sole practitioner,
although I'm connected with a Columbus, Ohio, law firm in an in-
formal but very happy situation for me—and I made another trip
in October 1983 to Spain when they wanted me to introduce them
to one or two people I knew in the private sector over there who
might oversee General Dynamics general business affairs over
there, not just the F-16 which, of course, they lost—the M-1 tank
was then being considered and there were other things they
thought they might like to reach out into and GD had not had
much international experience at all. For that I billed $18,500 and
that I received directly.

So the total is $66,000, $47,500 of which went to the Virginia
firm and $18,500 went to me. And I have done absolutely nothing
since then.

Senator ProxMire. Now do you see anything inappropriate in
your decision to accept $66,000 from General Dynamics after nego-
tiating a settlement that paid the company $642 million?

Mr. HipaLco. In no way whatsoever, Senator, no. I must say that
the questions that have been raised about it have made me very
unhappy and very uncomfortable.

Senator ProxMIRE. They don’t surprise you, do they?

Mr. HipaLgo. Sir.

Senator ProxMIRE. Does that surprise you? You were Secretary
of the Navy. You had a critical role in making that decision. You
had great power and you did settle the largest amount in the histo-
ry of the country, $642 million on a claim, and you then accepted
$66,000 in pay from General Dynamics. I can understand your feel-
ing. You're a patriotic man. 'm sure you’re an honest man. But
you can understand why this has the appearance of a clear conflict
of interest, does it not?

Mr. HipaLgo. Sir, I have three things to point out. First, I was
Assistant Secretary at the time when I made those settlements, as
you know, and Mr. Claytor was Secretary.

Second, I don’t know where you get this $600 million figure.

Senator PROXMIRE. $642 million?

Mr. Hiparco. What is the figure you've given?

Senator PROXMIRE. $642 million.

Mr. Hiparco. I don’t know how you arrive at that.

Third, though, let me answer your main question. What I did for
the F-16 had absolutely no relationship whatsoever—if you gentle-
men here in Congress want to pass a law that a man who leaves
Government service can no longer in any manner or in any shape
as a consultant, as a lawyer—and I want to limit it to that—ever
do any business the rest of his life for that company, why don’t you
do it? I'm not going to be scandalized by that, but that’s not what
your laws say. And, morally, as far as I'm concerned, for me to deal
with the F-16, which had nothing to do with the Navy whatsoever,
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for me to go over and find out what the prospects were for the F-16
against the French Mirage and so on, no, sir; I have no apology to
make for that whatsoever.

Senator ProxMIRE. Well, I have legislation that would cover ex-
actly that kind of situation. It seems to me that it's obvious that
General Dynamics had a great interest in this settlement. You had
a great role in providing this settlement. And then you get paid, as
you say, $66,000.

Let me give you the basis for the $642 million. Legal entitle-
ments, $125 million; financial relief——

Mr. HipaLgo. Just a minute.

Senator PROXMIRE. Let me just finish the total; $125 million from
the Manganero board; $359 million for the first financial relief;
future inflation, $108 million; future cost growth, $50 million; total,
$642 million.

Mr. HipaLGo. I missed that $108 million.

Senator PROXMIRE. Let me go a little slower. The legal entitle-
ment, $125 million.

Mr. HipaLgo. I got that. .

Senator PrRoXMIRE. One-half difference between legal entitlement
and total cost overrun of which $300 million was paid up front,
$359 million. Future inflation, $108 million.

Mr. Hiparco. For inflation?

Senator ProxMIRE. Yes; future cost growth, $50 million. Total,
$642 million.

Mr. Hiparco. Well, sir, let me just make—have I answered your
question about the revolving door?

Senator ProxMIRe. Well, I think you’'ve answered the question. I
think you and I disagree on what we should do and I don’t chal-
lenge the legality of what you have done, but it just seems to me
there’s a conflict of interest.

Mr. Hiparco. Not just a legality, Senator; ethically also. By any
standards of ethics in my profession, by what you gentlemen
passed in 1978, the Ethics in Government Act, by the spirit of it, by
any clause in it, I defy you to cite one clause in your Government
Ethics Act of 1978 that casts any doubt on my action.

Senator ProxMIRE. Well, as I say, I have legislation that I hope I
can get passed which I think would improve on that. I feel that if a
public official makes a decision which is enormously favorable to a
company and then shortly after he retires then is paid by the com-
pany $66,000——

Mr. HipaLgo. No matter what he does?

Senator ProxMIRE. It seems to me that’s a conflict of interest
and I think the great majority of the American people would say,
sure, it's a conflict of interest. .

Mr. HipaLGo. Senator, it won’t be the first time you and I dis-
agree. But let me tell you—enormously favorable to the company?
You must not have heard what I just said in my opening remarks.
Mr. Lewis tried to get me fired countless times because he said,
“He’s absolutely impossible.”

Let me tell you this, the role and the position taken by GD—Max
"‘Golden and Dave Lewis—systematically was that there were so
many inequities in those original contracts—‘‘the 1974-75 inflation
which was in no way covered, I have been paying interest on $345
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million of my unreimbursed costs—there’s enough equity there for
you to invoke Public Law 85-804 without any of this nonsense that
you’re talking about of a severe fixed loss.”

So don’t put words in my mouth, Senator. This was not regarded
by GD as a favorable settlement. They thought it was a damned
outrage, to swallow a $359 million loss.

Senator Proxmire. Now let me ask you, if you had learned
during your negotiations of the General Dynamics shipbuilding
claims that the claims were fraudulent, what would you have
done? Would you agree to pay the company for a false claim?

Mr. HipaLgo. Oh, Senator, you know very well I wouldn’t and let
me tell you what happened. While I was negotiating in December
1977, Mr. Togo West, who was our general counsel, came to my
office and he said that Admiral Rickover—who plays a very key
role in all this settlement, by the way. He played a key role in the
1971-73 contracts. You talked about buy-ins, Mr. Kaufman. I think
you should have analyzed that aspect of it as well and when you
talk about the settlement you should also analyze the aspect of Ad-
miral Rickover—and I say this respectfully—his absolutely vigor-
ous opposition to any attempt to settle these claims.

But coming back, Togo West came into my office and said: “Ad-
miral Rickover has given me allegations of fraud.” I said: “Togo,
have you examined them yet?’ He said: “No, sir. I just got them.” 1
said: “You put your best minds on that thing, look at it, and if
there’s the slightest indication of anything, send it over to the De-
partment of Justice.”

He did send those allegations of fraud over to the Department of
Justice in February 1978. In that same conversation, I said to Togo:
“Togo, if you or the Department of Justice have the slightest doubt
or believe that there is substance to these allegations”—I had to
interpret them in terms of Admiral Rickover’s violent opposition to
what I was doing, and what I was ordered by Secretary Brown to
do, and what I was told by the President to do, for heaven’s sakes.
So I knew what he brought us might have some element of bias or
subjectivity to it. “But if you think there’s any substance to any of
this, Togo, you advise me and I will immediately stop the settle-
ment and negotiating. I won’t even talk any more.”

So that’s my answer to your question, Senator.

Senator PROXMIRE. My time is up. I want to follow up this line of
questioning but my tme is up now so I yield to Senator Grassley.

Senator GRASSLEY. Senator Proxmire, first of all, I'd like to com-
ment on something Mr. Hidalgo said about the press and I can ap-
preciate the fact how you might feel, but I want to say that in this
whole area of trying to make the public aware as well as all of us
aware of excessive and unreasonable costs, that we would not have
been able to do that without the media and I would say, whether
it’s for us elected officials, or whether it be for appointed officials,
or for civil servants, we are going to stay on our toes better to the
extent to which we have a free press out there really watchdogging
and digging out things that aren’t right. It’s our responsibility as
well to do that.

Further, I would like to make just one sort of comment in which
Mr. Hidalgo referred to what we might be passing on to the young-
er generations, what sort of perception we might leave with what
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has been done and what is being said in his case, and I guess I
would look at it this way. I don’t think that we should teach young-
er generations that defense contractors should be able to hold up
Government, to be reimbursed for highly questionable costs, by
threatening protracted and excessive litigation. And I think that
that’s part of the lesson we’re teaching young people here through
the settlements, in the way that we respond to the blackmail of one
contractor. '

Now I have a series of questions that I would like to ask.

Mr. Hiparco. Could I just comment on what you said, Senator?

Senator GrAssLEY. You sure can comment. I'm reacting to what
you said and I think we do have to teach young people and I don’t
mind being reminded by you, but I want to remind you of what I
think are the sort of lessons that people can get from the recent
exposures of the defense industry. Go ahead.

Mr. HmaLco. Sir, I join you in your admiration for the press and
the importance of the free press in our country. I feel that very
deeply. That, however, should not be a license for someone who has
the true facts before him—and I told you I know he did—to lie.
Now that, I don’t think is a very comfortable thing for our younger
generation.

As far as blackmail by contractors, please remember, Senator
Grassley—you were not in the House Armed Services Committee at
the time, but we testified there ad nauseam and this was done by
an outside auditing firm. It was gone over by the GAO. It was gone
over by the Defense Contract Auditing Agency. What we wanted to
know under 85-804 is how much is it actually going to cost to com-
plete those submarines, the submarines that the Navy desperately
needs. Those figures were not GD’s figures. They were figures that
were verified and they were totally examined up here on the Hill,
sir.

So while I grant you that our younger generation should not be
taught the wrong lessons, I think they should also be taught that
when people make mistakes they should get together, communicate
and strive and seek to solve them in some equitable way.

Senator GRASSLEY. I'm going to refer in a minute to Coopers &
Lybrand. I'd like to say that while the Navy and GD were consider-
ing Public Law 85-804 relief in the spring of 1978, you asked this
auditing firm of Coopers & Lybrand to perform a study regarding
GD’s financial status and what effect losses would have on the com-
pany. :

Now in June 1978 the firm submitted its first report which found
GD could absorb up to $1.14 billion in losses.

In July, however, that figure was down to $744 million. The
report which was finally brought to Congress phrased the audit
firm’s report this way: “Coopers & Lybrand reached the conclusion
that General Dynamics would remain a viable corporate entity if it
absorbed a fixed loss in the order of magnitude ultimately agreed
to of $359 million.”

Now it could be argued that this language suggests GD could
withstand a $359 million loss and no more. Yet the first report
showed GD could easily swallow an amount at least three times
greater.
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Now my question—obviously, you reviewed these reports. Can
you explain why the first audit report was changed and why Con-
gress was not fully informed of the report’s exact findings?

Mr. HipaLco. Sir, I believe you have mixed various things to-
gether. Let me see if I can clarify them.

First of all, we must not assume that in a very strenuous and
complex negotiation you could make the other fellow take the
whole thing and you take nothing. In other words, you have to
reach a point of compromise. You gentlemen here in Congress are
doing that every day.

For me to say that GD could absorb—I know that if they had
taken a $843 million loss and that was the amount of the loss that
would be incurred under the existing contract——

Senator GrRasSLEY. I was just quoting.

Mr. HipaLco. If you take the $2.668 billion figure, and that’s the
figure that everyone went on with—if they absorbed that full $843
million loss, they would break restrictive covenants with their
banks. I know that. Would that put them into bankruptcy? First of
all, there was no way in the world, once we had arrived at our
basic premises, that you had here certain errors on the Navy's part
and certain very definite errors on GD’s part, and then this mam-
moth inflation in 1974-75 that due to the ridiculous terms of the
original contracts was not reimbursible—when you took that all
into account—I started the negotiations, Senator—I don’t mind
saying it now—above the $359 million. That’s the way you negoti-
ate. I started well, well above that.

Senator GrAsSLEY. Well, I'm not asking you that complicated a
question. I don’t mind your extension in the way of explanation,
but all I want to know is why the first audit report was changed
and why Congress was not fully informed of the report’s exact find-
ings. I'm the sort of person, all I want out of DOD is information
1a)raiDI’m sure that Congressmen in 1977 wanted information out of

Mr. HipaLco. All right. Let me address your question more spe-
cifically then.

I said in my opening statement that Coopers & Lybrand had a
double mission—to verify the cost of completion which I told you
came out at $2.668 billion with a loss under the existing contracts
of $843 million; and second, I said to you in my opening statement
that I wanted guidance for me in my negotiating strategy of how
far I could push these fellows without pushing them over the preci-
pice—how far could they go. And that was the purpose of the Coo-
pers & Lybrand report saying they could—I forget what qualifica-
tions they had on the $1 billion loss—and then they came down in
different stages. That was for my benefit so that as I got into these
negotiations 1 would know how far I could push and push no fur-
ther and where I could go. I think any one of you who had been
negotiating in my place would have done the same thing.

There was no concealment. There was no changed reports, sir,
not at all.

Senator GrassLeEy. Well, I'm talking about a point after you
reached an agreement, after you reached the report. How come
Congress was not informed of the original report’s exact findings?
In other words, you're coming to Congress to approve the relief
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measure, Public Law 85-804, for approval. You said that the House
Armed Services Committee totally examined these reports.

Mr. HipaLgo. They did.

Senator GRASSLEY. Congress was not informed of those original
findings that Coopers & Lybrand said that the company could
absorb $1.14 billion. It was changed in the meantime. So I want to
know why Congress wasn’t informed of the report’s exact findings.

Mr. HipaLco. Sir, I don’t remember that exact $1 billion thing. I
remember the $843 and saying it would break down the restrictive
convenants with their banks. There was no concealment from Con-
gress and, incidentally, I would like—well, let me come back to
that. We had to inform Congress what the result of the negotia-
tions were. The best I could do, the best and approved as you know
by my superiors was that they took a $359 million loss and split it
down the middle and the Navy gave $359 million. There was no
point in burdening Congress af that point with the fact that GD
could remain viable if they had taken a $843 million loss. That was
irrelevant at that point. The deal was there and Congress either
approved it or disapproved it. : :

Senator GrassLey. OK. You're telling me that when you're
asking Congress to give x number of dollars for a settlement and
Congress is led to believe by one report that they could maybe only
absorb so much but an earlier report said they could have absorbed
more, that that’s irrelevant information to Congress?

Mr. HipALGo. I'm sorry, Senator, I'm not——

Senator GrASSLEY. On the other hand, let me ask, even if it is
irrelevant, what difference does it make if Congress had that infor-
mation and is it important that Congress have that type of infor-
mation? :

Mr. HiparLco. Well, maybe it did informally. Certainly at the
hearings I was never asked that, but I just have to really say to
you that there was no implication that $359 million was the maxi-
mum loss General Dynamics could take, absolutely not. I would
have to reread the transcript again. I've some of it here. I may
have been asked that question: Could GD have taken a greater
loss? I would have said, yes, it could take a greater loss, gentlemen,
but this is the best I can do. And it was received with very great
hostility by GD. They thought I was totally intransigent.

I think one point I should clarify here, Senator Grassley. When I
laid down the condition that GD would have to give me all its fi-
nancial data, that it was going to be verified by Coopers & Ly-
brand, they would have to really undress themselves financially so
that we would know their economic stability, we would know the
cost of the submarines to completion and so on, they said, “To do
that, we're going to have to give you a lot of proprietary data, our
comparative status with competitors, our future earnings by divi-
sion, our cash-flow, and my God, now that’s the kind of thing that
we can’t let go out.”

With the approval of Secretary Duncan and Secretary Claytor, I
gave them the commitment that their proprietary data would be
- protected by the Navy. I had to do that and it was proper to do
that and everybody agreed it was proper to do that. So they gave
us a great deal of proprietary data. When it had served our pur-
poses that data was returned to them.
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The original report by Coopers & Lybrand—and this must be
what is causing you difficulty—of June 16, had the proprietary
data in it and every page was marked, “This contains proprietary
data.” I then wanted something we could give to the GAO, an arm
of Congress, and we gave it to them, that would eliminate the pro-
prietary data and my financial experts and the GD ones got togeth-
er and they eliminated some of that proprietary data which had no
relevance whatsoever to the terms of our settlement. Then that
was the June 19 report. It was given to the GAO and was given to
Congress.

Senator GRAsSLEY. My 10 minutes are up.

Mr. HipaLGo. Does that satisfy your doubts?

Senator GRassLEY. No; it doesn’t.

Mr. HipaLgo. There was no concealment.

Senator GRASSLEY. I get the impression or it surely sounds to me
like the industry has our Government negotiators somehow willing-
ly over a barrel. It sounds to me like it’s an expensive proposition
when we are trying to enforce the interest of the taxpayers and it
shouldn’t be an expensive proposition, but most important, proprie-
tary data is one thing, but just basic information of what a compa-
ny can absorb or not absorb should have been made available to
Congress and it wasn’t, and I think it would have been important.

Mr. HipaLco. I'm not sure it wasn’t, Senator. I'd have to look
into that and I'll give you the answer to that. I think it was. We
never denied that information.

Senator ProxMiRe. Secretary Hidalgo, you've heard testimony
that General Dynamics submitted cost information to the Navy
about its cost and delivery schedules and it did so over a period of
several years and it wasn’t just a little false; it was grossly, grossly
misleading. The charts which we have up here—the gentleman is
putting up the chart now that shows on the delivery schedule, for
instance, they estimated about a week’s delay when they had about
a year’s delay instead in submarine after submarine after subma-
rine, and the costs on the right were so different.

If you knew that the company was giving false information to
the Navy and it was doing so quarter after quarter and year after
year, would you have continued negotiating with them?

Mr. HipaLGo. Sir, I certainly—let me understand your hypotheti-
cal question. This, of course, that was discussed earlier, all hap-
pened before my watch, the original that you call buy-ins and so
on, despite certain things that I learned afterwards that the Navy
forced GD to do to take out some man-hours. But I don’t want to
get into that because that was not during my watch. But I think
your hypothetical question is, if I had known when I was negotiat-
ing that they had falsified things to the Navy at that time, I would
have considered that very serious and I would have discussed it
with Mr. Claytor and Secretary Brown and said, “Look, this has
been proven, that they falsified things to the Navy. It seems to me
we've got some hard thinking to do.”

hI have great difficulty answering a hypothetical question like
that.

Senator ProxMIRE. Now is it your position that the Government
should prosecute any contractor, large contractor or small contrac-
tor, who violates the false statements or false claims statutes and
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not ne?gotiate a settlement of a claim based on fraud or false state-
ments’?

Mr. Hioarco. Absolutely, Senator. You’re absolutely right, sure.

Senator ProOXMIRE. All right. How did you decide whether the
Navy should pay 20 percent of General Dynamics’ cost overruns or
50 percent or 75 percent?

Mr. Hiparco. Sir, it was a real tough negotiation. I started way,
way above the $359 million and every time I was there they would
get vertigo because they always said, “We will take no loss whatso-
ever because there’s enough here for P.L. 85-804,” and I remember
time and again Max Golden saying to me, “Moreover, you don'’t
read Congress right. You don’t need a severe fixed loss.”

But I'll tell you one reason I wanted a severe fixed loss, not only
to do the best I could for the national defense and so on and be
able to come up to Congress and say I've done the very best I can,
but I wanted to set a very hard precedent on future contractors
with regard to the filing of omnibus claims.

I can’t think of a contractor that would come up and file a claim
if they thought that to do so they had to take a $359 million loss.

Senator ProxMIRE. Now, Secretary Hidalgo, you've said over and
over again that you were a tough negotiator and that you were
hard on them and Mr. Lewis was very dissatisfied with your posi-
tion, very critical of it; and yet you say they paid you g66,000 as
soon as you left the Navy. Now they sure didn’t hold a grudge very
much, did they?

Mr. HipaLco. Senator——

hSenat:or Proxmirek. If they hold a grudge, that’s a peculiar way to
show it.

Mr. HiparLGgo. Senator Proxmire, you know yourself you don’t be-
lieve what you're saying.

Senator PRoxMIRE. Of course I believe what I'm saying.

Mr. Hiparcgo. Well, I just can't believe you believe it, be-
cause——

Senator ProxMIRe. Well, it’s common sense. You know if you
asked 100 people on the street, “Do you think there’s a conflict of
interest here when somebody settles a huge claim, whether it's
$300 million or $600 million, whatever it is, and then is paid by the

eople whose claim he settled, and he’s a principal negotiator in it,
566,000, is a conflict of interest,” they would say, “Are you kid-
ding? Of course, there’s a conflict.”

Mr. HipaLgo. Do you stop then as a man of good conscience,
which you are, to explain what it’s all about, that it had to do with
an- Air Force fighter plane, that the first amount of $47,500 was
paid to a Virginia law firm?

Senator ProxMIRE. It all goes into the profit and loss statement
of the same corporation, General Dynamics, whether it’s an Air
Force fighter plane or regardless of what it is, no matter what it is.
They like you. They like you well enough to pay you $66,000.

Mr. HipaLco. Sir, they thought—and immodestly I will not dis-
agree with them—that I was a damned good international lawyer
%nd I spent 25 years doing that after the war in Latin America and

urope.

Senator PROXMIRE. I agree with that. I'm not disputing your com-
petence.
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Mr. HipaLco. Well, but what was wrong then in their saying 11
months after I left the Pentagon—11 months after I left the Penta-
gon—“Would you go over and find out how we stand on this F-16?"
And the original—I told you, the original compensation was $2,500
a month. Now if you think that somebody on the street is going to
think that I was completely coerced and completely slanted in my
negotiations years before because I took a retainer for $2,500 a
month, honestly, Senator, I don’t believe you really mean that.

Senator PROXMIRE. Well, I think that they would feel that that
was a flagrant example of the revolving door at its worst.

Now let me ask you this. Is it fair to say that your decision on
how much to pay the company was a subjective judgment based in
part of what you thought was the best deal you could get without a
lawsuit rather than on any objective measure of how much of the
overruns was General Dynamics’ fault?

Mr. Hiparco. I don’t think it was subjective, sir. It was the test
of very severe negotiations where I repeat, it wasn’t until the
f&pril—May timeframe that they even accepted the notion of a fixed
08s.

hSelr(lator ProxMIRE. Now let me give you an example of why I
think——

Mr. Hiparco. And that was approved, as I told you, by Duncan,
by Brown, by Claytor and all those people.

Senator ProxMIRE. Let me tell you why I think it appears to
Members of Congress that you were working with General Dynam-
ics on this. According to a General Dynamics memo dated January
4, 1978, you told corporate officials the company could not expect
an adequate return if the claim was processed in the traditional
manner under the strict terms of the contract and “it was impor-
tant that we work together to develop the strongest possible case to
obtain congressional support for a larger settlement under Public
Law 85-804.”

Could you explain what you meant by that?

Mr. Hiparco. Yes, sir. I said you're going to have to take a
severe fixed loss and we've to know exactly what the cost of com-
pletion is.

Incidentally, Senator, could I— .

Senator ProxMIRE. You said, “to develop the strongest possible
case to obtain congressional support for a larger settlement under
Public Law 85-804.”

Mr. HipaLgo. What I meant, I assume there—I don’t know those
memoranda and I don’t know how to interpret them all-—what 1
assume I meant was that entitlement would not be enough, that
$125 million that Manganero subsequently came out with, that if
we were going to really try to solve the problem it had to be under
Public Law 85-804 and in order to put that across it was going to
be imperative that they take a very severe fixed loss. That’s all I
meant.

Senator, could I dispute a little bit this $642 million that gives
me trouble? The $125 million—Mr. Kaufman, you know this very
well—was money the Navy owed and this was done unilaterally by
them, no witnesses, no lawyers for the other side, no nothing. They
owed that. If there hadn’t been anything else, they would have
said, “We owe you $125 million” and then you know as well as I do
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that GD would have said, “We're not going to take that as a com-
plete settlement and we’re going to go to Contract Appeals and all
the rest of the litigation.”

So I don’t count that really as a part of the settlement. They
were entitled to that. It was a confession by the Navy, “This I owe
you without discussion.”

So the $359 million, yes. The $50 million overrun, yes. Because—

-and of course, that was largely the result of that welding problem
that they incurred in 1980.

The inflation thing, $108 million, that’s not really a settlement. I
don’t know how anyone can argue. We used 7 and 6 percent infla-
tion rates as you know, 7 percent for labor and 6 for material. I
gather there was nothing above the 6 percent for material. I
assume what you're saying to me is that the labor inflation rate,
the BLS which is what we put in the settlement agreement—the
BLS went above 7 percent. I don’t know how anybody can sit and
say we're giving away the store by telling them that if the premise
of our settlement 7 percent turned out to be 8 or turned out to be 9
that that was the logical thing to pay. You can’t expect people to
come in and swallow inflation. So I don’t know about that $108 mil-
lion and I haven’t checked that out.

Senator PrRoXMIRE. Now in March 1978 the negotiations between
you and General Dynamics reached an impasse. You later testified
that the impasse was over the amount of the fixed loss which you
insisted be in the neighborhood of $400 million which turned out to
be $359 million.

Isn’t it true that in March you told the company that it had to
take a $550 million loss? And I want to ask you, why did you come
down from the $550 million loss to a $359 million loss?

Mr. HipaLgo. Because I couldn’t sell my merchandise, Senator.
It’s just as simple as that.

Senator ProxMIRE. That’s a pretty fancy comedown.

Mr. HipaLgo. Well, sir, it was a pretty fancy number I started
with. I mean, you just have to be realistic. They kept saying, “No
fixed loss whatsoever. Congress won’t require it. No one needs it
and it’s not justified.”

Senator PrRoxXMIRE. Isn’t it true that you also had offered to make
an immediate cash payment of $179 million and shortly before the
time of the agreement you increased that to $300 million?

Mr. HipaLGo. Let me tell you the story about that one. I was up
around $400 million at this time and then I remember Max Golden
and I—Max Golden was leaving my office still very upset and dis-
appointed and I said, “After the $125 million which the Navy
admits it owes you, we've got $708 million.” And I drew a line
down the middle and I said, “Let’s split it right there.” And he
went out of my office and he said, “There’s no business that can be
done with you and it’s over.”

But I had the feeling then—and I've never said I'm a good nego-
tiator, Senator Proxmire. It was Secretary Claytor who said that,
so you'd better ask him why he said it. And I called up Mr. Claytor
who was not in Washington and I said, “I’ve got to go to Chicago to
make a speech Monday afternoon’’—this was June 5—and I said,
“I've just got a feeling, Graham, that we're getting awfully close,
that this thing may finally go over the top,” and I said, “Why don’t
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you come out with me Monday morning to the Glenview Station in
Chicago and maybe we can finally do something.” And he sort of
grumped and said, “Oh, for heaven’s sakes, I don’t know whether I
can go. We're probably going to have to get injunctive relief” and
so on and so forth, and we, of course, had the deadline of a stop
work on June 11, Senator Proxmire, and your colleague, Senator
Dodd, you ask him how he felt about 8,000 people going out into
the street. You ask Senator Ribicoff how he felt about it. So there
were a lot of factors playing into it.

So he finally agreed—Graham agreed. We left at 7 in the morn-
ing from Andrews Air Force Base and I had my aide call up Golden
and say, “Will you meet with Claytor and Hidalgo, you and Mr.
Lewis?”

On the way out in the plane I said:

Graham, all through these negotiations and you know how tough they’ve been,
they have constantly been asking me, we've got $345 million in the hole and will
you give us a front-end payment of some kind, and I've always laughed at that. But
I think that right now the only thing that could probably put this through is to
come_dup with a front-end payment which after all is going to be very promptly
repaid.

So he said, “Great idea. Let’s do that.” So we sat for 2 hours with
Lewis and Golden in Glenview and we let go with this front-end
payment and that, Senator, is what finally did it, although let me
explain to you, at that time, at the time of settlement, $360 million
in the hole. So they immediately took on that front-end $300 mil-
lion—they immediately took a $60 million loss. Before the end of
1978, there was another $47 million that was paid. That’s $107 mil-
lion. By the end of 1980, another $100 million was paid. That’s $207
million. And then the balance of the $359 million was paid.

Senator ProxMIRE. Well, you know why they did. Were you
aware at the time of the settlement that paying the company $359
million up front with interest rates what they were, instead of
spread over the next 6 years, was equivalent to giving them an ad-
ditional sum of $150 million to $200 million. Sure they took it.

Mr. Hipargo. Senator, I wish you had been doing the negotiat-
ing. Maybe you could have put it across without that front-end. I
could not and Mr. Claytor could not and Secretary Duncan agreed
that we ought to give it a try.

Senator ProxMIRE. Well, they were smart. They realized that
was worth $150 to $200 million. It was a nice sweetener.

Mr. Hiparco. Well, I don’t know whether those figures are right
or wrong. I haven’t made the computations.

Senator ProxMIRE. Well, I have and General Dynamics got it.

Mr. Hiparco. But you’ve already heard that by the end of 1978
$107 million of that was already paid.

Senator ProxMIRE. Did the company make any concessions to the
Navy when you liberalized the terms of the agreement and, if so,
what were they?

Mr. HipALGO. I'm sorry. I missed that.

Senator ProxMIRE. Did the company make any concessions to the
Navy when you liberalized the terms of the agreement and, if so,
what were they?

Mr. HipALGo. Any concessions? I don’t know what you mean, sir.

Senator PROXMIRE. Any concessions?
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Mr. Hiparco. I don't know that you mean by that.

Senator PROXMIRE. You came down $190 million.

Mr. Hipargo. You mean from my original $500 million?

Senator PrRoxMIRE. You gave them $300 million cash. Did they
make any concessions?

Mr. Hiparco. They agreed to settle. That was what I was seeking
to do and that was the only way I could do it.

Senator PrRoxMIRE. You mean you say you raised your offer by
$190 million, you increased the amount of the case payment by
about $120 million and General Dynamics gave you nothing in
return?

Mr. Hiparco. Sir, that’s the most confusing question I think I've
ever heard. I don’t understand it.

Senator ProxmMiIrE. Well, it’s an embarrassing question.

Mr. HipaLco. Well, sir, my answer will have to be confused. I
was up, yes, over $500 million. I was negotiating. That’s my style. I
mean, that’s the way I do it. It’s too bad somebody else wasn’t
there to do it. And then I gradually kept coming down while they
kept saying “no severe fixed loss.” Then the $300 million was an
absolute imperative to put the thing across. So that’s all I can say
to you. Did they. give something up? Sure. They gave up $359 mil-
lion loss and that’s a hell of a big figure. That wiped out all their -
earnings for the building of submarines since the Nautilus in 1955.

Senator PrRoxMIRE. Congresswoman Fiedler has. returned.

Representative FIEDLER. Thank you very much.

I'd like to know what the net worth was of General Dynam-
ics——

Mr. Hipargo. Would you speak up? I have a hearing problem
and hearing aids don’t do me any good.

Representative FiEpLER. I'd like to know what the net worth was
of General Dyamics when you made this agreement?

Mr. HipALgo. I'm sorry. I didn’t hear you.

Representative FIeDLER. I'd like to know what the net worth was
of General Dynamics when you culminated this agreement?

Mr. HipaLGo. I'm sorry. I'll have to submit that for the record.

Representative FIEDLER. Do you have any sense of what it was at
that time?

Mr. Hipargo. I'm sorry, at this moment I don’t, but I will submit
it for the record.!

Representative FIEDLER. I ask the question because much of your
earlier testimony—and I do not pretend to be an expert on this
subject—was premised on the basis that there would be an econom-
ic disaster if this issue was not resolved. So I asked the question
because I want to know to what degree this company was solvent
or insolvent and to what degree you looked at that as a part of
your discussions with them.

Mr. HipaLco. It was certainly a very solvent company. I can’t
give you that, but as I said, I will be very happy to supply it for the
record what their net worth in 1978 was.

- 1'The information to be supplied for the record was not available at the time of printing the
hearing.
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Representative FIEDLER. Do you have any sense of what the sol-
VﬁnC)‘I? would have been had you not come to an agreement with
them?

Mr. Hiparco. I think they would have gone right on and sued us
and I don’t know what would have been the consequences of all
that. I was only worried about the consequences to the Navy of not
getting ships that we needed and of having to pay under that court
order 91 percent of costs which would have—remember what I
s:liigi—given us a $300 million over ceiling and we still had the
claims.

Representative FiEDLER. Who do you think could have best af-
forded protracted litigation, the Navy or General Dynamics?

Mr. Hiparco. I beg your pardon?

Representative FiEpLER. Who do you think could have best af-
forded a protracted litigation, the Navy or General Dynamics?

Mr. Hiparco. Financially?

Representative FIEDLER. Yes.

Mr. HipaLco. I think they both could have borne it without sub-
merging. I don’t think that was the main thing. The main thing
was that while you’re fighting, you're not going to be able to build
ships. It’s impossible. When I got there the thing that struck me
the most was that there was a tremendous amount of dissension
between Admiral Rickover and some of these people. No one was
talking. No one was thinking.

Please listen to this. In the case of Newport News, we were build-
ing the carrier Vinson, CVN carrier Vinson, without a contract on
an unpriced option. I couldn’t believe it. Because the people
couldn’t talk, couldn’t think, couldn’t agree on anything. And there
we were paying—please may I add this—104 percent of costs. So it
isn’t a matter just of the money that was involved. It was the
times, the hatreds, and the animosities, the poisoned wells. That
was tremendously important. I think we all know this in our indi-
vidual lives.

Representative FiepLEr. Do you believe in any way the settle-
ment constituted a gift of public funds?

Mr. HipaLGo. In any way what?

Representative FIEDLER. Do you believe in any way this settle-
ment constituted a gift of public funds?

Mr. HiparLco. Not at all. Not at all. In no way whatsoever. It was
a proper and completely justified application of Public Law 85-804
if I've ever seen one.

Representative FIEDLER. I think the one thing that troubles me is
that the initial premise upon which the initial discussions were
begun was based upon the fact that there would be an economic
disaster if this did not take place.

Mr. HipaLgo. That is absolutely——

Representative FIEDLER. And I guess I have to ask the question
whether or not that basic premise is correct in the first place.

Mr. HipaLGgo. I'm so glad you did.

Representative FiepLER. This is obviously a matter of your sub-
jective opinion on that.

Mr. HipaLco. I'm so glad you brought that up. That reference or
implication in certain memos that I've seen in the media that this
was based on economic disaster was just not so, no so at all.
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I wanted to find the framework from which settlement could fi-
nally be built as I was moving along in July, August, September,
and the fall of 1977, and at that point I naturally studied the Lock-
heed and Grumann cases, I studied the attempts by Deputy Secre-
tary of Defense Clements to settle these cases which aborted. He
came up to Congress and you gentlemen told him no. And so I stud-
ied all these cases and there were discussions with Mr. Golden
when they began—you know, what’s this loss going to mean to you,
if you're going to take a very severe fixed loss and so on. And
that’s when the Navy got the signal, “We're very strong financial-
ly.” Well, forgive me if I'm a little devious—it may be the first
time General Dynamics knows this—but I was delighted to hear
them talk like that, that they were very strong financially, because
then that made all the more positive my insistence that they would
take a severe fixed loss. In other words, I was being, if you will, a
little devious by talking of financial difficulties in the hope that I
would get that response that they were financially strong.

But financial disaster was never a consideration in this case,
never., '

Representative FIEDLER. Thank you very much.

Mr. HipaLGo. And it is not required by Public Law 85-804.

Representative FIEDLER. I wasn’t referencing that.

Mr. HibaLco. Not required in the slightest.

Representative FIEDLER. I was just trying to get the basic premise
behind which you drew the assumption that this kind of settlement
was a reasonable and appropriate settlement based upon the bal-
ance of additional costs which might be incurred if this settlement
did not take place which you estimated earlier would be perhaps
over a billion dollars, and I was trying to see how you framed that
assumption and whether or not in fact that initial assumption was
proper and correct.

Mr. HipaLgo. Well, it was never a premise. Financial disaster
was never a premise, never. I used it as a ploy, if you will, and
every time they told me how strong they were, I was delighted.

Representative FIEDLER. Thank you.

Senator PRoXMIRE. Thank you, Congresswoman Fiedler.

Senator Grassley. :

Senator GRASSLEY. Senator before I give a closing observation, I'd
like to insert from Senator Thurmond, who’s chairman of the
Senate Judiciary Committee—and I do this as chairman of the Sub-
committee on Administrative Practice and Procedure—his state-
ment that he’s making and I'll put it in as an opening statement,
and I would like to make the observation that he supports my
statement regarding congressional access to information.

Senator Proxmire. Without objection, that will be put in the
record.

[The written opening statement of Senator Thurmond follows:]

WRITTEN OPENING STATEMENT OF SENATOR THURMOND

Mr. Chairman: In this age of burgeoning governmental regulation and bureau-
cratic waste, there is a heightened public need to hold someone accountable for ca-
pricious agency actions and for the staggering cost of government. As elected public
officials, we in Congress must accept oversight responsibility of the various bureau-
cratic agencies that, with increasing frequency, affect our lives. Those of us in
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public office have a solemn duty to the citizen of this country to ensure that their
tax dollars are not wasted.

While I am not a member of the Subcommittee on Administrative Practice and
Procedure, or of any Subcommittee of the Joint Economic Committee, as Chairman
of the full Committee on the Judiciary, I have a great interest in any legitimate
claim of fraud or waste by, or against, an agency or department of the Federal Gov-
ernment.

I believe that an agency has a duty to conduct its own thorough and complete
investigation into any such claim. If further investigation is warranted, then an
agency should cooperate fully and openly within the limits of its authority.

There is also a need for cooperation in the case of a Congressional investigation.
Congress must have ready access to that information which is of legitimate interest
to the taxpayer. While there are some legitimate limitations such as grand jury in-
formation materials relating to National Security, it is essential that Congress, and
other investigatory agencies have at their disposal the most reliable and accurate
information available. For this reason, it is vitally important that the various
branches of Government cooperate with one another to the fullest extent possible.

It is my hope that this hearing today, and those in recent months, will provide
helpful insight into the accessibility of information to Congress. I look forward to
reviewing the report and testimony we receive today, and regret other Senate Com-
mittee hearings prevent my presence throughout this entire hearing.

Senator GrassLEY. The evidence that has emerged from the in-
vestigations of the General Dynamics case are buttressed by the
testimony and the very excellent staff work that we received here
today at this hearing. They suggest many conclusions, but I'd like
to list the following:

First, that General Dynamics manufactured a campaign of decep-
tion draining the Treasury of valuable resources and our Nation of
vital security. The corporation deceived its own stockholders, the
U.S. Navy, the Congress of the United States, the Internal Revenue
Service, and through all these, the public. And they seemed to do it
with whatever seemed profitable at the time. :

Second, that despite having access to evidence proving deceit, the
Justice Department chose the path of least resistance. The Justice
Department ignored the evidence, stuck up its nose and said, in
effect, “Don’t bother me with the evidence. Find me a way out.”

In the defense industry, General Dynamics actions are called re-
sponsible business decisions, and where I come from I think we
simply refer to these as lying.

In the case of the Justice Department, it's termed—these are
their words—insufficient evidence, and where I come from this is
called incompetence.

Taken together, this case shows that after 14 years really noth-
ing has changed. It is a classic case where inefficiency is rewarded.
Today we are still rewarding inefficiency and we are still reward-
ing waste. We reward fraud and deceit and we still reward incom-
petence.

Perhaps this is why that this is in fact the reason that we see
one of General Dynamics’ own executives in an internal memo
saying, “There’s only one real problem. That problem is our seem-
ing inability to build ships.”

And a Justice Department official also has an internal memo re-
garding investigations of fraud in shipbuilding and that confides, “I
don’t see how our collective performance can be viewed as any-
thing but dropping the ball.”

Now isn’t it ironic what happens when the receipt of money is
not a consequence of performance but of deceit? And the awarding
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of money depends not on accountability but upon error. We get a
defense industry specializing in high cost and overhead and nation-
al security becomes a secondary function and we get a Justice De-
partment that specializes in finding no evidence and true justice in
fact takes a back seat.

There is only one recourse and that is the public must be in-
formed. There is no other jury capable of returning an appropriate
and deserved verdict ‘against those they entrust with their defense
and their judicial protection.

It is unfortunate that these unelected officials choose irresponsi-
bility and self-service over the public interest but if common sense
and reasonableness is ever to triumph, now is the time for the
public to speak up and I think they are beginning to.

Senator PRoxMIRE. Thank you very much, Senator Grassley

I have a closing statement, too. I'd like to say that the informa-
tion presented today suggests a far more serious problem of possi-
ble wrongdoing by General Dynamics than even I imagined.

The documented facts indicate a systematic pattern-of deceitful
conduct. If the False Statement Act was violated, it was violated
not once or twice or inadverently, but many, many times over a
period of years and intentionally. As I indicated, I intend to send a
transcript of this hearing to the Justice Department with a request
that it include the reports and documents used in the staff study in
its current investigation of General Dynamics.

I might add that Justice reopened its investigation last summer
many months after Mr. Veliotis first offered to show the Govern-
ment how General Dynamics had committed fraud.

Time’s wasting. I say to the Justice Department that we don’t
need another protracted, fruitless investigation. Justice should pro-
ceed with all deliberate speed at long last to conclude this investi-
gation.

NEW LEGISLATION IS NEEDED TO REDRESS THE REVOLVING DOOR
PROBLEM

Finally, I say to Secretary Hidalgo, that I disagree with your in-
terpretation, sir, of ethical standards. You gave General Dynamics
the largest, fattest claim settlement in the history of the Pentagon.
You left the Navy and went on General Dynamics payroll. I believe
that violates ethical standards. It looks like a Government official
feathered his nest while in Government and then left to get into
that nest. It looks wrong and it is wrong, and it doesn’t matter
whether you treat them right on Navy contracts and then work for
them on Air Force contracts. I believe it is wrong and lawyers,
above all, should understand that.

Part of the reason I am pushing new legislation is because some
people don’t appreciate what should be constraints on the revolving
door. I might say that the subcommittee will reconvene in about 2
weeks to hear Gorden MacDonald of General Dynamics.

The hearing is adjourned until the call of the Chair.

[Whereupon, at 12:20 p.m., the subcommittees adjourned, subject
to the call of the Chair.]
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